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Cn? of the r-ccom-n"ndalions r;-clo it th? "rd Int nrniitional
Confer'.'nc'? on Co-cporativo Thrift and Credit (London 1974)
Ka. thr.l a tudy group con”i ting nf pocir.li_t in ths
~a\ii>e>- and nonL-tary field hould br? s-tabli;! od, to tudy
inflation and it offset on ttie i,a\ing' of co-oporator:.,
ant! to examine technical ba. ¢, for iolutiono in a co-opo-
rative context.

It \;a decided that memborfhip of the ~tudy group hould be
kept to a niininium: in addition to n-.eniber, of the Inter-

nat Lonal Liaison Comtrittes, invitation”™ wore i2nt to the
Co-operativ" Sank (U.K.), 3ank fur Ccmcinwirtschaft (Fed.
Rep. of Geriraiiy), 3anqu'i dc Francs, INGEQA, the World Sank
(European Hranch) and othjr.. to noir.inate an expert each.

The meeting va hclJ at the Centr-j de Formation du CrJddit
f'utucl Franyaii (French >'utual Credit ~Training Centre),
Birchenbcrg (near Stra;bourg) on 'Ot!. and 31 t October 197-J.

Participants i>ere a ked to prepare backgroung paper." to forn-

a be; ii for dit.cuj-.“ion, and to expret,::. their vioi.' a. indi-\iduali
I iiould like to take thi; opportunity to thank Mr. Braun for
hii excellent chairnian~hip of the tudy group and the Confi-

deration Kationi.le du Credit Mutuel for their ho.pitality,
Mr. Lacour the chairman of the International Liai'.on ComraitteB
on Thrift and Creldit and the members of the tudy groap for

all their hard (>ork before and duiing the meeting.

It ih hoped that the background paper.-., together with the
concluKioiii reached by the .tudy group, i.ill be of help to
coToperati\ a thrift and credit «peciali't., and to all tho jO

looking for a \iay to evc savings against inflation.

H OHMI

Joint-Secretary of the Inter-
national Liaison Coiranittee on
Co-operative Thrift and Credit



PRELIMIKARY REPORT - THE POSITION TODAY

INTRODUCTORY REPORT

It is not the purpose of the present report to make an ex-
haustive analysis of all the problems inflation -.raises'for
the saver, nor of all the solutions that have been envisaged
for the solving of these problems. All it intends to do

to re,call certain data, considered to be important, on the
present situation, and to point our some of the measures
already taken in certain countries or simply proposed by
experts, with a view to remedying this situation.

I - THE SAVER CONFRONTED WITH INFLATION

Inflation today ! a worldwide phenomenon

Inflation, which manifests itself by a rise in the general
level of prices, is not a new phenomenon, but its consequen-
ces reveal themselves in all their gravity when it ceases

to be a 'creeping”™ inflation and becomes a "two-figure iIn-
flation”™ as it did already on a worldwide basis in 1950-1951
or as is the case at, the present time.

It is a fact that the annual rate of the rise in prices in
all O.E.C.D. countries which, on the average, remained
below up to 1960, and, which was around 3.7~ through the
1961-1971 decade, has now gone up to 12.5" for the 12-month
period from May 1973 to April 1974 - (see table 1).
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The causes of today"s inflationist crisis most often advanced
are of the international kind: monetary disorders, recent food-
stuffs scarcities, the rise iIn the price of energy and raw ma-
terials in general.

In certain countries, this imported inflation has become ag-
gravated by various internal factors.

2. The "small saver" is in.lured by inflation

Inflation provokes distortions in the distribution of incomes
primarily penalizing those who hold fixed incomes. However,
it seems that, in recent years, wage earners have in general
been able to avoid any loss of purchasing power through the
rise in prices (see Table 2).

Table 2 : Rates of increase in the wages on non-agricultural
workers from one year to another (source: 1.L.0.)
Country 1971 1972 1973
, Germany 11,9 8,8 9
Belgium 12,1 14,3- 15,1
United
States 6,5 6,4 6
France 10,9 2,1 19,1
Italy 11,9 9,2 21,-8
Japan 14,3 15,7 54,1
Canada 9 7,9 9

The holders of large savings, who more often have the benefit,
of good information on the various investment possiblities,
have been able to avoid the penalizing effects of inflation,
to a great extent at least. They have had the opportunity

to direct their savings towards investments carrying high r
rates of interest, towards real estate ivestments, or so-
called "sherltered” securities, or then again towards spe- n
culation on all sorts of products (gold, raw materials _.....

As opposed to holders of large savings, and as a result of
lack of information or, more simply, of the small amount of
their savings diminish as the rate of inflation rises, as n
the rate of interest given on them is a very poor compensation
(See Table 3). n



Table 3 : Rates
(source : O0.E.C.D.)
\Y

Country May 1972 May 1973

Germany 3,75-4,25 4,25-4,75

Jelgiuin 4,00 4,00
@

United

States 4,30 4,40

France 4,25 4,25

[taly 4,51 4,65

Japan 3,36 3,60

Jetherlands 4,00 4,00

Jnited

Kingdom 3,50 4,00

Canada - 4,50
(©)]

.1 Brought up to 4.25" in June 1973,

5% in January 1974.
2) Brought up to 5.75" in June 1974.

in June 1973,
7.257

I13) Brought up to 5.25/S
i>.TS% in September,

May 1974

5,25-5,75

5,75
4,32

5,00

8,75

of interest paid on savings by the public

Observations

Savings deposits
with legal advance
notice of withdrawl
(without premium).

Deposits on ordinary
CGER savings passbooks

Savings deposits

Savings Bank 1st
passbook

Savings deposit

Ordinary postal savings
accounts

Ordinary Savings Bank
accounts

Ordinary accounts with
the Trustee Savings
Banks and the National
Savings Bank

Savings accounts with
chargered banks.

4.75/6 in September 1973, and

5.75/S in July,

in January 1974, and 8.25?

6.25" in August,

in April 1974.



- THE PROTECTION OF THE"P"UBLIC«S SAVINGS

Today, there are two possible attitudes towards public savings.

The first consists in considering inflation as an irfevitatjle
silsEertune and in adapting oneself to it. In this «™ase, it
appears that the setting up of

any system for the efficacious protection of public sa-
vings is almost indispensable. One of the usually conside-
rated' systems is interval indexation. n

Those who support the indexation of savings claim that, in
addition to {Protecting savings, this system would moreover
enable investments to» be better selected (by encouraging
long-term investments),, over sumptuary investment expenses
to be reduced and*, as a result, overall demand to be dimini-
shed an element which helps in the fight against inflation.

On tHe- other hand, it is often observed that, through its
cepereussions, indej™ation risks provoking an acceleration
in infXatibn and intrbducing rigidities into the economy.

Finally, suchi an. attitude can provoke difficulties from the
external standpoint (in particular, need for floating or
frequently ad”'ustable exchange rates).

*

The second possiBl'e attitude towards inflation consists in
taking up tHe fight against the rise in prices, which im-
plies the adoption of efficacious measures of political
economy:. However, a-certain period of time always passes
between.-me moment when, prices begin to rise abnormally rapidly,
the moment when people become aware of this phenomenon and,
finairy, the moment when the measures 'taken against inflation
pcove to efficacious.." It becomes quite clear that some pro-
tection, or othier.of' savings is necessai?y during this period
of reaction.. Moreover, one of the clas”ipal. mean™ of fight-
ing inflation, is the encouragement of savings, and especially
oS longrternr savings,, which normally put a weight on consumpt-
ion and tKils in. overall demands

Within the scope of these two possible attitudes when confron-
tedWith inflation, a few experiments for the encouragement
andk prbtection' of sa.vings have been puto into application in
ceittai'ni countries.

In practice, usually, the twa attitudes arfe simultaneous,

on thet one- hand the fight against 'inflation is taken up with
all the strenght one can» But ore -fche other hand in sofaras,
in spite off every effort, inflation is still, extant, it is
necessary to accomodate to> it in mitigating its, most important
disadvantages.

Further* various concrete proposals have recently been put
forward" by the experts who' have taken up these problems. These
experiments and proposals form the subjects of the reports
attached hereto.



Systems for the Encourggment of Savings Now in Force and Which

do not call for indexation

GERMANY
a) 0ld systems for the encouragement of savings:

1) Savings deposits wi tli premiums ; persons who sign a savings contract
(minimum commitment of 60 DM per year) in a single paymejit (6-year contract),
or in staggered payments (spread over 6 years to which one year"s waiting

is added) are given the advantage of a premium, the rate of which depends on
the family situation of the recipient:

This goes from 20% for single persons
up to a 30% rate for a married couple with
at least five children

Thus yields vary between 12.7% and 15.55" in the case of payments spread
over the years.

In addition, the premium 1is increased by illOh when the taxable 1income
does not exceed a certain amount for the year preceding the signing of the
contract.

A ceilin"g is placed >on the premium, depending on the recipient®s family
responsibilrties. It is paid out by the administrative office of finances
to the credit trustee institution.

11) Building savings ; the savers commit themselves by contract to renouncing
the free availability of their assets (paying these into the bank in one

single payment or in staggered payments) for 7 years. The unblocking of

these savings before the deadline is possible if the funds are used for expendi-
ture on real estate.

The si”ms saved carry an interest of 3% and give the saver the right
to a loan at an interest rate of 5% and equal to 150% of th™ savings made.

In addition, the office of finances pays a premium of 25% of 35%, depend-
ing on the family situation of the recipients (and increased by 30% for the
benefit of per“sons whose net taxable income was below a certain amount).

From 1950, to 1969, the sum total of premiums paid is said to have reached
DM 16.%t Milliaijd, that 1is, 9.2 Milliard for building savings and "7.2 for
deposits.

ill) Finally, the 62~ DM. law confers the advantage of special treatment (Pre-
miums and- fiscal advantages) on certain voluntary payments granted by employers
to wage-earners 1in addi-oon to their normal wages, to enable the latter to
build up a patrimony.

b) New advantages offered to savers

i) Faced with the flight savings deposit savers to forward deposits, bankers
had the 1idea of giving a premium on savings deposits invested for a certai™n
period.



ii) New types of investments have made their appearance recently;

"Certificats de croissance™ (growth certificates) for
a duration of 5 to 6 years but which can be refunded
at any moment. The rate of "interest rises from 7%
per year (1st year) to 12% (6th year).

Savings bonds for a duration of 5 years with interest
(9%) added in advance (12% real interest).

Savings debentures are debentures to bearer for a duration
of 7 to 9 years. They are thus more fungibly quoted
than savings bonds.

FRANCE

The Caisses de Credit Mutuel and theSavings Bank "A" savings bool<s are
exempted from income tax. Withdrawals arepossible at any time and without
notice in advance. As from the 1st January 1969. a "fidelity" premium of
0.5% was added to the interest of 4% when the deposits over a full year exceedei
the withdrawals.

A super-premium was temporarily added when the average balance of new
deposits between 1st September 1969 and 31st May 1970 exceeded the average
balance registered between 1st January 1969 and 31st August 1969. On 1st July
1970. the fidelity preitiiun was suspended and the rate of interest was brought
up to 6%.

Finally 7 on 12th June 1974, "the interest rate was raised by 0.5% and
the fidelity premium was reinstated at therate of 1.5%, applicableonly to the
growth of deposits from one quarter to another. ~

The Caisses de Credit Mutuel and the Savings Bank "B" Savings books, as
well as savings books of banks operating in accordance with the principles as
the "A™ savings books, do not have the benefit of exemption from taxation.
Further, bank savings books carry an interest rate 0.75% lower than that given
to holders of Caisses de Credit Mutuel and Savings bank books.

The "Plans d*Epargne Logement" (Housing Savings Plans) require th'at the
saver make a minimum payment of 500 F followed by periodic payments (at least
1200 F per year) for 4 years. These savings confer a right to an interest of 4/
(3.5% before June 1974) and, on expiration of the 4years, to a premium paid
by the State and which is equal to the total sum of interest required. Neither
trie interests nor the premium are subject to income tax.

In addition, on expiration of the contract, the -saver has a right to a
loan for the purchase or building of a principal residence, or for the improve-
ment of his housing. This loan carries an interest which 1is deductible from
the fiscal income at the rate of remuneration of the savings accumulated,
increased by 1.50% approximately, and its total sum is calculated in such a
manner that the amount of interest to be paid does not exceed the sum total
of 1interest acquired by more than two and a half times.

Considering the amount of the premium paid by the State, which brings
the interest rate on the savings up to about 7% and above all the Ilevel of th.B
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rate of interest on the loan, this formula is relatively advantageous, and it
has had a certain success.

I JAPAN

So as to encourage savings by married couples™ two measures have been
taken:

a) Six month deposits made during the period of distribution of premiums
(these are very high, and usually paid twice a year) are remunerated at the
interest rate prevailing at the moment increased by 1%.

b) The six month deposit certificates have be” 1issued at an .interest fate
of 3% lower than that of ordinary certificates®oPthe same duration. The
first-mentioned certificates give the holder the" right to participate in a
lottery of which® the first prize is 10 ml 1lion yen.

Receptivity of the preferential treatment for the six months time deposits
at the time of bonus seasons has been remarkable, but that of the lottery-
number bearing six months time deposits is getting lower just after the popular
initial sales.

THE UNITED KINGDOM F

a) Ordinary savings deposits yield an interest of 4% up to's0 of interest,
and this 1is not taxable. WIlthdrawals"without previous notice “are possible up

to the amount of £20.
1

b) Investment deposits in the National Savings Bank bring in a taxable inter-"
est of 9%. Withdrawals are possibie with one month"s previous notice.

c) The "Save As You Earn"™ (SAVE) system consists in remunerating monthly
deposits of £1 to £20 paid in over a period of 5 years by a non-taxable premium
of 23% (yield of around 4.5%). If the saving is left in the account for two
years more, the premium 1is doubled (yield : 5.75%)

d) The British Saving Bonds carry an interest of 10.1%, payable twice a
year and taxable. Refund can be made with one month"s previous notice, prior
to the normal term of 5 years. When the end of the 5 year term comes, a
premium of 3% 1is added to the nominal interest.

e) Savings Certificate"s carry progressive interest rates ranging from 6%
for the 1st year up to 7.5% at the end of 4 years.
CANADA
The Federal Government has proposed that, within the scope of the next

budget, income on savings shall be exempt from taxation up to the limit of
the first $1,000. \
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SYSTEMS FOR THE PROTECTION OF SAVINGS WHICH REQUIRE INDEXATION

Most of the savings indexation systems put into application since the
last World War have been ephemeral and have only touched the debentures market:
such was the case in France, Austria, Sweden and Iceland.

However, a few experiments do hold our attention by the generalisation
of the indexation to savings accounts they involve.

BRAZI L

~ Since 1967, bank deposit rates have the advantage of indexation clauses
which are referred to an index of wholesale prices. The payments which are
representative of the indexation are exempted from taxation.

FINLAND

The first issue of debentures indexed at 100% on the index of wholesale
prices dates from 1945. From 1950 on, indexation became generalised on the_
financial market and was extended to certain insurance contractsr;;”i’d..then-, in
1955, to certain categories of forward deposits. The duration of these
deposits was fixed at 12 months and that of their minimum amount to 300 marks
US$ 130). The accounts thus indexed carried a nominal rate of interest 1.5%
lower than that given on non-indexed deposits, and the compensation provided
for the rise in the cost of living index was 50%.

From 1963 onwards, the Commercial Banks and Savings Banks offered a
guarantee of 100% on forward deposits. Since 1964, indexed deposits are, in
addition, fully exempt from income and property taxation, for capital, the
interests and compensatory payments.

In 1967, the propor tion o'f indexed accounts as compared with the total
of forward accounts reached 35% and the debentures indexed represented 85% of
the certificates in circulation.

In the autumn of 1967, following on the devaluation of the currency, the
risk of an inflationary spiral developing as a result of the interplay of
indexation and the rise in prices of imported products, led the Government,
in agreement with its social partners, to prohibit indexation clauses, in
principle, for the future.

ISRAEL

The indexation of fixed income securities (debentures, and then deposits
and insurance contracts) became gradually generalised between 1948 and 1962.
The reference index at the outset was the rate of exchange of the Israelian
pound with the United Sfates Dollar.

From 1964 to 1968, the indexation clauses were abandoned for long-term
government funds, and a system of fixed annual "inflation premiums"™ was set
up in their place.

THE UNITED KINGDOM

One Credit Institution, Western CredjT~fesued as an experiment in 1973
three year bonds carrying an interest indeSes® wj,th a basic annual rate of 9.5%.
12



The interests, but not the capital, will rise each year within the Ilimit of
a 15% rate, on the basis of inflation measured by the index of retail prices.

Furthermore, two projects announced by Mr. Wilson last August consist:

On the one hand, of replacing the SAVE system now
existing,by a system operating on the same principle
but comprising revaluations in accordance with the
retail prices index.

And on the other, of proposing to small retired savers
the purchase of debentures at £10, for a minimum of 5
years and indexed, 1iIn capital and interests, at the
level of retail prices. A premium will be paid to
those who keep these bonds to the end of their term
but they will be negotiable at any moment.

The results of experiments which have been running for a sufficiently long
time to be judged have 1in general proved to be rather disappointing. Admittedly,
it does seem that indexation measures at 100% have proved to be fairly good
protection against monetary erosion, but these have so far always been abandoned
after a shorteror longer period of time for reasons of general economic policy.

As opposed to this, most of the measures which do not call for indexation
have not provided sufficient protection of savers capital against present-day
inflation, except in the case of Germany where the rates of yields on savings
have always been rel3tively high and where inflation rates, on the other hand,
have remained "among the lowest in the world.

Presented By

Secretariat of the International Liaison
Coimnittee on Cooperative Thrift and Credit.
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I NFLATION I K CANADA

INTRODUCTION

In Canada, as in most other western countries, both the public and
political authorities feel that inflation as experienced recently, is the
economy's major problem. This feeling seems to flow from the inflat-
ionary troubles suffered during recent years and which reveal two main
features: the high level of inflation rates as compared with average infla-
tion rates during the sixties and the very high variability of Canadian
inflation rates since 19V1. It is a fact that inflation has not stopped
increasing and even accelerating since that time as shown in the follow-
ing table:

1971 Rate of Growth of Acceleration
Inflation* Inflation*** Inflggi)gn***
1971 2.9% -.4 .8
1972 4.8% 1.9 15
1973 7. 6% 2.8 9
1974** 10. 6% 3.0 .2

Annual rate of increase of the IPC Index of Prices at Consumption level
**  from January to March at the annual rate
measured in percentage points

B) THE LEVEL OF INFLATION IN CANADA

The rate of inflation in Canada (measured by IPC) (1) was 11 3% (11.7
in the United States) over the IE-month period ending in July 1974. Canadi-
ans are absolutely unused to such a high level of inflation, for the average
during the IO years ending with 1973 had only been 2. 9%. The European
experience during this same 10-year period was, in general, much more
inflationist. Only in the United States was there »n inflation rate comparable
to that of Canada during this period (3.1). "

Even today, the ratu cff inflation in Canada is not as high as that exper-
ienced in most European countries (over 13.4 for EEC members). None-
theless, the differential in percentage as between these two inflation rates
has shrunk considerably during the last few years.

At first sight, one is led to believe that the Canadian authorities, like
the American authorities, have chosen to accept an appreciably higher rate
of unemployment than that offoreign countries in exchange for a rate of
inflation much lower than theirs. For there is no doubt, in fact, that among
the industrialised countries, Canada and the United States have the highest

(1) IPC: "Indice des Prix a la Consommation” (Index of Prices at Consumption
Level) n
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i“unemployment rates (5.1 on the average in Canada, from 19i6Z to 1973), even
~taking into account the different methods used by countries for the calculation
of their unemployment rates.

B) THE INCREASE IN CANADIAN INFLATION

From 1971 to 1973, the'~C annual increase was a rise from 2.9 to 7. 6,
which implies an average rate of increase in inflation of about 6.2%. At this
rate, Canadian inflation will reach the 20% level in 1975. Admittedly, such
an extrapolation has no value as a forecast if it is not supported by economic
theory and the plannings of economic policies. It is only given here as an
illustration of the manner in which the problem of inflation could be felt by
Canadians if they were to form their extrapolation on this basis.

C) THE acceleration OF CANADIAN INFLATION

The acceleration of inflation is not a new phenomenon in North America;
several economists considered it to be an essential characteristic of North
America from 1960 to 1969. And it is a fact that, during this period, Canadian

inflation accelerated by an average of . 54 percentage points {. 44 in the United
States).

However, what is new is that this phenomenon has become generalised in
the European economies since 1972.

* Kk Kk Kk Kk Kk Kk Kk K* K* K

Within this context, we shall first attempt to explain the causes of the rfcent
Canadian inflation and to compare them with those of the sixties.

After that, we shall evaluate the effects of inflation on the distribution of
~ncome and wealth. We shall do all we can to measure the impact of inflation
pn the savings in the Caisses populaires and in financial intermediaries in
general. Finally, as a conclusion, we shall suggest a few measures which, in
our opinion, will permit us to fight inflation and to alleviate or reduce its harm-
ful effects on the savings of the Caisses populaires.

We think it pertinent to discuss inflation in Canada and its incidence on the
economy by studying it within the scope of a well structured theory. It will indeed
be of interest to observe that the absence of a theoretical perspective of the
process of inflation can lead to the adoption of unsound economic policies which
have no impact whatever on the real causes of inflation. For a start, we shall
sketch a simple conceptual framework which will enable us to explain the causes
and effects of inflation. After that, ‘we shall see that this simple theoretical
framework can easily be applied to Canada's inflation experience. It is obviously
Wore of a risk but much more profitable, in our opinion, to take the economic
ijtheory as a basis and to try to. explain the causes of inflation, than to keep to a
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simple description of the Canadian inflationary experience of recent years.
The measures we shall suggest for the protectiou_of savings bank depositors
against inflation will thus be founded upon the economic theory we are going
to elaborate. '

CHAPTER 1

INFLATION: A DEFINITION

It is generally agreed that the rate of inflation can <be defined as a steady
rate of increase in the general level of prices or, what comes to the same
thing, as the difference between the rate of increase of production in current
dollars and the rate of increase of production in constant dollars.

This definition calls far two important observations. Firstly, the utili-
sation of the term "steady rate of increase" in the definition of ififlation is very
significant. Its purpose is to make a clear distinction between the fundamental
forces which cause a "steady" rise in the level of prices and certain phenomena
which affect the short-term level of prices without for all that having an effect
on the long-term increase in the level of prices, i.e. inflation. Thi's distinc-
tion is all the mote important for being, so it seems, often badly understood
by the public and by political authorities at the present time. It cannot be
denied that, in 1973, certain special factors led to a higher increase in the level
of prices than would have been the case without them; as examples, we mention
the increase in food prices, the worldwide energy scarcity and the economic
boom experienced by most-western countries. These factors explain very well
why the index of consumption prices rose by 7. 6% in 1973 instead of, let us say.
6%. On the other hand, they dp not explain why the rate of inflation would have
been as high as 6% without them. They cannot explain why the IPC has increased
by more than 25% in Canada and the United States between 1968 and 1973. In the
text which now follows, we shall concentrate our attention on the fundamental
forces which give rise to inflation without for all that neglecting the special
factors which causeji recent inflation to be higher than would otherwise have been
the'case.

I

If we accept the definition of inflation as given above, we also have to reject
the theory according to which inflation is caused by the thrusting up of cos(;s by
trade unions or monopolies.

> The structure,of power over ihe labour and products markets cannot explain
a steady rise in the level of prices, for this structure has remained relatively
stable in Canada'since the last war. Only a change in this power structure could
have had some effect on the rise in the level of prices, and even there only a
passing effect. In our opinion, the trade unions and monopolies cannot be held
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responsible for an inflation of 7. 6% in 1973 while they were not held responsible
for the inflatioft of ten years ago. The trade unions and monopolistic concerns
are the same in'the two cases and their striking force has varied only very
slightly within the period mentioned. In actual fact, the structure of economic
power affects essentially the structure of prices and wages in the various
markets. This brings us to our second poiht.

The second point we wish to stress is raised by the use of the term "general
level of prices”. Inorder to evaluate the consequences of, price variations, it '
is'very important to distinguish clearly between a change in relative prices, or
what comes to the same thing in the structure of prices - a rise in food prices
as compared to prices of other goofife, for example - and a rise in the general
level of prices, tliat is, inflation. The fundamental causes of these two pheno-
mena'differ very considerably. Changes in relative prices stem from variations
in the relative forces of supply and demand in the various economic sectors.
Thus changes in the structure of prices enables resources to be allocated more
effectively so that the needs of consumers may be satisfied. On the other haid,
variations in the general level of prices are of a quite different nature and are
caused by fundamentally different phenomena. In fact, the rate of inflation is
a measure of the decrease of purchasing power of money. It can thus be expected
that inflation is a phenomenon closely linked up with the rate of increase in the
stock of currency held by agents.

Thus we must distinguish, conceptually at least, between the part of a rise
in prices attributable to a change in the relative price and that caused by a
general rise in the level of prices. Itis, for instance, misleading to affirm
that the rise in prices for services (4. 4% per year on average) in Canada from
1962 to 1968 is the source of the increase in the IPC {3. 6%) during the same
period. The truth is more likely the reverse: it is the rise iti the IPC that has
led, for the most part, to the rise in the prices of services. If the rise in the
IPC had been constant, the rise in the prices of services would Only have reached
9% (4.4% - 3.5% = .9%).

More generally-, studies in which changes in price levels are analyzed on.
the basis of variations in the prices of various goods, so as to discover the
cause or causfes of inflation, make the same mistake. The causality wor,ks
rather in. the opposite direction: certain fundamental forces produce inflatidn,
and the spreading of this inflation over the various goods depends on the devel-
opments in the supply of, or demand for each of these goods. To be sure, an
abrupt change in the suuply of, or demand for a commodity affecting its relative
price (as was the case for petrol, for instance, in 1973,) can have a momentary
repercussion on the rise in price level. It cannot however have a sustained
influence on this. Furthpr, itis very likely that inflation will produce changes
in relative prices, particularly if it is high and variable. Certain prices respond
in a very slow manner (for example, those covered by long-term contracts).
These relative changes'in prices stemming from inflation produce distortions
on the markets of the economy, for they provoke an inefficient reallocation of
resources towards sectors where protection against inflation is easier. For
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example, in the short term, inflation brings about a reallocation of financial
assets for the benefit of physical assets (i.e. houses, durable goods ...) for,
in general, these latter offer better protection of the yield from savings than
the former. This latter point is an essential one; we shall come back to it
when we take up the question of the effects of inflation on savings.

CHAPTER 11

L

THE SOURCES OF INFLATION

For the purposes of this account, in this second chapter we shall restrict
ourselves to the study of the sources of inflation in a closed economy (1), i.e.
without relations with outside countries. We shall then turn our attention to
the sources of inflation in a small and open economy like that;*of Canada. The
distinction between a system of fixed rates of exchange and a system of float-
ing rates of exchange :will then be an essential one.

A) INFLATION IN A CLOSED feCONOMY

Let us presume an initial situation in which the level of prices is
stable and where economic agents expect them to remain stable for a long
time. However, stability in the level of prices is bound up with a rise in
wages in current dollars. It is a fact that, in a free market economy, com-
petition between firms for the engaging of workers will force real wages,
(i.e. wages in terms of purchasing.power) to increase at the same rate as
the real productivity of the manpower (2). As long as the overall demand
for goods and services increases at the same rhythm as potential production,
the rate of increase in wages, 3% per y?ar, for example, will be maintained
and the level of prices will remain stable. This initial situation is also con-
sistent with a positive rate of unemployment attributable to the.structural
characteristics of the labour and products markets, for example, mobility
costs, costs of obtaining information on vacant posts, the stochastic varia-
bility of the supply of. and demand for products, and the structure of mini-
mum wages .... In Canada, it is estimated that this unemployment rate lies
on the average between 4. 5% and 5- 5%, but it may vary if the above charac-
teristics develop as time goes on.

(1) The American economy constitutes a good approximation of this kind of
, economy since it only exports 6. 5% of its GNP (1972)

(2) In a case where the rise in real wages would be weaker than that of the
additional productivity of the workers, it would be to the advantage of
each firm to engagemore workers so as to increase profits. The inc-
reased demand for workers would force wages up until the rise in wages
becomes equivalent to that of productivity.
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n Now, let us suppose that the political authorities wish to lower the
"unemployment rate from 4% to 3% by an expansionist fnonetary policy." In
ilfother words, the monetary authorities decide to purchase more government
bonds held by the banking system and individuals. The initial effect of Uiis
policy would be a lowering of the yield of these bonds, and the result of.
this would be the provoking, between the economic agents, of pressures
for the lowering of all interest rates on financial assets in general. In addi-
tion, the consecutive rise in bank cash reserves'Vill permit the banking
system to increase its assets. A certain part of these assets will serve to
increase the surplus reserves of these banks, but it is to be expected that
the banks will utilise the major~part of this increase in reserves to make
loans and to purchase bonds on more favourable terms, thus adding to the
pressures for the lowering of interest rates. Presuming that the rates of
ields from existing physical assets remain initially unchanged, a lowering
*finterest rates on financial"assets will induce an increased demand for
all physical capital, including the fixed capital’ (machines, equipments,
industrial buildings) of firms, the inventories, the residences, and the dur-
able goods possessed by consumers.

Thus, the increase in the rate o™ growth of the volume of money promotes
increased demand on the products market and, consequently on the labour
market. This results in a rise in ptices and in wages. However, on the
short term, the rise in prices will be greater than that of wages. This is i
because the workers, having negociated their wages without having fore-
seen a rise in the level of prices, will be victims of a drop in the purchasing
power of their wages, even if wages in current dollars, rise. For example,
if wages rise by 4% while inflation is at 5%, real -~ges drop by 1%. This
decrease in real wages which has not been anticipated by the workers is a
stimulus to employers to engage more" workers. Thus, unemployment will
decrease as a result of the tise in the level of prices. Hence, in the short
term, the"re is aninverse relation between inflation and unemployment in
every economy.

This, however, only describes the initial phase in the process of infla-

ion; this expansion phase (or pressure on demand phape) will necessarily
be followed by a contraction phase (or upthrust of costs phase). For the
workers cannot be deceived indefinitely. In due course they will ask for a
fpremium'equal to the initial'inflation so as to protect themselves against
the latter. By this very fact they will start up an additional inflation of
prices as a result of this "upthrust of costs". Consequently, each time
there is a new round of negociations by the workers for the purpose of
;indexing their’'wages at the cost of living level, there will be a new inflation
in prices and wag”s.* This creates what is known as an "inflationist spiral”.
However, this spijral does not generate an.unending inflation. The latter
will continue to grow, but at a lower and lower.rate up to the time when
'real wages converge tovra.rds the long-term rise in productivity, (i.e. 3%).
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For as long as there is a divergence between these two variables, there will
always be an excess demand for workers.

During this contraction phase, the convergence of the rise in real wages
with the rate of growth in productivity will reverse the process which provoked
a'drop in unemplpyment during the initial phase. Over the long-term, the rate
of unemployment will come back to 4%. From then on, the rate of inflation
reached will be anticipated perfectly by the workers and the latter will be
fully protected against inflation. Over a long period, the monetary policy
will have an effect upon the inflation rate of prices and wages without having
an influence on the rate of unemployment and real wages. Over the long-term,
therefore, the rate of inflation essentially depends on the rate of increase of
money. If the Central Bank decides to increase this rate by 4%, the long-term
rate-of inflation growth will be 4% without having an effect on unemployment.
Only an acceleration of a rate of growth of the volume of riioney, producing an
acceleration in the rate of inflation, will permit the economy to "purchase"
an unemployment rate lower than 4%. For the fact is that it is only on this
condition that the rate of inflation will be always greater than the inflation
rate anticipated by the workers. \

This, however, presupposes that the workers do not anticipate the accel-
eration in the rate of inflation, and that they are the dupes every time. Sooner
or later, even this acceleration will come to be anticipated. When this
moment is reached, even an acceleration of the inflation will not be able to
lower the unemployment rate below 3%. Over the long term, there will not be
a negative relation between inflation and unemployment.

To sum up, according to the inflation theory elaborated above, the two
principal factors in the determination of the rate of inflation are the rate of
growth in the volume of money and the inflationist anticipations of economic
agents. Over the short term, a change in this rate of growth has an effect on
employment, production and inflation, but over the long term, it only has an
effect on inflation, once the anticipations of individuals have been adjusted to
the inflation reached.

The American studies by Professor Milton Friedman of the Chicago |
University seem to indicate that a change in the growth rate of the volume of
money is followed, generally speaking 6 to 9 months later, by a change in the
total expenditure of the economy on goods and services. The greater part of
the change in expenditure derives from a rise in production .rather than from
a rise in inflation. This corresponds to the expansion phase. However, 12 *
to 18 months later, the change in the rate of growth of money only has an effect
on inflation. This corresponds to the contraction phase. It is important.to
note that these periods of time express an average relation, which ifi not
necessarily stable , between the monetary policy and inflation. It is clear
that the workers' rapidity in cinticipating the inflation has a lowering influence
on these periods.

An expansionist fiscal policy (for example, a rise in the rate of growth of
governmental expenditures), providing it is not financed by an increase in the
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volume of money , i.e. if it is financed by taxes and public loans, cannot have
a sustained effect on the rate of growth of price levels; especially, it will
cause a rise in prices in relation to publifc property as compared with private
property. It will bring about a reallocation of the private sector resources
as the income on the latter will have diminished as a result of taxes and the
loss of savings for the benefit of the public sector. In time of war, this will
mean more cannons and less butter.

However, an increase in governmental expenditures can, as a last resort,
explain the rate of inflation in a country. This happens when the government
finances a large part of its expenditure by selling bonds to the country's
central bank so as to prevent a too great a rise in the interest rates on its
bonds. It thus increases the volume of money. This is the explanation of the
very high rates of inflation in certain countries of Latin America. For
example, ove'r the 1950-1959 period, Uruguay, Bolivia and Braail experienced
the average annual inflation rates of 43%, 41. 3% and 35.1% respectively, where-
as the annual rate of increase of the volume of money was respectively 40.1%,
41. 6% and 38. 2%.

This inflation theory has a practical impact on economic stabilization
policies:

1)* Political authorities'must not attempt to force the economy to
produce \Yith a very low unemployment rate by adopting an ever
increasingly expansionist monetary policy. The target'aimed
at will not be reached (except over the short term,) and over
the long term, this policy will give rjse to inflation acceleration
problems. The Canadian inflationary experience since 1971 is
largely explained by this error.

2) It is important that the persistance of a too rapid inflationary
period over too long a time be prevented. Once the inflationist
anticipations (or psychosis) are incorporateH in the economic
decisions process, it may be very costly to eliminate them.

For example, monetary authorities can succeed in bringing down
the inflation rate from 15% to 5% within a relatively short period
of time through the application of a very restrictive monetary
policy. However, this will result in a drastic rise in short term
rates of unemployment (exactly the opposite of the effects of the
initial phase of an expansionist policy) even though, atlong term,
the rates of unemployment will return’ to their initial level once
the inflationist psychosis has been reabsorbed. In a way, there
is a choice to be made between more or less unemployment at
the present time, and more or less inflation later on.

3) Fiscal polic-y must not be utilised as an instrument for fighting
inflation. When it is not financed by an increase in the volume
of money, its only long-term effect will be on the'allocation of
resources between the government and the public.
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B)

a)

4) A country's central bank must avoid producing abrupt varia-
tions in the rate of growth of the volume of money. It must
be remembered that this rate underwent an annual average
decrease of 35.2% in the United States and Canada during"*
the 1929 to 1933 crisis. Paradoxically, stabilisation policies
can by themselves generate economic cycles. Generally,
these latter incite the authorities to cause over-abrupt
variations in the growth-of-money rates. For the fact is
that, at the first sign of success of a restrictive monetary
policy against inflation (as in Canada from 1969 to 1971),

the resultant short-term unemployment incites the author-
ities to change arms and to adopt an over-expansionist
monetary policy (as in Canada from 1971 to 1973). These
too abrupt variations in the growth rate in the volume of
money can generate v'ery great economic fluctuations,

create uncertainty in the minds of the public and provoke

an inefficient allocation of productive resources.

INFLATION IN A SMALL AND OPEN ECONOMY
Under a system of fixed rates of exchange

For a small "open" country (1) like Canada, the decision to fix its rate

of “xchange with another country like the United States almost amounts to
choosing the same money as the latter. This is true when the financial and
'trading transactions between the two countries are highly integrated (2).

The Canadian monetary policy is then completely dependent on the American
monetary policy over the long term, and consequently, the Canadian rate of
inflation cannot diverge appreciably from that of the United States over a
long period.

If, hypothetically speaking, Canada were to choose to increase the rate

of growth of the volume of money so as to restrict unemployment, the initial
drop in Canadian interest rates as compared with those of the United States
would lead to a net mass departure of American capital from Canada. The
fact is that transaction costs on the Canadian-American financial markets are
very low, and they do not really constitute a barrier permitting a large differ-
ential of interest rates without provoking high flux variations of foreign capital.
The capital account difficulties of the Canadian balance of payments would force

@

)

It should perhaps be remembered that Canada exports and imports
between 20% and 25% of its GNP.

This is true of Canada and the USA. For, on the one hand, it is seen
that a slight variation in the differential between the Canadian and American
interest rates provokes very large variations in the flux of capital on Short
term of the two countries. This itoplies that the financial markets of the
two countries are'closely integrated. On the other hand, we kriow that 65%
to 70% of Canadian ejcports go to the USA. This implies that the commer-
cial markets are likewise closely integrated.
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the Bank of Canada to return to a less expansionist Tnonetary policy at long
term. To be sure, the Exchange Fund can support the Canadia'n dollar over
the short term by supplying foreign currencies for the purpose of repurchas-
ing Canadian dollars. The Banque du Canada can also sterilise of neutralise
the decrease in the volume of money brought about by the Exchange Fund
operations by intervening on the open market. The presence of a stock of
foreign currencies in the hands of the Exchange Fund in a way allows the Bank
of Canada to "purchase"”, over a short period, a monetary, policy autonomous
with the American monetary policy.

However, the stock of foreign ~currencies vjrill become exhausted as the
~Exchange Fund continues its policy of support of the Canadian dollar. Conse-
quently, the monetary policy will have to change it* direction if the Canadian
authorities wish to avoid a serious crisis in the balance of payments. Further,
foreign speculation against the Canadian dollar will make itself felt as and when
speculators begin to anticipate a possible devaluation of this dollar. This specu-
lative thrust (as in 1968 in Canada), will force the authorities to intervene more
rapidly so as to reestablish the initial differential between the Canadian and
American interest rates by a monetary policy which has become less expan-
sionist.

1

Further,' the rise in the inflation rate caused by the expansionist monetary
policy of the initial period will make Canadian exports less competitive, and
imports relatively less costly for the Canadians. The effect of this will be a
clear decrease of exports from Canada in goods and services as compared
to what they would otherwise have been. This second effect will accentuate®
the deficit in the Canadian balance of payments and will add to the pressures
on the Bank of Canada for the return to a less expansionist monetary policy.

Under a system of fixed exchange rates, the American inflation rate
is thus entirely passed on to the Canadian economy in a long period, through
the intermediary of the variations in the growth rate of the volume of money.
Only the imposing of artificial barriers on capital movements and imports can
enable Canada to choose an inflation rate different to that of the United States.
For example, a severe control of exchanges and a high tax on incoming and
outgoing capital (1) could, in principle, isolate the Canadian monetary policy
from that pursued by the Americans. Nevertheless, the possibility of adopt-
ing such barriers i™ very limited; certain among them are prohibited by IMF
or GATT international agreements and, moreover, they can provoke reprisals
from other countrie”™ and' consequently result in a considerable restriction of
international exchanges. Such a restriction would be a catastrophe for an
"open" country like Canada. As expressed by the economist Harry G. Johnson:

4
1) Ap example of this IjNind of tax is supplied by the American experience.
In July 1963, the United States brought in a tax "for the equalisation of

interest rates" on capital leaving America for countries abroad.
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"The Banque du Canada, under a system of fixed exchange rates, forms the
thirteenth American Reserve Board." Actually'therefore, Canada- cannot
choo”se the inflation rate it desires under such a system; it is obliged to
adopt that of the United States.

More generally, the existence of a fixed exchange rates system assoc-
iated with a growing integration of international markets (the appearance of
a Eurodollar market is a striking example) implies that inflation in each of
the Western countries must no longer be analysed as an insolated phenomen6én.
It is becoming increasingly necessary for the problem of inflation to be solved
at the international level by means of coordinated economic policies (mainly
monetary policies).

b) Under a system of floating exchange rates

The existence of a floating (but not necessarily unstable) exchange rate
means that the central bank of a small very open country can be given the
possibility of pursuing an autonomous monetary policy and therefore of choos-
ing the.inflation rate it wishes to obtain. However, the variations in the rate

of exchange essentially depend on the choice of inflation rate the country wishes
to attain as compared with a foreign inflation rate. For,in fact, to obtain an
equilibrium in the balance of payments of a country, it is necessary for prices
in this country (in t*rms of American dollars) to increase at the same rhythm
as prices abroad. This is the important restraint imposed on a small open
economy such as that of Canada. Under a system of flexible exchange rates,
this country can however choose what part of world inflation shall be conveyed
to domestic inflation and, consequently, what part will be transmitted indirectly
by means of a variation in the exchange rate. For example, if world inflation
is 12%, this country will be able to choose an inflation rate of 3%, but only if

it accepts arise of 9% in its exchange rate (which automatically equalises the
balance of payments). Thus, the variation in the rate of exchange is a sub-
stitute for the variation of the domestic level of prices.

CHAPTER [

«
CANADIAN INFLATION FROM 1962 to 1974

The Canadian economic experience during this period can be divided into
two parts. From May 1962 to May 1970, Canada knew a fixed rate of exchange
system whereas, from May 1970 onwards, it adopted a floating rate of exchange
system.

A) THE PERIOD FROM 1961 to 1971

We hive established”bove that, under a system of fi;ced ej*hange rates,
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a small and open country like Canada cannot adopt a long-term autonomous
monetary policy, although’) at the short term, the existence of a stock of
foreign currencies does permit this economy to have a certain margin for
manoeuvering (particularly if it desires an inflation rate less than that abroad).
Canada lost this slight manoeuvering margin from 1963 to December 1968

since it agreed not to keep more than t. 6 milliard American dollars in its
reserve of foreign currencies, in exchange for exemption from the famous
American "equalisation of interest" tax. This restraint was in fact effective
during the period in question since the level of the Canadian reserves almost
always kept close to this maximum.

As a consequence, during the 1963-1968 period, the Canadian monetary
policy was almost entirely dependent on the American monetary policy. Follow-
ing the American example, the annual rate of growth of the volume of money (1)
accelerated, going from 6.1% in 1963-64 to 12. 8% in 1967-68 , and producing
an acceleration in the inflation rate from 1. 5% to 4, 4% during the two same
periods. The economic history of this period is very wellexplained by the
theory elaborated above: initially, the rise in the growth rate of money per-
mitted the economy to lov« r its unemployment rate from 5.5% in 1963 to
3. 6% in 1966. This corresponds to the expansion phase. However, this
phase was followed by the contraction phase, i.e. by a rise in unemployment
associated with a rise in the inflation rate, as the inflation anticipations (and
its acceleration) of the economic agents were incorporated in the wage nego-
ciations and in the fixing of prices in general. In 1968, the rate of unemploy-
ment returned to 4. 8%. With the abolition of the ceiling on Canadian reserves
of American dollars, the Canadian monetary policy became very restrictive
during the last half of 1969 and the first half of 1970. As a result, the Canadian
volume of money in February 1970 was 11% below its February 1969 level.

This monetary policy, more restrictive than the American monetary policy,
produced a drastic rise in the differential between the Canadian and American
rates of interest, causing a net mass entry of foreign capital into Canada.

The Banque du Canada then had the choice between returning to a less
restrictive monetary policy and reevaluating its money. It decided in favour
of the second policy and, in May 1970, the Government announced that the
fixe'd rate of exchange system was to be abolished. The rate of exchange hav-
ing become flexible, it rose by about 7% in terms of American dollars.

As was to be expected, this restrictive monetary policy produced a rise
in the rate of iinemployment (from 4. 7% in 1969 to 5.9% in 1970), while the
rate of inflation dropped from 4.5% to 3. 3% during the same period.

The lesson of this period is clear; a small open coiintry like Canada cannot
have an autonomous monetary policy under a fixed exchange rate system. This
does not seem to have been properly understood by the authorities of that time.

@ The volume of money is-defined here as the sum total of deposits by the
public in chartered banks, and notes and hard cash held by the public (M2).
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B) THE 1971 - 1974 PERIOD

First, itis interesting to note that, during the year which followed the
freeing of the Canadian rate of exchange, Canadian inflation lessened consid-
erably as compared with foreign inflation. This is perfectly in accordance
with our analysis of inflation under a flexible rate of exchange system: the
rise in the value of the Canadian dollar has taken the place of a domestic infla-
tion, so that the rise in the price level, measured in American dollars, comes
to just about the same rate as that of American inflation.

Compared with the 1969-1970 period, the 1971-1974 period is rather aston-
ishing. Whereas, during the 1969-1970 period, the Banque du Canada chose to
pursue an independent monetary policy (an unmaintainable policy under a fixed
rate of exchange system), it chose to reject this policy as from 1971 bn when
this~Vas possible because of the flexibility of the exchange rate.

In other words, it chose to maintain the parity between the Canadicin dollar
and the American dollar™ by this very choice depriving itself of an autonomous
monetary policy and thus of the possibility of having an inflation rate lower
than that of the United States. One can, on the whole, qualify this system as
a "quasi-fixed" rate of exchange system.

N The monetary authorities, faced with the high 1960 unemployment rate,

were afraid that the rise in value of the exchange rate would increase unemp-
loyment by creating pressures towards the lowering of net exports from Canada.
They consequently reversed the policy, po that the volume of money (M2) rose,
on the average, by 23% from mid-May 1970 to the first quarter of 1973. The
Banque du Canada's objectives were to stimulate the overall demand for, and
restrict indirectly the rise in the value of, the Canadian dollar. The acceler-
ated rise in the growth rate of the volume-of money generated an expansion
phase, and the unemployment rate dropped from 6.4% to 5. 6% in 1973. However,
certain special factors limited this drop in the unemployment rate. In 1971 and
1972, the Canadian fiscal policy remained jestrictive, though less so”than in
1970. Further, the setting up, in 1971, of a new system of unemployment
insurance, a very generous one for unemployed workers, certainly had an

effect on Canadian workers' incentives to go back to work.

In 1972 and 1973, the rise in the level of prices in Canada was aggravated
-by certain special phenomena. First of all, as a result of .the restriction i4
supplies, caused essentially by the bad harvests in most countries of the globe
in 1972, the prices of foodstuffs rose considerably as compared with the prices
of other goods. This phenomenon certainly had a short-term effect on the
general level of prices.

Secondly, the adoption of certain price controls in‘the United States in
1972-197 3 created artificial pressures on Canadian exports in those fields
where there was a surplus American demand.

Thirdly, the October 1973 Arab embargo on petroleum products j>fovoked
an artificial scarcity of petroleum energy, resulting in a rise in the production
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costs of goods utilising this type oi energy. Then, on account of the increased
demand for the utilisation of other forms of energy, the initial petrol scar-
city wa's™assed on to other energy sources. This phenomenon engendered
rises in prices in the primary and secondary sectors (sectors consuming
energy in an intensive manner), as compared with the services sector.

This most certainly generated a rise in the level of prices in 1973. It has
often been asserted that CanadsTwaS less affected than the United States by
the energy crisis, on account of the West Canadian petrol reserves. We
must not, however, lose sight of the fact that trading mechanisms between
these two cpuntries almost automatically pass on the relative changes in
prices of American products to the Canadian economy. For example, a rise
in the prices of raw materials in the United States provokes a rise in the
prices of Canadian products utilising these raw materials in their production.
In addition, the increases in the relative prices of certain American products
provokes an increased demand for the exportation of these products from
Canada and, as a consequence, such increases create pressures towards the
rise of the relative prices of these products in Canada.

It would, therefore, be naiVe to believe that monetary policy and economic
agents' inflationist anticipation alone were the sources of the rise in the level
of prices during the last two years. Itis however, in our opinion, a mistake
to believe that alone the special phenomena discussed above are at the origin
of inflation and its acceleration in 1972-1973. The fact is that all serious
empirical studies of the chronic accelerated inflation phenomenon unanimously
consider this phenomenon to be a fundamentally monetary phenomenon. The
1972-197 3 acceleration of inflation was, to a.great extent, caused by an exces-
sive acceleration in the growth rate of the volume of money. Due to the rapid
rise of inflation, the workers were not however able to protect themsleves
efficaciously, as they were behindhand with their inflationist anticipations as
compared with the inflation which actually occurred.- Consequently, the expan-
sion phase was a very long one. However, since the beginning of 1974, the
Canadian unemployment rate has remained stable at about 5. 5%. It would seem
that the Canadian (and the American) economy started out on the contraction
phase at the beginning of 1974. We can therefore anticipate, ”or the year 1975,
an increase in unemployment without any notable decrease in inflation, for
the inflationist psychosis is very solidly incorporated in the behaviours of
economic agents, particularly in wage negociations. This contraction phase
will be accentuated by the effects of Canadian and American monetary policies
which have become less expansionist since the end of 1973. The annual growth
rate (irrespective of season) of the Canadian volume of money has indeed
dropped from an average of 29. 5% in the first quarter of 1974 to 12. 5% in the
month of May 1974.

Admittedly, as soon as the inflationist anticipations catch up, Canada will
see a decided drop in the pressures for a rise in the level of prices. Itis
however to be expected that the fight against inflation will be long, and costly
as regardsa higher rate of unemployment. The fact is, we have to break an
inflationist psychosis which has been developing at an accelerated rate for the
past three years.
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The Canadian and American rfecession anticipated for 1974-1975 is a
direct consequence of the excessively expansionist monetary policy of recent
years. W-e have waited too long before resolutely attacking the inflation prob-
lem. The voluntary income policies as advocated by the Canadian Commission
on Incomes and Prices were complete failures, for they did not attack inflation
at its sources. One cannot induce workers to demand wage increases only
covering an increase of about 2% in productivity when the inflation rate is at
7. 6%. If these voluntary action policies did have an effect on inflation, then
it was a negative effect. The political profitability of income policies is, as a
rule, high: the public often perceives than as concrete gestures by the Govern-
ment against inflation. Thus, they can have the effect of holding back the
adoption of adequate monetary policies. However, at the last federal elections
the conservative party led by Mr. Stanfield advocated a prices and incomes
control policy. Canadians rejected this policy by electing Mr. Trudeau's
liberal party to power. The failure of such a policy in the United States-,
during phases | and Il of the Nixon Plan, was still very fresh in the memory
of Canadians. ,

CHAPTER (Y

THE EFFECTS OF INFLATION ON THE DISTRIBUTION OF INCOME <

AND WEALTH

Wh”~n the price of a product rises, there is a gainer and a loser: the seller
and the purchaser. At first sight therefore it is not so evident that a rise in
the price level constitutes a net cost to society. It is none the less obvious
that it generates a redistribution of income and wealth, especially when it is
badly anticipated, and such is the case in Canada since 1971.

Such a rise redistributes the income of individuals who want goods and
services at prices fixed in advance to the advantages of those who puijchase
them. It redistributes the wealth of those whohcfld assets giving yields fixed
in advance to the advantage of th'&se to whom such holders of‘assets have lent.

Among those who incur losses as a result of non-anticipated (or inade-
quately anticipated) inflation are the following: >

1) Old age persons drawing annuities fixed in terms of dollars;

2) Persons receiving government payments which are not indexed
to the cost of living:
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3) Workers whose work contracts fix -«<>ages in terms of dollars;

4) Persons Who have lent their savings without anticipating the
the rise in prices. They will in fact receive dollars with a
purchasing po™Ver seriously reduced by inflation; /

5) Those who hold cash. The value of the stock of money depre-

ciates as inflation rises.

Among those who receive gains as a result of inflation are the following:

1) The entrepreneurs who have engaged workers whose wages are

fixed in terms of dollars;

2) Persons who have debts and who pay them back at an interest rate
fixed in advance. They in fact pay an interest rate cut down by

the amount of the inflation rate;

3) The Government, for several reasons:

a) by creating money to finance expenses, the Government
holders of money who pay the Government, by means of

a reduction in the purchasing power of th.eir stock of money.
Such is the case in several Latin American countties, where

the Government essentially finances itself by printing money;'

b) if the rhythm of income tax payments is progressive ( as is the
case in Canada), those who pay the taxes, even when the pur-
chasing power of their incomes remains constant, are forced
to pay in a larger part of their incomes in taxes when they
change their "marginal rates of taxation”, on account of the

higher monetary income;

c) the payments it has to make have a lower real value.

Without having made a very extensive study of statistics, we can take it
that the effects of badly anticipated inflation on the distribution of incomes an<i
wealth among the various income and wealth classes have tended to be those
described above. However, the effect of badly anticipated inflation in terms of
the various income classes is ambiguous. None the less, an American study (1)
shows that, in 1969 in the United States, that part of inflation which had not been
anticipated by the economic agents provoked a redistribution of the income and
wealth of the poorest and the richest classes (the latter because they save a
greater part of their income) to the advantage of the middle income classes.

In addition, it redistributed the wealth of the oldest people (because they save

more) to the advantage_pf the youngest (because they borrow more).

We would

(1) G'.~L. Dach; Inflation; Who gains and who loses; Challenge. July 1974

(
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not be surprised to find that a similar redistribution exists in Canada since
the recent acceleration of Canadian inflation.

As opposed to badly anticipated inflation, inflation that has been well
anticipated has much less marked redistribution effects. The Canadian
experience shows that workers' (whether in trade unions or not) incomes are
only very slightly affected by inflation (over the long term at least) when such
inflation proceeds at a moderate pace. In this case, workers protect themselves
almost completely against inflation over the long period. In the course of the
1961-1968 period, no chronic tendency towards a lowering of that part of the
national income intended for the remuneration in wages was noted, and that was
a period of (moderate) inflation acceleration.

Further, the savers, once they have perfectly anticipated inflation, will
demand an inflation, premium on the rates of interest of their financial assets,
which will entirely compensate them for the loss of purchasing power of their
future incomes. Empirically, the Latin Am'erican countries suffering from
excessive inflation rates also offer very high nominal interest rates. Lastly,
if the Government is not malevolent, it will index all its payments to the cost
of living. This is, incidentaliy, the general policy of federal and provincial
governments.

On the whole, when it is well anticipated, inflation only produces one impor-
tant form of income redistribution, i.e. the form which affects the incomes of
taxpayers and of holders of money, redistributed to the advantage of the govern--
ment. However, in Canada since 1973, the Federal Government indexes the
basic exemptions of its taxation system, as well as its rates of taxation, to the
cost of living. The policy considerably lightens the harmful effect of inflation
on taxpayers. But the t'rovince of Quebe'c has refused to index its taxation
rates. It is to be hoped that it will soon follow the example of the Canadian
Government.

Once taxation rates are perfectly indexed to the cost of living, only the
holding of money is taxed by the Government as a result of inflation. This form
of taxation, currently used in Latin America, is perhaps not less just than a
progressive system of taxation such as is known in Canada. For the stock of
money held by rich persons is, generally speaking, on the average higher than
that held by poor people.

As we have jus,t seen, the redistributive effects of inflation essentially depend
on the extent to which such inflation is anticipate4 by the economic agents. It
also depends - and this is very important in the case of a badly anticipated
inflation - on the efficacity with which the various groups in the economy manage
to protect themselves. Consequently, the incidence of inflation is closely linked
up with the two phases of the monetary policy~s transference of the impact.

During the expansion phase, wages rise more slowly than prices. Thus, at this
time-there is a redistribution of income in wages to the advantage of busine”ss
heads. } This phenomenon is clearly seen in Canada since the beginning of the
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inflation acceleration in 1971. For, whereas the income of labour as a per-
centage of the total national income was 75% at the beginning of 1971, it has
dropped constantly since that time, reaching 70% in the firgt quarter of 1974
(1). In the same way, during this phase, the rise in nominal rates of interest
(for those who save dfemand a premium against inflation) is less than that of
prices. Thus there is a redistribution of creditors' wealth to the advantage of
the debitors. During the contraction phase, the reverse redistribution takes
place, as the economic agents proceed to a better anticipation of inflation.
When unemployment becomes greater, the workers' share in the national in-
come grows too; this fact was ascertained during the 1969-1971 recession in
Canada. We must therefore expect there to be a redistribution of this same
kind, from now on and during the next few years, during the contraction phase
with its unemployment.

CHA PTER

INFLATION. SAVINGS AND THE THRIFt AND CREDIT COOPERATIVES

A) THE EFFECT OF INFLATION ON THE OVERALL LEVEL OF SAVINGS
AND CREDITS IN THE ECONOMY

We have seen that the inflationist process has redistribution effetffs on
incomes and wealth. It is however not certain that the eccfnomy's overall savings
will go down, or will go up, as an effect of inflation. For example, when infla-
tidn has been well anticipated by the community, we have seen that it redistri-
butes the incomes of individuals to the advantage of the government. There will
therefore be a rise or a drop in total savings depending on whet'her the govern-
ment's tendency to save is higher or lower than tliat of the private sector. If
the government decides to spend all the additional revenues stemming from
inflation on the building of schools, hospitals and dams, the economy's total
savings will be greater. Inflation in this case generates what may be called
"forced s'avings".

On trie other hand, the effects of badly anticipated inflation on overall sav-
ings will depend on the tendency level of those who realise a gain by inflation
to save on this gain, as compare~d to the tendSncy level to save of those who
undergo a loss.

The discussicm above implicitly pr'gsuppOseS that inflation does not effect
national income and that it only has effects in the distribution of income.

Source; Revtie de la Banque du Canada - August 1974



However, in a period of high aiid variable inflation, such inflation produces
uncertainty in the capital market, generates bad allocation of savings and
thus reduces the economy's total production. An ultimate case of such a
process is the phenomenon of hyperinflation (as in Germany, at the end of
the First World War). In such cases it is quite clear that inflation will
produce a drop in overall savings. In any event, even if the saving tendency
of all the economic agents remains constant, the drop in overall production
will, due to this very fact, result in a decrease in overall saving.

B) THE EFFECT OF INFLATION ON SAVINGS IN THE QUEBEC CAISSES
POPULAIRES

Inflation, when badly anticipated, generally provokes a reallocation of
public financial assets savings, such as forward savings in banks and Caisses
populaires or savings bonds, Jo the advantage of other assets such as durable
goods (houses, paintings, etc...) and company shares. For-whereas the
last-mentioned assets giye the saver good protection against inflation (over
the long term at least), the first-mentioned do not offer this protection against
the reduction of the real yield on savings caused by inflation. For example,
since the nominal rate of interest on Caisse.populaire savings deposits is
fixed (at least for the short termj a rise in inflation, if it has not been antici-
pated, will produce a reduction in the real rates of interest on these assets.
Moreover, physical assets give the saver better protection against inflation,
if the value of the latter increases at the same rhythm as inflation.

/

Speaking generally, when inflation is as highly variable is it has been in
Canada since 19V2, it creates uncertainty among savers. It induces them to
hoard assets giving a real yield which would not justify their accumulation in
a time when inflation is non-existant. On,the whole, it provpkes a "dis-inter-
mediation" phenomenon: savers lend less to financial intermediaries (to
whiph the Caisses populaires belong) so that they may themselevs invest in
the purchase of physical assets or in the purchase of shares. This phenomenon
provoked the setting up of policies at Government level, and at the Caisses
populaires level, for the preservation of savings:

i) At governmental level

In its last budget, the Federal Government proposed to grant a basic
exemption 6f $1, 000 on all income derived from yields on savings. The explicit
purpose of this proposal was the safeguarding of that part of the yield on public
savings which had been eaten away by recent inflation. The application of such
a proposal will certainly have a positive effect on the rate of increase in savings
placed in the Caisses populaires. It is however important to note that the
yield on savings rescued by such a basic exemption positvely depends on the
marginal rate of taxation for persons whose yield from savings is lower than
$1,000. For if a person has a very low income, so that his rate of marginal
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taxation is only 10%, the exemption will permit him to obtain a fiscal rate
reduction equal to 10% of the recovery of the saying, wherea§ the fiscal' rate
reduction will be at 30% for a person whose taxatipn rate is 30%. “hile
this proposal does have the effect of encouraging savings in the Caisses
populaires, it nevertheless discriminates against the low income savers as
compared with the others.

ii) At the Caisses populaires level

At the Caisses populaires level, the most important long-term element
of strategy to be adopted by these Caisses so as to rescue public saving from
the effects of inflation consists in respecting a policy of competitive rates of
interest, both for savings and o'n loans. In other words, the Caisses have
submitted to the mechanisms of the market. Put concretely, this means that
the Caisses have followed (after some delay however) the rises in interest
rates demanded and given by chartered banks on the various categories of
their assets and liabilities.

The adoption of market mechanisms has enabled the Caisses populaires
to preserve the major part of their growing savings. Let us make a brief
study of the way these mechanisms work. First let us suppose that the rates
of interest are initially constant. A rise in inflation creates a relative drop
in the supply of savings (for the real yield of savings goes down) in the Caisses
populaires and in other financial agencies, as well as a relative rise in these
same financial agencies' requests for loans (for the rates of interest to be
paid by the borrowers are lower in real terms). These two effects will thus
generate pressures for a rise in the whole strjucture of interest rates on the
various categories of assets and liabilities of these institutions. These rises
in interest rates enable the Caisses to preserve (who create) deposits they
would otherwise have lost, for these increases allow those who deposit savings
in the Caisses to protect a part of the yield on their assets.

The rapid rise in Canadian interest ra'tes since 1973 is explained by mecha-
nisms of this kind: savers demand a premium against inflation, a premium
that lenders are prepared to give them. To be sure, the premium demanded by
the savers depends on the rate of inflation they anticipate. Now, the accelera-
tion of the inflation rate in recent years was not perfectly anticipated by the
savers (and by the workers). Consequently, the interest rates did not generally
grow as rapidly as inflation and as a result, the real yield rates dropped
appreciably (until, in certain cases, they became negative), varying on the
average between 2% ~nd 4% per yejtr. Paradoxically, whereas rates of interest
have never been so highj the yipld from savings has never been so low and
credit so cheap. This is a temporary situation however; as inflation comes to
be better anticipated, market mechanisms will create pressures for the raising
of savings interest rates as long as these rates will not have given the saver
perfect prote'ption. Over the Ipng term, if inflation is perfectly anticipated, it
is to be expected that the difference between the economy's nominal and real
rates of interest will be equal to the rates of inflation. The effect of an expan-
sionist monetary policy would thus be to increase and not to diminish nominal
rates of interest over,the long period, without having a notable influence ¢ch
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real interest rates. It seems that the Caisses' strategy of adjustment to the
market has borne its fruits thanks, in part, to the considerable rise in these
interest rates (for example, the rate of interest on stable savings has gone

up from 4% in January 1973 to 8.7% in July 1974). It is a fact that, so far,

there has not been any consitjerable flight of savings from the Caisses. While
the long-term growth strategy adopted by the Caisses consists in submitting

to the market, they have also undertaken to adopt a series of special provisions
at short term, so as to solve the profitability and liquidity problems generated
by the recent inflation. We shall first study these two problems, and then go
on to sketching the solutions brought forward by the Caisses for their solution.

iii) Profitability problems (1)

Whereas the Caisses populaii'es were very profitable in 1971 and 1972,
this tendency became modified in 197 3 and at the beginning of 1974. The
results of operations by the Caisses populaires ending their financial year in
January, February and March 1974 reveal a certain drop in the net income
realised. This decrease in net income was ascertained in both absolute dollars
and the percentage of liabilities due to ftiembers. This is a significant contrast
to the position of the Caisses in 1970-1972. For during this latter period, the
gross income of the Caisses went up from $2.95 per $100 of the liability-deposit
in 1970 to"$3. 45 per $100 of liability deposit in 1972, i.e. a very rapid increase.
The Caisses populaires hive never been so profitable as they were during this
perio4”.

Why were the Caisses populaires so profitable during the first two years
of the nineteen seventies whereas, recently, they have experienced a decrease
in their net income? We know that the initial effect of an expansionist monetary
policy (during the expansion phase) is to bring down all nominal interest rates,
whereas its effect over the longer term is to make them go up, and to send
them up as the savers become aware and anticipate inflation. 'That is what
happened in Canada: from 1970 to April 1973, interest rates dropped and then
did not cease to rise from that time on. Now, the net income of the Caisses
varies in the reverse direction to that of nominal interest rates. In a period
when interest rates are falling, the Caisses' income rises, whereas it falls
in a period when interest rates are rising. This is explained by the structure
of assets and liabilities categories of the Caisses. On the average, the assets
categories are more deferred than the liabilities categories. The slightest
rise of interest rates on the market instantly becomes expressed in liabilities
costs (in particular,- the costs of savings with operations and stable savings),
whereas the yield of productive assets reacts slowly when there is a rise in
the interest rate.

In fact, if an investment is made at;,an interest rate fixed for the whole
duration of the investment (like bonds or acknowledgements of debts) or for
partial duration thereof (mortgages) and the term of these assets is longer than
that of the liabilities, the yield of the productive assets only starts up a rise

1
(1) Federation de Quebec des Caisses populaires Desjardins, Report on the
Liquidity and Profitability of the Caisses populaires Desjardins, Research
and Development, July, 1974
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after'a certain delay. There is thus a squeeze on the Caisses' gross income
ewhen interest rates rise and when their rise has not been anticipated by the
Caisses. The contrary movement occurs when there is a drop in interest
rates.

Today's analysis of the economic situation leads us to believe that interest
rates will continue to rise over the short term because of:

a) The economic agencies' rising anticipations of inflation;

b) and the initial effects of the Banque du Canada's more
restrictive monetary policy

Over the long term, however, they will decrease, when this latter policy will
have brought a part of the inflationist psychosis under control.

iv) Liquidity problems

Between April 1973 (when the rise in interest rates began) and March 1974
the Caisses populaires liquidity rate dropped from 46.9% to 42. 6%. There
are two main reasons for this phenomenon:

a) The effect of badly anticipated inflation on the growth of the Caisses '
assets and liabilities

Since, generally speaking, the real interest rates given by the Caisses
and financial institutions have diminished since 1973, this has stimulated
an accelerated demand for loans on the assets side of the Caisses, and has
provoked a lower rhythm of savings growth on the liabilities' side. In
March 1973, total loans grew on an annual basis of 24. 3%; in March 1974
this growth corresponded to 30%. Ehiring this period, the deposit-liability
showed a rate of increase of 21% with a slight slowing down at the beginning
of 1974, giving 1/%.

b) The effect of badly anticipated inflation on the assets and liabilities
structure

Here, two arguments can be put forward. Everything depfends on the
creditors' and-dejjitors' inflation anticipations.

First let us suppose that they anticipate high rises in future inflation.
This will have the effect of rejuvinating the liabilities structure of the
financial institutions and of ageing the structure of their assets, thus
creating a liquidity problefn. This is explained as follows; when the saver
anticipates future inflation rises,- he will be led to place his savings in
short-term assets, for he fears that an inflation rise may eat away a large
part of this long-term assets. Thus, the supply of savings becomes more
liquid than it would otherwise be. At the level .of assets in financial
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institutions, the result is the reverse: the demand for longer terms loans
(such as mortgage loans), grows as compared with the®demand for short-
term loans. For if the borrower anticipates future inflation rises which
are not entirely reflected in the long-term rates of interest, the cost of
the loan will be reduced by a corresponding amount. The opposite argu-
ment can however be put forward if we suppose that the debitors and cre-
ditors anticipate a long-term decrease in inflation (even if the latter has
been accelerating during the past three years). For it is a fact that they
may foresee that the government is going to fight inflation which, sooner
or later, will have to get back to a mere normal level. In this case, the
liquidity of financial institutions, as opposed to the preceding case, will
be improved. *

It is still too early to analyse effectively whether the net effect of the changes
in the structure of the balance sheet has been the bringing abq;it of an increase
or a decrease in the Caisses' liquidity. However, when one studies the differ-
entials between the long-term and the short-term rates of interest since 1973,
we see that this liquidity has dropped rather than risen. For example, the
differential between the yield of ten-year or more than ten-year bonds, and
that of three-year bonds, has decreased constantly since 1973, dropping from
1. 68% in January 1973 to .44% in July 1974. This implies that, generally
speaking, the savers have preferred long-term savings rather than short-term
savings. Consequently, the structure of the balance sheet would not have had a
downwards effect on the Caisses' liquidity; it would rather have had the reverse
effect.

It is important to stress that, if all the economic agents anticipate the same
inflation rate without making a mistake in their forecasts, the differential between
the long-term iind short-term rates of interest will permit debitors and creditors
to protect themselves fully against future inflation.

v) Short-term dispositions by the Caisses populaires confronted with

Profitability and Liquidity problems

The serious profitability and liquidity problems which the Caisses populaires
have had to face since 1973 make the adoption of a common solution a necessity:
short-term dispositions have to be set up so as to increase the liquidity of
assets and decrease that of the liabilities.

Therefore, in July 1974, the Caisses populaires adopted seven important
concrete proposals;

a) To strictly respect the assets established liquidity norm due to
members and to induce Caisses which have a liquidity lower than
the norm to take the necessary steps for the restoring of this
situation;

b) To give preferential treatment to personal loans at the local, reg-
ional and provincial level, _for such loans have a high circulation

36



rate; under the present economic situation, they are more liquid
and more profitable;

c¢) To suspend mortgage loans for Caisses vi®ose liquidity rate is
'below the norm. For the others, to limit as far as possible the
granting of mortgage loans of amounts remitted monthly in this
same category. These loans are indeed only very slightly liquid
and they diminish the profitability of the Caisse when interest
rates on mortgage loans do not reflect future inflation to the full;

d) To see that forward deposits preserve their special character by
preventing their being paid out before their final date. In a C5.5S
where such a deposit is refunded earlier, to fix a realistic penalty.

This proposal enables the stability of savings in the Caisses to be
strengthened, and it reduces liquidity problems. It also reduces
profitability problems, for a rise in the interest rate only has a

delayed reaction on this kind of deposit;

e) To examine attentively the various income and expenditure items
in the budget operation, and to take all steps likely to increase the
first-mentioned and to reduce the seqond, if need be;

At the Regiona,l Unions' Level (Federations des Caisses)

f) To constitute and maintain primary and auxiliary reserves of suff-
icient size, and made up of good quality securities;

g) To see that the Caisses commit themselves to a growth strategy,
taking care that this is supported by a structured and controlled ,
mechanism, with a view to exploiting the best sources of funds
and directing them towards the best investment opportunities.

It is of course too early to carry out a thorough study on the impact of these
measures on the profitability and liquidity of the Caisses. The measures seem
to Reflect, in concrete terms, the desire of the Caisses populaires to adjust
themselves to the market and to prevent a decrease in their net income, so as
to remain competitive. Consequently, insofar as the market mechanisms fore-
see a too great a drop in financial institutions' savings, the above measures
constitute a concrete strategy over the short term which will, we believe, enable
a large part of inflation's harmful effects to be wiped out.
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CONCLUSION

SUGGESTIONS FOR THE PROTECTION OF THE THRIFT AND CREDIT
COOPERATIVE SAVINGS \

The analysis we have elaborated attempts to show that market mechanisms
through their positive effects on interest rates in an accelerated inflation con-
text, enable a large part of thrift and credit cooperative savings to be protected.

The competitive strategy adopted by the Quebec Caisses populaires during
recent years shows that it is possible to fight the effects of inflation on savings
efficaciously by giving competitive rates of interest. The measures taken by
the Caisses to make their operations profitable have permitted them to protect
a large part of their assets.

Our first suggestion would therefore be that thrift and,credit cooperatives
be induced to adapt themselves as quickly as possible to the rates of interest
of their competitors.

Our second suggestion would be that the thrift and credit cooperatives be
invited to attract public savings by adopting policies directed towards:

a) increasing information to the public on thrift and credit cooperatives
(their objectives, the way they operate and their role in incentives
to saving):

b) improving the various services they offer to savers.

At a more general level, we have tried to show that the present inflation
in Canada and abrpad has as its fundamental source the excessive growth in
the volume .of money in the various countries. Further, we have brought for-
ward the argument according to which the growing integration of international
financial markets must induce each country to consider inflation as a world
mphenomenon. '

In this context, we'Suggest that, in its capacity of an international pressure
group; the thrift and credit cooperatives make representations to the various
governments with a~view to their adopting coordinated and stable monetary
policies.

Finally wersuggest, that witfiin each individual country, thrift and credit
cooperatives induce the various government authorities to a”opt taxation poli-
cies which protect public savings, to some extent at least. The Canadian
formula of a basic exemption on the first $1,000 yield on savings can serve as
an example, for lack of a better one.*

Presented Ffedferation de Qufebec des Caisses
Populai.res DesjarHins.

La F6éd6ration de Montrfeal des
Caisses Desjardin.

La F6d6ration des Caisses d'Economie
du Quebec.



INFLATION IN THE FEDERAL REPUBLIC OF GERMANY

| INFLATION WITHIN THE COUNTRY

»
a) CHARACTERISTICS:

According to the Deutsche Bundesbank®"s declarations (monthly report®,
June 1974), scarcely 50% of inflation is derived from imports (fiscality
on raw materials being only partically recovered by the re-evaluation

of the DM). Another important factor is constituted by production

costs (interest charged included) whereas the public-economy and monetary
policy (volume of money) have rather had a restrictive effect.

b) "SCOPE:
Lower than in all the other OECD countries.
Period when an acceleration in monetary inflation began to be noted: 1970.

Its manifestations: industry"s production costs rise more rapidly than consump-
tion prices.

Its principal consequences: unsound structural developments (for example,
escape into she ltered values and mai-n residences) and accentuation of social
conflicts. Important: consequences of the anti-inflationist policy.!

)] Principal causes: causes due to the structure of the economy itself: the

increased importance given to-services with their low productivity rates
gives rise to a "dead weight™ representing about 1 to 1.5%.

b) Principal causes: causes of a national character: See la). Itnust be
added that possibilities for the increase in prices are reinforced by
the cartelisation of the markets (see the" 1973 Bureau des Cartels report).

c) Principal causes: causes of an international character: raw materials
prices explosion (petro0.

Figures on the accelerated monetary.circulation: see Appendix 1.
Figures on price indices: see Appendix 2.

a) What technical means does your Government use to fight inflation: technical
monetary meani: discount rateS|.and rates of advances on securities by the
Bundesbank, 1increase of compulsory reserves, reduction in rediscount
quotas; suspending of the Bundesbank®"s advances on securities, and seeing
that the importing of capital becomes more difficult (deposit ofguaran-
tees 1in cash, interdiction to Remunerate foreign deposits).

b) What technical means does your Government use to fight inflation: politioa 1
means: financial policy: limitation on the Increase of public expenditures
by the nation and by regions and districts: levying of a stability tax
(10%), a tax on investments (11%), suspension of special amortisations on
apartments and individual dwellings.

c¢) What technical means-does your Government use to fight inflation: other
means: an effort at persuasion strategy as an incentive to trade unions
to be moderate in their wage claims - but not fixed rules for wages, nor
control of prices and wages.
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10.

10.

11.

12.

Is the inflation problem perceived by the public? Yes,- in a rather market

manner, seeing that the 1923 and 1947 experiences are still present in our minds.

How does this awareness reveal itself? Flight towards sheltered values - a
tendency to vote for the opposition party.

13 INFLATION AND THRIFT AND CREDIT COOPERATIVES

. What repercussions does inflation have on savings and the amounts of -the

deposits? There are moments when the repercussion is a regression of savings
withdrawable a't sight and an increase iIn fixed income securities and shorter
amortizations. However, (since the Spring of -1974) there 1is a marked return
movement towards the savings book following on the economic recession pro;;
voked £y“the restriction policy.

On the operating of Mutual Credit Banks?
What measures have been taken to encourage saving? Increase in the rates

of interest (savings plan, forward deposits)-, and reduction in the period for
refunding of loans.

. What consequences does Inflation have on savings by the mass of the people?

On savings taken as a whole: none at all, but there is a restructuring in
the forms of saving (see Il, | to 3). Decrease in the savings of the popu-
lation sector where ‘ilet income is decreasing.

. What special measures have been taken for short-term saving?
What special measures have been taken for medium-term saving?
What special measures have been taken for long-term saving?
a) Have these measures had positiveeffects? Yes, considering that, taken

as a whole, savings have not dropped.

b) What criticisms canbe made of them? Incidence on thelong-term capital
market; necessity for the reinforcement of roll-over financing and thus
a greater instability on financial markets.

a) Do these measures have repercussions on lending and borrowing interest
rates? Yes.

b) What repercussions®? Increase in the rates"of interest (see II, 3).

How are these new rates passed on to prices? It can be presumed that they
have a partial repercussion on prices, but the effects are not quantifiable.

Consequences of anti-inflationist measures®.on the management of credit banks
andtheir federations. As a result of a lowering of .the margins ofinterest,
asea"rch  for profits inother sectors- (currencies market).

Consequences of governmental anti-inflationist decisions on the thrift and
credit cooperatives in your country. NN
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1 AT THE INTERNATIONAL LEVEL

Is the free circulation of capital at the international, level an encourage-
ment to inflation in your country it the national level? Following on

the introduction of restrictions on the importing of capital (see I, 8 a))
and the freeing of the DM exchange rate, this influence is now on the
decrease; in addition, the Bundesbank tries to counterbalance it by
compulsory reserves.

I what form; investments, over expansion, influence on the trade balance
or on the balance of payments of each country? Repercussions due to the
international structure of prices exceptionally favourable trade balances,
great increases in the prices of imports but a partial possibility of
transferring this to exports.

What" in your opinion 1is the repercussion of inflation in industrialised
countries on developing "countries? Since the underdeveloped countries,
poor® in raw materials and petrol, cannot purchase investment goods from
industrialised countries, the trade balance of these countries deteriorates

* Kk Kk * L VAR
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INFLATION I'N JAPAN

1. INFLATION >VI¥HIN THE COUNTRY

Characteristics of inflation here in Japan for the past threfe years could
be roughly described as”~follows,

a) After the revMuation of Japanese yen in 1971, influx of U.S dollar to
Japan was envisaged with resultant increase of liquidity on the part of
city banks. Thus, loans granted by the city banks has been on the
increase which gradually but inevitably pushed up prices.

b) In 1973, due mainly to the price hike of-imported agricultural produces,
the spiral of increasing prices has been accelerated. Moreover, the
rise bf price of crude oil which suddenly hit the Japanese economy in the
fall of 1973 led to an unreasonable high prices.

Causes of inflation in Japan could be found in the external factors such
as chaostic international monetary situation and the increasing price of
crude oil, supply of which is almost exclusively dependent on import,
and domestic factors have been played a comperatively small part. It
could be said that the impact of inflation has been given to almost all
commodites and an acceleration in monetary inflation began to be
noted since the second half of 1973.

Means used to cope with inflation

a) monetary means
1. increase of the discount rate of the Bank of Japan

This rate applied to the discount of commercial bill by the central bank
of Japan and has been increased from 4. 25% per annum in June 1972 up
to 9% per annum in December 1973.

2. Increase of reserve rate

This rate, applied to the compulsory reserve deposits with the Bank of
Japan, has been raised from 1 per annum to 3. per annum on an
average during the same period mentioned above,

3. Quantitative credit control imposed by the Bank of Japan

The incremento of loans to be made by banks has been restricted by the
Bank of Japan. This curb on credit has been imposed for every quarter
of the year and the rate of the decrease of the incremento for the previous
corresponding quarter of the year has been 10% and at the extreme case,
it reached as high as 50% that means the increase of loans for the parti-
cular quarter of the year was halved in comparison with the correspon-
ding 3 months in the previous year.
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4. qualitative credit- curb adopted by the Bank of Japan

The objective of this curb was to restrict specific loans to be made by
banks, e.g. loans for construction,trading firms, etc.

b) political means

The Japanese Government deferred the release of the public finance by
controling the public works expenses and also freezed prises of important
materials. At the outset of the oil crisis at the end of 1973, more than

50 items were subject to this control.

Reaction by the public

The inflational impact has been penetrated deep into the general public,
and the public has been reacted very sensitively to every measures which
might affect prices. Recent consumers'movement in this connection was
manifested by the campaign "to pay the electricity bill less one Japanese
yen" which was initiated after it Was reported that one of the nine electri-
city companies in Japan has been making political fund contribution to
the conservative party, while asking the general public to pay more
charge than ever.

"Minus one'yen" meant the firm stand taken by the public against the
political contribution by the company which should bear the moral public
responsibility.

In the light of increasing prices, especially prices of food, the consu-
mers'cooperative movement has gained its strength while the problem

of direct transaction between producer and consumer has become a
matter of primary concern among the general public.

In the political scenery, such public feelings have been manifested at

the time of the election of members of House of Councilors (Upper
House of the Parliament in Japan) held in July 1974. The ruling conser-
vative party lost some seats by this election and since then the Govern-
ment has been taking rather strict economic policies. |

I'1. INFLATION IN THRIFT AND CREDIT COOPERATIVES

As the inflationary impact has been brought by factors almost all of
which are beyond control of the cooperative movement, the brief report
to be followed are concerned about general measures and not limited to
the exclusive cooperative efforts which are seldom here in Japan in this
context.

Fixed.interest rate prevent drastic change of amount of personal savings
Some decrease in the rate of increase of savings has been recorded. But
this has been caused by the recent tapering tendency of the proceeds of

sales of land, and not by the inflation itself. Rather, the personal con-* i
sumption has been almost self-restrained. This phenomenon is perhaps s
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peculiar to current situation in Japan where the p'ersonal investment
opportunities have been limited to a degree/

The regulatory measures on the interest rate have been enforced, taking
due consideration of the balance between the interest rates of savings,
bank debentures, corporate bands etc. And now inJapan, there is no
such investment papers-as "commercial papers” in the U.S.A.

Measures taken to encourage savings and their receptivity

The guide line to the interest rate of deposits set out by the Bank of
Japan shows maximum limits. This maximum guide line has been
adopted by all savings institutions and the interest rate of deposits in
Japan is lacking flexibility.

The guide line to 1 year time deposits has been increased from 5.25%
per annum in July 1972 to 7. 75% per annum in September 1974.

Income tax relief for the personal income from the interest of savings
has been applied to promote' personal savings, and the maximum of such
personal savings to be exempted from income tax has been increased
from 3 million yen to 5 million yen per person.

For the purpose of absorbing personal savings at the time of influx of
bonuses-—it is customarily paid out twice a year in Japan namely in
June a ™ ptecgmber-----the six months time deposits which are deposited
Awitlj~banks'during such bonus periods receive 1% per annum extra
interest. Other measures includes the sales of certificate for 6 months
time deposits with lottery numbers. The rate of interest of this deposits
is 3% less than the ordinary 6 months time deposits, but the first prize
winner receives 10 million yen out of a batch of 3, 000 million yen 6
months time deposits. Receptivity of the preferential treatment for the
6 months time deposits at the time of bonus seasons has been remarkable,
but that of the lottery-number bearing 6 months time deposits is getting
lower just after the popular initial sales. <

Up until the middle of 1973,~terms of time deposits in Japan have been

1 and a half year, 1year, 6 months and 3 months. In July 1973, 2 year
time deposits was introduced for the first time with annual interest rate
of 6. 5% which is now raised to 8% per anni“m. 1 and a half year deposits
was abolished in January 1974.

There are no longer term savings than the above mentioned 2 year
deposits. The long term personal investments have been made by purcha-
sing bank debentures and industrial bonds, and their rate of interest has
been also raised recently.

Average contracted interest rate of loans and discount of all banks in
Japan has been increased from 6. 888% per annum in May 1973 to 9. 193%
in May 1974.

iri. INTERNATIONAL EFFECTS

Under the floating of currencies, the outflow of foreign currencies from
Japan will accelerate the domestic inflation because of the resultant
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price hike of imported goods and material caused by comperatively
weak position of the Japanese yen in thi"s case (The influx of foreign
currencies will have reverse effects).

1V. CONCLUDING REMARKS

As mentioned before, thrift and 'credit cooperatives will have very
little answer in solving sophisticated worldwide inflation. As also

cited above, the situation is even more worse in Japan where flexibility
of the interest rate of savings has been almost lost.

Nevertheless, cooperatives in Japan could do something to make up for
a decline in the real value of deposits under inflation, e, g. the increase
of the patronage dividend by rationalizing business activities. We could
not, however, put over emphasis on such an action because of its
limitations »
We do believe that for the time being, the exchange of current informa-
tion and expertise between our own thrift and credit cooperatives is one
of the most pressing needs in this changing world of today.

Presented by; The Central Cooperative
Bank for Agriculture
& Forestry,
Tokyo, Japan.
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THE EURO-MARKET

AND THE PROTECTION OF DEPOSITORS

When, in the past, the problem of protecting savings - and in most countries
public authorities are constantly on the alert to this problegi - has been

raised, the idea of such protection has been confined to national capital markets
only. And, incidentally, thisJs not unduly surprising.

First of all, is it necessary to recall that fsarallel international markets are
of recent origin. Only a decade ago, no-one would have dared forecast the
extraordinary growth that the Euro-currencies and Euro-issues markets were
about to experience as from the beginning of the second half of the sixties.
And going still further, how could one possibly have predicted at that time tha
the Euro-markets, the international money markets and the international
capital market, to a certain extent taking over from the national financial
markets and even taking their place, would subsequently generate the difficult
problems of growth which preoccupy us at the present time?

To protect savings and depositors is to

meet a risk

No deal is without risk. AIll bankers confirm this. And this is certainly

true of the Euro-market too. At the outset, and up till one or two yearg ago

the risk run by those who set out on this path appeared however as”™ normal, rist
whidhi no-one believed Qould be considered excessive, or out of proportion

with the risk incurred by bankers every day when they had to confront the risks
of national financial markets. This belief stemmed from a certain number .of
characteristics which, at that t™na, applied to transactions going through the
Euro-market channel.. Certain of these characteristics deserve to.be recalled;’

a) Access to the Euro-currencies and Euro-issues markets was restricted
to debitors and creditors of very high financial and good quality.

b) The great liquidity of these martlets and the fact that they continuously
had fresh, new funds available enabled then to develop without being
subject to shocks and Insecurity.

¢) Admittedly”™! exchange risks have never been absent from the Euro-
currencies and Euro-issues markets. HoweverV'opearting from 1958
to 1968, i.e. during the first ten years of their existence, under the
sys'tenriof fixed parities with the possibility of converting of currencies
into gold, they adpted themselves very,well to this risk since it was
limited by very narrow margins of fluctuation. (The progressive
abolition of the convertibility of currencies into gold and the advancement
of the international monetary system towards a quasi generalized system
of floating currencies - this evolution having been consecrated in March
1973 - clearly modified the situation appreciably, conferring new dimen-

sions on the exchange risks).
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d) Up to 1971 - 1*972, the Euro-currencies and Euro-issues markets operated
one beside the other, each with its specific purpose. Thus, at that {inne and
and prior to the spectacular rise of a market which became inserted between
the two, i.e. the Euro-credits market, there were no acute problems in the
field of the transformation of expiration periods.

e) At the coriSmencement of the Euro-market and up till recently, the risk on
the Euro-Market, if there was one, was located at the level of a few large
Euro-banks which were alone engaged on this market.

The recalling of these characteristics brings simultaneously into relief how very
greatly this situation has changed in a very short time, and how it results in a
fundamental modification of the nature and dimensions of the risk.

Is there any need to go over this evolution again? Perhaps it will suffice to put

the emphasis on a few of its most serious and critical consequences, specifically
those which have given rise to the problem of the protection of deposits at the Euro-
market level.

Risks which have increased progressively

In this connection, it is of some interest to point out that, at its beginnings, the
Euro-market was restricted to a few privileged banks which had really suprana-
tional dimensions but that, little by little, its attractions began to influence what
can be called the "second-line addressees”. Here it is to be noted that, in the
Luxembourg center which has undoubtedly taken a non negligible part in the
development, firstly of Euro-issues and, secondly, in the rise of the Euro-credits
market, the number of banking institutions rose from 19 at the end of 1960 to

74 on 31st December 1973. Knowing that pretty well all the new banking in-
stitutions were set up on account of international considerations - in other words,
so as to be right on the spot for the Euro-currencies and Euro-issues markets

- we have a measure of the irresistible forces of attraction that the parallel
international markets have exercised on banks, no matter what their countries of
origin may be. The example of Luxembourg is perhaps not a good choice when it
comes to, giving a faithful;, picture of the rhythm of growth in the number of
Euro-banks. For, after all, by taking care to fix selective critera, as regards
the size of ownership funds, for example, and by requiring a minimum capital
which,at present is 250 million Francs, and which is doubtless the highest in
Europe, the Grand Duchy has taken care not to encourage the growth of the,
number of Euro- banks on its territory at any cost. In this connection the Swiss .
example is much more eloquent. We know, for example, that in the course of
the second half of the sixties decade there were 25 institutions on Swiss soil
which were specialized on the Euro-currencies market and that, in the meantime
this number has attained a figure of 600. Under such conditions we may have doubts
as to whether - and such doubts have been confirmed by recent events, all the
institutions operating on the Euro-market can claim to have the required financial
capacity and the indispensable experience they need to face up to the hazards of a
market on which risks resulting from a whole set of causes have not c.eased to grow.
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a)

b)

"'C)

d)

Do we need to list these risks?

First, the substituting of the Euro-issues market, for reasons
known to us, by the Euro-credits market has proceeded at the s
same *pace as the rupturing of the equilibrium of maturities,

the renewable, so-called "roll-over credits" today being finan-
ced essentially by short-term deposits. Thus, each time they
fall due, the delicate problemof refinancing can hardly be avoided.
In this connection, it is not without interest to recall, if
need be, that the .volumeof Euro-credits reached 25 milliard
dollars in 1973 and that it will considerably exceed this figure
in 1974, in,spite of the confidence crisis hanging over the Euro-
market', since last Ju'ne and whicb-wa-s-pMvolc® b~ a few resound-

ing bank collapses. Now, the calls for Euro-loans'to finance
investments are continually decreasing, their volume having fallen
from 5 milliard in 1972 to 3.7 milliard in 1973. It will have

difficulty in reaching 1.5 milliard dollars in 1974j judging by
the the results of the first three quarters of this year. Simul-
taneously, access to the Euro-credits market has, little by little
also opened to so-called second zone debitors. Thus, to the risk
arising from the growing lack of harmony of maturities is fur-
ther added that resulting from the degraded quality of the debitors

In addition, with the petrol crisis, the political risk has made
its appearance on the Euro-market. The balances of payments
pfcertain number of industrial countries which are heavy consu-
mers of petrol products derived from the Middle East have' dete-
riorated to a point where the Euro-banks respond increasingly
more reservedly to requests for credits from these countries,
since they present great risks. ltaly, for example, whose debts
to foreign countries are beginning to reach alarming proportions,
is experiencing the backlash of this development at the present
time.

But of all the phenomena which oppose th& harmonious developments
of the Euro-market, the exchange rates risk is the one which has
doubtless provoked the most disturbing , repercussions. The
floating of currencies having become generalized in 1973> the
exchange rate risk, which had been kept within limits lower than
2% in compliance with the parities system fixed as had been pro-
vided for in the Bretton Woods agreements, abruptly reached dan-
gerous proportions for all those dealing on the Euro-market, for
both financial intermediaries and their clients. It was, inci-
dentally, undar the impact of the exchange rate risk, which -
considering the great extent of the variations in the exchange
rates risk, which - considering the gre~t extent of the variations
in the exchange rates quoted - can attain~205Kof the funds
concerned, that the Euro-currencies market found itself confron-
ted with a string of accidents.

A further charafcteristic--o£ thi-s- recent evolution; Today, not
only the financial intermediaries and depositors of great Ssfifith
risk suffering directly or indirectly under the repercussions
and misfortunes likely to arise through disturbances in the
international financial marketj the saall saver is very unlikely
to be able to escape their effects. There.are various reasons
for this. Firstly, many are the small savers who, rather than
placing savings in a savings-bank book where the yield in inte-
rest is not high enough to-compen*ate for the fall in purchaslog
power, prefer to have the benefit of the more rerauneftative rates
given on the international money markets and to invest their =
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money for periods of 1 to 12 months. Many of them, so as to

reach the minimum deposit of about 1 million Belgian francs
necessary for the entrance into the Euro-market, have not even
hesitated to form groups and to pool thier economies. But

even those small savers who have not proceeded to make forward
investments on the international money market are not protected
against repercussions in every case. Through the channel of
inter-bank deposits, which have developed rapidly recently, the
banking syste, has become an integrated entity at the internat
national level. Is there any need to point out that it is not
rare for banks dealing in the Euro-market to draw their finan-
cial means, jup to as much as 90/6, from inter-bank deposits?
From that moment on, if there is a breakage at one point, it is
hardly likely that the other links in the chain will not feel
it. This means that it is not impossible that a wave started
up by throwing a brick into a pond- as one banker put it -

w ill not reach the edges of the pond and result also in damage
to the small saver.

Action at three levels

"lIt's an ill wind that blows nobody any good" as the proverb says.
The effectsof the confidence crisis started on the Euro-market
have been salutary in the sense that they have helped towards a
real awareness to the situation. More than ever, all concerned -'
the monetary authorities included - are convinced that it is time

to organize defense lines and to set up a system of protection and
support.

“fn recent months it has become clear that the efforts made are
driving in three directions with the three following objectives:

- Indemnificaiton of the victims of bank collapses

- Reinforcement of controls, in particular with respect to

the supervising of forward operations on curretjcy market and,
lastly,

- The setting up of systems of bank inter-aid, whose task it
w ill be to rescue credit institutions cornered by temporary
liquidity difficulties.

fhen speaking of indemnifying victims of bank failure, we obviously
diink first of all of the most spectacular accident which happened
n the Euro-market, the collapse of the Bank Herstatt. In the
federal Republic, Banking solidarity immediately acted in favour

f the small saver. The day following the closing of this credit
nstitution, the Managing Board of the Federal Association of
erman Banks decided to call on the relief fund instituted by the

rinking profession - the Fund known as the "Feuerwehrfonds" - to
sure the 100% refund of all assets below 20,000 DM per person.

AT able to do this, the relief fund, endowed with 30

A\l immediately supplied with additional resources.

xre was inspired by highly social objectives, its purpose
fe® give priority to the protection of small savers against
tA"-ects of the collapse. As the liquidation of this bank is
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dtill in progress, it would be premature to judge how far
the interests of depositors' will be protected. What can
however be stated is that a clear tendency is revealed to
fix the shares so as to take into account of the social
category of the clepositors.

But the repair of the effects of a collapse are not enough.
Prevention is better than cure and, while preventing, measures

should be taken to avoid all repetition of similar cases
and to put an end to the confidence crisis from which the
Euro-market is suffering at the present time. This is pre-

cisely one of the principal lessons that financial milieus
as well as pubHc authorities believe they must draw from

the unhappy events of the past. This was first done at the
national level. The supervision of forward operations on
the currency market have been reinforced. Wherever banks
had not so far been required to send in statemts of their - -
currency positions -to t-he coivt-rol* autrho-rirfctesr--Teg!ri.arly,

this obligation has been introduced. Thus, counbdes

such as the United States, the Federal Republic, Great Britain
and Switzerland, among others, have come to support their
control arrangements better and to make them more forceful.

A rafety device set up at the
international level

It none the less remains true that the re-eetablishment of
a favourable climate and the return to normal activities on
the Euro-market which stretches over frontiers requires con-
certed action of international scope. Finance Ministers and
monetary authorities have at last realized this. Meeting in
Champs-sur-Marne near Paris on 7th and 8th September, the
great money-lenders of the most important industrial powers
have at last agreed to intensify their exchange of inform-
ation on operations utilizing the Euro-market channels, to
work together on the indispensable supervisory measures,

and to see that their assistance is given, through the inter-
mediary of their central banks, to banks cornered by passing
liguidation difficulties. The following day, i.e. the 9th
September, the Governors of the Issuing Banks of the German

Federal Republic, France, Great Britain, Italy, Japan and the
United States, meeting in Basel, confirmed their intentions
to give proof of solidarity. They agreed, as is stated in
their press release, "to inteftsify the exchage of information

between central banks on the activities of banks operating
on the international markets and, in the event of necessity,
to tighten still further the regulations applicable to places
of exchage". Within this context, there were some who even
talked of placing the Euro-dollar market under supervison.
Admittedly, this is an-unsuitable teem to use for a market
that is so difficult to grasp. None__the less, it is true
that the will to find a'Vay to manage and support it is
becomihg progressively more pronounced today among monetary
authorities, particularly in the sense that the central
banks, during their meeting in Basel, showed that they .were
aware of the role they will have to play in the immediate
future, in their capacity of "lenders of the last resort".
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"The Governors", as they confirmed in their press release
"also proceeded to exchange their views on the question of
the "last resort lender"” where Euro-markets are concerned”
They recognized that it would not be practical to fix in
advance in a detailed manner the rules and procedures per-
mitting the, temporary providing of liquidities but that they
had ascertained that the means for so doing were available
and would be utilized if the occasion arises".

Generally speaking, this declaration was received with sa-
tisfaction and relief by international financial milieus

for, in spite of the prudent way it was stated, they per-
ceived in it the expression of the Issue Banks' determination
no longer to remain indifferent to failures which might occur
on the Euro-market but rather, in such a case, to act as a.
last rampprt whenever deep defense lines are needed. Some
of those present, such as Mr. Franz Heinrich Ulrich, spokes-
man for the Deutsche Bank Directorate, said they considered
the Basel declaration to be an important landmark on the

way, seeing that the Governors of the central banks, in
giving proof of their solidarity, had contributed appreciably
to doing away with the confidence crisis that had overpowered
the international capital markets. At the same time, the
Directors of the large Euro-banks welcomed the fact that no
automatic mutual aid machinery had been set up by the Presidents
of Issure Banks, but that it was their intention to examine
each case separately as it came up. For, they said, today
the Euro-market needs to be rejuvinated, and the natural
~Nelection process now about to be realized here should not
be rendered impossible. This is why, in their opinion, it
would be a mistake to want the heads 'of the central banks to
repair .mistakes and imprudences at any price - allusion is
made to improper speculations on the exchange market, among
other things - which are dishonourable to the profession and
it would be unpardonable to encourage them.

In brief, ideas on the manner of organizing the Euro-market's
defenses and on the direct or indirect protection of depositors
are gradually taking on specific form. The framework exists;
itstill has to be filled out. International centers are

now setting about this arduous task. I shall restrict myself
to mentioning in this connection the case | know, best, that

of the Luxembourg center for whom this problem precisely
becaase of its being located in a small country which has

no- central bank, is of particular importance.

As it is not my intention hene to give you an account of
the arrangement at present set up in my country, | shall
just say that, as in Germany, a liquidity and mutual aid
fund is about to be set up and that this project is later
to develop into the creation of arediscount and guarantee
Clearing House, the capital of which will be provided by?
the instititions in Luxembourg and which will operate under
the guarantee of the State of Luxembourg. Simultaneously,
the shareholders of the banks established in Luxembourg -
large foreign banks - have undertaken the obligation to

62



provide their subsidiaries and branches with all the help
they- may need, such help being the first safety line.

This means that Luxembourg's great concern at the presen
time, is its intention to join with other countries and,
by its efforts, to give a concrete contribution by parti-
cipating in the setting up, on an international scale, of
a concerted and integrated policy in this field.

Presented by: Ernest Muhlen
LUXE M130URG.
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PtPUTIOM g THE imilED iak(g)Oll

PART 1.
IBM nmgroKiRT record
(i) im sHTns

ttha tabl* I>doif mhow the develonients in coa-ta and
piioaa froa 1959 to 1970 when the aooeleratloa in prloe*a
1>efIM to B 7*«r.
TABia X - Moyeaenta in D«r. Coeta and fejoea from 1959-1970

___Amttal J?er oent rat<of ohaiQcea

1959/66 1969
Trend T 70
r~etail Prioea 2.5 4.7 5.4 6.4
k™1 o o 3 2.5 4.5 53 5.4
0.D.P. deflator |
2.9 3.6 2.9 3.5 7.6
_Hé«rlar waM ratea 5.0 4.0 ~.8 5.4 10.3
HilCea and aalariee
per head 5.4 5.8 7.4 7.1 12.5
onttnt oer head 2.3 3.9 4.4 2.2 2N
Na«ea and aalai”
tea per nnit ef
ovtvnt 3.1 1.9 2.9 4.8 9.5
iMPort vrieea 1.3 10.9 2.4 6.5
5.3 10.fi  14.8" 3.4
iXzport vrieea 1 1.4 2% 80 2 i 8.2

All the Indi~tiona of Inflation in the eaonoa7. The Retail

Prlee Indazf the Oonsmar Prioe Index and the O.9.P. deflator

ahowed a large rate of inoreaae in 1970. Biia ooaparea with

a trmd rate riae over the period 1959-66 of/alx>at The

lIoMr part of the table glTea ao»e detaila” iifaich bear on the

%rlle%tioB of the proziaate oaoae of the aooeleration of in-
ation.

In 1970 baale honrly «a” ratea ahot np More than 10%;
m«a and aalarlea per anplojree by 12.5%, ooaopared nith trend
Talnea of A~ and jnat nnder 3 reapeetively, iihilat outjnt
per head reoorded a nail inoreaae of jtut over 2, Biia
meana that Ma«ea and aalariea per emit of oatpnt mnt up by
9*5J(t three tiaea the trend inoreaae.

In 1968 and” 1969i the ratea of prioe inflation ««re alao
mai’cedly out of line with the tnnd. In thoae t«o yeara,
the riaea in hourly nage rate» and in «a” cotta per tmit of

oont.
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out put ware relatival” Bodastt Howvrer, ondar the Impaot
of th« 1967 sterling davaloAtion and the deaand Baugeiient
polI” associated with It, import prices and indirect taxes
went up sharply.

TABia 2 - Contribntions to ,the-RIB> In the Conswsers* Price

Index
IXUL SSUH 10211 1 u nm 111973
ni-I I um. 11971 5 o .
Consunera Prloe
Index 5.2 5.2 5.7 8.3 5.1 Ti
of «faioh aococtmt-
ed for by:
I»pcrt Prices 2.0 0.3 1.3 0.8 0.1
Indirect Taxes 2.0 3.0 -0.1 P.7 -1.2
Unit Labour
Costs 0.8 1.6 4.4 3.8 3.0 +4
Unit Hon-Labour
Cost 0.9 -0,3 0.3 25 1.4 0

(SOURCES H i m ESTDUTKS )

Table 2 shows that the aain el«se»ts r«ppon»lbie for the surge
in prices in the 1967. ~ period were Iqwrt prloes and indirect
taxess these tifo accounted for aore than tao-thirda of the
inoreasa. In 1968-69, indirect taxes alone were reaponbibla
for Bora than one-4ialf of the total rise. The situation was
co>platel7 different in 1970 when unit wage coata guide the
running, accounting, for OTer 80" of the riae.

(2) THB 1970-1972 Ft10D

As table 3 shows, this period was oharaoterised first by
a, wages explosion™in 1970 and 1971 during whloh hourly wage®
rates went up by 10.3" and 13.2j( respectively. Hagas an4 sale”
ries per head rose aren higher during this period} the rises”
ranged between 12.and 14~ per annua.

In the year to aid-1972 however, soae aodaat Bueceaa
appeared to be achieved in halving the aooelei”tion in wagea,
as the rate of rise of bMlc hourly wa” ratea dropped
alightly. Interas of eamingSy the deceleration waa. arvan
bigger, as the effeota of the 1971-72° racaaaion began to hit
ovartiae workihga, etc.

cont....
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nSUt 3 - MOVBCBITS 11 COST AKD paiCBS mOK 1969-X972

1I 1970 M U i i212_n
TP 71 1972 nr
grwA
Sotaii Prtc«» "Tir  g3tl- .
JsL Ji
(t"etCT MSt) 2*9 7.6 10,7 8.9 10.0
VwM M i
B 1”4, JIts- OoLJL
O«twt w»r hMjil JsX g X Jli. -Sisl.
V«| M
a ’sJImu..gagstisr 24
321
SCtiSBS hK. JliL.
Other Cwtora votldac i» ttic M»a (Urtotios «*r»t th« o«t«
19 S.I1.T, 1971 m A mrofawi* U* in teth 1971 and 1972,

ttiex Miiill rwalwlioa of eiarling iaMdiatalx follenliig th«
d*-UifAmlaA rMIi~aeat in Daoeaber 1971 and rather fortuit-
ovl7].th« mfcrytntf riM in Ugwrt prioes. Bi« l«tt«r d«T«lop-
vent h*IIM& oossldanAlj the C.B.I1. a «fforts to Italt voluntar-
Il th» riM is veio” of Mn*Mtorar*. 9im* w«r« farther
helped liy the rife tn prodnotiTritjr m the eooi”v hegnn Ite
reoowy,

1b all- the rat* of rtae of the ret”l prioe liidex alowed ai”
Blficaatljr fNa a peak of ahout lojil per anao™to ahoot 6fL

Xhe alowdon in prioea nMi hotferer, ahort lived, and Ita
aneoeaa ma not ooaiplvte* Nhen aet against the sharp rise in
one”ployMmt dnrifi« that period (1971-1972< see (pxfb I), the
overall deollne la iaflatioa - at least in Nace termi - was
relatively saall. TurtheiMore, in June 1972, the pound ma
effeotively devalved hy ateut T% and hy a further 2-3” In
lovealMr. Of itself this sight have added soMthing like 1-1~
to the retail prlee index. Vat at the saae tiae aorld prioea -
partionlarlr those of food - raoed amy during the latter part
of 1972. In sterling tenw, iaport jnrioes rose through the
half-year at an aanual rate of about 177, equivalent to a total
of peroattage points on the retail prioe index.

Antloipatlag aoae offioial action on priocea and inooawa, “meeges
aooalerated ahaiply. In Ootoher and loveaber the baaio hourly
wage ratea index rose to reaoh a figure of about 17.5” above

oont....
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the I«v*1 of a year prwvlouBly during that axploalve J>erioda
Hage ratas ware mnnlng at an annual rata of abont 20>.

Prioea too joined this rialng band m~n. la. tha period "bet-
ween the ending of the C.B.1."b initiative and the iapleaeii-
tation of the-free*e prioea were raised npwards. The final
result was an azmual rate of rise in the retail prioe index
of between Najr aiid Kovenber which left it at the year end
SOM 7j” above the 1971 Ceoeiiiber level, with atill farther
oost-increases in the pipeline as a result of further rises
in i«port prices and tha pre-freese rush of wage settleaents.

Since the 1970 wagea azploaion, wages have reiiained the
largest contribution to the rise in prices (Table 2) though
not as predOBinantljr as in 1970. From mid-1970 to mid-1972
unit wage oosts aooounted for over half of the rise in

prices. thit non-labour oosts (wfaioh include profits, incoae
from self-««plO7aent and rents) show a significant contribu-
tion in 1971. This was due in part to soae reooveiy in profit
margins.

(3) THE FSICB SUHOE

As chart 1 shows, despite the introduotion of statutorj
controls on inooaes and prices inflation has continued to
roar away.

The initial iigretns to the present inflation was provided
by the sharp upward push in 00oBBOdity prices relative to all
other price aovenents wfaioh ocoui>red froa the aiddle of 1972
onwards. This in turn caused by the coincidence of ea>>
pansion in deoan"d whioh took place world wide at a time when
severe short”em supply constraints operated; an adverse
position wfaioh was accentuated by the prior imnning down of
stoolcs to historically low levels. The severity of these
pressures appeared to ease approxiaately a year ago, when aaay
oomodity markets showed signs of coMing off the top but the
Iull in the upward progression only lasted until October. Then
the disruptive oonaeciuenocea of the war in the Kiddle East not
only led to a resnaption of speculative buying in virtually
every oonaodity Market, but it gave a further and even aore
vioious upward twist to inflation with the.aaBBive links in
oil prices. n

The exogenous inflation resulted in sharp rises in
iaport unit values, wholesale prices and finally retail prioea.

oont....
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lacTit«*0jr thi» highly eiploeive sltoation led to wa««
esnitrs pr*B»ing for higher «ag«* and this point the
inflation ewitohed fro* being an eaaentially eiogenoo*
phcBOMBOB to a basically endogenous phenoaenon (please
refer to our Appendix 1 for data on the ohanges in
Meney Supply M3, Mholesale Prioes, Retail Prices, and
Basic hourly wage rates.

CCWgBaOBtCTS OP A RWAICfcY-gFUTSCB
rom o (g atsgpuRiTT;

Unlike the pre<i-1967/68 period of inflation when the rise
In prioes Das of the order of 3" per anniai the present
phase of*rising prioes, with the latter inoreasing )
about 10J( plus, has aa™-everyone anre oonsoious of ris-
ing prioes.

Cvery wage earner tries "to get in first" with his/her
inooae olaia. Inflationary ozpeotations are raised at
every wage bargaining round, and the whole process t“pears”
to get out of control.

OP RKSODBCgS

As Money rates of interest lag behind the price rise,
excessive indebtedness and inefficient allocation of
soarce resources cocnr in the econoMic sy;ea.

Moreover, the high rates of inflation create an at«osphere
of uneasiness and uncertainty as to what exactly the price
rise Is IUcaly to be over a nunber of years, this distorts
seriously business mbs " judgesent and inhibits long-run
lending and investaent decisions.

SOCiAl, Am) POLITICAL.

Under highly inflationary conditions, inooae gains and
the aeouBulation of wealth appear be the result not so
Boch tr”m hard work or sacrifice but froa the exercise of
polltico-econoaio pewer and Influence.

There also axist opportunities for spemilatlons to "hedge"

against inflation) the aain disadvantaged group reioains
the old, the handicapped people.

oont.
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R«B«ntirant a«;ainst Inflation la indeed widespreetd througb-
ont the oomfmiij and tmder certain cirouastanoea oould
eaally 1m aanipalated Tyr r«aotionary politioal”"foroeB.

THE POOH COOHTBIES

Apart froa affecting adversely the jioor nation® terns of
trade, rising inflation and rising interest rates oonld
affeot the debt burden of these nations. Fortharaore, as
donors are preooonpied with fighting® inflation and the
oonsegnent balance of paynents probleas, the notion of
assisting the poor nations - to «faioh the whole world is
oowitted - is oonstantljr pushed into the background.

A notable feature of this present inflationary era is the
concentration of BtLSsive petro-dollar power in the hands
of a few nations - soim OFf which have higfaljr offensive
political regiaes - which oould easily jeopardise the
whole international aonetary network.

PAHTjii
AHTI-MPLANOWARY POLICIES

This part does not atteapt to discuss the effectiveness

or otherwise of these policy instruoMnts. Tiae peraitting,
we shall return to the subject later on, but for the sake
of siaplloity, the ty3«s of polioies parsued are snaaarised
below under the following headings

1) risoal PolicTS together with aonetary i>olioy has been
the aost widely used of anti-inflationary polioies. It has
taken, in aost cases, the fOra of increases in Taxes inten-
ded to relieve pressure of dMund. The eaphasis™has varied
between higher direct taxes and higher indirect taxes.
Apart®froa increased taxes, govemaent action has also been
taken through the budget either to reduce the govemaent
expenditure or at least to restrain the rise in it.

In recent years, when the phenoaenon. of stagflation has
beoora* increasingly oogvon, the reduction of taxation be-
coaes increasingly appealing to""the govemnent of the day.
At one stroke,, the rise in prices is rediuoed whilst reliev-
ing pressure is brought onto spending, ojitput and eaploy-
aent. « ~ *

2) Monetary"Polioyi "in aost cases fiscal policy has been
snppleaented by aonetary oeasures to opabat inflation.

These have taken the fom-of-higher Interest rates, of direct
liaitations on credit* %ese liaitations were effected by
changing the banks® li<iuidity structure (via the special
deposit scheae), placing ceilings on credit, issuing guidelines

oont..
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to

th* oategories of priority bomwera. Soaetiaes

atraight direotlvaa bare been issued, at other tiaes
"rvqoests" have been Bade* Another ooaaon fora of
reatriotion la hire purobaae control regolationa.

3)

Bireot intervention in prioee or inooaea;

ayatea of prior notifioat"ion of proposed prioe riaes
ayatea of oontrolling prioea of key iteas
nationaliaed indnatries prices to play a aajor role
in restraining prioe riae.

reduotioa of profit aargins

liaitation on the rate of dividend inoreaae
liaitation on the rate of pay riaea

ayatea of extra payaenta for vorldng onaooial hours,
dealing «ith aneaaliea created by the standstill,
dealing with the problea of vozicing in London
threahold aafegnard to be triggered once the prioe
retail index reaehea a certain level

Other Policieat

a ooabined aocio-induatrial policy: Sooial Contract
tengher ooapetition policy
aore effective aaa power and regional polioiea

acre ooat-coBaoiouaneaB in the field of govemaent
spmdIBfl?

eocooraging the agrionltural sector: replacing,
where poaaible, food iapcrts by loi*"ata hoae
producee

Presented by;
Cooperative Bank Ltd.,

Manchester
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SAVIMGS IN AN INFLATIONARY AGE:
EXPERIENCE

1) AGGREGATE PERSONAL SAVINGS & INFLATION

2)

As Table 1 Indicates, despite the strong upsurge in prices, total
household savings in the UK have retrained fairly resilient during the past
12 years. s

Indeed, over the past two years, a period when prices have soared away,
personal savings, as a percentage of personal disposable Income, have
actually increased. The ratio rose from y/o in 1971 to 9.60% in 1973.

This improved personal savings trend has continued in the early part of

1S?**. In the first quarter of 197*. whilst prices rose by about 12 - 13%,
over the levels of a year ago, the personal savings ratio went up from 7.20%
to 9.30%.

SAVINGS. INPUT ION. AND TRANSACTIONS OF LIdUIP ASSETS OF THE PERSONAL SECTOR
a) National Savings

At the end of 1965, the UK personal sector had £8,189m. held in the form
of National Savings assets. Although these went up to £10,072m. by the end
of the second quarter of 1977, i.e. an increase of about 23%, prices - as
measured by"the retail price index - rose even faster. In 1965, the retail
price index stood at 112.1; 9 years later it hovered at around the 200.0
mark; a rise of about 80%.

Thus, measured in real terms, there has been a decline in the past few
years in the use of this outlet by UK householders as a means of investing
personal savings.

Another feature of this savings media is the decline - in money terms -
of National Savings assets held by UK householders. At the end of the
fourth quarter of 1973. the figure was £10,1 l4m; more than £M0. higher than
the level of the second quarter of this year.

b) Building Societies
/ Ll
These savings outlets have enjoyed a strong degree of popularity amongst
UK householders. At the end of the second quarter of 1965, deposits by the
personal sector with these institutions amounted to £4,539m. Nine years
later, the figure went up by almost fourfold to about £17,000m; well above
the rate of increase in prices experienced during that nine-year spell.

Despite this satisfactory long-term performance, the building societies”
movement has recently experienced a much slovrer rate of growth of deposits
from the UK personal sector. At the end of the first quarter of 1973, deposits
from UK householders totalled £1%,585m; 16 months later, they only went up by
about 16% - much below the inflation rate of about 20% experienced over the
same period.

c) Life Assurance and Superannuation Funds

In 1965. £1,170m. was used by UK householders to acquire assets in these
two sectors; 8 years later, the figure went up by about threefold to £2,8?7m.
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TAIUH 1

Personal Savings as a Index of IIt?eetail
Percentage of Total Pr.i.ces -
Peisonal Disposable 16th January,’
Income 1962 = ICO
1963 7.45 103.6
1964 8.00 107.0
1965 8.35 112.1
1966 8.90 116.5
1967 8.30 119.4
1968 7.90 125.0
1969 8.10 131.8
1970 9.00 140.2
1971 9.00 153.4
1972 9.00 164.3
1973 9.60 179.4
1972
1st .Qrtr. 7.80 159.7
2nd " 11.00 162.7
3rd " 9.10 165.4
4h " 10.30 169.4
1973
1st " 7.20 172.4
2nd " 11.70 - 177.9
3rd " 11.50 - 180.2
Ith " 11140 . 186.8
974
Lst " 9.30 101.4+
\
+ = Base ot Index

from 1974 = 100



3

- well above the rate of price rise between the 1955-1973 period,
d) The Stock Market

Net Acquisition of Assets by the Personal Sector (£m.)

British Governitient Uni t Trusts Company and Over-
Securi ties seas Securities
1965 -89 -59 -772
1966 105 -585
1967 -227 -775
1968 258 -806
1969 79 186 -519
1970 -222 89 -181*9
1971 k70 i*6 -1216
1972 5 203 -1218
1973 817 156 -1815

As the Table above indicates, there has been a clear trend of disinvestments
in British Government securities by the personal sector from 1965 up to
1970. In the past few years, however, with yields on these fixed interest
securities soaring to-about the 11% mark (they are yielding currently

about 16.5%) “compared with the return rate obtained on equities, personal
savers seem to have acquired an increasing amount of "these stocks, despite
the historical fact that the value of War Loan - that famous undated
Government stock - has declined from £103 in 19%8 to about £20 today.

As for company securities and unit trusts, the si"tuation is compficato.d
here by the continued inflow of personal savings into the life assurance and
pensions iildustries. These financial sub-sectors 1in turn have put an increas-
ing amount of their financial resources - despite the recent malaise experien-
ced by stock markets throughout the world - into the stock exchanges both at
home and very recently overseas.

INFLATION. SAVINGS AND THE UK BANKING SECTOR

Column 1 Column 2 Column 3

% change in the Total Personal Deposi ts wi th Bank- As2

Retail Price 1ndex Savings in £m. ing Sector in fin.
1968 +5.7* 2330 657 28%
1969 +e.h 25710 308 12%
1970 +9.* 309"t 822 27%
1971 +7.1 338 953 28%
1972 +9.2 i*187 1767 37%
1973 5269 3390 6S70
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As the Table above shows, the banking sector has been the most popular
outlet amongst UK savers ffir the disposal of their moneys. In 1968, 28%
of total UK personal savings was deposited with the banking-sectors, despite
the strong"rise in the retail price index during the past five years. This
figure shot up to about 65% in 1973.

As for the Cooperative Bank, the experience from the past few years
has been equally gratifying. The number of current accounts open with the
Cooperative Bank since the beginning of 1971 has risen by over 25% - with
most of the growth concentrated in the last half of the period. The Bank"s
growth 1in deposit accounts has also been very exciting. The number of accounts
open in the middle of this year was about 15% higher than in the corresponding
period of 1973.

inflation and the personal SECTOR®"S INDEBTEDNESS

In 1968, UK householders borrowed about £450m. to finance the purchase
of their own property; eight years later this figure shot up“dramatically
to about £2,800m.

The same upward trend was experienced by the hire-purchase institutions.
In 196”7, UK consumers®™ debt went up by only £8Im. In 1973, the figure rose
by a huge amount of £332m. (please see Tables below for further details).

LOANS BY THE UK PERSONAL SECTOR FOR HOUSE PURCHASE

Charges in HP debts incurred by UK Householders (£m)

1969 858 -21
1970 12'*6 +58
1971 1835 +165
1972 2757 m  +296
1973 2796 +332

CONCLUSION

From the above analysis, it seems quite clear that inflation has not
affected seriously aggregate personal savings in the UK (not yet anyway).

The personal savings function is a complex one - sex, age, size of house-
hold - and professional factors apart, savings depend not only on how the
rate of purchasing power of the pound has moved over a period of time, but
also on how the desired and actual coefficients of capital to income, the
rate of growth of incomes, and the coefficient of spending to income alters
over time. » _

This, however, does no,t mean that inflation in the UK has not created
problems for certain financial institutions.

At the disaggregated -level, irHHati*DTt""has resulted in a dramatic escala-
tion in credit demands - mortgages and consumer loans - by the personal sector.

On the other hand, runaway inflation tends to result in high interest
rates, which, in turn, increase sharply the level of repayments on the massive
debt incurred by the"consumers, thereby making them increasingly reluctant
to spend. In a purely cost push inflation situation, these two contradictory
forces may well exacerbate the price rise spiral and lead to a vicious circle*
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~of inflation - more savings, more inflation.

With relative yields (both in rnoney and in real terms) on different
financial assets seriously distorted by inflation, the National Savings
Movement and very recently the building societies have experienced difficul-

ties in attracting funds.

To redress this situation, index-linking moves have been announced by
the Government to improve funds flowing into the National Savings Movement.
It is too early yet to say whether these will be really effective. Personal
savings habits are very difficult to change overnight. This means that any
relatively better performance on the part of these institution? as a result
of this move may well lead to a general- index-1 inking exercise 1in the whole
financial sector economy which could ver” well accentuate inflation instead

of reducing it.

Cooperative Bank, Manchetter,
U.K.

Presented by:



IMFLATION IN IHIE UNITED STATES OF AMERICA

with consumer prices In the United»States rising at an annual rate of
12 percent, credit unions and other thrift Institutions have become concerned
about the implications which Inflation might have on the rate' of personal
saving. This paper will deal with,the problems encountered b;j credit unions
during periods of hlgh_Inflatlon. First, we will discuss the scope and causes
of present U.S. inflation and analyze government attempts to deal with the
problem. A second section will deal with the Impact of inflation on credlt-
unlon operations. Section three will deal with the Inflationary impact of
International capital movements and the concluding section will discuss alter-
native methods for the protection of savings and the means available for getting

concrete action on such proposals.

I. Inflation in the United States 1965-1974

Economics textbooks define Inflation as an Increase in the general price
level, particularly prices paid by consumer for final products. At the same
time It has been generally accepted that-moderate price Increases ( 17. - 2%
annually ) were part of a climate favorable to economic growth. As a result,
as the rate of inflation crept above this rate in the mid-60's, few people
expressed concern as it was considered only an aberration. Assuming, however,
that inflation ata rate greater than 3 percent per year Is something with
which we must be concerned, we can see from the data in Colunvi(2) of Table 1 tha
the present inflation has been building since 1965, and has become the norm
rather than a deviation from the norm. However, the nature and cause of the

Inflation has changed several times during the period.

During the early 1960's the American economy moved from a period of reces-

sion to one of growing prosperity - primarily in response to an expansionary



Table 1

Consumer Price Index, National Debt and Money Supply 1965-1974

Cons'jraer Price Percent Increase National Debt Percent Debt Percent Incre
Index from Previous Year ('} billion ) Held by Public In money sujbi
1) (2) (3) (4) (5)
-1965 95.3 2.3 $ 320.9
"1966 98.5 3.2 329.3
1967 101.5 3.0 362.0 79.1 6.80
~1968 106.2 4.7 371.3 78.6 7.81
;1969 112.7 6.5 381.2 75.9 3.52
11970 119.0 6.3 400.8 75.1 6.0«
p:'7i 123.0 4.1 434.4 75.0 6.33
ft'§72 127.3 4.2 460.2, 74.1 8.72
11973 138.5 11.2 4B0.7 72.6 5.7
1974 * 150.5 » 12,0 5.71

mfirst tvo quarters 1974, figures projected at annual rates

lotirce 5 Survey of Current Business
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government fiscal policy. The goal at that time was to cut taxes to
stimulate demand therby Increasing income and thereby government tax
revenue. Thus, over the long run, the government deficit would be turned
into a surplus as tax- revenues increased faster than government expenditu-
res.

The first real Inflationary pressure came In 1965 when, as the
economy was moving toward full employment, the Jbhnson administration
attempted to finance expenditures for the Vietham War by monetizing the
national debt ( borrowing from the Federal Reserve ) rather than borrowing
from the public or raising taxes. The rising expenditures generated
income, however, the goods produced for the war, were not available for
domestic constjmption and the result was a classic case of excess-demand
inflation with " too many dollars chasing too few goods. "

Thqgre'was a significant lag before workers became aware of the
" hidden tax " of inflation. It wasn't until the economy began moving
out of the 1970 recession that demands for large wage increases were

<~ forthcoming. Organized workers were demanding latge increases to

a) make up for purchasing power lost due to previous
inflation;

b) cover for expected inflation during the life of the
contract; and

c) allow for rising real income.

This was a classic case of wage-push or cost-push inflation as
producers were unwilling to absorb the wage increasafby reducing profits
and raised prices. Wage increases in excess of 10 percent per year were
not uncommon during this period.

In response to the dramatic increasesJ.n”™ wages and prices the Nixon
administration turned reluctantly to wage-price controls. We can see
from the data in Table 1 that the controls " worked ", that is, the
rate of price increase in 1971 _was only 4;17. and 4.2% in 1972 as compared
to 6.37, in 1970. However, the existence of controls did nothing to

alleviate the underlying inflationary pressure on all sectors of the



economy. Also, during the'feriod when the controls were In force, several
events occurred which Increased this Inflationary pressure; among them
were ;

1. devaluation of the dollar and the resulting suspension

of convertabllity. This led to a pool of " excess "

dollar reserves held by many foreign nations which they
attenpted t<) use to buyU.S products which had become
relatively cheaper ;

2, rising prices of raw materials which had been controlled
during the freeze;

3, government export policy selling grain to the Soviet
Union at a time when wor~d-wlde demand was rising and
supplies were relatively short; and

4. distortions introduced during the freeze which caused
shortages to occur Iti many products.

Moving through time, conditions began to worsen. The government con-
tinued to borrow money at an unprecedented rate'( see Column (3) Table(l),
and the fact that a declining portion of this debt was held by individuals
meant that the government was monetizing the debta/g% r}?1‘\</:I|“r1e%1.<,ing impact
on money markets. Colum (5) in Table 1 gives us figures for the rate of
increase in the money stock ( M.1 ) during the period. Add to this the

Arab oil embargo and resulting higher prices, rising price " expectations
on the part of other raw materials producers, and changing weather patterns
leading to significant food shortages and the conditions were there for
large Increases in prices. To top it off, conditions are now ripe for
another round of wagepush inflation as organized labor’s response to

rising prices has occurred much faster this time.

Since the demise of wage-price control's, the major tool used to
fight Inflation has been monetary policy. The failure of the Federal

Reserve to act strongly In the period prior to the 1972 presidential

election was part of the problem, however, since that time " tight money
has caused a disproportionate share of the anti-inflation burden to be

carried by the construction industry, those industries needing capital



to expand output, and thrift institutions. At present, it appear"s that
the Ford administation Is making a concerted effort to reduce the

level of federal spending to reduce the impact on money markets to allow
the Federal Reserve to allow the money supply to expand at a moderate
rate. The administration has disavowed wage-price controls, and has
hinted at a tax increase in 1975.

In recent decades, American consumers have reacted to Increased
inflationary expectations by trying to reduce their discretionary
spending and increase their saving. However, at the same time there is
the counter pressure brought about by inflationary psychology of " buy
now, prices will be even higher in the future." At present the two
pressures seem to counterbalance each other. Recent surveys by the
Survey Research Center of the University of Michigan indicate that
consumer awareness of the problem of inflation has been building since
mld-1973. Figures show that it was during this period that pressure
started building on personal financial situations. Also, during the past

few weeks inflation as " public enemy number one " has received consider-
ation at an economic summit which has done much to Increase public

under-standing of the problem.

Il . Implications for Credit Unions

The credit union movement in the United Statfes encompasses some
23.000 economic institutions representing over 27 million members.
As of August 31, 1974 the movement had | 30.5 billion in assets, $ 26.6
billion in share deposits,, and $ 23,6 billion-in loans outstanding.
Data in Table 2 show the growth in the various categories over the past
10 years.

Most credit"unions in the United States operate whith two basic
limitations - they may charge a maximum of 12% ( 1% per month on the
unpaid balance) on loans made to members and may pay a maximum dividend
of 6% on member share accounts. In normal times credit unions usually
charge/pay less than the maximum. Operating expenses are about 36% of
income and dividends 45-507. of Income, with much of the remainder of
mincome going into reserve accounts.
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1965
1966
1967
1968
1969
1970
1971
1972
1973
1974 *

However, as Inflation increases credit unions are faced with

a) the need to increase dividend payments to remain competitive and
prevait an outflow of funds. As the competitive rate rises above 6
percen”™t, many credit unions are forced to offer certificates of
deposit, that is, borrow from members ;

b) higher Interest payments on money borrowed from outside the movement

to serve members needs;
c¢) disintermediation in larger a.ccounts ;
d) rising expenses, particularly wages and salaries;

e) the need to raise the average interest on loans to members.

The impact of these variables may be seen in a number of changes
which have taken place in the past two years. In the third quarter of
1973 to combatepotential disintermediation, federally chartered credit
unions were given the right to pay a maximum 7% annual dividend, and by
the end of the year over one credit union in ten was paying a rate greater
than 6%. Certificates of Indebtedn€ss increased from $ 1.3 billion at the
end of 1972 to $ 2.4 billion by the end of 1973, Saving Increases in
July 1974 were at the lowest annual

Table 2
Credit Union Savings

Credit Union

Assets Savings Loans
(e billion ) Outstanding
(1) 2) (3)

» 10.6 i 9.3 i 8.1
11.6 10.1 9.1
12.8 11.1 9.8
14.2 12.3 11.3
15.9 13.7 13.0
18.0 15.5 14.1
211 18.4 16.2
24.8 21.6 18.7
28.6 24.6 21.7
30.6 26.6 23.6

* as of August 31, 1974, calculated at our annual rate

Source :

Credit Union National Association

84



ratie In the preceeding 10 years.* Expenses rose 14.8% during 1972 and then
17.9% in 1973. During 1971 credit unions received an annual return on
loans of 10.2%"in 1972 the figure was 10'5% and during 1973 the average
return climbed to 11%, leaving only a small margin with'which to work.

The only factor which has allowed credit unions to exist within the
present interest framework Is the fact that share accounts and loans
outstandihg” have increased and the resulting Increase in Income has been
sufficient to cover the Increased expenses. If credit unions experience

1) declining deposits in share accounts;
2) declining loan demand; or
3) more rapidly Increasing costs,

it will be necessary to seek relief from the 12% celling.

The impact of inflation has not been spread equally among thrifts.
Credit unions hav” been experiencing a rise in their deposits while
massive disintermediation has been experienced by savings and loan
institutions and mutual savings banks. All thrifts have undertaken
promotional programs to attempt to increase both the number of accounts
and the average balance in each account. However, higher Interest rates
available elsewhere plus declining real disposible Income have retarded
member’' s desire Md ability to save at thrift institutions.

If we analyze member savings in credit unions we find

1) the dollar value of savings increased at approximately *
12 percent per year since 1965, but the Increase expressed -

'in constant dollars was only about 6 percent;

2). that in the past two years, even if the credit union was
paying a 6 percent dividend, the purchasing power of each

dollar In a member's share account declined.
N

At present, there are no special measures f%r'protection of savings
In thrifts from the ravages of inflation. Alternative solutions to
this problem will be discussed In the concluding section. Protection

In the United States lias taken tiTe form of share insurance " which

offers protection from poor management, ,theft and embezzlement.



The'present anti-inflatlon measures have not had a serious impact
on credit union operations. However, one tool vrtilch Is under considera-
tion, that is, credit controls, could have serious implications for future
operations. As a means of controlling excess demand in certain segments
of the economy, particularly consumer credit, the government could
Impose regulations limiting the type and duration of loans, dovm payments

and interest charged.

Il - International Implications of Capital Movanents

The iree circulation of capital has a definitive Impact on the rate
of world-Hlde inflation. During the early portion of the period in
guestion, capital movements from the United States and the resulting
foreign accumulation of dollars allowed the United States to " export
«a significant portion of Its inflation. The attempt by Germany and
Japan to maintain the value of their fcurrency and prevent the United

States devaluation resulted in large increase]In their respective

domestic money supplies.

The devaluation in 1971-1972 turned the direction of flow around,
and the oil price Increases diverted an ever increasing number of
dollars to the Arab markets'. The return flow of funds to the United
States 'caused shifts in many sectors of the economy, particularly food,
as foreign nations attempted to buy more American products. The’
continuing need for all nations to obtain funds to finance oil purchases
Indicate that further capital.movements, with their resulting inflationa-
ry implications may be expected. The problem Is further complicated by

the Arab expectation of " protection " for the value of their deposits
with the Implied threat of further oil price Increases if such protection

is not forthcoming.

Inflation in more developed countries ( MDCss ) has differing
impact on less developed countries (LDC*s )If the LDC is attempting to
increase-their domestic growth rate by importing capital goods from the
MDC s, then prices increases In these sectors would decrease their
ability to import. However, if they are exporters of raw materials whose
prices have Increased faster than the general rate of inflation, then
their foreign exchange earnings may show a relative increase. A major
problem Is only peripherally related to Inflation per se, and that is
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food shortages. Food prices have increased somewhat due to increasing
costs, but the major cause of the increase has been the increase in
demand for food products being greater than the increase in supply.
Nations with food deficits who must also Import significant amounts

of oil have problems of a monumental magnitude.

1V. Alternative Methods for Savings Protection

It Is apparent from figures In section Il that individuals who had
funds In credit union accounts ( or other savings accounts ) experienced
a net loss in purchasing poweic'during the past two years. Since the
small saver has a positive time preference, that is, prefers consximptlon
today to consumption tomorrow, this has serious implications for savings
in the long run. In or(Jpr to ensure a continuing flow of savings In the
long run some method must be found to protect the purchasing power of
the funds.

One method of maintaining the purchasing power of a savings account
is to use a system of INidexing, that is, tying the interest rate paid
on deposits to some variable such as the consumer price index. This
program, however, would necessarily raise the credit union's cost of obtal
ning funds during Inflation to significantly higher levels and would
require the removal of the 127. interest ceiling on loans.

A program such as this might, however, prove to be counter productive
in the long run. A inherient problem with Indexing is thaC its use
generally constitutes acceptance of continuing Inflation as inevitable
and thereby avoids the main, issue. In the long run the only realistic
method of protecting savings and ensuring a flow of capital from private
sources is to curb inflation. The methods of curbing inflation are well
known and will not be reiterated here. Of course, the particular methods
which would be used by any specific country would depend upon the type
of Inflation facing that country. Attached please find CUNA's summary
views on questions arising at a recent financial conference on inflation
called by the President of the United States,
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SUMMARY VIEWS ON MONETARY FOLICy
CREDIT UNION KATIONAL ASSOCIATION. INC

FTOANGIAL O3NFERIKCE ON INFLATION

September 20,1914

While there is reliable evidence that the Federal Reserve has
expanded the money supply excessively in recent years, monetary policy
In the immediate past period seens,to have been appropriate,given the
economic conditions of the period. However,the policy was becoming
unduly restrictive as a restilt of the failure to use other approp\r/iate
antl-Inflatlon tools. Including fiscal measures. Recent signs Indicate
that the Fed has, In fact, loosened the policy sometdiat, and It would be
hoped that the money supply would be allowed to grow at a rate approxi-
mating the long term rate of growth of the U.S economy.
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SUMMARY VIEWS ON FISCAL POLICY
CREDIT UNION NATIONAL ASSOCIATXON. INC.

FINARaAL OONfERENCE ON INFLATICW

Septemb'er 20, 1974

Persistent and substantial growth in Federal government spending
without corresponding tax Increases has been a notable aspect of fiscal
policy'during the past ten years. The resulting monetization of the
federal debt has been one of the major causes of present Inflation and
high Interest rates. TheSrefore, any anti-Inflation fiscal policy must
set government and agency spending at a level IAlch will have minimal
Impact on financial markets. Failure to achieve such a revenue-expenditure
balance will. In large part, offset any gains idiich could be made from

the easing of,monetary potj*py.

A positive factor for the long run is the development of the new
Congressional budget process. The use of this process,developing a
closer relationship between Congress and the Executive” budget matters,
will allow fot greater discussion and better understanding of the impact

of federal spending on the level of econon”ic activity.

At this time it would be unwise to commit the 1976 budget to' any
particular level of spending or surplus deficit position. In light of
the many economic problems facing the nation, it would be well to main-
tain maximum flexibility and adjust spending in response’ to the changing
economic circumstances of the Intervening months. Excessive focus on

the Federal budget carries the danger of oversimplifying the problem.
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CREDIT UNION NATICTMAL ASSOCTATrON. INC

FINANCTAL OONrERENCE ON INFLATION

September 20, 1974

Persistent Inflation has caused severeproblems for the capital markets
of the U.S. To the extent that individuals view inflation as permanent,
long term commitments to the debt or equity markets become less

attractive.

In order to support'the capital requirements necessary to expand
our productive capacity and thereby lessen supply-induced inflation, it
may be necessary to Increase Incentives to those willing to commit their
funds to the long term markets. It Is important, however, that any
inc'entives created apply equitably to all forms of capital commitments,
he they equities, debt or deposit and share accounts at financial Insti-

tutions.

To encourage savings and Investment, all financial institutions
should be granted the power to establish term savings, deposit or share
accounts. Hiose individuals who prefer to make capital commitments
through financial institutions should be given equivalent incentive to
tho$e that wish to Invest directly in stocks or bondsi This incentive
approach should Increas the proportion of disposable personal income
going to savings and lessen the demand-induced price pressures in the
consumer sector. It would make more capital available to housing,and
because of the time commitments, lessen the disintermediation Impact

on financial institutions during tight money periods.
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CREDIT UNION NATIONAL ASSOaATION. INC

CONFERENCE O INFLATION

September 20,1974

The effort to reform the structure and regulations of financial
institutions that began with the appointment of the Commission on
Financial Structure and Regulation in 1970 now appears to have a bette:
chance to be accomplished by means of omnibus legislation. But it is
acre apparent than ever that the specific recommendations contained in
FIA ' 73 fall far short of the desired goal.

The change in econgpicarid political conditions since the submission
of the Hunt Commission Report and the legislative package drawn there-
from, dictates a fresh approach to the' task of reforming the structure
and regulations of financial institutions.

We think each regulatory agency and the regulated industry should
conduct a review of their existing regulations for the purpose of
eliminating those that are unnecessary and updating the others. The goal
should be to make financial institutions more efficient and competitive.

Then the Treasury should meet with the various financial institutions
to revise and reform FIA ' 73, Suggestions for revision from the various
financial institutions should be treated positively, while negative
reactions from competing financial institutions should be of lesser
influence.

Through full participation and openness, a more credible and
equitably balanced package can be formulated to gain wider industry and
Congressional support.

In keeping with this approach, the credit union movement is presently
studying the full range of credit union member.needs. Among the matters
undez~discussion are (1) the cost-price impact of the 12% maximum loan
rate; (2) third party payments; (3) shares with varying ratps and
maturities; (4) a liquidity facility; and (5) greater credit union parti-
cipation in the renidential mortgagemarket. These studies are responsive
to credit union members demands for a broader and more flexible range of
financial services. N

It is time for a new IookaEhe Financial Institutions Act. The new
look should be made openly and forthrightly.

Presented By:
World Council of Credit Unions, Inc.
U.S.A.
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"FINAL REPORT"

The experts, who met in a Thrift arid Credit Cooperation International

Liaison Committee Symposium on 30th and 31st October 1974 in Bischenberg
(France), pooled all the analyses they had made on Inflation and compared

the experiments carried out to "rescue savings in the face of inflation".

On the basis of the reports presented by Canada, the United States, Japan

and various European cuntries, they made the following observations:-

It is to be remembered that, when speaking of inflation, what is meant is
a constant rise in the general level of prices, and they note that, in all
countries, this rise which had on an average been below 3% around the year
1960 and had remained at about 3,7% during the 1961 - 1971 decade, had
risen to 12,5% or more in the course of the 12 month period from April
1973 to April 1974;

They restrict themselves to this definition as a description of the inflation
phenomenon, as it provides a a ngle characteristic common to all coun-
tries where inflation prevails, no matter what its profound causes may be,
while realizing that this perhaps rather rough definition reveals how very
perplex theory becomes when confronted with the multiple possible aspects
of inflation;

However, they nonetheless wish to stress the complexly of the pheno-
menon inextricably bound up with the "mechanisms and wheels" of economic
social and political life, as well as. its worldwide aspect resulting from
international relations. Inflation is not exclusively a matter for "the
others"”; it most certainly concerns all of us;

They note that the disorders generated tiy inflation are very numerous,
and that its cost at the social level is a general deterioration in the social
climate. As representatives of movements for savings by the public they
note that inflation is advantageous to those who are-the cleverest, the most
aggressive and the quickest to adjust their incomes to the newy prices;
and also that it alters the fairness of economic relationships to the advantage
of the debitor and at the expense of the creditor.

Their remarks are based on the following ascertained facts:-

In all countries represented at the “mposium, savings contine to rise in
spite of Inflation. But we must not think that, in this phenomenon, we

see a tacit agreement with the savings policies followed by Governments.
Under the circumstances prevailing at present, savings made as precau-
tionary measures by the mass of the people are only makeshift arrangements,
as a guard against the risks of an uncertain future. This reflex Is accom-
panied try a feeling of discontent which is very real indeed, even if it does

not yet take on the form of a flight from savings.
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It is absolutely necessary that public authorities be made to realize that
the modest saver no longer trusts appearances and that he is becoming more
and more aware of the economic realities behind such appearances.

When - as is the case more or less everywhere throughout the world -
the savings organization is no longer in a position to pay him an interest
which is at least equal to the monetary erosion, he feels this frustation

and analyses it as a fiscal levy which does not dare declare itself and to
which is then added as an absurd :indignation.

But we would be wrong in taking up the public savings problem from the
standpoint of its economic aspect only. What must hold our attention is
its social aspect, if we want to avoid a failure in this new field Having
repercussions at the political level.

Admittedly, the impact of inflation on the incomes and patrimonies structures
varies from one country to another, depending on the setting" up or absence

of such mechanisms as the indexing of incomes or of scales of taxation,

the dynamic nature of pensions, taxation on added value, etc. ..

The damage which the various strata of society may suffer as a result of
inflation is conversely proportional to the power of these groups to im-
pose a repercussion of, or a compensation to the rise in prices.

Thrift and credit cooperatives unite, first and foremost, savers among

the mass of the population. At both the national and international levels,
their actions are directed towards the protection of public saving, and they
will support to the utmost of their powers all national governments and
international organizations in their fight against inflation, wherever such
defending and promoting of savings forms a part of their anti-inflation
programs.

They do consider that inflation is a passing plague which it is possible

to cure by therapeutic treatments that only attack the symptoms. On

the contrary, they know it to be a fundamental type of disease eating away at
the vital forces and basic structures of our consumption society. Therefore
it must be attacked at its roots by finding a remedy for the imperfections

of our economic organization for the bad distribution of wealth and for the
unsatisfactory way in which economic powers are tialanced. A revision

of our excessively materialist system of values and a reform resulting

in more equitable relationships could Constitute definite steps in the

right direction, and they could contribute towards the mastering of

inflation without risking the reversal of the economic situation, i.e. the
replacing of the prevailing inflation by a recession which would be no less
dangerous to the equilibrium of our society.

They call to mind that the development of savings presupposes respect
for the saver, and that rates of interest must fulfil two functions:-
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- the maintaining of the purchasing power of capital saved,
- the yielding of a remuneration.

Taking into account the national and international economic situations and the
intensifying of the integration of national economies in world economy, the
Thrift and Credit Cooperation International Liaison Committee proposes that the
following objectives be pursued:

- the maintenance of the purchasing power of public savings,
- without such maintenance contributing to inflationist pressures.

Keeping this standpoint in view, guarantees should only be given:

- for savings made tiy the general public, i.e. derived from the personal
resources of such persons as have low or average means, below ceilings
which shall be set.

In this respect, the following rules can be suggested:
- the andount of the guaranteed savings shall have a ceiling,

- the financing of this guarantes as well as the utilization of the sums saved
should be harmonized with the economic policies-of the various governments.

In view of the great diversity in these policies, it is difficult for the Liaison
Committee to put forward suggestions which could be uniformly applied in
all thecojftries concerned. However, it is of the opinion that the two
following formulas should be explored:

- the firstwouldconsist in having the capital guarantee supported by public
resources. The cost of this would be borne™ ty/ fiscal resourcestaken from
those benefitting from inflation. This solution does not appear to betechnical-
ly impossible and it would not be inequitable, since it would take the'form of a
transfer in favour of the savers.

- the second, more ambitious formula would consist in giving the thrift and credit
cooperatives new investment instruments to be utilized fgr the financing of
operations yielding added values whjch could support all or part of the. guarantee
costs.

Finally, the thrt'ft and credit cooperatives have considered the serious impact

of inflation on developing countries requests the assistance of Intei—governmental
finance Institutions in order to help to finance the growth of cooperative org”.- -
nization in these countries and emphasizes the need for national cooperative
solidarity in furthering development.

Presented by: Irrternational Liaison Committee
On Cooperative Thrift and Credit.
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