4 MONTHLY REVIEW, APRIL 1965

Recent Economic Policy Measures in Industrial Countries Abroad

Economic policy abroad moved in mixed directions
over the past six months.! A number of countries pursued
monetary restraint to deal with balance-of-payments defi-
cits and inflationary thrcats. In the United Kingdom,
restrictive measures were adopted primarily as a mecans
of correcting a serious balance-of-payments deficit. As
this article went to press, the government in a stringent
April budget announced new measures, including substan-
tial tax incrcases designed to curb internal demand and
restore external balance. This action underlined Prime
Minister Wilson’s strong reaffirmation of his government's
commitment to preserve the sterling parity.

In Germany, Austria, and Sweden, new restraints were
primarily a responsc to domestic price and cost pressures.
Mcanwhile, Switzerland and thc Netherlands held firm
to the anti-inflationary policics adopted early in 1964.
On the other hand, there were also several countries that
moved toward rclaxation of previous restraints, Italy
and Japan cautiously began to ease their stabilization
measures, and France was apparently beginning to lean
in that dircction as well. In Canada, monetary policy
continued to be engaged in the exacting task of stimulating
domestic activity while maintaining an improved extemal
position.

A comparison with a year earlier shows that in many
countries the rapid rate of growth which had contributed
to inflationary pressures tended to decline as production
reached capacity limits (see Chart I). In scveral cases,
however, price increases were also to some extent mod-
crated (see Chart II), partly because enlarged imports
belped to absorb excess demand and partly because
the restrictive policics themselves have shown signs of
achieving their goals. In a few countries—Italy, France,
and Japan, in particular—thcse policies were a force tend-

1 For a discussion of foreign economic policy measures in 1963
and early 1964, see “Recent Economic Policy Measures Abroad™,
this Review, April 1964, pp. 74-78, and “Intcrnational and Mone-
;%rly and Financial Developments™, ibid., October 1964, pp. 196-

ing to check the growth of production and income, al-
though the ultimate aim of the stabilization efforts of
course remained in all cases that of assuring a high and
sustainable rate of growth over the long run.

In recognition of the increascd interdependence of na-
tional economies, efforts continued to be made by author-
ities of major industrial countries toward ensuring the
stability of the world economy. The most dramatic ex-
ample of this cooperation was the $4 billion of credits
provided by eleven countrics, the Bank for International

Charel
INDUSTRIAL PRODUCTION IN MAJOR COUNTRIES

Seasonolly odjvsied; 1957-59-100

Py tony Porcent
80—~ - - 180
170| - oy o SN L, =
——-__ “ee \ l__'a-’
60— 7 N/’ o —~{ 160
~7 Netherlonds v |/
Wnadj J
150~ wes Gormoany nodivued 150
N, 4 :
140 /". \ - l,:,--a e .. /""'"‘_' -1140
) AN O\ Sy _-"\"\&.ﬁf'
130}-= B "lk-""—‘v’ Belgivm ~{130
o -
120~ ¥ 120
=~ France 7
»
111 T WA N R N

160 180
l .

&
g

70— Japan 170

P Y

120+ J:_"-‘ United Kingdom -1120
—_—

110 _’I United States —Jno
|oollln|Il|J||l|1111111!||11|oo
JFMAMI JASOND J EMAMJ JASONDIJIFM

1963 1964 1965

. Affoctod by widsapreadatrikein the poblic sector.

Sourcen Orgenization los Economic Coaperation and Devel
buliating, aotional statistice.




FEDERAL RESERVE BANK OF NEW YORK 5

Chan tl

CONSUMER PRICES IN MAJOR COUNTRIES

1952-59:000

Per cant Parcany
140 140

- —{135
133 France e
130 e . —130

‘_.—/_._,,&""'-—'- ""
-
125" - ~12s
o Netherlandy

-~ .
120+~ toly _ =" | /\“/ B~ -\
r“'---- © West Germany |
HSFW.—_ ns
—-—
4 | -~ 1o

Hor - = -
“71 Belgi
105 ~o’---'——’ elgivm _lios
wol it vy ly vy Ly et b dra ] 1) hoo
135 I 135
130} Jopan /\/! 130
0960-100
128 L " Swoden | -}125
A=
PP 4 —
|20 ~ /N v I _‘.—'—.—" ' -—|2°
- /_._,_./"" Umled Kquom M =
s —_—— Py ""- Sml'xerlund s
PR bl PV
Hoj =" l Conode s 1O
1= 1104
103 United Stotes E °
wolo sty v lge e e by g by e e b st oo
IFMAM))IASONDIFMAMIJ JASONDIFM
1963 1964 1965
s Orgasizationtor € i< Coop ond O

monthly stotisticol brlleting, national statistics.

Settlements, and the International Monetary Fund (IMF)
to the United Kingdom at the height of the sterling crisis
late in 1964.* In another development of great long-run
significance, the executive directors of the IMF proposed
a general 25 per cent increase in Fund member quotas
and additional selective quota increases for sixtecn mem-
ber countrics.* These proposed quota increases—which
appear to be almost certain of approval by the necessary
majority of the Fund’s members—are designed to increase
the IMPF’s gold and foreign cxchange resources by about
$5 billion, and member borrowing potential by about $6

2 For a dctailed discussion, see Charles A. Coombs, “Treasury
and Federal Reserve Foreign Exchange Operations”, this Review,
March 1965, pp. 43-45.

3 For details, see “Incrcases in Quotas of Fund Members: Fourth
Quinquennial Review” (Recport of Exccutive Directors to Board of
Govcrnors), Supplement to International Financial News Survey,
March §, 1965.

billion.* These concrete manifestations of mutual support
and cooperation will further strengthen the present inter-
national payments system.

UNITED KINGDOM, GERMANY,
AUSTRIA, AND SWEDEN

Soon after taking office in October, the Labor govern-
ment in Britain was faced with an acute confidence prob-
lem in the sterling exchange market. This problem was
superimposed on a serious balance-of-payments deficit
which had developed over previous months—a deficit
about equally divided between the capital and the current
accounts. Since the ensuing sterling crisis has been described
in last month’s Review, the focus herc is on the measures
taken by the British authorities to restore external balance
and to bring about improvement in the country’s competi-
tive position. Late in October, the government announced
a surcharge of 15 per cent on almost all manufactured and
semimanufactured imports, coupled with rcbates of in-
direct taxes—averaging about 2 per ccnt—on the value
of exports. Furthermore, a special budget in November
increased customs and excise taxes on certain fucls and
oils and outlined additional measures for inclusion in
the April 1965 budget. The latter measures included
an increase in the income tax and a broadening of the
coverage of the capital gains tax. Substantial increases
in social bencefit payments were also presented, mostly
effective from the end of March, but the greater part of
these expenditures will be financed from higher payroll
contributions.

On November 23 the Bank of England raised its dis-
count rate by 2 percentage points to 7 per cent (sec table)
in an ¢ffort to stem the speculative tide against sterling. This
hike in the discount rate (the second in 1964, giving
Britain the highest such rate among major central banks)
demonstrated Britain’s firm resolution to achieve external
balance even at the cost of considerable monctary strin-
gency at home. In addition, the Bank of England asked
the banks and other financial institutions to give priority,
within a more slowly incrcasing total of credit, to credits
for exports and productive investments at the expense
of consumcr and real cstate loans. Also, to assist the ¢x-

¢ In gencral, IMF mcmbers can borrow up to 125 per cent of
their quota. Thus, the proposcd increase of about $5 billion in
Fund quotas means that members’ total potential claims on Fund
resources would risc by 125 per cent of the increase, or by about
$6 billion. However, it must be remembered that, to obtain these
rights, members in the aggregate will have to pay to the Fund
some $1.2 billion, or 25 per cent of their quota increase, in gold.
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CHANGES IN CENTRAL BANK DISCOUNT RATES IN MAJOR
INDUSTRIAL COUNTRIES ABROAD SINCE OCTOBER 1, 1964

In per cent
Country Date Kow rate Changt

Canada November 24 4% +%
Germany JO January 22 35 + %
Japan ... Jonuary 9 6205 —0.365

April 3 5.84 —0.368
Sweden .......coovee i vireinie e NOvember 6 s + ¥
United Kingdom ........ N ber 23 7 +2

port effort, thc Board of Trade in January announced
a wide rangc of new measures involving marketing
assistance and government credit guarantees for cx-
ports; at the same time, the Bank of England improved
rcfinancing facilities for commercial bank export credits.
In the three months of December through February,
there was considerable improvement in the British trade
position. In particular, the seasonally adjusted trade defi-
cit was well below that of the previous three months.
On February 22 the government announced that, effective
April 27, the import surcharge would be lowered to 10
per cent.

Mcanwhile the government pressed forward with steps
to insure long-term growth without inflation. On Decem-
ber 16 a Declaration of Intent was signed by the govern-
ment and representatives of labor and management. The
government asked the cooperation of labor and manage-
ment in an attempt to keep price and wage increases
within the range deemed to be in the national interest.
It also made clear its intention to use sterner enforcement
measures if voluntary compliance fails. Under this pro-
gram, wage and price increases will be kept under sur-
veillance by a National Board for Prices and Incomes.
Representatives of important labor groups have reportedly
already given tentative approval to the Board’s 3 to 3%
per cent norm for wage incrcases. The government has
also continucd efforts to reduce the effect on domestic
prices of restrictive practices in industry. Taken together,
the various measures adopted by Britain during the past
six months demonstrated the government’s determination
to deal effectively with the country’s international pay-
ments problems.

Germany’s restraining measures were more of a pre-
cautionary than of a corrective nature. Part of the re-
cent expansionary thrust to the German economy had
stemmed from a renewal of large current-account sur-
pluses since early 1963. This surplus declined in the
second half of 1964, as policy measures taken by Ger-

many’s European Economic Community partners slowed
the growth of German exports and as Germany's own
import demand increased markedly. A further incrcase
in disposable income is anticipated in 1965—partly as a
result of a Jong-anticipated income tax cut in January and
partly as a rcflection of higher wages and salaries that
have resulted from rccent labor negotiations. To counter-
act the inflationary potential of these dcvelopments, the
German Federal Bank raised its discount rate to 32 per
cent on January 22 from the 3 per cent rate that had been
in effect since May 1961. At the same time, the bank
raiscd by a similar amount the rate at which it stands
ready to scll money market paper to the banks. Also, the
government enacted in February the 25 per cent with-
holding tax on intcrest earned by nonresidents on German
securities. This tax had first been proposed in March of
last year to stem the inflow of funds from abroad and thus
curb the balance-of-payments surplus.

Austria adopted a restrictive monetary policy last fall
when rapid growth of demand was placing increased
strain on domestic resources. Effective October 31, mini-
mum required reserves were raised from 10 per cent to
11.5 per cent on demand and time deposits and from
8 per cent to 9.5 per cent on saving deposits in large
banks, with comparable adjustments for small banks. At
the same time, the existing credit ceiling (thc maximum
ratio of credit to sclected liabilities) was lowered from
70 per cent to 68 per cent of the banks’ liabilities. In
addition, the Austrian government early in 1965 author-
ized the use of 3 billion schillings (3115 million) of its
debt held by the Austrian National Bank for initiating
open market operations. Since a sizable balance-of-
payments surplus was considered an important source of
inflationary pressures, Austrian import restrictions were
cased somewhat and the quota for foreign workers’ entry
to that country was raised. Also, the large banks early
last September agreed not to repatriate 1.7 billion schill-
ings (565 million) of thcir foreign assets for a period of
six months. This agreement was extended by another
three months on March 1. It appears that some of these
measurcs may have contributed to thc emergence of a
balance-of-payments deficit in the fourth quarter.

In Sweden, strong domestic demand during 1964 put
considerable pressure on productive capacity. Excess de-
mand was evident in the labor market, and price pressures
were expected to become stronger unless counteracted,
The task of curbing price increases and a larger trade
deficit has mainly becn borne by monetary policy. Along
with other efforts to hold the line on credit expansion—
including a hike from 9 per cent to 10 per cent in the
penalty interest rate for commercial banks not maintain-
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ing the required liquidity lcvel—the Bank of Sweden
raised its discount rate in November to § per cent from
the 42 per cent lcvel posted the previous January.

SWITZERLAND AND THE NETHERLANDS

The Swiss stabilization program introduced last year
was keyed largely to reducing demand and liquidity pres-
sures from both internal and external sources, lest such
pressures become too strong for an economy already op-
erating in high gear. The program was approved by the
Swiss electorate in a February 1965 national rcferendum
and extended for a ycar; it can be prolonged for yet an-
other year without another popular vote. One effect of
this program was a sharp rise during 1964 in domestic
interest rate lcvels for all maturitics. In November, the
large banks in Zurich incrcascd by an average of Y4 per-
centage point the interest they pay on medium-term bank
bonds (Kassenobligationen), and in December these banks
increased their market discount ratc on trade bills by %2
percentage point to 3 per cent. This marked the second
rise of the latter ratc in eight months, following a five-ycar
period of stability preceding April 1964. The cxtensive
controls on imports of foreign capital have been retained.
Early in 1965, Swiss capital and moncy market ratcs
declined from their 1964 peaks but continued above the
levels prevailing a year earlier when the stabilization pro-
gram was just initiated. While the ratc of price incrcases
was reduced, the labor shortage remained pressing. Further
restrictions on hiring of foreign workers have ncvertheless
becn imposed because of mounting concern about the so-
cial problems created by massive immigration of temporary
laborers. Dccrees effective last November and this March
are designed to bring about a limitation in the number of
forcigners in the labor force and a gradual reduction, about
10 per cent, by mid-1966.

In the Nctherlands, anti-inflationary measures brought
to a virtual halt last July the previous rise in consumer
prices. In good part, this inflationary pressure had
stcmmed from the 1963 wage agreement which led to a
17 per cent risc in wages and salaries in 1964. Dutch
wage negotiations for 1965—a major concern for the
government—were settled in December, with wages and
fringe benefits scheduled to rise by 8 to 9 per cent this
year. To secure thc labor unmions’ cooperation in re-
straining wage increases, the government advanced half of
a scheduled income tax cut from January 1966 to July
1965. Output continucd to cxpand through 1964, and
the large trade deficit of carly 1964 became smaller in
the sccond half of the ycar. In the financial sphere, credit
restraint resulted in substantial increascs of short-term

and long-tcrm interest rates over 1963 levels. Commercial
banks continued to exceed their permitted credit ccilings,
and accepted the penalty of making interest-free deposits
with the Netherlands Bank, meeting this pcnaity by re-
patriating foreign asscts. Long-term capital has been at-
tracted from abroad in large quantities, particularly since
last summer when yields on new issues reached a peak of 6
per cent. Given the inflationary potential of such capital
inflows, therc has been increased discussion of the feasibil-
ity of reopening the Dutch capital market to ncw issues
of foreign securitics.

ITALY, JAPAN, FRANCE, BELGIUM, AND CANADA

In Italy, the stabilization program, introduced in the
fall of 1963 and stifficned in early 1964, achicved its
major objective of curbing the country’s large balance-
of-payments deficit. The payments balance swung into
surplus in the spring of 1964 as thc result of a consider-
able decline in imports, accompanied by export expan-
sion and a pet inflow (including reflows) of capital. The
measures requircd to restore external balance apparently
contributed to a falloff of production in 1964 in many
sectors of the Italian economy and to an increase in un-
employment. Consumcr prices nevertheless continued to
rise rapidly—by about 6 per cent last year. Since a broad
range of wages is contractually linked to the cost of living,
the interaction of rising wages and prices has not yet
ccascd.

The authorities have therefore been cautious and selec-
tive in choosing measures to stimulate the economy. In
October, the Italian authoritics madc arrangements with
savings banks to purchase about 200 billion lire ($320
million) of Treasury paper held by these banks as part of
their compulsory reserves. According to the agrcecment,
the savings banks would use the proceeds to acquire
bonds of public enterprises engaged in rail and highway
modernization and other public investments. In Novem-
ber, in view of the dcpressed statec of the automobile
industry, the government repealed the special tax of 7
to 15 per cent on automobilcs imposed in February 1964
as part of the stabilization program. In March 1965, the
government moved more strongly to revive production.
The Credit Consortium for Public Works (a scmiofficial
agency designed to supply funds to local authorities) was
authorized to borrow $400 million cquivalent, and the
Post Office Savings Fund will contribute S600 million
cquivalent, for the financing of an extcnsive public works
program. Also included in this group of mecasurcs were
a onc-ycar reduction in employer contributions to pension
funds and a cut in taxcs on rcal estate transactions.
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Japan's industrial output grew less rapidly in 1964
than in 1963 and became virtually stationary in the last
few months of the year. There were an increased number
of business failures, and prices in the Tokyo stock market
continued the decline begun in July 1963. To bolster
confidence, the Bank of Japan provided substantial sup-
port to the stock market by extending loans to two
government-sponsored intcrmediarics, with the procceds to
be used for purchases of securitics. Monetary policy,
which had been increasingly restrictive in 1963-64, was
relaxed in December and January. In December the re-
serve requirement against demand deposits and against
time deposits subject to call on two-weck notice was
lowered from 3.0 per cent to 1.5 per cent, and the Bank
of Japan’s discount rate was reduced by 0.365 percentage
point each in January and in April. After thc two adjust-
ments, it stood at 5.84 per cent. As Euro-dollar rates moved
generally upward in February and March, the Japanese
authorities on several occasions raised the maximum rates
that Japanese banks are permitted to pay on dollar de-
posits.

The French stabilization efort, in effect since Septem-
ber 1963, slowed the inflationary trend, and after mid-
1964 may also have cxcrted a depressing effect upon pro-
duction. Nevertheless, wages continued to advance, and
in the fall of last year the upward drift of consumer prices
again gathered momentum. Thus, new restraining meas-
ures were introduced in November; controls were placed
on certain food and restaurant prices, and the scheduled
increases in controlled rents were postponed from Janu-
ary to July 1965. Because of the price pressures, the au-
thorities have proceeded very cautiously in relaxing the
stabilization program, and positive measures to stimulate
growth have been minor. In January, the National Credit
Council reduccd slightly some key commercial bank lend-
ing rates (without, however, any change in the Bank of
France’s discount rate). At the same time, in a move to
improve housing finance, commercial banks were per-
mitted to sell mortgage loans to insurance companies and
retirement funds, a privilege alrcady possessed by finan-
cial institutions specializing in mortgage loans.

Belgian monetary policy remained on the side of re-

straint as wage and price incrcases continued. In addi-
tion to the July 1964 boost in the National Bank’s dis-
count rate from 4% per cent to 434 per cent, a 1 per
cent compulsory reserve ratio against commercial bank
deposit liabilities was put into effect in August and re-
newed in November and again in February. With Bel-
gium’s industrial production virtually level since mid-
1964, the Belgian authorities have recently suggested that
sclective easing action might be taken if warranted.

Canada has experienced prolonged economic expansion
and has made progress in reducing unemployment. Monc-
tary policy has generally been stimulative, but has been
adjusted to maintain Canada’s external position without at
the same time aggravating the United States payments dif-
ficultics. When the British discount rate was raised by 2
percentage points on November 23 and the Federal Re-
serve Banks followed immediately with a V2 per cent rise,
the Bank of Canada raised its ratc by only ¥4 per cent to
414 per cent. Canada’s moderate reaction in this instance
was consistent with both the needs of the domestic ccon-
omy and the dcsire to limit short-term capital inflows from
the United States. Similar considerations influcnced the
Bank of Canada’s open market operations. The Canadian
moncy market remained fairly liquid, cven after President
Johnson’s balance-of-payments message in February and
the subsequent measures to curb the flow of funds from the
United States. Canadian Treasury bill yields—which over
long periods have tended to be higher than United States
yiclds—often moved below those on United States Treasury
bills.

Economic policy abroad in the near future may face
substantial adjustments, particularly in the monetary area,
as the United States program to reduce capital outflows
takes effect. (Sceveral key documents relating to this pro-
gram are reprinted in last month’s and in this Review.)
Recent developments, such as the sharp ris¢ in Euro-dollar
rates, suggest that the outflow of funds from this country
has been reduced. In the absence of counteracting policies,
there might be a tendency for credit conditions to tighten
in several countries abroad. The authorities are of course
awarc of this problem, and there are already indications
that policies are being adapted to the new conditions.





