COMMISSION OF THE EUROPEAN COMMUNITIES

coM(77) 549 final.

Brussels, 10 November 1977.

THE PROTECTION OF SAVINGS IN TIMES OF INFLATION

_AND THE QUESTION OF INDEXATION

{Communication from the Commission to the Buropean Parliament)

cor{77) 549 final,




1I.

111,

1v.

VI.

VII.

TABLE OF CONTENTS

PARLIAMENT'S MANDATE TO THE COMMISSION OF THE EUROPEAN
COMMUNITIES

SAVINGS AND INFLATION - GENERAL CONSIDERATIONS
INDEXATION, AN OLD AND HIGHLY CONTROVERSIAL TECHNIQUE
INDEXATION TECHNIQUES IN THE FINANCIAL FIELD

1. The choice of index

2. Indexation methods

"THE POSSIBLE SCOPE OF INDEXATION OF SAVING

THE CASE FOR AND AGAINST INDEXING SAVINGS

1. Indexation and its impact on the dewlopment of the-econoﬁy.
Indexation and inflation

2. The indexation of séving and 1ts impact on financial markets
3. The indexation of saving g; an aspect of social justice
INDEXING SAVING : PAST AND PRESENT EXPERIENCE

. Indexation of saving in Brazil

. Indexation of financial assets in Finland

1

2

3. Indexation of bonds in France

4. Indexation of small savings in the United Kingdom

PAGES

14 .

16

16
19
25
?6
27
36

41
47




VIII.

iX.

5. Indexation of small savings in Ireland
6. Partial indexation of small deposits in Luxembourg

7. Final remarks on indexation experiments

BASIC ATTITUDES TOWARDS THE INDEXATION OF FINANCIAL ASSETS IN
THE COMMUNITY '

1. Attitudes in the Member States
2. The position of the Community

3. The position of the Commission of the European Communities

ELEMENTS IN A POLICY TO ASSIST SAVINGS

1. Measures which might be taken to protect and encourage saving

generally

2. Provisions designed to encourage the preservation and formati
of savings among the least well-to-do classes in socfety

ANNEX I
Resolution of the European Parliament and Report of Mr. Norbert
Hougardy on index-linking of savings

ANNEX II
Average Real Yield (%) on ordinary savings bank books in
Community countries - Tabel I

Average Real Yield (%) of bonds in Community countries - Tabel 1

ANNEX 111 ‘
France - Legal texts relating to indexation

ANNEX IV
Federal Republic of Germany - Legal texts governing indexation

ANNEX V
The Federal Republic of Germany - Value guarantﬁe clauses

(1.

on

50
51

53

54

54
57

57

61

61

64




ANNEX VI

France - Text of the letter relating to the protection of small
savings from Mr. Giscard D'Estaing to Mr. Barre, Prime Minister,
16th November 1976

ANNEX VII

Reply by the Governor of the Banca d'Italia to parliamentary questions
on the possible indexation of fixed interest securities, given before
the Senate Committee for Finance and the Treasury at Rome, 3rd
November 1976

ANNEX VIII
Position adopted by the Community at the conference on international

economic cooperation in the indexation of raw materials' prices

ANNEX X

Methods of protecting the holder of bonds against inflation and their
effect on intra~-community capital movements if they were adopted.

(A note prepared by the working party of the EEC Mometary Committee
on securities markets attached to the annual report of the Monetary

Committee).

ANNEX X

Bibliography




COMMISSION
OF THE

EUROPEAN COMMUNITIES ...B.r?usse.Fs .................... r et eee et onee s e beseneaeanteareaae

DIRECTORATE-GENERAL
FOR ECONOMIC AND FINANCIAL AFFAIRS

I1I-D-2

THE PROTECTION OF SAVINGSIN TIMES OF INFLATION

AND THE QUESTION OF INDEXATION

~ I. PARLIAMENT'S MANDATE TO THE COMMISSION OF THE EUROPEAN COMMUNITIES

At the end of 1974, tﬁe Parliament's Economic and Monetary Affairs Committee
discussing a draft resolution tabled by Lord Reay, examined the problem of
the protection of saving in times of inflation, and in particular the possi-
bility of "indexing” or "index-Llinking" savers' assets.

As a result of work carried out by the Committee together with the Commission,

Mr. Hougardy presented a report and a proposed resolution on the indexation of

savings, on 10 July 1975. The resolution was adopted by Parliament on 11 July
*

1975 .

The Parliament's resolution calls upon the Commission "to examine further
the entire range of problems connected with index-Linking and more particularly-

the protection of savings".’

Both Mr. Hougardy's report and discussions within the Committee show clearly
that the protection of saving must be analysed in the general context of
social policy and not within the restricted context of financial policy :

in other words that the emphasis must be on the safeguarding:of the assets

of the small saver.

t

This is the general background of the present report.

* The texts of Parliament's resolution and of Mr. Hougardy's repoft are given in

Annex 1. _—

Provisional address: Rue de la Loi 200. B-1040 Brussels ~ Telephone 350040-3580 40 ~ Telegraphic address: « COMEUR Brussels» -




II.

SAVINGSAND INFLATION - GENERAL CONSIDERATIONS

It is hardly necessary to point out here that one of the most dangeérous

consequences of inflation is that it changes, sometimes rapidly but

always insidiously, the distribution of wealth and of incomes. The

decline in the value of money spares the owners of real assets and
those whose incomes are adapted to the general upward movement 1in
prices : it gradually impoverishes owners of fixed income-bearing
assets and those with fixed incomes. It is true that'- sometimes
long - experience of inflation has taught those concerned how to

preserve the real value of their assets and of their incomes. But
in this respect some are much better armed than others. ALl depend

on the means of pressure available to them.

Firms may have their profits cut by price freezes, but eventually
they will succeed in passing the increase in costs on to consumers
if they did not do so, their losses would quickly force them out o]

the market.

Wage-earners, for their part, have learned to protect their purcha
power by speeding up the frequency of wage agreements, which somet
have full indexation clauses or even stipulate pay increases somet

running well ahead of price increases.

The Government itself enjoys automatic indexation of its revenues |
progressive tax scales, and even makes net gains as a result of "f
drag", when graduated tax rates are not corrected to take account

inflation.

Other groups in society also succeed in preserving part of the real

value of their incomes : pensioners whose pensions are generally if-

creased in line with the cost of living or else with wages, farmer

protected by guaranteed prices, property-owners whose rents are fi
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Savers are in a much weaker position, however, firstly because their
investment income is, nowadays, nearly always a supplementary and not
their main soufce of income, and secondly, and mainly, because savers

are not usually organized. They have no pressure groups, and conse-
quently are fighting an uneven battle with their debtors - usually public
authorities, savings institutions, banks, or industrial and commercial

companies.

2. The extent to which persons investing their savings in fixed income-bear-
ing assets can defend the value of their assets depends on the compara-
tive trends in the interest rates they receive on their investments and
on the rate of inflation. When the rate of interest exceeds the rate
of inflation, the saver suffers a lLoss of income, since part of the in-
come is in fact a compensatbn for a loss of capital. When inflation
exceeds the interest rate, the saver not only receives no remuneration
on his capital but the capital itself also loses v.tie, since the inte-
rest will not be enough to cover the value of the capital losi. This is
exactly what has been happening in recent years. Since 1972, the real
yield on savings deposits in all Community countries has been ''nega-
tive" i.e., savers have suffered a real loss.in the value of their assets

(Annex II Table I). For bonds, the situation has not been quite as bad and actually
dimproved in the first quarter of 1976 in countries having high rates of
inflation (Annex -II Table II).

It should be noted that the losses suffered by the saver are in fact
Larger than the real yield (resulting from a comparison of the nominal
interest rate and the rate of inflation) would, at first sight, suggest;
for in addition to the losses due to inflation, income tax must also be
paid as well, this varying, of course, in relation with the tax scale

and the taxpayer's total income.




3. The counterpart of the impoverishment of savers is the unjustified

remission of the real debt borne by borrowers. In other words, an
unplanned transfer of wealth from creditor to debtor takes place
because of inflation.

Such situations are by no means new. Thus, even when inflation hardly
existed bond~holders suffered losses on their assets because of upward

price movements in "boom" periods. But these were short-term situatidns

which were reversed in the following phase of the business cycle, wher
the impoverishment of savers has in recent years become a permanent
feature of the social situation in certain countric:, though the patte

from country to country is by no means even.

The "stealthy spoliation" of savers has far-reaching implications for
flows of funds between credit institutions, in financial markets and
the employment of savings, and is profoundly unfair in that it aggravq

social inequalities.

In the first place, the prospect that their debts will grbw‘smaller ag
~money depreciates is an incentive to some people to borrow to finance
investments of low or even zero profitability. In other words, "easy
money" leads to wastefulness with regard to investment, i.e. the wrong

allocation of saved resources.

Secondly,4as and when the saver becomes aware of his losses, he makes
an 2ffort to protect himself by altering the pattern of his saving. He
will tend to lose confidence in traditional financial channels and
prefer to place his saving in real assets : land, buildings, gold,
works of art and collector's items. If he goes to extremes, he will
stop saving altogether and go into debt to finance the purchase of

such assets.
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Behaviour of this kind’makes the financing of productive investment
difficult and at the same time makes for disgquilibrium in the market
in "inflation hedges", the demand for which is artificially boosted.

Moreover, and this is where the inequalities are really severe, a choice
of different types of saving is available only to a minority of savers,
i.e. the wealthier ones, who are in a position to diversify judicious-
ly their investments and manage their assets with all‘proper care,
precisely because of the scale of their resources. But most house-
holds have no access to types of saving which would enable them to
escape from monetary erosion, either because the funds of which they
dispose are too small or because their knowledge of finance is much

too rudimentary. The small saver is generaltyAfamiliar only with his
savings bank or ordinary bank, and he holds his reserves, often for
relatively lOngAperiods, in liquid or semi-liquid form, the very form
that is most vulnerable to inflation.

This is the general background against which both savers and political

leaders in most Community countries have campaigned for the indexation

of savings.

ITI. INDEXATION, AN OLD AND HIGHLY CONTROVERSIAL TECHNIQUE

1. In its widest sense, indexation consists in tying the nominal value’
of a claim or income or both, to changes in an index recording changes
in the value of money. . Its principle, then, is the maintaining of the
real value of claims and incomes. The technique is not new. It has
been used for many years for farm leases. '




Modigliani in the United States and Herbert Giersch in Germany, .

A famous historical example often mentioned is the indexed bond
loan ("'depreciation notes") issued in 1742 by the State of
Massachussetts. But it was only after the second world war that
indexation was brought in on a larger scale in certain countries,
for example Finland, and, to a lesser extent, in France. The
technique was later introduced in other coﬂntries, one of the

best known being Brazil.

On a theoretical level, the problem of a monetary unit having cons-
tant purchasing power was considered by economists many years ago.
In 1886, Marshall was arguing in favour of a monetary safeguard
clause in long~term contracts; subsequently, Jevons, Keynes,

Irving Fisher and other eminent economists came out in favour of

the same device.

But these proposals were concerned with objectives different from
those aimed at by the present supporters of indexation. The under-
Lying theory was that money must be "neutral” if equilibrium is to
be achieved in the economy. More specifically, the system of rela-
tive prices expressed in real terms, and the Walras~type general
equilibrium, achieving optimum utilisatioﬁ of resources must not

be jeopardized by price variations of purely monetary origin.

More recently, other economists, including Milton Friedman and

have lent their support to the notion of indexing financial assets,
since they believe that this technique can restrain certain types

of behaviour and particularly decisions anticipating inflation.

Among economists, these views are in fact held only by a minority,
since most economists feel that indexation tends to speed up in-
flation and, above all, that it makes inflation eastr to "live
with'. The great majority of monetary authorities and\of experts
working in the financial field, in most of the countr{és, agree

with this view.
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These differences of opinion show that despite its apparent, and
attractive, simplicity, indexation raises complex problems when
it comes to actual implementation. In the material below, we
shall leave aside the general problem of indexation and confine
our analysis to the problem of applying the technique in the

financial field.

INDEXATION TECHNIQUES IN THE FINANCIAL FIELD

Technically, indexation raises two problems :

(i) what index should be chosen ?
(ii) how can index changes be reflected in the value to be indexed ?

The choice of index

The ideal index would be cne enabling the saver to invest in constant
monetary units, i.e. to maintain unchanged the purchasing power of his
capital and of his income whatever the vicissitudes arising. It stands
to reason that the choice of the index should be determined by the
eventual use the saver wishes to make of his funds, but obviously this
goal is unattainable. Ih fact, it is the debtor who selects the index,
and he .does this on the basis of the state of the market and of the

foreseeable reactions of savers.
In prabtice, two types of index may be distinguished :

(a) general indexes : cost of living, wholesale prices, consumer .

prices, prices derived from the GNP;

(b) "specific" indexes : prices of individual goods and services,

. production or profits indexes, debtor's turnover indexes.

.

"~

Among the general indexes, the cost-of-living igdex is the one most
popular among those who believe in indexation, and it has in fact
sometimes been used. The objection to this choiée, however, is that
the sums saved may very well not in fact to intended for futufe-

current consumption.




An index of prices derived from the GNP would probably be more repre-
sentative, but, in practice, it is very difficult to use since it is
normally only established once a year and then only published after

a time-lag.

There are sometimes practical reasons for using a »:lesale price inde
this is done for example in Brazil.

vSpeciaL indexes are often chosen by the debtor in view of his own
operations : e.g. indexation on the basis of the turnover or selling
price of the products manufactured by the borrowing firm. An example
of this is indexation based on the prices of certain public services,
which, being administered prices, cannot measure accurately variationg
in the purchasing power of money since they often lag behind market

trends.

Indexation may also be based on variations in the price of gold, of
foreign currencies or variable-income securities (see below, in France
This type of indexation is, in fact, not very reUbBle for the crediton
especially whenever gold prices or foreign exchange rates fluctuate

widely, or erratically. . <

Wherever the market offers a varied range of financial "prodﬁcts”, it
is not easy for the saver to choose between securities indexed against
general indexes and securities indexed against specific indexes. The
latter may at time yield gains exceeding the loss of value of money,

but the opposite can also happen.

Securities indexed against general indexes are not affected by vicissi

tudes besetting a specific sector only, and by their very nature offer
their holder more steady compensation over time.

b3
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In conclusion, if an index is to be a representative one for the purposes
of indexation, it must be as comprehensive as possible and so designed as
to escape the impact of exceptional fluctuations in the prices of certain
goods or services. It must also be regularly and rupidly available.

Indexation methods

Once the index has been chosen, the way in which changes in the index are

to be reflected in the value of the asset indexed must be determined.

A claim - bond or deposit - being generally interest-bearing, the first
question arising is which of the two components - principal or interest -

is to be indexed.
For clarity of discussion, two main choices may be distinguished :

(i)  the indexation of interest only : the nominal rate of interest
of the claim is increased annually by the rate of inflation,
the calculation of the interest being made on the unrevalued

principal, this being repaid on maturity at nominal value.

(ii) continued indexation of interest and principal : here, for the
purposes of calculating interest, the nominal rate of interest
of the claim is applied to the principal revalued at the same
rate as the rate of depre;iatfon of money. On final maturity,
the principal is itself refunded plus an amount to cover infla-
“tion since the orig{n of the operation.

- The results these two methods give are shown in the table below.




LOAN OF 1 000 UNITS INVESTED FOR FIVE YEARS, AT A NOMINAL INTERES3T

TABLE III

10.

RATE OF 5 Z.

FULL REDEMPTION ON FINAL MATURITY. RATE OF INFLATION

OF 10 % PER YEAR

T T T L T

POPHULT TR TR <~

.

i mA

T .

_gw Non indexed loan Interest-indexed -loan Interest- &and capital-indexed loan
§ Princid o €2) Princi- ,
= Interest‘\pal { Total Interest. Interest pal & Total
;
1 50 50 150 55 ; 55
50 50 150 60,5 3 £C.5
50 50 150 66,55 L] €655
50 50 150 73,20 : | 73,20
50 | 1000 [105C 150 80,50 1610 160¢,50
U . —— e
250 1000 112650 750 335,75 1610 .]9A5,75
s== semz  |eoes - Esxoa=

(1) The interest is calculated by applying the nominal rate plus the

of inflation to a constant nominal principal

(2) The interest is calculated on the principal revalued at the end
each year, i.e. 1 100 for the first year, 1 210 for the second y
1 331 for the third year, 1 464 for the fourth year, 1 610 for t

fifth year
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It is clear that the saver is properly protected only if both principal
and interest are indexed : when only interest is indexed, the extra
remuneration which the saver receives each year is in fact compensation
for the loss of value of the principal, and is therefore an early redemp- .
tion of part of this principal. In fact, this type of indexation protects
the principal only insofar as the lender re-invests this additional in-
terest in other indexed contrats. The lender will suffer annually a
diminution in the real value of any part of the income which he does

not re-invest. The arrangement is also not favourable to the debtor,

who must make, in the early years, higher payments than those he would
have had to make had there been joint indexation of capital and interest.

In practice, indexation schemes are often more complicated, mainly because
of redemption arrangements, but also because they '

only use parts of the two standard devices described above, which
they often combine. And this raises the question as to whether changes
in the reference index are fully reflected in the asset indexed. This
assumption has been made for ease of discussion in the two examples
described above. Experience shows, however, that this is not always
the case in actual fact. Indexation in contracts is often confined

to only part of the capital or interest.

The impact of the index can also be curtailed by establishing an in-
dexation which is proportional, but not equal, to variations in the
index : e.g. for any increase of 10 % in the reference index, the
component index is increased by only 5 %. In the early years of the
experiments carried out in Finland, only half of the increase of
cost of living was counted. Similar arrangements were also

made in France for some bond issues.




The degree to which indexation is automatic can also véry : often

a minimum threshold of inflation must be reached before the mechd

nism comes into play at all. Thus, it is ¢! . that ‘1z 'ementing
arrangements vary very widely and it is som:. .es n. ::iy matter
for the saver to assess the real degree of protection which the '
various systems available to him do in fact provide.

THE POSSIBLE SCOPE OF INDEXATION OF SAVING

Apart from specifically technical aspects, the implementation of
indexation policy raises the problem of its scope. The scope may
be defined either in respect of the asset, or in respect of bene-
ficiaries, or in terms of both these factors. This amounts to

asking two questions :
(i) which assets should be indexed ?
(ii) who should qualify for indexation ?

The answer to the first quesfjon generally takes into considerati
the duration of the investment and the varying freedom of the saV

to mobilize his investments at little or no cost.

For short-term assets, the depreciation in real value is small,
except in times of hyper-inflation : the holder of liquidity can

use it, or change the way it is invested, at any time.

This is the case for sight deposits in banks, and savings deposit
when they are placed at short term and can be withdrawn without

special restrictions. Thus, with regard to this kind of asset, f
general rule is that only funds of a given amount immobilized fon

a minimum period can be indexed. This is what was done in Finlan

12.
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13.

where bank deposits qualified only if they totalled at least about
8 130 and were deposited for at least twelve months.

This problem of choice of maturity does not arise for bonds, which
are not as easily mobilizable as deposits, in that they may be diffi-
cult to realize, and realization may even involve a loss for the
bearer. In France, for example, financial indexation had been con-

fined solely to this type of asset.

The situatidn is the same for life, endowment and retirement assu-
rance contracts. These are long-term investment instruments. In
practice, the creditor has very little scope for Liquidating his
investment or withdrawing from his contractual obligations if cir-
cumstances, whether monetary or other, lead him to have doubts as
to the value of his transaction. The case for providing special
protection against persistent inflation therefore seems sound in
this case. Moreover, in practice, even in countries fundamentally
opposed to indexation, many contracts of this kind provide for
adaptation from time to time of the premium and of‘the capital
subscribed. These are called "dynamic" endowment and retirement
schemes, the euphemism concealing one form or another of indexa-

tion.

The second question - who should qualify ? - may seem surprising,
for on the face of it all savers should enjoy equality of treatment.
And, in fact, this has been so in most systems until recent years.
The idea that only one type of saver should qualify for indexation
is based on the point already made above that savers do not fight
inflation on an equal foating, since their ability to overcome it

is a function of their wealth.

TTT ——
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It is =herefore argued that in terms of social policy only the snallest
savers should qualify for indexation. The definition of small sgvers
can be established in terms of their income or their wealth, or dJome
other criterion, as for example in the United Kingdom, where only re-

tired persons qualify for one of the indexed savings schemes.
In practical terms, this policy means that indexed assets should |be

inaccessible if persons other than those specifically designated |by

the regulations are not to be able to acquire them.

THE CASE FOR AND AGAINST INDEXING SAVINGS

THE MAIN ISSUES

The main issues in the argument about the indexation of saving ate

three in number :

(a) the impact of indexation on the economy and more particularly

the relationship between indexation and inflation;

(b) at a more technical level, the impact of indexation on financial

channels;
(¢) indexation as an instrument of a policy of social justice.

1. Indexation and its impact on the development of the economy

Indexation and inflation

(1) One of the main points in the controversy is, the relationship
between indexation and inflation. Does indexation speed up jor

slow down inflation ?

_Those in favour of indexation, with Milton Friedman in their van,
emphasize the progressive adjustment which this technique permit|s

when there is inflation. They say that indexation, of all contracts,
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including financial operations, would reduce the economic and social costs,
such as bankruptcies and unemployment, when a stabilization policy is first

introduced.

This economic and social cost is in a certain sense the price to be paid
to eliminate the distortions which have gradually built up in the price

structure during a period of non-anticipated inflation.

If, on the other hand, indexation clauses were written into contracts on a
permanent basis, people would behave as if the value of money was stable,
thus eliminating the inflation factor in their transactions. ALl in all,
indexation would thus curb the expansion of the inflationary process.

Two examples are often put forward to support this argument : the diverted

flow of investment and the volume of public expenditure.

- The flow of investment is diverted by inflation, and unless inflation is
corrected, savers have an incentive to take refuge in investments which

are economically not productive and investors also find that they can make

a profit on investments which are in fact economically not profitable. By
restoring the right real-value relationships, indexation would enable savings
to be properly deplqyed and would induce the investor to study profitability
criteria more carefully, so that the waste of investment would be‘eliminated

by the need to finance such investment at real cost.

Those in favour of indexation-argue that this factor is also important in
respect of public expenditure : inflation is a sort of "invisible tax"
charged without parliamentary approval and without special costs merely

because tax scales are graduated, unless adjustments are made.

At the same time, central government, and the authorities in géneral, Llike
all debtors 1in times of inflation, diminish the real value of their debts,
the cost being borne by creditors. The result here is waste of public
funds and it is also obvious that this situation is Likely to seriously
reduce governments' incentives to curtail inflation. Here again, by res-
tpring real-value relationships, indexation would encourage a better allo-

cation of public expenditure.
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Lastly, it is often argued that indexation would lLead to an overall
increase in saving which would, of itself, tend to neutralize bouts

of inflation. Some experts believe, in fact, that introducing in-

dexation, particularly if on a general scale, would have exactly the

opposite effect. This is because households would then have no wor

at all about preserving the real value of their assets and the incopes

accruing from them.

The opponents of indexation concede that the first stages of inflat

when not anticipatedAand incorporated into the calculations made byl

16.
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transactors, Lead to distortions in the allocation of resources. They

don't however believe, that it is proved that the introduction of in-

dexation entailing some degree of acceptance of the phenomenon of in-

flation itself, can constitute an effective corrective mechanism,

In the first place, they point out that index-linking is tantamount
to accepting the permanence of inflation and simply a method of td
ing its most harmful effects. Being resigned to indexation amounts
short, to abandoning any attempts to pursue an effective anti-infla
ary policy. Since psychological factors have an undeniable role wi
regard to money, the public's confidence may be weakened for good.
the announcement of indexation measures can sometimes aggravate inf

although thereis no way of checking or measuring this effect.

In the second place, accepting the principle of indexation of savinf
would mean accepting its application in all sectors of the ecorn
and in particular to wages and social security contributions, rents$
and farm leases, and in general to all incomes. There is no argumg
economically and socially acceptable at the present time that can
tify confining indexation to financial operations. In other words}
virtually all transactions would be indexed. Now, in such a systenp
any inflationary pressure which could emerge in one or other sectof
would tend to spread and perpetuate itself : indexation cuts out

the action of deflationary factors, which, in a non-indexed econom}

-
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system can counter and offset to some extent in certain sectors inflation-
ary pressure emerging in others. Eventually, the price mechanism loses

all its flexibility, price structures tending to become more and more rigid.
This is an argument of some substance which was one of those accepted by
the Finnish Government when it decided to drop the indexation clauses.
Moreover, even if this risk could be accepted, other difficulties would

arise, especially in financial markets.

The indexation of saving and its impact on financial markets

The repercussions of indexation of saving on financial markets are mainly
a function of the behaviour of financial agencies when confronted with the

solutions proposed to them.

With regard to the saver, the reply seems to be that he has every interest
in obtaining indexation of his assets. Even here the situation is not
completely simple. For the bond holder, the advantage is not obvious :
the nominal interest on the indexed capital is generally.low; practice
shows that it seldoms exceeds 3 -~ 4 %. On the other hand, non-indexed
securities are issued at appreciably higher Eates*allowing, to varying
degrees of accuracy, for inflatiohary expectations. It is likely that

certain savers, who may in any case be put off by the complexity of in-.

dexation clauses, will be more impressed by the nominal rate than the real
rate and will therefore prefer to subscribe to non-indexed securities.
Nor, indeed, is their calculation necessarily wrong :  they will make

a capital gain if inflation slows down and if the cost of borrowing

comes down below the terms obtaining when the securities were bought,

provided, of course, that there is no early redemption clause.




For the owner of time and savings déposits, the situation is rather
different. . The savings are Liqufd or easily mobilizable. They are
remunerated at rates lower than capital market rates and also gengral-
ly lower than the rate of depreciation of money. The interest rates

paid on these deposits are fairly often subject to a ceiling and,
éenerally; may be changed unilatebally by the establishments taking
‘the deposits. The only exceptions are for large deposits invested
for fixed periods - these belong to a few companies and wealthy

individuals.

The conclusion is that for the great majority of savings depositofs,
j.e. in fact the type of customer which is most numerous and Lleast
wealthy, indexation would definitely represent an improvement on

present conditions. '

The debtor's position generally consisté in avoiding indexation. |The
medium- and long-term borrower may choose to get into debt at high
nominal rates if he is speculating on an increase in inflationary
préssure. In the opposite case, it would be in his interest to in-
dex his debts. Everything will depend on the use to which he intdnds
to put the funds he is borrowing. If they are for the purpose of
financing the acquisition of real assets, it'is reasopable to take
the view that the revaluing of the debts as a result of indexation
is the counterpart of the revaluation of the real property which has
been bought with the funds borrowed. Experience shows in fact that
the medium—= and long-term bbrrower will always endeavour to borroy
at fixed rates, protect{ng himself against any decline in rates
tﬁroughfthe insertion of early redemption clauses in the contracts.
In general, his position of strength on the market, vis-a-vis the
creditor, enables him to achieve this objective. In time of great
monetary instability debtors usually borrow 'short" expecting to
'réplace their debt with long-term bdrrowing Later. '
Borrowers accept,indexation clauses only when they are legally obligea
to do sb or when the market forces them to do so. But in the latter
case they will ogten attempt to curtail the mechanism of indexation

through a ‘range of devices, many gf them very complex«
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The reluctance of borrowers of liquid or semi-liquid savings to get
involved in financial indexation is even greater than that of medium-
and long-term borrowers. This is not surprising in view of the conse-
quences of 1ndekation, especially the changes it may lead to in the
behaviour of savers vis-a-vis the financial markets and the credit
institutions.. It will suffice to analyse here the impact of indexa-
tion on the capital market, on the oberations of financial institutions,

and on the movement.of funds abroad.

The appearance of indexed bonds on the fixed income securities market
normally tends to create two compartments, that for indexed secdritie§~
and that for traditicnal securities. Theoretically, the former should
take the place of the latter, the market in conventional paper gradually
freezing up. In fact, the actual movement is determined by the varying
degree of pessimism in inflationary expectations. For example, recent-
ly, in Argentina, lack of confidence in money in a climate of strong
inflation focused demend on indexed securities. Onvthe other hand, a
dzpraciation in money which savers believe to be purely ephéméra[ may
dissuade them from abandoning non-indexed securities, which remain

attractive beceuse they have high nominal rates.

Ariotnier Tattor is the supp[y of indexed securities to the market. If
their volume is limited, demand will bring the prices up to levels at
whish their yields are low, thus tending to reduce whatever advantage
they aay bave over traditional securities. If there is a sufficient
flow of indexad securities, they will tend to become the rule, and

they will gradually oust non-indexed issues. This happened in Finland,
and it is the rule in Brazil. Equilibrium situations between the two

compartments do also occur, as happened in France in the 1950's.
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Nevertheless, generally speaking, the existence of securities the
issue and yield terms of which are necessarily different has, among
other disadvantages, the disadvantage of making the market that much
more difficult for savers to understand. The inability to establish
accurate inflationary expectations and the diversity of indexation

clauses aggravates this problem. Savers are thus no longer able to

compare the advantages of the issues offered to them and may eventuatl

ly decide to avoid this type of investment altogether.

For banks and financial institutions, a considerable proportion of

~ whose resources are made up of time and savings deposits, the im-
plications of the introduction of indexation are a guud deal more
complex. At first sight, it could be argued that the indexation

of new liabilities should lead to a parallel indexation of new lend-

ing.

But this situation, which, here too, would lead to the creation of
two different financial markets, would be difficult to maintain :
a large part of indexed deposits would be the result of the mere
conversion of existing assets into indexed deposits and not of

new liquidity or new savings. This phenomenon would be particular-
Ly strong within the European Community, where the volume of accu-
mulated saving is very large. 1In short, indexation would spread .
retroactively to all bank and financial institutions' liabilities.
The problem would then arise of the review of loans outstanding.
Now, very often, the banks are free neither to terminate nor to
change the terms of their loans, which constitute the bulk of

their assets.
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even if they had this right, they could not use it without creating
cash difficulties for their borrower customers which would in sdme
cases be insoluble. Financial intermediaries would therefore in
the last analysis have to bear the costs of the retroactive indexa-
tion. They could do so only with government aid -~ hence an addi-
tional cost for society - or through raising the terms for new
loans more than in proportion with the cost of the new savings
indexed, resulting in a very sharp increase in interest rates

with all its implications for the economy. It is often argued

that this would not happen since only part of existing savings
would qualify for indexation, the scope of indexation being often
restricted by conditions with regard to the amount or the duration
of the deposits. The result would be that the average cost of funds
sorrcwed by the banks and financial institutions would fall short of
that of +he Lizbilities indexed. This reasoning would be sound if
the vericus banking and financial institutions had the same pattern
of tiabiiizies. But it is no secret that this is not the case and
that ‘ndexation would involve uneven costs from one establishment
to another, which, by the same token, would distort competition.

At all ewants, the fear of disturbances which indexation of savings
would engender i financial markets goes far to explain the limits
whizh are gororeally set to the indexation mechanism. As we have
csen, trese Limits can be implemented by partial indéxation, by
deferring the effect of indexation or by restricting the choice

ot indexable assets.

The First tug wmethods are extensively used in indexation schemes,
ntren in the transitional phase preceding either fuller indexation

or the termination of indexation. They are partial compensation




decided on by the authorities or granted by the borrower. For this:
‘ reason the saver regards them as being quite arbitrary; in the extre-
- me case, he may well be concerned only with the loss which he will

eventually have to suffer.

Confining indexation to certain classes of financial asset is also a
common practice. In this case indeXation'is applied either, to
government stock only, or to all‘securities except deposits, or to
certajn'ctasses of deposit defined in terms of amount or duration.

This technique can be effective, in that it tends to guide liquid

'saving towards long-term employment, thus helping to reduce inflationt

'ry'pressure. It can also have disadvahtages,'for example the public
sector could monopolize an excessive share o% savings resoches by
reserving to itself the right to index its liabilities. fIn the last
analysis, confining indexation's field of apptibation inevitably

results in difficult decisions.

Another question is that of assessing whether the decision taken in -

isolation by-a country to authorize savings indexation influences this

country's canital movements across frontiers. Past and present expe-
rience suggests that this is not the case. The reason is that a
country embarking upon a process of indexation is generally suffer-
ing from a high inflation rate reflected in the deterioration of its
exchange,réte, which may exceed, by far, any benefit a foreign in-

vestor . could hope to reap from the indexation of his assets.

None the less, in theory, the problem could arise betwe?n several
countries whose currencies were depreciating at comparable rates
whilst only some of them were introducing indexation schemes. Pfovidg
that the;e measures were not confined to residents only, the indéxing
;countries could well attract large fnflows of fdreign capital, movemer

that might well be unwelcome to the other countries.

it s
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3. The indexation of saving as an aspect of social justice

The above arguments are concerned with general equilibria in the
economy, but there are other arguments connected with the social
aspects of indexation. Indexation, it is argued, could bring to

an end the transfer of wealth from creditors to debtors which is
the stealthy but inexorable result of inflation. In overall terms,
this assertion cannot be challenged, but in respect of. individual
situations, it overlooks the fact that the transfers may in fact
occur within the same portfolio of a single owner. A given saver
may suffer Losses on bonds and other claims, because of inflation,
but these may be partly offset by the lightening in the debt

burden contracted to purchase real estate.

On the other hand, the small saver who cannot go ‘into debt cannot
achieve this favourable situation. This consideration, given the
th%nking of our present time, helps to militate against generalized
indexation. It has led certain governments to adopt the policy of
limited indexation reserved to the lowest income gréups. This
‘choice can be defended in terms of social policy, but it does

raise difficulties ; how is the small saver to be defined ?

To avoid all the disadvantages of applying indexation over too wide
a field, governments adopting indexation schemes have usually been

forced to set a very low ceiling on savings qualifying for indexa~

tion. The final.reéult is that an unduly small fraction of saving:
is photected. British and Irish (see below) experience seems fair-

ly significant in this respect.
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A major point is that confining indexation to a certain class F
of savers, however, deserving, is a measure of discrimination. *
It introduces the idea of special treatment opening the door

to further exceptions to the general rule, and this may have b
serious conseqhences not only domestically but also in finan- f

cial relations abroad. We shall revert later to this point.

VII. Indexing saving : past and present experience

Describing the general considerations above has involved a
number of references to actual experiments in this field. These
have been numerous and varied in their application. A study
oublished at the end of 19741

dexation of financial assets between 1742 and 1974 alone.

gives nine examples of the in-

The present paper will attempt no more than a short description
of the most represenfatﬁve and recent examples of indexation of
financial assetg, whether generalized - as in the case of Brazil
and Finland - or confined to certain types of assets, as in
Erance in the 1950's, or limited, with a social policy objec-
tive, to a certaiﬁ categdry of beneficiaries, as has of late been
| the case in the United Kingdom and in Ireland, and in a rather -

special form in Luxembourg.

v

(1) "An international survey of indexing and its effets" by Mrs.

S.A.B. Page and Sandra Trollope in the National Institute

Economic Review, November 1974.
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INDEXATION OF SAVING IN. BRAZIL

(a) Background

For more than 30 years, Brazil has suffered from high inflation rates,

and since 1974 the loss of purchasing power of the cruzeiro has never
been less than 7 % per year. In the early '60s, the inflation rate, -

in terms of wholesale prices, the commonest index referred to in Brazil,
forged ahead, rising from an averége of 20 % in the 1950's to 30 % in
1961, 56 % in 1972,°73 % in 1963 and 91 % in 1964 (Table IV).

‘This led to serious distortions in the monetary and financial system.

Capital seeped out of the domestic market, which ceased to function,

and was drained abroad. - At the same time, creditors awaiting maturities

‘watched the real value of their assets melt in front of their eyes,

and the losses were all the greater in that debtors deferred settle-
ment of their debts - especially taxes - as long as they could.

The introduction in 1957 of a téx on excess profits at a time when
jnflation was running at the still fairly modest rate of about 25 %

led most cpmpan{es to revalue their assets for both fiscal and account-

ing purposes. The revaluation provided for in a law of 1951 designed
to eliminate certain inconsistencies in the tax system had the effect
of familiarizing Brazilians with indexation and inflation-offsetting

techniques and concepts.

In April 1964, the Government adopted an economic plan designed to '
phase out inflation over a four- br five-year period and to reduce
the distortion caused by inflétion during the transitional period.

It should be madewclear at_once that the plan was a comprehensive
stabilization brogrémmé including not only‘thé introduction of
indexation cladses but- also a range of measures designed, 'in parti-
cular, to slow down the upward movement of wages and prices, to




control money supply creation and to reduce the budget deficit.

It should also be noted that the “monetary correction”" mechanism (to
use the Brazilian expression), applies in fact to all sectors of the
economy and not only to the financial area. Indexation is the most
generally uséd variant of this mechanism for offsetting losses due 4

inflation.

26.
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TnwnBLE 1v
BRAZIL
CHANGES IN PRICE INDEXES
Wholesale prices : Consumer prices
Index ' Change Index Change :
: * (annual average) %) P (Annual average) * %)
1960 3.0 - : 2.5 - :
1961 4.1 37 : 3.8 52
1962 6.4 56 5.5 : 45
1963 11.1 73 : 9.2 67 :
1964 211 91 32 18.1 : 97 :
1965 32.1 51 HH 30 : 66 :
1966 43.8 36 42 : 40
1967 55.0 26 :: 55. : 31 :
1968 68.0 24 : 67 22
1965 82 21 82 : 22
1970 100 22 : 100 : 22 :
1971 120° 20 . 120 : 20 :
1972 143 19 140 : 17
¢ 1973 166, 16 158 : 13 :
+ 1974 215 30 : 201 27 :
1975 274 27 260 : 29 :
: INF, "International Financial Statistics”

SOURCE =

-




(b) Monetary correction : scope and methods

Table IV shows the main classes of income and assets subject to
"monetary correction” and the methods used; It sths clearly
that virtually all claims in Brazil are subject to "monetary
correction" in one form or another, in relation with their
maturity.

The "monetary correction” can take one of three forms :
(i indexation properly so called, the Eeference'being generally

the wholesale price index,

(i)  special adjustment taking account of an expected rate of

inflation,

(ii1) adjustment by Government decision taken on the basis of econdg

forecasts.

-

Indexation proper is applied to the main forms of saving such as
Treasury Bills (ORTN), bank time deposits and Eavings deposits.

On the other hand, rents are normally linked to the minimum wage, wHi

in its turn is fixed by the Government in terms of its forecasts andg
its economic policy objectives, and of the inflation rate.

28.
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TABLE IV
29.

NATURE OF ASSETS

METHOD ;- MONETARY CORRECTION ‘

REMARKS

A. Monetary and financial

assets

Ordinary savings deposits

:Time deposits and deposit
certificates

'Bills of exchange/barik
acceptances.‘

Short-term Treasury Biltls
(maximum maturity of one
year).

ORTN = Trazasury Bills
indexed at maturity of 2
to 5 years

Private company loans

{ Boctgsne bonds

hortgage lozag

En EPPears

B. Other incomes (p.m.)

4{ Minimum wage

Rents

Tchozend.

‘|Against the wholesale price

Indexation against wholesale
price index
Quarterly adjustment

1

Same meth:” as for bills of ex-
change and bank acceptances (cf.
following “tem)

Special ¢ivzount rate taking
account of forecasted inflation
rate, subject to a ceiling fixed
by the Centra!l Bank.

Special adjustment by issue below
peér.

Indexatior

Indexed azainst wholesale prices
or, if the Bill~bearer wishes,
againsi 4% datlar exchange
rate. ¥ adjustment for
two v s and quarterly ad~
jugtisent foo five year Bills.

isvmenit for maturities
we year. For operations

with maturities greater than one
year the same method as for 2 year
to 5 year Bills.

Same method as for 2 to 5 year
Treasury Bills (except if the
dotlar exchange rate option is

Indzxed on the minimum wage with
exceptions of & social character.

index

Government decision in the Llight
of economic forecasts.
Annual adjustment.

Indexed against the minimum wage

1. The funds must be deposited
for at least six months

2. The real rate of interest
is 6 %

Funds must be deposited for at
least 12 months for deposit
certificates, and at least 6
months for time deposits.

This premium is deemed to re-
present the depreciation resul-
ting from anticipated inflatiorn
plus a real rate of interest.

In fact indexation against the
US dollar has seldom been used
since indexation against whole-
sale prices. has usually offered
a better yield.

Yearly yield: 6 %

Interest on tax arrears starts
to accrue after a 6-month pe-
riod of grace, with.a ceiling
of 30 % on the principal.

The fixing of the minimum wage
is. important, since it is a
benchmark for the adjustments
of rents and mortgage loans for
private housing

SOURCE :

Inflation control and economic growth (Brazilian Embassy, London) ,_ June T974.

e e
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TABLE VI

- mAIN LIABILITIES OF THE TREASURY AND OF

THE BANKING AND FINANCIAL ESTABLISHMENTS

(end of period)

| \ B
Nature of Cruzeiros 'CO0 million i % of total
liabilities 1973 1974 1975 & 1973 1974 1975
» . ook e ;{l o ———rme
1
|
NON INDEXED !
Notes and coins 16,4 20.8 31,0 I 7.6 7.7 6.8
Sight deposits 77.6 ] q0h4 0 14B.3 1L 36.0 36.0 I 32.5
Bank acceptancies 36.6 46.3 6C.8 ﬁ 17.0 16.0 §|  13.3
Treasury Bills 7.4 Th.E 37.4 E 8.1 <. 1 8.2
Total G47.8 | 186.3 | 277.5 1 68.7 6.2 || 60.8
h :
i
INDEXED i
] .
savings deposits 14.1 28.9 55.2 1 6.6. 9.9 || 12.1
Time deposits 25.8 | 33.5 54,6 1 12.0 1.6 | 12.0
Tressury Bills 20.9 33.0 60.1 ﬁ 9.7 1.4 13.2
Mortgage bonds 6.5 - 8.3 8.9 I 3.0 2.9 f 2.0
) :
i .
Total 67.3 | 103.7 | 178.8 1 31.3 35.8 || 39.2
: i
::
6RAND TOTAL 215.2 290.0 456.4 % 100 100 100
==z zzz== s==== ” === Z=== ====
il
1]
1]
1l
"

SOURCE : Annual Report of the Central Bank of Brazil, 1975, Volume 13, N° 3
March 1976.
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The specialkmethod of adfustment consists in_raising interest rates.
Thus the discount rate for bitls of exchange takes account both of
the real rate of interest and of the eXpécted decline in the purchas-
ing power of the cruzeiro. This is thus an "a priori"” system of

monetary correction.

The third method of monetary ogfsetting, i.e. the aajustment by
Government decisbns based on economic needs, is applied more to in-
comes and to exchangé rates than to savings instruments. The econo-
mic needs derive from the government's ggheral strategy : steady
growth, competitive export prices, and a(so from the expected rate
of inflation and its real rates in the recent period.

As Table V shows, incomes qualifying for this treatment are mainly
the minimum wage and certain other categories of pay : since the
tevel of this category of income is fixed only once a year, the real
value of earnings has declined considerably by the end of the year.
In 197@, however, annual inflation having reached 30 %, a supplement-
ary correction was made in the course of the year. Rents are direct-
ly Llinked to the minimum wage, except where otherwise agreed between
the owner and the tenanf, and interest paid for mortgage loans finan-
cing the purchase of private dwellings is also linked to the minimum

wage.

In addition, the taxation system also distinguishes between the two
components of the nominal interest rate : the component corresponding
to the depreciation of money is not taxed; the only part taxed is the’

component representing real interest.

Notes

~

It is not easy to make any exact assessment of the conseqdences of

the introduction of indexation into the Brazilian economy.

T



Initially, the rate of inflation, while remaining high, declined
éppreciably. But as indexation was only one of the aspects of a
very vigoroué stabilization programme, which included, an initial
reduction in real wages, it is difficult to assess how far indexa-

" tion accounted for the reduction in inflationary pressure.

The rate of inflation was 16 % in 1973; but in 1974 and 1975, years
in which world inflation was high, the cruzeiro lost 30 % and 27 %
.respecfively of its purchasing power, and in 1976 the depreciation
of money was about 45 %. On the other hand, indexation was accom
panied by brisk progress in time deposits and savings deposits

(Table VIi),‘thus helping to slow down the endemic outflow of capi-

"~ tal and to curb consumption demaﬁd. In this Last respect, there ha

been a definite anti-inflationary impact.

ALL in all, it is doubtful whether the indexation model in Brazil
could be easily transposed elsewhere. There are two reasons for

this : one of them is technical, in that there were virtually no

32,

financial assets when indexation was introduced, so that the delicdte

problem of the switch from non-indexed assets to indexed assets did
not arise; and the other much more general problem is that indexa-

tion, together with the recovery measures accompanying it, were,

introduced in a political, social and economic context which is en-

tirely different from that obtaining in the European countries.




i

BRAZIL

Table. VII

. INCREASE IN SAVINGS DEPOSITS AND TIME DEPOSITS

(CR

$ million)

-

Savings deposftS/Amounts at end of period.

Federal States! | Mortgage Savings 4 RS
Economig=z-| Savings-- | Credit and Loan TOTAL
Bank ~— | danks ‘Corpora— | Associations
' "~ tioens
1966 |  ee 1; cee (1) ] oo (1)
1967 ees (1 ees (1) 9 eee (1)
1568 coe 13 eee (1) 50 19 . (1)
1569 oo (1) ees (1) 80 60 eee (1)
1970 | 1.189 599 160 134 2.032 -
1971 2.029 1.232 306 217 3.734 \
_f 1972 4.137 2.253 823 500 7.713‘
{ 1973 7.102 3,363 2.710 947 14.122.
1974 14.863 . ©6.255 6.038 1.769 28.925
1575 {28.473 11.285 | 12.234 3.242 55.234
Time deposits/Amounts at end of period
Bank of C°mme?°ia$,3@ Federal Investment| Regional T°t?1
Brazil Banks - = | Economic |Banks -Development ’
| Bank 7 “| Banks
1966 29 - 270 10 2 © 311
1967 66 © 502 43 85 €56
1963 11 - 894 51 409 1.431
1969 88 - 839 47 1.099 2.073
1570 124 1.432 14 2.808 4 433
1971 406 3.253 76 5.755 9.450
1972 535" | 6.031 16 {10.352 23 17.017
1973 845 6.934 70 17.950 12 25.811
1974 | 2.637 7.769 54 22.809 202 33.471
1575 4.703 11.143 34 33.233, 402 54 567
Increase_percentages
- Total savings i Total time i Grand o
deposits its. mpitiadco
1966 | 7 ... (1; 11 ' gl)
1567 . (1) 696 123,8 . {3)
1963 . él) 1.431 105,6 o ()
19€9 - e (1) 2.073 44,9 ... (1)
1570 2.032 4 433 114,1 6.520
1571 -3.784 81,7 19.4390 113,8( 13.274 . 193,6
1572 T.713 103,8 17.017 479,31 24.730 Gly 3
1973 14.122 33,1 25.811 v 1 351,7) 29.933 61,5t
1574 28 325 104,8 1 33.471 29,71 62.396 5E,3
1975 55.234 91,0 54. 567 63,0} 109.801 76.0

Source :
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INDEXATION OF .FINANCIAL ASSETS IN FINLAND

(a) Background

The introduction of indexation in Finland is both a special case,
and also an example of a measure originally devised to assist a
Limited class of individuals but which then gradually gained

general use throughout the economy.

Just after the end of the second world war in a climate of sharp
inflation (the consumer price index increased by 60 % in 1946 and
by more than 30 % on average in the two following years), the
Finnish Government decided to index warndamage claims on the
Treasury. Subsequently, indexation graQUaLty extended to all

incomes and financial assets.

(b) Spread of indexation

(i) 1945 : 1indexation of Government bonds (nominal value FM
18 400 million) issued for displaced persons.

Reference index : wholesale prices.

(ii) 1946 : indexation of 50 % of pénsions against wholesale

prices.

(i11) 1948 : Llife assurance companies begin indexing their
policies and liabilities. The index used is usuall
the cost-of-living index, half of the increases in

the index being counted.

(iv) 1952 : indexation of wages against the cost-of-living inde
Bond issues indexed on price indexes. Indexation o

rents, farm leases and bank loans.

- X

34.
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(v) 1955 : Intrbductionvof indexation for bank depbsits :-
the conditions were as follows :

. Minimum amount : FM 300, or about § 130,
. Mipimum duration : 12 months

.- Interest raté : 1% to 1.5 % below that on brdinary'deposité,

'

. Indexation against the cost-of-living index. .

In 1955 and in 1956 this type of deposit developed only slowly.

(vi) 1957-1963 : expansion and diversification of indexation in bénk
depdéits. In 1957 | " ‘banks aécepted two categories of account, on
the same terms as regards .amount and duration bpf one being indexed

at 100 % (A accounts) and thelothérs at 50 % (B aCcéunts)., The latter
were remunerated at a rate one point below that paid on ordinary

accounts.

B accounts were originally,created/fdr tax reasons; unlike A accounts,

they were tax-free.

From 1964 onwards, thebtax status of A accounts was aligned on that
- of B accounts and in 1966 the B accounts were discontinued.
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(c)End of indexation | ' :

In 1967 the Finnish Government devalued the mark by 25 % and
endeavoured to limit the "mechanical” effect which the increase in
the cost of imported items was bound to have, through indexation,"
on the level of domestic prices.: A.stabilization agreement was
then negotiated beween the social partneré, and this led to the

~ virtually cohplete elimination of indexation clauses in 1968. The
abandonment of this technique in the financial sector was the price-
that had to be paid to stop indexation of wages and other incomes. |
This was tHe position adopted bx the Finnish unions{_/On their side,
borrowers, and particularly companies, had been finding the weight
of indexation too heavy prticularly in the later 'stages.

(d) Results and final observations

Indexation was welcomed by savers. The percentage of indexed com '
pared to non-indexed securities in circulation was tiny in the early
years, but steadily grew until in 1967 indexed securities accounted

for 74 % of all securities in circulation.

Indexed deposits developed only slowly in 1955 and 1956. In 1957,'
with the acceleration of inflation, they increased until they '
accounted for a quarter of all deposits. When inflation lost
-momentum in 1959 - 1963, their scale contracted, butirose égain
-in 1964, a year in which inflation exceeded 10 % and in which = -
this wasré,favourable factor - tax exemption of interest was
extended to all indexed deposﬁts. Before the 25 % devaldatioh

of 1967, indexed deposits'accounted for a Little more than a

third of all deposits (see Table\VIII)., Thus, ultimately, only

a fraction of deposits were ihdexed.
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For savers, indexation subsequently combined with tax ekemptidn,
meant, during periods of high inflation, a yield on indexed de=g:

posits consistently better than thaton ordinary deposits. On the
other hand, when inflation was low, as it was in several years
within the period during which indexation was applied (see Table
VIII), the saver would have been better advised to deposit his

savings in non-indexed accounts.

A study carried out in Finland itself D shows that the inflation
threshold had to reach 4 % before indexed deposited deposits had an

advantage over ordinary deposits.

The same study also shows the high correlation between the inflation
rate trend and that in the volume of indexed deposits. On the other

hand, it suggests that the choice of the cost-of-living index was
perhaps not the best one for the saver, the price of certain finan-

cial assets having varied much more than this index.

In contrast with the situation in Brazil, there is no way of showing

convingingly whether indexation stimulated saving or not.

I

(1) The study entitled "Aspects of the Finnish deposit Indexing
experience”, by Kari Puumanen, member of the Bank of Finland economic
research institute, published in the monthly bulletin of the Bank of

Finland, n® 1, 1967. This study has been published in full in
"Indexation of Financial Assets", new contributions relating to the

problems and to experience gained (0ECD, Paris 1975, pp; 20 to 26).




FINLAND

TABLE VIII

Percentage Indexed deposits | Indexed securitjes
increase as percentage of as percentage pf
in cost of total bank total securitips
Living .deposits in circulatiop
1945 -
1946 59.2
1947 29,29
1948 34,6
1949 1.4
1950 14.0
1951 17.3
1952 1.0
1953 2.0
1954 -
1955 - 2.9 0.1
1956 11.0 7.0 30.77
1657 11.7 24.3 37.63
1958 6.5 21.6 43,33
1959 1.5 6.2 41,47
1960 3.0 2.8 49,88
1961 2.2 0.6 53.74
1962 4.3 1.0 62.13
1963 L. 3.9 52.33
1964 10.4 15.8 . 50.98
1965 4.7 18.2 56,08
1966 T 3.9 21.2 66.10
1967 5.4 34.6 74,29
1968 8.7 '
1969 2.4
1970 2.8
1971 6.3
1972 7.2
1973 11.8
1974 17.3
1975 17.7
1976 14, 4%

* estimate”

_SOURCES : Institute for Economic Research Bank of Finland

Series D :

Statistical Yearbook Finland

2 Mimeographed Studies = January 1969




The charges arisfng from indexation were passed on to borrowers by the
banking and financ{al intermediaries, but in a‘noh-proportional manner,
since they depended not only on the increase in the index used, but
also on the propdrtion of total commitments accounted for by indexed
deposits. Nevertheless, these charges increased appreciably between
Obtober 1967 and April 1968, i.e. between devaluation and the Stabili-
zation Agreement of April 1968 which put an end to‘inde}ation; This
fact helped to bring about the abolition of the system. |

Despite the high rates of inflation in 1974 and 1975 (see Table VvIID),
no attempt has been made to reintroduce indexation in Finland. '

INDEXATION OF BONDS IN FRANCE

French experience of the indexing of saVings has been limited, both as
regards time and assets indexed : indexation lasted for only six years

' (between 1952 and 1958) and concerned only fixed-interest securities.

(a) Origins of indexation

Inftation was occasionally fairly high in France in the years following

the second world war. The first experiment in financial indexation was

conducted in 1952, when the Government headed by Mr Pinay introduced a

stabilization programme, one of the aims of which was to prevent the
hoarding of gold and to encourage the repatriation of illegally export-
ed capital.

‘A Government loan was issued which was totally exempt from income tax

and estate duty. The principal was index-linked to the price guoted on

the Paris stock exchange of a French 20 franc gold coin. This Lloan wés<

..very successful and a second "tranghe"'was issued as part of the 1958

stabilization programme.

/"

T —_—
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Between 1952 and 1958, there was a variety of indexed bond issues.

(b) Indexation details

The two tranches of the Pinay loan were based on the price of gold
coin; a further Government loan was jssued in 1956, the principal
of which was index-linked to share and bond prices. - The following

formulae were also used :

- price per kilonmcter of secondclass rail travel for the 5 1/2 %
(1Y . . .

SNCF ( indexed bands iscued in 1956;
~ Litlowatt/hour selling price for the variable-interest loan issued

by Electeicité de France in 1958;

3

LU

{several issues);

¢

hiousebodlding price index for the 6 % loan issued in 1958 by the .

Caisse Fonciére de Crédit pour L'Amélioration du Logement.

- of the electricity-producing undertakings for the 3 % loan issued

by the Caisse Nationale de L'Energie in 1952;

- of the iron and steel industry for the 6 % loan issued by the

Groupement de Ll'Industrie Sidérurgique en 1958.

(ii1) Indexation based on net profits :

e o e B S (e S S S D S G W SV G S T W S S G SO o8 e S S

- of the motor-manufacturing industry for the 5 1L2'% Loan issued by
Simca in 1956; ‘

(1) French State Railways

wholesale price of coal for bonds issued by Charbonnages de France

40.
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- of the d1str1but1on sector for the 5 3/4 % "Au Printemps" loan"
in 1966; ’

- of the metal-manufactufﬁng industry for the 6 % Valiourec in 1958.
(iv) lDQQKEIiQD-b§§§Q_9D-9rQ!Ib-iD-r§§§r¥sQMQDQ;QEM.dQQQ§_§l§IETD
for the Sidelor loan in 1954. | _ R

(v) Indexation based on_the_level of production :

industrial production index for the industrial and agriéultural
equipment bonds issued in 1956 (indexation of interest payments).

~ (vi) Indexatiop based on the oroductivity of the issuing_enterorise :

for the 5 1/2 % loan issued by the Soc1été Métallurgique de Normandie
in 1959.

There were also combined 1ndexat1on formulae (e.g. the 1955 M1chel1n
loan which was based on sales and the price of rubber).

Besides the great variety of reference indices, the indexed French
bonds issued during this per1od (or at least a number of them) were
characterized by rules of application - thresholds, ceilings, partial
épplf&ation of variations in the indices chosen - which were‘sométime§

‘rather complex and frequently misunderstood by investors.

(c) Regulations and restrictions relating to indexation

The second tranche of the Pinay Loan in 1958 was one of the last French
indexed bond issues of any size. The htroduction of a recovery program=
me that same year was accompanied by a retggp to the tfadition of '
monetary "nominalism”. Two Orders (on 30 December 1958 and 4 February
1959 - see Annex I1I) prohibited but for a few exceptions of a social
natufe, any indexation based on the minimum wage or the generalqlevel

of prices.
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However, legislation'did not outlaw indexation based on price indice$§

for products, gbods or serVices, directly related to the activities of
. one of the parties. This definition would have allowed the issue of _
bonds of the type launched betwé;h 1952 and 1958. From 1959, in fact,
_no indexed loans were issued in France for a number of years. HoweVer,
a Government loan was issued at the beginning of 1973 : both principél
and interest are subject to a conditional indexation clause linked to

the price of a‘gold bar and based on the gold definition of the franc

and of the European unit of account -~ a clause which has not yet been

invoked.v | \ '

/

" (d) Results and final comments

!

During the period from 1952 to 1957, indexed issues accounted for
between 30 % and.55 % of all bonds. The popularity of indexed secu-
rities amongst private investors enabled borrowers to offer nominal
rates of interest which were substéntially'lONEr than those ruling <
on the market in non-indexed securities. In some cases, the diffe-
rence was aé much as 4 %. Despite this difference in yield, the
capital appreciation resulting from indexation secured for holders

of iridexed bonds higher total profits, on average, than if they had
invested in conventional securities or even in shares (see Table IX).

This is an overall assessﬁentrbased on trends in the different indices.
A comparison between one loan and another is difficult owing to the
variety of clauses used. For example, holders of certain types of
indexed bonds - particularly those which were index~linked to the
activities of the debtor and which therefore .involved an element of
commercial risk - may have fared less well than holders of traditional

bonds.




TABLE _IX

TRENDS IN INDEXES FOR FRENCH-VARIABLE'YIELD, FIXED~YIELD

AND INDEXED SECURITIES

. . Variable~ Fixed-yield - IndexeC-yield
YEAR : o yjeld . industrial industrial
' securities - securities securitiés

1953 22,9 C 843 \ 48.4
1954 30.8 e 87.0 52,1
1955 | 43.5 | 93.5 . 64.1
1956 bbb 92.5 | 77.5
1957 | 56,2 83.6 | 82.2
1958 . 50. 4 839 | 82.1
1959 o 67.2 93.6 . 87.4
1960 , 81.1. 97.3 - 90.7
1961 o950 .| 98.6 | - 96
1962 ‘ 106.0 - 99.8 101.0

1963 9%.9 : 101.3 110.8
1964 \ .81.8 . . | . 1013 110.7
1965 . 75.6 : 101.5 om2.3
1966 72.5 100.5 . 108.0
1967 66.0" | 100.0 110.7
1963 : 7.1 - 100.0 . | 115.7
1969- : 88.0 95.6 { 123.9°
1970 ST . 94.0 119.3
1971 89.1 95.7. ©129.9
1972 9.2 | es.2 149.6

 SOURCE This table was takeh,frqm a study made by Mr Thierry

‘ CHAUVEAU entitled "La demande d'obligations émanant des
ménages- (1953-1972)" ("Households' demand for boﬁas")
which appeared in "Revue Economique" (N°'S/1§7S).

—
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On the other hand, investors in some loan issues (particularly those -

index-linked to the price of gold) fared much better (1).

The ihtroduct{on of indexed securities did not lead to disturbances
on the capital market. By practically abolishjng/issues'of securitiles
of this type, the French Governmgnt in pows; at the time was more cgn-
cerned with increaéing public confidence in the stabilization measunes
it had taken than with putting an end to any‘imbalance on the fixed+

yield securities market.

ALL the indexation formulae so far describéd, whether wide-ranging or
limited in extent, were open to all inVestors and made no restrictidns
on amounts invested. The same does not apply to the measures recently
taken in the United Kingdom and Ireland - and very recently in

Luxembourg - which are designed to help.small investors only.:’

£1) FF 1 000 invested in a "Pinay" loan issué'in 1952 are now equivalent -
téking into .account coupons cashed but not capitalized -~ to some FF|7000

(i.e. an increase of 600 %). Over the same period, the cost of Living
index has increased by 244 %. '
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4, INDEXATION OF SMALL SAVINGS IN THE UNITED KINGDOM

The intred0ction of indexed bonds and'savings.plans in the United Kingdom
is a‘directvresult of the very high rates of inflation which have affected
that country's economy in recent years. 'The.national accounts show that
consumer prices rose by 16.8 % in‘1974 and by 23.1 % in 1975. Although
the rate of increase has since slackened, it was st1ll 15.5 % in 1976

and is expected to reach 14 % this year.

(a) Indexation details

The measures provide for two categories of assets, both linked to the

retail price index :

(i) f{ve-year indexed bonds (national savings certificates) are issued to
persons who have reached retirement age (i.e. sixty-five for men and
sixty for women) in L 10 blocks up to a maximum of £ 500 per person.
These certificates are not transferable. Their base point is the index
for the month preceding purchase and each certificate has an official
Life of five years,‘at the end of which the buyer receives interest
amounting to 4 % of the nominal value plus the nominal value increased :

"in proportion to the increase in the index used. The amount repaid may
not be less than the nominal value of the certificate. Different rules
apbly if the buyer requests premature repayment. No increase is allow-
ed on. certifieates retained for less than one year. Certificates cashed
after one year but before the end of the full f1ve-year term are indexed
but the 4 % interest is not payable. ‘

(ii) A "Save as You Earn" (SAYE) indexed savings plan has been introduced for
persons aged sixteen dr above. The plan provides for fixed monthly payments
of between ¥ 4 and ¥ 20 and Lasts for five years. Each monthly payment
is adjusted 1n accordance with variations in the index and, after five

- years, total contributions plus the monthly revaluations, mature for

redemption.
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If the contract is extended’by two years (without further monthly
payments), the sum finally repaid is equal to the contributions made
during the five years révatued_accbrding to the index at the end of
the seventh year plus a bonus of two monthly contributions. Once
again, the amount repaid may not be less than the total amount con-
tributed. Where a contract is terminated after one year and there-
fore before the full five-year term, the indexation clause does not
apply and the save; receives only 6 % annual interesf. No interest
is payable on contributions reclaimed before the end of the first

year.

In both cases, bonuses and. interest are exempt from income tax and

capital gains tax.

These two indexed savings schemes (which came into force on 2 June
\1975 and 1 July 1975 reSpectiVely)bare administered by the Department
for National Savings. It should be noted that this formula has not
been adopted by other banking and financial institutions.

(b)‘Reéults

Table X shows the trend in the volume of indexed certificates and

deposits.

After the heavy purchases in the first months, the volume of certificat
in circulation has increased slowly. By the end of November 1976, it
had reached a tbtal of £ 390 million, ¥ 174 million between January and
November 1976 - an appreciable figure when compared with the total of
¥ 978 miilion collected over the same period as National Savings. '

Some 800 000 persons have invested in the certificates. It should also
be noted that a fairly substantial volume of certificates has been

presented for early redemption.

The amount of indexed deposits'ié much less than that obtained from the
sale of certificates. However, such deposits are'fending\fé increase
steadily and withdrawals are proportibnally.[ess substantial than in
the case of certificates. The number of contracts is about 400 000.

U




UNITED KINGDOM

e

Trends of ihdexed savings

‘Table. X

47.

National Savings Certiflicates

Szve as you earn

Subécriptions(l>l- Repayments Deposits (1) _! Withdrawals
~(in ¥ million) Gin ¥ million)

150)

1 June 83,0

L July 41,2 0,8

August 21,3 1,2

“September. 17,5 (0,2) 2,1

October 1¢,8° (0,2) 2,6

November 14,7 (0,2) 3,3
December 11,8 (c,2) 3.4

TOTAL - 212, 0,8 13,4

1076
January 14,5 (0,2) - 3,8
February 12,6 (0,3) 4,0

March 8,6 (0,3) 4,2 0,1
April 18,0 (0,4) 4,3 '
May 10,3 (0,5) 4,8
| June 15,5 (4,9) 4,6 .\

July 24,4 (6,5) 5,3 ‘ (0,2
August 16,8 (3,7) 4,8 (0,1)
September 1C,0% (2,5)* 4,9 (c,1)
October. 15,1% (2,2)* 5,2 (0,1)
November L1, A% (2,2)* 2.4 (0,27

| TOTAL 174,2 23,7 51,3 (6,3)

o

Sources Central Statistical Cffice, iinancial Statistics, Decenber 1976

(1) Net amounts at end of period

* Provisional




48

This slow increase in deposits is clearly due to the fact that only

small sums may be indexed and to the monthly ceiling system,whereby -|

to all intents and purposes - old deposits cannot be turned into
indexed ones. It would also seem that some savers are reluctant to

tie up their funds for what they judge to be too long a period.

Indexation has so far had no effect on,the‘acfivities of investment

funds or on the functioning of the capital market generally.

INDEXATION OF SMALL SAVINGS IN IRELAND

Experiencing inflationary presSures very similar to those in the
United Kingdom, Ireland introduced a scheme for index-linking small
savings on 20 October 1975 which was similar, in principle, to the

United Kingdom measures, but somewhat different in detail.

(&) Indexation details

There are two types of indexed saving :

(i) three-year indexed savings bonds issued in L 10 blocks up to a
maximum of £ 500 per person. Purchase is Limited to persons who
are at least sixty-five years old. The bonds are not transferabl

and are repaygbLe :

- after one year, at the nominal value increased in Lline with

the reference index;

- after 3 years, on the same terms plus a bonus of 5 % calculated

_on the purchase price. ‘
The investor may opt to forgo indexation in favour of a fixedrat

interest payment of 8 %.

(ii)A oné-year jndexed savings plan which provides for twelve monthly
payments of between £ 1 and L 40. This plan is opeh to any persd

aged sixteen or above.

n
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Two years after~the last contribution, repayment ﬁay be made on the

basis of the nominal value plus a percentage ‘equal to the variations
in the reference index between the date of the Last contribution and
the date of repayment. ‘ '

1f the deposit is left for five'years following the'date of the last
payment, it is revalued as described above and the saver receives,

in addition, a bonus of 5 % of the nominal vélue of the payments made.
Persons saving under this scheme may also decide to forgo indexation
and opt for a bonus, based on the nominal value of the sums deposited,
of between 30 % and 70 %. o

The index used in both.plans is the consumer price index. Bonuses and
interest are exempt from income tax and capital gains tax.

(b) Results

By the end of 1976, indexed savings bonds in circulafion amounted to
only £ 1.4 million (purchased by some 3 700 persons).

By the same date, indexed deposits totalled only L 6.4 million4(1?_

It would seem that this experiment has so far met with only moderate

success and that it has not led to any appreciable increase in savings
in Ireland despite terms which are attractive when compared with the

system in force in the United Kingdom.

PARTIAL INDEXATION OF SMALL DEPOSITS IN LUXEMBOURG

- The indexation of small deposits in Luxembourg, which was introduced .

~as recently as the beginnihg of Jénuary 1977, is substantially diffe-

- _rent from the systems adogted in the United Kihgdom‘and\freland.

*

}

(&) Accérding to thé Department of Posts and Telegraphs.
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a) Indexation details

~The savings plans in qUestion are open- to any person aged at least
twelve or eighteen according to the savings institution in question.
The saver undertakes to pay in eachmOnthfor five years a sum ranging
from a minimum of Lfrs 1 000 to a maximum of Lfrs 6 000(1). The in~.
terest rate paid on sums depos1ted is variable. It is equal to the
-average rate of 1nfLat1on recorded at the end of the year plus a
further 1/2 % or 1 % according to whether the contract has been -
concluded with the Caisse d'Epargne de L'Etat (State Saving Bank)
‘or with one of the ordinary banks. However, this variable rate is
subject to a lower Limit of 7 % and to an upper Limit of 9 %. Beyond|
a certain rate of 1nflat1on, therefore, indexation is not comp lete.

If payments are stopped for more than two months or if funds are with
drawn, the contract is terminated and the interest rate is reduced
retrospectively to the rate paid on ordinary savings accounts.

b) Saver's entitlement t0 a loan

At the conclusion of h1s contract, a saver is entitled to priority
treatment for a period of two years on an application for a loan
equal to 150 % of the sums saved (1nclud1ng interest).

c) éommehts

This last provision gives the new scheme the character of a house

savings plan.

In view of the duration of the plan and the relatively Large~amounts
which may be saved each month, the sums received by the saver together
with any Loan he may have obtained ‘give /him enough starting capital
“to purchaee a property. It should be noted, however, that the Luxem

bourg savingsand loan plan is more open than a house savings pl321*5i”“

it may be used to finance the acquisition of any type of asset and not

(1) Roughly eduivalent to US 8 27 and US. 8 162 reépectively

e
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simply to purchase a principal dwelling. As such, it is more closely
akin to a policy of promotihg and protecting small-scale wealth and

assets.

3

However, in view of Limitations with regard to interest rates and the
length of time during which funds are tied up, there would seem to &e
Little chance of attracting those savers who traditionally invest in

fixed-interest securities.

-

FINAL REMARKS ON INDEXATION EXPERIMENTS

i

It is scarcely possible to make an overall judgement of'all the indexa~-
tion experiments descr1bed in this report owing to the wide d1fferen"

ces, not only in their scope and. durat1on, but also in the c1rcumstanbes

' in which these systems have been implemented. But all in all they do

not provide a convincing case in favour of indexation.

The example of Finland, shows'that,if and when_ it becomes fairly

generalized, indexation tends in the end to sustain °

" inflationary pressures rather than to reduce them. Doubtless taking

account of the reservations expressed earlier, the Brazilian experience
favoured the creation and profeétion of savings, but Brazil's rate of
inflation was never reduced to a Level which would be acceptable in a

developed economy.

It is clearly too early to draw any definite conclusions about the
measures taken to help small-scale saving. It would seem that the
protection given to the small saver in the United Kingdom and Ireland
is complete. . However, such plans havé the disadvantage of tying up
funds for a period which may appear too long, with the result that some
small savers are put off by them. Furthermore, the upper Limit imposed
on monthly péyments is low, especially in the United Kingdom. There is
therefore no Likelihood ofbindexation disturbing finéncial markets,

for the very reason that it affects too small a proport1on of savings.

The Luxembourg plan is generous in this respect, but, in 1ts present

form, would lose almqst all its effectiveness for the saver in times

of high inflation.
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a)

This raises a dilemma common to any attempt to index small-scale sa\

52.

whether to index complétely and to Llimit very strictly the concept d
small-scale Savingsvor to apply a wider definition and to restrict {
scope of indexation. In either case, the bulk of the sums saved (ir
clud%ng a‘prbportion of small-scale savings) femains anrotected agd

depreciation of the value of money.

In the final analysis, the study of the best-known examples of savin
indexation is not encouraging. This partly explains the official af
tudes taken on this matter i+ the Community - attitudes uiich must p

be examined in detail.
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BASIC ATTITUDES TOWARDS THE INDEXATION OF FINANCIAL ASSETSIN THE CO

Attitudes in the Member States

"In some countries there are- specific provisions relating to indexat{

Generally speaking, attitudes towards the indexation of financial ag
in Member States have always Paen yoverned ~ despite exceptions intg
to the temporary = Ly the principle of monetary "nominalism”.
while in others legislation is silent on this point.

The present situation is as follows-:

Leyislation has bezen introduced in two countries to prohibit or limj

indeaxation clauses :

In the Federal Republic of Germany, prohibition is based on paragrag

of the Mbnetary Law of 20 June 1948, supp lemented by paragraph 49 of
Foreign Trade and Payments Law (Aussenwirtschaftsgesetz) of 28 April
(see texts in Annex III).. Under these prcvisions; the indexation of
monetary debt is subject to the prior authorization of the Cehtral :
Such authorization has never been given in the financial field (see,

Annex IV, the study made by the German Federal Bank on this subject]
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b) In France, as we have seen, the government practically put an end to
indexation in the financial field following the experiment in the 1950's

(see "Indexation of bonds in France" above and the legal texts in Annex II).

It should be pointed out, however, that this country will probably follow

the example of the United Kingdom) Ireland and Luxembourg. In the chapter

(1), President Giscard

entitled "Patrimoine et Liberté'" of his recent book
d'Estaing wrote that we must "recognize the right of everyone to the
acquisition of personal assets and that '"this right must also lead to the

introduction of an effective system of preserving the value of savings".

This idea re~appeared in more concrete form in a letter to the French
Prime Minister dated 14 lnvember 1976, in which the Government was asked
tm.wrﬁvida far "these swall savers, whose main concern is the protection
of their capital”, a simple and specialized savings instrument, which
Tin retyrn inroa Limited interest rate and a real stability of deposits,

guarantres vhem Lasting security for their assets''s

This document has gensrally been interpreted as a recommendation for the
establishnent of dndaxed savings deposits. However, we must await the
autcome of the studies and work inprogress (on which a decision must be
tawtn before 1 January 1978) to know exactly what the French Government

nrends,
It =Y%auld be strossed fhat the French President also specifically rules

¢t oy general indexation 6f savings, which "could only weaken our

- . . . .k
econany's ebility to free itself from inflation" .

Y

(1) V. Giscard d'Estaing ~ "Démocratie frangaise" (pp 107 to 109)
* an unofficial translation of the full text of the letter is

attached as Annex V. ' X
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In other Community member countries, indexation is not the subject of
specific legislation. While all governments are opposed to Qeneral
indexation, some accept that speciallprovision must be made for small-|

scale saving.

As shown above, this is the case in the United Kingdom, Ireland and

Luxembourg.

On the other hand, in Belgium (despite the fact that indexation exists |in
Llarge sectors of the economy) and in Denmark and the'NetherLands, the
authorities are still unwilling to accept any form of indexation of firan-

cial assets.

Italy occupies an intermediate position. There is no official governmgnt
position vn the matter. A draft law on the indexation of savings for
building purposes was drafted by the last adhinistration, but was not
discussed by Parlimament and has not been laid before the new Parliament.
The bank of Italy was responsible for this plan, thereby showing that it
was not, a priori, completely hostile.to limited indexation systems. In
a recent reply to three Senators, Mr. Baffi, Governor of the Bank , again
stresse the social merits of this plan to index savings for building
purpozes. He also pownted out the possibility - of which ENEL had takeh
advantzge in 1974 and 1976 - of_iseuing variable;rate bonds based on the

~aversge yield of a sample of bonds quoted on the stock exchange(1).

It %z ‘~tereviing to note, in the last part of Mr. Baffi's statement, the
comrrt that the tendency for the indexation of savings to limit graduatly
the eccnomy's ability to absorb inflationary pressures should be balanced

by reducing the role played by 5ndexation in other areas, and particulaply

in wages (see Annex VI for the full text of Mr. Baffi's statement).

ool

(1) A loan was. issued in France in December 1974 by the Groupement de L}In-
dustrie Sidérurgique along similar lines. Furthermore,,many variable-rhte
* loans based on Eurodollar rates in London are placed on the internationpl
market. In all of these cases, it.is inappropriate to talk of indexatipn,
since the connection between the y1eld on invested cap1tal and méney depre-

ciation is too tenuous.
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2. The position of the Community

The Comﬁunity as such has not expressed an opinion on the question of
the indexation of savings. But it did have occasion recently to take
up a position against the principle‘o} indexation, in the context of
the Conference on International Economic Cooperation. This statement
by the Community representative was made in connection with the indexa-
tion of raw material prices demanded by the producer countries. Never-
theless; the argument is of a general nature and stresses the freezing
of the prices mechanism, and therefore of the funcfioning of the market
-ifseLf, which woudbe ertailed. in 'indexa%'ion wherever it was introduced

(see text of this statement, Annex VII),

Secondly, still within the framework of the Conference on International
Ecohomic Cooperation, the Community did not accept the idea put forward
by certain oil producing countries, that their financial assets denomi-
nated in foreign currencies, should be indexed. The Community point of
view is that it would beva measure of discrimination .to accept a techni-
que externally when the Community was obposed to the use of'this teéhni-

que internally.

3. The position of the Commission of the European Communities

The Commission's attitude to widespread indexation has
always been very reticent. As an example of this point one may re-read
Mr Gundelach's answers made on the Commission's behalf to an oral ques-—

(N

tion by Mr Cousté and Mr Terrenoire on indexing earnings and in

" particular the following passage :

"It would be a great mistake to try to make the geheral public believe
that the evils of inflation could be solved once and for all by the
broad introduction of indexation of all aspects of the economy, be it
soéial policy, be it wages, be it savings, be it contracts for imports

-

of raw materials, etc.

(1) see Debates of the European Parliament - sitting of 12:December 1974




At the end of the road you will be in a situation where everything

is indexed and you have only one means of steering economic policy
and that is through the Level of economic activity, the level of

employment. And that is quite obviously not what we want to achieve

56.
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TABLE  XI

PRIVATE CONSUMER PRICES IN THE COMMUNITY <

% change on average for the preceding year

May 69-73 1974 1975 1976 1977
DENMARK | 5.6 15.0 8.8 8.5 8.5
FR OF GERMANY . . 4.8 7.3 6.1 4.5 4.0
FRANCE 6.3 13.9 1.4 9.3 8.5
IRELAND 8.9 15.7 21.3 18.0 15.0
ITALY 6.4 20.2 17.4 | 17.5 20.0
METHERLANDS 7.2 9.9 10.5 9.4 7.5
BELGIUM 4.2 12.9 «12.1 8.3 8.0
LUXEMBOURG 4.5 f 9.5 10.7 9.8 8.0
UNITED KINGDOM 7.0 16.8 23.1 15.5 14.0
COMMUNITY 6.1 13.1 12,6 10.1 9.5

(1) in national éccounts terms

SOURCES : SOEC national accounts and Commission department estimates.
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What is more the Commissicn believes that an extension

of indexation’ would conflict with the position adopted by the
Community in international bodies, such as described above. There
would be a great danger of having to grant non-member countries indexa-
tion clauses, whichwould then tend to become more widespread, by being
introduced into the Community's external trade and financial relations.

This argument is probably not totally applicable to the indexation of
small savings, and the Commission both understands and approves the
concern for social justice which prompts the supporters of such a techni=-
que. But for the reasons already given there are gti{{ doubts

about the implications of measures of this kind. It is true that methods
of indexing small savings do protectthem, but only for small amounts and
then on condition that savers immobilize their assets for relatively long
periods. Basically what mary small savers would like is to be able to keep
a reserve of cash; which will more or less keep its value over a period,
and on which they can draw at any time. This cannot be guarantzed by the
indexed and frozen savings schemes which are most often envisaged; it can
only be the result of a stable, or at any rate - given present conditions -

a relatively stable currency.

For this among other reasons, the Commission feels that the main protecvion
for savers lies in a relentless fight against'ﬁflatidn which is the only
comprehensive means of }edqciné,‘if not eliminating, the social injustices
created by the depreciation of currency. The example of the "strong

currency'. countries is significant in this respect.

If the question of the protection of small savings is set in this more
general context, it is evident that what is needed is a comprehensive

policy to assist saving.

The ultimate aim of this policy which would be a key weapon in the anti-
inflation armoury, would be the guidance of these savings to the produc-
tive sector by offering investments having a basic minimum security and
yield.

’This does not rule out specific measures to assist small savers as a
first stage. But these measures should only be temporary and in any.case

should be part of a much greater whole.
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ELEMENTS IN A POLICY T0 ASSIST SAVINGS

The Commission feels that a great deal still needs to be done to put.
infhand; in the Community as a whole, a coherent set of measures to
encourage and protect the saver wishing to make economic jnvestments
in the productive seétor, In particular it is suggested that sucﬁ a

policy would have two main aspects :

- the protection and encoUragement of savingsgenerally

- specific. prov1s1ons for the protect1on and formation of sav1ngs
among the Last well-to-do classes in society.

Measures which might be taken to protect and encourage saving

generallx

'In the main they would cons1st in allow1ng market mechanisms the max1mum
play possible ‘and in reduc1nq the taxat1on of savings.

As far as the first point is ‘concerned, certain markets should—firét
of all be made. more transparent. It should be noted‘that'the losses
suffered by the saver 1n periods of 1nflat1on are very often due to
the latter's fa1lure_tp recognize the best investment opportunities.

This failure may result from a mere lack of information, and it is
apparent” that further work needs to be done to provide savers with

unbiased information on investment.

Secondly, tbénsactions should be allowed the greatest possib(e“freedom
in. lay1ng down the conditions governing jnvestment and the return on
savings. This is the case on the international capital market, where

the freedom which contractors are‘allowed generally ensyres thatfunds in-
vested there produce a better ybld.than 6n nationél financial markets.

In the case of the bond market, §becific suggestions have been made,

—
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in a report drawn up'by a working party of the Monetary Cbmmittee and

adopted by the Cohmittee (1).

This document proposes, inter alia, that the technique of variable in-
terest rates should be developed - for example based on the average

yield for bonds quoted on the stockvmarket - and that maturities shoul
be shortened, or at least intermediate maturity dates for reimbursement
should be introduced, so that, during periods of sharply increasing int
terest rates, the bearer could get out of his investment more quickly
- and switch more rapidly to better yielding investments. |

Another solution would be to allow rates to move more freely; No doubft
this attitude may sometimes be incompatible with the requirements of
monetary policy or economic policy generally. Experience shows, howeweé,
that it is sometimes possible to allow market forces free play : in_
periods of inflation they mostly oberate in the saver's faVour. In this
connection one may quote the case of the bond markets in Denmark and the
Federal Republic of Germany (see above Table II in point II of this

report).

As regards liquid or semi-liquid savings, it is the return which is t*e
main protection. This return is of course often abnbrmalty Ltow, bearing
in mind the cost of the-Loéns which these savings are used to finance
Naturally the cost of bank resources depends on many factors which vafpy
from country.to country, and among these factors official constraints|
such as mandatory reserves should be taken into account. It is worthj .
asking, however, if this excessively high price for "tfansformation"'

by the financial‘bénking intermediaries is not partly due to the nature
6f competition in this sector, competition which quite often now takels
the form of the growth of new costly activities, rather than of variar
tions in rates, which are more or less controlled by the monetary
authorities or the banking organizations. ' "

An insufficient return on savings may also be due to the fact that tHey

"are used to finance, on preferencial terms, certain types of investmgnts

’

. - wel .

(1) Report by the Working Party on Securities Markets on the protection
of the holder of bonds, the complete text of which will be -foundTin
Annex VIII. ‘ :




61.

or activities, of a social nature, for example. In this case it is clear
that the cost of these operations should be assumed by society as a whole

and not by savers alone.

Lastly a greater flexibility of the savings market would also lie in
facilitating the mobilization and circulation of invested savings,
particularly in the form of transferable securities. The problems arising
here are conqected with the organization or markets and the cost of transac-

tions.

Taxation policy plays a decisive role in the protection and stimulation
of savings. To go into details on this complex matter, in the present
contract, is out of the guestion, only emphasizing a number of important

points.

In the first place, money's loss of value must be recognised and an end
rust be put to the anomaly of taxing unreal incomes, i.e. incomes which
have heen absorbed by inflation. In all fairness, only the share of in-
terest corresponding to a real return should be taxed. The same applies
to the taxation of capital gains, which, were it exists, should not be

imposed on z purely nominal gain and should in general take losses into

account.

It would also be desirable to abolish or at least attenuate the discrimina-
tiorn which often exists in the taxation of savings, for example the some-
times unequal *ax treatment of income from shares and income from bonds to

the detriment of the former.

One might also contemplate gearing the basis for assessing income tax to

savings, thus indirectly increasing the yield on these sums.

Another possibility would be to exempt income from savings from income
tax - this is in fact done in certain countries = and to set the amount

of savings income exempted at a sufficiently high level.
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It goes without saying that the above proposals on both the functioning
of the markets and taxation are not exhauStiveJ Basically, by protecting
savings from inflation and ensuring that it produces a real income, they
aim at encouraging saving as part of a general anti-inflation policy.

Numerous examples, taken from recent financial history, prove that they
are effective. Their only fault is that, because of their comprehensive
nature, they are of unequal benefit to the saver, especially in the case
of tax exemptions, depending on the saver's ability to save and his wealth.

This is why they should be accompanied by provisions which relate particy
Larly to the poorest classes in society. '

Provisions designed to encourage the preservation and formation of savin%s

among the least well-to-do classes in_society

The fundamental idea here is a social one. It has two aims : to protect

the sums alreédy saved and to permit a minimum amount of wealth to be
accumulated. This might be the place for the indexed savings schemes of

the type recently introduced in some Community countries. The small

saver should be offered a good means of protecting his wealth and the
best method of doing this should be studied. However, for reasons dready sated,
such provisions would probably not be sufficient ad should, if anything, '
be used to supplement the prime instrument in this area : a policy for the
formation and preservation of wealth. Apart from its contribution to . the
fight against inflation, this policy should enable each person, and in the:
first place the poorest, to form and preserve the minimum amount of capital

without which one has neither freedom nor responsibility. The policy should
therefore have a wide impact. Within broad limits, a saver should be a le

to accumulate the funds needed to buy any asset of his choice. If necegsary
this should include both help from his employer or state-aid (for example

in the form of premiums varying with inflation) and'the ability to obtalfin
any additional credit facilities needed. The aspect of asset choice is
important because existing systems of this type are generally slanted
towards the acquisition of a principal dwelling under conditions which

A

-
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usually make it impossible for people on the most modest incomes to
achieve this. They should therefore be able to invest their savings
in other immovable property or in movable assets of a financial

nature.

Certain measures which might be. taken within the very general frame-
work outlined above - remission of tax, payments of premiums -
éhould ultimately be finénced by society as a whole, and this in
jtself entails the transfer and therefore the redistribution of
income. We know that this philosophy, which is already of long
standing, is applied to many other sectors of economic and social
aqtivify. We do not see why it should not be extended to the _
sévings secfor. The final cost would probably be very reasonable

if set against the benefits - upon whfch it is admittedly hard to
put a figure - or a bettef equilibrium in‘society. ' /
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RESOLUTION ON INDEX-LINKING OF SAVINGS

approved by Parliament during
its session of 11th July 1975

The European Parliament,

— having regard to the motion for a resolution '‘Doc. 365/74);

— having regard to the report of the Committee on Economic and Monetary Affairs (Doc. 165/75);

1.  Considers that the problems associated with the index-linking of savings give rise to differences of opinion
and inveolve a great many economic and technical uncertainties;

2.  Therefore invites the Commission of the European Communitics to examine further the entire range of
problems connected with index-linking and more particularly the protection of savings;

3.  Requests thc Commission of the European Communities to submit a report on the findings of this study
when it is completed; ' ’ .

4. Instructs its President to forward this resolution and the report of its Committee to the Council and Commission
of the European Communities.
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At its meeting of 13 December 1974, the Bureau of the European
Parliament, following the éabling of a motion for a resolution by Loré'Reay
on 2 December 1974, authorized the Committee on Economic ahd Monetary
Affairs to submit a report on the index-linking of savings. '

On 28 February 1975 the Committee on Economic and Monetary Affair :
appointed Mr Hougardy rapporteur.

It considercd the draft interim report at its meetinga of 9 January,
21 March, 24 April, 23 May und 27 June 1975 and unanimously adoptcd'the
motion for a resolutiorn and the cxplanatory statement. The com@ittce also
decided on a procedurc of adoption without debate in plenaky sitting.

Present: Mr Lkenﬁardt; chairman; Sir Brandon Rhys Williams, vice-
chairmar; Mr ﬁougatdy, rapporteur; Mr Albertisen, Mr Artzinger, Mr Carpentier,
Mr Delhdtte, Mr Fllimig (deputizing for Mr van der Hek), Mr Lange, Mr Normanton
and Mr Suck. '

‘.
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A

‘ The Committee on Zconomic and Mcnetary Affairs ﬂereby'submits'to
the Eurcdpean Parliament the following motlon for a resolution, togethez
Aw1th explanatroy statementz

ﬂogxon FOR A RESOLUTION
an index-linking,of sqvinqs

.Tho Fufqponn parliament, -

= having regard to the hot:on for a resolut;on {boc. 365/74)
- hav;ng regard to the’ report of the COmmzttee on Bconau;c and .
Monetary affairs (Doc. 165/75), . .

.y

:.IJ COnsiders that the probalms assocxated with the 1ndex-11nk1ng of

Bavings glve risc to di fferences of oplnxon and znvolve a great

many economic and tcchnical untertaxnt1g5°
( T

2. Therefore invites the Commzsszon of the Buropean c°mmunit1es ta ’
' exam;ne further the entire range of problems. connected wzth zndex-

‘llnkxng and more partxcularly the protectxon of savings;

3. Requests the cOmmxssion of the cOmmunxtxes to submit a report on the
: f;nd;ngs of this study when it is completed ; )

[y

4. Instructs its Presldent to forward this resolut;on and’ the raport

of its Commzttee to the CQunc11 and Commlssion of the EurOpean
. Communxtles

..

: ; N . ) : AN . ' 1
YMotion for .a resciution. tabled by Lord Reay, see Annex. :

-5- : 'PE°4Q.933/fin. - -
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" EXPLANATORY “?ATEMENT. SR | -

- M s
.o

The index-linking of savings has given rise to fairly wide differemces
of opinion within the Committee on Economic and Monetary Affairs as régnrdl
both the desirability of Lndex-llnklng for -aVLngs and the condztlona of
melementation of Lndexxng.

© I. The desirability of indeggngiggvings

- gocial aspects
Inflation, pertzcularly at the hlgh raté prevazling since 1974, has had

an extremeiy detrimental effect on savings. According to the conclusions:

- of a Bundesbank report, German savers guffered a,loss in excess of 401:housand

million DM &n their savings in 1973 anne. Thus inflation, results in a

redigtribution of income for the beneflt of thoae who have the means of.

orotect;ng themselves against it or even of pro‘;tlng from it, while small

savers are pawerless-to prevent the depletion of their resources. and can
justly consider themselves at a dlsadvantage compared with those whose

incomes ame uéa-imka

aua amic afpects
-  fY0otkis.adpecks

“

on iﬁz.aﬁheg kand analysis of the consequences on Lnflatzon of o
Aﬂ@!ﬂan sQVLaQs bzcﬂeﬁﬁ o light two dxametrlcally cpposed po;nts of -
view in the commitiee. ' O
= The advoontes Of index-Iinking consider‘thet partial indexiﬁg confined.
te savings invest=d by private individuals on a medium or long-term basis
in the form.oflnon—negotiable 3 or 5 year bonds, or by life assurance
(empanies, weuld not have an inflaﬁionary eéfect. : They'belie&e o the ‘
contreyy tha*t a measure of thi; kind would. raesult in a better disfributjqﬁl
qi_savqu; towards productive investmenﬁe ingtead of the present
PreferanEe for sith degosits or alternative forms of investment.

9§yck@l@qfcnf1y, the indexing of e;vings{"fer £rom impl?;ng"a cessation
of the fight oqdinst inflarion, might help. to reduce speculative agtivities.
i.¢, anticipatory. apnratlone which merely stimulate inflation.

~ffhe oppenants of Lnéeunnq believe on the contraky that there is.only one
way of §@nmwmn? the erodion of savings, namely direct action to control
the cauSﬂs of inflation. They maintain that by attemptlng to ‘alleviate

»the consaquences. however regrettable these may be, there is a risk that:
inflation will simply be worsened since, even if indexing is only partial,
it is bound to be gradusilly extended and generalized. . It is illusory to
try to. tame inflation ard tantamount to opting out.of the fight against it.
The opponents of indexing also basge their views on past attempts to protect

savings in certain countries which the public authorities had to abandon

. . . . " : \\\_;
] .

-6~ S PE 460933 /fin.
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because of the inflationary .congequences; indcxinq was, found in par=-i.cular
to foster excessive cost rigidity.

IX. Conditions for imglement;ng the iﬂdexinq of savings

Over and above tﬁese objections of.principie, the opponcnts of
indexing drew attention to the technical obstacles which militated
. against its practzcal implementation. '

In addxtxon to the choice - always a delicate one - of the t _xgg_gf_sgzigsz
and the xndex, these cbstacles. include the very notion of savér and savlnqs
"~ and the applzcatxon of 1ndex1nq as a function of time.

- noticnfof savér

Itfwould be'art;ficial to attempt'an isolated definition of. a sgyer-
in fact there are few situations in which the saver is not nlsoia ¢ InIx,
so that the negatzve and pothtve effects of xnflatlon on 1ndivxdua1 lssets
tend to compensate each other. . It appears very difficult to estatl;fﬁ with
' any accuracy the balance of these compensatory effects but they musb be N

taken into account - thus lessenlng to the same. extent the need for
1naewing savxngs '

- snal’ savxngs

it 3180 geems diffiicult to fix, for example, the upper limit of 'éma:l'

savings, wh¢*h could Justlfzably be prctected agaxnst inflation.

It would alsa be def;cult to aveid the problem of retroactive applzcatlon
of Lndexlng. Failing rctroactive effect, it is difficult to foresee the
behavzour of holders of existing non-indexed bonds: it seems likely that
they will unload them, thus'geriously dlsturbing the' financial market.

!

-7~ PE 40.933/fin.
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o . ANNEX - /7--'

MOTION FOR A “ESoLuTIoN .

. tabled by Lord REAY - L -
" (Doe. 365/74) -

The European Parliament,

= further considering that indexing can hélp'to break the anticipation -
of further inflation; ) ' ' o

= having reqard'nevertheless-to the;possibility that. a géne:alized 4
fown of tadexing may create a risk of sudden‘movements on the money
And capital markests, +hat it may be pblitically impossible to attain
ard alsw not decessary'to achieve thevdesired aim;- A

I ‘nqquegts‘the Commission to consider the POssibility of eﬂcouréging
the igsue of indexed, non-negotiable éavings certificates in the
Cannxgrtﬁ'and Lo make appropriate propq;;%s;

Thstructs - ) . e -

2o Iosuovets its appropriate committee to examine the question of
irdexing savings;
Incfouets ] , o X ) . .

3. Ingiructs Lis President. to forward thig Tesolution to the Commisgssion

of the Aureopean Communities,

-g- - PE 40.933/Ann./fin.
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ANNEX II
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ANNEX II1

FRANCE ¢

- LEGAL TEXTS RELATING TO- INDEXATION

Order No. 58-1374 of 30th December 1958

Article 79

1; All general provisions laid down by law or regulation for the
automatic indexation of the prices of goods or services shall be repealed.
In each particular case, the conditions for the application of this repeal

shall be laid down by decree countersigned by the Minister for Economic
Affairs and Finance and the Ministers concerned.

2. Notwithstanding the foregoihg, the provisions of Lrtiole 31(a)
of the Labour Code relating to the indexation of the guaranteed minimum wage
shall remain in force. ' ’

3. A1l new statutory provisions or provisionsvin collective agreements
providing for indexation based on the guaranteed minimum wage or on the
general level of consumer prices shall be prohibited.

Current provisions involving such indexation shall cease to be . -
applied except where they concern alimony or ﬁhe formation of anmuities with
the nature of alimony.

Order No.59-246 of 4th February 1959

Article 14

The provisions of Article 79-3 of Order No,. 58-1374 of 30th December .
1958 shall be replaced by the following provisions:

*3 ~ In new statutory proriéions or provisions in collective agreements,
except where they concern alimony, all clauses shall be prohibited which \
provide for indexation based on the minimum guaranteed wage, the general
_level of prices or wages, or on the prices of goods, products or services
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which are not directly related to the subject of the statute or tj
collective agreement or to the activity of one of the parties.”

"In current statutory provisions or provisions in collective
N

agreements, the clauses providing for such indexation shall cease

to have

effect beyond the level reached at the time of the last revalorisgtion

prior to 31st December 1958 when these provisions concern, directly or

indirectly, reciprocal obligations to be discharged successively".




ANNEX 1V

FEDERAL REPUBLIC OF GERMANY

Leggl texts governing indexation

Currency Law of 20th June 1948

§ 3: Money debts may not be denominated in a currency other than
the German mark except with the agreement of the authority
competent to issue authorisations relating to foreign
currencies. The same provision shall apply to money debts,
the amount of which in German marks must be fixed either by

reference to the rate of another currency, to the price of
gold or to the price of other goods and services, or by
equivalence to a certain quantity of gold, of goods or of

services.

Foreign Trade and Payments Law SAussenwirtschaftsgesetz2 of 28th April 1262

§ 49: - = The first sentenceof § 3 of the Currency Law of 20th June

1948 shall not apply to legal acts between residents and
non-residents. v

~ The Bundesbank shall be competent to issue the authorisations
» laid down by § 3 of the Currency Law of 20th June 1948.



THE FEDERAL REPUBLIC OF GERMANY
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ANNEX V

VALUE GUARANTEE CLAUSES

The Bundesbank's })olicy in granting permits

(April 1971 monthiv réport of the Bundesbank)

The possibilities of recourse to valve guaranics tizusag
have in recent times occasionally been the sudiect for
public discussion. Under the terms of Article 2 2 the
Currency Law of June 20, 1949, in conjuncticy with
Article 49, para. 2 of the Law on Foreign Trade and Pay-
ments, “money debts in Deutsche Mark, the anount of
which is to be fixed in terms of the exchange rate Of
the price or quantity of fine goild or other gocds or
performances, may only be contracted with the per-
‘mission” of the Deutsche Bundesbank. Tins folinwing
survey describes the principal considerations upon which
the Deutsche Bundesbank acls when granting ngrmits
for such value guarantee clauses and the prerequisites
*thereof.

-~ intended to emphasise the principle of nominalism fof

Purpose and scope of the reguiation laid down in
Article 3, Currency Law

The regulation laid down in Article 3, Currency Law, "J

money debts by stipulating that the effectiveness of such
value-safeguarding agreements as aré at variance with

the said principle be made dependent upon prior approv4
al by the Deutsche Bundesbank. The principte of nomi+ -
nalism means that the amount of a financial commitmeny
‘expressed in a specific sum shall not change simply beq
cause the price or value of individuai goods or services
or a greater number thereof, increases or decreases, in
other words, in the case of money debts it is the nomina
value which is to be reievant rather than the “purchasin
power” of the money.

- -The regulation laid down in Article 3, Currency La
according to which the légal effectiveness of such agré
ments to safeguard value as fundamentally run ‘counte
to nominalism is made dependent upon prior approv
by the Deutsche Bundesbank, does not, however, merel
give expression to an abstract principle. Rather does i
provide a possibility of counteracting the acceleratio
of inflationary tendencies by withholding approval. Onc
value-safeguarding clauses, or particular types of su
clauses, have come into common use, price increases i
individual sectors or in the economy as a whole woul
be transmitted to a large number of already constitute
financial claims. This would inevitably have repercus-
sions on the general price level, which in turn woul
affect the reference figures of value guarantee clauses.
thereby Inducing renewed price rises. The purpose 4f
the regulation must not be disregarded when examinin
the question of whether a particular clause comes withi_
the scope of Articie 3, Currency Law, at all.

Not every linking of an amount owed in Deutsche Mark
with the movement of the price or value of certain googs
or services requires approval under the terms t

Article 3, Currency Law. It is impracticable at this jung-
ture to quote ali the types of value guarantee clauses for
which no permission is required; but mention may Qe




made of two fairly common kinds. In the first
Article 3 is not concerned with the so-called “refa:
Clauses”,
tween a jiability and ‘the price or value of goods or
services of a similar nature to the performance incum-
bent upon the creditor. The wording and the purpose of
the regulation make it clear that only references to the

: '3“'
ary

future price or vaiue of dissimilar goods or services shall

be subject to approval. Such relationary ‘clauses are

frequently encountered in connection with salary or pen~-

sion arrangements providing that the remun:ration shail
conform to the salary or pension paid for comparable
Pasitions. A further category of clauses exempt from ap-
proval has now become -somewhat more common,
namely the “reserved performance clause”. With clauses
of this kind the amount owed does not simply increase

or decrease in the measure in which the reference figure -
changes; Instead, it Is agreed that under certain pre-.

conditions, which -normaliy apply when specific prices
change, the Deutsche Mark liability shall be newly fixed
by the contracting parties or by third pasrties. Such
clauses do not require prior approval whenever a change
in the pricas selected for comparison, or of some other
reference figurs. does not have a direct effect on the
guarsnises cligim Lul tustead the clalm is nowly fixed
by indspendent legsi action, commensurate allowancs
being madi for the ennsideration of equitable treatment.

Only in tha last-muztionéd cases may It be assumeg -

that e 7 3ranteed liability is not “determined” by the

prica or valug of some cther goods. Whenever, on the

other :nd, in the evant of 3 change in the price or valug
of certain gonds or sarvices, a clauss resu'ts in a corre-

- Sponding change in the morey dent 1G Fe gquaranteed

- 1ol admit ;edl,r, sutornaticaily”™, but in effect just ag
inevlatly 23 an “automatic™ clause, despite the formal
necsss 'ty of 4ixing anew” — such clause, to be effective,

“2ydres prinr approval. |f jt-were possible to. circum- .

ward ihe souairgrngnt of prior approval merely by an
agreeatiuie {0na! drafting of vzlue guarantes clauses,
the ; -=gu! tian laidt dowr in Article 3, (‘urrency Law, would
hority e chie (o ftil its pursose of prevesting the une
VEMIG e treastien of vilue guareates clauses.

Courvnemidy or i, ol .,Iplv 1llowsd
Ingrarding agros oot

Gbviously the ausstidn of the conditions under which
certain valug guancsntee clauses can be regarded as ob-
jectionabie or cthelwise from the angle of monetary
Policy and of whether approvai can accordmgly be
granted or must be withheld cannot be explored with
an eye to the possibie repercussions of a spacific agree-
ment between two particular contracting parties but only
in quite general terms. It would clearly be impossible in
each individual case to prove that this or that particular
clause might have detrimental consequences for the
stability of the currency. TheBundssbank’s investigations
2im at establishing whether value guarantee clauses, if

lLe. agreements which establish a relatic:s bev

-9

they occur in, greater numbers, may have a dﬂﬂgm 25
impact on the stability of the currency in the sense of an
accejeration of price risgs. it would thus appear 8x-
pedient to ligt the general principles observed when
granting permission, if anly because the large number
of ¢dses to bp decided by the competent Land Central
Banks requiras that equal treatment be assured.

this article, contam a negative catalogue” which enu-
merates both specific obligations and specific types of
clauses for which permission is either invariably refused
or granted only under certain conditions.

Obligations in respect of whrd\ such restrictlons apply
areasfouows .

- Financ«al commitments resulting from money and cap-
ital transactions, l.e. from loans, bonds, capital and
pension insurances, bank baiances or agreements of
any ather knd involving repayment of a sum of money;
In connection with liabilities of this type permission
is refused without exception;

—Lease and rent contracts relating to. premis8s or
rooms; in this Instance parmission ¢an only be con-
sidered if the lessor undertakes to be bound for &
contractual period of not less than ten years. -

Types of value guarantee clauses sub;ect to restrictions.
are the foliowing:

- Clauses under the terms of which an increase — not,
however, a decrease — in value is to form the subject
of an agreement (so-called minimum clauses);.no per~
_missionis gnamed in such cases;

- Clauses in wpich a relationghip with- wages or salaﬂes
is established; in such cases permission Is granted
only when recurring payments far the lifetime of the
beneficiary are involved, or when the wages referred
ta materially affect the cast Incurred by the partner to
the contract in rendering the counterpart performance;

~ Clauses which make the amount owed dependent upon
movements in the cost of living; In such cases permis-
sion is considered if the ilability refers to recurring
payments to hie made overa periqd of not less than ten
years;

. = Clauses makipg reference to'other indices, such as the

construction cost index: these are gligible for a permit
only to the extent that the prica movement as x>
pressed therein is of material significance for the cost
incurred by the contracting party;



. = Clauses making the amount awed dependent updn the
movomentoﬂhepﬁcoorvalueolrealestate i1 thede

cases pérmission i granted only in connec:ion with

the exploutatxon of iand in agricultdlre or forestry.

The practlbo of granting pcrmnssi‘bn as govemed By =

these principles has Successfully eiisured that the fleld
of money and capital has been kefit entirely free froin:
value guarantee clauses. The Bundesbank has- at ail
times regarded value guarantee clduses In conjunction
with liabilities in. this field as being particularly dahger-
ous, because in view of the vast number of thes& lia-
bilities a massive expansion of such &lauses, which might

ultimately Include bands, savings abcounts and credits:

safeguarded by indices, would eraercise an adverse
effect on the manetaty system and on the conduct of
money and capital transactions. (n the field of money-
and capital it may be assumed thal interest rates nor-
mally provide some measure of compensation for des
preciation risks. Accordingly; in countries where value

guarantee clauses (index clauses) have been admitted .

in money and capltal transactions ~ generdlly-on a tem-
porary basis only - a split in interdst rates has dbvel-
oped, in the sense that “guaranteed” claims show lower
rates than unsecured ones. As faf as- can be seenm,
clauses not requiring permission, on the number of which
the Deutsche Bundesbank has no Influence, have-not
hitherto been empioyed in the field of money and cap-
. ital transactions in the Federal Republic of Germany..

Since the Bundesbank was anxious td nip in the bud any
form of thinking in terms of indices, clauses linking the
amount owad with the movement of living costs were’
. sanctioned only in exceptional cases up to 1964, even.in
fields other than that of money and capital transactions:’
It was felt that this.policy might be relaxed once it had
. become clear from earlier experignce. that the' appli-
cation of the cost of living index as a reference figure
represents the lesser evii,.ihasmuch as this particuiar*
index, being comparatively weii-balanced, is capable,
by compatisaon with other standards, ot refiecting changes
in the value of money with a maximum . of accuracy
without passing on specific price rises, which may in
‘certain circumstances be particularly high. At the same
time, the originally rather more lavish granting of per-
mits for wage and: salary. clauses wias appreciably cut
back because in view of the upward movement of wages
and salaries extremely high growth rates for the money
debts linked thereto tended to occur. To a large extent
these growth rates were not the outcome of changes In
the value of money but were due to the general increase
in the productivity of the economy and the occasionally
‘bmnounced labour shortage.

In 1969 it became necessary once again to revise the
policy of granting permits for such claUses as — especiai-
ly in heritable building right contracts — tied the amount
owed to movements in red} estate prichs. The rise in land

: Rccoum to value guannm chum

. d
must be observed that the figures do .not inciu

thi
. negative certifications issued, i.e. statements 1O

. . mmm
e : ative - - L.

Appll- Permits - 'wlﬂ- :,'hfim . "°'::;,::
Yeor cations | granted _ ] cations _ﬂ_ﬂ_'gl._.!ﬂ————-
. . 2
1900 10488 a2y 1,040 149 R»
1961 12,482 T 923, 1M 1.419 2
1982 14.913 1333 2010 1.540 . »
1963 18588 12.903 2208 1,450 2
1964 210121 18.322 2.8%7 1.833 N
1985 D2 R 3.608 2.508 '
1968 24185]- 2042 a4 238 b
1967 - 2421 - 1908 2614 1.608 s
1968 . 25598 20,324 P 3043 - 130 7
1969 - 29383 2.778 si2r|, 1488 2.

1970 - - 33798 -24.993 -8.588 21%0

awpll-
1 Comprlsinq only thass Interim ntices In respect of "” ch the epp it
cation did not result, after-dus amondmont. in the gran ing of 8 s perm

or in & negative certification. . e

prices. particulariy in highly urbamsed regi""’ was,
such that these prices could no longer be used ' gl
a yardstick for a value guarantes, especially since the in

credses in .claims arising from such clauses went fa
beyond a vaiue guarantee ccncelved as a protect
against “losses in purchasing power”. fncldentallv.

affacts of such ¢lauses on the movement of interest rate
on heritabie buliding rights and the concomitant repe
cussions_on a large number of rents are so serious’ tha
the Federal Government feels impeiled to consml:
whether it would not be possible by a change - t

ordinance on heritable building rights to COunteract rlset :
in the pertinent interest rates brought on by such 3"'"3
ment clauses.

Aa can be seen from the above table the numbefm
clauses submitted to the Deutsche Eundesba"" for
granting of permisgion has grown with s|gmﬂcant reg
larity. Applications ‘mounted from something like 10. ¢ it
in 1980 to roughly 34,000 in 1970, in which contex

at t . . r
enquiries as to whether value guarantee clauses re:r:‘t'é
permits or are eligible for them, which in 1970 3c°°d anh.
for 2,500 cases. The number of permits grante

effect that a certain clause does not require a permit.r® t
in line with the number of applications. The number
permits went up from approximatety 7,000 in 1960t 25 .
in 1970, while the’number of negative certifications i
creased from’ 1,800 in 1960 to approxumatelv 6.5
1970.

In assessing the total of permits granted it must n‘:;l :
overiooked that their number aiso comprises coliecthy
permits (in 1970 approximately 700), whereby ore p‘e .
is granted for a large number of value-guaran c ai:ui
of a single creditor. Municipalities, for instance. “"




regularly convey heritable building rights in large nums
bers, are pccorded a coilective permit valid for a psripd

of tweive months, which covers ail agreements made ln_

compliance with the terms of the respoctive pemtt

When establishing the number. of value guarantee agree-
ments actually eftered into it will have to be borne in

mind that presumably not ali agreements requiring pers .

mits are submitted for consideration, even though it may
be assumed that whenever recourse is had to the serv-
ices of notaries public or attorneys, contracts are reg-
ularly submitted to the competent Land Central Bank.
Finally it must be remembered that it i3 impossible to
estimate the extent to which value guarantee clauses
. not requiring permits are agreed without being submit-
ted to the Deutsche Bundesbank with a request for

negative certification. It may be assumed that in the case .

of value guarantee clauses clearly not requiring a permit
the issue of a negative certification by the Deutsche Bun-
desbank is frequently dispensed with. -

A notable feature is the small number of formal re-
jections. This Is probably due, not least, to the Bundes-
bank’s practice of not immediately refusing the per-
mission sought by formal notice of rejection whenever ob-
jections to the granting of a permit present themselves in
the light of the principies governing permission. In such
cases the applicant is told informally that for certain spec-

itied reasons he cannot expect to be granted a permit in.

a particular case. This procedure is designed to avoid
the final ineffectiveness of the clause conceivably (Art.
139, Civil Code) resulting in the invalidity of the entire con-
tract. Moreover, applicants are thereby enabled to modify

their valup guarantee agreement in such a way as to

be eligible for permission or for certification to the effect
that no permit is required. Only in isolated cases have
applicanty insisted, after objection had initially been
raised in the informal procedure, upon their original ap-
plication-being decided by formal notice of refusal which
they can then contest by going to court. The number of
interim notices handed out is considerably higher than
that shown in the table, which covers only those cases
which were not taken up again with the Bundesbank after
receipt of an interim notice, either because the parties
dispensed altogether with the value guaranteeé. or the
requisite permit, or because they resorted to clause$
exempt from permission without requesting a negative
certification.

As regards the yardsticks chosen by contracting parties

to guarantee the value, the following table shows that

reference to the movement of a cost of living index ranks
foremost. In 1970 approximately 20,000 permits were
issued for clauses of this kind, which figure represents
about 80% of all permits granted Clauses refemng to
the salarigs of established government employees and
other wages _and salaries, which up to the modification

of the principles underlying permission in 1964 had risen

Permlte gnutod. by type of prdetld
moeteommonlyappllod _
/
of which (yardsticks spptied)
sale- | '
ries of
ostab- !
Cost lished | Other Foreign} -
Permity | of govt. wages | Real ox- .

. granted.| living | Other |em- an estate | change
Yeoar i total index __| Indices | ployees| salaries| prices | rates -
1980 | 712 s3] - 29| gese] ez 483 21
1961 9. 1,103 13 405 749 674 51%
1962 1", 1,219 321 6 580 "ns 759 484
1963 12,903 1,241 M3 7.962 912 969 422
1964 16.322 2.237 424 9.269 938 1,967 5131
1965 | 17497 8.554 | 491 4,204 533 2,073 501
1968 | 20,3211 11.348 809 3513 547 2.948 498
1067 19.0261 11,908 421 2.568 568 2417 548
1968 20. 13.955 2| 2204 4 2.405 512
1969 2774 18849 32 1.982 569 2,011 144
1970 24,999 20449 403 1,853 586 516 560

.to more than 10,000, have declined to barely 2,500 owing
-to stricter apPIicatuon .of the principles. References to
“foreign exchange rates have remained comparatively
- constant; such clauses are chiefly' employed in follow-

up.import contracts, expart supply contracts and other
types of contracts connected with foreign trade. Such
clauses actually serve as a protection against changes .

v |n exchange rates rather fhan as a safeguard for Dout-

sche Mark claims against Iosses in purehasung powar.

- Most permits are granted on the basnsg of the re-'

quirements laid down in the principles underlying the
granting of permits regarding- the life of agreements
on value guarantees in connection with long-term obli-
gations. Frequently this concerns contracts for the
purchase of Iand, under which the purchase pnce is paid
in instalments over many years or in the form of a pen-
sion; approximately 10,000 permits were granted for such
.contracts in 1970, i.e. 40% of the total. During the past
year 6,000 permits concerned value guarantee clauses

.in heritable puuldung right contracts, a- further 6,000

clauses in lease and rent contracts, lease contracts in
respect of prgmises to be used for industrial purposes

“being far in the lead, since premises of this kind are

normally Ieased at longer term than living quarters.

The question of whether recourse to agreements on
value guarantees is already 80 widespread that the trans-
fer of price movements from. one sector to another might

- assume danggrous proportlons can still, on the evidence

of the figures available, be answered in the negative.
It is true, however, that recourse to clauses not requiring
permits will have to be given close attention since it is
difficult to assess the extent to which they are employed.

“Recourse to them, which it is not possible to cantrol,

might increase considerably if the legal requirements
regarding the prerequisitas for a clause not subject to
permission arg. progrosstvely eased.




Principles fo be observed In deciding upon spplications
for permits In accordance with Article 3, Currency Law,
{Item 2 (¢) of the Currency Ordinance for Berlin).

« Deutsche Bundesbank Bulietin No. 1018/64 of August 26, 1964, publi{sheq
In the Federal Advertiser No. 160 of August 29, 1964, amended by Buiietin,
No. 100669 of September 8, 1989, pubiished in the Federal Advertiger
No. 169 of September 12, 1969 —

By virtue qf the amendment to Deutsche Bundeabank Builetin No. 1018/64
by Bulletin No. 100869, the principies to be observed In deciding upon
applications for permits in accordance with Articie 3, Currency Law,
{item 2 (c} of the Currency Ordinance for Borlln) are now worded as
foilows:

To Inform the public on the principles it observes Iin deciding upon
appiications for permits in accordance with Article 3, Currency Law,
(item 2 (c) of the Currency Ordinance for Beriin) tho Deutsche Bundes-
bank caiis sttention to the foiiowing points:

1. Ciauses providing that the amount owed in Deutsche Mark will be
determined by the future exchange rate of some other currency, by the
future price of goid or'the future price or value of other goods or services
(Articie 3. sentence 2. Currency Law; item 2 (c), sentence 2 of the Currency
Ordinance for Berlin) wiii not be approved in the case of

‘(a) financlel commitments arising from loans, including obilgati of

¥y

{e) is to be dependent upon the future individual or average movements
of the price or vaiue of reai estate, except when the obiigation Is
confined to the exploltation of land by agriculture or forestry.t

4. Provided that a permit required pursuant to Articie 3, sentenge 2,
Currency Law, (item 2(c), sentence 2 of the Currency Ordi for
Berlin) is not pgeciuded under the terms of the above principies, iff may
generally bs assumed that such parmit wiil be granted.

8. In the case of contracts as described in item 3(d) it may aisp De

d that per ion to enter into 8 commitment in foreign curreficies
(Articie 3, sentynce 1, Currency Law; item 2(c). sentence 1, Curfency
Ordinance for Bprlin) wiil be granted. .

6. These principles replace the principies of December 12, 1938, ag an-
nounced in the Federal Advertiser No. 243 of December 18, 1958 by the
Deutsche Bundesbank Bulietin No. 100958. To the extent that they daviate
from the former principies by precluding a permit they shail apply to
agreements conciuded iater than October 31, 1964. These principies phall
govern ail applications for permits decided upon after announcemeint of
these principles,

7. The right to amend these principles is reserved.

8. Applications for permite in accordance with Article 3, Currency Law,
petent Land Centrai Bank.

any other type converted Into ioans, from bonds, capital and pension
insurances, bank balances or agreements of any other kind involving
repayment of a sum of money (financial commnmen!s arising from
money and capitai transactions);

(d) lease and rent contracts reiating to premises or roomo, except where
the contract Is conciuded for the life of the lessor, for a period of not
fess than ten years, or in such form that notice of its termination
cannot be given by the iessor before ten years havo elapsed.

2. Irrespective cf the type of obligation such clauses wiil not b approved
whenever

{8) unilateraily an increase in exchange rates, prices or value is to resylt
in & risp, whiie conversely a decrease in exchange rates, prices or
valus is not to entail & corresponding reduction, in the claim for
payinent (“minimum clauses”, “unilateral clauses”);

(b) the amount cwed is to be tied to the future price of goid;

(c) the amount owed i8 to be generally dependent upon the future
“purchasing power” of the Deutsche Mark or some other yardytick
which dqes not reveal what prices or values shall be the determining
factors. .

3 n additipn, no clauses wiil be approved according to which thp
amount owed ) .

(a) Is to be dependent upon the future movement of living costs (a coyt
of living index), except in the case of recurring payments to be mad|
for iife, pr until the recipient- attains the capacity for gainful occypa-
tion or a specific goai in his education or training, or for a penoa 1]
not iess than ten years;

(v) Is to be Jependent upon the future individua! or average movement qf
wages, splaries, pensions or annuilies, excep! when

(an) a repulerly recurring payrﬁent is involved, to be made for iif¢ or
unti| the recipiant attsins the capacity for gsinfui occupation of
& apecific goal in his education or training. or

(bb) the pmount still owed in each case is made depondem upon thg
movpament of wages of -salaries which exercise a materia! In.
fluerice on the cost incurred by the creditor;

(c) is to be deperdert upon the luture price or value of other dissimilas
goods or services (for instance upon the construclion cost index op
some other incex reflecting the movement of prices or values of g
number ¢f goods or sarvices) except when the amount still owsed in
each case is made dependent upon the movement of prices or vaiues
of goods or services which are produced, sold or rendered by the
debtor in his own establiahment, or which materiaily influencq the
cost incurred by the creditor;

{d) s to be determined by the future exchange rate o! some other
currency, except in thé case of

(ea) foliow-up import contracts between Impoﬂorl and first purdmserl.
export supply contracts betwean exporters and their immaediate
suppliers. or purchase contracts’ in “Interrupted” merchanting
trage whenever the marchandise is passed on unchanged through
sale by the :mporters, the exporters or the merchanting traders, or

(bb) sea passage or sea freight contracts;

.

{item 2{c) of the Currency Ordinance for Berlin) should be fied MT the

1 rted Bull lnNo 10&39 item 3 (o] lies %0 agresments ¢on-
clll;s:dlalﬂw uﬁ . (o) opp ag q
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ANNEX VI
"PRANCE
Text of the letter relating to’the protection of

small savings from Mr, GISCARD D'ESTAING to Mr., BARRE,
Prime Minister, 16th November 1976t

"The inflationary situation which has besct the world coconomy for
several years affects savings directly. It is probably possible for
some savers, using'the advice of financial inétitutions, to protecf their
savings effectively, by taking advantage of interest rates and by sub—
stituting one form of investment‘for another. But this is not the case
for thoase who cun devoie only a small part of their resources to saving -

and who often have access to only a single iype of investment. -

s

is the protection of capital, should dispose of a simple and specialised

gsavings inatrument which, in return for a limited interest rate and a real

In these circumstances I feel that small savers whose main concern

stability of deposits, would guarantee them lasting securityx for their

iassets.

LY

it is not a'matter of introducing the general 1ndexat10n of savings:
such indexation could only weaken our economy’s abillty to free itself from
inflation. The aim is %0 set up the machinery which will ensure~effect1ve
protection of small amounts of capital so as to meet the needs of the French

oitizen of ocur time.

I would aék you to be good enough to initiate a study, by the methods
~mich you conasider appropriate, of the features of such machinery. 1In
particular, thought should be glven as to how these sav1ngs can be best
employed so as to be of maximum utility and so as to reduce the cost of
protecting the capital. This machinery should be ready by 1st January 1978."




ANNEX VI

REPLY BY THE GOVERNOR OF THE BANCA D'ITALIA TO
PARLIAMENTARY QUESTIONS ON THE POSSIBLE INDEXATION
'OF FIXED INTEREST SECURITIES, GIVEN BEFORE THE SENATE
COMMITTEE FOR FINANCE AND THE TREASURY AT ROME,

' 3rd NOVEMBER 1976

The issue of indexed securities is a means of broadening the
range‘of financial instruments at the disposal of lenders and borrowers.
When inflation rates are liable to vary appreciably as time goes on, the
effect of indexation is to protect the lender when inflation exceeds the
rate assumed, which itself serves as the basis for fixing the nominal

interest rate of the contract, which will in the end prove to be too low.

However, indexation can also protect the borrower in periods when inflation

slows down, because if this slowdown has not been taken into account in the
forecasts and consequently nominal rates have not fallen, then in practice
they would prove to be too burdensome for him. In short, indexation is a
means at the disposal of the contracting parties of definitely fixing the
rights and obligations resulting from the contract established in real and
not nominal terms. ' '

For example, capital and inferest, or both, may be geared to para-
meters representa%ivé of the purchasing .power of the currency in general
or on particular markets, for example on the market in the products or

services sold by the firm which has contracted the indexed loan, or on the

market in the good in which the debtor has invested the yield of the 1ndex4d

loan, for example, a house.

The recurring difficulties on the long-term securities market sinceq
1969, followlng the very sharp cyclical fluctuations of short-term rates,

mean that it has become essential to stabilise the amounts of savings flowing

into institutions. 1ending against securlties and real estate by introducing
a new form of indexation; namely financlal indexation: this would mean

issuihg medium or longbterg\securlties, the coupon of which would be indexed

to the trend of sﬁort-term rates. This is a formula which has already bee
applied in réspect of medium-term bank loans; it establishes a correlatio
the cost, which is very variable, of colleé%ing the funds in the form of b
deposits and the yield of at least a part of its use bj tﬁg_bank.

between

e e e
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This formula could usefully be extended to the financial market, A
very far—-sighted rep;esentaxiva of the empléyefs, Mr. Franco Mattei,
recently came out in favour of the oreation of this type of security.
These considerations concern therrelationspips between private lenders and

borrowers.,

As early as March 1974, the oase which to me seemed most to justify
real indexation clauses was that of real estate loans, where inflatidn
benefits privﬁté individuals (not‘firms) who acquire goods, often secqnd
residences, intended to appreciate in time both in absolute and relative

‘value,

The housing savings plan ("risparmio-casa) which envisages the
introduction of a system of finahcing to take account of the decline in the
value of money, both for the collection ofvsavings and for the granting of
loans, has not, however, been approvéd by'Parliameni and has not yet been

presented during the new legislative period.

The propbsed system, which involves the indeiaxion of the financial -
savings of those wishing to purchase a dwelling, was mainly d;signed to
help households on medium or low incomes for whioh, in the current situation,
the decline in the value of savings, coupled with the increase in the prioe of
housing, has mad; it'virtually impossible to accumulate the funds needed to
.maké the purchase. The plan, therefore, enables them to maintain the real '
value of savings dnring4the period when they are being accumulated and, on
the worst aesumption, to maintain constant the real charge of paying off
the lpan: the amount of the earlier anmual repayment instalments would be -
lower and the later instalments would be higher. The parametér choseﬂ for
the monetary adjusiment is the cosi-of-living index, which is also used to
calculate fhe cost~of-1living allowance, thus reducing the risk of an increase -
in the debt exceeding an increase in incomes. ' |

The finaxioial indexation system waslapplied ‘by-EWEL1 in 1974 and 1976
to attract the public back to the bondvmérket; this indexation aims at guaran—
teeing holdersbof'sécurities that their return will be adjnsted’to the trend of
interest rates on the bond market. It limits the risk of akfital losses, but
not the losses due to the decline in the value of mongy;‘eince the aajustnehts
to market conditions take place by -variations in the nominal rate. | '
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The ENEL experiment did not meet with great success, probably because
the adjustment mechanism is not very easy tovunderstand and especially
because the reférence}index chosen, namely long-term rates, only partly
reflected the changes occurring in the return on money.

In general in periods of inflaiion, if the upward adjustment of

nominal rates is not sufficient to guarantee lenders a real positive return,

the capital losses which lenders suffer constitute one of the mechanisms
for absorbing inflationary stimuli. The existence of such a mechanism
dampens the effects on prices of the excessive demand for money deriving
from the monetary financing of the public deficit and wage increases.

To prevent the better protection of savers, on the assumption made, from
causing the inflation rate to accelerate, "absorption areas" must be
created or enlarged in other sectors, mainly in that of earned income,
by lengthening the intervals between the adjustmenfs provided for in the
sliding scale mechanism. The impact of price variations due to interventic
by the political authorities and {o seasonal factors should also be
neutralised, and exchange rate fluctuations due to speculation should be

deferred.

-

1 ENTE NAZIONALE PER L'ENERGIA ELETTRICA, public Italian undertaking
for the .generation of electricity.

m -
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ANNEX VIII

POSITION ADOPTED BY THE COHMUNITY'AT THE CONFERENCE ON INTERNATIONAL

ECONOMIC COOPERATION ON: THE INDEXATION OF RAW MATERIALS® PRICES
(Par1s, April 1976)

In the final resolution of its Seventh Special Session. the
‘United Nations General Assembly set itself the goal ot'achieving
stable, remunerative and equitable prices for raw materials and
primary commodities of export interest to the developing countries.
It also reéommended that a study be made of certain solutions where- -
by the purchasing power of the developing countries might_be sa fe-
guarded. The Community,‘which subscribed to this resolution, is
willing to enter into discussions on the guestion of indexing the
prices of raw materials, albeit without prejudice to the conclusions
of the‘debate on the results of the studies of direct and indirect
/indexing schemes and other solutions worked out by the General Sec-
retariat for the IVth Session of UNCTAD, studies toswhich the
'Community is giving its closest attention. o )

Nevertheless, on the basis of the document on indexation pre-
sented by the Group, of 19 at the March session. a certain number of
remarks may be put forward regarding the merits of raw materials
price indexation considered as a mechanism_forrstabilizimg and in-
creasing the,revenues of the developing countries_on a lasting basis.

'_The Communityvis fully conscious of the'importance of the

question of raw materials and primary commodities in promoting the
economic development of the developing countries in stable conditions.
The -action taken by the Community in the field of development has
been prompted by this very concern. However. arguments'of a general

economic nature have led the Community to formulate conclusions

[}

which differ from those put forward in the paper presented by the
Group of 19 on the question of indexing prices of raw flaterials

and pyimary commoditiee.,_“




-2- | 5%

. The indexation of a commodity's priee means that it is no

longervdetermined, for a given period, éy the flnctuatione of supply

and demand. Indexation thus replaéing the market mechanisms in

the determination of prices, all imbalance between supply and demand

at this price level can be eliminated only by controlling the quan
tities produced and traded. The administrative difficulties entail
by this type-oninterventionwwould very rapidly jeopardize their
effectiveness. S , S

By definition. indexation freezes the relative prices of dif-

- ferent commodities and, hence, the structures of produetion.‘ In

particular, the proepect of prices being fixed at levels which woul

depending on the case, differ from those which might result from t}
interplay between supply and demand in the absence of indexation,
can lead to excessive or inadequate inQestment and gives rise to.
the production of substitutes; More generally, the fluctuations
in the terms of trade of a country reflect the evolution of the

structural and cyclic features of its ecenomiq activity and that of

its trading\partners. In fact, the Community has always declared

itself in favour of improving the situation of the developing ceuntriee,‘
not by seeking to freeze prices but rather by concentrating upon the

improvement of structural factors.
Raw materials and primary commodities represent a major share
of the imports of'developing countries, particularly the poorest

among them. Designed - or tending —'artificially to raise the pricr

of part of the imports of developing countries, indexation would
exacerbate their balance of'payments and inflation problems. The

working out‘of price arrangements or compensatory mechanisms de-

signed lo avoid this pitfall would merely introduce further distor-

tions into the organization of the markets end_an element of in-
‘efficacity into the allocation of develdpment‘aid.

' Moreover, certain industrialized eountries_also are exporters
of raw materials and primary commodities. While indexation would
benefit some of them, in the case of others,™ and paréicularly ,
fhose which, like the Community ‘countries, must tackle seffbus ba-
lance of payments and inflation problems -7it’might/byveontrasé B
redhce growth potentiai and, possibly.’arhitrarily diminish their

Led
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development aid capacity. - .

In addition to these consideratapns of a general economic nature,
. othdrs may be put forward that are linked to the overan situation.
’ ' While the prices of raw materials ‘rose steeply in the phase of

e P b e (1 S W R g A e— s
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galloping inflation during the. first half of this decade . it is
‘true that during the ensuing phase when economic activity diminished
these prices dropped, albeit to a varying degree. depending on the
commodity. In the current situation, when the economic policies

~ pursued by most countries are aimed at sustaining the revival of
economic activity while at the same time curbing inflation, any
mechanism (such as direct indexation) likely to help to maintain
"inflation. or, worse still. intensify it. would inevxtably call for
new measures ‘intended to check it. Such measures would be liable to -
have repercussions on the recovery of international trade..-

The foregoing c0nsiderations are not meant to suggest that the
market mechanisms, as they at present operate, are always satisfac-
tory to producers and consumers. However. it is not by systematical-
ly superimpoeing upon existing“distorsions a factor of further
imbalances that the countries that produce and consume raw mater-
_ials stand to gain. A certain number of ways and means are being
” studied by the C.I. E C. and by other specialized institutions - or
'have already been set up - to improve market structures and to sta-
bilize the developing countries export earnings. It is within
'this context that certain price revision methods might most.suitably
" be devised. » ,

- For example.-a consensus hasfemerged among producer and consumer
'countries_within the framework of recently renewed commodity agree-
ments (coffee, cocOa..tin) concerning-the objectives of these
tagreementss chier of these is the maintenance and increase of the

export earnings and purchasing power of exporting developing countries
while taking due account ofchnSumer interests. ‘With regard to price
review and revision. these are carried out in accordance with various
criteria relating both to the economics of the commodity in question,-

-

(1) By way of illustration, the ‘raw materials price index (excluding
- 0il) established by the World Bank rose from 81 in 1972 to 116
in 1974 (see in particular UNCTAD document TD/B/563, July 1975).
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the evolution of the world economic situation and ﬁhe changes |oc-
curring in the international honetary system. The Community flully
subscribes to sﬁch realigtic operatiohal measures which will mgke
it possible to fix prices that are both remunerative for produgers

and equitable for consumers.
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ANNEX IX

: | METHODS OF PROTECTING.'(I'HE HOLDER OF BONDS AGAINST INFLATION M

THEIR EFFECT ON INTRA-COMMUNITY CAPITAL MOVEMENTS IF THEY WERE
"ADOPTED

The high rate of inflation prevalent in most Member
States has led the members of the Working Party on
Securities Markets to look into the question of protecting
the holder of fixed-interest securities against losses caused
by the fall in the value of money. .

The experts concentrated on two aspects in particular:
— the methods which might be used in this connection,

— the effects on intra-Community capital movements if
they were adopted by some membér countries, and
the related problem of the adoption of concerted
policies on the subject by mcmhcr countries.

l. General

1.  The real yield on bonds falls when the currency in
which they are denominated depreciates, dropping to
zero or even becoming negative when the rate of
inflation matches or exceeds the coupon rate of the
securities. Further, the capital loss may be compounded

by a fall in the stock market price of securities brought

about by the rise in interest rates which usually oceurs in
times of high inflation.

This drop in the real value of invested havings is mainly
to the advantage of the borrowers. T begin with, it
would therefore be necessary, if only for considerations
of equity, to adopt measures to restrict and even
climinate this transfer of wealth,

But this observation must be qualified.

Firstly, because these transfers of wealth from lender to
borrower frequently cancel each other out, in the whole

or in part, when only a single estate is involved. This is,

- for instance, true of banks, which have liabilities which

depreciate at the same time as their claims, or ot
individual bond holders who acquired real assets with
borrowed funds. The latter situation occurs very
frequently as ownership of real property becomes easier.

Secondly, if one wished to compensate the holders of
bonds retroactively, the date to be taken into
consideration would need to reflece the date and terms
when the bonds were acquired. It would be inequitable
to compensate all bondholders as if they had held the
bonds from the date of issue, because. the bonds might
have been purchased on more favourable terms later than

" that date.

Compared with the situation before the First World War,
there are perhaps not many estates at the present time
which are made up exclusively of bonds, and still more
rare Fre persons who .depend only on fixed-interest
securities for their income. Nevertheless, such situations
“do "arise in the case of private individuals such as retired
farmers who have invested the proceeds of the sale of
their land in stocks, or institutions, particularly pension
funds. The latter are obliged to finance expenditure
which increases at about the same rate as inflation while
the value of their assets is steadily shrinking, and this
alone would justify the adoption of suitable provisions in
their favour, Nevertheless, these  various  rescrvations
show that the problem of protecting the holder of bonds
is not as simple to resolve as might first appear.

2. Apart fiom considerations of simple equity, it
should bhe pointed out that a continuing high level of -
inflation will strengthen the nced for measures to help

(1) A note prepared by the working party of the EEC Monetary Committee on securities

markets attached to the annual report of the Monetary Comm1ttee = 0.J. 14th

June 1976
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bondholders and savers in general if the finance needed
to sustain economic growth is to be made available. In
many European counmes, the post-war years show that
this was the main reason behind the measures taken at
the time to protect savings.

3. The most effective protection for holders of claims
would obviously be success in combating inflation itself,

and the members of the Working Party agree thar

keeping the value of money comparatively stable should
remain a primary objective. But despite the stabilization
policies adopted in the member countries, and owing
probably to the variety and complexity of factors behind
the progress of inflation, the currencies of the
Community countries are all depreciating, although to
differing degrees.

Consequently, there is unanimous agreemerit among the

_experts that a study should be made of ways and means
of giving holders of fixed-interest securities. minimum
protection against the decline in the real value of their
investments,

4, Finally, it is for consideration whether arrangements
to protect the interests of sivers should covér the past as
well as the future, and th's raises the problem of the
compensation to be paid to bond holders for the losses
they have suffersd.

I1. The variods methods of protecting the pondholders -

The various methods of ensuring that the real value of
the bondholder’s capital and of his incomhe from this
capital remains comparanvely st;ble can be brokcn down
into three groups:

1. techniques for bringing issues more closely into line
with market conditions;

2. increasing, in one form or another, the nominal yield
of loaned funds, so as to ensure that the real yield on
the capital remains positive;

3. index-linking.

. The members of the working party mainly concentrated
on the first two points; but index-linking was also
discussed at length. However, the general feeling was that.
the introduction of - index-linking raised a general
problem which involved much more than the protection
of the holder of fixed-interest securities.

Y * e
.

In addition, the”inconclusive results of past or current
index-linking schemes have led the majority of the
experts to adopt a very reserved, not to say ncganve
attitude to this matter.

capital  market, where, given the absence of

itterest rates and the maturity of loans.

L. Techniques for bringing issues more closely into [ine

teith market fluctuations

To begin with, issues could be brought closely into fline
with market conditions 1f operators were given grefiter
freedom in setting the conditions and terms of fpew
issues. This would help to recreate on national muarkers

conditions similar to those prevailing on the intefnatig

regulations, lenders and borrowers can at all times ag
to circumstances.

The techniques to be considered relate to the level

(a) The bondholder would no doubt be better prote
by an interest rate policy designed to al
him a positive return on his capital. However,
level of interest rates on national markets depends;
the economic sitwation in each country
particularly the intensity of inflationary pressures,
also on the action taken by the monetary authori
which is itself determined by the general requiremd
of economic policy. The monetary authoritics are
any case, far from enjoying complete freedom
action in this field, their freedom being restricted
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the influence of external factors once cross-frontier
capital movements have been freed 1o a satisfactpry

degree.

‘These general considerations explain why protect
of the holder of fixed-interest securities or of
saver generally cannot be one of the monel
authorities’ major policy objectives.

Consequently, the holder of fixed-interest securi
will always incur a loss once the cost of money r
above the interest rates on his securities. Of cou
this risk exists even in' times of comparative stabil
but is considerably greater in times of inflation.

Some of the risk can be removed if the interest ¢
on bonds is periodically broughl into line with ma
conditions. Variable-rate issues, which appeared |
on the internationa! capital market and then
certain national financial markets, perform this task.

N
Examples of such transactions carried out in
Member States include a loan which ENEL in I
floated in June 1974; this loan carricd an interest 1
which, without being allowed to drop below 4%/
half-year, varies in line with the average stock mat
yield of a sample of bonds. Similarly, in December 1
in France the Groupement de lindustrie $idérurgi
floated a loan carrying an interest rate that is to
established in the light of average rates on the mo
market during the six. months prior to the coupc
date of maturity.
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It should, however, be noted that this technijue

normally protects the holder against a loss in

nominal value of capital, but not always against a !

rate stays below the rate at which the value of mo

in its real value. Such is the case when the lntc{st

falls because inflation rates (and in particuk

‘expected rates) are only one of the factors determin
interest rate lcvcls
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" intermediate maturity which gives ¢

(b) Another technique which facilitates adjustment 1o

changing market conditions for the bperators is the
reducing of maturities of loans. lts advantage for the
holder is that he, during periods of sharply increasing
interest rates, can switch more rapidly to better
vielding investments. Also the loss in value will ot be
so large with short-term bonds as it is with long-term
securities, A trend towards bonds with shorter
maturities has in fact heen observed during the past
‘few years in_ certain  Member States of the
Community. '

Thus, the average maturity of new loans issued by
public authorities and enterprises in Germany has
been shortened in recertt years from about 15 to 20
years to 10 years and temporarily even five years in
the autumn of 1974, and that of mortgage bonds from
30 to 40 ycars t0 5 10 10 years. )

In Belgium, there has been a similat trend and an
increasing number of loans are iftsued with an
he investor the
option of repayment or of holding on to his securitics
untl final maturity, with “the intérest rate chen
generally higher, ‘

Similasly, the loan conttacts could fedture anticipated
repayment clauses for the benefit of lenders, while at
present siich clauses are usually for the benefit of
borrowers cnly, or provision could be made for
‘frequent and regular options of repayment after a
certain date. The GIS loan in France thentioned above
carries a clause of this tvpe from the setond year.

2. lncressing the yield of loaned funds

(a) The techniques described above can only be applied

to new issues and therefore - onl? protect new

investors. This leaves the case of the holders of old.

bonds whose capital is shrinking as a result of
inflation and of rising interest rates. Generally, no
overall solution has ever been evolved for this
problem since it is virtually impossible to find the
resou:zces that would be required to compensate the
holders. This is particularly true with regard to
securities issued by the central government or public
bodies, which are heavily indebted in some countries.
The amounts which would neced to be paid to
bondholders would call for a very substantial increase
in tax revenue, which in most countries would
probably be difficult to obtain. '

-

{Additionally a basic problem should be pointed out.
As far as public saver protection-is concerned it could
be considered desirable to amend loan conditions in
favour of the saver during the term of the loan,
consequently deviating from the actual prospectus
conditions. Such measures, one imagines, could also

be taken as a result of governmental influence. On the
other hand, measures of this kind would hardly
represent real help for the saver, for thev might create
precedents which put the character of a fixed-interest
security fixed interest. fixed maturity! into guestion.
They could also contribute 0 an unfair
overburdening of the ‘issuer which he, in the form of
prices or higher taxes, would have to pass on.
Furthermore, in a large market there exists the
possibility that, unjustly, investors who sold bonds on
the secondary market before the measures took effect
would not  benefit from: the improvement in
conditions, Insecurity. on the market and a
corresponding  loss of confidence. would follow
although the opposite rcsult was sought after.

This does not exclude the possibility, in the case of
the existence of flexible loan conditions, of such
conditions being implemented by the issuer In order
to accelerate the amortization of low interest bonds,
thus avoiding the necessity of savers being bound to
interest rates for too long a period of time — these
interest rates, considering the tendency towards
increased inflation, appearing to be too low.

" In Germany, this solution has been recently adopted.

There the mortgage banks and other issuing banks
have committed themselves, via their associations, to
the Government to using an annual amlount of
DM 200 million for the voluntary redemption of their
low interest (5 and 5:5%) debt. These voluntary
redemptions are, in most cases, carried out by
repurchase outside the Stock Exchange at the average
issue price. These repurchases are limited in amount
per individual bondholder who has also to prove that
the securities have been his property since a certain
date. This is designed to exclude, wherever possible,
the benefit of these measures to securities previously
acquired at che Stock Exchange at prices below the
issue price. A further form of voluntary redemption is
the anticipated drawing or redemption of single
ttanches or whole issues. -

In various countries there are also isolated cases of
private or public sector borrowers who have agreed
to repurchase their securities below the stock market
price — usually when new issues are launched, such

“as the recent IMI issue in Ifaly — or to raise the

interest paid on bonds in circulation, as has happened
recently in Austria.

(b) Consideration could also be given to tax

arrangements under which tax is levicd only on that
part of the interest which exceeds the rate of the fall
in the value of money, ie. the real income. Some
years ago in Germany a taxpayer tried to obtain a
ruling along these lines from the Federal Finance
Court, but without success at the time.
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Similar proposals have be¢n made in several countries
by various economi¢ and political grovps. Under all
of them, tax would be-levied only on part of the
nominal interest yicld: cither on the basic interest rate
- interest received in excess being exemipt — or only
on that part of the interest that corresponds to the
proportion of the rate in excess of the rate of
inflation. None of these proposals has as ver been
implemented, at least in the variout Community
countties. .

{¢) In practice, the interdst paid to bandholders is
increased only indirec'ly and in a general way
through mdasures to encourage savirlgs generally.
Examples include the Frenth tax exemptions for bond
interest up to FF 3000, the tax exémpticins granted in
some countries for furlds invested in the form of
securities. under savings schemes, arld. premiums
granted by the State.

3. Index-linking

. Index-linking is a highly controversial technique. It.

" consists of establishing a link between the fiomina! value
of capital or interest, or both, and #4n index of
purchasing power. L :

The cost-of-living index is usually taken as a referepce
but this is not an absolute tule and it is equally possible
to use the wholesale price index (Brazil), the index of a
foreign currency’s rate of exchange (the U4 $ in Israel)
or an index reflecting the activity of the borrower
(turnover for example).

, .
- -

A large majomy of the members of the working party
agreed that it was hardly possible to isolate the problem

of indexing fixed-interest securities from the more

general problem of indexing claims in the economy as a
whole (4).

in the present ¢conomic setting, it would be difficult to
introduce index-linking on to the financial market
without extending it to other forms of saving. However,
general index-linking of savings would in the end be
likely s0 sustain, if not exacerbate, inflationary pressures.

Merely because of transfers between atcounts, thé |

financia! institutions and the banks would be obliged to
index virtually all their commitments whilst being
psactically unable to reassess their old claims.

It would no doubt be possible to restrict index- linking to

financial assets tied up for a given period of time, such °

as fixed-term deposits and deposits at notice, or blocked
savings accounts. However, were such a distinction to be
made, the ‘financial institutions and the banks,
particularly those in countries where credit institutions

(") The subject is discused further in the study by the ()F(n
Financial Mukcn Committee entitled ‘Index-litking  of fixed
interest securities’ (OECD, Paris 1973).

- ﬁrgancjal field.

are highly specnahzed would find themsclves
different compertitive  situations, depending o
proportmn of mdc\ed items in their resources. Fi

experience gained in the past has not been
convincing. The Finnish authorities had ha

an economic and political background that wou}
difficult to imagine in Furope.

In the Community, France is the only country Where
there were any significant issues of index-linked bor{ds by
the public and the private sector (during the 1PSOs).
However, careful stwdies have shown, at least phere
secuiities issued by the private sector are concerned, that
holders of index-linked securities had generally notf been
any better protected than if they had bought ‘ordinary
bonds.

Index-linking to general purchasing power indices apd to
indices of ceértain  products’ or raw matprials,
representative of price levels (for example gold), his not
been permitted in France since the 1958 stuabilijation
plan, but index-linking to the price of goods and sefvices
produced by the borrower is still permitted. In fother
countries, notably Germany, any linking  with[ the
mtonetary value of goods and services, or with ijdices

‘representative of the gencral price trend, is subjekt to

anthorization, which, howéver, is never granted if the

In the United Kingdom, there has not been a full indexed
savings scheme of any kind so far. However{ the
Government are introducing in June and July 197§ two
modest, experimental indexed savings schemes strictly
limited to small savers and in restricted amounts. Under
these schemes only capital will be indexed. A small §onus
will be paid at maturity which will give the saver 4 low
but positive real rate of return. There are no proffosals
for extending indexation beyond these schemes.

IH. Effects on intra-community capital movements af the
adoption by one or more States of measures to protect
bondholders

Let us assume that one or more Community coumtries
take measures to protect holders of fixed-inferest
securitics, Would such decisions  disrupt  capital
movements to the detriment of the other member
countries? There is no clear-cut answer to this questiop,

.

1. Ju the present circumstances it should first be Horne
in mind that private individuals invésting in fixed-inferest
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