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The economic scene
in the summer of 1972

Survey
The economic situation

The salient features of the economic situation in the
Federal Republic of Germany in the last few months
have been that the upswing continued at a subdued pace
while the inflationary trends persisted undiminished.
Aiter production and sales had increased steeply during
the winter months — partly as a consequence of tem-
porary factors — they rose at a slower rate from the
spring onwards. In the early summer business activity
slackened more than usual for the time of year, partly
no doubt because in some of the Linder the holiday
season began earlier than in previous years. However,
the underlying trend of demand and production continues
to be upward, as will be described in detail in “General
economic conditions”. As in the first half of this year,
this trend is determined not only by the sustained strong
growth of private and public consumption but also by
the expansion of the demand for capital goods. For some
time the level of construction demand has not depended
as heavily as last year on the demand for residential
buildings, since public construction demand has also
been significant. Furthermore, the demand for machinery
and equipment has picked up. It cannot, however, so far
be said that a new boom in corporate investment
planning is under way; such a boom is not to be ex-
Pected, if only because the investment volume of trade
and industry hardly dropped at all, even during the eco-
nomic slowdown of 1971. This fresh, if moderate, increase
in investment planning consequently starts from a high
level of investment activity.

Not only in the field of investment but also in all aspects
of economic activity the present slower growth of
demand and output must be viewed against the back-
ground of the preceding phase of the cycle when, in
contrast to 1966/67, there was a fairly short period of
stagnation but no recession. The new upswing therefore
began at a point where capacity utilisation was much
higher and manpower reserves, apart from the some-
times rather large number of short-time workers, were
insignificant. If only for these reasons the margin for
real growth is much smaller than in, say, 1967. From the
point of view of regaining greater stability in Germany
it must be considered auspicious that the unused part
of the production potential is only being fully utilised by
degrees, so that capacities will not soon be overtaxed
— as they were in 1968/69 — by an abrupt upswing.

An additional reason why a moderate rate of expansion
is desirable is that the preceding brief slowdown in
domestic activity made little difference to expectations
about further price and wage increases. Although a
certain reduction in the rate of price rises had been
apparent at the producer and consumer stages up to the
spring, this trend did not persist during the summer.
Producer prices increased no more slowly than before
and the pace of consumer price rises actually acceler-
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ated slightly. Admittedly, non-cyclical factors such as
shortages of agricultural products and increases, for the
sake of “catching up”, in the prices charged by public
enterprises (particularly the Federal Post Office) played
a major part in this, but the other prices also rose faster,
if anything, than before. The growth of actual earnings
likewise decreased no further. Notice of intention to
terminate major wage agreements can only be given
towards the end of the year, but increases in actual
earnings — due for instance to the lengthening of work-
ing hours — appear to be gaining in importance. It will,
however, only be possible to curb the rise in prices
with lasting effect if the determination to pursue anti-
inflationary policies is manifested on a broad basis and
this determination is translated into suitable action. The
governments of the EEC countries recently reaffirmed
their intention of coordinating such efforts at EEC level,
on the basis of common objectives wherever possible,
and in view of the high degree of economic interdepend-
ence this intention is to be welcomed.

A particular role should be played in these joint endeav-
ours by government fiscal policy. Given the large volume
of public expenditure — in Germany in 1972 it will come
to roughly DM 340 billion, or some 40% of the gross
national product, for the central, regional and local
authorities and social security funds combined — it is
to be expected that the structure of the public budgets
will have repercussions on domestic economic activity
and prices. In the currentyear public budgets in Germany
are definitely having an expansionary effect. Central,
regional and local authorities’ expenditure is rising con-
siderably faster than receipts, even though tax revenue
has for months been much higher than originally antici-
pated owing to the course of business activity (see
page 18). From the present perspective the cash deficit
of the central, regional and local authorities (Federal
and Liander Governments, local authorities, Equalisation
of Burdens Fund, ERP Special Fund and the German
Public Works Corporation) seems likely to amount to
about DM 18 billion in 1972, compared with DM 15.5 bil-
lion in 1971. In addition, the anticyclical surcharge on
income taxes is being refunded this year (so far just
over DM 5 billion has been returned), leading to an in-
crease in private incomes, whereas in 1971, when the
greater part of this surcharge was levied, exactly the
opposite effect was achieved. (Since a considerable
percentage of the refunded anticyclical surcharge is
likely to be added to longer-term savings while saving
was probably reduced somewhat in 1971 by levying the
surcharge, it is not to be expected that the expansive
effect will be equal to the full amount invoived.) More-
over, the social security funds’ cash surplus, which came
to DM 5 billion in 1971, will also decrease distinctly in
1972 if pensions under the statutory pension insurance
scheme are increased retrospectively this year.




Public authorities’ cash results

Billions of Deutsche Mark; cash surpluses (+), cash deficits (—)

Item 1968 1969 1970 1971 1972 e
Central, regional and local
authority budgets, total — 73| + 16| — 8.7|pe—15.5| —18"a
of which
Federal Government — 39| +17] —06] —141—6
ERP Special Fund, German
Public Works Corporation,
Equalisation of Burdens Fund| — 0.6| — 1.3} — 04| — 01| — "%
Lander Governments — 10| + 14| —21| —57| — 42
Local authorities — 17| —02| —56|e—83] —7":
Anticyclical surcharge
(payment +, refund —)} — —| + 22 + 37| — 5%
Social security funds — 19| —0.2| + 4.9|pet+ 502 + 3

1 Including the grants made by the Federal Government to the statutory
pension funds in the form of Federal savings bonds. — 2 On the
assumption that the 9.5 % pension adjustment due at the beginning of
1973 will be backdated to the middle of 1972. — pe Partly estimated. —
e Estimated. — Discrepancies in the totals are due to rounding.

In view of the fact that utilisation of the production
potential was below average at the beginning of 1972,
it appeared quite reasonable at the time when the
budgets for 1972 were drawn up for public finance to
have a certain expansive impact. Any continuation of an
expansionary fiscal policy would not, however, be
compatible with the return to normal utilisation that now
seems probable for next year at the latest. According
to the present state of planning for 1973 it is to be ex-
pected that the cash deficit of the Federal and Léander
Governments will, if anything, go up slightly, even if the
not very large tax increases now envisaged are put into
effect. It is less probable, on the other hand, that the
local authorities’ deficit will rise further. The central, re-
gional and local authorities as a whole should, however,
aim to reduce their deficits appreciably by comparison
with the high level of 1972 in order to make a contribution
to easing the inflationary trends. This could be achieved
if a substantial part of the increase which, considering
the present high rate of inflation, is to be expected in
receipts were not applied to additional expenditure. Any
such reduction in the deficit as compared with 1972
would signify that the central, regional and local authori-
ties are making efforts of their own to break out of the
inflationary circle. The construction of the public budgets
fixes such important points of reference for the economy
that the inflationary trends which may be engendered
thereby cannot be countered by other instruments of
economic policy — not even, presumably, by a highly
restrictive monetary policy. Even if the instruments of
monetary policy were fully effective — a condition that
has rarely been met in the past owing to the vulnerable
“external flank” — inflationary trends deriving from the
construction of the national budget could only be curbed
in part since, given public authorities’ imperviousness to
changes in interest rates, the size of public expenditure
and deficits can only be controlled to a limited extent by
credit policy.

The monetary situation

This reference to the role of fiscal policy in the stabilisa-
tion process does not mean that monetary and credit
policy do not have problems to solve in their own right.
One of the foremost tasks of monetary and credit
policy in the last few months has been the need to
counter, where possible, the further increases in the
money stock and bank liquidity that stemmed from the
massive inflows of foreign exchange in June and July
this year. The growth of the narrowly defined money
stock (Mj) in July 1972 over the same month of 1971
was 14.2%, compared with 9.9% in May, and in July
1972 the broadly defined money supply (Mz2) was 15.7 %
up on the previous year, as against 9.1% in May.

The Federal Government and the Bundesbank tried to
gain more effective control over domestic money cre-
ation by taking the measures to discourage exchange
inflows already outlined in these Reports (see Monthly
Report of July 1972, page 7 ff.). These measures to safe-
guard the economy against external influences were not
without effect. As set out in greater detail in the article
on the balance of payments, even though sales of securi-
ties to non-residents in July again led to a foreign ex-
change inflow of nearly DM 1.6 billion (which was, how-
ever, substantially less than in June, when the influx
came to DM 2.8 billion), sales to non-residents of fixed
interest securities issued by domestic borrowers — the
only transactions subject to the restrictions under the
Foreign Trade and Payments Act since June 29, 1972 —
fell from DM 2 billion in June to DM 0.3 billion in July.
As expected, capital imports through security trans-
actions not subject to administrative control increased
in July — principally as a result of fairly large sales of
foreign Deutsche Mark bonds — but this did not cancel
out the restrictive effect in the field of domestic bonds.
In August foreign exchange inflows due to security trans-
actions seem to have decreased further, and this is
likely to be the case in the future too, especially since
the volume of securities available for external sales not
subject to authorisation is dwindling.

In the field of short-term capital movements, which are
more strongly affected by speculative considerations,
and especially where money movements in the banking
sector and the terms of payment are concerned, the in-
tflow of funds from abroad has given way to a reflux. This
applies particularly to movements in the banking sector.
The short-term external liabilities of German banks
declined by DM 0.8 billion already in the fourth week of
July, and they fell by a further DM 2.5 billion between the
beginning of August and the end of the first week in
September. The movements of funds caused by changes
in the terms of payment probably took a similar course to
the transactions in the banking sector. This is suggested
primarily by the trend of the “balancing item” of the
balance of payments, which reflects such transactions.



Monetary movements
Millions of Deutsche Mark
Period of small
Period of large inflows of Inflows of funds
funds from abroad from abroad
Total 4th week | Mid-
1st to {mid- of July | August
2nd half | 3rd week | June to |[to mid- |to
Item of June | of July July 23} | August | Sep, 7
I. Change in
Bundesbank's
monetary reserves
(increase: +) + 8.6 + 6.1 +147 — 0.1 — 1.3
of which
U.S. dollars + 3.3 + 7.3 +10.6 + 4.0 — 1.3
Pounds sterling + 5.3 — 0.0 + 5.3 — 5.3 —
IMF reserve
position ~ 0.0 + 0.0 + 0.0 + 0.6 —
Special drawing
rights — — —_— + 0.6 —_
Il. Change in banks’
short-term
external position
(improve-
ment: +) 1 — 37 — 341 — 6.8 + 1.4 + 1.4
Claims
(increase: +) — 0.2 — 0.4 -~ 0.6 — 0.4 — 0.1
Liabilities
(increase: —) — 35 -_—27 — 6.2 + 1.8 + 1.5
DM liabilities
payable on
demand — 24 — 1.6 — 4.0 + 11 + 1.4
Other liabil-
ities - 1.1 — 11 — 22 + 0.7 + 0.1
1Il. Overall balance
of monetary
movements 2
(fplus 1)
(surplus: +) + 49 + 3.0 + 79 + 13 + 0.1
1 Weeklg forelgn exchange position of the principal banks engaging in
foreign business. — 2 Equivalent to the balance of all current and capital
transactions of non-banks (including all the transactions included in the
“balancing Item”) plus banks’ long-term capital transactions.

The surplus in the balancing item (indicating net capital
imports) decreased from over DM 3 billion in June to only
DM 0.2 billion in July. After allowing for the statistical
errors and omissions in current transactions which
appear in this item (and which as a rule are missing on
the “assets side” of the current account), this may be
taken to imply a tendency towards a reversal in the terms
of payment — a tendency which may have been even
more pronounced in August. On the other hand, the more
interest-induced borrowing continued in July and pre-
sumably also in August. Even so, since mid-August, as
the data on monetary movements in the above table
show, there have hardly been any net foreign exchange
inflows to the banking system (banks and the Bundes-
bank). The conditions for limiting domestic monetary
expansion have therefore improved.

The Bundesbank’s measures to neutralise liquidity which
came into force in July and August have so far been
successful owing to the external safeguarding, which in
many respects has been effective. The drain on the banks’
free liquid reserves through several increases in minimum
reserves and the cut in rediscount quotas (see page 10)
has not been offset by market transactions; hence the

free liquid reserves, in relation to total deposits, have
dropped to the lowest level ever recorded. The retarding
effect that this exerts on credit expansion and the growth
of the money stock must not, however, be put particularly
high in the short term. What is exceptionally high at the
moment is the volume of short-term claims on other
banks; such claims, although they do not have the same
degree of liquidity as assets which can be surrendered
to the Bundesbank at any time for the purpose of obtain-
ing funds, none the less appear to be rated by the
various banks as very liquid resources (see page 12).
A sharp squeeze on bank liquidity, such as will probably
occur in September as a consequence of a brief increase
in public balances with the Bundesbank (the “major” tax
date), may contribute to making the banks more aware
of their liquidity problems again. The Bundesbank has
refrained from taking measures — even temporary
ones — to ease this strain.

Determined though the Bundesbank is to curb monetary
expansion with the tools at its disposal, it must not be
overlooked that under present conditions this is only
possible within narrow limits. The greatest constraint on
the effectiveness of monetary policy in the last few years
has been the “external flank”, which has almost always
been vulnerable. The safeguarding measures that have
been in effect in this field for some time are still in-
complete. The cash deposit requirement (50% cash
deposit on certain types of borrowing in excess of stated
limits) is ineffective if, as for the last two months, the
interest rate on Euro-DM credits is little over or even
under 2% p.a.; only a higher cash deposit ratio — for
which, however, the Act does not provide — would have
a really restrictive impact. In addition, in the field of long-
term capital movements there are, as mentioned, im-
portant types of capital inflows which are not subject to
authorisation. It will depend on the further course of
events abroad — particularly on the rates of interest
ruling there — whether a policy to curb the growth of the
money stock without further restrictions on capital move-
ments appears promising.

The intention of harmonising, as far as possible, mone-
tary objectives at least within the expanded EEC must
certainly be welcomed. For the Bundesbank its mone-
tary duty has been clearly defined since its establish-
ment: section 3 of the Bundesbank Act provides that
the Bundesbank is to regulate the volume of money in
circulation (i.e. the money stock) and of credit supplied
to the economy with the aim of safeguarding the cur-
rency. If the monetary authorities abroad were to be
guided in stronger measure by an identical objective,
this could not but assist the Bundesbank’s own efforts in
this direction, for the main source of failure in endeav-
ours to achieve monetary stability has so far been the
involuntary creation of money caused by exchange in-
flows from abroad, which in turn were largely due to
strong monetary expansion in foreign countries.



Money and credit
Bank liquidity and money market

In June and at the beginning of July bank liquidity, which
had remained relatively constant since the Washington
decisions of December 1971, expanded sharply. The chief
cause was the influx of foreign exchange during the inter-
national monetary crisis, though the creation of liquidity
due to the repayment of the anticyclical surcharge de-
posited with the Bundesbank also played a rather im-
portant part. The Bundesbank tried to neutralise the
overall increase in liquidity; in the case of the liquidity
inflow from abroad, however, this was possible only with
a certain delay. Ultimately the Bank was successful, if
one takes, for example, banks’ free liquid reserves as a
yardstick; at the end of August bank liquidity was smaller
than at the end of May (see table).

The inflows of foreign exchange, which came in two
waves and enlarged bank liquidity by DM 9.2 billion in
June and DM 5.0 billion net in July, were triggered by
the weakness of sterling in June, as will be explained in
greater detail below. Under the terms of the agreement
reached among the EEC countries and joined by the
candidates for membership providing that the exchange
rates of their currencies be supported within narrow
margins, the Bundesbank had to take sterling equivalent
to DM 3 billion off the foreign exchange spot market and,
in addition, to place DM 2.3 billion of German currency
at the disposal of the Bank of England for the latter’s
interventions on the London market, a move which like-
wise augmented the Bundesbank’s foreign exchange
reserves. In the wake of the sterling crisis, which led to
the pound sterling being floated on June 23, the U.S.
dollar came under speculative pressure, so that the
Bundesbank had to intervene on the spot market on
June 23 by buying doliars equivalent to some DM 2.8 bil-
lion. The closing of the foreign currency exchanges
and the introduction of the measures under section 23
of the Foreign Trade and Payments Act temporarily
checked the flow of foreign exchange. But on July 3
and 4 a second wave set in. The Bundesbank took dollars
worth DM 2.4 billion off the market, and another DM
4 billion on July 13/14. Thereafter the dollar moved away
from its lower intervention point and the situation eased.
However, owing to these foreign exchange movements
the banking system’s free liquid reserves rose by roughly
DM 14 billion, or nearly 60 % of their end-May level. This
increase in liquidity came about at a time when banks’
liquid reserves were swollen anyway owing to the re-
lease, as from June 15, of the anticyclical surcharge on
income taxes immobilised at the Bundesbank. On aggre-
gate, DM 5.9 billion was immobilised on central bank
accounts between August 1970 and June 1971. From
mid-June to end-August this year DM 5.2 billion of this
amount was repaid to taxpayers, which augmented bank
liquidity correspondingly. As a precaution, however, the
Bundesbank had adopted compensatory measures on

Bank liquidity *
Changes during period, calculated from end-of-month figures,
billions of Deutsche Mark
June/
Item June July Aug. pe| Aug.pe
I. Market factors
1. Currency
(increase: —) — 19| — 09| + 03| —25
2. Net balances of non-banks with
Bundesbank (increase: —) + 03| + 28 + 03| + 3.4
of which:
Cash balances (net) of
Federal and Lander Govern-
ments, Equalisation of
Burdens Fund — 09| +12| —05] —0.2
Special deposit in respect of
anticyclical surcharge + 18| + 22| + 12| +52
3. Public authorities’ money
market indebtedness to banks
and Bundesbank (increase: +) —01| —01| —00) — 02
4. Net foreign exchange
holdings 1 (increase: +) + 92| +50| —03] +13.9
5. Other factors — 04| —0.2| +06] £ 00
Total + 72! + 66| + 09| +147
1. Credit policy factors
1. Minimum reserve required of
banks 2 (increase: —) — 04| —90| —55| —14.9
2. Balances on cash deposit
special accounts (increase: —) +04] —01| —1.0| —07
3. Open market transactions
with domestic non-banks 3
(purchases by Bundesbank: +) +04| —o08| +09| +05
4, Reduction of rediscount quotas —| —22| —20 —42
Total + 05| —121| — 76| —19.2
I1l. Rise () or decline (—)
in bank liquidity, total + 76| —55] —6.7] — 4.6
(I plus 1) = change in
free liquid reserves
1. Excess balances 4 + 35 —58) + 28] + 0.2
2. Domestic money market
paper +05{ +07| —1.5| —03
3. Money market investment
abroad + 01| —07| +01| — 05
4. Unused rediscount quotas + 32| + 04| —51| —15
5. Lombard advances
(advances on securities)
(utilisation: —) +04] + 00| —28; —24
Banks' free liquid reserves May June July Aug. pe;
at end of period
in billions of Deutsche Mark 24.2 31.9 26.4 19.7
as % of total deposits 6.6 8.5 6.8 5.1
* Discrepancies in the totals are due to rounding. — 1 Net monetary
reserves of Bundesbank and other banks’ short-term money market
investment abroad. — 2 Excluding Federa! Post Office. — 3 Including
Federal Post Office. — 4 Difference between minimum reserve require-
ment and banks' total central bank balances at end of month., —
pe Partly estimated.

May 31 (increase in minimum reserves and reduction
in rediscount quotas).

Thus, foreign exchange inflows and the repayment of the
anticyclical surcharge together inflated banks’ liquid
resources by DM 19 billion between June and August.
There were virtually no contractive market influences
that might have neutralised this increase in liquidity
appreciably, except for the rise in the currency circu-
lation, which, incidentally, was partly a seasonal phenom-
enon. The growth of bank liquidity, which enlarged the
banks’ money-creating potential in an undesirable
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manner, was countered by the Bundesbank taking the
following measures of liquidity policy:

(1) On June 29 the Bundesbank decided

— to raise, as from July 1, the minimum reserve ratios
for domestic liabilities by 20% (instead of by 8%
as had been resolved on May 31 in view of the
release of the anticyclical surcharge);

— to fix, as from July 1, the minimum reserve ratios
for the total of external liabilities at

40 % for sight liabilities,
35 % for time liabilities,
30 % for savings deposits;

— to raise to 60% the reserve ratio for the growth of
external liabilities over the level of November
1971.* Since such growth is at the same time sub-
ject to the reserve on the total of external liabili-
ties, 90 to 100% of the growth is tied up by the
minimum reserve;

— to reduce, as from August 1, banks’ rediscount
quotas by a further 10% (after the 10% cut with
effect from July 1 adopted on May 31).

(2) On July 13 the Bundesbank decided to raise the mini-
mum reserve ratios for domestic liabilities by another

1 Or the level of November 1970, reduced by 20 %.

10% with effect from August 1. These ratios now
range between 7.2 and 17 %, according to the size
and location of the bank and the type of liability con-
cerned.

The increase in the minimum reserve requirement due
above all to the measures described and the reduction
in rediscount quotas diminished banks’ free liquid re-
serves by DM 19 billion; at end-August they amounted
to roughly DM 20 billion, compared with DM 24.2 billion
at end-May, that is, prior to the inflows of liquidity from
abroad and the repayment of the anticyclical surcharge.

Owing to the inevitable delays in the Bundesbank’s
neutralisation of liquidity inflows, periods of extreme
ease on the domestic money market have alternated with
periods of great tightness in recent months. On the day-
to-day money market the rule was confirmed in June
and July that in the event of unexpectedly large inflows
of funds even a substantial drop in interest rates by no
means always ensures a balanced market since banks
can hardly find employment for their excess reserves at
short notice. In June, for instance, actual reserves were
DM 1.1 billion above the required reserves, an amount
several times larger than usual. In August, by contrast,
some of the banks found it hard to comply with the
minimum reserve requirements according to plan. They
started that month with considerable arrears in the ful-
filment of requirements; moreover, they may initially
have underestimated them. The money market tensions
culminated in day-to-day money rates of close to 6%,
or 2 percentage points above lombard rate, at the begin-
ning of the last ten days in August. After the minimum
reserve requirements of the banks (excluding the finan-
cial institutions of the Federal Post Office) had risen by
about DM 9 billion to DM 39.5 billion in July, they in-
creased again by roughly DM 5.5 billion in August. As
banks received hardly any central bank money on ac-
count of market influences, they had to resort to Bundes-
bank credit on a relatively large scale in August. The
utilisation of rediscount quotas, which at present total
about DM 18 billion, ran at roughly 80% as a daily aver-
age, while the daily average recourse to lombard ad-
vances was DM 2.3 billion, as much as DM 5.3 billion of
such credit being taken up on some days.

Through the Bundesbank’s liquidity policy measures it
was possible to prevent the banking system’s liquidity
from increasing steadily owing to the influx of foreign
exchange and the repayment of the anticyclical sur-
charge, and consequently to impede any further accel-
eration in banks’ credit expansion on the basis of this
increase. As regards the money stock, meaning the
money in the hands of non-banks, it is however only the
secondary effect — namely a possible further expan-
sion — that can be prevented. The primary growth of
money supply, as associated with the flow of foreign
exchange to non-banks and its transfer to the banking
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system, cannot as a rule be nullified by restrictive meas-
ures on the part of the Bundesbank. Much the same ap-
plies to the repayment of the anticyclical surcharge: in so
far as it increased the money supply directly it was out-
side the Bundesbank’s sphere of influence, since such
influence is likewise confined to the prevention of im-
pending secondary effects. In this context the full signifi-
cance for credit policy of restricting capital imports into
the Federal Republic of Germany by introducing the cash
deposit (and increasing the cash deposit ratio as from
July 1, 1972) and by making sales of domestic bonds to
foreigners subject to authorisation becomes evident.
These measures are intended to stem the influx of for-
eigh exchange at the source so that the virtually irre-
versible effects on the domestic money supply do not
arise, quite apart from the fact that it would then no
longer be necessary to take restrictive measures, such
as raising minimum reserves and cutting rediscount
quotas, in order to prevent secondary effects.

Monetary analysis

In recent months it has been truer than ever that the
money amounts held by domestic non-banks are in-

creasing more rapidly than is justifiable from a macro-
economic point of view. The money stock, comprising
currency and sight deposits (= Mj), rose by DM 9 bil-
lion to almost DM 129 biilion in the three months from
May to July this year. Thus it grew not only more steeply
than a year before, but also nearly twice as fast as
between May and July of both 1970 and 1969. Seasonally
adjusted and expressed as an annual rate, the money
stock expanded by roughly 19% in those three months.
Between March and May, the period immediately pre-
ceding the latest speculative wave, the annual growth
rate had been 14 %. The acceleration of monetary expan-
sion becomes even more obvious if the time deposits
which are to be regarded as quasi-money (i. e. those with
maturities of less than four years) are included. They
alone rose by DM 5.7 billion between end-April and end-
July 1972. After seasonal adjustment, the overall money
and quasi-money stock (= My} increased by DM 12.2 bil-
lion (or an annual rate of 27 %) during the same period,
compared with DM 2.5 billion (annual rate: just over 5 %)
in the three months March to May. No further evidence is
needed to demonstrate that this expansion far exceeds
the Federal Republic of Germany’s scope for real growth
and hence considerably reduces the chances of re-
gaining price stability from the monetary side. An over-
abundance of liquidity among trade, industry and indi-
viduals has an inherent stimulating effect on decisions
regarding demand, no matter how close or loose rela-
tions between money supply and final demand in a
national economy may be.

As already indicated, the most important of the factors
governing the expansion of the money supply was the
inflow of foreign funds. In the months May to July the
net external assets of the Bundesbank and other banks
went up by DM 8.2 billion; this was the amount to which
non-banks on balance sold foreign exchange to the
banking system and — in the initial phase — acquired
bank balances or repaid credit. Although the ultimate
extent to which such inflows contributed to the expansion
of money supply cannot be accurately ascertained, the
dependence of growth of money supply on these influ-
ences is evident.

Second place among the expansive influences on do-
mestic money circulation between May and July was
taken by the cash transactions of public authorities.
Public authorities’ central bank deposits declined by DM
4.4 billion, whereas in the same period of 1971 they had
hardly contracted at all (DM 0.1 billion). This extremely
sharp decrease was almost entirely due to the repayment
of the anticyclical surcharge from June onwards (DM 4.0
billion by the end of July). The return to circulation of
these funds, which had previously been immobilised at
the central bank, tended to raise the money supply and
quasi-money, just as conversely the formation of this
deposit had slowed down the growth of the money stock.
Here too, of course, it may be assumed that some of the
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funds released were — or will be — put into savings de-
posits or securities or used to repay credit, thus no
longer being held in the form of money.

Besides the special factors mentioned, the growth of
bank lending continued to contribute to monetary ex-
pansion; indeed, it did so — except in July — on an
even larger scale than before. The acceleration of credit
expansion is of interest not only from the angle of credit
demand (the crucial points of which are dealt with below)
but also from the angle of the banks’ credit supply. As
stated before, bank liquidity as measured by the free
liquid reserves — that is to say, all the banks’ assets that
either can be converted into central bank money at short
notice or (in the form of excess balances) are central
bank money already — was held, through the policy of

the Bundesbank, at or below the level of 7% of total
deposits, with certain fluctuations in the course of the
year. Seen from this point of view, banks’ liquidity supply
was small, at least in comparison with earlier years: in
1969 the liquidity ratio averaged about 11.5%. The ex-
planation for the fact that banks, in their credit expan-
sion nevertheless behave as if they were as liquid as
three or four years ago may be that they increasingly
rely, when procuring liquidity, on lower-ranking liquid
assets which, although not expressly granting access to
central bank money (not being liquid reserves in the
narrower sense), may be used under normal conditions
directly or indirectly — like balances or credit lines with
other banks — for any payment of a single bank. As the
chart opposite reveals, banks’ short-term interbank as-
sets, which are predominantly to be considered a sub-
stitute for liquidity in the sense described, have grown
disproportionally fast in the past three years. If free liquid
reserves and short-term interbank assets are combined,
it emerges that such liquid funds rose just as steeply as
non-banks’ deposits. The relative decrease in potential
central bank money was offset by the relative increase in
short-term interbank assets. However, the short-term
interbank assets are accompanied by corresponding lia-
bilities. It might appear that the liquidity gain on the part
of creditors ought to be accompanied by an identical
liquidity loss on the part of debtors. But liquidity is always
primarily defined by reference to the assets side and
assessed only in relation to total liabilities (though a dis-
tinction is made between maturities). The fact that banks
are hardly aware of a final barrier to their expansion
probably owes much to the “liquidity creation” within the
banking system. There can be no doubt, however, that
— objectively speaking — such a barrier exists. In order
to extend their business, banks require central bank
money that can be obtained solely from the central bank
on the latter's conditions. Evidently this limit has not
been noticeable enough in the past, which can only
signify — in view of the intensified creation of liquidity
within the banking system — that recourse by the banks
to central bank credit must, if anything, be rendered
more difficult.

As regards the quantitative development of bank lending,
it may be noted that the new credit extended to non-
banks by the Bundesbank and other banks (including
purchases of securities) totalled DM 19.1 billion net
between May and July, or DM 1.3 billion more than a
year earlier. As measured by outstanding credit to resi-
dents, the overall volume of credit was 14.6% higher at
the end of July 1972 than twelve months before, whereas
in earlier years the growth rates had always been lower.

Lending by the banking system to domestic enterprises
and individuals increased by DM 16.4 billion between
end-April and end-July, compared with DM 15.2 billion
during the same months of 1971. In the period under
review there was a clear preference for borrowing at
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long term. Thus, long-term direct bank loans to the
private sector, at DM 9.4 billion, grew nearly 509% more
between May and July than during the same period of
1971. In absolute amount housing loans were very prom-
inent, as for some time past. Savings and mortgage
banks alone extended DM 4.2 billion of housing loans in
the three months under review, or about half as much
again as between May and July 1971. These institutions
promised roughly DM 5.75 billion of new housing loans
between May and July 1972, or nearly 30% more than in
the corresponding period of last year. Industry, too,
raised long-term credit on a large scale. Shorter-term
bank lending to enterprises and individuals went up by
DM 7.5 billion in the months May to July, and thus by
slightly less than a year before (DM 8.5 billion); in July
this year, owing to large inflows of foreign funds, short-
term credit was on balance repaid. Quite a considerable
part of the increase in such credit between May and July
was accounted for by lending to wage and salary earners
and pensioners. In the second quarter (no more recent
data are available) this group of persons, together with
other individuals, took up as much as DM 2.2 billion of
short and medium-term loans from banks (excluding

housing loans); this was about DM 0.3 billion and DM 1.1
billion more than in the second quarter of 1971 and 1970,
respectively. Apparently customers’ readiness to incur
debt has grown. Lending by banks {including the Bun-
desbank) to domestic public authorities has also con-
tinued to increase strongly, viz. by DM 2.7 billion between
end-April and end-July, against almost the same amount
(DM 2.6 biilion) a year before. This sum was almost
exclusively made up of long-term direct loans, which
rose in that period by more than DM 3 bitlion, and thus
by DM 1 billion more than during the same months of
1971.

Banks’ security holdings went up by DM 1.1 billion be-
tween May and July, compared with DM 1 billion a year
earlier. The only securities banks purchased were bank
bonds, while their holdings of domestic non-bank issues,
any increase in which forms an element in overall credit
expansion, declined by DM 0.5 billion. (For further details
readers are referred to the section dealing with security
markets.)

Such strongly expansive influences as have coincided
in recent months do not as a rule remain confined to the
money stock, but soon result — as any growth in very
liquid funds is rather unprofitable — in an increase in the
longer-term employment of money, which yields higher
interest. Between May and July “monetary capital for-
mation”, which includes all longer-term funds accruing
to banks but excludes time deposits with maturities of
less than four years, came to some DM 13.4 billion, and
was thus roughly two thirds larger than in the same
period of 1971 (DM 8.2 billion). A dominant part was
played here by the increase in savings deposits. On
aggregate, residents’ savings deposits rose by DM 5.7
billion, and thus by DM 2.6 biilion or about four fifths
more than between end-April and end-July 1971 (over
DM 3.1 billion). The year-on-year growth was largest in
July, although at that time DM 1.6 billion of bonus-
carrying savings became free. In contrast to July last
year, when the blocking period for as much as DM 2.2
billion of bonus-carrying savings deposits expired, a
large part of these funds appear to have been left in
savings deposits. Sales of bank savings bonds between
May and July 1972 amounted to DM 660 million; thus
they again rose relatively markedly on the year (1971: DM
340 million) in spite of competition from Federal savings
bonds with similar terms, sales of which came to DM
340 million in the same period. Sales of bank bonds
(DM 4.1 billion) were likewise notably high in the past
three months. Time deposits with maturities of four years
and more grew by DM 1.6 billion between May and July
1972, and hence somewhat less than in the correspond-
ing period of 1971. By far the greatest part of the growth
— as in previous months — was attributable to long-term
time deposits of enterprises and individuals (DM 1.2 bil-
lion).
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The money stock and its determinants

Billions of Deutsche Mark; Increase (+), decrease (—)

May/
Item Year May June | July July
1. Bank lending to domestic | 1972 + 6.86) -+ 943 + 2.78 | +19.07
non-banks, total 1971 + 4.08( + 8.68| + 5.03 | +17.79
1. Deutsche Bundesbank | 1972 — 016 | + 0.00| — 0.19 | — 0.35
1971 — 0.18 | + 0.06 | + 0.55 { + 0.43
2. Other banks 1972 + 7.02| + 943 | 4+ 2,97} +19.42
1971 + 426 + 8.62 | + 4.48 ] +17.36
to enterprises and 1972 + 6.37 | + 8.16| + 2.04 | +16.57
individuals 1971 + 3.38 | + 8.08| + 3.62| +15.08
of which: .
short-term lending 1972 + 1911 + 539| — 225 | + 5.05
1971 + 084 + 497 | — 0.21 | + 5.60
medlum-term lending | 1972 + 096 + 0.83 |+ 0.69! + 2.48
1971 + 050 + 1.68| + 0.77 | + 2.95
fong-term lending 1972 + 333| 4+ 252+ 351+ 9.36
1971 + 176 | + 1.67 | + 3.06 | + 6.49
to public authorities 1972 + 0654+ 1271 + 093] + 285
1971 + 0.88) + 054 | + 0.86 | + 2.28
1. Net external claims of 1972 + 0.36 | + 493 + 291 + 8.20
banks and Bundesbank 1971 + 585|.— 347 | + 1.06 | + 3.44
Ill. Monetary capital formation| 1972 + 4.05| 4+ 479 | + 4.55| +13.38
with banks from domestic | 1971 + 26214207+ 353 + 8.22
sources 1
of which:
Savings deposits and 1972 + 2.03|+ 226 |+ 2.07 | + 6.36
bank savings bonds 1971 + 122+ 1.34 | + 091 + 3.47
Bank bonds outstanding | 1972 + 098+ 149 | + 1.64| + 411
{excl. bank holdings) 1971 + 064|+ 034] + 119} + 217
IV. Central bank deposits of
domestic public 1972 — 0.64 | — 054 — 3.22 [ — 4,40
authorities 1971 + 0.18{ + 1.49 | — 1.78 | — 0.11
V. Other influences 1972 + 0.15 486+ 1.13 | — 3.58
1971 + 0.62|— 482 | — 2.31 | — 6.51
of which:
Balances on cash
deposit special accounts | 1972 — 0.87 | + 0.43 | — 0.07 | — 0.51
(increase: —) 1971 — - - -
VI. Money and quasi-money
stock (= Ma)
(1 plus 1l plus V less I 1972 4+ 3.96 |+ 525+ 549 | +14.70
less V) 1971 + 7.75 | — 317 [ + 2.03 | + 6.61
Currency and sight
deposits 1972 + 0.66 | + 553 | 4+ 280 + 8.99
(money stock = M) 1971 + 490 | + 047 | + 270 | + 8.07
Currency 2 1972 — 0.05(+ 1.92{ + 0.79| + 2.66
1971 + 068 |— 032+ 1.80| + 2,16
Sight deposits 1972, |+ 071 [+ 361 | + 2.01 [ + 6.33
1971 + 422 |+ 079 + 0.90 | + 5.91
Time deposits with 1972 + 3.30 |— 0.28| + 2.69( + 5.71
maturities of less than 1971 + 2.85|— 3.64 | — 0.67 | — 1.46
4 years (quasi-money)

1 Excluding time deposits with maturities of less than 4 years. — 2 Ex-

cluding banks' cash balances, but including DM notes and coins held
abroad.

Bank interest rates

In recent months some bank lending and deposit rates
rose slightly and some remained at their level of May
1972. According to the interest rate statistics collected
by the Bundesbank from roughly 450 banks between
August 14 and 25, 1972, rates for credits of more than
DM 1 million in current account and for discount credits
climbed 0.1 percentage point over May (the last occasion
statistics were collected); the cost of the above-men-
tioned credits of more than DM 1 million now averages?
7.4% and that of discount credits (bills of DM 5,000 to
under DM 20,000 eligible for rediscount at the Bundes-
bank) 5.4%. The effective interest rate for mortgage
loans went up a little more steeply, viz. by 0.2 percentage

2 The average rates are unweighted arithmetical means; minimum and
maximum rates (5% of the reported rates on either side of the spread)
are disregarded.

point to 8.3%. On the other hand, the average interest
rates for current account credits of under DM 1 miilion
(8.4%) and for instalment credits (0.5% per month) re-
mained unchanged. Interest rates for time and savings
deposits have likewise hardly changed. Only bank
savings bonds with current interest payment yielded
distincly higher rates of interest in August than in May,
those running for four years fetching 7.3% (6.9%) and
those running for five years 7.4 % (7.0 %).

Security markets
Bond market

In the last few months the bond market has again proved
very ready to absorb new issues. From May to July just
over DM 8.1 billion net (market value) of bonds issued
by domestic borrowers were sold. This was almost three
times as much as in the corresponding period of last
year and little less than in the three-month period from
February to April (DM 10.3 billion). In spite of this heavy
recourse to the market the interest rate on capital rose
no further, except for minor fluctuations. The yield on
public bonds, which in the last few years has increasingly
come to play the role of a “key rate”, was about 7.9%
at the end of August, thus again running at the level of
late April after a temporary rise to somewhat over 8.0%
in the middle of the year. As for the nominal interest
rate, issuers switched over in June from a 73/:% to an
8% coupon, but even so these issues have been in such
demand that in the past few weeks they have been float-
ed without a discount and prices have at times risen
slightly above par.

One of the reasons for the relatively small movement of
the interest rate on capital was that occasional issuers
made further efforts, in addition to their “issue standstill”
of April and May, not to overstrain the market. This
restraint doubtless had a steadying effect on interest
rates, even though it probably favoured the issuing per-
formance of the regular issuers. Regular issuers, how-
ever, can more easily adjust their supply to the course
of demand, and price fluctuations in this sector do not
meet with so much general interest as they do, for in-
stance, in the sector of public bonds.

That such large issues could be floated without interest
rates rising further was due, first, to the sustained inter-
est of private investors in bonds. A further important
factor up to July was that non-residents bought large
amounts of German bonds and German-held foreign
Deutsche Mark bonds. From May to July (as from Febru-
ary to April) capital imports of this kind came to DM 4.2
billion, equal to almost one half (46 %) of total net sales
of domestic bonds during this period. Of this DM 4.2 bil-
lion of net purchases by non-residents, almost three quar-
ters (about DM 3.1 billion) consisted of German bonds
and DM 1.1 billion, or over one quarter, of German-held



foreign bonds sold back to non-residents. In July alone,
however, domestic bonds no longer played such a big
part, as from early July onwards sales of such paper to
non-residents were permissible only after authorisation
under section 52 of the Foreign Trade and Payments
Order.

The introduction of mandatory authorisation was a
necessary reaction to the June flight into securities
denominated in Deutsche Mark in connection with the
sterling crisis. When, on June 27, Switzerland (except for
the Federal Republic of Germany, the last country per-
mitting free capital movements) barred capital imports
through security purchases by foreigners, the Federal
Government, using the powers conferred on it by section
23 of the Foreigh Trade and Payments Act, made sales
of domestic bearer bonds and bonds payable to order
by residents to non-residents subject to authorisation.
In general, such authorisation will not be granted. Never-
theless, in July there were again capital imports through
the bond market amounting to DM 1 billion, or about one
quarter of simultaneous net sales of German bonds,
mainly because of net sales of German-held foreign
Deutsche Mark bonds, which increased from DM 390 mil-
lion in June to DM 610 million in July. Such transactions
are not subject to authorisation under the 22nd Order
Amending the Foreign Trade and Payments Order, but
the Deutsche Bundesbank has called upon banks and
insurance companies, through their associations, to
refrain from selling foreign bonds from their holdings to
non-residents. In the case of banks this request was
formulated more precisely on July 18 by requiring that
“a bank’s entire holdings of Deutsche Mark bonds issued
by foreign borrowers as shown in the monthly balance
sheet statistics for the end of June 1972, must not be
reduced appreciably”. Banks and insurance companies
in fact own only about one third of the total of German-
held foreign Deutsche Mark bonds {about DM 5 billion).
For quite some time the prices of foreign Deutsche Mark
bonds have been rising considerably under the influence
of heavy demand from abroad, so that it has become
advantageous for German investors to switch into
domestic paper yielding higher interest, thereby realising
substantial price gains (see chart).

The Deutsche Bundesbank, as the body responsible for
authorisations under section 52 of the Foreign Trade and
Payments Order, intends to abide by the policy of not
permitting the total of foreign-owned domestic bonds to
increase. But in order to facilitate switching within this
total and to guarantee orderly price formation for foreign-
held domestic bonds, the Bundesbank, upon application,
will grant banks general permits, valid for not more than
six months, for operations with non-residents. Under
these permits a bank may sell domestic bonds with
maturities of more than four years to non-residents to
the extent to which it has previously acquired such paper

Capital imports and interest rates
on the