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PREFACE

In 1962 the European Economic Community published a study on the instruments
of monetary policy in the countries of the EEC. This work has been widely used,
both by the EEC and national monetary authorities, and in. university, banking
and financial circles.

The Community, which at that time had just passed to the second stage of the
transitional period, entered the final phase on 1 January 1970.

The experience gained during the twelve years of the transitional period, the need
for increasing integration in the final phase, and the prospect of economic and
monetary union decided upon at the Hague Conference in December 1969, high-
lighted the importance, for a satisfactory development of the Community, of the
coordination of national monetary policies and the harmonization of the instru-
ments employed.

The Monetary Committee therefore considered it appropriate to undertake a new
study of the instruments of monetary policy in the Community countries, and a
group of experts was given the task of examining, at a practical level, bow instru-
ments could be barmonized.

As in 1962, the Monetary Committee, which entrusted the examination of the
means of monetary action to its alternate members, was able to lean beavily on
the cooperation of the Commission’s Directorate-General for Ecomomic and Fi-
nancial Affairs, and of national monetary authorities. It would like to take this
opportunity. of thanking them. :

The technical analyses of the instruments of monetary policy in each country
provided by the national authorities, and which are the subject of Parts II to VI,
were drawn up as of 30 June 1971, and the statistical appendices as of 31 Decem-
ber 1970. Obviously the many measures taken by the member countries since 30
June 1971 — notably in the field of external financial relations — bave not been
included in the andlysis. This could not have been otherwise, since the events of
the summer of 1971 led the member countries’ monetary authorities to adopt ar-
rangements which were bound to be exceptiondl, some of which bave since been
revoked, and which, it is to be hoped in any case, will be only temporary. The
Monetary Committee has in mind besides to update the study at intervals.

The chapters about the different member countries were discussed fully in the
Group of dternate members of the Monetary Committee, so as to allow them to
be presented on comparable lines. This contributed to a better mutual understand-
ing df the respective means of action and facilitated the formulation of the
synopsis contained in the first part of the study.

It seemed desirable to present a gemeral view of the range and development of
instruments of monetary policy from two points of view, firstly in the light of the
experience of the member countries and of the progress that bad been made in
monetary coordination and collaboration in the Community, and secondly and more
important with the prospect in mind of a gradual convergence of member countries’
policies, which will be required during the establishment by stages of economic



and monetary union. The first part thus serves as both an introduction and a
conclusion to the study.

Greater emphasis bas been given than in 1962, to a comparison of instruments
within the framework of an analysis of the institutional and structurdl features
of nationdl financial systems. The method decided upon led the Committee to tackle
problems which were in many cases only touched upon in the previous study.
“Liquidity”, seen both from the point of view of the generdl liquidity of the eco-
nomy and from the more technical angle of the liquidity of the banking system,
was examined in terms of the various ways in which it is defined — in relation to
monetary policy — of the different sources comtributing to its creation, of its struc-
ture and of its development in each of the member countries. This broader ap-
proach makes it possible to produce a better overdall picture of the role of the
various instruments of monetary policy.

Another aspect which, although sensitive, could not be omitted from the field of
investigation concerns the objectives of monetary policy. Although official docu-
ments, and, in some respects, scientific literature, bave relatively little to say on
this point, it is nevertheless of basic importance for those countries aiming at a
common monetary policy within an economic and monetary union. The analysis
presented is a first attempt to formulate the general objectives of monetary policy
and to compare the objectives actually pursued in the different Community
countries. It shows the road which has to be covered in order to make these
objectves mutually compatible and to barmonize the instruments by which they
can be attained.

Comparison of the instruments used by the member countries is the last point
dedlt with in Part One. It attempts, as objectively as possible, to bring out
the similarities and differences which exit at present in this field. There is a large
variety of instruments, and it seemed advisable for the sake of clarity, to distin-
guish between those which bave a generdl effect and those which operate in a
more specific way. The means by which these are used often reveal particular
structural and institutional characteristics which will make their gradual barmoniza-
tion in the Community framework more difficult. This barmonization is never-
theless a necessary precondztzon for arriving at a monetary policy which can lead
to the achievement of economic and monetary union.

All those who bave worked on this study have tried to contribute towards this
progress in a Community spirit. They hope that, in addition to its immediate
practical use, it may be the starting-point for further study and research, both in
circles responsible for monetary policy and in the academic world.

The Monetary Committee
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Part one

OVERALL VIEW OF THE FRAMEWORK,
THE OBJECTIVES AND THE
INSTRUMENTS OF MONETARY POLICY
IN THE EEC COUNTRIES






CHAPTER ONE

INSTITUTIONAL AND STRUCTURAL ASPECTS OF THE
NATIONAL MONETARY SYSTEMS

Section I - The institutions

Para. I: The Monetary Authorities

1. Responsibilities in the matter of monetary policy are divided in the Community
countries between the central bank, the government and other institutions in ways
which differ to a marked extent from one member country to another.

As regards the financial operations of the public authorities, especially of the central
government, and more particulatly their consequences for the creation of liquidity,
the means of action at the disposal of the central banks vary from country to
country, but are generally limited. The action of the central banks hinges moreover
on credit policy and on the monetary effects of movements of funds to and from
foreign countries. As to the control of banking, which does not amount to an
instrument of monetaty policy, this is exercised by different organization according
to the country concerned. _

In certain countries, the action of the bank of issue in monetaty matters is closely
tied up with decisions by the public authorities, who hold the responsibility in
the last resort in this field; in other countries the cerftral bank occupies a de jure
or de facto position which leaves it great liberty of action. But the policy applied
is always the outcome of close collaboration between government and central
bank. In other respects, other organizations are often competent in the matter;
these are more numerous and their associations more complex in certain states
than in othets.

The legal provisions governing the relations, often very complex, between govern-
ment, central bank and other organizations, moreover, only give an incomplete
view of the true situation. The possibilities offered by these provisions are not
always made use of in fact by the government, when they confer on it the power
of participating in the elaboration of the policy of the central bank or of in-
tervening in that field; and on the other hand a very large measure of autonomy
by the central bank by no means excludes the possibility that the government may
require its own views to be taken into consideration. For this reason, in the present
conduct of monetary policy, the degree and methods of collaboration between go-
vernment and central bank depend to a large extent on the personalities involved.
Furthermore, coordination between the various organizations responsible is the
result of well-established traditions and in many cases of the exercise by certain
personalities of responsibilities within several organizations that are legally distinct.
As monetary policy is only one of the ways, though certainly an essential one, of
controlling the economy, it is right that the central bank, whatever the importance
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OVERALL VIEW — INSTITUTIONAL AND STRUCTURAL ASPECTS

of its role, should integrate its policy in a wider whole, or at least adapt it to
situations in which the simultaneous action of different organizations plays a part.
For this reason the cootdination of policies is of the first importance and is
particularly desirable in cases of economic difficulty. In fact the latter could not
be effectively solved if monetary policy were not incorporated in a corpus of
coherent economic and financial measures.

Germany

2. In Germany, the fields of action of the government and the central bank are
clearly demarcated. The Bundesbank has the primary responsibility in the matter
of credit policy, and exercises it to a large extent autonomously vis-3-vis the public
authorities. As far as the policy regarding monetary relations with foreigh countries
is concerned, this comes primarily under the jurisdiction of the government; foreign
exchange operations ate within the province of the Bundesbank.

The coordination of the policies of the government and the central bank results
from the following arrangements: the Bundesbank is required to advise the Fe-
deral Government and to provide any clarification asked for concerning any es-
sential monetary question. It must, in the field in which it has prerogatives of its
own, support the government’s economic policy, subject only to the express re-
quirement that such support must be compatible with its task of “protecting the
currency”,

In fact, the demarcation of powers between monetary authorities does not prevent
decisions on monetary policy from being the subject of frequent consultation, and
they are arrived at in general by agreement between the two parties.
Coordination is organized more particularly on the institutional plane, for the
Federal Government is required to invite the Governor of the Bundesbank to its
deliberations on monetary matters. Conversely, the members of the Federal Go-
vernment can participate in the meetings of the Central Bank Council (Zentral-
bankrat); there they may present proposals and obtain the deferment of decisions
for up to two weeks. ‘ '

Finally, as regards the control of banking, the relative powers are exercised by the
Federal Supervisory Office for Banks (Bundesaufsichtsamt fiir Kreditwesen) in close
collaboration with the Bundesbank.

Netherlands

3. In the Netherlands, as in Germany, the powers of the Government and of the
central bank are in principle separate. Credit policy comes within the province of
the Nederlandsche Bank; if monetary relations with foreign countries form part of
the government’s responsibilities, the execution of policy in this field is never-
theless in the hands of the Nedetlandsche Bank. It is certainly laid down that
the Minister of Finance can under certain conditions issue directives to the Board
of Management of the Bank, when he considers it necessary, to ensure coordination
of monetary and financial policy; but this power has not been exercised so far and
is to be considered altogether exceptional.

Cooperation between the Minister of Finance and the central bank is in reality
very close. Important decisions are only taken in fact after consultation between
them. In addition regular coordination is ensured by weekly meetings of the
Minister of Finance and the Treasurer General with the Governor of the Ne-
derlandsche Bank. It is to be noted that the general coordination of economic
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The institutions

policy is effected by the Council of Economic Affairs (Raad voor Economische
Aangelegenheden - REA), of which the Governor of the Nederlandsche Bank is
a member,

If the Nederlandsche Bank is legally invested with very extensive powets in the
matter of control of credit, in fact it acts in concert with the organizations re-
presenting the banks regarding the measures it desires to take (gentleman’s agree-
ment). This is an essential characteristic of the exercise of monetary policy in the
Netherlands; the principle is also enshrined in the law on the control of credit,
and its satisfactory application has so far absolved the Bank from taking unilateral
decisions which would then have had to receive the approval of the Minister of
Finance.

The control of banking is also exercised by the central bank.

Belgium

4. The organization of monetary power in Belgium is somewhat different from
that in force in Germany and the Netherlands. Responsibility for monetary policy,
more especially as regards credit policy, is assumed by the National Bank of Bel-
gium in conjunction with the government. The latter, together with other orga-
nizations, are in possession however of certain powers of their own in the matter
of monetary policy. Unity of action is ensured by the manifold links existing be-
tween the government and the National Bank, which are both represented moreover
in various organizations for the regulation or protection of financial activity, as
well as in certain public credit institutions.

This distribution of powers, principally between the central bank and the govern-

ment, is reflected moreover in a wider form in the Council of Regency (Conseil

de Regence) of the National Bank which is composed, apart from the Board of

Management (comité de direction) of the Bank, of persons proposed respectively

by the Minister of Finance, the organizations representing industry, commerce,

agriculture and labour, and the managing authorities of the financial institutions of
public interest.

Four other legally distinct organizations play a role in monetary policy:

— the Securities Stabilization Fund (Fonds des Rentes), managed jointly by re-
presentatives of the Minister of Finance and the National Bank, has the task

. of regulating the market in government securities (at short and long term),
and the money market at very short term;

— the Institut de Réescompte et de Garantie (IRG) a parastatal organization in
which the National Bank is represented, is the principal rediscounting organiza-
tion of first resort;

— the Institut Belgo-Luxembourgeois du Change (IBLC), of which the Governor
and a member of the Board of Management of the National Bank are members,
is responsible for the exchange control regulations and their implementation;
the influence it exercises in the field of monetary policy is principally the
result of the measures taken to protect the official reserves;

— the Banking Commission, which includes in particular a representative of the
National Bank, is entitled among other things to apply banking ratios on the
recommendation of the National Bank or in consultation with it; it is also
entrusted with the control of banking.

France

5. In France also the powers in the monetary sector are distributed among the
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OVERALL VIEW — INSTITUTIONAL AND STRUCTURAL ASPECTS

government, the Bank of France and other organizations (in which the government
and the Bank are represented) which work in close cooperation. The government’s
powers are however more important, in fact, than in Belgium. The government’s
predominance arises first and foremost from the organization of the institutions.
The Treasury plays a particulatly important role: it directly or indirectly manages
part of the curtency and centralizes the balances of the public authorities. By its
budgetary policy it exetcises a special influence over the development of liquidity
in the economy.

As in the case of Belgium, no legal prescriptions lay down in a systematic manner
the tasks that fall to the Bank of France, but the Bank’s statutes define its credit
operations, and particular texts prescribe specified responsibilities together with
the instruments necessary for their fulfilment., This is the case in particular as
regards the management of the Exchange Stabilization Fund which devolves upon
the Bank of France, in accordance with general instructions given by the Minister
of Finance. The powers of the Bank of France in monetary matters are in short
very extensive. The day to day management is in principle conducted quite inde-
pendently; in practice the Minister of Finance and the Governor of the Bank
consult one another frequently on all important questions concerning the Bank’s
field of activities. The coordination is reinforced when economic difficulties ne-
cessitate the adoption of a recovery programme.

The managing authorities of the Bank have extensive powers that go beyond the
field of action proper of the Bank. The Governor is vice-chairman ex officio of the
National Credit Council, and he usually presides at its meetings in place of the
Minister of Finance; he also presides over the Banking Control Commission (Com-
mission de Contrdle des Banques) which is responsible for the supervising of the
banks. '
The National Credit Council is invested with powers for the regulation of credit
policy, the execution of which is left to the Bank of France; and it is also required
to consult the public authorities. The very close liaison between the government
and the Bank comes out very plainly in the way in which the latter operates. The
majority of its members are appointed by various ministries from among represen-
tatives of economic and social groups on the one hand, and of the public authorities
and organizations on the other; while others are selected from among represen-
tatives of the banks. :

Italy

6. The Italian organization is different from that existing in the other countries.
The initiative and the supreme power in the field of monetary policy lie in principle
with the government. In accordance with the guiding lines laid down by the
Interministerial Committee for Economic Programming (Comitato Interministe-
riale per la Programmazione Economica - CIPE), which decides on the distribu-
tion of the flow of money for different purposes on lines laid down annually in
the national economic programme the Interministerial Committee for Credit and
Saving (Comitato Interministeriale per il Credito e il Risparmio - CICR), formulates
the monetary policy to be adopted in conformity with the general economic policy
of the government. Such unity of purpose certainly represents an original element
within the Community. The Bank of Italy, which is subject to the control of the
Minister for the Treasury, to some extent petforms functions delegated to it, and
is obliged to observe the decrees that this Ministet, after consulting the Inter-
ministerial Committee, sees fit to issue.

16



The institutions

The government’s powers to lay down general guidelines for monetary policy do
not prevent the Bank of Italy from filling a role of great importance.

First of all, wide discretionary powers have been conferred on it for the applica-
tion to the banking system of ministerial directives, and it enjoys almost complete
autonomy as regards the way in which it controls the banks. More especially, the
Governor of the Bank of Italy, who participates as of right in the deliberations
of the Interministerial Committee for Credit and Saving is the government’s ad-
viser and can propose to the Minister for the Treasury that changes should be
made by decree in the official discount rate. He is the President of the Admi-
nistrative Council of the Italian Foreign Exchange Office (Ufficio Italiano dei Cam-
bi) an institution which enjoys a separate legal existence from the Bank of Italy
and which is responsible for the control of foreign exchange operations, for ensur-
ing that the foreigh exchange regulations introduced are observed, and for the
management of the foreign exchange reserves.

Luxembourg

7. Luxembourg has no central bank of its own. The role usually filled by such an
institution is performed either by the National Bank of Belgium, under the treaty
inaugurating the Belgian-Luxembourg Economic Union, ot by the State Savings
Bank (Caisse d’epargne de I’Etat), the importance of which, judged by the volume
of deposits received, is far greater than that of the other banks in the country.
It largely plays the part of a state bank and bankers’ bank.

The government can play an important role in monetary policy through the inter-
mediary of the State Savings Bank and of the Commissioner for the Control of
Banks who in addition to the supervision of the banks can take measures for the
regulation of the volume of credit and bank liquidity.

General characteristics compared

8. Having reviewed the arrangements in the various countries individually, it is
now possible to set out the principal resemblances and differences that distinguish
them as regards the organization of powers in the monetary sector.

The fields of action of the government and the central bank are more clearly
demarcated in Germany and the Netherlands than elsewhere. In both those countries
credit policy, and in Germany foreign exchange operations, are essentially within
the province of the central bank.

In the other countries the apportionment of responsibility for monetary matters is
more complex. In Italy the government enjoys prerogatives which make it pre-
eminent in principle and which enable it to impose its requirements and exercise
its right to take decisions in the last resort. Nevertheless, it is clear that the Bank
of Italy wields considerable authority in the determination of monetary policy and
in relation to the banking system.

In France and Belgium, the relative powers are distributed among a larger number
of bodies, whose connections moreover are very close on the legal and personal
plane. One important difference emerges, however, between these two countries:
in France the otrganization of monetaty power gives a clear predominance to the
government, not only de facto but also de jure; whereas in Belgium the organiza-
tion depends on a very delicate balancing of powers brought about by detailed
legal provisions and regulations based on numerous and complex relations between
the various institutions involved.
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OVERALL VIEW — INSTITUTIONAL AND STRUCTURAL ASPECTS

One feature is common to all the countries: whatever form the demarcation of the
respective fields of action of the various monetary authorities takes, there is always
a network of relations between them and the government permitting the coordina-
tion of the policies for the orientation of the economy adopted by the different
authorities, according in each case to the particular forms of action in use. This
collaboration is secured in particular by the participation of the representatives of
one organization in the deliberations conducted by another. In this way, according
to the country concerned, the issuing authority is represented in the government
when the latter is dealing with matters concerning monetary policy, or the govern-
ment may participate in the deliberations of the central bank. Similarly, in certain
countries (Belgium, France) representatives of the government and of the central
bank together participate in the activities of special institutions. The same result
is achieved by the allocation to the governmental authorities of more or less
extensive powers relating to the appointment of the managing bodies of the central
bank and other organizations.

Para. I1: The monetary and financial system

9. The overall organization of the monetary and financial system is of great im-
portance in relation to the study of monetary policy. It is essential, in fact, having
examined the monetary authorities, to know to which institutions the instruments
they utilise apply, and to know the workings of the markets in which vatious
liquid or negotiable assets are bought and sold.

It is by no means necessary to study all the institutions exhaustively at this point;
they will only be examined to the extent necessary to obtain a through grasp of
monetary policy and of the instruments it uses. A brief outline of the workings
of the money markets (and of their links with the financial markets) will complete
the picture of the financial structures on which monetary policy operates.

Para. 1I-1: The monetary and financial institutions
i) Generdl

10. The structural differences between the member countries of the Community
and the divergencies between the national concepts on the subject, combined with
the complexity of the organization in the matter, make it difficult to establish a
line of demarcation between monetary and financial institutions that would be
valid for the Community as a whole.!

Criterion of classification into monetary and financial institutions

If it is sought to establish a distinction between these institutions the most useful
criterion is that of the nature of the commitments shown on the liabilities side of
their balance sheets. On this basis, the designation of monetary institutions is here
taken to apply to the institutions (other than the central banking authorities)
whose liabilities consist of items which to a large extent have the character of
means of payment or liquid funds.

1 On this subject it should be noted that the Eutopean System of Integrated Economic Accounts (SEC - Systéme
Européen de comptes Economiques Intégrés published by the Statistical Office for the European Communities, 1970)
gives an analysis of the monetary and financial institutions on a harmonized basis on the Community plane.
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The institutions

Difficulties of application

This distinction admittedly raises numerous difficulties, even if it is applied in a
flexible manner. Ideas on the subject differ considerably in fact from one country
to another; and the divergencies will be set out below. Furthermore it is difficult
to draw a clear line of demarcation between monetary and financial institutions;
in fact, to a varying extent according to the country, beside organizations of an
essentially monetary nature, many others have a mixed structure; they take in both
liquid funds (having more or less the character of money) and savings. It has been
decided to class as financial institutions for these purposes the establishments
whose liabilities consist in large part of items that do not have the character of
money (or liquidity in the Netherlands).

It is precisely this difficulty of classification that results in Germany in the distinc-
tion between monetaty and financial institutions being hardly regarded as of any
practical value, any more than the classifications made within the monetary organiz-
ations. The banking system is there considered in its entirety. This is understand-
able in view of the diversity of the resources and operations of the German
organizations. The same reasons limit the extent and rigidity of this distinction in
other countries, in the Netherlands notably, That country nevertheless considers
the distinction necessary in the application of monetary policy.

The problems of terminology are numerous. The same terms (banks, savings
banks credit establishments, etc.) mask very different realities between one country
and another. They are sometimes difficult to handle within the scope of the present
work, although in current use elsewhere, in that they are applied to both monetary
and financial institutions.

ii) The principal institutions and their characteristics in the various countries

(see Table 1)

11. In this section the general distinction drawn between institutions according
to the nature of their liabilities will be supplemented by a more detailed analysis
according to the types of operation effected. This analysis will bring out the
differences of structure and concept in the member countries. Some similarities
in certain fields can nevertheless be pointed out at the outset.

Postal Services

12. In all cases the Postal Cheque Services are state organizations coming under
the Postal Administration and more or less directly under the Treasury. They
operate on the basis that out of the deposits received from private customers funds
are provided to the Treasury or the Post Office (though in the Netherlands only
to a certain extent). They are considered as monetary institutions, for they handle
the monetary resources of the public. In all the countries there also exist savings
setvices operating through the intermediary of the Post Office.

Public and semi-public institutions

13. Furthermore, in all cases, though to a lesser extent in the Netherlands, there
are public or semi-public monetary and financial institutions. In the monetary
sector, state intervention is relatively highly developed in France and Italy. As
regards the monetary and financial system as a whole, the parastatal institutions
play an important role in all cases. They are governed by different statutes from
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TABLE 1

Monetary and financiadl institutions entering into the field of application of monetary policy, Community countries 1971
(other than the Central Bank and the Treasury)

Germany (1)

France

Italy

Netherlands

Belgium

Luxembourg

A. Monetary Institut-

ions

1. General

2. Others

Credit Institutions,

including:

~ commercial banks,
comprising

«large banks

eregional & other
commercial banks

« “private” banks

- savings banks

— central giro insti-
tutions

~ credit cooperatives
and mutual loan
funds

- central institutions
of credit coopera-
tives and loan as-
sociations

— Post Office giro &
postal savings bank
offices

- Hire purchase fi-
nance houses

— deposit banks

— merchant banks
(“banques d’affai-
res”)

—long and medinm-
term credit banks

®

- Establishments
with a special le-
gal status, includ-
ing:

«the French Bank
for Foreign Trade

« agricultural credit
institutions

« mutual loans

«loans to small &
medium-sized firms
(“crédit populaire”)

— postal cheque serv-
ice

~ Banks, including

« establishments con-
stituted under pub-
lic law

« banks of national
interest

«ordinary credit
banks

« popular coopera-
tive banks

— Savings banks

= Specialized central
institutions

—postal cheques &
Post Office banks
(attached to the
Cassa Depositi Pre-
stiti Section of the
Treasury)

Banking institutions
including:

— commercial banks
—rural credit banks

- —savings banks

— postal cheques &
giro services

- deposit banks

— Institut de Rées-
compte et de Ga-
rantie (partim) (3)

— Securities Stabili-
zation Fund (Fonds
des Rentes)

= Crédit Communal
(partim) (3)

— Postal cheque of-
fice

—state savings banks

~banking and sav-
ings institutions

— credit establish-
ments (specialized
institutions for con-
sumer credit)

- Postal cheque of-
fice

(1) For Germany, analysis into monetary institutions and financial institutions is not feasible in principle. The diversity of the resources and activities of most of the institutions makes their classifica-

tion particularly hazardous.

(2) These banks are included in the statistics among the monetary institutions in spite of the nonliquid character of their resources.
(3) The splitting of these two institutions into a monetary part and a financial part corresponds to a concept inspired by other criteria than those of the classification on an institutional basis adopted

in principle.




TABLE 1 (continued)

Germany (V) France Italy Netherlands Belgium
B. Financial Institut-
tions (%) ’
1. Private institutions | —building societies — financial institut- | — specialized credit | — mortgage credit - hire purchase credit

2. Public or. semi-pub-
lic institutions

—private mortgage
credit banks

— specialized private
credit institutions

- l_)uilding societies

—public real estate
credit institutions

- specialized public
credit institutions

ions, including:

—hire purchase fi-
nance houses

- finance companies
—real estate credit

institutions

— National Savings
Institution (Caisse
Nationale d’Epar-
gne) )

—savings banks

— Caisse des Depots
et Consignations

— specialized credit
institutions, includ-
ing: )

« Crédit National
« Crédit Foncier (real
estate credit)

« Caisse Nationale des

Marchés de I’Etat

institutions (of lit-
tle importance in
the private sector)

— Specialized credit
institutions

banks

— hire purchase fi-
nance companies

— State postal sav-

ings bank

~ Bank for Nether-
lands - Municipali-
ties (“Bank voor
Nederlandse Geme-
enten”) (5)

institutions

— private savings
banks

—mortgage credit
companies

— Institut de Rées-
compte et de Ga-
rantie (partim)

— Caisse Generale de
Epargne et de Re-
traite (General Sav-
ings & Pension
Fund)

— Credit
(partim)

communal

— National Institut-
ion for Credit to
Industry

— Other specialized
credit institutions

(%) Only the principal financial institutions that enter most directly into the field of action of monetary policy are shown here. Other organizations sometimes come into this field of action, for example

the insurance companies and the social security institutions, particularly in the Netherlands.
(5) The Bank voor Nederlandse Gemeenten is not an autonomous financial institution, but an extension of the local authorities.
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country to countty, but they have this in common, that they were created to serve
the general interest in particular fields; this is particularly true of the savings
banks and of the mortgage credit and industrial credit institutions.

As regards the public savings banks, these receive an appreciable volume of funds
in all cases. The funds are utilized to meet the requirements of all sectors of the
economy, except in France. In that country the savings banks in fact channel the
major part of their resoutces into the public or para-public sector or into economic
sectors of a priority nature.

After these general remarks, attention can be directed to the national character-
istics of financial organization.

Germany

14. In Germany all the monetary and financial institutions are regarded as banks,
with the exception of insurance companies and the social security institutions. In
this country the universal type of bank predominates which can undertake all types
of banking operations, that is to say accept sight, time and savings deposits and
long-term funds, and grant credits at short, medium and long term.

This universal type of credit institution is usually classified under three heads:
joint-stock banks of various types; savings banks and central giro institutions (Giro-
zentralen) which effect all banking operations, but with a traditional preponderance
of financing at long term; and agricultural or commercial cooperative credit banks
{Kreditgenossenschaften) which as a general rule exetcise their activities in the
local sphere (this is also true of the savings banks and the small “private” banks)
and which receive assistance in their operations from the central institutions to
which they are attached (Zentralkassen).

It should be pointed out that the savings banks (like the cooperative banks) have
achieved the status of real banks. It is for this reason that they are subject in
Germany, in contrast to the position in the other countries in the Community, to
the regulations regarding compulsory reserves.

Apart from the banking establishments of a universal character, there are other
banks which have come to specialize in the role of financial intermediaries. This
category includes in particular the mortgage credit institutions, the public real
estate credit institutions, and certain specialized establishments (Kreditinstitute mit
Sonderaufgaben).

Luxembourg

15. The Luxembourg banks are not subject to any legislative requirements regard-
ing the nature of their operations: they may at their own discretion be deposit
banks, merchant banks, or mixed banks.

In practice, in Luxembourg as in Germany, the banks are for the most part of the
universal type. Although many of them have specialized in international financial
operations or in industrial or mortgage credit, they are distinguished more by
their legal form than by their particular activities.

Netherlands

16. The main body of credit institutions (Kredietinstellingen) in the Netherlands
corresponds in essence to that of the credit institutions in the Federal Republic
of Germany in the sense that it incorporates a variety of institutions whose pat-
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ticular powers are not always specified and which, in every case, effect operations
not specifically prescribed for them.

The commercial banks (Handelsbanken), the first group of credit institutions, are
general or universal banks, for they can perform, and in fact do perform all bank-
ing operations. Another group consists of the rural credit banks, whose activities
are vety similar to those of the commercial banks. :

The savings banks are also taking on the same shape as the commercial banks,
with the exception of the State postal savings bank. They have for some time
been of importance on the monetary plane, for they have opened for private
customers accounts used in the same way as current accounts. In consequence the
authorities have brought them into the field of application of monetary policy in
the same way as the banks.!

The whole of the institutions enumerated above constitute the category of registered
credit establishments subject to the control provided for in the law on banking
institutions.

Belgium

17. The banks in Belgium are deposit banks: the banking legislation of 1935, given
a more flexible shape in 1967, in effect split up the mixed banks into holding com-
panies (sociétés de portefeuille) and deposit banks. The latter may not hold shares
in non-banking commercial companies beyond a specified period necessary for
placing them with the public; their portfolio of bonds in private companies is
correspondingly small.

The legal concept of a bank is thus strictly applicable only to banks of deposit
defined as undertakings habitually receiving deposits of funds repayable in not
more than two years, to the exclusion in particular of private savings banks. The
banks are essentially concerned with short-term credit; for a dozen years they have
been engaging more extensively in credit at medium and long term, as the relative
importance of their time deposits has increased.

The activities that have devolved elsewhere upon the merchant banks and the mort-
gage credit banks are exercised in Belgium by holding companies or financial com-
panies, private savings banks and mortgage credit companies, as well as by para-
statal organisations. The Caisse Générale d’Epargne et de Retraite, the only public
savings bank with branches throughout the countty, has considerably centralised
the collection of savings; it is the principal institutional investor in the public
sector. '

Reference should again be made to the Institut de Réescompte et de Garantie,
which establishes by its operations a link of an original type between the National
Bank and the money market. This institution promotes the circulation of funds in
the market, inter alia by facilitating by its rediscount operations access by the
banks to the liquid funds available; and on the other hand it helps to replenish
liquidity in the market by its refinancing operations at the National Bank.

Italy

18. In principle, the Italian banking law establishes a clear distinction between

! Tt will be seen, however, in the following chapter that for practical reasons it has not yet been possible to include
the liquid part of their liabilities in the statistics of liquidity.
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credit institutions according to the terms of their operations. This distinction has
in fact been established by reference to the aggregate of their resources, the
structure of which is reflected in the use to which they are put, and should make
it possible to trace a clear line of demarcation between monetary and financial
institutions. In practice, however, things are not so simple and certain institutions
receive at the same time liquid funds and savings deposits and effect operations at
short, medium and long term.

Under the general designation of “credit institutions” it is possible to distinguish
in Italy the banking establishments (“aziende di credito”: banks and savings
banks), the specialized credit institutions and the insurance companies.

The two latter groups consist exclusively of financial intermediaries of a non-
monetary nature.

Among the banking establishments, the development. of savings banks brings them
closer and closer to the banks. All these establishments receive liquid funds and
should therefore be classed ‘as monetary institutions. They petform a wide variety
of operations, of which those concluded at short term, however, enjoy a clear pre-
dominance at the banks; as for the savings banks, their loans still go for the most
part to the public sector.

There have still to be included in the banking system the four “leading central
institutions” which lend their technical and financial assistance to the institutions
associated with them. They also perform a normal credit function, but this, except
for one of them, is of limited importance.

It is to be noted that a sizeable part of the capital of the specialized credit insti-
tutions at medium and long term is held by the “aziende di credito”, which rein-
forces the relationship between the two categories of institution.

France

19. In France, a particularly sharp distinction is drawn between on the one hand
the banks and “establishments with a special legal status”, handling resources of
a monetary or quasi-monetary nature, and on the other hand, the specialized
financial institutions, whose resources come from savings or the banking system.
The deposit banks, the merchant banks and the long and medium-term credit
banks together make up the category of “registered” banks dependent on the
authority of the National Credit Council. The difference between deposit banks
and merchant banks has disappeared as regards the term of the deposits and has
diminished sharply as regards the nature of the uses to which their funds are put.
On the other hand, since 1965 a deep and complex integration movement has
been developing, together with agreements to work together, implying among
other things overlapping patticipations by banks of different types. The long and
medium term credit banks, which are few in number, are at present the only
banks that have not been authorized to accept sight deposits, and they are not
strictly speaking monetary institutions. In the French statistics, however, they are
included in the category of banks.

Also to be classed as monetary institutions are a certain number of special status
establishments whose resoutces have a monetary or quasi-monetary character
(notably the “popular” banks, the agricultural credit funds and the mutual credit
institutions). Their activities are very similar to those of the registered banks, but
are aimed at special sectors. In contrast to the banks they are not subject to the
National Credit Council: they come under the supervision of the Minister of
Finance, who subjects them to the same measures of monetary policy as the
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registered banks when the decisions of the Council or the Bank of France do not
apply directly to them.

The whole of the monetary institutions in France (the “banking system” with the
exception of the postal cheque centres), mainly grant short-term credits, but a
tendency has arisen in recent years towards an increase in medium and long-term
credits. The funds of a quasi-monetary nature that those institutions handle play
for their part an expanding role in relation to monetary resources.

As for the financial institutions, these consist of two quite distinct categories.
The private financial establishments can only finance their operations out of their
own resources or those supplied to them by the banking system. They are therefore -
very dependent on the banks, to which moreover they are often linked legally.
The role of financial intermediaries gathering in the public’s savings is performed
by public or semi-public institutions, among which should be mentioned the Caisse
des Dépéts et Consignations. This has an important role; in particular it has the
task of managing the bulk of the funds that flow into the savings banks. The
latter have only a limited discretion in the way they employ the funds, but their
liberty of action in this respect tends to increase progressively.

Degree of specialization in the various countries

20. From what has been said above it is clear that in practice specialization among
the monetary institutions and the various categories of financial institution has
gone furthest in France, even if in that country as elsewhete there is a movement
towards the diversification of the assets and liabilities of the various types of
institution and less rigid separation between the categories. Specialization is on
the other hand much less in Germany and Luxembourg, where the majority of
the institutions accept liquid and non-liquid funds (to the point that it is difficult
to isolate the monetary institutions from the financial intermediaries) and conduct
a wide range of operations of a banking nature. The structures in the Netherlands,
Belgium and Italy occupy an intermediate position in this respect.

Para. I1-2: The money and financial markets

21. The money market serves essentially to promote a better utilization of liquidity
and to adjust the supply and demand for it. The market can be provided with
fresh funds by action on the part of the central bank.

The money markets in the six countries display fairly marked differences, although
the situation is developing in every case in the direction of an expansion and
diversification of the markets from the point of view of the number and variety
of the participants, -of the operations handled, and of the securities which are
generally used to support them.

In every country in the Community, except the Netherlands, the money market
is limited essentially to the banks. A wider money market open to participation
by enterprises, institutional investors and the local authorities, and in which these
institutions can replenish their liquidity, hardly exists except in the Netherlands.
Thus in the Netherlands the banks and the exchange brokers are flanked as
purchasers of open market securities by the savings organizations, the “funds”!
and the enterprises, and as sellers by the local authorities.

! The “funds” embrace the insurance companies, the pension funds and the social security funds.
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The short-term assets negotiated in the money market are Treasury bonds and
certificates and short-term loans (kasgeldleningen). Important transactions are also
effected in call-money (with or without guarantee). The banks meet their current
requirements for liquid funds mainly by recourse to the central bank and the
international markets.

In this country, where the policy prevails of the direct quantitative restriction of
credit and where the authorities thus have no interest in acting on the money
market in order to control the volume of liquidity created through the banks (the
use of funds in the market by the banks, in so far as they are aimed at the private
sector, in fact comes within the scope of the restriction of credits), the central
bank is nevertheless concerned to supervise the market on the one hand for the
purpose of regulating the way it operates and on the other hand in order to influence
the rates of interest. The trend of interest rates acts in fact on the operation of
direct credit between enterprises (near banking) which, in certain circumstances,
can assume a considerable volume in the country.

22. In Belgium, the money market includes the day-to-day money market, the
market in public certificates with a currency of up to one year, and the market in
bank and commercial acceptances, controlled respectively by the Securities Sta-
bilization Fund, by this Fund and the National Bank, and by the Institut de Rées-
compte et de Garantie. Access to the market is on the whole limited principally
to the public and private monetary institutions, to the other public credit organiz-
ations, to private non-banking credit organizations and to certain institutional
investors. The interdependence of the three parts of the matket results from the
identity of the participants and the links connecting the controlling institutions.

23. Similarly in France the group of participants in the matket is limited, with
minor exceptions, to the monetary institutions and the public and semi-public
institutions, these last intervening only as lenders; the enterprises have no access
to the money market. The operations handled consist almost exclusively of loans
secured on public and private effects and so only include to a limited extent firm
transfers of financial assets.

24. In Germany, the enterprises have not been excluded from the money market
since the regulation of interest rates was suspended, but their participation has
been relatively modest. In the same way the money market paper which the Bun-
desbank offers not only to the banks, but which it has been offering for some time
in particular to the public institutions, has so far only been bought by other
investors to a very limited extent.

25. In Italy, money market securities are also bought by other institutions than
banks. The control of the money market by regulation of the sources of the
monetary base, combined with the management of the compulsory reserves, pro-
vides the Bank of Italy with the means of controlling the whole of the banking
reserves and the volume of deposits. Knowing in this way the demand for the
employment of bank funds, in particular the part devoted to the granting of
credits, the Bank of Italy can determine the demand for securities by the banks.

Links between the money markets and the financial markets

26. Links more or less close according to the country exist between the monetary
and financial markets, whether the financial market takes the form of direct
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relations between those seeking credit and investors or the form of a market in
the true sense of the word. Such connections between the markets establish links
between the rates formed in each of them, more particularly because a hardening
occurring in one of them may prompt economic agents to turn to the other.
These links arise in particalar from the fact that the same institutions participate
in both markets and do business for preference in one or the other according to
the conditions prevailing in each. The result can be arbitrage in securities in one
market against those in the other.

27. 1t is only in France that a relatively clear separation has existed between the
two markets up to the present time, by reason of the fact that the banks hold
little of their assets in the form of negotiable securities. Nevertheless, access to the
money market by certain semi-public organizations holding large portfolios of long-
term funds establishes a measure of communication between the two markets.
This connection has widened since 1967, at least as regards the formation of rates
of interest, when the collective savings institutions (notably the insurance com-
- panies) were authorized to participate in money market operations, which has
enabled them to obtain the terms ruling in this market for the return on the funds
that they deposit in fact at the banks.

28. In the Netherlands, the relationship between the money and financial markets,
relatively limited in extent, does not tesult from the employment of financial
effects in the money market but from the participation of savings banks and of
“funds” in both markets at the same time (although the “funds” operate princip-
ally in the financial market).

The banks can certainly deal in short-term and long-term effects. The latter however
have hardly been dealt in so far, for the system of drawings by lot renders their
maturity dates uncertain and largely deprives them of their quality of potential
liquidity.!

29. In Belgium and Italy and especially in Germany, the interdependence of the
two markets is very matked and the control exercised by the monetary authorities
over the money market influences the financial market.

In Germany, besides short-term effects such as Treasury bonds, Treasury certificates
without coupons and certain rediscountable effects, the Bundesbank is able to
influence the money market by transactions in long-term securities. On the other
hand it will be seen below that the action by the Bundesbank on bank liquidity
may considerably effect intervention by the banks in the financial market.

In Italy the banks have increased their portfolios of long-term securities with
the object of supplying resources to the specialized credit institutions with which
they have links. The possibility of employing certain long-term securities to consti-
tute compulsory reserves has only served to strengthen the links between the
financial market and the money market.

Connection between monetary policy and capital market
Participation by the banks in the financial markets

30. The expression “financial markets” is here used in the limited sense of the
term and only relates to the markets in securities.

! The issue, since the second half of 1969, of medium-term loans repayable on a prescribed maturity date could
change this situation to some extent.

27



OVERALL VIEW -— INSTITUTIONAL AND STRUCTURAL ASPECTS

Monetary policy in each of the Community countries is not influenced to the same
extent by developments in the national financial market, or vice versa. In fact, in
the different countries, the banks do not enjoy by statute or tradition the same
liberty of action in the capital market. By reason of these differences the degree
of autonomy of the banks in the face of directives by the monetary authorities,
as well as the effect produced in the financial market by measures of a monetary
nature, can be very different. Thus, if the banks are very involved in the capital
market, the adoption by the central bank of a policy of restriction of liquidity
will have the effect to a greater or less extent of slowing down purchases by the
banks, which will endeavour on the other hand to maintain their activities in the
matter of credits. Monetary policy can then, on these assumptions, have a rapid
and marked effect on the financial market.

Financial markets and banks in the various countries

31. In Germany and Luxembourg the banks as a whole adopt more generally than
elsewhere a proper policy of investment in securities. A large part of the credit
institutions there are in fact general banks in the sense that they can effect all sorts
of operations at short and long term, including the purchase of bonds.

The banks in the Federal Republic of Germany are hardly subject to restrictions
in this field. They have often intervened to an amount of over half in national
purchases of bonds; nevertheless the volume of their purchases has proved to be
very variable from one period to another.

The effects of the banks’ strong influence on the financial market are further ac-
centuated by the advisory role that the credit institutions petform, as in all
countries, in relation to the savers and enterprises whose orders they execute in
the market, by the modest intervention — in comparison with the situation in the
Federal Republic’s partner countries — of the insurance companies and the pension
funds in financial transactions, and finally by the outstanding part played by the
German banks in international capital movements. ‘

In principal the situation is similar in the Netherlands: portfolio investment by
the banks is authorized; but in a period of quantitative limitation of credits it is
only allowed as long as the growth in their long-term assets does not exceed that
in their long-term liabilities. The savings banks also effect investments of some
importance. Intermediaries as they are for security transactions in the stock market,
the commercial banks also constitute a new-issue consortium and participate in
international syndicates for placing issues of securities.

What has been said above relates particularly to the “public” capital markets. In
fact, in the Netherlands, the bulk of the new issues (about three quarters) are
dealt with in the private (“onderhandse”) market, where direct transactions are
effected between the seekers of capital and institutional investors.

Luxembourg forms part of the group of countries in which the monetary insti-
tutions hardly face any restictions on their activities in the financial market.

Italy occupies an intermediate position among the Community countries. The
banks and savings banks are forbidden to make any investments in shares. They
make the investments of their choice in fixed interest securities and are large
purchasers of bonds. They buy securities issued or guaranteed by the State and
bonds of specialized credit institutions which at present represent an important
part of the securities in circulation. It is principally by the purchase of bonds in
specialized institutions that the “aziende di credito”, which cannot grant credits
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at long term, intervene to a considerable extent in the financing of private in-
dustry.

The Belgian and French banks also act as intermediaries between the public and
the financial market. By the services that they render to issuers in the various
sectors of the economy, notably in the public sector (although to a lesser extent
in France), by the public offers whereby the loans are eventually taken up firm,
they both play a part in the capital market. It should be noted that, if in both
countries they intervene in the placing of new issues, their positions differ in the
two countries as regards the amount they retain of the various types of securities
at long term. The French banks retain little, while the Belgian banks hold on to
a considerable quantity of each new issue.

Generally speaking, the banks have less influence in the financial market in Belgium
and France than elsewhere, but the authorities in the two countties are trying to
promote by appropriate measures a limited extension of the role of the banks in

this field.

Section II - Liquidity

General Introduction: concepts

32. Monetary policy is aimed principally at influencing liquidity in the economy,
most often by action affecting banking liquidity.

Liquidity of the economy

33. When one speaks of the liquidity of the economy, that is to say the liquidity
of private individuals and enterprises, of the non-monetary financial intermediaries
and the local authorities, one is referring to their scope for acquiring real assets
by means of monetary assets and financial assets enjoying a high degree of con-
vertibility into money.

Under current practice, all the countries in the Community use the word “liquid-
ity” in a relatively limited sense. In principle the term covers assets which bave a
specific nominal value, and which either represent claims payable on demand and
directly employable in the markets for goods and services (money) or are con-
vertible into such claims without material delay and without loss (or with a
negligible risk of loss) of capital value (if such conversion is effected without a
reduction in purchasing power of the other economic agents). It is thus a question
of assets the variations in which are capable of exercising an influence on national
expenditure.

The practical field of application of the concept of the liquidity of the economy,
thus understood, varies from country to country according to the financial struc-
tures and traditions in each of them; this explains why the national notions re-
garding liquidity are not always in harmony. It should be noted that the assets
taken into consideration for the application of monetary policy, as shown in
particular in the statistics utilized for the purposes of monetary analysis, do not
always embrace all the assets easily convertible into money.

In Germany, the expression “liquidity” of the economy is hardly used. A distinc-
tion is made there between the money volume in the narrow sense (Geldvolu-
men = M1) and the money volume in the wider sense (Geld- und Quasigeldbe-
stinde = M2); the latter only includes the money and deposits for terms of less
than 4 years of residents. The Netherlands and Italy on the other hand include
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a fairly wide range of assets in the liquidity subject to monetary policy. In France
and Belgium, besides the money and quasi-monetary liquidity at the banks (and
in addition at the Treasury in France) which constitute the liquidity the counter-
parts of which are shown in the statistics, other short-term assets held by financial
intermediaries are also considered; together with near-money these assets make
up what in France is called liquid savings.

Bank liquidity

34. As applied to the whole of the banking sector, the term “liquidity” denotes
the assets of the banking sector in central bank money (and in divisional currency
issued by the Treasury), together with the assets of the banks capable of being
converted into such money without delay or material loss of capital value. The
level of and variations in their available liquidity determine the possibilities for
expansion of the banks’ operations in the form of credits and investment in
securities.

The expression “bank liquidity”, used without elaboration in this general portion
of the work, denotes the whole of the liquid assets of the banks, whether blocked
or free, and whether they are in the nature of liquid cash or potential liquidity.!

Money base

35. The authorities can still bring immediate action to bear on the money base, a
complex aggregate including elements of liquidity in the economy and bank liquid-
ity. This concerns a point of view which, in the Community, has received particular
attention in Italy, where it forms the basis of action by the monetary authorities
(cf. Point 62).

The money base is formed by the fiduciary currency circulation and any other
assets immediately convertible into fiduciary cutrency with the monetary author-
ities. It is held partly by the monetary institutions, partly by the public. Action by
the issuing authority on bank liquidity thus enables it to influence the expansion
of credit and of deposits,

Para. I: Liguidity of the economy

Para. I-1: Definition, structure and evolution of liquidity in the economy

36. In the present section, after comparing the different national conceptions of
liquidity gleaned from the analyses made by the monetary authorities, an attempt
will be made to trace the global evolution of liquidity in relation to the national
revenue and the changes that have occurred over a petriod in the composition of
liquidity in each country.

Primary liquidity
i) Comparison of national concepts

37. All the central banks differentiate between various elements of liquidity, But

1 For the different elements constituting bank liquidity see Point 46. It should be noted that in Italy the terminology
is different. The term “bank reserves” refers to the whole of the banks’ liguid assets, whether free or blocked. The
term “bank liquidity” denotes only the portion of the reserves that is immediately available.
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the terminology they use varies. Italy and the Netherlands distinguish primary and
secondary liquidity; in Belgium the terms used are money and near-money, but
the latter is still known by the names of secondary liquidity or short-term non-
monetary financial assets; in Germany the volume of money in the narrow sense
denotes money, the volume of money in the wider sense includes money and near-
money; in France the distinction is drawn between money and liquid savings, of
which near-money is one component. On practical grounds, a single terminology
will be used here, that of primary and secondary liquidity (see Table 2).

As regards primary liguidity all the countries include the fiduciary currency circul-
ation and money of account: the fiduciary currency consisting of the notes issued
by the central bank, excluding the cash holdings of the banks, and the divisional
currency (and small coinage in Belgium) issued by the Treasury; money of account
consisting of the sight deposits, in the national cutrency, of residents! other than
the banks with any institution that creates or manages money. As is shown in
Table 2, the differences between countties are relatively limited. In Belgium bank
deposits at one month are included, and in Germany deposits at less than one
month. Primary liquidity only includes sight deposits at the savings banks in
Germany, Italy and Luxembourg, where these institutions are true banks; elsewhere
these deposits are excluded from the statistics of primary liquidity, either because
they do not possess the true character of means of payment (France) or because
they have this character but practical considerations have not yet made it possible
to adapt the statistics to a recent development (Netherlands and Belgium).

Secondary liquidity

38. As regards secondary liquidity, more substantial differences are to be noted
between the Community countries:

Secondary liquidity is usually taken to include the following elements: time de-
posits, savings deposits, the foreign exchange deposits of residents in Belgium, the
Netherlands and Luxembourg,? and short-term claims on the Treasury to the extent
that such claims are held by the non-banking sector. However, in the statistics
relating to the formation of liquidity the different countries do not include the
whole of these assets.

In this respect Germany constitutes a somewhat special case, for the statistics in
that country only show as secondary liquidity (under the name of near-money)
deposits for terms of less than 4 years; deposits for more than 4 years and all
savings deposits are regarded as capital formation, that is to say as elements
‘increases in which have a contracting effect on liquidity. In fact, the German
monetary authorities consider that such deposits are mote rarely mobilized than
other deposits by their holders. The short-term claims of the non-banking sector
on the public sector do not play an important part in Germany, these claims being
almost exclusively held by the banks.

For the other countries, the following plan can be given. Representing the main
element constituting secondary liquidity, time deposits (for over one month in
Belgium and Luxembourg) are always included in secondary liquidity, whether
they are held at the banks or at the Treasury as in France.

[

1 In Germany and Italy residents’ deposits in the national currency and in foreign exchange are included; in Germany
the sight deposits of the public authorities at the Bundesbank are excluded. Furthermore the global French statistics
do not distinguish between deposits of residents and non-residents, in national currency and in foteign exchange.

2 See the previous note with regard to France.
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Saving deposits at the banks and savings banks are regarded as secondary liquidity.
In the Netherlands, however, savings deposits at the banks are only included as to
a small part, since their velocity of circulation is relatively low. The situation is
identical as regards balances at the savings banks, but for practical reasons the
corresponding fraction has not yet been included in the liquidity statistics.

As for short-term claims on the State (and the other public authorities), these are
included in almost all cases in the statistics of liquidity formation, but they only
represent an important valume in the Netherlands and France, where they ate
widely distributed among the public. In the Netherlands this applies not only to
Treasury bonds, but also to cash deposits with the local authorities and day-to-day
loans both to the Treasury and to the local authorities. The monetary analysis of
the National Bank of Belgium does not treat short-term Treasury bonds as liquidity
items, as these do not come into the hands of the public.

Liquidity ratio and its meaning

ii) Evolution of the liquidity of the economy and its composition in the member
countries v

39. The liquidity of the economy is understood as a relative notion measured by
a compatison between, on the one hand, the average amount of liquidity in absolute
terms, and on the other hand an economic magnitude sufficiently representative of
the level of incomes and transactions, such as the national income. Nevertheless,
no simple critetion, such as this relationship, will serve to size up petfectly the
appropriate level of liquidity in the economy according to the objectives aimed at.
A whole series of factors in fact comes into the reckoning.

Table 2 gives an overall idea of the evolution of liquidity and of its components
in the Member States, between 1960 and 1970. The lines of demarcation be-
tween the assets regarded as forming part of the liquidity of the economy are
shown in the table at different levels according to the country.

To clarify the comparisons between countties, two points should be made in
particular. In its analyses of the volume of money in the wider sense of the term,
the Bundesbank includes monetary assets and time deposits for less than 4 years.
In France, within the field of secondary liquidity, one distinguishes near-money
and the rest of the liquid or short-term savings (that is to say deposits at savings
banks and Treasury bonds).

Global & structural evolution

40. During the period 1960-1970, the total volume of the holdings which are
actually regarded as having a liquid character (line G in the table) has increased
in all cases during the period more rapidly than the national income, except in the
lglhether‘liands where the liquidity ratio has fallen and in Belgium where it has not
anged.
It is to be noted, moreover, that between 1960 and 1970 certain changes have
occurred in the structure of liquidity. Increases in liquidity have occurred mainly
in secondary liquidity, the items of which appear in lines C, D, E & F.! In fact,
the relationship between primary liquidity and national income has generally re-

11t will be recalled that the distinction between primary liquidity and secondary liquidity is not made in German
monetary analysis.
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TABLE 2

Elements constituting primary and secondary liguidity in the ecomomy in the Member States
classified according to the institutions that issue them (1)

Money-creating Institutions

Germany

France

Ttaly

Netherlands

Belgium (5)

Luxembourg

Central bank (%)

Notes & sight deposits

Notes & sight deposits

Notes & sight deposits

Notes & sight deposits

Notes & sight deposits

Notes & sight deposits

Banks and assimilated insti-
tutions

— sight deposits
— time deposits for
less than 4 years

sight deposits

time deposits
bank-book deposits
certificates of de-
posit

housing savings de-
posits

sight deposits

time deposits
savings deposits
foreign exchange de-
posits by residents

— sight deposits

— time deposits for
less than 3 years (4)

— savings deposits (to
the extent they are
liquid)

- foreign exchange de-
posits by residents

— day-to-day loans

— sight deposits

— deposits at not more
than 1 month
deposits at sight &
at not more than 1
month at parastatal
institutions

— deposits at not more|

than 1 year
- bank-book deposits

— foreign exchange de-

posits by residents

— sight deposits (up to
30 days)

- time deposits

— savings deposits

— foreign exchange de-
posits by residents

Savings banks (3) (and savings
at the Post Office)

— sight deposits
— time deposits for
less than 4 years

savings book de-
posits
housing savings de-
posits
savings certificates

I |

sight deposits
time deposits
savings deposits
Postal deposits

— various deposits at
not more than 1
year

stghi deposits (up to

30 days)

— savings deposits

— foreign exchange de-
posits by residents

N
&

Postal cheques (or giro service)

— gight deposits

stght deposits

sight depostis

— sight deposiis

~— sight deposits

— stght deposits

Treasury

— divisional currency

[

divisional currency
sight deposils
time deposits
Treasury bonds

divisional currency
sight deposits
short-term Treasury
bills

— divisional currency
- deposits

— short-term loans
~ Treasury bonds

~ divisional currency
& small coin

~ divisional currency

Local authorities

- cash deposits

~ day-to-day loans

— advances on cur-
rent acecounts

(1) Primary liquidity items are underlined.
(2) Excluding notes held by the banks.

(3) In Germany the savings banks are credit institutions like the banks.
(4) In certain cases, deposits for not more than 2 years or 1 year.
(5) The statistics published by the National Bank of Belgium mainly concern the stock of money and quasi-monetary liquidity, the latter being limited to time deposits and foreign exchange deposits at

the banks.

Sometimes, however, and this is the case with that part of the present work which concerns Belgium, quasi-monetary liquidity is extended to take in holdings at savings institutions.
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TABLE 3
Primary & secondary liquidity (a)
In milliards of national monetary units (Italy: 1,000 milliards)

Germany France Italy Netherlands Belgium Luxembourg (i)
1960 1970 1960 1970 1960 1970 1960 1970 1960 1970 1960 1970
A. Fiduciary currency circulation 20.8 36.9 39.5 75.9 2.4 6.5 5.1 10.0 126.8 190.7 5.9 71
B. Money of account 33.7 71.3 55.3¢h) 158.2(h)] 4.9 24.3 6.2 16.0 6.6 11.8
sight deposits (b) 93.6 227.8
deposits at sight and up to one month
C. Time & foreign exchange deposits (e) 65.1 9.6 79.9 ) ) 3.3 7.8 19.1 89.6 6.4(g) 26.9(g)
time deposits « at the banks (c¢) (d)
o for 4 years & more (in (e 94.7
Germany)
« at parastatal credit ins- 4.4 26.6
titutions h h 1 1 0.2 1.0
foreign exchange deposits SR N I A I A 72 114 | (@ ®
D. Treasury bonds and deposits at the Treasury ’ ) ’ o 0'5 2.6
E. Claims on local authorities e )
F. Savings deposits & holdings
savings deposits at the banks 14 30.9 7.7 21.2 01 0.7 15.6 76.0 9.3 16.5
- liquiq (e) 208.7 0.9 4.6
= non-liquid @ @ 20.5 113.8 @) @ 9.9 206 | 107.7 2132 (d) @)
deposits at the savings banks
G. Total of the items considered to be of a
liquid nature
— in milliards of units (Italy in 1,000 mil-
liards of units) eoe 173.3 154.7 492.4 15.2 52.0 16.8 39.2 3744 8353 2.82 62.3
— as a percentage of the national income | ... 33.0 67.0 78.0 85.7 111.5 41.8 36.1 81.8 82.0 12.99 166.1

(a) For each country, everything is considered to be primary or secondary liquidity that appears in this table above the horizontal dividing lines. The various items in the table are presented in this
way for practical reasons, to permit regrouping on roughly similar lines for the different countries.

(b) All countries: including postal cheque deposits and at central giro institutions.

{c) Germany: deposits for less than 4 years.

(d) Germany, Italy, Luxembourg: the savings banks form part of the banking sector.

(e) Germany: in 1960 the total of time deposits and savings holdings was DM 72.4 mrd.

(f) Italy: the total of time, savings and foreign exchange deposits at the credit institutions and deposits at the Post Office are included in savings at the banks,
(g) Luxembourg: in time deposits are included the sight and time foreign exchange deposits of residents,

(h) France: foreign exchange deposits are included in sight deposits.

(i) Luxembourg: estimates.

Sources: Monthly reports of the Deutsche Bundesbank, Tables 1 & 2. Quarterly Report of the Nederlandschc Bank, Table 3-1

Monthly statistics of the National Credit Council, Tables 1 & 4. National Bank of Belgium Bulletin, in partlcular Tables XIII 2d, XIV-5b, XIV.-6.
Report on the Situation of the Country, 1970, Table 60. Statistics furnished by the State Savings Bank in Luxembourg.
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mained constant or has declined. The only exception to this has occurred in the
case of Italy, where the relationship has increased considerably owing to a very
special factor: sight deposits are largely used for savings because under the inter-
bank agreement in force, the return on them is greater than that on savings de-
posits.

The proportion between the fiduciary currency circulation and the national income,
a structural factor which has a considerable influence on the banks’ needs for
liquid funds, has fallen particularly sharply in Belgium and France (the countries in
which this ratio was the highest), and in the Netherlands. The proportion ranged
in 1970 from 7 % in Germany to 15 % in Belgium.

The biggest changes in structure have occurred in France, where secondary liquid-
ity, notably savings bank deposits and certificates, as well as bank time deposits
and certificates of deposit, have assumed a relatively much greater importance than
in the past.

Para. 1-2: Sources of creation of liquidity and their relative importance

41. The majority of the Member States prepare and publish periodically a monthly
analysis showing on the basis of the consolidated balance sheet of the credit insti-
tutions (central bank included) on the one hand the variations in the volume of
internal liquidity, and on the other hand the origins and counterparts of the
variations. As has been seen above, the definitions of the notion of liquidity vary
according to the country. Germany, for example, interprets it in a narrower sense
than the_ other countries; similarly one finds differences in the delimitation of the
counterparts. Among the latter, a distinction can reasonably be made between
those originating inside the country (comprising credits to the private sector and
credits to the public sector) and those originating outside the country (balance of
operations with foreign countries).

42. In all the Member States the granting of credits to the private sector usually
heads the list of sources of creation of liquidity. In this respect, a distinction
should be made between short-term credits and medium and long-term credits.
From the point of view of the analysis of the causes of the creation of liquidity,
medium and long-term credit operations are included in some countries, if some-
times only in part; in others it is considered that the granting by the banks of
longer-term assistance merely represents a transfer of savings and not a creation
of money.

43. The creation of liquidity is similarly effected in favour of the public authorities.
The counterparts of such liquidity also appear in the monetary analysis, as claims
by the banking system on public ‘authorities; in certain countries (France and the
Netherlands) private persons and enterprises can also have claims on public
authorities.

In Germany, this source of creation of liquidity has been relatively insignificant.
In the Netherlands, the recourse of the central government and the local author-
ities to the creation of liquidity has considerably increased in the course of the
1960s, while in France the policy of budgetary restraint has made it possible,
having regard to the-economic situation, to reduce sharply (except in 1968-1969)
recourse by the Treasury to monetary financing. In Italy and Belgium recourse by
t%lde p}t:lblic authorities to monetary financing has traditionally been fairly con-
siderable.
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44, Finally, the creation of liguidity may be of foreign origin. One foreign soutce
regarded as a factor in changes in liquidity is the balance of payments with foreign
countries, defined as the net result of sales and purchases of foreign exchange by
private persons, enterprises and the State effected with the monetary institutions.
The internal and foreign causes of the creation of liquidity cannot be put on the
same plane to the extent that the internal sources of liquidity are more directly
under the control of the monetary authorities than changes in liquidity emanating
from abroad, which depend on the whole body of factors which affect the trend
of the balance of payments.

If one examines the contribution of the balance of payments with foreign countries
to the growth in liquidity in the economy, it appears that this contribution
fluctuates considerably from one period to another. In the second half of the
1960s it was very substantial in Germany, but negative in France owing to the
large deficits in the balance of payments recorded in 1968 and 1969. In the other
countries the balance of transactions with foreign countries for the whole of the
period has constituted a relatively important source of creation of liquidity.

The international flows of capital not only directly replenish internal liquidity but,
by the expansion of bank liquidity that they bring if no measures are taken to
counter it, they may also prompt the banks to develop their internal credit opet-
ations and thus indirectly promote an additional creation of liquidity.

The analysis of the various sources of creation of liquidity makes it possible to
determine the origin of any disequilibria in the evolution of liquidity in the
economy. Certainly, having regard to the manifold interdependence of the various
sources of creation of liquidity, one should refrain from interpreting variations in
one counterpart or another taken in isolation. Nevertheless, the analyses of the
short-term variations in the counterparts have proved very useful in assessing the
monetary situation with a view to determining the direction that should be given
to monetary policy and the choice of instruments to be employed.

Para 11 - Liquidity of the banking system
Definition

45. Banking liquidity has been defined above (see introduction to the chapter on
liquidity), as being formed by the holdings in the banking system of central bank
money (and divisional currency issued by the Treasury) and by bank assets capable
of being converted into such money without delay or material loss of capital
value.

Their liquid holdings enable the banks to face their cash requirements in relation
to their customers and the central bank. The margins at their disposal for recourse
to the issuing authority constitute an essential element in this.

Composition

46. Traditionally, bank liquidity is classified according to the availability more or
less immediate of its elements, and these are grouped into cash (or immediate)
liquidity and potential liquidity. The need to earn a return prompts the banks to
reduce the former to the utmost in favour of holdings that are both liquid and
remunerative.

The composition of cash liquidity differs little from one countty to another. It is
made up of the holdings of the banks in cash and on current (sight) accounts at
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the central bank and in the postal cheque system and at the Treasury. The com-
position of potential liquidity varies mote from countty to country, according to
the financial structure; it is also connected with the methods of credit utilized.
Generally speaking it comprises the banks’ holdings that are capable of conversion
into central bank money. The detailed composition of the potential liquidity in
each country is set out in Table 4. ,

The central banks can immobilize a greater or lesser part of the banks’ assets
possessing a liquid character by manipulating their compulsory reserves, by which
means it is sought to act directly on the banks’ liquidity with a view to influencing
the distribution of credits and the creation of deposits that results. This technique
is employed at present in Germany, France and Italy.

In Germany, the Bundesbank distinguishes between non-available liguidity (or
minimum reserves) and the free liquid reserves of the banks. The free reserves of
liquid funds are composed of the following elements: balances at the central bank
in excess of the amount of the minimum reserves,! domestic money market secur-
ities, short-term investments abroad, re-discount quotas not utilized; from this
total, advances against security (Lombard loans) are deducted. The total of these
free reserves provides the basis of possible expansion of banking activities.

The same distinction is made in France and Italy, where it forms the basis of the
analysis of bank liquidity, but with variations arising from the characteristics of
monetaty policy in those countries. In France, special importance is attached to
the possibility of the banks’ indebtedness, in respect of which a distinction is made
between assistance at fixed rates and variable rates, In Italy, the liquidity of the
credit institutions consists to a very large extent of the margins available on ac-
counts for advances against securities. On the other hand, specific recourse is
not had to this distinction in Belgium and the Netherlands, were the monetary
authorities do not make current use of the principal instrument aimed at the
direct contrel of bank liquidity, that is to say the manipulation of the compulsory
reserves.

It should be noted that in principle the compulsory reserves of the banks on
accounts at the central bank, where they exist, may not be drawn on. Nevertheless,
except in Italy? the banks are only required to maintain the stipulated amount of
the reserves as a monthly average. Consequently, a portion of the reserves can be
utilized to cover temporary cash requirements and serves in fact as cash liquidity.
The banks’ reserves in cash and on current account “available at the central bank”
gthatlis 'io say in excess of the compulsory reserves) can thus be kept at a very
ow level.

Factors influencing bank liguidity

47. The central banks highlight certain variables that they consider of strategic
importance. In Germany these variables are the “free bank reserves”, in France
the “central bank assistance to the banks”, in Italy the “monetary base” sub-
divided into the base in the hands of the public and the base held by the banks,
in the Netherlands the “expansion or restriction of the money market” (otherwise
called the free reserves of the banks and central bank assistance); in Belgium the

1 Account is taken of the average of these balances and this amount calculated according to a certain number of
reference days.

2 And in Belgium, when the system of compulsory reserves was in force.
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TABLE 4

Composition of the potential liguidity of the banks (1)

Germany France Italy Netherlands Belgium Luxembourg
— Assets Domestic money mar- | Margins available aga- | Margins available on | Assets capable of being | Net day-to-day loans; | Bank balances (espe-
in the ket securities (less: inst the rediscount ce- | ordinary advance ac- { sold or pledged to the | commercial bills and | cially holdings with
internal | “Lombard” loans); re- | iling; bills eligible for | counts at the Bank of | Nederlandsche Bank; | acceptancesrediscount- | Belgian banks); secu-
market | discount gquotas not | discount without a ce- | Italy; bills and cur- | cash deposits granted | able at the National | rities receivable at short
utilized iling; other assets eli- | rent accounts repre- | to the State Bank; certificates of | term;rediscountable ef-
gible on the open mar- | senting stocking the Treasury and the | fects; mobilizable pub-
ket in virtue of decis- Securities Stabilization | lic securities
ions by the Bank of Fund (less: advances
France against security from
the National Bank)
- Claims Short-term investments | Short and medium- | Convertible foreign ex- | Net balances of the | Spot foreign exchange
on for- abroad: short-term term effects mobilizable | change (sight funds | banking system vis-a- | position (exluding par-
eign claims on foreign banks | at the Bank of France; | and short-term invest- | vis foreign countries | ticipations)
countries{ excluding sight claims | short-term investments | ments) to the extent

denominated in foreign
currencies (regarded as
working capital); for-
eign bills (including
Treasury bills) at short
term

abroad

to which they are ac-
cepted for conversion
by the monetary au-
thorities

(1) The terminology employed is that in use in each country.
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monetary analyses (cf. lower down Table 7 in Part 6 concerning Belgium) cast
light on the “banks’ liquid resources” (equivalent to their free reserves), and a
group of items which taken together correspond to the notion of the monetary
base utilized more generally in other countries.
The causes of variations in bank liquidity are split up into: :
— factors of an economic or monetaty order operating on the level of liquid assets
of the banks: external factors or factors connected with the market; ‘
— intervention by the monetaty authorities with a view to modifying the banks’
powers of recourse to the central bank (to which should be added, to a variable
extent according to the country, those which aim at acting on the external
position of the banks and the method of financing the public sector).

External factors

48. External factors are generally taken to include the factors connected with the

development of the market over which the policy applied by the authorities only

has an indirect influence or only operates after a certain time-lag. The principal

factors of this type are of three kinds:

— movements of fiduciary currency between the banks and the public;!

— payments in favour of or emanating from the public sector;

— the balance of external operations by the non-monetary sector shown in the
balance of payments.

Movements of fiduciary currency

The volume of bank liquidity is influenced in particular by the demand for notes
and coin on the part of the public, which depends on the public’s payment
habits and the trend of disposable incomes. According to whether the propottion
of payments normally effected in notes and coin is high or low, any creation of
money by the banks will lead to a mote or less substantial drain on their cash
resetves.

Payment habits only change slowly. For structural and historical reasons they are
very different from one country to another, and in consequence the proportion
of notes and coin in the total money supply differs likewise. However, seasonal
and adventitious factors influence the proportion and impose patticular tequire-
ments on the banks in the matter of liquidity.

The trend of disposable income also influences the demand for notes and coin,
although the relationship is not proportionate (cf. next paragraph). Income normal-
ly increases each year, but very irregularly from one year to the next. This is a
factor making for fairly sizeable variations in the requirements of bank cash
reserves.

In fact, it is found that if the volume of notes and coin held by the public has
increased each year in absolute figures in all the countries (with rare exceptions),
the proportion of fiduciary currency in the total money stock has declined steadily,
thus contributing to reducing the “flights” of liquidity on the occasion of the
creation of money. ‘

1Tt should be recalled that the Bank of Italy applies its actions to the monetary base rather than to banking
liquidity. The movements of fiduciary currency between the banks and the public do not affect the volume of the
monetary base overall.
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Operations by the public authorities

The second factor which affects the liquidity of the banks is the movement of
receipts and expenditure of the public authorities. The creation of liquidity in
this way depends generally speaking on the financial policy followed and the
methods of financing budget deficits and allocating surpluses.

The effect of the financial operations of the public authorities on bank liquidity
is also conditional on the rules and practices in use in the different countries as
regards the management of the holdings of the public sector and the tapping by
the Treasury of the financial circuits. According to whether the Treasuty can deal
freely and directly enough with the banks and the public or whether the central
bank intervenes in these relations, the effects of the operations of the public
authorities on bank liquidity are more or less direct and more or less susceptible
of being influenced by corrective action by the central bank.!

In Italy, intervention by the monetary authorities is considered to have a particular
influence on the potential effects of this source of liquidity. In the other countries
it is considered that the means of action of the issuing authority in this field are
relatively limited.

Operations with foreign countries

Movements in the reserves of the official sector and the banks are a third external
factor affecting variations in bank liquidity. This is affected by the sum total of
the operations of the non-monetary sector with foreign countries as reflected in
the balance of payments. It is to be noted that in so far as the elements of
liquidity in the hands of the banks are located partly inside the country and partly
abroad, and that the regulations do not prevent the credit establishments from
transferring them from one centre to another, they do so without affecting their
total liquidity; this is the case for instance in Germany and the Netherlands. On
this point is must be pointed out that as the definitions of bank liquidity vary from
country to country the impact of movements of funds by the banks is not the
same In all cases.

Instruments for intervention by the authorities into bank liquidity

49, The monetary authorities seek to correct the effect of external factors on bank
liquidity by deliberate intervention for the purpose of influencing the volume of
liquidity in the direction desired. For this purpose they make use of various
instruments.?

The principal instrument in Germany and France, that of compulsory resetves,
has a very direct quantitative effect; in normal circumstances this instrument is
particularly well suited to a monetary policy that seeks to promote internal and
external equilibrium by acting on bank liquidity, as is the case in these countries.
Other techniques for the control of liquidity are employed in Germany (changes
in rediscount ceilings; open market operations by the Bundesbank in short-term
negotiable securities in relation to residents other than the banks; and operations
in long-term securities) and in France (rediscount ceilings; minimum levels for

1 See below the chapters concerning each countty for detailed descriptions of the very complex relations between
public authorities, central bank, the banks and the public.

2 For a detailed study of these insttuments see below in the chapter on the instruments of monetary policy.
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effects representing rediscountable medium-term credits; changes in the conditions
of access to refinancing at the central bank).

The position in Italy approaches that of these two countries but with important
differences of detail. The authorities in that countty exercise on the one hand a
quantitative control of the money base (and not only of bank liquidity) by cor-
rective intervention regarding the development of the external factors conducive
to the creation of this. On the other hand the manipulation of the compulsory
reserves is intended to control the ratio of credit and deposits, once the basic
monetary volume and its distribution between the public and the credit institutions
is known.

Belgium now employs, with a similar object, rediscount and certification (“visa”)
ceilings and, occasionally, ceilings on the external debtor position of the banks.

As regards the Netherlands, the authorities also have means of influencing bank
liquidity: compulsory reserves, open market operations and changes in the pro-
visions governing refinancing possibilities. Nevertheless, the policy has been to
make only occasional use of these instruments since action has been applied direct
to the liquidity in the economy.

As lending and borrowing abroad by the banks have assumed growing importance
in all countries, the monetary authorities have tried to act on this source of liquidity.
To this end, they have in particular the possibility of imposing on the banks
limitations on their external indebtedness (regulation of their external position in
all cases except Germany) or of concluding with them (in all cases, but this power
is not used in practice in the BLEU) forward foreign exchange (swap) operations,
sometimes with the object in particular of promoting international movements of
capital considered desirable from the point of view of the exchange reserves,
sometimes for the purpose of acting mainly on internal liquidity.
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CHAPTER TWO
THE OBJECTIVES OF MONETARY POLICY

Para. I: The general objectives and the relationship between methods of
control of the economy

50. In all the countries, the general objectives allotted to the authorities, under
one formula or another, are as follows: economic gtowth and stability of prices,
a high level of employment, and external equilibrium of the economy.

Certainly differences appear in the way these objectives are formulated and in the
specific attitudes of the authorities in the face of given situations; and in particular
circumstances, the monetary authorities, or one of them, may assign to certain ot
these objectives a higher or lower order of priority. Particular attention has thus
often been paid to the movement of prices and the balance of payments during
the 1960s by reason of the tendency to disequilibrium that has often developed
in these fields.

Regulation of the economy and assessing recourse
to the various instruments of economic policy (« policy-mix »)

In the pursuit of economic objectives, it is necessary to combine the use of the
various means available, of which the principal ones in the short-term economic
field are monetary policy and the policy governing public finances.! The efficient
implementation of these policies in conjunction calls for close coordination by the
authorities concerned (essentially the government bodies and the central bank) in
combination with the social partners.

If the value of a combination of the various means of controlling the economy is
generally recognised, it is none the less true that the place allotted to monetary
policy in the countries of the Community has often been an important one,
especially as regards the use of instruments intended to operate on the volume
of liquidity.

Various reasons may be cited for giving monetary policy a particularly important
role in practice, notably a lack of flexibility in budgetaty policy: in cases of dif-
ficulty in the correct and rapid application of budget policy the authorities will
haire a tendency to accentuate recourse to the means of action offered by monetary
policy.

1 The line of demarcation between the fields of application of monetary policy and public financial policy cannot
be drawn in advance in accordance with universally accepted norms. The principal questions in this respect concern
the financing of budget balances and the management of the public debt. It will be agreed here to give to the term
“monetary policy” the restrictive meaning of credit policy and the regulation of monetary and financial transactions
with foreign countries. :
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It is fairly generally admitted after all that monetary policy is particularly useful
when employed for restrictive purposes, but that where it is a question of sti-
mulating an economy judged to be too depressed the accent must be placed more

on budget policy.
Para. II: Elaboration of the objectives on the monetary plan

The global liquidity of the economy

51. The liquidity of the economy constitutes the principal aggregate on which
the action taken by the monetary authorities to assist the realization of the global
objectives of economic policy bears.

The choice of means put in train by such action must take account of the various
elements of the structure of the economy concerned, the most important of which
will be indicated below.

In addition, the authorities must take into consideration other, more changeable,
factors which result from the economic and social development in each country
and from external influences.

In this connection, it should be noted in particular that the central banks, in order
to influence the trend of global liquidity in the manner desired, must take account
of the incidence of the operations of the public authorities on the monetary
situation. Certainly the governments themselves pay attention to the monetary
effects of the volume of public expenditure and the size of the budget outturn,
having regard to the means of financing to which it is possible to turn, but the
margin for manoeuvre by the issuing authorities may be reduced by the limitations
resulting from these factors.

To attain in the monetary field the objective aimed at as regards the regulation
of liquidity in the economy, the central banks must therefore endeavour, in col-
laboration with the other monetary authorities, to reconcile the various financial
effects of the application of the general economic policy and take account of the
constraints imposed by the economic and social situation.

Faced with these factors, the diversity of which can be very great, the authorities
endeavour to provide them with a reference basis worked out in more or less
detail accotding to the country, which enables them to assess in an orderly manner
the modulations they should adopt in their action. The Netherlands and Italy are
the countries in which the reference basis is most elaborate. Certain objectives of
monetary policy are transmuted in those countries into quantitative terms which
are the subject of publication.

Para. III: The principal criteria for selecting the means of action

52. Although the objectives of the monetary authorities are fairly similar in the
various countries, the approach to these objectives, the variables on which it is
sought to bring the action to bear, and the instruments used to influence the
liquidity of the economy directly or indirectly are sometimes very different from
one country to another, and depend on economic and financial structures, on
institutional characteristics and on tradition.

Among the factors which intervene in the choise of the orientation and the
methods of monetary policy, certain of them have analogous, although varying,
effects in the various countries of the Community; others present fairly marked
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differences according to the country. Among these factors as a whole, certain of
them influence the general orientation of monetary policy, while others determine
the choice of instruments to which recourse is had.

a) Variations in openness of economies

53. Considerable differences exist between the Member countries as regards the
degree to which the economies concerned are open to foreign countries, and con-
sequently as regards the monetary effects of relations with foreign countries.
Although to a vatying extent, all the countries in the common market have had
in the last few years to face problems the effect of which has tended to increase
with the increase in the international mobility of capital, especially at short term
(see under d. below); particularly serious difficulties have ensued in the attempts
to achieve internal and external equilibrium.

b) Principles observed in intervention by the authorities

54, For reasons of tradition — a reflection of which is found in the institutional
framework and in the distribution of powers among the monetary authorities —
the national authorities attach to the principles that inspite their action a weight
that is not the same for all the countries concerned. In some of them preference
is given to the market mechanisms; in others, on the other hand, more importance
may be attached to direct intervention that imposes more or less constraint on
the authorities. In the latter case a predominant part is played by the direct
relations between central banks and commercial banks in proportion to the whole
ange of market relations.

"

¢) Financial bebaviour of enterprises & private persons

55. It is a question here of a whole set of attitudes of the public concerning the
distribution of income between consumption and saving, and as regards the latter
of preferences for amassing money and/or certain forms of investment, together
with the habits of economic agents as regards the forms in which liquidity is
maintained (proportion of money of account to the total volume of money), and
finally of the stability of the demand for money.

These factors are tied up with the degree of development of the financial channels.
The differences of situation between countries on these points introduce an element
of greater or lesser uncertainty into the simultaneous pursuit of the objectives of
stability, equilibrium and growth and can be at the root of appreciable shifts in
ratios of liquidity in the economy and the banks. Considerable differences can
consequently appear in the intensity of recourse of the economic sectors to intetnal
or foreign financing and in the dependence of the banking system on the various
forms of refinancing by the central bank.

It appears that the monetary authorities are in each country anxious to improve
the possibilities for investors, private and public, to finance themselves out of
savings. In certain countries particular emphasis is laid on the fact that monetary
policy should contribute as a matter of priority to the realization of this objective,
subject only to the requirements resulting from the economic situation. This is
the case in France, Italy and Belgium.

Particular importance is attached to this objective when it is estimated that the
flow of savings is not sufficient. The monetary authorities then take steps to

44



Principal selection criteria

prevent excessive recourse by the enterprises to bank assistance from compromis-
ing the objectives in the matter of global liquidity in the economy, and to direct
the available funds to the desired uses. This latter result can be achieved either
by a selective policy in the true sense of the term applied to bank credits and the
refinancing of banks, or by the specific employment of insttuments the range of
which is in principle comprehensive (compulsory resetves for example).

d) Degree of lz'qm'dity of the banks

56. From this point of view the differences are sharp between one country and
another, even if the most frequent situation is the indebtedness of the banks to
the issuing authority. It is clear in particular that the Dutch banks are generally
very liquid and that the French banks are permanently obliged to resort to
financing by the central bank; the same is true of the banks in Italy, where the
central bank can employ effective means of guiding the banks’ use of funds.
These widely different situations necessarily influence the general trend and the
methods of application of monetary policy. Thus, confronted by a very liquid
banking system, action to check bank liquidity encounters many difficulties and
needs to be reinforced by more direct intervention as regards the credits distributed
(Netherlands).

Whatever may be the relationship of cause and effect between the degree of
liquidity of the banks and the results of quantitative action on credits a situation
of very tight liquidity leaves the banks heavily dependent on the central bank
and means that any action by the issuing authority has severe effects on prices
and volume in the money market.

It should be added that a very important phenomenon — which poses similar
problems in all the Community countries — made its appearance with the intro-
duction of convertibility of the currencies, and has grown in importance constantly
since 1958. This is the impetus achieved by international movements of capital
and the development of Euromarkets. This trend has appreciably reduced the
relative autonomy of the various countries in respect of the monetary impulse
coming from abroad, notably in the matter of interest rates. The monetary author-
ities of all the member States are therefore faced with the same problem, which
is to maintain control of the internal monetary situation affected by international
movements of funds both by the banks and the big enterprises.

e) Structures of the markets and the banking system

57. The organization of the money and financial markets, the structures of the
banking system and the degree of competition prevailing are all factors capable
of guiding the choice of monetary policy. Among many othets, two factots deserve
attention in this connection.

When the majority of banking activity is concentrated among a small number of
big banks, it is relatively easy to control fairly precisely the essentials of that
activity. Such a situation is characteristic of Italy and the Netherlands. In the
latter country the control is effected in a flexible manner by petsonal contact and
in the form of “gentlemen’s agreements”.

Another aspect of the problem, the diversification of "their activity, very pro-
nounced in Germany, gives the different categories of institution plenty of flexibil-
ity and possibilities of varied reactions both to external impulses and to interven-
tion by the authorities. In such a situation, monetary policy pays particular at-
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tention to this factor and attains its objectives in a more indirect manner than
in other cases.

Para. IV: Points of application (or intermediate objectives) and ways of
implementing monetary policy

58. The factors that have just been mentioned, and others besides, give monetary
policy in each country a characteristic slant. In fact, differences stand out in the
general concepts concerning the methods of operation of monetary policy, in the
formulation of the immediate objectives (sometimes taking the form of “variable
targets” expressed in figures), in the precise points of application of the policy
instruments, and in the estimates of the desired effects of the action taken.

These subjects are dealt with in the present section, country by country, while
the enumeration of the principal instruments used in each country will be left
until the beginning of the following chapter.

Germany

59. Monetary policy in Germany relies essentially on the orientation of the market
mechanisms by the central bank rather than on direct controls.

It operates by pressure on bank liquidity and interest rates to the extent that
market trends do not move them spontaneously in the desired direction; these
two factors are moreover interconnected and exert a mutual influence on one
another.

It should be noted that, if the liquidity of the banks is the only aggregate directly
influenced by the Bundesbank, the latter does not set out to lay down a precise
ratio of liquid assets as a norm; it confines itself to influencing the volume of
liquid assets and the disposition of the banks to hold liquid funds.

The effects of such action on the liquidity of the economy and global expenditure
are indirect and complex, and must be regarded in the light of their influence on
the supply of and demand for credit. As regards the supply of credit, if a con-
traction in bank liquidity is postulated, the first effect will normally be to reduce
purchases of long-term securities by the banks, by reason of the close ties between
monetary and financial markets in Germany. The contraction in the supply of
funds and the rise in interest rates in the financial market will have the tesult,
more or less quickly, of teducing long-term credits for capital investment purposes.
As regards medium and short-term credits, the effects may be slower. Interest
rates, however, will end up feeling the influence of the trend of long-term rates
and in this way a tendency will develop towards a decline in the demand for
credit. The impact of the rise in the rates of interest will be minimal, however,
at the outset, in a period of prosperity, on the demand for funds. Only gradually
will the difficulties of obtaining credit, the rise in costs and the effect of interest
rates on these costs change the general business climate and the volume of credit
distributed.

It is still not possible, however, on the basis of the trend of credits to predict
with any certainty the movements in the volume of money and in global demand,
for it is considered that relations are not stable between these three elements and
private saving is capable of varying appreciably.

It is therefore difficult for monetary policy to set itself ultimate objectives ex-
pressed in quantitative terms, But its action on bank liquidity is capable of finally
achieving the desired result, especially if it is combined with the employment of
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other means of regulating the economy, more particularly with a view to guarding
against undesirable economic influences from abroad. With such a combination,
the accent can be placed more on monetary policy when it is a question of checking
excessive economic expansion and safeguarding price stability. The accent would
not be so heavily placed on monetary policy when it is a question of reviving
the economy.

France

60. In France, the general objective is to reconcile a sufficiently high rate of
economic development with stability of prices and exchange rates. This double
objective raises intricate problems, for in the face of the considerable needs for
financing in the economy it has proved difficult to maintain a thoroughly satis-
factory flow of savings. Recourse to financing from monetary sources is con-
sequently very important, and whatever the trend of economic activity, monetary
policy must most often be restrictive, especially with regatd to the expansion of
credits.

In their endeavours to master the creation of liquidity in the economy, the
monetary authorities are led to lay down quantitative limits for the increase in
the volume of money. The latter is to be understood in the wider sense of the
term, embracing not only means of payment but also to a certain extent near-
money.

The optimum rate of growth in the supply of money is determined in relation to
the trend of internal production and of the liquidity requirements of the vatious
categories of economic agents. The assessment of the liquidity requirements to
be satisfied depends on the public’s behaviour as regards cash, which determines
the extent to which means of payment are amassed or restored to trade channels.
Limits to the growth in the volume of money being thus laid down with some
flexibility, particular norms are assigned to the accepted increases in bank assistance
to the economy in relation to the other sources of money creation, that is to say
essentially to the position of the balance of payments and the Treasury. From this
point of view, budget policy and monetary policy are considered to be closely
linked. In this respect, the neutrality of the Treasury operations in relation to
money creation constitutes a principle which, despite temporary difficulties of
application connected with the prevailing economic conditions, has been respected
for some years.

The policy aimed at obtaining quantitative effects on the liquidity of the economy
is applied principally by means of action on bank liquidity (its development is not
given quantitative expression as it is not regarded as an intermediate objective
but as a means) and in case of need by the restriction of credit, the most rigorous
form of action on the progress of banking assistance to the economy.

In addition, action in the field of interest rates, an essential instrument of govern-
ment policy, also assists the attainment of specific objectives. These are aimed at
the improvement of the financial and savings channels, selective orientation of
credits and the control of movements of short-term capital. In the last few years,
this quest has assumed great importance.

Belgium

61. To assist the realization of the general objectives of economic policy, particular-
ly the maintenance of internal and external stability, the Belgian authorities act
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on the flows of expenditure and consequently of savings and on the movement of
funds with foreign countries. It is within this field that they make their contribu-
tion to the correct financing of government expenditure, an element that influences
the policy followed in the matter of rates.

Operations with foreign countries are the subject of special attention. As regards
current operations, the impact of the policy adopted can only be indirect, and
therefore limited. As regards action taken on movements of capital, it is aimed
not only at preserving external equilibrium — notably with the help of a special
foreign exchange system — but also at ensuring that these movements do not
conflict with the credit policy adopted for the public sector and the enterprises.

It should also be pointed out that beside the pursuit of general objectives separate
action is taken in individual sectors, when the need arises to stimulate or check
activity in one or another of them.

To attain their ultimate objectives the authorities show themselves to be flexible
and pragmatic in the choice of their means of action and of intermediate objectives
that they may decide on. They do not adopt a preconceived theoretical plan and
do not regard as constraints either the realization of a specified rate of expansion
of the quantity of money, nor the rigorous adjustment of the expansion to the
anticipated trend of the national product, nor the maintenance of a predetermined
degree of liquidity.

To ensure that the level and structure of the commitments and claims of the
various economic agents evolve in the manner desired, the National Bank may
act in two ways: either indirectly by influencing the rates charged to borrowers
or the liquidity of the banks, or directly by restriction of credit. The National
Bank may also act on deposit rates to influence the volume of savings and its
distribution between real investments and placings of various types. This action
on the rates modifies the conditions and consequently the volume of credits; it
may moreover be completed by more direct action on the granting of credits.

Italy

62. If the Bank of Italy employs a very elaborate scheme of monetary analysis
it nevertheless sets its face against any a priori attitude as regards the choice and
precise delimitation of an intermediate financial objective (such as the quantity of
money). It is bent on preserving the possibility of recourse to numerous means
of attaining varied ends, more particularly as regards the activities of the banking
sector.

The Italian authorities are concerned not only about the evolution of the liquid
assets in the economy and their counterparts, but about the sum total of financial
assets, liquid and non-liquid, and the whole of the finance granted to foreign
countries, to the Treasury and to the economy.

To control the liquid assets and the level of interest rates, monetary policy is
applied to influencing the cost and the conditions of credit by acting on the volume
and the channels of creation of the monetary base. This is composed of the legal
currency and short-term financial assets created by the monetary authorities and
eligible without limit for constituting the compulsory resetves or freely convertible
into cash at the Bank of Italy; it is held in part by the public, in part by the
credit institutions. To the extent to which there is a known relationship between
the demand for the monetary base on the part of the public and income, it is
possible to establish the portion of the base which accrues to the banks and
which, after constitution of the compulsory treserves, modifies their means of
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action. The central bank can then control the possibilities open to the banks for
increasing credit, as well as interest rates, according to the current level of demand
for credits, thanks to its policy in the matter of refinancing. .

It is thus easy to see the great importance in Italy of the control of the bank
reserves by the central bank.! As regards the refinancing of the banks, the bank
of Italy prefers to work on its volume rather than on the rates of interest applied
to it. The effect on short-term rates of these two methods of intervention is for
the rest considered the same: in each case the measures of restriction give rise to
a raising of the rates of interest in the market. =~

Generally speaking, the control of certain financial aggregates and action on the
rates are considered to lend material support to one another for the purpose of
control of credits and liquidity.

The consideration of external equilibrium and of the medium-term objectives in
the matter of savings and investments adds a further dimension to the problem
of monetary equilibrium. With regard to the objectives in the matter of savings,
a particular feature of Italian policy is the accent placed on the desire to keep
the long-term rates stable. However, the principles of Italian monetary policy in
this matter and as regards a not frequent recourse to changes in the rate of dis-
count are liable to run up against limits by reason of the trend of interest rates
abroad and movements of capital resulting from considerable margins between
rates ruling in Italy and abroad. This explains the activation of the discount rate
instrument in 1969-1970.

Netherlands

63. Monetary policy in the Netherlands based on the control of credits put at the
disposal of the economy is conducted in accordance with the following principles.
Credit policy is shaped in the light of the trend it is desired to give to the evolution
of the liquidity ratios, a concept understood in this country to indicate the volume
of liquidity (primary and secondary) expressed as a percentage of the national
income. At the basis of this policy is the idea that in the short run, in the absence
of exceptional circumstances, there is an equilibrium relationship between the in-
ternal liquidity volume and the national income; changes in this relationship set
off reactions which tend to restore the equilibrium position. Thus a restrictive
policy for example, on the assumption that there is a deficit in the current balance
of payments, will aim at slowing down the growth of expenditure by allowing
free play to the restrictive effect imputable to the decline in the reserves and by
making the creation of liquidity of internal origin less than the liquidity require-
ments corresponding to the nominal growth in income. The necessary flexibility
in the system is assured primarily by changes in the velocity of citculation of
money; it can also stem from other factors: recourse by undertakings to the capital
market (this must be seen in relation to what is said below on the role of the
Treasury), and possible international movements of funds. A supplementaty flexibil-
ity factor arises from the possibility the banks have of overstepping temporarily
the norms allotted to them in the matter of the expansion of credits, if they are
prepared to face the ensuing penalties.

Under the system of control of the global quantity of liquidity particular attention

[~ . o

1 With regard to terminology in the matter of bank liquidity and the patticular case of Italy from this point of view
cf. Points 32 and 55.
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is paid to the creation of liquidity of internal origin; this notion is comparable
to that of “domestic credit expansion” which has been utilised for several years
by the IMF. In addition the Nederlandsche Bank prefers, as has been seen, to
give free rein to the monetary effects of the current balance of payments. As
regards the flows of capital between the country and foreign countries it only has
limited means of action, which arise from special instruments of control. On the
other hand, if the activities of the public authorities are of major importance in
the matter, the control of their monetary behaviour is for the government to
handle: the principle adopted is that the impact of Treasury operations on the
monetary plane must be neutral, that is to say the Treasury must finance its deficits
in the capital market. The application of this principle has its limits, however,
when monetary policy is applied in a restrictive sense; in this case itimay be that
the enterprises are under the necessity of resorting to the capital market (which
is not subject to the credit ceilings) and the combination of public demand and a
surplus of private demand in this market could drive up interest rates beyond
what is considered desirable having regard to the possibilities of an influx of
capital from abroad. The Treasury could then be moved to finance itself by
monetary means.

The main emphasis of the monetary policy of the central bank thus falls on the
private demand for credits. In the event, the Dutch policy has been conducted
over the last few years in a mainly restrictive direction, given the existence of
frequent heavy strains posing a threat to both internal and external equilibrium.
To limit private demand for bank credits, the authorities resort in particular to
direct quantitative action regarding them. This method had been chosen at the
beginning of the 1960s, mainly to avoid an influx of foreign exchange to the
Nederlandsche Bank, influxes to be avoided because of the action taken to reduce
the liquidity of the banks; these were at that time able in fact to draw on large
reserves of liquidity abroad. In 1968, intensive consultations between the Neder-
landsche Bank and the banks indicated a preference for the adoption of direct
quantitative action, by reason in particular of the big differences noted between
the banks as regards their degree of liquidity and because of the extent of the
seasonal and adventitious influences emanating from the public finances, the
fiduciary currency circulation and transactions with foreign countries.

Luxembourg

64. Monetary policy in Luxembourg is fairly limited in scope, in view of the
absence of an issuing authority proper in this country. The authorities accordingly
adhere to methods which do not require the intervention of a central bank, notably
the limitation of bank credits adopted since the beginning of 1970.

50



CHAPTER THREE

THE INSTRUMENTS OF MONETARY POLICY

Introduction

65. The present chapter sets out to review the techniques for the utilization of
instruments of monetary policy and to examine how their use is combined. Having
regard to the description in the previous chapters of the institutional framework
and the financial structures of the Community countries, and of the general direc-
tion of the policy of the monetary authorities, this description will enable an
appreciation to be made of the range of these instruments and will bring out the
differences and similarities of their employment in the different countries.

First an enumeration will be made, country by country, of the principal instruments
used to influence economic activity and the level of liquidity. This will help to
establish the role of each of them in the whole field of monetary policy. It goes
without saying that the choice of the methods of action and the points of ap-
plication of monetary policy (see previous chapter) determines to a large extent
the choice of the means selected for preference. However, the authorities do not
limit themselves to the use of the instruments enumerated below; according to
circumstances they can modify or extend the range of their means of action.

Germany

66. The Bundesbank normally uses a wide range of instruments.

-— For the purpose of acting on bank liquidity the most important and most
frequently used procedure is to make changes in the minimum teserve coef-
ficients. The bank of issue also has recourse to open market operations in
long-term securities, open market operations in short-term securities with the
non-banking sector, and changes in the re-discount quotas.

— As far as direct action on interest rates is concerned, the Bundesbank changes
the discount rate, the rate for advances against securities, the rates for its open
market operations, and when circumstances lead it to resort to this technique,
the rates applied by it to forward cover in the foreign exchange markets
(swaps).

It should be noted that the fixing of rates for open market operations does not

imply  that the Bundesbank undertakes formally to deal in securities with the

banks. In fact it has at times limited transfers of money market securities to
effects maturing shortly or has even stopped such sales completely.

France

67. In France the permanent feature of the policy is based on the action applied
to bank liquidity.
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This action may be exercised by the manipulation of interest rates (discount rate,
rate for advances and the rates applied to open market operations). This type of
action is still of great importance in spite of the increasing use made of other
instruments. Among these, compulsory reserves play a leading part.

Reference must also be made to quantitative action on bank liquidity effected,
within the framework of a classical refinancing policy, by rediscount ceilings in
particular, or in the form of open market operations (the latter assumed a pre-
dominant role in 1971).

When circumstances require, the authorities exercise direct action on credit itself
by means of credit ceilings, which are regarded as instruments of last resort. It
will also be noted that the selective control of credit remains, in spite of certain
relaxations, a traditional feature of French monetary policy; it supplements the
general monetary policy.

Belgium

68. In Belgium manipulation of discount rate is regarded as exercising an effective
influence on the cost of credit, but much less on its volume, which depends on
bank liquidity and the elasticity of demand for credit. This technique is intended
in particular for the control of international movements of funds. As for open
market operations, these have a limited importance. The same is true in fact of
the monetary reserve coefficient.

Besides these traditional methods recourse has developed to the rediscount and
certification ceiling, which operates effectively on the lending capacity of the banks.
The Belgian monetary authorities also have the possibility of fixing ceilings for
credits. They consider however that use of this instrument must be kept flexible
and cannot be permanent.

Finally, regulation of the foreign positions of the banks and of the return on
deposits and funds placed in the money market by foreigners are used in Belgium
for the purpose of controlling international movements of capital and have the
effect, often sought after, of influencing internal liquidity.

Italy

69. In Italy, since action to regulate the money base is principally directed at the
volume (rather than the price) of refinancing ot the banks at the central bank, the
authorities use the quantitative instruments of limits on rediscount and advances
against securities in conjunction with compulsory reserves.

On the other hand, discount rate has a very restricted use, except when in
1969-70 it was needed to bring the Italian rates of interest in line with the rates
ruling abroad so as to limit the outflow of capital. Similarly, recourse is hardly
ever had to the quantitative control of bank credits, except for the recommend-
ations which the Bank of Italy may make to the banks to this effect.

Finally, the Italian authorities attach great importance to the regulation of the net
position of the banks vis-d-vis foreign countries, when they are proposing to act
on the liquidity of the banking system.

Netherlands

70. Until the end of 1971, the Nederlandsche Bank has resorted almost exclusively
to quantitative instruments acting directly on the volume of monetary resources in
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the economy. This confers a strategic role on credit ceilings. Moreover it is for-
bidden for the banks to maintain a debtor position with foreign countries (except
for a small free margin) and the private sector may not, subject to certain ex-
ceptions, borrow abroad.

The Nederlandsche Bank had until recently largely renounced open market opet-
ations in the domestic market and changes in discount rate were hardly more than
an indication of the policy being followed; on the other hand, the Nederlandsche
Bank was beginning to intervene in the forward foreign exchange market.

Section I - General purpose instruments

Para. I: Refinancing policy !
Para. I-1: Introduction
Scope of refinancing policy

71. Refinancing policy embraces the various forms of direct assistance which the
central bank can furnish to the monetary institutions, either by buying from them
public or private effects (rediscount in the strict sense of the term), or by granting
advances to them (advances against securities or against public or private short or
medium-term effects). '

Whether it takes the form of management of interest rates or imposition of quan-
titative limits rediscount policy in the different countries of the Community varies
in importance and effectiveness according to the traditions and organization of the
banking system and the practices of the central bank.

Structural conditions

72. In all the Community countries the central bank imposes certain conditions
and limits on the assistance it will grant to the banks by way of rediscount of
bills and advances against securities. The relative importance of bank credit in the
form of discounting depends to a certain extent on the policy adopted by the
central bank itself to promote or restrict certain forms of credit, and also on the
practices of the banks, notably on their disposition more or less marked to borrow
at the central bank.

This last-named factor depends on the abundance or shortage of liquid funds
which the banks receive from other sources and on the distribution of liquidity
in the economy among the institutions which manage them (bank of issue, banks,
specialized credit institutions, and the Treasury); these two factors are closely
interwoven. Thus in the Netherlands and Belgium, an easy cash position generally
saves the banking sector from recourse on a large scale and for long periods to
central bank assistance (in Belgium thanks in part to the rediscounting institutions
of first resort, notably the Institut de Réescompte et de Garantie). '

On the other hand, in France, because of the insufficiency of liquid funds, the
banks are permanently involved with the Bank of France (at a fixed rate or the

! The term “refinance” is used here to denote the process whereby banks obtain funds from the central bank by
rediscounting eligible paper or receiving advances against eligible collateral.

2 For simplicity’s sake, the term “advances against securities” will be used.
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rate ruling in the money market). Germany and Italy occupy an intermediate
position in this respect.

Principal methods of refinancing

73. Calls by the banks on the central bank principally take the form in Germany
and Belgium of rediscounts (see Table below). In these countries, advances against
securities, which are charged a higher rate than the discount rate, are rather the
exception. The Bundesbank and the National Bank of Belgium, moreover, consider
that advances against securities should only be granted if they serve to overcome
passing stringency. In Italy on the other hand, despite the relative importance of
bank credits granted to the economy by discounts of commercial bills, the liquidity
requitements of the banks are only secondarily covered by rediscounts. In fact
the Italian banks prefer to resort to advances against securities, the rate of interest
for which is normally the same as the official discount rate. In the Netherlands,
to the extent to which recourse is had to rediscounting at the Nederlandsche
Bank, this has been spread fairly equally recently over rediscounts and advances;
the latter are, as in Germany and Belgium, in principle very short term. In France,
rediscounting, of predominant importance until recent times, has become a se-
condary method of refinancing for the banks. These are now obtaining their
requirements of liquid funds essentially by the deposit “en pension” (i.e. under
an agreement to buy them back) at the Bank of France, at the money market rate,
of public effects and of the private bills which were formerly presented for redis-
count.

Para. 1-2: Essential technical elements of rediscounting
Paper accepted

74. Rediscounts provided by the central bank for the banking system do not
always apply to the same range of effects in all the Community countries.
Generally speaking, short-term commercial bills are accepted in all the countries.
Besides these bills there are often bills for the financing of stocks of agricultural
produce and certain short-term State securities. In the Netherlands, where redis-
counting is very little used, it mainly concerns Treasury bills.

Financial paper is generally accepted for rediscount except in Belgium and Ger-
many; in France it is only accepted if it has previously been the subject of a
mobilization agreement on the part of the central bank.

Rates

75. Besides discount rates, certain central banks quote preferential rates (lower
ones) to encourage certain economic sectors or operations (in France and Italy)
and higher rates to discourage excessive recourse by the banks to refinancing
(Italy) or to make discounting certain bills mote costly (France and Belgium).

However, in practice, neither in France nor in Belgium do the banks resort to
refinancing at a higher rate. In Italy, the extent of this technique is considerable.
As the Bank of Italy follows a general policy of stability in the discount rate
(see above), it applies an increase of 1.5 points for rediscounts above specified
ceilings, when it wishes to check demands for refinancing considered excessive.
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TABLE 5
Bank credits & refinancing of the banks at the Central bank

(situation at end 1970)
(in milliards of national monetary units)

Germany | France (c) Italy l\igtlhde:' Belgium
1. Credits granted (or fi-
nanced) by the banking
system at short, medium
& long-term (a) 481.2 262.2 27,683 37.9 518.0
2. Refinancing of the banks
at the central bank
— rediscount 16.3 30.3 664 0.2 04
— advances 1.7 - 817 0.0 -
- total 18.0 30,3 1,481 0.2 0.4
— pro mem.: other forms )
of refinancing (b) 0.7 15.7 - 14 -

(a) In Item (1) are included all the credits distributed at short, medium and long term, including the financing of export
operations. ‘The securities portfolio is excluded except for short-term Treasury bonds.

(b) Germany and France: money market.
(c) Situation at 5 January 1971.

Sources: Germany: Deutsche Bundesbank, Monthly Reports, tables II.1 & IIIL5.
France: National Credit Council, Monthly Reports, table IILA.
Italy: Bank of Italy Bulletin, tables 3, 4, 26.
Netherlands: Nederlandsche Bank Quarterly Report, tables 1.1 & 2.1,
Belgium: National Bank of Belgium Bulletin, tables XIIL.6 and 12.

Rediscounting institutions of first resort

76. In certain countries, rediscounting institutions of first resort act as inter-
mediaries between the banking institutions and the central bank. Sometimes these
institutions operate in both the money market and the financial market.

It is in Belgium and France that these institutions play the biggest part; they
ha\ie much less importance in Germany and the Netherlands and none at all in
Ttaly.

In Belgium the role of rediscounter of first resort, filled principally by public
credit institutions, and among them primarly by the Institut de Réescompte et
de Garantie, covers the whole field of short-term operations. An idea of the im-
portance of these rediscounting institutions is gleaned from the fact that in
1969-70, accotding to the statements at the end of each quarter, the Institut de
Réescompte et de Garantie alone was responsible for more than half the redis-
count total of the deposit banks, while direct rediscounts by the banks at the
National Bank were much lower and in some cases minimal,

In France, the specialized credit institutions play a more limited part than in
Belgium; their role concerns the rediscount of effects representing medium-term
credits and consists above all in examining the records prior to any grant of a
mobilization agreement and in furnishing their guarantee.

55



OVERALL VIEW — THE INSTRUMENTS

Para. 1-3: Essential technical elements of advances against securities

77. The technical forms for advances against securities at present employed in the
Community countries are advances on current account and advances for fixed
periods.

Advances on current account

Current account advances consist of a credit opened for an amount equal to a
certain quota of state securities or other securities provided as security, at a rate
of interest normally equal to the discount rate in Ttaly and a higher rate in the
other countries.!

Advances for a fixed period

Advances for a fixed period — only used in Italy — are distinguished from ad-
vances on current account by the fact that they are drawn immediately to their
full amount and by the fixed period laid down for their repayment (8, 15 or 22
days). This type of advance is usually provided at a rate of interest equal to dis-
count rate if the facility is required only once in six months; on each subsequent
occasion recourse is had to it, the rate increases progressively by 0.5 points to a
maximum increase of 1.5 points. Recourse to advances for fixed periods in Italy
has risen in the past to amounts comparable to those for advances on current
account, but their relative importance declined sharply in 1970.

Para. 1-4: Discretionary powers of the central bank as regards refinancing and the
policy of overdll and selective control

Scope of discretionary powers

78. In practice the exercise of powers by the central banks is obviously more ef-
fective if the banking sector is obliged to resort to refinancing at the bank of issue.
Thus the effective exetcise of their powers is clearly more important in France,
Germany and Italy than in the Netherlands. In Belgium, where rediscounting is
principally effected through the Institut de Réescompte et de Garantie, central
bank action also extends to the control of the operating conditions of that insti-
tution.

The central banks are invested in particular with fairly wide discretionaty powers
as regards both the volume of credit that they decide to extend to the banking
sector and the conditions they impose on the banks for access to it. In every
country there exist minimum conditions which bills must satisfy if they are to be
presented for rediscount or lodged as security, but in the various countries the
central bank has greater or lesser powers of discretion in the matter of acceptance
or refusal of applications for refinancing.

Ways of exercising them

The volume of refinancing is controlled globally by means of rediscount ceilings
(and sometimes by ceilings on advances against securities) imposed individually on

! From 0.1 to 1 point in the Netherlands, from 1 to 1.5 points in Belgium, from 1 to 2 points in France, and from
0.5 to 3 points in Germany.
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the banks. It is within these limits, which can be modified at the will of the
authorities, that the banks have recourse to refinancing. These rediscount ceilings
constitute in France, Germany and Belgium a very important instrument for in-
fluencing bank liquidity.

Within these global limits, but very much more effectively still beyond them, the
central banks of other rediscount institutions can practise a selective policy for pro-
viding their assistance. Recourse to selective control to supplement global control
is practised frequently in a desire to mitigate certain effects of global control on
specified sectors or categories of operation:

a) Instruments of global control

79. Global control is effected by prescribing ceilings for rediscounts or advances
against securities. Its effectiveness depends on three factors:

— the level at which the ceilings are set;

— the frequency and amount of changes therein;

— the abundance of cash in the hands of the banks. :

In Germany and Belgium the rediscount ceilings play an important part in monetary
policy. Their level is adjusted according to the requirements of credit policy. It is
to be noted that in these two countries the ceilings can be temporarily lowered
by an amount corresponding to part of the liabilities of the banks to other
countries,

In I;rance the level of the ceilings is relatively low and has only been adjusted
rarely.

In Italy, although formally distinct from the ceilings, there exist limits on redis-
count above which the banks pay a higher penal rate; the same sort of limit exists
for advances against securities for a fixed period, but not for advances on cutrent
account. The increases in all the forms of refinancing depend in fact .on the wishes
of the Bank of Italy.

In the Netherlands, the central bank has never set global limits within which it
agrees to finance the banking sector.

b) Instruments of selective control

80. The refinancing techniques can be employed on a selective basis. In that case
their incidence may only be of secondary importance from the point of view of
global monetary policy.

Various instruments are used for this purpose: selective policy regarding the
securities eligible for presentation by the banks, acceptance “outside the ceiling”
by the central bank of certain types of paper (France, Germany, Belgium) or
within particular ceilings (Germany), previous rediscount agreements (Belgium,
France) and preferential or increased rates (France, Italy).

In France particularly certain types of effects can be rediscounted without being
imputed to the ceilings. Certain selective action is also effected under the system
of mobilization agreements which constitute a prior condition for refinancing by
the central bank by way of rediscount under “en pension” arrangements.

Para. 1I-5: Connection between discount rate, vates charged by the banks and
money market rates

At the present time, in all the Community countries, the fixing of rates charged
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to borrowers is left to the discretion of the credit institutions. If no automatic
relationship exists between central bank discount rates and the rates charged by
the banks, it nevertheless seems that these short-term rates settle down within a
fairly uniform distance of the official discount rate (in France, the practice has
arisen of paying increasing attention to the rate for Bank of France assistance in
the money market), above it. In Germany, however, since the liberalization of
rates in 1967 this margin has proved less stable. With the exception of the Nether-
lands and Belgium, where the banking sector, as has been seen, is fairly in-
dependent of financial support by the central bank, this de facto link results from
the need of the banks to resort frequently to possibilities of refinancing at their
central bank.

As regards the banks’ short-term deposit rates, these are fixed freely by the credit
institutions in the Federal Republic and the Netherlands. In France, Italy and
Belgium, the maximum rates payable on short-term deposits are fixed according
to different procedures; these are, respectively, administrative arrangements,! agree-
ments between banks, and agreements between banks and the central bank? As
for sight deposits (as distinct from savings deposits), interest on them is forbidden
in France, minimal in Germany and Belgium, high in the Netherlands and very
high in Italy.

Para. 1-6: Incidence of refinancing policy
k Discount rate

81. As regards the rate of discount, changes in the rate are regarded as a means
of more or less rapidly and effectively influencing recourse by the economy to
credit. Because of the links that exist between the central bank discount rate and
the interest rates that the banks charge their customers, this rate in fact largely
determines the cost of credit and changes in the discount rates have a like effect
on the banks’ deposit rates. Changes in bank rate consequently have a direct or
indirect influence on the trend of rates in the financial market.

The impact of changes in the discount rate on the demand fot credit varies consider-
ably from country to country, and consequently from one given situation to an-
other. Nevertheless, generally speaking, the central banks in the member countries
consider that a change in the cardinal rate in the market, that is to say in the dis-
count rate and the rate for advances against securities (in France, to a certain
extent, since 1971, in the rate for assistance at variable rates by the Bank), is a
measure which normally exercises an influence on recourse to credit. The incidence
of variations in the interest rate depends largely on the expectations of the entre-
preneurs, subject to the influence of the decisions taken in the monetary field.
Banking circles and enterprises also consider with some justice that a change in
the discount rate is not only a factor affecting the cost of liquid funds but also
a pointer to the general direction of monetary policy in the near future. The
“warning” aspect and, to a varying extent, the “cost” aspect tend to have re-
percussions on the decisions by enterprises, notably in the fields of capital invest-
ment and stocks.

! Deposit rates are nevertheless free in France for deposits to an amount or for a period exceeding a specified
minimum.
? In Belgium, the rate for “big deposits” for fixed periods in free,
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Refinancing as a whole

The effects of “refinancing” policy as a whole, that is to say changes in the official
rates and ceilings, often seem to be fairly limited unless the policy is supple-
mented by other measures directly affecting the funds available to the banks. The
principal additional element generally used to supplement refinancing policy is the
adoption of compulsory reserves; the combination of these two means of action,
and others as well, improves their effectiveness.

Policy of rates and international movements of funds

82. One development which has increased in importance in recent years affects
the efficacy of national policies in the matter of refinancing, and in fact the whole
field of monetary policy. Since the return to currency convertibility and since
international payments and movements of capital were to a large extent liberalized,
the external aspect of refinancing policy has assumed greater and greater import-
ance. The central banks ate now more obliged than in the past to conduct their
monetary policy, and in particular their discount rate policy, in the light of develop-
ments in certain foreign money markets and international markets. Recent de-
velopments show in particular that the central banks are encountering great dif-
ficulty in maintaining the level of interest rates they consider suitable to the eco-
nomic situation, for undesirable movements of capital can counteract the hoped
for effects of internal monetary policy.

Para. II: Operations in the money market
General

83. Independently of the means of regulation at their disposal, central banks com-
bine direct refinancing of the credit establishments with operations in the money
market (which, in the Community, is principally an inter-bank market); these
operations influence the degree of liquidity in the market and the rates of interest
ruling in it.

Generally speaking, these central bank operations (open market operation) consist
technically in buying or selling, in receiving or giving “en pension”, a wide range
of securities: public or private effects, mainly short term, but also in some cases
medium or long term.

In the Community, open market operations for monetary policy purposes are
mainly éffected between the central bank and the banks, perhaps through the
intermediary of specialized houses. The Bundesbank effects transactions in short-
term securities direct with public bodies, and since May 1971 it has done so also
with other non-banking bodies.

General objectives

84. The effects that the authorities seek to produce in the money market differ
according to the country and the circumstances. Their main object may be to
influence either the interest rates ruling in the market or the volume of bank
liquidity.! In this respect it will be seen below that the scope of open market

! Besides its use within the framework of general monetary. policy, open market policy may be used for the technical
regulation of the market. In the Netherlands, until 1971, it was used for this purpose alone.
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policy differs from country to country according to the market structures and the
possibilities open to the banks of converting short-term securities into central bank
money; in consequence, the quantitative action of the authorities in the market
by means of short-term securities will affect as the case may be the global volume
or the composition of bank liquidity. It should be noted, however, that the pursuit
by a central bank of a particular objective in the field of interest rates limits the
possibilities for it to achieve a precise quantitative result in the matter of liquidity.

85. In Germany and the Netherlands, to the extent that short-term money market
securities can be sold at any time to the note-issuing authority, the central banks
consider that open market operations with the banks, effected by means of these
securities, influence the composition of bank liquidity, rather than its overall
volume. In fact the volume of bank liquidity does not change when the central
bank intervenes to convert short-term securities into money of account in its
books or vice versa, since they both constitute liquid reserves for the banks.
In this case, action on interest rates is of special importance in the broad context
of open market policy.

It is different when it comes to operations in long-term securities, which the banks
cannot convert into balances at the central bank as in the case of short-term
securities; in consequence, any purchase or sale of long-term securities effected by
t}ﬁe iauthorities with the banks changes the volume of liquidity in the hands of
the latter.

86. In the other Community countries (France, Italy, Belgium), it is considered
that open market operations in short-term securities can change the volume of
liquidity at the disposal of the banks. In fact, in Italy, the purchase or sale by the
monetary authorities of securities which they had undertaken to negotiate at any
time are not regarded as open market operations; open matket intervention only
occurs in the case of quantitative changes in the money base. In France, in
principle the banks have the possibility of converting into central bank money
the short or longer-term securities they hold only to the extent that the issuing
authority itself is prepared to agree. In that case, the central bank, by accepting
the money market securities, permits a change in the volume of immediate liquid-
ity at the disposal of the banks.

In Belgium also, the monetary authorities (Securities Stabilization Fund & National
Bank) have the possibility of changing the volume of bank liquidity by interven-
tion in short-term securities. For this purpose the Securities Stabilization Fund can
issue certificates with a view to mopping up liquidity, and it also has a line of
credit at the National Bank; though it only uses such facilities in the last resort.
It should be pointed out that in Belgium open market operations are sometimes
effected also in long-term securities.

It goes without saying that in these last three countries the aim of open market
interventions can also be to influence the level of interest rates.

Connection with external money markets

87. In all the countries, open market policy is connected with the regulation of
short-term capital movements to and from foreign countries.

This latter aspect of open market policy has assumed great importance since the
national money markets have found themselves more and more closely linked
with other national markets and international markets. The rates in the national
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markets cannot be established without reference to the level of rates abroad.
And the regulation of international movements of funds has become an important
element in the policy concerning liquidity and rates, in particular by means of
direct foreign exchange transactions between the monetary authority and the banks
(swaps). The operations of central banks in the money market with a view to
influencing these international movements will be considered later on in the section
“regulation of operations with foreign countties”.

Importance and characteristics of open market policy

88. The importance and characteristics of open market policy among the instru-
ments at the disposal of the monetary authorities differ according to the country,
and have varied in the course of time for each one.

One characteristic however is common to most of the countries, and concerns
action on the rates of interest. To judge by the considerable relative weight of
interventions by the central bank, it appears in general that the “prices” in the
money market are largely dependent on decisions by the issuing authority regard-
ing the rate of their interventions. This is not however the case in the Nether-
lands, when open market policy is applied in that country, because of the relatively
large extent of the market and the participation in it of the non-banking sector.
For the rest, the differences are more important. In Germany, open market policy
has for a long time played a big part; it mainly concerns the rates of interest. Open
market intervention by the Bundesbank consists essentially in adjusting the rates
for sales and repurchases of the various categories of money market securities,
according to the way in which the market develops and its own intentions in the
matter of intetest rate policy.

Moreover, apart from its intetventions concerning short-term securities with the
banks, which only affect the composition of bank liquidity, the Bundesbank has
sometimes catried out open market operations with a view to changing the total
volume of bank liquidity. This was the case when in 1967 it bought for its own
account in the financial market, bonds issued by the State; or when it effects open
market operations with the non-banking sector — a factor specifically dealt with in
the current analysis of the evolution of banking liquidity in Germany, but until
now of relatively small importance.

In the Netherlands, after having pursued a systematic open market policy between
1952 and 1964, the Nederlandsche Bank has abandoned operations on the internal
market in favour of intervention in the foreign exchange market, which has proved
more efficacious in view of the importance of this market. In June 1971, when
the florin rate was floating, open market policy was resumed.

In Belgium, where intervention has been practised on a regular basis for some
time, it is aimed in general at smoothing out the erratic market fluctuations as
regards both the rates and the volume of bank liquidity; it only plays a relatively
minor part in monetary policy as a whole.

In Italy, operations for the purchase and sale of securities in large quantities in
order to change the volume of bank liquidity have been effected according to need.
Recently intervention by the Bank of Italy with regard to Treasury bonds has
become more frequent, but it is of minor importance and is only aimed at smooth-
ing out fluctuations in the cash holdings of the banks. In Italy only operations
which affect the volume ot the money base are regarded as open market operations.
In France, intervention in the money market has assumed growing importance in
monetary policy. For several yeats, intervention by the Bank of France has been
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intended essentially to maintain the market rates at levels comparable to the levels
of rates ruling abroad, in order to avoid undesirable movements of capital. The
central bank has thus come to supplement the liquidity of the banks by purchases
or acquisitions “en pension” of public or private effects. Since the beginning of
1971 these operations — effected at rates below the discount rate — have played
a predominant part in the refinancing of the banks, so that recourse to rediscount-
ing is now regarded as of secondary importance.

Para.«II1: Compulsory reserves and other banking coefficients
Definition and scope

89. In all the Community countries rules exist whereby the banks are required to
maintain specified ratios between certain assets and certain liabilities or between
certain liabilities and the banks’ own funds.

This method of control enables the central banks in the majority of the member
States to exert pressure directly on the volume of the banks’ liquid funds and thus
represents a very useful supplement to the refinancing and open market policies.
In fact, the requirement that certain ratios be observed between elements in the
balance sheet, in particular the system of compulsory reserves, represents a particul-
arly effective way of limiting the possibilities for granting bank credits by imposing
by regulation a contraction in the banks’ liquidity.

Banking coefficients and ratios between elements in the balance sheet

90. Certain banking coefficients establishing ratios between elements in the balance
sheet are based in essence on the need to safeguard the solvency of the banks.
These coefficients, which are in force everywhere except in Italy, will not be dis-
cussed here in view of the small part they play in monetary policy.

Apart from their role in the sound conduct of the banks, coefficients for bank
liquidity can be used for purposes of monetary policy. This is not in practice the
case in the Community. In France and Belgium, however, coefficients have existed
or still exist which are aimed at directing or containing the use of bank funds
within certain limits and which also have an effect on banking liquidity from the
point of view of monetaty policy. Cases in point are, in France, the old cash
ratio or the ratios still in force for medium and long-term credits and, in Belgium,
the old reinvestment ratio.

Compulsory reserves: types & use

91. As regards the system of compulsory resetves, this is at present used in the
Community in two different ways corresponding to two quite distinct require-
ments: :

— an obligation on the banks to maintain deposits at the central bank in pro-
portion to certain liabilities (compulsory reserve deposits). This requirement
is designed to neutralize some of the banks’ liquid funds and so to reduce the
credit multiplier; the reserves constituted in Italy in the form of one-year
Treasury bonds serve the same purpose;

— an obligation on the banks to observe prescribed ratios between certain hold-
ings of securities and certain liabilities (compulsory reserves in long-term
securities in Italy). This requirement induces the banks to invest part of their
resources in securities to finance sectors of the economy regarded as of first
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priority (principally the public sector). Other countries have different coef-

ficients, but they are more or less related to reserves in the form of securities;

they will be dealt with in the succeeding section.
Compulsory reserves in the form of deposits have proved to be an effective means
of controlling bank liquidity, to the extent that they sterilize part of the banks’
operating resources. Even when the coefficients are held at the same level the
system produces a regular withdrawal of bank liquidity, thus reducing the rate of
the credit multiplier (that is to say the possibilities for development of credits),
since the#constant growth of liabilities gives rise to the constitution of reserves.
As the expansion of the fiduciary currency circulation in the hands of the public
also gives rise to a regular drain on bank liquidity, the determination of the coef-
ficient for the reserves must take account of the more or less high percentage,
according to the country, of fiduciary currency in the total money supply.

Para. II1-1: Regulation of the compulsory reserve deposits

Present utilization of the reserve deposits

92. All the Community countries have this insttument but at present it is only
being used in Germany, Italy and France.

In the Netherlands, the system of compulsory resetves has not been used since
1963, since when the Dutch authorities have preferred to reduce the coefficient
to zero, to prevent the banks from reacting to stringency in the money market (by
sales of foreign exchange to the Nederlandsche Bank. It is to be noted however
that the Bank is empowered in certain circumstances to demand that the banks
should maintain interest-free deposits in its books. It is to support the policy of
restriction of credit that the Bank frequently imposes this requirement as a penality
on the banks which have overstepped the norms laid down in the matter of credits.
This system comprises an element similar to one in the new system introduced in
France in 1971, which permits more systematically the imposition of compulsory
reserves according to the volume of credits granted.

In Belgium this instrument was only employed for one year, between July 1964
and August 1965. In this section a comparison will be made however between
the regulations existing both in the countries in which the instrument is used and
in those in which the compulsory reserve coefficient is for the time being nil.

In Germany and France the reserves on deposit account are made active use of
by wvarying the coefficients faitly frequently. In Italy, on the other hand, it is
not usual to change the rate of the reserve deposits, flexibility in the compulsory
reserve policy being achieved in this country by varying the composition of the
compulsory resetves as a whole (on deposit and in the form of securities).

Use of the reserves as working capital

93. In all the countries except Belgium and Italy the amount of the compulsory
deposits to which the banks are subject need only be observed as a monthly
average, which enables them in the interval to use the reserves to cover temporary
cash deficits, on condition that they make up the deficiency by inflating their
reserves on other days in the month. But if the required monthly average is not
attained, the German and French banks, unlike the Dutch banks, are subject to a
penal interest payment related to the shortfall in the reserves.
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TABLE 6

Compulsory reserve deposits
(position at end 1970)

Germany

France

Italy

Netherlands

Belgium

Description

Minimum reserves

Compulsory reserves

Compulsory reserves

Cash reserves

Monetary reserve

Maximum rates applicable (%)

sight deposits (a) 30 20
time deposits 20 10 10 10 (b) 7
savings deposits 10 7
deposits of non-residents 100 — 10 — —_

8.4 (average) 7.5 sight deposits 10 —_ —

Rates in force

2.5 time deposits

Numerator

total deposits

total deposits

total deposits

total deposits

total deposits

Denominator

short and medium-term
liabilities

liabilities payable in up
to 3 years

short & medium-term
liabilities

short-term liabilities

liabilities payable in up
to 2 years

Institutions liable

short, medium & long-
term credit institutions
(including savings
banks)

banks handling money
and near-money

banks

short and medium-term
credit institutions (ex-
cluding savings banks
but including giro serv-
ices)

deposit banks

Volume in milliards of currency units

7.0

1.8

5.2

(a) Deposits at sight and_up to 30 _days.

(b) In special circumstances the rate may be raised to 15% after consultation with the banks.
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Institutions affected

94. Table 6 sets out the principal features of the requirements regarding com-
pulsory reserve deposits in the various Member States. The credit institutions are
subject to the compulsory reserve requirements to the extent that their liabilities
are of a monetary or quasi-monetary nature. The savings banks however are
exempt from these requirements, except in Germany.

Basis

95. The basis of calculation for determining the amount of the compulsory reserves
is provided, although with variations from countty to country, by the total of short
and medium-term deposit (sight deposits, time deposits and savings deposits).
At the beginning of 1971, France also introduced reserves based on the amount
of credits granted by the banks and the financial establishments.!

The maximum coefficient, below which the central bank can generally vary the
coefficient in force, is determined by an authority outside the Bank.? It is considered
in fact that such a decision should be taken by a body with statutory powers.
The system of compulsory reserves in force in Germany and France provides for
the application of different coefficients to the deposits of residents and non-residents.
In Germany the Bundesbank can also fix particular reserve coefficients for increases
in liabilities in relation to a certain date.

In all the countries in which the compulsory reserve system is employed, a distinc-
tion is made between small and large banks. This is done by allowing more or less
sizable rebates on the liabilities subject to reserves and/or by applying different
coefficients so as to ease the burden for the small establishments. With regard to
Ttaly, the high level of the coefficient imposed is made easier to bear by paying
interest on reserve:deposits, contrary to the practice in other countries.

Para. II1-2: Reserves in the form of securities and the relative coefficients

96. Italy stands alone in having introduced for its global resetrve coefficient a
distinction between resetves to be held on deposit accounts and reserves to be held
in the form of securities. Among the latter a distinction must also be made be-
tween the reserves represented by 1-year Treasury bonds and those consisting of
private or public long-term securities. The resetrves in the form of Treasury bonds
are comparable as to their purpose and impact on liquidity to reserve deposits,
for their counterpart is immobilized. On the other hand, the object of reserves in
the form of long-term securities is to channel a portion of bank resoutces into the
financing of the public debt or of certain sectors of the economy.

Variations in the reserves in the form of long-term securities in Italy are made by
providing that increases in reserves should be effected in particular categories of
securities, according to the case for financing one sector or another.

-1In France, since 1971, the central bank has in fact been delegated powers by the National Credit Council to
impose compulsory teserves simultaneously on deposits’ and the volume of credits granted. This new system has
been introduced to provide the central bank with means of acting on the distribution of credit that is sufficiently
effective but less rigid than the restriction of credit. This new regulation also imposes compulsory reserves for
credits on certain non-banking financial intermediaries whose resources are principally provided by the banks.
From one point of view one can liken to the reserves the compulsory deposits, on which no interest is paid,
proportionate to the increase in credits beyond the ceilings prescribed in the credit restrictions which the banks
have been required to constitute in France and the Netherlands.

2In the Netherlands, the maximum coefficient is laid down in the gentleman’s agreement between the central bank
and the banks, which governs the system of compulsory reserves.
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In France and Belgium there exist coefficients which can be related to the Italian
system in that they provide for particular uses for the funds but which differ from
it as regards the methods of utilization on the one hand their purpose and effects
on the other hand. It is a question in France of the minimum portfolio of effects
tepresenting medium-term credits which limits the banks’ possibilities of mobiliz-
ing these effects at the Bank of France, and in Belgium of the monetary reserve in
the form of holdings of public effects, a form which has not yet been put to use.

Para. IV: Quantitative global action on credit
General

97. Action to adjust bank liquidity is not always sufficient to limit an expansion
of credits, especially in a situation of strong inflationary pressure. In fact, raising
interest rates may have no effect on the operations of the banks, which in a period
of inflation easily find customers prepared to pay high rates; raising interest rates
may also attract an influx of capital from abroad which will increase bank liquidity.
Similarly, variations in the compulsory reserves may prove insufficient. Finally,
action by the monetary authorities to contain bank liquidity cannot be isolated
from the creation of money coming from the public sector or from abroad.

In these circumstances the monetary authorities in certain countries resort to the
restriction of bank credits. This is an instrument the introduction of which is
aimed at limiting the rate of expansion of credits. The method consists in limiting
for a certain time the growth in the volume of bank credits to the private sector
to a specified percentage in relation to a base date or period.

Methods of employment

98. This technique is only employed, regularly or occasionally, by the central banks
in France, the Netherlands and Belgium; the Luxembourg authorities have also
resorted to it since 1970. In the Netherlands its employment results from a
“gentleman’s agreement” between the issuing authority and the banking sector.
In Belgium and France the restriction applies in principle not only to short-term
credits but also to medium and long-term credits for which different growth rates
may possibly be fixed. In the Netherlands, the limitations on credits are aimed,
apart from the whole field of short-term credits which are subject to ceilings, at
the total long-term use of funds, including investment in securities; in periods of
restriction, the increase in long-tetm assets may not exceed the increase in long-
term liabilities, unless the ceilings applicable to short-term credits are not reached.
Normally, the institutions subject to the placing of their credits are the banks;
in Belgium it also applies to the public credit institutions, the private savings
banks and the life assurance companies. In the Netherlands it applies also to the
agricultural credit banks, since 1969 to the savings banks, and since 1970 to the
postal giro service. '

In countries in which the restriction of credit has not been applied on a permanent
basis (France, Belgium), it has been applied strictly but for limited periods. In the
Netherlands inflationary pressure was of frequent occurrence during the 1960s and
led the authorities to apply the system of quantitative restrictions from 1961
onwards with only short interruptions. Because of the regular and general way in
which this instrument has been employed in that country, its method of application
has tended to be more flexible there.

Sanctions are provided to ensure the observance of the relative regulations. In
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France since 1970, and in the Netherlands, banks which have exceeded the limits
have been required to deposit at the central bank, in a special account bearing
no interest, an amount equal to or proportionate to that by which the ceiling is
exceeded. In Belgium, overstepping the limits prescribed gives rise to a reduction
of at least equal amount in the rediscount ceilings; a similar rule was also applied
in France until 1970.

Restriction of credits has been used — by reason of its very nature — under dif-
ficult conditions, characterised by severe and at times persistent inflationary press-
ures. It has had to be applied in a pragmatic fashion and with a certain amount
of flexibility, making relatively frequent adjustments according to the trend of
assets and liabilities at the banks. In addition it has been applied in certain cases
‘in such a way as to allow the banks to select from among several base dates for
the calculation of the growth of the credits they grant, in order to ensure that the
arbitrary choice of a base date or period by the central bank does not work to
the disadvantage of certain banking establishments. Finally, the monetary author-
ities can use a certain amount of discrimination regarding the credits granted to
the different economic sectors, thus favouring foreign trade and the financing of
investment, for example.

As a general rule, the French and Belgian authorities consider that the use of
credit restriction is to be recommended especially in a period of severe inflationary
pressure, when the effectiveness of the other instruments proves inadequate or
requires time to operate. In the long run, in fact, the restriction of credit hampers
the normal play of competition between the banks and affects their profit-earning
capacity unequally. The Netherlands’ point of view in the matter is more complex,
however, as was seen in the previous chapter in considering the monetary policy
of that country, : :

Section II - Instruments for specific purposes

99. The instruments to be examined below are classed as having a specific purpose.
That does not mean that they are of secondary importance, but simply that they
are aimed at controlling a particular source of liquidity or are designed to achieve
particular objectives.

Consideration will be given in turn to:

— the regulation of relations with foreign countties;

— the selective control of domestic credits;

— the instruments of control of the local authorities.

Para. I: Regulation of relations with foreign countries
Para. I-1: General
Importance of the problem

100. Recent years have been marked by short-term capital movements ! of increas-
ing volume prompted by considerations of yield and sometimes by speculation on
changes in rates. These movements have not only affected the effectiveness of the

! Long-term capital movements do not come within the scope of the present study (except to the extent to which
they are linked with short-term movements) and so are not dealt with here.
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monetary policy pursued by the national authorities, but they have also occasioned

or aggravated serious crises which have rocked the international monetary system.

Several structural factors, running parallel to the incidence of cyclical factors on

the balance of payments, have contributed to increases in movements of capital.

Particular features are:

— the increasing internationalization of the economies; this finds reflection in a
considerable expansion of international trade which is an important source of
short-term capital movements owing to shifts in the terms of payment,

— the development of multinational enterprises,

-~ the extension of banking networks beyond the frontiers, giving the enterprises
easier access to foreign credit resources,

— the development of the Euro-currency market, especially of the volume of
liquid funds which pass through this market.

The ‘market in Euro-currencies is one which the authorities find it hard to control
and in which are invested short-term funds which can be shifted vety easily from
one national market to another in search of the highest return.
For this reason, differences of economic trend between two or more countries —
which are reflected particulatly in a difference in interest rates or the weakening
or appreciation of the currency of one country in relation to that of another — are
liable to set off unlooked for movements of funds from one market to another, so
affecting the autonomy of national monetary policies.
It must be added that even when two economies develop on parallel lines, failure
to harmonize the use of the instruments of monetary policy can also provoke
movements of capital. In fact if two countries follow a restrictive policy, but one
of them does it by raising rates of interest and the other by exercising a quantitat-
ive control of credit while maintaining lower rates than those ruling in the other
c0111'n.try, movements of capital may occur despite the similar trend of monetary
policies.

Problems and means of action of the monetary authorities

101. These movements of short-term funds may set the monetary authorities prob-

lems of two kinds:

— undesirable variations in the level of the foreign currency reserves,

— disturbance of control of liquidity creation (both as regards the quantity of
liquidity and in the matter of interest rates).

It is to be noted however that in certain circumstances, to the extent that these

movements can be controlled by the authorities, they are capable, not of upsetting

the policy followed, but of reinforcing it as regards the objectives of the moment.

Several means of action are available to the monetary authorities to enable them

to influence the flows of short-term capital in a more or less flexible manner.

In this connection, the controls aimed at containing international movements of

funds are not the same for residents and non-residents.

102. Non-residents (bank and non-banks) in all the Community countries enjoy
complete liberty, thanks to the external convertibility of the currencies, to effect
movements of capital and it is to them — particularly the multi-national com-
panies — that the bulk of the movements of capital which escape all control must
be attributed. A very important instrument at the disposal of the authorities for
limiting these movements of capital consists in reducing or even forbidding the
payment of interest on deposits of non-residents. In Belgium, besides the prohibi-
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tion to pay interest, the existence of a parallel foreign exchange market produces
the same result as regards the limitation of capital movements; the fluctuation of
rates in the free market serves according to circumstances to discourage the inflow
or outflow of funds.

103. The transfers of residents can be controlled by the monetary authorities
either under regulations promulgated by the exchange control authority or by
means of instruments which operate in an indirect and flexible manner. As between
residents, the regulations make a distinction between the banks on the one hand
and corporate bodies and private persons on the other.

As far as non-banking residents are concerned, a distinction must be made between
the Federal Republic and the BLEU on the one hand, and the other countries on
the other. In the case of the first two there is complete liberty for foreign exchange
operations; in the BLEU, however, short-term capital transactions must be effected
in a free market in which rates may fluctuate beyond the limits laid down in the
international monetary agreements.

In France, Italy and the Netherlands, under the exchange control regulations
private parties may, as in the other countries, effect movements of funds con-
nected with international trade transactions, which includes the possibility of
granting or receiving short and medium-term credits connected with the oper-
ations.! For movements of capital, the control may be more or less liberal from
country to country. In case of need, the authorities in certain countries consider
that resort to a strict exchange control is a necessary instrument for limiting
movements of funds and supporting their policy.

As for the banks, these are in principle free in all the Community countties to
effect any kind of transaction with foreign countries. However, the authorities in
the various countries have means of influencing the flows of capital which pass
through the banks or the impact they have on liquidity, even if, for one reason
or another they allow international margins in interest rates to continue.

Certain’ central banks may seek first of all to offset flows of capital themselves by
encouraging or compelling the banks — as the case may be — to effect transfers in
the opposite direction to those which occur spontaneously (regulation of the net
external position of the banks). They can also try to control these flows or
neutralize their impact on domestic liquidity by means either of quantitative
instruments (open market policy, restriction of credits) or of various specific
measures: imposition of particular compulsory reserves on non-resident deposits,
imputation to rediscount ceilings of net resources borrowed abroad, restrictions
on interest payment on deposits. These measures will be reviewed below. An
examination will be made of their use and their methods of application in the
different Community countries, though it is pointed out that the present text was
published on 30 June 1971 and takes no account of the numerous amendments
made subsequently as a result of the currency crisis in the summer of 1971.

Para. I-2: Regulation of the net external positions of the banks
104. As has been seen, in all the Community countries the banks are authorized

1 This last possibility opens the door to the by-passing of exchange control — which provides for authorization. of
purely monetary transactions with foreign countries -—and to transfers of short-term funds by the acceleration or
slowing down' of payments connected with commercial transactions. These “leads and lags” can assume substantial
proportions.
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to.maintain assets and liabilities in relation to non-residents in foreign exchange
and the national currency. At the end of 1970, the entire banking system in the
Community countries had a total amount of about $ 34 milliard of assets abroad
and $ 38 milliard of liabilities (Table 7).

According to whether the monetary authorities in the member countries wish to
prevent inflows and/or outflows of short-term capital or, on the other hand, to
promote the one or the other, they have endeavoured to equalize the net external
positions of the banks! and have in turn:

~— imposed a balanced net position;

— permitted, encouraged of forbidden a creditor position;

— permitted ot forbidden a debtor position.

For this purpose the central bank can proceed by means of directives and by in-
direct means in the form of “swaps”.

Bt
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TABLE 7
External short-term positions of the commercial banks
(end year positions)
(in million dollars)

GERMANY FRANCE ITALY

Liabil- Liabil- Liabil-
Assets ities Net Assets ities Net Assets ities Net
1965 1,480 1986 | — 506 | 2,349 2,462 —113 2,458 2,651 | —193
1966 1,521 1,884 | — 363 | 3,108 3,301 —193 3,272 3,077 | 4-195
1967 3,023 2,181 | 4 842 | 3781 4,343 —562 3,577 3,562 { 4+ 15
1968 3,902 3,674 | + 228 | 5’403 5,464 — 61 5,160 4,423 | 4-737
1969 4,553 5,510 | — 958 | 7,526 8,152 —626 7,240 7,164 | — 76
1970 4,527 7647 |—3,120 | 7,667 8,132 —465 | 10,118 | 10,101 | 4 17

BELGIUM
NETHERLANDS LUXEMBOURG
Liabil- Liabil-
Assets ities Net Assets ities Net

1965 1,218 1,185 k + 33 967 1,497 | —530

1966 1,517 1,563 — 46 1,329 2,035 —706
1967 1,485 1,640 —155 1,591 2407 —816
1968 1,986 2,076 | — 90 2,548 3,208 —660
1969 3,290 3,291 — 1 3 951 4,526 —575
1970 4,808 4,969 —161 6,483 7,331 —848

Source: Statistics of the Secretariat of the European Monetary Agreement.

t By the net external positions of the banks is understood the net spot position in national cutrency and in foreign
exchange with foreign countries.
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i) Regulation of the net external positions of the banks by means of directives

105. Italy and the Netherlands have for several years been operating an exchange
control the principles of which are identical but the methods of which are some-
what different.

In Izdly, this instrument permits the active and flexible regulation of internal
liquidity. It can have rapid effects, for it is applied to a limited number of banks
which are the only ones authorized to maintain a position vis-3-vis foreign countries.
In the Netherlands, the regulation of the banks’ net external positions (which also
include the external long-term positions) is regarded in particular as an instrument
of a structural nature. Its principal object is to limit the banks’ possibilities of
offsetting by funds from abroad the effect on bank liquidity of a persistent deficit
in the balance of payments. Since July 1964, the date of their introduction, these
provisions have laid down that the banks cannot maintain a net debtor position
with foreign countries (with an exemption limit of Fl. 5 million per bank). In
addition, after the banks had effected large exports of capital in 1969 and were
thus in a strong net creditor position, thanks in particular to assistance obtained
from the Nedetlandsche Bank, the latter imposed reduction quotas on this net
position.

In France, by virtue of powers conferred on it to issue legislative provisions and
regulations, the central bank controlled the net external positions of the bank
for a certain period. A directive issued at the beginning of 1969 and with-drawn
on 1st July 1970 required the banks to balance their net foreign exchange positions
or to maintain a debtor position with a view to replenishing the official reserves
(in the event of a creditor position being maintained deposits would have to be
constituted with the Exchange Stabilization Fund) rather than to influence internal
liquidity.

In Belgium a similar control, introduced for the same purpose, has been in force
since 1969; its effect has been to contain or reduce the net creditor position of the
banks. On the other hand the recommendation made to the banks in March 1971
to reduce their net debtor positions is aimed at reducing an excessive expansion
of internal liquidity; holdings in excess of the authorized position incur the penalty
that non-interest-bearing deposits have to be constituted at the National Bank.

ii) Control of the net external positions of the banks by intervention in the
forward foreign exchange market

106. Intervention in the forward foreign exchange market, generally in the form
of “swaps” (spot sales of foreign cutrencies against simultaneous forward pur-
chases, or vice versa), for the purpose of influencing short-term movements of
bank funds has been effected more especially in Germany, Italy and the Nether-
lands. In France and Belgium there has also been intervention, which is known
in France as “mises ou prises en report”. In Belgium intervention is rare. In
France it has been more frequent, but of minor importance and intented mainly
to reduce bank liquidity; at times the banks have also been required to place
foreign exchange deposits with the Exchange Stabilization Fund.

The operations described in the preceding paragraph represent a very flexible and
very rapid means of influencing or promoting movements of funds. This form of
intervention has assumed particular importance in the Federal Republic, where
the law has not invested the central bank with the power to act directly on the
net external positions of the banks by means of precise directives.
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The intervention operations have generally taken the form of dollar “swaps”
concluded between the monetary authority and the commercial banks. Most often
they have been for the purpose of exporting funds, so that the monetary authority
has sold dollars spot and has repurchased them forward sometimes at par (Italy,
Germany and the Netherlands), sometimes at rates above those ruling in the
market (Germany and the Netherlands), and sometimes at a lower rate (Ger-
many).

The central banks consider however that operations of this nature have their
limits, since they help to provide funds to the international market which risk
being returned subsequently to the domestic market.

In the Netherlands the monetary authorities have also concluded “swaps” at par
with the commercial banks with a view to avoiding excessive increases in the rate
of interest in the domestic money market in a period of a temporary shortage of
liquidity. In this case the “swaps” are arranged the other way round: the monetary
authorities buy dollars spot and resell them forward, thus guaranteeing the banks
an interesting forward rate.

Para. 1-3: Other instruments for the control of short-term movements of funds

applicable to the banks

107. Certain instruments of monetary policy already considered above in connec-
tion with the instruments for general purposes are of particular use in influencing
short-term movements of funds by reason of their flexibility and the possibility
they offer for applying discriminatoty treatment either as between currencies or as
between residents and non-residents. ,

From this point of view three means of action may be considered: compulsory
reserves, control of interest-payments on bank deposits, and rediscount ceilings.
It is in Germany that these techniques are the most highly developed; their use
being aimed essentially at preventing funds from entering the country rather than
sending them out.

Compulsory reserves have been used for this purpose in Germany (and this
measure has recently been made possible in France) by imposing specific coef-
ficients on the totals or increases in the totals of non-resident deposits and/or
of the banks’ loans abroad. The level of this type of coefficient can be raised as
high as 100 % of the total liabilities of the banks to non-residents.

In Germany, on several occasions, interest payments on non-resident deposits have
been made subject to prior authorization (a measure applied in such a way as
almost to amount to a prohibition), in order to discourage imports of capital; France
had a similar control from 1963 to 1966. Belgium has introduced one recently.
The rediscount ceilings have been employed in the Federal Republic to combat
an influx of capital through the banks; for this purpose the ceilings are lowered
by the amount of capital borrowed abroad that is not subject to the constitution
of compulsoty reserves. In this context, the ceilings are sometimes reduced ac-
cording to the amount of securities made available by the banks to non-residents
“en pension”.

In the BLEU the existence of a free foreign exchange market reserved for capital
operations, in which rates can fluctuate beyond the margins authorized under
international ‘monetary agreements, has made it possible to check sometimes
outflows of capital, and sometimes (since May 1971) inflows.
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Para. I1: Selective control of domestic credits

108. Among the instruments considered, some lend themselves to employment
in a selective manner. In this case, the monetary authorities may make specified
categories of credits subject to a particular regime.

Selective control is considered to be tied up with general monetary policy to the
extent that it tends to reinforce it or to mitigate certain of its effects. Selectivity
can be applied to certain sectors of utilization, to certain operations and to certain
monetary and financial institutions. It can operate in a qualitative or a quantitative
manner.,

Any of the countries in the Community may resort to selective application of
certain instruments, but there are appreciable differences in the importance at-
tached in each country to this policy. A selective otientation of monetary policy
is given some importance, especially in France and Belgium.

The instruments of selective control over the distribution of domestic credits
operate essentially by differentiating between the conditions of access to credit.
This may come out in a preferential or restrictive sense as regards the term of
the credits or the conditions on which they may be granted (in favour of certain
sectors in certain forms or through certain institutions).

A policy for the restriction of credit lends itself readily to selectivity taking the
form of a preference accorded to one credit rather than another according to the
requirements of particular sectors or regions or other considerations. The selectivity
may also take the form of differentiation in the conditions and cost of trefinancing.
It is for this purpose that increased rates are employed in Belgium, France and
Italy, and preferential rates in Italy and to a limited extent in France. The
monetary authorities can finally take action in the form of individual examinations
of the records or prior mobilization agreements, and by a procedute for the ap-
proval of credits by the central bank in France (medium-term credits) and in
Belgium (certification applicable to certain foreign trade bills). It is clear that it
is to the differentiation and variation of rates and the fixation of ceilings that
recourse is most generally had.

Among the different sectors that are the subject of selective action by the mo-
netary authorities, mention should be made of instalment sales and investments
in fixed capital.

Most countries resort more or less frequently to measures tending to change the
terms of instalment credit by varying, according to the requirements of the eco-
nomic situation, the amount of the initial deposit, the period of the credit, its cost,
and even the overall volume of the credits that may be granted.

As regatds the financing of capital investment, the system of medium-term credits
for the financing of purchases of plant and equipment that can be mobilized at
the central bank makes it possible in France to operate on a selective basis by
giving priority to certain applications.

Para. 111: Instruments of control by the local authorities
General

109. From the point of view of monetary policy, importance is attached to the
management of the cash resources of the local authorities (also referred to as
lower or regional authorities according to the terminology in use in particular
countries) and to recourse by them to the capital market. The interest takes dif-
ferent forms however according to the country.
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The institutions contemplated here are the local authorities invested with a measure
of financial autonomy, that is to say the Linder and the “local authorities” in
Germany,! the regions, provinces and local authorities (communes) in Italy, the
provinces and local authorities (communes) in Belgium and the Netherlands, and
the local authorities (communes) in Luxembourg. In France the local authorities
come under the Treasury’s financial jurisdiction.

The liquid funds of the local authorities are treated as part of the liquidity in
the economy, except when they are centralized in the Treasury; thus they are
excluded completely from it in France, where they are wholly centralized and
managed by the Treasury. Nor are they included in Germany to the extent that
they are deposited at the Bundesbank. When they are included in the liquidity
of the economy their apportionment among the banking sector on the one hand
and the central bank and the Treasury on the other hand give rise to a modification
of bank liquidity.

Local authority deposits

110. To the extent that the liquid holdings of the local authorities form part of
the liquidity of the economy, it is important to know where they are held. This
is subject to regulation in all countries except the Netherlands; but besides the
regulations in the matter it is also necessary to indicate where in practice the bulk
of these funds are held.

Not including their balances at the Treasury the local authorities hold their de-
posits with the following bodies. In Italy they are held at the big banks. In
Belgium the deposits must be held with the National Bank, the Caisse Nationale
d’Epargne et de Retraite or the Crédit Communal; in fact the major part is held
with this institution, just as in the Netherlands the majority of the deposits is
effected with the Bank voor Nederlandsche Gemeenten (which is itself a part
of the lower authorities). In Germany, by virtue of the Law on the Deutsche
Bundesbank, the Linder (like the Federal Government) must deposit their funds
at the Bundesbank; deposit with other institutions requires the consent of the
central bank; the local authorities' (communes) on the other hand are free as
regards the deposit of their funds. In Luxembourg the local authorities generally
deposit their funds at the State Savings Bank.

Credits

111. To the extent that a monetary policy, in the strict sense of the term, is
applied in relation to the local authorities, it is concerned principally with the
possibilities of this sector’s undertaking borrowing operations both at short and
at medium and long term.

Short-term credits

The short-term financing of the local authorities is effected in all the countries at
the banks or possibly the central bank, except in France, where, as the cash
resources of these institutions are handled by the Treasury, all their short-term

1 The budgets of the Linder hold a considerable place in the sum total of public finances. They are integrated in
the central public budgets (see below in the section concerning Germgny).
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ﬁnaﬁcing requirements are controlled and eventually supplied by the Treasury
itself.

In Germany, credits can be granted by the Bundesbank to the Linder, and by
the banks to the Linder and the local authorities. A ceiling has been fixed by
legislation up to which the Bundesbank can provide assistance in the form of
cash credits or of credits against Treasury bonds. It is to be noted that even below
the ceiling limit the Bundesbank is not obliged to provide credits.

In Belgium, cash credits are provided particularly by the Crédit Communal, and
the law provides for no quantitative limits on the borrowing powers of the local
authorities. Their loans both at short and long term, however, are subject to ap-
proval by the higher administrative authorities.

As regards their short-term financing, the local authorities in the Netherlands
represent a special case, since they can bortow at short term from the private
sector. Their indebtedness is subject to a permanent ceiling related to their curtent
receipts (“cash norm”). Since 1967, the Nederlandsche Bank, in order to reinforce
control in this sector, has set limits, in accordance with the provisions relating to
the quantitative restrictions on credit, to the assistance which the banks can grant
to the local authorities.

Long-term credits

The long-term financing of the local authorities is effected by the banks and savings
banks, by specialized financial intermediaries or public bodies, and by ditect re-
course to the capital market. The control of long-term borrowing by the local
authorities is rather a question of supervision of sound business management, and
is exercized ditectly by the government or governmental bodies appointed for the
purposes. It should be pointed out that in the Netherlands the government can
direct, if excessive stringency develops in the capital market, that the local authori-
ties’ requirements in this market are centralized at the Bank voor Nederlandsche
Gemeenten in order to avoid disturbances in the market and excessive fluctuations
in interest rates.
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CHAPTER ONE
BASIC FACTS OF MONETARY POLICY

Section I - Institutional framework and structural aspects

Para. 1. Institutional framework
Statutory bases

1. In the Federal Republic of Germany, the main statutory bases of monetary
policy are the Deutsche Bundesbank Act (Gesetz iiber die Deutsche Bundesbank)
of 1957, the Act to Promote Economic Stability and Growth (Gesetz zur For-
dering der Stabilitit und des Wachstums der Wirtschaft) of 1967 and the Ex-
ternal Trade and Payments Act (Aussenwirtschafts gesetz) of 1961. The functions
of monetary policy dealt with in these Acts are the responsibility of either the
Deutsche Bundesbank or the Federal Government. The basic provisions on the
supervision of the banking system are to be found in the Act on the Credit System
which entered into force at the beginning of 1962.

Para. I-1: The Deutsche Bundesbank Act
Duties and powers of the Bundesbank

2. Section 3 of the Bundesbank Act assigns to the Bundesbank the task of “safe-
guarding the currency”. The Bundesbank’s main powers are those of fixing interest
and discount rates, fixing minimum reserve ratios up to the limits set out in the
Act, and laying down the principles of its credit and open-market operations. In
exercising these powers, the Bundesbank is independent of instructions from the
Federal Government. While performing its duty it is, however, required to support
the general economic policy of the Government.

Co-operation between Government and Bundesbank

Section 13 of the Bundesbank Act lays down the following rules on co-operation

between the Government and the Central Bank:

a) The Bundesbank shall advise the Federal Government in monetary policy
matters of substantial importance and furnish it with information at its re-
quest.

b) The members of the Federal Government have the right to participate in the
discussions of the Central Bank Council, the decision-taking body of the Bun-
desbank. They have no right to vote, but may propose motions. If they so
request, a decision will be defetred for up to two weeks.

¢) The Federal Government must associate the President of the Deutsche Bun-
desbank with its discussions on important matters affecting monetary policy.

79



GERMANY — BASIC FACTS

Members of the Central Bank Council

The Central Bank Council, the supreme body of the Bundesbank, is composed of
the President and the Vice-President of the Bundesbank, the other members of
the Directorate (no more than eight, at present six) and the 11 Presidents of the
Land Central Banks (the main branches of the Bundesbank in the Linder, includ-
ing West Berlin). The members of the Directorate are nominated by the Federal
Government and the Presidents of the Land Central Banks by the Federal Council
(“Bundesrat”) (the latter on proposals from the appropriate authority of the in-
dividual Linder), after consulting the Central Bank Council.

They are appointed by the President of the Federal Republic for a term of office
of not more than eight and not less than two years; they may not be removed
before the expity of their term for reasons other than personal ones, the initiative
being their own or that of the Central Bank Council. The President of the Deut-
sche Bundesbank, who presides over the Directorate, also takes the chair at meet-
ings of the Central Bank Council, which usually meets once a fortnight.

Para. 1-2: The Act to Promote Economic Stability and Growth
Statutory basis for overall control of the economic process

3. The Act is based on the recognition that in present and future conditions the
eﬂiciency of the system of the free market economy can be safeguarded only if it
is supplemented by overall control of the major aggregates of the economy. The
Act sets up the necessary institutional machmery It supplements and improves
the traditional instruments of short-term economic and monetary policy and hence
widens the Federal Government’s and the Bundesbank’s freedom of action in the
economic policy field. The Act is at the same time designed to create the con-
ditions necessary for achieving balanced development of the economy, which, avoid-
ing undue conjunctural fluctuation, help to secure adequate economic growth for
the longer term too.

General objectives of economic policy

4. Section 1 of the Act defines general economic policy objectives. All economic and
financial policy measures taken by the Federal Government and the Linder must
accordingly be designed to “contribute, in the framework of the free market
economy, at the same time to price stability, to a high level of employment and
to external equilibrium, along with steady and adequate economic growth”. Comp-
liance with these objectives is required not only of the Federal Government and
the Linder, but also of the Federal Railways, the Federal Post Office, the ER.P.
Special Fund and the public boards and corporations directly controlled by the
Federal Government. The local authorities and local authority associations must
alslo take account of these basic objectives of economic policy in their budget
policy.

Principles and measures for overall control

5. The principles and measures for which the Act provides to safeguard pursuit
of these objectives have sometimes a direct but sometimes only an indirect relev-
ance for monetary policy; examples of the latter type include in particular the
provision under the Act for the preparation of a “subsidy report” at intervals of
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two years, and for the forward planning of the revenue and expenditure of the
Federal Government and the Linder for a period of five years.
The measures laid down in the Act relate to the following four main fields:

i) Information

A definition of the basic aims of economic policy is given in the Act itself. The
annual economic report of the Federal Government, submitted in Januaty, sets
out and explains the economic and financial aims envisaged for the current year
and the proposed economic and financial policy. The report also contains a state-
ment of the Federal Government’s views on the annual opinion on the general
economic trend rendered by the Council of Experts. The repott on subsidies sub-
mitted every two years, similarly throws more light on economic and financial
policy.

To enable the Government’s economic policy and the autonomous decisions of
the parties to collective agreements to be co-ordinated, the Federal Government,
if a basic objective of economic policy is endangered, makes available target figures
for “concerted action” by the regional and local authorities, trade unions and
employers’ associations. In practice, these target figures are discussed in advance
with the parties concerned. The Deutsche Bundesbank also takes part in these
discussions.

ii) Financial planning

The Act introduces forward planning, for a period of several years, of the revenue
and the expenditure of the Federal Government and the Linder.

iii) Coordination among the public authorities

To improve coordination of the measures taken by the Federal Government, the
Linder and the local authorities in matters of economic and financial policy, the
Act introduces elements of a cooperative federalism into financial policy, in par-
ticular by the establishment of a Council on Economic Trends and, more recently,
a Financial Planning Council. The Bundesbank may take part in the discussions
of either body.

iv) Creation of new instruments of short-term economic policy

These include the provisions for influencing private demand by tax measures and
for influencing the public authorities’ investment policy, measures to widen the
Bundesbank’s room for manoeuvre in liquidity policy, provision for anti-cyclical
equalization tresetves of the Federal Government and the Linder, rules for the
borrowing and debt redemption operations of the public authorities, and pro-
visions for the management of the public authorities’ demand for credit.

Para, 1-3: The External Trade and Payments Act

6. The Act empowers the Federal Government to control and restrict by regula-
tion the various sectors of foreign trade and payments, in certain circumstances.
Under the Act, the governing principle is freedom of foreign trade and payments,
but ‘there is a proviso enabling restrictions to be introduced.
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The Act itself and the Foreign Trade and Payments Regulation based on it already
include a number of such restrictions. When issuing statutory regulations in the
fields of capital movements, payments and transactions in foreign securities and
gold, the Federal Government must act in agreement with the Bundesbank. The
issue of authorizations in these fields is the responsability of the Bundesbank.

Para. 1-4: The Act on the Credit System

Cooperation between the Federal Supervisory Office for the
Credit System and the Bundesbank

7. In the field of bank supervision, this Act provides for cooperation between
the Federal Supervisory Offices for the Credit System and the Bundesbank. In
some fields, particularly that of large-scale loans, the Bundesbank has its own
duties of supervision. The Federal Government, after consulting the Bundesbank,
nominates the President of the Federal Supervisory Office, the appointment being
made by the President of the Federal Republic. The Federal Supervisory Office,
after consulting the central associations of the credit institutions, prescribes rules
for the capital resoutces and the liquidity of the banks, in agreement with the
Bundesbank. Where the Federal Minister of Economics or the Federal Supervisory
Office fixes terms on which loans may be granted and deposits accepted, the ap-
propriate statutory regulations may be issued only with the cooperation of the
Bundesbank. These conditions must be so determined as to support the measures
taken by the Bundesbank in the field of credit policy.

Para. I1: Structural aspects

Para. II-1: Structure of the financial institutions
Structure of banking system

8. In the Federal Republic of Germany, the predominant type of bank is the
‘all-purpose’ bank (Universalbank), which engages in all types of banking business.
Besides accepting sight, time and savings deposits it takes up longet-term funds;
conversely, it grants not only short-term but also medium and long-term credits
and loans. Even the savings banks, which in the past had largely concentrated on
savings deposit business and the corresponding long-term lending business, have
made increasing inroads into the short-term deposit and credit business. Although
specializing primarily in lending to medium and small-sized industry and craftsmen,
the larger among the savings banks and more particularly their central organizations
in the shape of the central giro institutions, are in substantial measure also doing
large-scale lending business, providing finance to industry and taking part in issuing
syndicates. For the credit cooperatives, the central institutions of the credit co-
operatives render services similar to those rendered by the central giro institutions
for the savings banks. The private and public mortgage banks finance their lending
- the bulk of it long term — almost exclusively through issuing debentures and
raising long-term loans. The groups of institutions that belong to the banking
sector and the volume of business done by them are listed in Table 1.

Building societies and the insurance system as institutional investors

9. In the Federal Republic, building societies, insurance companies and social
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insurance funds play an important role as institutional investors, in addition to
the credit institutions mentioned.

On the liabilities side, building societies primarily receive deposits from their
savers, and on the assets side grant building loans to the same group of customers.
In the post-war period, building societies have been among the most successful
institutions of the German credit system, the reasons for their rapid growth lying
in the urgent need for housing and substantial government assistance. Insurance
institutions primarily provide medium and long-term finance for residential con-
struction and also for industry. The forms of investment are governed by the
investment rules of the authority supervising the insurance system.

Para. 11-2: The banking system and the securities markets
Unregulated capital market

10. In the Federal Republic of Germany, the securities markets, i.e. the market
for fixed-interest securities and the equity market, are free from any restrictive
provisions limiting access to the market, either generally or for certain categories
of issuer. Where there are legal provisions, they are primarily on points of ot-
ganisation. Under sections 795 and 808a of the German Civil Code, for instance,
all domestic issues of bearer bonds and registered bonds except for those of the
Federal Government, the Linder, the Federal Post Office and the Equalization of
Burdens Fund, are subject to government authorization. However, the rule requir-
ing authorization is intended in particular, to allow an examination of the bor-
rower’s credit standing; its main purpose is therefore to protect the saver. Only
by way of exception did the Federal Ministry of Economics make use of these
rules in 1965 and 1966 to achieve a better spacing of issues, the object being to
safeguard the ability of the market to function.

Issuing syndicates and the Central Capital Market Committee

11. In the Federal Republic, share and loan issues are as a rule placed through
banking syndicates, the only exception being issues of mortgage bonds and ‘com-
munal’ bonds, which the respective issuing institutions distribute themselves. For
a specified commission (the so-called ‘Bonifikation’) the banking syndicate un-
derwrites the whole of the issue at a fixed underwriting price and then places it
with the public or, in the case of an issue of shares, offers it for subscription to
existing shareholders. In doing so, the banks forming the syndicate bear the issuing
risk, i.e. if the issue is not successful they are obliged to take the unsold portion
into their own portfolios. Timing, amount and terms of share and debenture issues
are negotiated with the respective issuers. Loan issues of the Federal Government,
the Federal Railways and the Federal Postal Administration are floated by the Fe-
deral Loan Consortium, which consists of some 80 credit institutions led by the
Bundesbank. In the negotiations on the time of issue, the amount of the loan and
the terms, the Consortium is represented by the so-called Inner Committee. The
Central Capital Market Committee, which the major issuing banks set up in 1957
on a voluntary basis, meets at intervals of several weeks inviting representatives
of the Bundesbank and sometimes also the Government to discuss the situation on
the bond market and, in the light of the market situation makes recommendations
on the order and timing of loan issues with a view to preventing any undue
bunching of issues and consequent excessive strain on the market. For public
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sector issues, the Council on Economic Trends set up under the Act to Promote
Economic Stability and Growth may, if necessary, order that the timing of the
issues be staggered. The Bundesbank is entitled to take part in these discussions.
Under section 20(2) of the Bundesbank Act, loans of the Federal Government,
its Special Funds and the Linder are to be floated primarily by the Bundesbank;
in aﬂd other cases, the Bundesbank must give its agreement to the issue being
floated.

Position of the banks on the securities market

12. The credit institutions not only help to place issues of other borrowers but
also play an important role as issuers of their own debentures and as purchasers
of such securities. Of a total of DM 158,000 million worth of fixed-interest
securities -issued by domestic borrowers in circulation at the end of December
1970, some DM 118,000 million or about three-quarters were debentures issued
by banks. At the same date the credit institutions held DM 68,000 million worth
of domestic fixed-interest securities (mainly bank bonds). The scale on which they
act as buyers on the securities market depends on their liquidity situation and
the current demand for ditect credits. The general principle is that the banks are
free to decide whether or not to buy securities. For individual banking groups,
however, there may be restrictions under law or by-laws, mainly in respect of
the investment of funds in specified types of security. The savings banks’ choice
of securities is restricted by the rule that the investments must be in securities of
trustee status. Under their by-laws, savings banks are forbidden to purchase
shares for their own account, but they have recently been authorized to buy
investment fund certificates on a limited scale.

Price support

13. Intervention on the capital market to regulate and support security prices,
mainly with a view to preventing unduly violent chance fluctuations, is, as a rule a
matter for the banks forming the syndicate, i.e. the same banks which floated the
securities involved and arranged for their admission to stock exchange dealing.
Price support, the extent and timing of which is normally laid down in the un-
derwriting agreement, is the responsibility of the issuer, the only exception being
shares, where it is only possible for the banks forming the underwriting syndicate
to give price support at their own cost, in view of the basic prohibition of ac-
quisition by a company of its own shares.

On the bond market, price support for public authority loans is a particularly
important feature. The prices of loan issues of the Federal Govetnment and its
Special Funds are supported by the Bundesbank, which acts by order and for
account of the issuer. From August 1967 to the beginning of February 1969,
however, the Bundesbank also carried out open-market operations, for its own
account, in loan issues of the Federal Government, the Federal Railways and the
Federal Post Office.

Statutory provisions regulating the capital market

14. Under the Act to Promote Economic Stability and Growth of 1967, the
Federal Government, acting by statutoty decree and with the approval of the
Bundesrat, may inter alia trestrict borrowing — and therefore also the floating of
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loans — by the public authorities and fix the terms and maximum amounts of
these loans; the validity of the relevant statutory decrees must be limited to one
year. Section 22 of the Foreign Trade and Payments Act empowers the Govern-
ment to restrict the acquisition of foreign securities by residents in the case of a
balance-of-payments disequilibrium; the same applies to public offers, in the Fe-
deral Republic of Germany, of loans by foreign borrowers if the capital market
is thereby seriously endangered. Article 73 of the EEC Treaty, however, restricts
the autonomous exercise of these rights.

Dependence of capital market on money market

15. With the banks and savings banks heavily committed on the bond market,
the ‘Bundesbank’s credit. policy measures, which are primarily aimed at changing
the liquidity situation of the banks, usually have a prompt and comparatively sharp
impact on the bond market. Where the measures restrict liquidity, the banks first
cut down their securities purchases while seeking for a time to maintain their direct
credit business at its current level or even to expand it, given eatlier promises to
grant credit and the growth in demand for credit.

With the banks largely withdrawing as purchasers of securities, a substantial part
of the previous demand for securities disappears, entailing a rapid rise in yields
as demand for capital on the bond market usually takes some time to react to
the fall in the supply of capital. Conversely, if the Bundesbank’s policy is ex-
pansionary, the revival of buying by the banks also contributes to a comparatively
rapid fall in the rate of interest on capital.

Para 11-3: Structure of monetary wealth formation

Predominance of institutional saving

16. In its financial accounting, the Bundesbank gives data on monetary wealth
formation for the economy as a whole, the structure of which reflects the invest-
ment habits of the various sectors. Table 2 shows the substantial share of institu-
tional saving in monetary wealth formation by the domestic non-financial sectors.
In the period 1966 to 1970, about 309% of monetary wealth formation was ac-
counted for by an increase in savings deposits. The second largest contribution
came from time deposits, whose share in monetary wealth formation during the
same period fluctuated widely and averaged some 17%. Funds placed with the
insurance system accounted for 119, contributing almost twice as much as funds
placed with building societies. The share of saving through securities in the
increase in claims by the domestic sectors was 1415%. The upward trend in cash
holdings and sight deposits was by no means an even one: their share in monetary
wealth formation was 3% in 1966, rising to to 17% in 1967 and falling again to
10% in 1968; it was 149% in 1969 and, in 1970, almost 19% (also see Section
II, Para. I, of this Chapter).

Para. I1-4: Importance of financial transactions with abroad
Strong economic links with abroad

17. The strength of the economic links between the Federal Republic of Germany
and abroad is shown clearly by Table 3, where column 6 gives the value of exports
of goods and services as a percentage of the gross national product.
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After falling appreciably in the wake of the DM revaluation of 1961, the shate of
exports of goods and services in the gross national product steadily rose again in
the period up to 1969. In 1970, after the second revaluation of the DM in
October 1969, it declined slightly.

Capital movements liberalized

18. Movements of money and capital across the frontiers of the Federal Republic
are almost fully liberalized. However, from time to time, restrictions become
necessary to ward off speculative inflows of foreign currency. At present, the
payment of interest on assets in non-residents’ accounts in monetary institutions
in the Federal Republic and the acquisition of money market paper by non-
residents and the conclusion of ‘en pension’ operations with them are subject
to approval.

Section II - Liquidity
Liquidity of non-banks and of the banking system

19. For the purpose of monetary policy, a distinction must be made between two
forms of “liquidity’: the liquidity of the domestic non-banking sector and the
liguidity of the banks. When reference is made to the ‘liquidity policy’ of the
Central Bank in the strict sense of the term, what is understood in the Federal
Republic is always the influencing of the liquidity of the banks by measures of
credit policy.

Para. 1I: The liguidity of the economy
Definition of the volume of money

20. The expression ‘liquidity of the economy’ is little used in the Federal Re-

public. The concept commonly employed is ‘volume of money’ (Geldvolumen)

or ‘money supply’ (Geldversorgung). However, the exact delimitation fluctuates,
since short-term time deposits are sometimes included in the volume of money
and sometimes left out. An endeavour by the Bundesbank to dispel this uncertainty

by including in a general way in the volume of money time deposits with a

maturity of less than three months had to be abandoned when it became evident

that under particular conditions (definite expectations of a reduction of interest
rates) pronounced shifts would occur in this term category, so that the delimitation
no longer yielded any reliable information concerning monetary development.

Recently the Bundesbank has therefore included in the volume of money in the

narrow sense (M;) only:

— Notes and coin in circulation (excluding cash balances held by credit insti-
tutions);

— Sight deposits of domestic non-banks, excluding public authority deposits with
the Bundesbank (which are not treated as part of the volume of money since
they are often subject to special influences).

Besides this the Bundesbank considers all time deposits of domestic non-banks

for periods of less than four years as near-money amounts. Money and near-money

amounts taken together are considered as volume of money in the widest sense

(M,). Savings accounts on the other hand, despite their formal short-term character,
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are not considered as near-money, since their character from the economic angle
is to be judged predominantly different from that of time deposits.

Sources of money supply

21. Statistical information on money and near-money supply in the Federal Re-
public of Germany is based on the consolidated balance-sheet of the banks and
the Bundesbank. The trend of the money supply is reflected in the balance of
changes in all balance-sheet items which do not fall under the concept of money
and near money and are grouped according to specified criteria. The most im-
portant sources of money supply are, lending by the banking system as a whole
(the Bundesbank included) to domestic non-banks, and domestic business enter-
prises’ and private individuals’ foreign transactions, which statistically are reflected
as an overall increase or decrease in net claims of the banking system on non-
residents (see Table 4). The expansionary effect which, depending on the cir-
cumstances, lending and foreign exchange movements may have, is counteracted
by the reduction in volume of money caused by the simultaneous formation of
monetary capital with the banks. Formation of monetary capital with the banks
from domestic sources includes the increase in savings and time deposits made
by non-banks for periods of four years or more, the proceeds of sales of bank
bonds to buyers other than credit institutions, and additions to the banks’ and
the Bundesbank’s own capital and reserves. A further determining factor in the
trend of the volume of money and near-money is the change in sight deposits of
public authorities with the Bundesbank. (Any increase in Central Bank balances
of the public authorities arising out of domestic cash transactions tends to reduce
the volume of money, and vice vetsa.)

The consolidated balance-sheet of the banks and the Bundesbank, published
regularly in the Monthly Reports of the Deutsche Bundesbank, shows directly the
level of the volume of money: it also provides information on the credit insti-
tutions” holdings of time and savings deposits of non-banks. Short-term claims of
non-banks on the public authorities (Treasury bills, Treasury bonds, etc.), which
in some countries are regarded as forming a part of the secondary liquidity of the
economy, alongside time deposits, play no significant role in the Federal Republic.

Para. I1: Bank liquidity
Bank liquidity

22. By ‘Bank liquidity’ is meant the credit institutions’ holdings of Central Bank
money (balances with the Central Bank) and other short-term assets which can
be used to gain access to Central Bank money, less compulsory minimum reserves
and advances taken against security. Short-term assets eligible for rediscounting at
the Central Bank include trade bills within the rediscount quota limits, short-term
funds employed abroad, and money-market paper. The justification for taking such
assets into account in considering the liquidity position is that the Central Bank
itself is ready — and, indeed, in some cases obliged — to take them over and, in
exchange, to make Central Bank money available. These assets are therefore some-
times referred to as constituting ‘potential liquidity’ while the amounts of Central
Bank money actually held by the banks are considered as ‘actual’ or ‘cash liquid-
ity’, irrespective of the fact that they are immobilized under the minimum reserve
trequirement. It is, however, more appropriate to distinguish between ‘immobilized
liquidity’ and ‘free liquidity resetves’ of the banks and to apply the term ‘bank
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liquidity’ only to the latter. This is the practice followed by the Bundesbank in
its analyses.

Central Bank balances and free liquidity reserves

23. The amount of the Central Bank balances of the banks is, as noted before,

almost exclusively determined by the obligation to hold minimum reserves with

the Bundesbank. As the minimum reserve requirement needs to be satisfied only
as a monthly average, the banks need not maintain balances for the purpose of
making cutrent payments in addition to the minimum reserve balances; the reserve

balances are in fact also working balances (see point 48).

The liquidity of the banking system or the free liquidity reserves consist of:

1. Excess balances, i.e. balances held with the Central Bank in excess of minimum
reserve requirements;

2. Domestic money-market paper in the portfolios of the banks, ie. all paper
bought by the Bundesbank on the open matket or by way of rediscounting,
yet not reckoned against officially fixed rediscount quotas, i.e. Treasury bills
“and non-interest-bearing Treasury bonds of the Federal Government, of the
Federal Government’s Special Funds and of the Linder Storage Agency bills,
prime acceptances, Export Credit Company bills (B-ceiling), and medium-term
notes (Kassenobligationen) within 18 months of their maturity date, which, in
accordance with an undertaking given by the Bundesbank at the time of issue,
have been included in the arrangements to regulate the money market;

3. Short-term claims on foreign credit institutions, excluding claims denominated
in foreign currency and payable at sight (which are regarded as working
balances), and foreign bills, foreign Treasury bills and non-interest-bearing
Treasuty bonds acquired as money-market investments;

4. Unused rediscount quotas, i.e. officially fixed rediscount quotas less bills held
by the Bundesbank to be reckoned against these quotas;

5. Less advances on securities, obtained from the Bundesbank to offset short-term
fluctuations in liquidity and constituting a charge on the liquidity resetves since
they must be repaid.

Determinants of bank liquidity

24. In analysing bank liquidity, use is mainly made of the weekly returns of the

Bundesbank, the foreign position of the credit institutions and data from their

reports for the balance-sheet statistics. For the purposes of its analyses, the Bundes-

bank groups the determinants of bank liquidity according to whether they arise

predominantly from market factors or predominantly from credit policy.

Changes in bank liquidity itself are brought about by the combined influence of

market factors and credit policy factors.

The predominantly market factors are:

— Changes in the note and coin circulation;

— Changes in the net foreign exchange reserves of the Bundesbank and in money-
market investments of the credit institutions abroad;

— Changes in the net balances of non-banks (particularly public authorities) with
the Bundesbank;

— Changes in the public authorities’ money-market indebtedness to the banking
system (including the Bundesbank).

The predominantly credit policy factors are:

88



Liquidity

— Changes in minimum reserve requirements;

— Open-market operations in domestic money-market paper with non-banks and
in domestic long-term securities;

— Cuts in rediscount quotas.

Table 5 shows the determinants of bank liquidity for 1969 and 1970.

Liquidity of the individual credit institutions

25. The definitions used here relate to the banking system as a whole. On the
other hand, in dealing with the liquidity of individual banks or of banking groups,
we may also include those assets which a single institution (though not the banking
system as a whole) can use to obtain Central Bank balances. These include credit
balances with other credit institutions, securities which are negotiable in the
capital market or can serve as collateral for advances, bills not eligible for dis-
count at the Central Bank provided that they can be placed with other credit
institutions, etc. However important these liquid assets may be for individual
banks or single groups of banks, in considering the liquidity policy of the Central
Bank they are of no great significance. From the standpoint of liquidity policy
they are a means of evening out liquidity between individual members of the
banking system.

Para. II1: Liquidity and public finance
Obligation on Federal and Linder to deposit funds with the Bundesbank

26. Section 17 of the Bundesbank Act, which is entitled ‘Deposit Policy’, binds
the Federal Government, the Special Assets Equalization Fund, the E.R.P. Special
Assets Fund and the Linder to deposit their liquid funds with the Bundesbank.
Funds may not be deposited or invested elsewhere without the consent of the
Bundesbank. In deciding on applications for authorization to deposit funds else-
where, the Bundesbank is guided by considerations of monetary and credit policy,
but under the Bundesbank Act it must also take into account the interest of the
Linder in maintaining their State and Land banks. On application, the Linder
were therefore granted overall quotas for the liquid funds which they may deposit
with these institutions. Additional provisions on the obbligation to deposit public
funds with the Bundesbank are to be found in the Act to Promote Economic
Stability and Growth -of 1967, some of these provisions having been amended
in the meantime.

In detail, these provisions relate to the placing of liquid funds of the social pension
insurance funds® and the Federal Labour Office (Bundesanstalt fir Arbeit)? in
mobilisation and liquidity paper, and to the formation and liquidation of anti-
cyclical equalization reserves provided for under Secs. 5 to 8, 13 to 15, and 26,
of the Act to Promote Economics Stability and Growth (see points 82 and 83).

Liquidity effect of public cash transactions

27. The depositing of public cash balances and redemption of debts with the
Central Bank have the effect of reducing the liquidity of the commercial banks,

1 Amended 1383b(2) of the Reich Insurance Code (Reichsversicherungsordnung) and of 110b(2) of the Employees’
Insurance Act (Angestelltenversicherungsgesetz).

2 Amended 220(3) of the work Assistance Act (Arbeitforderungsgesetz).
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while drawings on the credit balances maintained with the Central Bank and the
utilization of cash advances increase bank liquidity. In the Federal Republic, cash
surpluses or deficits of the public authorities, in addition to directly influencing
demand in the economy as a whole, have a direct effect on the liquidity of the
banking system, to the extent that they lead to changes in credit balances and in
indebtedness at the Central Bank. Bank liquidity may also be influenced by purely
financial transactions which do not affect the cash position of the public authorities.
Long-term borrowing, for instance, the proceeds of which are immobilised with
the Central Bank, or the consolidation of shorter-term instruments of public in-
debtedness held by the banks have the effect of reducing bank liquidity.

Bundesbank lending to the public authorities

28. The rules governing the granting of cash advances to the public authorities by
the Central Bank are contained in Sec. 20 of the Bundesbank Act. This section
gives the Bundesbank authority to grant to the Federal Government, the Linder
and specified public Special Funds ‘short-term credits in the form of current ac-
count advances or advances against Treasury bills (cash advances)’ up to the limits
which are laid down in the Act. In the case of the Federal Government, the ceiling
is DM 6,000 million. The ceilings which the Act fixes for the Linder and the

Special Funds are considerably lower. From the standpoint of liquidity policy, two

considerations are important:

a) The establishment of a ceiling does not, itself, mean that the administrations
concerned have a claim to Central Bank credit up to this amount; there is no
‘automatic’ right to borrow. The statutory ceilings represent rather the utmost
limit to which the Bundesbank may go, at its discretion, in granting credit to
the public authorities. It may, for reasons of monetary policy, decline to go
as far as that limit. Furthermore, the ceilings may only be used for ‘cash
advances’, that is, advances for meeting temporary difficulties, but not for
covering permanent budgetary deficits.

b) The credit ceilings can be drawn upon in the form of current account or
Treasury bill advances. (Where the Treasury bills are accompanied by a Bun-
desbank promise to rediscount them, the volume of these in circulation in the
market must, under Sec. 20 of the Bundesbank Act, be regarded as utilization
of the credit ceiling granted by the Bundesbank; this applies in principle to
all Treasury bills issued by the Federal Government.) In this way the Central
Bank is largely able to cover the central authorities’ need for shott-term credit
through the money market, within the limits of the ceiling, since it handles
the placing of bills on the market. It should be noted that the non-intetest-
bearing Treasury bonds (‘U-Schitze’) with maturities of 6 to 24 months issued
by the Federal Government and other public authorities to cover their financial
requirements are not reckoned against the credit ceiling.

Claims on the public authorities shown in the Central Bank balance sheet

29. The items of the Central Bank balance sheet under which claims on the public
authorities are entered are:
3.1. Cash credits (book credits)

3.1.1. The Federal Government

3.1.2. Federal Government special funds

3.1.3. Linder
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3.2. Treasury bills and non-interest-bearing Treasury bonds
3.2.1. The Federal Government
3.2.2. Federal Government special funds
3.2.3. Lénder
3.3. Equalization claims and non-interest-bearing bonds
3.3.1. Equalization claims arising from conversions of own balance sheets
3.3.2. Equalization claims purchased
3.3.3. Non-interest-bearing bonds
3.4. Claims on the Federal Government in respect of the acquisition of claims
resulting from post-war economic aid
4. Securities.
For details of these items in the Bundesbank return see ‘The weekly return of the
Deutsche Bundesbank’, in Bundesbank Monthly Reports Volume 21, No 1,
January 1969 p. 13. Since this date, however, there have been certain regroupings.

Total indebtedness of public authorities

30. The Bundesbank reports on the indebtedness of the public authorities under
section VII (‘Public finance’) of the statistical part of its Monthly Report, in
special articles (see Monthly Report August 1970, p. 13) and its Annual Reports.
Table 6, taken from the April 1971 Monthly Report of the Deutsche Bundesbank
shows the trends in total indebtedness and in the different types of debt of the
various public authorities over a number of years. Details of the types of paper
offered (Treasury bills, non-interest-bearing Treasury bonds and loan issues)—
especially their maturities, rates of interest and placing on the market — were
discussed in points 10, 11, 13, 14 and 28. Here, it should be added that medium-
term notes, which normally have maturities of 3, 314 and 4 years, are issued by
the Bundesbank, acting by order and for account of the issuers, by tender. The
final issuing prices are fixed in accordance with the bids received; allotment is
made at a uniform price by first satisfying all bids under which the bidder’s price
limit is higher than the issue price fixed. Bids under which the prices offered match
the issue prices fixed, are scaled down, if necessary.

Creditors of the public authorities

31. A breakdown of indebtedness of the public authorities by ‘groups of creditors
is only available for the public authorities as a whole (see Table 7).

Detailed comments on changes, partly a function of business fluctuations, in the
revenue and expenditure of the public authorities can be found in the Annual
Reports of the Deutsche Bundesbank. In 1970 (1969) the taxation load quota
(Steuerbelastungsquote), (ie., the ratio of tax receipts to gross national product at
current prices) was 22.79% (24:1%); total expenditure by the public authorities
oveé the same period amounted to easily 38% (39%) of the gross national
product.
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CHAPTER TWO

INSTRUMENTS OF MONETARY POLICY

Introduction
Instruments under the Bundesbank Act

32. For the execution of its tasks the Deutsche Bundesbank is armed by the Bun-
desbank Act not only with the traditional central bank instrument of discount
policy (Bank rate) but also a number of additional instruments of credit policy.
These are:

a) The power to change the minimum reserve obligation of the banks;

b) Open-market operations (changing the terms of sale and purchase of money-
market paper, and buying and selling certain long-term securities on the bond
market with the object of regulating the money market);

c) The power to influence the holdings of public balances, in particular their
allocation between the central bank and the commercial banks, and also to
influence the manner in which public cash deficits are financed;

d) The right to lay down conditions for access to rediscount credit from the
central bank (qualitative requirements applicable to rediscountable paper, quan-
titative limitations by way of rediscount quotas);

e) The right to fix the rate for advances on securities;

f) Engage in intervention in the foreign exchange market, for example by offering
favourable terms to cover exchange risks (swap policy).

The Act to Promote Economic Stability and Growth of 1967 provided a further

extension of the insttuments available to the Bundesbank (cooperation of the

Deutsche Bundesbank in the public authorities’ Council on Economic Trends, the

right of the bank to propose to the Federal Government that the social security

funds be required to immobilize funds with the Bundesbank).

Indirect effect of instruments of the Bundesbank

33, With the instruments available to it, the Bundesbank endeavours to influence
demand in money terms, on the one hand by influencing bank liquidity and on the
other hand by acting on the interest rates charged or paid in the banks’ credit and
deposit business and on the money and capital markets. In their lending policy,
the banks are above all guided by their liquidity position and by the interest that
can be earned by alternative investment, while the behaviour of bank customers
can only be influenced through the Central Bank instrument of interest manipula-
tion. The instruments, of liquidity policy (minimum reserves, rediscount quotas,
open-market operations with non-banks) always affect interest rates as well, since
they change the supply-demand relationship on the money market. Some insttu-
ments of interest rate policy (such as Bank rate and the rate for advances on
securities, open-market operations in money-market paper), on the other hand,
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also exert a certain influence on bank liquidity, in that the cost of converting
liquid reserves into Central Bank money is raised or lowered.

Given the indirect method of operation of Central Bank policy, it is of great
importance that the Act to Promote Economic Stability and Growth should have
broadened the basis for the support which monetary policy may receive from the
way the public authorities handle their finances. The German Parliament has thus
drawn the practical conclusion from the realisation that if the Bundesbank acts
on its own towards the aim of safeguarding the currency this can often only be at
the expense of other equally important economic policy aims.

Section I - Refinancing policy !
Para. 1. General background

Policy on discount rate and on the rate for advances on securities

34, Under Section 15 of the Bundesbank Act, the Bank is authorized, ‘in order
to influence the amount of money in citculation and the volume of credit granted’,
to fix ‘such rates of interest and discount as are appropriate to the business under-
taken’. Changing interest rates (mainly Bank rate and the rate for advances on
securities) is, however, not the only way in which the Bundesbank may influence
recourse to refinance credit. Under Section 15 of the Bundesbank Act it may also
restrict or extend recourse to its refinance facilities by changing other terms.
Only credit institutions may apply to the Bundesbank for rediscount credit and
advances on secutities (Sec. 19 of the Bundesbank Act). The banks have no general
claim to refinancing by the Bundesbank. Particulatly in lending on securities, the
granting of advances is always made dependent on the situation of the individual
borrower; the fact that securitics have been entered in the Bundesbank’s List of
Securities Eligible as Secutity for Advances does not in itself give the banks hold-
ing such securities a claim to advances on them.

Para. I1: Discount credit

Minimum requirements to be met by rediscountable
© (qualitative rediscount policy)

35. Section 19 of the Bundesbank Act authorizes the Bundesbank in dealings with
the banks, to buy and sell bills at its fixed discount rate (see Table 8) including
Treasury bills issued by the Federal Government, the Linder and the Federal
Government’s Special Funds (Federal Railways, Federal Post Office, Equalization
of Burdens Fund, E.R.P. Special Fund), providing that these satisfy the conditions
prescribed in the Act. The Bundesbank Act does no more than lay down minimum
requirements for rediscountable bills (bills maturing in not more than three months
and with three good names); but within the framework of its general conditions
of business the Bundesbank can state which bills it will discount. It has for example
frequently refused to discount bills relating to certain classes of business. This
happened inter alia with bills for hire purchase finance, for bridging, finance of
building projects and with bank acceptances to the extent that these were not
intended to provide short-term finance for particular transactions.

! For the exact meaning of this term, refer to Part I, point 71.
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The Bundesbank’s refusal to rediscount bills relating to certain classes of business
makes business of this sort more difficult, at least to the extent that the cost of
credit to the ultimate borrower will be higher in the absence of a rediscounting
facility. From the standpoint of credit policy, the refusal to discount certain classes
of bills is generally of only minor importance; in most cases the banks have other
bills at their disposal which they can, if necessary, present to the Bundesbank for
rediscounting.

Bank rate is also normally charged on advances made to public authorities within
the statutory ceilings (see point 28).

Since 1956 no discounting on preferential terms

36. Before the Bundesbank was established in the Federal Republic, the former
Bank Deutscher Linder applied, until May 1956, special rates for rediscounting
foreign bills and bills to finance exports.

Initially, the preferential discount rate was uniformly fixed at 3 % p.a. Later, dif-
fering rates were charged, fixed in accordance with the rediscount rates of the
foreign central banks concerned. Since then, preferential discount rates have no
longer been granted as the Bank must apply its measures globally if it is to ensure
that credit policy is effective.

Rediscount quotas and their calculation
(quantitative rediscount policy)

37. For liquidity policy, the fact that the total volume of rediscount credit at the
disposal of each bank is limited by rediscount quotas is more important than the
qualitative limits placed on the bills bought by the Bundesbank. All bills which
are rediscounted at the Bundesbank are as a rule reckoned against this quota.
Purchases by the Bundesbank do not count towards rediscount quotas if they relate
to promissory notes drawn within the limits of the rediscount quota B ceiling (to
finance export business), granted by the Bundesbank to the A.K.A. Export Credit
Company or drawn within the limits of the rediscount quota II ceiling granted
to the Gesellschaft zur Finanzierung von Industrienlagen mbH (to finance business
with the German Democratic Republic) or to prime acceptances that have passed
through the money market and when bought have no more than 29 days to run.
The level of the so-called standard quotas depends as a rule on the ‘liable funds’
of the credit institutions (capital including published reserves) and the ‘multipliet’
applicable at the time; the ‘multiplier’ may however vary for different groups of
banks. The rediscount quotas are calculated individually, on the basis of the
standard quotas, and notified individually to the banks.

Regular global reductions

38. In past years, several global reductions were made in the standard quotas;
such was the case in 1957, 1959, 1960, 1965, 1966, 1969 and 1971. In addition,
to stem inflows of funds the rediscount quotas set wete for a time cut by the
amounts by which foreign bortrowings of the banks or en peusion transactions
done by the banks with foreigners exceeded a specified initial figure. General cuts
in the standard quotas appear necessary from time to time, even irrespective of
the direct requirements of credit policy, because the own funds of the banks
increase continually with increases in their own capital and reserves; if the mul-
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tiplier for calculating the standard quota remained unchanged, the refinance limit
would rise too sharply.

39. As pointed out already in point 24, the determinants of bank liquidity
include changes in the rediscount quotas. Any rise in the rediscount ceiling tends
to expand the unused rediscount quotas and therefore contributes to an increase
in the free liquidity reserves of the banking system; reductions in the rediscount
_ceilings have the opposite effect.

Para. I11: Advances on securities
Type of securities eligible as collateral and limits for purposes of lending

40. Under sec. 19 of the Bundesbank Act the Bundesbank may grant ‘Lombard
credits’, i.e. interest-bearing loans against the pledge of specified securities and
debt-register claims, the lending limit varying with the type of pledge offered.
The securities that may be pledged are specified in the ‘List of Securities Eligible
at the Deutsche Bundesbank as Security for Advances’ (Lombardverzeichnis). In
principle, the Bundesbank may grant advances against the security of:

a) Bills of exchange which satisfy the conditions for the purchase of domestic
bills, for not more than nine-tenths of their nominal value;

b) Treasury bills issued by the Federal Republic of Germany, the Federal Rail-
ways, the Federal Post Office the Special Equalization Fund, the E.R.P. Special
Fund or a Land of the Federal Republic of Germany, and maturing within
three months from the date the advance is granted, for not more than nine-
tenths of theit nominal value;

¢) Non-interest-bearing Treasury Bonds issued by one of the public authorities
listed under b) and maturing within one year from the date the advance is
granted, for not more than three-quarters of their nominal value;

d) Fixed-interest-bearing debentures and debt-register claims where the issuer or
debtor is one of the public administrations listed under b), for not more than
three-quarters of their quoted value;

e) Other fixed-interest-bearing bonds and debt-register claims from the List of
Securities Eligible at the Deutsche Bundesbank as Security for Advances, for
not more than three-quarters of their quoted value;

f) Equalization claims entered in the debt register under sec. 1 of the Act on
the Redemption of Equalization Claims, for not more than three-quarters of
their nominal value.

If no stock exchange quotation is available for the securities mentioned under d)

and e), the Bundesbank assesses the scope for realizing them and accordingly fixes

the value that is to serve as a basis for lending.

Principles governing lending

41. Whether an advance on securities is granted depends on the general credit
situation and the situation of the individual borrower. In principle the Bundes-
bank grants advances on security only when they are required to bridge temporary
liquidity difficulties, and when it has no objection to the purposes for which the
advance is to be applied. Advances on securities, calculated as a daily average over
a month should not exceed about 20 % of the rediscount quota. Advances on
securities should be utilized on a current account basis; they must be repaid
within 30 days. The rate for advances on securities has always been higher than
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the discount rate; for a long period the difference was never more than 1 % pa.,
but of late it has widened to up to 3 % p.a. (see Table 8).

Para. IV: Effects of the discount rate and the rate for advances on securities
Influence on the level of interest rates

42. The fixing of the discount rate and of the rate for advances on securities is
the central element in the interest rate policy of the Bundesbank. In the Federal
Republic, the interest rates which banks charge on advances to non-bank customers
and the interest rates they pay on deposits from these customers are no longer by
official intervention directly related to the discount rate. While before April 1967,
when bank interest rates were liberalized, the maximum rates for the various
types of credit had been automatically revised with every change in the discount
rate, their actual level has since been determined by the market situation and by
competition, which themselves are strongly dependent on the liquidity situation.
In general, however, the interest rates charged to borrowers move with the current
level of the discount rate since the interest rate policy and the liquidity policy of
the Bundesbank are as a rule closely related. Similarly, the creditor interest rates
applied in deposit business which previously had also been subject to an upper
limit, have also been formed by the free play of market forces since interest rates
were liberalized. Deposit interest rates therefore do not escape the influence exerted
by the yields on funds employed in the capital market, with which placings on
deposit accounts have to compete. But deposit rates and rates for one-month and
in particular, three-month money on the money market still continue to be de-
termined to some extent by the level of Bank rate. As against this, the call money
rate can fall well below Bank rate since the banks can only run down the dis-
count credits they have taken up as and when the bills fall due. The rate for
advances on securities has greater importance for the formation of money market
rates. In times of comparatively abundant bank liquidity, when little or no use
has been made of advances on securities, the rate for such advances constitutes a
sort of upper limit for the call money rate, since no bank will normally be prepared
to pay on the money market rates that are higher than the rates it would have
to pay for very short-term recourse to Central Bank advances on securities. When,
on the other hand, bank liquidity is very tight and banks have already taken up
a substantial volume of advances on securities, call money rates may very well rise
beyond the rate for advances on securities since some banks may no longer be able
to switch to advances on securities, for instance, because they are short of securities
that are eligible as collateral. In such a situation the rate for advances on securities
becomes for a time the lower limit for the call money rate, since any increase
supply of funds available on the money matket will be fully absorbed by those
banks which wish to repay the debts they have contracted in the form of advances
on securities. (In a similar way, Bank rate forms the lower limit for interest rates
on money market transactions of longer duration whenever the banks are more
deeply in debt to the Bundesbank for discount credit.)

Changes in the Bundesbank’s discount rate and in its rate for advances on
securities usually entail a shift in the pattern of interest rates in the Federal
Republic. The tendency is for interest rates to change much mote in short-term
business than in longer-term business, i.e. more vigorously on the money matket
than on the capital market, and more vigorously for short-term lending than for
long-term lending. This is, however, less true of the banks’ creditor interest rates,
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mainly because of the limited flexibility of interest rates on savings deposits with
the shortest term, i.e. the savings deposits subject to statutory periods of notice;
the leading banks in the savings deposit business (the savings banks) maintain this
rate, often referred to as the ‘basic’ interest rate for savings deposits (Spareck-
zins), at as constant a level as possible and it is traditionally fairly low. At present
it sltill applies to just on 60% of all savings deposits, but this percentage is steadily
declining.

External limitations on interest rate policy

43. Since the restrictions on international capital movements were lifted, the inter-
dependence of the world’s main financial centres has grown steadily. The effects
of changes in Central Bank rates and changes in domestic interest levels on intet-
national movements of short-term capital have constantly gained in importance.
For the interest rate policy of the Central Bank, this has introduced new elements
which in certain circumstances may make it more difficult if not impossible to
pursue a given course even though such a course would be in line with domestic
economic requirements.

Section II - Minimum reserve policy

Para. 1. Legal requirements
Historical background

44. Compulsory minimum reserves were first introduced in Germany in 1948,
when the Bank Deutscher Linder was founded. It is true that the 1934 Act on
the Credit System contained a general provision to the effect that the banks
should keep balances at the Central Bank sufficient to cover a certain unspecified
percentage of their customers’ deposits. But the purpose of this provision was to
ensure the liquidity of customers’ deposits rather than to further any particular
credit policy: moreover, it was never implemented.

Legal bases of current minimum reserve regulations

45. The minimum reserve requirements laid down in 1948 in the Act on the
Bank Deutscher Linder were incorporated into the Bundesbank Act of 26 July
1967 in a modified form. Sec. 16(1) of the Deutsche Bundesbank Act as amended
on 22 July 1969 provides:

‘In order to regulate the volume of money in circulation and of credit granted,
the Deutsche Bundesbank may require that credit institutions shall maintain with
it balances on current account (minimum reserve) representing a fixed percentage
of their liabilities in respect of sight deposits, time deposits and saving deposits
and also short- and medium-term borrowing with the exception of liabilities to
other credit institutions which are subject to minimum reserve regulations. The
percentage fixed by the Bank shall not exceed 30 % for sight deposits, 20 % for
time deposits and 10 % for savings deposits; for liabilities to non-residents (Sec-
tion 4 (1, point 4) of the Foreign Trade and Payments Act) the Bank may, however,
fix a percentage of up to 100 %. Subject to these limits, the Bank may, according
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to general considerations, fix differential ratios, particularly for certain types of
institutions, and may exclude certain liabilities from the basis of calculation. For
credit institutions within the meaning of Section 53 of the Act on the Credit
System, liabilities in respect of sight deposits within the meaning of the first sen-
tence include debit balances on clearing account’.

Based on the minimum reserve requitements of the Bundesbank Act, the Bundes-
bank issue Minimum Reserves Orders fixing the details of the reserve obligation
and of the maintenance of reserves. The Bundesbank publishes the currently valid
Minimum Reserves Order in its annual reports. Changes are always announced
immediately in the Federal Government Gazette (Bundesanzeiger).

Para. II: Structure of the minimum reserve system
Credit institutions subject to minimum reserve resolutions

46. In the Federal Republic, the vast majority of credit institutions are subject
to minimum reserve requirements. The first sentence of Section 16(1) of the
Bundesbank Act establishes the principle that all banks must maintain minimum
reserves. The Bundesbank may, however, fix differential ratios, particularly for
certain categories of institutions, according to general considerations. Acting under
Section 1(2e) of the Minimum Reserves Order, the Bundesbank, for instance, ex-
empted the institutions specializing in long-term business from the minimum
reserve requirement for one year at a time, provided the share of the long-term
debit items in the volume of business averaged at least 90 % during a specified
reference period.

Calculation of minimum reserve requirement and of actual reserves

47. The basis of calculation for the minimum reserves which the banks have to

maintain with the Bundesbank in the form of balances on curtent account is the

banks’ ‘liabilities subject to the reserve regulations’, that is all liabilities maturing

in less than four years vis-a-vis:

— Non-banks,

— Credit institutions which are not subject to minimum resetve regulations,

— Banks abroad,

in respect of deposits and bortowed money.

The following liabilities are excluded: those to the Bundesbank, those in respect

of borrowings earmarked for some specific purpose and certain deposits referred

to in the Bundesbank’s Minimum Reserves Order.

Among the liabilities which are subject to the reserve requirements, a distinction

is made between:

— Sight liabilities (liabilities with a term or period of notice of less than 30 days
or one month);

— Time liabilities (liabilities for a fixed period or at notice of at least 30 days
or a month), and

- Saving deposits.

The minimum reserve requirement (Mindestreserve-Soll) is determined by applying

the percentage rates (reserve ratios) fixed by the Bundesbank to the average amount

of the credit institution’s liabilities subject to the regulation over a period of a

month. The banks have the alternative of calculating this average either on the

basis of the figures at the end of each day, including non-working days, from the
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16th of the previous month to the 15th of the current month, or uniformly for
all types of liabilities subject to the reserve requirement on the position at the
23rd and last day of the previous month and the 7th and 15th of the current
month.

The actual reserve (Ist-Reserve) is the average of the balances maintained with
the Bundesbank per calendar day.

Flexible reserve holding

48. This method of calculation allows the banks considerable flexibility in the
management of their minimum reserve holdings. As the minimum reserve require-
ments must be complied with only on the basis of a monthly average, they can
use their Central Bank balances to make payments and, if necessary, can draw
on them freely so long as the reserves are correspondingly incteased on other days
of the relevant period. The banks therefore need not maintain at the Central Bank
any other special balances for the purpose of making current payments. The
balances which the banks keep with the Bundesbank to meet the minimum reserve
requirements thus also serve as working balances, although the average balances
which the banks need for this purpose could as a rule be lower. Consequently
‘excess’ reserves — that is to say balances held at the Bundesbank beyond mi-
nimum reserve requirements — are, as a rule, very small. They are in some cases
due to unavoidable errors in forecasting, and they generally amount to no more
than 1 % to 2 % of the actual requirement; only during a few months of heavy
speculative inflows from abroad have they been substantially higher.

Différentiation in minimum reserve ratios according to...

49. The third sentence of Section 16(1) of the Bundesbank Act gives the Bun-
desbank the right to introduce a further differentiation, within the maximum limits
laid down, in the minimum reserve ratios for the various types of liability subject
to the reserve requirement according to general considerations but not for special
reasons related to an individual case (for the degree of differentiation in minimum
reserve ratios, see Table 9).

« ‘Bank places’ and °non-Bank places’

50. For example, the ratios for sight liabilities and savings deposits are differen-
tiated according to ‘Bank places’ (Bankplitze) and ‘non-Bank places’ (Neben-
plitze). A ‘Bank place’ for the purposes of the minimum resetve regulations is
a place in which the Bundesbank has an office or branch. For banks in ‘non-bank
places’ (Nebenplitze), the teserve ratios for sight liabilities and savings deposits
are set lower than for banks in ‘Bank places’ since the former are as a rule obliged
to keep more till money, in particular for their savings account business, as a
considerable proportion of the savings deposits can be withdrawn without notice.

.. amount of liabilities subject to the reserve requirements

51. The minimum reserve ratios for sight and time liabilities are in addition dif-
ferentiated according to the size of the credit institutions; the institutions are
divided into various reserve classes, according to the amount of their liabilities
(including savings deposits) subject to the reserve requirements (see Table 9a).
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..deposits of residents and non-residents

52. Furthermore where necessary for credit policy reasons, the Bundesbank makes
liabilities towards non-residents subject to higher reserve ratios than liabilities
towards residents, in order to stem the flow of foreign money into German banks.
The Bundesbank introduced such higher reserves for the.first time from May
1957 to March 1959, and then again from February 1961 to January 1962, from
April 1964 to January 1967 and, most recently, from June to October 1969. In
the periods 1961/62 and 1964/67 the maximum ratios that applied to the minimum
reserves on foreign liabilities ranged from 10 % to 30 9% according to the type
of liability. They were in part also designed to provide an additional incentive for
the export of money, since from May 1961 to December 1966 banks had been
allowed to deduct the amount of balances (whether sight or time deposits) and
money-market investments held abroad from the liabilities to non-residents subject
to the reserve requirement (“offsetting privilege”). The more this relieved them
of their minimum resetve requirement on foreign liabilities, the more the banks
- naturally made use of this concession.

By virtue of the amendment to Section 16 of the Bundesbank Act, in force since
23 July 1969, the Bundesbank may now raise up to 100 % the minimum reserve
ratio applying to the entire foreign liabilities.

Reserves for increase in liabilities

53. Lastly, the Bundesbank has from time to time fixed special minimum resetrve
ratios for any imcrease in liabilities subject to the reserve requirement, especially
non-resident deposits. These were first applied during the period of restraint of
1959/60. Special reserve ratios in respect of the increase in liabilities to foreigners
subject to the reserve requirement applied from January 1960 to April 1961, from
December 1968 to October 1969, from April to August 1970, and have currently
been if force since December 1970. From July to November 1960 and from
September to November 1970, the Bundesbank imposed reserve requirements on
increases in domestic liabilities.

Special rate of interest

54. If a bank fails to maintain with the Bundesbank the full balance required under
the minimum reserve regulations, interest is charged on the amount by which the
actual reserves of the credit institution fall short of the minimum reserve require-
ments, at a penal rate of 3 9% above the curtent Bundesbank rate for advances
against securities for periods of 30 days at a time (see Table 8).

No interest on reserves

55. It is not the practice of the Bundesbank to pay interest on minimum resetve
balances. The result is that the credit institutions subject to the minimum resetve
requlations suffer a loss of earning power varying directly with the minimum
reserve ratio. Minimum reserve policy has therefore not only a putely quantitative
effect on bank liquidity but also influences the level of interest rates. When
minimum reserve percentages are raised the banks try to offset the deterioration
in their proﬁtability by putting up their charges to borrowers, there being little
scope in such a situation for passing on the burden to depositors e.g. by reducing
deposit interest.
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Para. II1: How the system operates

56. As an instrument of policy, minimum reserve regulations are used by the
Bundesbank when the trend in bank liquidity calls for a corrective, to prevent
either a major rise in liquid reserves or a drain on resetves. At times the Bundes-
bank also uses the minimum reserve policy to counter very short-term fluctuations
in liquidity. In December 1969, for instance, it lowered the minimum reserve
ratios by 10 9, for that one month only.

Quantitative effect .

57. With minimum reserve ratios remaining unchanged, the steady rise in the
credit institutions’ liabilities subject to minimum reserve regulations suffices by
itself to immobilize liquidity. The real importance of the minimum resetve weapon,
however, lies in the power of the Bundesbank to alter the reserve ratios. From
the date of introduction of minimum reserves (1 July 1948) to the middle of
1970, the Bundesbank and its predecessor, the Bank Deutscher Linder, made 50
changes in the minimum reserve ratios. (The various changes in reserve ratios for
the period since 1 January 1961 and the current level of minimum reserve ratios
are shown in Table 9.) A 1 % increase (reduction) in the average minimum reserve
ratio (reserve requirements as a percentage of liabilities subject to the reserve
requirement) would entail a corresponding immobilization or release of liquidity
of some DM 3,000 million in terms of the situation at the beginning of 1971.
The minimum reserve ratios in force in March 1971 meant that some DM 26,900
million or 84 % of the liabilities subject to the reserve requirement had to be
maintained as reserve balances with the Central Bank, while at the peak of the
1959/60 credit restrictions, the reserves required of the credit institutions had
averaged 12-6% of the liabilities subject to the reserve requirement.

Influence on free liquidity reserves

58. To meet an increase in minimum reserve obligations for which there is no
counterpart in the shape of simultaneous liquidity inflows the banks as a whole
can only convert their interest-bearing free liquidity reserves (see point 23) into
balances at the Central Bank, where they are immobilized. On the other hand,
when minimum reserve ratios are reduced, immobilized balances are set free and
are reconverted by the banks into interest-bearing liquid assets. In either case the
liquidity of the banking system is affected. Whether the banks acquire the necessary
additional Central Bank balances mainly by drawing on their domestic open-market
paper or by presenting bills at the Central Bank for rediscounting will depend on
circumstances (e.g. relative rates of interest).

The important point is that the financing of increased minimum reserves is done
at the expense of the free liquidity reserves of the banks. They will, as a result
sooner or later feel obliged to exercise greater restraint in lending.

Section III - Open market policy

Para. I: Institutional framework
The money market as a market for Central Bank balances...

59. The Bundesbank’s open market policy is closely related to the special features
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of the German money and capital market. The money market in the Federal
Republic comprises, firstly, dealing in Central Bank funds, mainly between banks.
On this market, credit institutions make surplus Central Bank funds available
to other banks; according to the periods involved, distinctions are made between
the markets in call money, in money at one day’s notice, and in loans for one
month, three months etc. Until 1967, the Agreement on Creditor Interest Rates
(Habenzinsabkommen) and/or the Regulation on interest rates (Zinsverordnung)
kept non-banks away from this market, the idea being to prevent non-banks from
enjoying the terms available to banks. Of late, however, sellers and buyers on the
money market have included some non-banks, especially large industrial firms,
although their share in the market as a whole is very small. The Bundesbank does
not operate on this market.

-.and as a market for money-market paper

60. The money market comprises, secondly, dealings in money-market paper, i.e.
in Treasury bills, non-interest bearing Treasury bonds, Storage Agency bills, and
prime acceptances.

Dealings in money-market paper take place mainly between the Bundesbank and
the credit institutions. There are also transactions between the Bundesbank and
certain public authorities (especially the Federal Post Office, the E.R.P. Special
Fund and the social security funds). Business undertakings and private individuals
were unable to acquire money-market paper as long as the agreement on creditor
interest rates was in force; they placed their liquid or temporarily idle balances
as sight, time or savings deposits with the banks. There are practically no dealings
in money-market paper among banks or between banks and non-banks, i.e. without
the participation of the Bundesbank. The interest rates on this market are therefore
determined solely by the Bundesbank, which fixes the terms on which it sells ot
buys money-market paper. The volume of sales and purchases, on the other hand,
is determined by the extent to which the other partners in the market take up the
paper offered by the Bundesbank.

Open market transactions on the capital market

Under Section 21 of the Bundesbank Act, the Bundesbank may also, in otder to
regulate the money market, deal in long-term securities. It first started with this
type of open market business in 1967, though limiting its dealings to buying and
selling fixed-interest-bearing securities issued by public authorities. In contrast to
the sales and repurchases of money-market paper, the Bundesbank, in these transac-
tions, takes a direct decision on what amounts to purchase or sell, while the con-
sequent effects on prices and hence on the long-term interest rate only appear
indirectly.

Para. II: Open market transactions on the money market
Varying interest rates for money-market paper

61. As mentioned before, money-market paper comprises Tteasury bills and so-
called non-interest-bearing Treasury bonds — (“U-Schitze” - discounted like Treas-
uty bills) of the Federal Government, the Federal Post Office, the Federal Railways
and the Linder, and Storage Agency bills and prime acceptances. The Bundesbank
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fixes buying and selling rates (discounts) for this type of paper,' varying them
according to the trend on the money market and the aims of its credit policy.
The rates at which money-market paper is repurchased before maturity are not
published. They are fixed at a certain margin above the published selling rates.
These margins may vary according to the state of the money market, the way in
which the Bundesbank wishes to influence the market and the type of security
concerned; but the margins between selling and repurchase rates are narrow and
often remain unchanged for fairly long periods so that the rates at which the
Bundesbank will repurchase — although somewhat higher — vary in accordance
with its selling prices. Table 11 shows the changes in selling rates for the various
classes of money-market securities since the beginning of 1958.

Differences in ways money-market paper of the Federal Government is created

62. Treasury bills and non-interest bearing Treasury bonds of the Federal Govern-
ment can be created in various ways in the Federal Republic. One method is for
the Federal Government to decide, in agreement with the Bundesbank, to cover
part of its borrowing requirements through the issue of short-term securities
(other things being equal, this leads to an increase in bank liquidity since the
buyers are mainly banks; conversely, a decline in the volume of such paper reduces
bank liquidity).

In addition to this “normal” method of creating such paper there are two other
possibilities. To enable the Bundesbank to sell Treasury bills and Treasury bonds
irrespective of the financing requirements of the public authorities, Section 42 of
the Bundesbank Act provides that the Bundesbank may ask the Federal Govern-
ment to convert all or part of the Bank’s equalization claim on the Government,
which totals DM 8,000 million and arose during the cutrency reform in 1948,
into" Treasury bills or non-interest-bearing Treasury bonds. The securities thus
created are referred to as “mobilization paper”. The Bundesbank is under an
obligation to the Federal Government to meet all liabilities arising out of
mobilization papet. In practice, therefore, this type of paper represents issues by the
Bundesbank rather than by the Federal Government.

Liquidity paper

63. To put the Bundesbank in a position to sell Treasury bills and non-interest-
bearing Treasury bonds even beyond the limits set by the amount of the equaliza-
tion claim, a clause was added to the Bundesbank Act (Section 42 a) under the
Act to Promote Economic Stability and Growth of 1967, requiring the Federal
Government, once mobilization paper has been put into circulation up to the
amount of the equalization claim, to make available to the Bundesbank, at its
request, additional Treasury bills and non-interest bearing Treasury bonds up to
a maximum of DM 8,000 million. The Act calls this type of paper “liquidity
paper”. Under this procedure, the Bundesbank does not surrender assets; it shows
the nominal amount in a special account among its liabilities. The counter-value
may only be used to redeem the paper at or before maturity.

t But see Point 70 below.
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Treasury bills and non-interest-bearing Treasury bonds of other public authorities

64. Unlike mobilization paper and liquidity paper, in respect of which the Federal
Government figures only formally as debtor while the actual debtor is the Bundes-
bank, Treasuty bills and non-interest-bearing Treasury bonds of the Linder and
the Federal Railways and non-interest-bearing Treasury bonds of the Federal Post
Office are put into circulation only in connection with actual borrowing operations
of these authorities. Issue of Treasury bills are governed by the ceiling which
Section 20(1) of the Bundesbank Act places on cash advances and in addition they
must be made through the Bundesbank. Non-interest-bearing Treasury bonds of
these authorities likewise must be issued through or in agreement with the Bun-
desbank, failing which the Bundesbank way refuse to include them in its
arrangements to regulate the money market. Since, other things being equal, a rise
in the circulation of such paper increases bank liquidity (and since a decline in
circulation reduces it), the control thus exercised by the Bundesbank is of considet-
able importance.

Storage Agency bills and prime acceptances

65. The Bundesbank also regulates the market in “Storage Agency bills”; these
are issued by the Import and Storage Agencies within the ceiling of the credits
granted to them by banking syndicates, and up to a limit agreed with the Bundes-
bank, in the form of Government-guaranteed promissory notes, for the purpose
of financing stocks of certain basic foodstuffs (cereals, fats, meat, etc.). The Bun-
desbank is prepared to take up these securities up to the limit to which it has
promised to buy them (currently DM 850 million) and also to sell such securities
if it holds them in its portfolio. In addition, there is a “prime acceptance” market
in the Federal Republic. Dealings on it are confined to bank acceptances of a
special type, “prime acceptances”, the market in which the Bundesbank has pro-
mised to support. The period to maturity must not exceed 90 days. The ceiling
cu.rﬁ-ently applying to Bundesbank purchases of prime acceptances is DM 1,500
million.

Medium term notes

66. In 1967 the range of money-matket paper was also enlarged when the Bun-
desbank declared during the recession that it was prepared, until further notice,
to include in its money market regulation arrangements, medium-term notes of the
Federal Government, the Federal Post Office, the Federal Railways and the Linder,
provided these securities had a remaining life of less than 18 months. Medium-
term notes issued since 1969 are no longer covered by this arrangement. In
contrast to the practice followed in open-market transactions in Treasury bills
and non-interest-bearing Treasury bonds, interest rates are not fixed in advance
for eventual purchases and sales of medium-term notes on the open market.

Money-market paper a form of investment for liquid funds

67. Money-market paper is suitable as a form of investment for banks’ liquid
Central Bank balances not needed at the particular moment, because of its com-
paratively short maturity period (the maximum period to maturity for money-
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market paper is 24 months) and because it can at any time (even before maturity)*
be returned to the Central Bank and thus exchanged for Central Bank money.
In the case of Treasury bills there is a promise to discount. No such formal promise
is attached to non-interest bearing Treasury bonds, but the Bundesbank has always
taken up such bonds when offered, at its currently fixed price. The Bundesbank is,
however, not always prepared to sell paper of all maturities as desired by the
banks. In a period of easier credit, for instance, it may wish to ensure that the
increase in bank liquidity (resulting, for example, from cuts in minimum resetves)
exerts an influence on the money market also. In such cases the Bundesbank may
either confine the sale of money market paper to securities with a short life or
discontinue sales altogether. Conversely, in periods of credit restraint the Bundes-
bank has often sold only Treasury bonds running for a longer period and bearing
a higher rate of interest.

Scale of open-market transactions in short-term securities

68. Since 1955, when open-market operations began, a substantial amount of
surplus funds, mainly arising from the heavy foreign exchange inflows into the
Federal Republic, have at times been placed in “mobilization paper”. In August
1958, the circulation of such paper reached a temporary peak of nearly DM 7,200
million. During a second period of open-matket policy, from 1959 to 1967, these
open-market operations lost somewhat in importance again, mainly because from
the beginning of 1959 onwards the credit institutions no longer kept their free
liquidity reserves at home only but maintained them increasingly abroad in the
shape of short-term investments (“exports of money). By the beginning of 1967,
the circulation of mobilization paper with the banks had dropped to some DM
1,500 million. In the following years little if any mobilization paper has been
made available to the banks; initially, this was intended to help increase liquidity
on the money market and contribute to the downward tendency of interest rates
for short-term economic policy reasons. In the periods of foreign currency specula-
tion — until the 1969 revaluation — selling mobilization paper would have run
counter to efforts to channel as far as possible out of the country the amounts of
foreign exchange which had come in. Since July 1970 mobilization paper has again
been sold to the banks. As the margin for the issue of this paper had been exhaust-
ed by the beginning of January 1971, a start was made also with the issue of
liquidity paper. At the end of April 1971, the total of mobilization and liquidity
paper in circulation was around DM 9,000 million. '

Para. III: Open market policy on the capital market
Open market transactions with public loan issues

69. In the middle of 1967, open-market policy entered a new phase. During the
recession of the first half of 1967, the Bundesbank considerably increased bank
liquidity by reducing minimum reserve requirements and by taking other measures.
Surpluses on payments transactions with abroad further added to the increase in
liquidity. It soon emerged, however, that instead of placing this increase in their
liquid funds on the domestic money market (where it would have tended to bring
interest rates down), the banks mainly invested it on foreign money markets with

1 However, see Point 70 below.
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the result that the level of domestic interest rates did not fall in the way that
credit policy would have required. In August 1967 the Bundesbank therefore
decided to ease the situation on the money market by buying for its own account,
bonds of the Federal Government and its Special Funds on the open matket. By
the end of the year, the Bundesbank had siphoned DM 1,300 million worth of
fixed-interest securities off the market. This resulted in a further increase in bank
liquidity \and brought about a further fall in interest rates. The tendency for
interest rates to decline continued during 1968, although from 1967 to 1968 the
net calls of domestic and foreign issuers on the German capital market rose by
some DM 6,000 million to nearly DM 22,000 million. In January 1968 the
Bundesbank was already in a position to begin selling securities again to the market.
By the end of 1970, it had been able to scale down its holdings, with certain
fluctuations, to less than one fifth of the peak level.

Para. IV: Effects of open market policy
Open market policy and bank liquidity

70. The impact of the Bundesbank’s open market transactions on bank liquidity
varies. Money-market paper forms part of the credit institutions’ liquidity reserves
(see point 23). When the credit institutions acquire money-market paper from
the Bundesbank or return such paper, these transactions merely lead to a change
in the pattern of the banks, liquidity reserves; the banks’ Central Bank balances
fall and their holdings of money-market paper increase accordingly, or vice-versa.
However, if the Bundesbank engages in open market transactions in money-market
paper with non-banks or generally in mobilization and liquidity paper (non-interest-
bearing Treasury bonds) which it refuses to take back before maturity! and in
long-term securities, this results in a change in the banks’ liquid resources. For
example, if the Bundesbank sells non-interest-bearing Treasury bonds to the social
security funds, the latter will shift the counterpart from the credit institutions to
the Bundesbank, and this will entail a reduction in bank liquidity.? '

Open market policy and interest rate policy

71. The Bundesbank’s open market transactions with credit institutions in instru-
ments of short-term indebtedness must be considered as relating to interest rate
policy rather than to liquidity policy. Just as the Central Bank’s official discount
rate influences the whole level of interest rates, changes in the Bundesbank’s selling
and repurchase rates also have far-reaching effects that make themselves felt mainly
on the market in Central Bank funds described above. For instance, if the Bun-
desbank offers Treasury bills with a currency of 90 days at the fixed selling rate,
nobody on the market in three-month loans will be content to accept a lower
interest rate. Open market sales of money-market paper by the Bundesbank tend
to reduce supply on the market for Central Bank funds, and the money market
situation is affected accordingly. Returning money-matket paper, on the other

1 Since April 1971 the Bundesbank has also been offering — for the time being only to social security funds y—
liquidity and mobilization paper (non-interest-bearing Treasuty bonds) which, contraty to previous practice, are not
accepted back before maturity, To compensate for the reduced degree of liquidity, a somewhat higher interest rate
is paid on these securities.

2 This effect is independent of the way in which the money-market paper sold or bought by the Bundesbank was
created; it is therefore the same for genuine Treasury bills and non-interest-bearing Treasury bonds as for
mobilization and liquidity paper.
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hand, represents for the banks an alternative to obtaining Central Bank money
by rediscounting bills. Through its selling and repurchase rates, the Bundesbank
also influences the extent to which the banks employ liquid reserves in money-
market investments abroad. An element that must also be taken into consideration
when comparing yields obtainable at home and abroad is the cost of forward covet
for the foreign currency involved (cf. Section IV).

Section IV - Policy governing intervention on the forward
foreign exchange market

Changeover to convertibility

72. At the end of December 1958, the Dm was made convertible again, together
with the currencies of important European O.E.E.C. countries. While most partner
countries only moved to non-resident convertibility for current transactions, the
Bundesbank made the DM almost fully convertible, extending convertibility to
residents and capital movements. In the preceding years, the changeover to con-
vertibility had been prepared by the gradual introduction of liberalization measures;
since the autumn of 1957, short-term  international capital movements had been
almost fully liberalized.

Growing interdependence of international credit markets

73. With the DM freely convertible, communication between the German and
foreign credit markets strengthened. Externally this was reflected in the fact that
the German banks increasingly engaged in international money and credit business.
Their investments abroad from “money exports”, for instance, rose some DM
2,500 million (at the end of 1959) to almost DM 7,000 million (at the middle
of 1967), and continued to nearly DM 12,000 million by the middle of 1970.
This growth in interdependence forced the Bundesbank, in its monetary policy —
and particularly in interest rate policy — to take more account than befote of
developments in other countries.

Use of swap policy

74. At the beginning of October 1958, the Bundesbank for the first time offered
domestic credit institutions the possibility of concluding with is “swap” transac-
tions in U.S. dollars for up to three months, and in some cases even six months.
Since that period, the Bundesbank has used this instrument over longer or shorter
periods. When making a swap transaction, the Bundesbank sells dollars spot to
the credit institutions and buys them back forward at a fixed rate. The forward
rate has, as a rule, been lower than the spot rate, i.e. the Bundesbank has charged
a forward discount for covering the exchange risk. Sometimes, however, the Central
Bank has also waived its right to charge the cost of covering the exchange risk by
executing swap transactions with the banks at par, i.e. free of charge — as for
instance in late 1959/early 1960 — or has even allowed the banks a forward rate
at a premium over the spot rate (Autumn/Winter 1960-1961).

Encouragement of money exports

75. The Bundesbank’s swap policy has so far always been aimed at encouraging
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domestic credit institutions to export money. When the Bundesbank began to
intervene in the forward foreign exchange market at the end of 1958, its intention
was to get the German credit institutions off to a good start in building up an
adequate holding of short-term foreign investments by which means the banks
could take a part in holding the country’s foreign exchange reserves. At the same
time this influenced the development of the domestic money market, where as a
result of the increased attractiveness of external money markets the supply of
funds on the domestic money market tended to fall. Later, however, when the
higher interest rates obtaining on foreign money markets sufficed by themselves
to attract the liquidity reserves of German banks, the Bundesbank gradually
switched over to charging a forward discount in its swap transactions, raising this
step by step to the level of the market rate, and at the same time withdrawing
from the market. Its swap commitment, which in 1960 had risen to over DM
4,000 million, was gradually run down completely. With some fluctuations it was
eliminated altogether by May 1963. Whenever the Bundesbank undertook new
commitments during the years 1960 to 1963 it endeavoured to keep in check
in this way the influences on international money markets exerted by the repatria-
tion of money by the commercial banks. In March 1964, the banks were again
offered exchange risk cover at reduced cost, though only for the acquisition of
U.S. Treasury bills. The restriction of cover to U.S. money-market paper only was
an attempt to limit the repercussions on the international money market as far
as possible and to avoid providing additional encouragement to the Euro-money
market. In the spring of 1965 the Bundesbank again withdrew from the forward
exchange market; it was not until November 1967, after the devaluation of stetling,
that the Bundesbank resumed its forward cover operations, endeavouring to
strengthen confidence in the dollar parity and thereby to contribute to an easing
of conditions on the Euro-currency markets. These operations were therefore not
designed to influence the domestic money market. In contrast with previous
practice, the Bundesbank did not require the foreign exchange sold to be used for
specific purposes; the banks were therefore also enabled to conclude with the
Central Bank forward cover operations in respect of foreign investments already
made or in respect of foreign claims of their customers. The objective of restoring
quieter conditions in the international monetary situation was also predominant
when the Bundesbank again entered into heavy swap commitments from the end
of August 1968 onwards. After 15 November 1968 the Bundesbank offered to
cover the exchange risk only in respect of money market investments abroad; in
September 1969 it discontinued its swap operations in connection with the tem-
porary floating of the DM exchange rate. From 7 May to 20 May 1969 the Bun-
desbank had already withdrawn from the market as it realised that the credit
policy objective of the swap operations, to channel speculative foreign exchange
inflows back to foreign money markets and keep them there, was being under-
mined by “Roundabout” transactions (“Karussellgeschifte”) by means of which
the banks were able, without using their own funds, to secure a profit correspond-
ing roughly to the difference between the forward discount of the market and that

of the Bundesbank.
Qutright intervention on the forward market

76. At the beginning of June 1970 the floating of the Canadian dollar rate and
the consequent unrest on the foreign exchange markets touched off a fresh rise
in the inflow of foreign exchange into the Federal Republic, and on 15 June 1970
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the Bundesbank began temporarily to engage in outright intervention on the
forward market in U.S. dollars. (Such transactions had last been effected at the
end of November 1968 to counteract current speculation on a revaluation.) At the
beginning of April 1971 the Bundesbank for a time bought three-months forward
dollars at its lower intetvention point with the aim of countering speculative
currency movements.

Section V - Instruments of the Act to Promote Economic Stability and
Growth

Indirect and direct incidence on monetary policy

77. As noted above in the description of the institutional framework of monetary
policy, the 1967 Act to Promote Economic Stability and Growth defines the
general objectives of economic policy in the Federal Republic and sets out a number
of principles and measures to be employed in the event that one or more of these
objectives should be endangered. Some of these instruments have an indirect and
others a direct significance for monetary policy. The following is an account of
the full range of these instruments although some of them have already been
discussed in the preceding chapters in the relevant context. :

Para. 1: Instruments indirectly significant for monetary policy
Tasks of the Council on Economic Trends and the Financial Planning Council

78. The public authorities’ Council on Economic Trends was set up as an advisory
body to help co-ordinate the economic and financial policy of the Federal Govern-
ment and Lidnder and in particular to harmonize the ways in which the various
regional and local authorities manage their budgets. Membets of the Council are
the Federal Minister of Economics, the Federal Minister of Finance, one repre-
sentative of each Lind, and four representatives of the local authorities and local
authority associations. The Deutsche Bundesbank has a right to participate. The
public authorities’ Council on Economic Trends considers all measures of short-
term economic policy necessary to attain the objectives of the Act and also
examines ways and means of meeting the bortowing requirements of the public
authorities (sec. 18 of the Act). The decisions of the public authorities’ Council
on Economic Trends are not binding; the Federal Government may, however,
give force of law to the Council’s recommendations on the formation of a com-
pulsory anti-cyclical equalization reserve (sec. 15 of the Act) or — with the
agreement of the Bundestag or the Bundesrat — on credit limits for public bor-
rowers (sec. 20 of the Act).

In practice, however, considerable importance attaches to the Council’s decisions,
given the political weight of its members.

In addition to the Council on Economic Trends a Financial Planning Council was
set up to harmonize the financial plans covering a period of several years which
the Federal Government and the Linder are required to draw up under Section 9
read with Section 14 of the Act.
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Instruments of tax policy

79. Aggregate demand, incomes and liquidity may also be influenced by other
measures of taxation policy. If there is danger of the economic climate overheating,
the Federal Government may suspend, for a maximum period of one year, declin-
ing-balance depreciation and also the right to special depreciation allowances and
to accelerated depreciation (sec. 26 of the Act). In periods when economic activity
shows signs of flagging, on the other hand, the income tax and corporation tax
liability for the particular assessment period may be cut by up to 7-5% of the
purchase or manufacturing cost of the assets involved (sec. 26 of the Act). The
Federal Government may also increase or reduce income and corporation tax by
up to 10 % for a period of one year (sec. 26 and 27 of the Act). For all these
measures, the relevant statutory decree must be approved by the Bundestag and
the Bundesrat. The approval of the legislative bodies is not required if advance
payments towards income tax, corporation tax and trade tax are adjusted to meet
the prospective tax liability, a move which under secs. 26 and 28 of the Act may
still be made in the calendar year following the assessment period.

Public investiment policy as an element of control

80. Section 6 of the Act to Promote Economic Stability and Growth provides
that in the event that the expansion of demand exceeds the capacity of the
economy, the Federal Minister of Finance may be authorized to make building
and construction starts and the acceptance of commitments extending into future
financial years dependent on his approval. Any funds thus saved must, after the
end of the financial year, be used for supplementary redemption of debt with
the Bundesbank (see point 84) or for payment into the anti-cyclical equalization
fund (see point 83). If, on the other hand, the general economic trend weakens
dangerously, the planning of suitable investment projects by the Federal Govern-
ment must be accelerated so that work on them can be started at short notice
(sec. 11 of the Act).

Para. I1: Inustruments directly significant for monetary policy
Combating disruptions from foreign trade and payments

81. To deal with disruptions that might be caused by the increasing interdepen-
dence of the national economies and by the diverging trends in prices and costs
in the various economies, the Act to Promote Economic Stability and Growth
places certain obligations on the Federal Government. Where general economic
equilibrium is being disrupted by developments in foreign trade and payments
which cannot be dealt with by means of domestic economic measures or which
can be dealt with only at the expense of other basic aims of economic policy,
Section 4 of the Act requires the Federal Government to make use of the
opportunities presented by international coordination. Should this prove inadequate,
the Federal Government is to safeguard external equilibrium by using the available
instruments of economic policy. These and similar measures of economic policy
(for instance exchange rate modifications) can, however, be taken only within the
limits set by existing international obligations.

Widening the Bundesbank’s room for manoeuvre in
open-market policy

82. In the course of the 1948 currency reform, some DM 8,000 million worth
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of claims on the public authorities (equalization claims) accrued to the German
central banking system by means of balance-sheet adjustments. The revision of
Sec. 42 of the Bundesbank Act affected by Sec. 29 of the Act to Promote Eco-
nomic Stability and Growth, gives the Central Bank the unrestricted right to
mobilize all of its equalization claims on the Federal Government up to their
nominal value. There were, however, doubts as to whether the amount of some
DM 8,000 million of money-market paper would be sufficient in all circumstances.
Sec. 29 of the Act to Promote Economic Stability and Growth therefore requires
the Federal Government to make available to the Bundesbank an additional amount
of up to DM 8,000 million worth of Treasury bills or non-interest-bearing Treas-
ury bonds (liquidity paper) once the operatin fund of mobilisation paper has been
exhausted. The sale proceeds of this paper are immobilised by the Bundesbank.
They may be used only to redeem liquidity paper falling due or repurchased before
maturity by the Central Bank. The Bundesbank’s room for manoeuvre in open-
market policy has thus been widened considerably.

Immobilization of funds of the wage and
salary earners’ pension insurance funds and of the Federal Labour Office

83. Sec. 30 of the Act to Promote Economic Stability and Growth originally
authorized the Federal Government to require, for the period of one year, that
the wage-and salary-earners’ pension insurance funds and the Federal Labour Of-
fice ! place a certain proportion of their funds in mobilization and liquidity paper.
Under the third Act to Modify the Pension Insurance System (Rentenversicherung-
sinderungsgesetz) and the Work Promotion Act (Arbeitsforderungsgesetz) the Fe-
deral Government and the Bundesbank may, to the extent they deem necessaty
for reasons of short-term economic and monetary policy, order those institutions
to place a specific proportion of their liquid funds in money-market paper. No
statutory decree is required for this purpose. The Bundesbank is under an obliga-
tion to take back this paper before maturity if this is necessary to ensure the
solvency of the pension insurance funds or of the Federal Labour Office.

The instrument of the anti-cyclical equalization reserve

84. For credit policy, an immobilization of excess tax revenues or of Federal Go-
vernment and Linder funds released through cuts in expenditure by transferring
them to a resetve account at the Bundesbank means a reduction in bank liquidity.
Conversely, the subsequent mobilization of such reserves and their expenditure
will entail an increase in bank liquidity. As the establishment or running down of
such anti-cyclical equalization reserves also has a direct influence on the demand
potential of the regional and local authorities concerned and therefore directly
influences demand in the economy in general, this is an effective way of sup-
porting the Central Bank’s credit policy.

The Act to Promote Economic Stability and Growth provides that the anti-cyclical
equalization reserve is to be created exclusively at the Bundesbank. The reserve
may be built up on a voluntary or a compulsory basis. Section 5 of the Act specifies
that if demand is expanding too rapidly for the capacity of the economy, provision
should be made, in drawing up the budget, to earmark funds for the redemption

! Bundesanstalt fiir Arbeit; before 1 July 1969, Bundesanstalt fiir Arbeitsvermittlung und Arbeitslosenversicherung
(Federal Labour Exchange and Unemployment Insurance Office).
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of debt (point 85) or for “transfer into an anti-cyclical equalization reserve”. If
the Federal Minister of Finance, acting under Section 6(1) of the Act makes the
use of certain appropriations, certain building and consttuction starts and the
acceptance of commitments extending into future fiscal years subject to his ap-
proval, he is bound to use the funds thus released either for the redemption of
debt or for payment into the anti-cyclical equalization reserve. These provisions
also apply to the Linder, mutatis mutandis (sec. 14 of the Act). If it is necessary
to prevent a disruption of general economic equilibrium, the Federal Government
with the approval of the Bundesrat may order the compulsory payment, within
specified limits, of Federal Government and Linder funds into the resetve (sec.
15(1) of the Act). Section 15(4) of the Act also binds the Federal Government
and the Linder to make payments into the anti-cyclical equalization reserves out
of the tax receipts that have accrued to them through the increase in the rates of
income tax and corporation tax (see point 79).

The funds paid into the compulsory anti-cyclical equalization reserves may be
released only through statutory decree by the Federal Government with the
agreement of the Bundesrat and only for the purpose of preventing a slackening
of general economic activity that would endanger the basic aims of economic
policy (sec. 15(5) of the Act). Nor may the reserves built up on a voluntary basis
be used for purposes other than for promoting a revival in economic activity [sec.
7(1) read with secs. 5(3) and 6(2) of the Act to Promote Economic Stability and
Growth].

Public debt policy

85. Together with the anti-cyclical equalization reserve, the most important in-
strument of an anti-cyclical budget policy is to ensure that the borrowing or debt
repayment operations of the public authorities are appropriate to the current
economic trend. Where the general level of economic activity weakens in a way
that endangers the general basic aims of economic policy (sec. 1 of the Act to
Promote Economic Stability and Growth), the Federal Government may order
that additional funds be spent (sec. 6(2) of the Act). This additional expenditure
is subject to approval by the Bundestag (sec. 8 of the Act). If the funds from
the anti-cyclical equalization reserve are not sufficient, the Federal Minister of
Finance may raise additional loans of up to DM 5,000 million, over and above
the borrowing powers conferred under the Budget Act. Where appropriate, the
loans are to be raised through issues of money-market paper (sec. 6(3) of the Act).

Limits on public demand for credit

86. Under the Act to Promote Economic Stability and Growth the Federal Go-
vernment has been empowered on the basis of statutory decrees adopted with the
approval of the Bundesrat, to curtail borrowing by the Federal Government, the
Linder, the local authorities and communal associations, and also the public special
funds and the administrative associations of local authorities (sec. 19 of the Act).

87. Sec. 20 of the Act authorizes the Federal Government to do this by placing
an upper limit on the amount that may be borrowed. This ceiling must be such
that the authority or body involved is still entitled, per budget years, to take a
minimum volume of credit equalling 80 % of the average annual bortowing during
the past five years, with specified credits (such as cash advances and loans to
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provide working funds) not counting towards the ceiling. In the case of the local
authorities, the ceiling may be lowered to 70%. The Linder must allocate the
amounts thus released to such local authorities as have to make particularly urgent
investments. '

88. Within the upper limit placed on borrowing, the authorities may stipulate
that borrowings of a certain type and amount (particulatly loan issues and loans
against promissory notes) may be raised only in conformity with a time-table and
only on certain terms. This time-table is drawn up by the Council on Economic
Trends, taking account of the situation on the capital market.

89. The validity of a statutory decrée curtailing borrowing may not exceed one
year. The Federal Government is required to inform the Bundestag of the adoption
of the statutory decree and if asked to revoke it (within 6 weeks of the pro-
mulgation of the decree) must do so immediately.
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TABLE 1
Banking groups and volume of business done by them

End of 1970
Volume of business (1)
Banking group ¢
PR, as a percentage
DM million | ¢ "1 banking
groups

Commercial banks 203,609 24.8

Large banks 83,565 10.2

Regional banks and other commercial banks 99,196 12.1

Private bankers 20,848 2.5
Central giro institutions

(including Deutsche Girozentrale) 129,965 15.8
Savings banks 187,608 22.9
Central institutions of credit cooperatives

(including Deutsche Genossenschaftskasse) 31,375 3.8
Credit cooperatives (Schulze-Delitzsch) 34,853 4.3
Credit cooperatives (Raiffeisen) 28,189 3.4
Memorandumn item

Credit cooperatives (Raiffeisen) including those not

required to submit returns (46,100) (5.5)
Mortgage banks 111,583 13.6

Private mortgage banks 53,666 . 6.5

Public mortgage banks 57,917 7.1
Instalment credit institutions 8,919 1.1
Banks with special functions 68,957 8.4
Postal Giro and Postal Savings Bank offices 15,680 1.9
All banking groups (%) 820,738 100.-

Source: Monthly Reports of the Deutsche Bundesbank.

(1) Items: Balance-sheet total plus the following items: own drawings in circulation discounted and credited to the bor-
rowers in account, endorsement liabilities on rediscounted bills of exchange, bills from bill holdings sent out before ma-
turity for collection.

(2) All institutions furnishing returns for bank statistics.
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TABLE 2
Financial asset formation by domestic non-financial sectors (1)

DM ’000 million %

Item

1966 | 1967 | 1968 | 1969 | 1970 | 1966 | 1967 | 1968 | 1969 | 1970
® | ® [ ®

1. Cash holdings and
sight deposits 142 | 964 | 6.45|10.48 | 16.99 31 172 102 | 13.6 | 18.6

2. Time deposits (2) | 7.38 | 7.46 | 14.25 | 14.64 | 12.96 | 16.3 | 13.3| 22.5| 19.0| 14.2

3. Savings deposits | 17.25 | 18.41 } 21.95 | 20.94 | 20.43 | 38.0 | 32.8 | 34.6 | 27.2 | 224

4. Funds placed with
building and loan
associations 466 2.81| 269 430 590 | 103 5.0 4.2 5.6 6.5

5. Funds placed with
the insurance sys-
tem (3) 612 | 6.72 | 7.56 | 8.28| 823 13.5| 12.0| 119} 10.8 9.0

6. Acquisition of mon-
ey-market paper 0.58 | 0.12{ 0.16 | -0.15| 121 1.3 0.2 0.3} -0.2 1.3

7. Acquisition of se-
curities (4) 546 | 479 | 7.8313.03 115.25| 12.0 85| 12.3| 16.9 | 16.7

8. Other claims 2.54 | 6.24 | 2.54| 5.48|10.17 5.6 | 11.1 4.0 714} 11.2

Total | 45.40 | 56.19 | 63.43 | 77.00 | 91.14 | 100.0 | 100.0 | 100.0 | 100.0 | 100.0

Source: Tables and explanatory notes on the capital finance account of the Deutsche Bundesbank for 1960 to 1969, July
1970; Monthly Report of the Deutsche Bundesbank, May 1971.

(1) Households, enterprises (including housing but excluding banks and other institutional investors) and public -author-
ities; discrepancies in the totals are due to rounding.

(2) Including funds channelled through banks and public authority holdings in banks incorporated under public law.
(3) Including pension funds.
(4) Fixed-interest securities and shares.

(p) Provisional.
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Gross national product and exports of goods and services

TABLE 3

in the Federal Republic of Germany

Gross national Balance Exports Exports
product at TrEa}(ci emk‘)tila(rll)c e ‘of service Total as a percentage
current IZfob) transactions of columns of GNP
Period market prices Receipts 3 and 4
: Column 5
million DM ’000 DM ’000. DM ’000 —— e
DM 000 million million million Column 2
1 2 3 4 5 6
1960 302.3 47.9 13.0 60.9 20.1.
1961 | 332.6 51.0 12.9 63.9 19.2
1962 360.1 53.0 14.3 67.3 18.7
1963 384.0 58.3 15.0 73.3 19.1
1964 420.9 64.9 16.5 81.4 19.3
1965 460.4 71.7 18.1 89.8 19.5
1966 490.7 80.6 20.4 101.0 20.6
1967 494.6 (p) 87.0 22.2 109.2 22.1
1968 538.9 (p) 99.6 23.6 123.2 22.9
1969 602.8 (p) 113.6 26.3 139.9 23.2
1970 679.0 (p) 125.3 29.5 154.8 22.8

Source: Monthly Reports of the Dautsche Bundesbank; Statistical Supplements to the Monthly Reports of the Deutsche
Bundesbank, Series 3, Balance of payments statistics.
(1) Spacial trade (i.e. excluding trade in free ports and bonded warehouses) according to official export statistics.
(p) Provisional figures.
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TABLE 4
Money stock and its determinants
Increase (4 ) or decrease (—)

(in DM million)

Item 1963 1964 1965 1966 1967 1968 1969 1970
I. Bank lending to domestic non-banks -+ 26,844 + 30,194 + 34,165 + 28,203 + 32,892 + 39,990 -+ 53,394 + 50,761
II. Net external claims + 3,264 + 2,002 — 210 + 3,241 + 5,123 + 11,249 — 3,208 + 14,653
I1I. Monetary capital formation with banks .
from domestic sources (1) + 24,021 -+ 26,078 + 28,743 -+ 30,494 + 26,577 + 41,877 + 37,968 -+ 36,049
IV. Central Bank deposits of German public
authorities — 607 — 851 — 1,111 — 529 + 285 + 1,189 + 443 + 4,089
V. Other influences — 1,820 -— 013 — 824 — 964 + 373 — - 951 — 574 | — 8,768
VI. Money and near-money + 5,962 + 6,427 + 6,124 + 6,468 + 14,185 + 18,150 + 14,548 . -+ 16,508
Currency in circulation and sight deposits 3
(= money stock) + 4,874 + 6,056 + 5,499 + 515 + 11,526 + 7,222 + 11,201 .} + 8,790
of which: Currency in circulation (2) + 1,269 4+ 2,376 + 1,767 + 1,224 + 631 4+ 959 4+ 2,102 + 2,200
Sight deposits + 3,138 + 3,023 -+ 3,805 — 130 + 7,671 + 4,572 + 3,861 + 6,590
Near-money (time deposits of .
less than four years) 4+ 467 + 657 —_ 73 — 579 + 3,224 + 1,691 + 5,238 + 7,718

Source: Monthly Reports of the Deutsche Bundesbank.

(1) Excluding time deposits for a period of less than four years.

(2) Excluding banks® cash holdings.
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TABLE 5
Bank liquidity

(in DM *000 rm'llion)

1970
Ttem 1969 1970
1st qtr. 2nd qtr. 3rd qtr. 4th gtr.
Changes during period, calculated from the averages of the four bank week
I Market factors return dates in the month
1. Currency in circulation (increase: —-) — 2.2 — 1.8 + 1.7 — 0.7 — 0.7 — 2.2
2. Non-banks’ net balances with Bundesbank (increase: —) <+ 0.9 — 3.0 — 2.0 — 1.0 — 1.5 + 1.5
of which:
Cash balances (net) of Federal Government, L#inder, Equalization 1
of Burdens Fund + 0.6 + 2.6 — 1.2 + 0.1 + 0.0 + 3.7
Special depogits in respect of anti-cyclical reserve, anti-cyclical sur-
charge and Federal education loan — 0.1 — 4.9 — 0.9 -— 1.3 — 1.0 — 1.7
3. Public authorities’ money-market indebtedness to banks and Bundes-
bank (increase: -+) — 4.9 — 0.8 — 0.8 + 0.1 + 0.1 — 0.2
4, Net foreign exchange holdings (1) — 6.0 +20.2 — 2.9 + 4.6 + 8.2 +10.3
5. Other factors + 2.4 + 2.4 + 1.5 + 0.7 — 0.2 + 0.4
Total — 9.8 +16.9 — 2.5 + 3.7 + 5.9 + 9.8
II. Credit policy factors
1. Minimum reserve required of banks (2) (increase: —) — 0.5 — 9.8 — 2.1 — 0.3 — 6.2 — 1.2
2. Open-market operations with domestic non-banks (3) (purchases by
Bundesbank: +) — 1.2 — 2.3 4 0.1 — 0.5 — 0.6 — 1.3
3. Cuts in rediscount quotas — 3.0 — 0.7 — 0.4 — 0.3 — —_—
Total — 4.7 —12.8 — 2.4 — 1.1 — 6.8 — 2.5
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TABLE 5 (Continued)

III. illllncfx‘re;seiifl ;—iﬁg dﬁg:f,vsgs(—) in bank liquidity, total (I plus IT) = change 145 + 41 — 49 2.6 — 0.9 +7.8
1. Excess balances (%) — 0.3 — 0.4 — 0.7 + 0.2 -— 0.5 + 0.6
2. Domestic money-market paper (5) — 7.4 + 2.2 -— 0.6 + 0.2 + 0.5 + 2.1
3. Money-market investments abroad (8) +4+ 3.3 + 0.3 — 1.3 — 0.2 + 0.8 4+ 1.0
4. Unused rediscount quotas — 8.2 + 1.7 — 1.9 + 0.4 — 0.2 + 3.4
5. Advances on securities (utilisation: —) — 1.9 + 0.3 — 0.4 + 2.0 — 1.5 + 0.2

Position at end of period

IV. Banks’ free liquidity reserves (7)

in DM 000 million 19.8 25.4 15.2 18.5 19.4 25.4
a8 % of total deposits (8) 6.8 7.8 5.3 6.3 6.4 7.8

Source: Report of the Deutsche Bundesbank for the Year 1970, page 48.

(1) Net monetary reserves of Bundesbank and other banks® short-term money-market investments abroad.

(2) Excluding Federal Post Office.

(3) Including Federal Post Office.

(4) Difference between minimum reserve requirement and banks’ total Central Bank balances on the average of the four bank week return dates.

(5) Domestic Treasury bills and discountable Treasury bonds, Storage Agency bills, prime acceptances, B-ceiling bills of the Export Credit Company and mediumterm notes of domestic public issuers to
the extent they are included in the Bundesbank’s money-market regulating arrangements.

(6) Shorter-term claims on foreign banks (excluding foreign currency claims payable at sight), foreign Treasury bills and other foreign bills acquired as money-market investments (mainly bankers’s accep-
tances).

(7) Excluding investments by the Post Office.

(8) Sight, time and savings deposits (excluding deposits for periods of four years and over) of nonbanks and foreign banks.




Indebtedness of the public authorities (*)

TABLE 6

Bundesbank credits

Discount- Tax Medium-
End of month ‘Total Trle)sia.lsllslry able Treas- reserve term
Current Special ury bonds | certificates notes
account credits :
advances *)
Public authorities, total
1965 Dec. 82,981 1,408 2,314 523 805 51 1,168
1966 Dec. 92,291 1,164 2,505 1,196 2,447 51 1,259
1967 Dec. 107,175 2,220 1,578 204 - 7,678 51 3,189
1968 Dec. 115,870 1,344 783 150 8,603 47 4,044
1969 Dec. 116,141 1,974 722 — 2,360 47 3,659
1970 Dec. (e) 123,209 2,334 387 — 1,700 50 3,250
Federal Government
1965 Dec. 33,017 921 2,314 523 670 —_ 1,017
1966 Dec. 35,581 667 2,505 1,196 2,272 — 1,210
1967 Dec. 43,468 2,062 1,578 204 7,475 — 2,625
1968 Dec. 47,192 1,344 783 150 8,317 — 3,240
1969 Dec. 45,360 1,790 722 —_ 2,360 — 3,163
1970 Dec. 47,323 1,915 387 —_— 1,700 —_ 2,900
Equalization of Burdens Fund
1965 Deec. 6,154 154 —_ — — — 152
1966 Dec. 6,358 54 — —_— — — 11
1967 Dec. 6,828 — — — — — 111
1968 Dec. 7,079 —_— — —_— — — 211
1969 Dec. 7,122 114 — — — — 200
1970 Dec. 6,824 108 — — —_ — 100

Source: Monthly Report of the Deutsche Bundesbank, April 1971.

(*) Excluding public authorities’ mutual indebtendness, For data on the years 1950 to 1964 see Monthly Report of the

Deutsche Bundesbank, April 1967, p. 24.
(1) Special credits to, and claims on, Federal Government,

(e) Partly estimated. Discrepancies in the totals are due to rounding.
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(in DM million)

Loans of domestic

non-banks Commuta-
Loan issues Bank Ct.:l(;? glns(;_ Equaliza- Covering Foreign
®) credits Social , ﬁonp Gont | tion claims| claims | debt (3), (%)
security Other ©®)
funds (3)
11,195 24,749 6,591 6,339 1,006 20,489 3,035 3,309
12,092 29,519 7,245 7,868 997 20,336 3,238 2,376
14,230 34,114 3,387 8,690 973 20,175 3,391 2,296
16,074 42,536 6,957 9,221 926 19,902 3,331 1,951
16,266 50,051 6,101 9,884 904 19,585 3,116 1,473
17,473 56,991 5,715 10,938 865 19,332 2,819 1,356
6,274 758 4,259 410 1,006 11,802 — 3,065
6,667 676 4,879 535 997 11,808 —_ 170
7,284 750 6,102 535 973 11,790 —_ 1,091
7,911 5.421 4,891 751 926 11,703 —_ 1,755
8,324 9,853 4,223 1,066 904 11,653 —_ 1,302
9,240 11,800 4,019 1,680 865 11,605 — 1,213
1,697 456 262 382 — — 3,035 17
1,809 501 287 423 — — 3,238 34
1,795 758 275 461 —_ —_ 3,391 37
1,862 957 223 460 — — 3,331 - 35
1,709 1,274 167 507 — —_— 3,116 34
1,755 1,337 105 567 — — 2,819 33

(2) Excluding items in the issuers® portfolios; including Federal savings bonds.

(3) Including debt-register claims.

(4) Claims of foreign creditors, and debt denominated in foreign currency.

(5) Since end-1969 excluding items in the Federal Government’s own portfolio.
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TABLE 6 (Continned)

Bundesbank credits

Discount- Tax Medium-
End of month Total Trg?ﬁ:ry able Treas- reserve term
Current Special ury bonds | certificates notes
account credits
advances ®
E.R.P. Special Fund
1965 Dec. 565 — _ — —_ — —
1966 Dec. 560 — —_— — — — —
1967 Dec. 706 —_— — — — — —
1968 Dec. 1,075 — _— — — — —_
1969 Dec. 1,227 —_ — — — — —_
1970 Dec. 1,296 — — — — — _
Lénder Governments
1965 Dec. 17,401 333 _— — 135 51 —_
1966 Dec. 20,328 442 — — 175 51 38
1967 Dec. 24,188 158 — —_ 203 51 453
1968 Dec. 26,339 —_— —_ — 286 47 593
1969 Dec. 25,771 70 — —_ — 47 296
1970 Dec. (e) 27,767 311 — — — 50 250

Local authorities

1965 Dec.
1966 Dec.
1967 Dec.
1968 Dec.
1969 Dec.
1970 Dec. (e)

25,844
29,465
31,986
34,186
36,663
40,000

LT
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Loans of domestic

non-banks Commuta-
Loan issues Bank ct)‘gil ;::;_ Egqualiza- Covering Foreign
©® credits Soctal ton debt | tion claims | claims | debt (%), ()
security Other ®)
funds (3)
— 65 —_ 500 — — o —
— 60 — 500 — —_ — —_
—_ 206 — 500 — —_ —_ —_—
— 591 —_ 483 — —_— — —
— 777 — 450 —_ — — —
— 879 — 417 —_ —_ —_ —
2,646 3,514 836 1,031 —_— 8,687 —_ 168
3,052 5,592 823 1,504 — 8,528 —_ 122
4,452 7,593 820 1,949 — 8,385 — 123
5,515 8,762 735 2,083 —_ 8,199 — 119
5,477 9,067 673 2,108 — 7,932 — 101
5,776 10,775 616 2,182 — 7,727 —_ 80
578 19,957 1,232 4,017 — — —— 60
563 22,689 1,257 4,906 —_ — — 50
699 24,806 1,191 5,245 —_ — — 45
786 26,806 1,108 5,444 — —_— —_ 42
756 29,080 1,037 5,754 — - — 35
702 32,200 975 6,093 — — —_ 30
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TABLE 7
Indebtedness of the public authorities by groups of creditors
Claims on the public authorities at the end of the year

Creditors

DM 000 million

1967 1968 1969 1970 (e)
1. Banking system
a) Bundesbank 13.1 11.2 12.0 11.6
b) Banks 57.4 68.5 70.1 75.0
2. Domestic non-banks
a) Social security funds 9.8 8.6 6.8 6.3
b) Other (1) 24.5 25.5 25.6 28.7
3. Foreign creditors (e) 2.4 2.1 1.6 1.6
Total | 107.2 115.9 116.1 123.2
as a percentage of total indebtedness
Creditors
1967 1968 1969 1970 (e)
1. Banking system
a) Bundesbank 12.2 9.7 10.3 9.4
b) Banks 53.6 59.2 60.4 60.9
2. Domestic non-banks
a) Social security funds 9.1 7.4 5.9 5.1
b) Other (1) 22.9 21.9 22.0 23.3
3. Foreign creditors (e) 2.2 1.8 1.4 1.3
Total 100.0 100.0 100.0 100.0

Source: Annual Reports of the Deutsche Bundesbank.

(1) Public and private creditors (residual).
(e) Partly estimated.
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TABLE 8

Rates for discounts and advances of Deutsche Bundesbank (*)
and special interest charged for failure to meet minimum reserve requirement

Special rate of interest
charged to banks for failure
Discount rate Rate for advances | to meet minimum reserve
Applicable from @, @ on securities requirement
% p.a. % p-a. % p-a. above rate
for advances
1948 July 1 5 6 1
Dec. 1 5 6 3
1949 May 27 41, 514 3
July 14 4 5 3
1950 Oct. 27 6 7 3
Nov. 1 6 7 1
1951 Jan. 1 6 7 3
1952 May g‘i 5 6 3
Aug. 41 59, 3
1953 Jan. 1? 4/2 5/2 3
June 33 41/ 3
1954 May 20 3/2 4]/2 3
1955 Aug. 4 31, 41, 3
1956 March 8 41/, 51, 3
May 19 51 615 3
Sep. 6 5 6 3
1957 Jan. 11 4% 51, 3
. Sep. 19 4 5 3
1958 Jan. 17 31, 41, 3
June 27 3 4 3
1959 Jan. 10 23/, 33/, 3
Sep. 4 3 4 3
Oct. 23 4 5 3
1960 June 3 5 6 3
Nov. 11 4 5 3
1961 Jan. 20 31, 41, 3
May: 5 3 43 3
1965 Jan. 22 31, 41, 3
Aug. 13 4 5 3
1966 May 27 5 61/, 3
1967 Jan. 6 414 5%, 3
Feb., 17 4 5 3
April 14 31, 41 3
May 12 3 4 3
Aug. 11 3 31 3
1969 March 21 3 4 3
April 18 4 5 3
June 20 5 6 3
Sep. 11 6 7Y% 3
Dec. 5 6 9 3
1970 March 9 7Y% 91 3
July 16 7 9 3
Nov. 18 615 8 3
Dec. 3 6 7Y% 3

Source: Monthly Reports of the Deutsche Bundesbank.

(*) Until July 31, 1957 rates of Bank deutscher Linder or Land Central Banks,
(1). Also the rate for cash advances.

(2) Until May 1956 lower rates also applied to foreign bills and bills to finance exports; fixed special rates were charged
on certain credits to the Reconstruction Loan Corporation, which ran out at the end of 1958 (for details see footnotes to
this table in the Monthly Report of the Deutsche Bundesbank, Vol. 15, No 3, March 1963, p. 62).

{3) An allowance of § % per annum was granted in respect of the advances on securities utilized by banks between
December 10, 1964 and December 31, 1964.

s

125



TABLE 9
Reserve ratios (*)

Sight liabilities

| Non-Bank plaees

Time liabilities

Bank places
Ap;lﬁ)}icable Reserve class
om
1 I 2 f 3 l 4 , 1 I 2 | 3 I 4 I 1 ‘ 2 l 3 l 4
Liabilities to residents subject to the reserve requirement (2)

1961 Feb. 1 19.5 18 16.5 15 15 13.5 12 10.5 13.5 12 10.5 9
March 1 18.2 16.8 15.4 14 14 12.6 11.2 9.8 12.6 11.2 9.8 8.4
April 1 17.55 | 16.2 14.85 | 13.5 13.5 12.15 | 10.8 9.45 | 12.15 | 10.8 9.45 | 8.1
Jupe 1 16.25 | 15 13.75 | 12.5 12.5 11.25 | 10 8.75 | 11.25 | 10 8.75 | 7.5
July 1 15.6 14.4 13.2 12 12 10.8 96 8.4 10.8 9.6 8.4 7.2
Aug. 1 14.95 | 13.8 12.65 | 11.5 11.5 10.35 9.2 8.05 | 10.35 9.2 8.05 | 6.9
Sep. 1 14.3 13.2 12,1 11 11 9.9 8.8 7.7 9.9 8.8 7.7 6.6
Oct. 1 13.65 | 12.6 11,55 | 10.5 10.5 9.45 8.4 7.35 9.45 8.4 7.35{ 6.3
Dec. 1 13 12 11 10 10 9 8 7 9 8 7 6

1964 Aug. 1 14.3 13.2 12.1 11 11 9.9 8.8 7.7 9.9 8.8 7.7 6.6

1965 Dec, 1 13 12 11 10 10 9 8 7 9 8 7 6

1966 Jan. 1 14.3 13.2 12.1 11 11 9.9 8.8 7.7 9.9 8.8 7.7 6.6
Dec. 1 13 12 11 10 10 9 8 7 9 8 7 6

1967 March 1 11.7 10.8 9.9 9 9 8.1 7.2 6.3 8.1 7.2 6.3 5.4
May 1 11,05 | 10.2 9.35 8.5 8.5 7.65 6.8 5.95 7.65 6.8 5.95 | 5.1
July 1 10.15 9.35 8.6 7.8 7.8 7 6.25 5.45 7 6.25 5.45 { 4.7
Aug, 1 9.5 8.75 8.05 7.3 7.3 6.55 5.85 5.1 6.55 5.85 5.1 4.4
Sep. 1 9.25 8.5 7.8 7.1 7.1 6.4 5.7 4.95 6.4 5.7 4.95 | 4.2F

1969 Jan. 1 9.25 8.5 7.8 7.1 7.1 6.4 5.7 4.95 6.4 5.7 4.95 | 4.2
June 1 10.6 9.8 8.95 8.15 8.15 7.35 6.5 5.7 7.35 6.5 5.7 4.9
Aug. 1 11.65 | 10.75 9.85 8.95 8.95 8.05 7.15 6.25 8.05 7.15 6.25 | 5.35
Nov. 1 10.45 9.65 8.85 8.05 8.05 7.25 6.45 5.65 7.25 6.45 5.65 | 4.85
Dec. 1 9.45 8.7 8 7.25 7.25 6.55 5.8 5.1 6.55 5.8 5.1 4.35

1970 Jan, 1 10.45 9.65 8.85 8.05 8.05 7.25 6.45 5.65 7.25 6.45 5.65 | 4.85
July 1 12.05 | 11.1 10.2 9.25 9.25 8.35 7.4 6.5 8.35 7.4 6.5 5.55
Sep. 1 12.05 | 11.1 10.2 9.25 9.25 8.35 7.4 6.5 8.35 7.4 6.5 5.55
Dec. 1 13.8 12.7 11.65 | 1