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FORTY-NINTH ANNUAL REPORT
submitted to the

ANNUAL GENERAL MEETING

of the

BANK FOR INTERNATIONAL SETTLEMENTS

held in

Basle on 11th June 1979

Ladies and Gentlemen,

I have the honour to submit herewith the forty-ninth Annual Report of the
Bank for International Settlements for the financial year which began on ist April
1978 and ended on 31st March 1979.

The net profit for the year amounted to 220,576,151 gold francs, after transfer
of 1,716,058 gold francs to the Provision for Exceptional Costs of Administration.
This compares with a net profit of 191,050,134 gold francs for the preceding year
and 167,920,050 gold francs for the financial year 1976-77.

The Board of Directors recommends that, in application of Article 51 of the
Bank's Statutes, the present General Meeting should apply the sum of 79,576,151
gold francs in payment of a dividend of n o Swiss francs per share.

The Board further recommends that 56,400,000 gold francs be transferred to
the General Reserve Fund, 8,000,000 gold francs to the Special Dividend Reserve
Fund, and the remainder of 76,600,000 gold francs to the Free Reserve Fund.

If these proposals are approved, the Bank's dividend for the financial year
1978-79 will be payable to shareholders on ist July 1979.

Details of the Bank's activities during the financial year, as well as of the Balance
Sheet and the financial results, are contained in Chapter VIII of the Report.
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I . C U R R E N C Y U N R E S T A N D I N F L A T I O N

I N T H E W E S T E R N I N D U S T R I A L C O U N T R I E S .

T w o series of developments have preoccupied the central banks of the

industrial wor ld in the past year: currency unrest, b rough t under control around

the end of 1978 and followed by stabilisation dur ing the first few months of 1979;

and, more recently, signs of a generalised resurgence of inflation. Both these

developments were symptomatic of deep-rooted underlying problems. The currency

unrest was a reflection of earlier major imbalances and, in particular, of the huge

US balance-of-payments deficit. T h e acceleration of price increases, for its part ,

raises doubts concerning the ability of the wor ld economy to g row at a relatively

fast pace wi thout rekindling inflation. Policy reactions to the currency upheavals

have so far proved successful, bu t in regard to inflation they have remained

inconclusive, to say the least. Preoccupat ion with exchange markets and price

trends will continue to shape domestic and international monetary policies in ways

which may have far-reaching consequences not only for the countries directly

concerned but for the entire world economy. I t is for these reasons that the main

emphasis of this Report has been placed on an analysis of currency unrest and

inflation. T h e object of this in t roductory chapter is to explain these reasons in detail.

T h e 1978 dollar crisis.

T h e first quarter of 1978 and the months of September and October witnessed

exchange-market turmoil on a scale comparable only to that which had led to the

final collapse, in early 1973, of the Bret ton Woods system of pegged exchange rates.

T h e main feature of this currency unrest was a sharp decline in the exchange rate

of the US dollar against all other major currencies, bo th the traditionally s t rong ones

and the rest, wi th the single exception of the Canadian dollar. While these currencies

did no t all appreciate at the same speed or to the same extent (the latest r ound of

appreciations started wi th the yen, proceeded wi th the Swiss franc and ended wi th

the Deutsche Mark, the latter exacerbating earlier tensions within the "snake") ,

their upward movement was sufficiently general to warrant defining this period of

currency unrest as a genuine dollar crisis.

There are two facts that deserve careful consideration in the analysis of this

crisis. T h e first is that it happened while all the major currencies were floating — no t

freely, admittedly, but floating nevertheless. I t thus contrasted sharply wi th the

crises of 1971 and early 1973, bo th of which took place under a régime of pegged

rates. A t that t ime many economists — and even some central bankers — had come

to believe that floating rates, whatever their shortcomings, had at least one vir tue,

namely that they did not allow exchange crises to occur. Experience wi th floating

rates since 1973 has b rough t about a progressive revision of these views, culminating

in the reaction of the US authorities to last year's events, which included not only

a sharp depreciation of the dollar, bu t also hectic exchange rate fluctuations and
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situations in which market participants simply found themselves wi thout counter-

parts.

The immediate and obvious conclusion to be drawn from the analysis of

exchange rate .developments in 1978 is that neither the pegged nor the floating

system can work properly when there is a loss of confidence in the internal and

external value of the main international reserve and trading currency. This Repor t

takes the view — already foreshadowed in the warning sounded two years ago

about the dangers inherent in the then emerging large US external imbalance —

that, whatever the exchange rate system, neither the United States nor the world

can live wi th a large and persistent US current-account deficit. For the case of the

United States differs sharply from that of other countries in several respects: firstly,

in the dollar's rôle as a reserve and trading currency, which means that a substantial

amount of dollar-denominated financial assets is held outside the United States;

secondly, in the complete freedom that Americans have enjoyed since January 1974

with regard to external capital transactions; thirdly, in the fact that the total amount

of dollars held by residents and non-residents represents a large port ion of the

world money supply. As a result, the dollar rate has become particularly sensitive

to decisions taken by holders of liquid portfolios to diversify into, or out of, other

currencies. Therefore, a loss of confidence in the dollar due to a large current-

account deficit is likely to lead to a disorderly and excessive depreciation, fuelling

inflation in the United States and causing excessive appreciations elsewhere — not

to mention its impact on the prices of oil and other commodities.

A corollary of this argument , however, is that the wor ld also needs to avoid

large and persistent current-account surpluses run by the O P E C countries or by

certain industrial countries: for, if not the United States, w h o will assume the

counterpart deficits over and above the " n o r m a l " — i.e. sustainable — deficits of

the non-oil L D C s ?

The second fact that has to be borne in mind when drawing lessons from

the dollar crisis is that the currency unrest came to a climax precisely at a moment

when there were clear signs — not just forecasts — that the world as a whole was

moving towards a more balanced pattern of current external accounts than at any

time since the 1973-74 oil crisis. T h e O P E C surplus was shrinking to a manageable

size; many former deficit countries were running surpluses; the deficit on the US

current account was being gradually reduced; and even Japan 's " rea l " current

balance was moving towards equilibrium, with the " m o n e y " balance lagging

behind as a result of the sharp bu t presumably temporary upswing in the terms

of trade. T h e fact that the markets did not recognise these improvements until the

turn of the year cannot simply be ascribed to a lack of information or perception.

T h e information was publicly available and the markets are not so myopic. What

was lacking was conclusive evidence that the US authorities really did care about

the internal and external value of the dollar. That evidence was supplied by the

measures announced on ist November , which signalled a deliberate t ightening of

monetary policy in response to external constraints as well as a firm commitment

to intervene in the exchange markets. After a few months ' testing, the markets

came to the conclusion that the US authorities, jointly wi th those of the other
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countries concerned, were determined to keep the situation under control. Hence
the change in market sentiment and the remarkable reversal of speculative capital
flows during the early months of 1979.

This Report welcomes the general recognition that what is needed in order to
avoid exchange crises, and especially a dollar crisis, is both a sustainable pattern of
external balances and credible public commitments to exchange rate stability — in
other words, a combination of sound fundamentals and willingness to intervene
decisively in the foreign exchange markets. Both are essential and neither will
suffice by itself. After having been tested, the commitment to intervention has now
become a fact. What is still needed is confirmation that current accounts will
continue to move in the right direction. Unfortunately, more recent developments
are bound to temper the optimism that would have been justified on the basis of
events in 1978. The upsurge in oil prices will undoubtedly strengthen the OPEC
surplus, raising again the tricky question of who is to shoulder the burden of the
corresponding deficits. The difficulty is compounded by the resurgence of inflation,
which may prompt policy responses that will slow down, or even reverse, the process
of adjustment of external balances. This question is taken up again below and in
the Conclusion.

The US authorities' commitment to large-scale intervention also has implications
for the longer-term development of the international monetary system. One of the
components of the new US policy has been the acquisition of foreign exchange
reserves not only through swaps with central banks but also through borrowing
from the IMF and, on a medium-term basis, in the German and Swiss domestic
markets. This has been a small, official step towards a multiple reserve currency
system, which would become even more explicit if the United States were to acquire
exchange reserves through market intervention.

Another, less direct, consequence of the dollar crisis has been the establishment
of the European Monetary System. It can, of course, be argued that for countries
closely linked to one another through trade the attempt to create a zone of relative
exchange rate stability is only natural. But it is equally safe to assume that the
dollar crisis has played a powerful rôle in demonstrating the desirability of such an
attempt in a destabilised world. In its present form the EMS is still no more than
a clearly defined and detailed set of rules for exchange-market intervention and a
more or less widely shared hope that central rate adjustments will not only be
smooth and well-timed but will, indeed, be made less necessary through a convergence
of policies and performances. Even this modest scheme can help to restore calm
in intra-European exchange markets if member countries are willing to follow
the rules of the game. In the longer run, however, the EMS could become more
than a zone of relative stability: it could become a partner of the United States in
shaping a common dollar intervention policy, thus promoting greater exchange rate
stability in the world as a whole.

The resurgence of inflation.

While it seems proper to strike a cautiously optimistic note when considering
the change in official attitudes towards the stabilisation of exchange rates and the
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resultant calm in the foreign exchange markets during the early months of 1979,
there would seem to be little or no cause for optimism in the face of the more
recent deterioration in price performances.

A re-acceleration of inflation has been perceptible in most industrial countries.
It has been under way for over two years in the United States; more recently, it
has manifested itself at consumer price level in the United Kingdom, Italy, Germany
and Switzerland; both in these countries and in many others there has been a
noticeable upturn in wholesale prices. Last but not least, many commodity prices,
particularly those of industrial raw materials and of oil, have registered substantial
increases. These price developments raise disturbing questions.

Firstly, in many instances they have been occurring in countries with, by
conventional standards, large margins of unused capacity and substantial unemploy-
ment. The single major exception to this general rule is the United States, where
for some time there have been clear signs of excess demand for goods, services
and even labour. Does this mean that conventional measures of excess capacity
and unemployment have become misleading ? Or, in view of persisting inflationary
expectations can one any longer resort to the now somewhat discredited but so
tempting distinction between demand-pull and cost-push inflation? The same
dilemma applies to primary commodities, the prices of which have recorded sharp
increases on the world markets even when productive capacities — except in the
case of oil — seem to have been far from fully utilised.

A second disturbing factor is that some of the most unexpected and sudden
increases in consumer or wholesale prices have taken place in countries which had
earlier been most successful in bringing inflation under control. This is particularly
true of Germany and Switzerland, and to a lesser extent of Japan, where the
deceleration of inflation was more recent, though quite spectacular. As the recent
revival of inflation in these countries has coincided with the decline in the effective
exchange rates of their currencies, the question that naturally springs to mind is
whether their past successes were not partly ascribable to currency appreciation
rather than to real control of domestically generated inflation. For how else could
recent import price increases have been transmitted with such speed, and so fully,
to domestic prices? Or do these price increases simply confirm the old assumption
that prices are rigid downwards but flexible upwards — thus demonstrating the
"ratchet effect" of exchange rate fluctuations?

Finally, most disturbing of all is the widespread nature of the resurgence of
inflation. The fact that inflation has been accelerating in most countries. in one
form or another points to the existence of equally general, common causes and at
the same time rather discredits the complacent search for ad hoc explanations. Is
one common cause to be found in the faster growth of money supplies? Should
the blame be put on an unduly rapid expansion of international liquidity ? Or, more
modestly, should the responsibility be laid on the sharp reversal of the industrial
countries' terms of trade, which has put an end to the fools' paradise in which some
of these countries have been living for the past two years?

This Report tries to offer tentative but, it is hoped, plausible answers to some
of these questions. Implicitly, the authorities have already been giving their own
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answers by contemplating or actually adopting counter-inflationary policy measures.
At the international level, the main focus of concern has been the actual or potential
inflationary impact of the very rapid expansion of foreign exchange reserves over
the last few years, and — a concurrent phenomenon — the equally fast growth of
international bank lending. Should steps be taken to moderate the growth of inter-
national bank lending in general, and its Euro-currency component in particular?

Concern with domestic inflation is far more advanced, and has given rise to
a series of policy measures. Since last autumn, monetary policy in the United States
has assumed a more restrictive stance in response to the deteriorating price
performance of the US economy. Two of the largest traditional surplus countries —
Germany and Japan — have raised their discount rates and seem to be only too
happy that the reversal of capital flows which occurred in the first few months of
1979 has relieved them of the heavy burden of mopping up the excess liquidity
created by their intervention in support of the dollar last year. Other countries do
not yet seem to have applied the brakes strongly; but nor had they ever fully
released them. Many of them are sticking to their monetary targets, which clearly
exercise a restraining impact, as do the incomes and wages policies which have
remained in force, directly or indirectly, in a number of countries.

It need hardly be stressed that inflation is a bad thing for any economy
considered individually. It leads to unjust distortions in income distribution and
creates a climate of uncertainty which erodes the basis for rational investment
decisions oriented towards real growth. Anti-inflationary policy measures are therefore
highly welcome. But they should be co-ordinated internationally so as to prevent
the resurgence of payments imbalances and a repetition of currency crises. One of
the main themes running through this Report — and more fully developed in the
Conclusion — is that the recent oil price increases and the boom in the market for
industrial raw materials, coupled with the revival of inflation in individual countries,
foreshadow new dangers. These forces may produce a constellation of cyclical
developments and policies, which, without bringing world inflation immediately
under control, may undermine the process of current-account adjustment which
started a year ago, hence leading simultaneously to renewed currency unrest and a
major recession. This could well happen if restrictive measures were concentrated
in the traditionally conservative, strong-currency countries rather than in the
United States.

Structure of the Report.

Chapter II sums up the recent development of output in the main industrial
countries by analysing the behaviour of the components of global demand. It makes
three broad points. Firstly, that while there is no convincing evidence to substantiate
generalised pessimism concerning the working of demand management, different
approaches to the rôle of demand management in an inflationary world have been
one of the major causes of payments imbalances between industrial countries — and
have hence presumably contributed to currency unrest. Secondly, that more recently
demand management has on the whole made a positive contribution to the successful
process of balance-of-payments adjustment in both the deficit and the surplus



countries. Thirdly, that with the resurgence of inflation and the poor productivity
performance of many countries the scope for the further expansion of demand has
been curtailed.

Chapter I II calls attention first to the pronounced changes in the pattern of
inflation rates that have occurred over the past two years. It then examines some
of the possible reasons for the strong resurgence of US inflation and the related
decline in the dollar. It goes on to discuss the elements of "vicious" and "virtuous"
circles in exchange rate/inflation movements which last year accentuated exchange-
market turbulence and amplified inflation differentials. Policy changes since late
1978 have interrupted, and to some extent reversed, these movements. But a major
implication is that, in a highly interdependent world under floating exchange
rates, the US economy no longer seems in a position to move strongly out of line,
in terms of real output and prices, with the rest of the world. Moreover, given the
sensitivity of prices and wages to demand and cost impulses, the industrial countries
may have to resign themselves to cautious policies of growth. From this it also follows
that they must renew their efforts to cope with unemployment — in many countries
still severe — by means of structural measures designed to improve skills, increase
labour mobility and encourage investment and productivity.

Developments in monetary and credit markets (Chapter IV) reflected the sharp
divergences which had emerged in countries' economic policies and performances.
They were also strongly influenced, however, by the changing fortunes of the dollar
and, more recently, by the general worsening of the outlook for inflation. The chapter
explains why, despite the use of monetary targets, US monetary policy and total
credit flows accommodated a rapid growth of nominal domestic demand, with interest
rates rising by little more than the inflation rate. Other countries, particularly
Germany, Switzerland and Japan, had been more successful in stabilising and
gradually bringing down their rates of monetary expansion. However, as a result
of the dollar's decline, exacerbated by large shifts in international currency portfolios,
their monetary policies came increasingly into conflict with their desire to limit
excessive swings in exchange rates and to maintain the momentum of recovery. One
consequence was an increased emphasis in monetary policies on currency stability.
Another was a shift to a somewhat more restrictive stance of monetary policy, first
in the United States and then, as the dollar strengthened and signs of inflation
appeared, also in Germany, Japan and Switzerland. In most of the other industrial
countries, meanwhile, monetary policy had been kept on a fairly cautious track which
still seemed broadly consistent with both domestic and external considerations.

Chapter V, which discusses balance-of-payments developments, has two
principal themes : first, the reduction of the oil-exporting countries' current payments
surplus in 1978, which produced a world balance-of-payments pattern for last year
not dissimilar to that which prevailed before the 1973 oil price increases; secondly,
the very large payments imbalances in the Group of Ten countries and Switzerland
last year, together with the progressive movement towards a better balanced
position in that group which occurred during the course of the year and in the early
part of 1979, particularly in Japan and the United States, but which was obscured for
a time by the terms-of-trade effects of exchange rate movements. More recently, a
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fresh disequilibrating element has entered the picture, following the renewed increases
in the price of oil and other primary commodities. These will raise the oil-exporting
countries' surplus again and may complicate the achievement of continued progress
towards better balance between the main industrial countries.

Chapter VI traces the development of the international financial markets, which
in the field of bank credit was characterised last year by the coincidence of very
rapid growth with extremely easy market conditions. It seeks to explore the forces
behind this development, such as the shifting pattern of international payments
imbalances and the liquidity-creating effects of the huge US official settlements deficit.
Particular attention is paid to the rôle of the banks in currency unrest and, conversely,
to the influence of the exchange rate uncertainties on the performance of the individual
market sectors.

In Chapter VII , which deals with the principal developments in the international
monetary system during the period under review, the focus of attention is on two
themes: first, last year's major currency crisis, centring on the weakness of the
dollar, and the related changes in official attitudes and policies towards greater
emphasis on exchange rate stability, as expressed most notably in the measures
which the US authorities announced last November, but also in the actions of the
Swiss authorities and in the setting-up of the new European Monetary System;
secondly, the continuing rapid growth of international liquidity last year, associated
to a large extent with the dollar crisis, and the policy problems which this may raise.

The Conclusion sums up the main policy recommendations.
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I I . O U T P U T A N D D E M A N D I N T H E W E S T E R N

I N D U S T R I A L C O U N T R I E S .

Taking the year as a whole, 1978 appears at first sight to have witnessed
remarkably little change in the overall economic situation. As the graph shows, the
OECD area registered a rate of output growth almost identical to that in 1977 —
around 3 y2 per cent. However, despite the fact that this was below the rate of growth
of productive potential recorded prior to the oil crisis, the average level of unemploy-
ment hardly changed at all. Nor did the average rate of domestic inflation — as
measured by GDP deflators — decelerate much further, as might have been hoped
in the light of the continuing high level of unemployment and of the weakness of
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commodity prices, at least for the first half of the year. The degree of gross current-
account imbalance of the OECD countries also remained appreciably larger than
during the pre-1973 period, even though the surplus of the major oil-exporting
countries fell to below $10 billion, compared with about $65 billion in 1974.

However, when one begins to look both at performance during the year and
at divergences between countries, significant changes become apparent. Thus, the
US economy remained surprisingly strong throughout the year, with GNP growth
slowing only to about 4 per cent, from 5 per cent, the previous year. Elsewhere
there was an acceleration, led in Europe first by the United Kingdom and then by
Germany. In Japan the acceleration was marginal in output terms, but in terms of
domestic demand it was appreciable — from 4 to 7 per cent. This move towards
more convergent behaviour tended to swing real net export balances in the direction
of greater equilibrium. It did not, however, do so sufficiently, or early enough, to
prevent a serious outbreak of currency instability in the second half of the year (in
which, of course, other factors also played a rôle), which resulted in a significant
depreciation of the dollar.

Larger indust r ia l coun t r ies :
Changes in real gross nat ional product and its components .
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annual percentage rates of change In year to fourth quarter

United States .

Japan.

Germany . .

France . . .

United
Kingdom .

Italy.

Canada . . .

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
t977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

2.4
4 .6
5.5
4 .3

3.4
5.0
5.7
5.8

1.6
4.1
2.8
3.7

2.2
4 . 9
2.7
4 .4

0.6
4 .5
2.3
1.5

0.6
6.3
1.4
5.6

2 .8
4 .6
3.5
3.1

3.4
4 .1
4 . 9
4 .4

3.5
4 .2
6 .3
5.6

2 .1
2.6
3.5
3.2

3.6
1.8
3.6
2.4

1.0
2.0
2.1
2.4

7.2
3.2
3.6
1.7

5.1
5.7
4.8
4.1

4.4
4.1
3.7
6.5

4.1
3.0
3.2
3.5

7.3
2.6
2.3
4.1

3.1
2.8
0.6
5.4

2.3
4.3

—2.6
5.7

8.8
5.8
1.2
2.9

1.9
0.8
5.5
0.4

5.8
2.2
5.1
5.2

5.1
0.0
2.3
2.8

1.1
2.7
0.2
1.2

5.0
0.3
0.0
1.7

2.6
1.2
2.6
1.5

9.9
8 .6
9.1
8.5

4.2
2 .9
1.5

1 1.9

7.2
5.5
4 .8

10.3

6.6
23.6
15.3

- 0.2

7.9
— 3.0

5.8
8.0

— 2.7
8.3
1.7
3.4

2.3
4.7
1.8
1.4

4 .9
2.0
7.4
3.5

- 0.2
— 6.3

10.6
0.2

7.8
1.2
0.3
5.7

-1 1.4
7.4

- 5.1
5.2

18.0
2.6

- 6.2
- 3.7

7.6
13.0

2.5
9.6

0.1
3.4

22.3
21.8

2 .5
3.9
1.4
6.7

3.1
13.4
16.7
12.6

1.3
7.7
8.3
0 .4

— 1.2
4 .6

— 1.3
16.4

- 0.9
21.7

5.5
— 2.5

- 1.0
11.0

3.1
5.4

— 0.7
10.1

6.4
6 . 0

1.8
9 .3
2 .9
3.9

10.3
12.3

3.1
7.7

— 3.4
9.0
8.1

10.5

18.9
10.3
9.4

- 8.6
14.7

- 3.3
20.6

6.4
13.1
1.6

10.0

6.4
15.7
3.7
10.3

- 7.2
6-0

- 4.3
8.0

5.9
5.7

- 3.6
4.6

- 1.8
7.0

- 0.5
11.9

* Equals change in real gross national product minus net investment in inventories.
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Developments in total demand.

Broadly speaking, the industrial countries as a whole experienced only a minor
net stimulus from abroad during 1978, virtually all of which appeared in the form of
an improvement in the terms of trade. This improvement gave some relief in the
field of cost pressures and real incomes, although towards the end of the year it looked
as though the effect was being reversed as commodity prices began to move up again.
In addition, those countries, notably the United States and Canada, whose currencies
depreciated sharply, found the potential gain wiped out, while countries with
appreciating exchange rates found the terms-of-trade gains magnified.

Other industrial countries:
Changes in real gross national product and its components.

Countr ies

Aus t r ia . . . .

Belg ium . . .

Denmark . . .

Finland . . . .

Netherlands

Norway . . . .

Spain

Sweden . . .

Switzer land . .

Years

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

Real
gross

national
product

— 1.5
6.2
3.7
1.4

— 2.0
5.8
1.2
2.2

— 1.2
6.3
1.9
1.0

0.9
0.3
0.4
2.3

— 0.9
4.5
2.4
2.3

5.5
6.8
3.6
3.5

0.7
2.0
2.6
2.9

0.7
1.2

— 2.5
2.5

— 7.7
— 1.2

2.7
1.2

Final
demand1

1.6
1.6
4 .2
2.1

1.0
4 .8
1.3
2.5

1.0
2.7
2.5
2.9

2 .0
2 .8
2.3
4 .2

6.6
6.9
5.2
4 .6

1.4
2.6
2.4
2.6

- 0.7
2.1
0.9
2.9

- 3.2
- 1.2

3.0
1.1

Consumption

private

3.0
4 .6
6.2

— 1.5

0.3
6.0
2.1
1.6

3.7
5.5
0 .4

- 0.8

3.7
0.5

— 2.2
0.0

3.4
3.8
4 .3
4 .5

5.0
6.4
4 .7

— 2.5

1.8
2 .8
0.2
0.7

3.0
4.1

— 0.6
— 1.1

— 2.9
0.5
2 .8
1.8

public

Gross

priv
non-
resi-

dential

annual changes, in

3.7
3.7
1.9
2.1

5.2
5.0
3.4
6.5

5.3
5.1
3.1
3.8

6.4
4.7
4 .7
5.0

3.9
4 .0
3.6
1.3

6.2
6.5
9.8
3.7

6.0
5.5
4 .5
7.4

4 .9
4 . 2
2 .3
3.2

0.7
4 . 0

- 0.1
2.2

- 5.02

9.7*
11.3*

- 7.02

- 0.5
— 2.4
— 1.3

3.9

- 1 2 . 4
13.9

1.0
1.0

12.1
- 1 0 . 7
- 8.7
— 8.0

— 7.5
14.7

— 3.1
6.2

14.2
13.1

1.0
—21.3

— 2.92

1.7*
- 2.22

— 9.32

— 1.7
1.4

- 4.9
— 15.9

- 1 7 . 7 2

- 1 4 . 6 2

4.1 2

6.02

fixed investment

ate

resi-
dential

public

percentages

- 4.53

2.03

2.53

2.63

— 4.1
16.1

0.6
— 5.0

- 1 6 . 8
25.4

— 10.0
— 2.0

— 3.6
- 1 1 . 5

4 .2
— 0.3

— 7.5
2.5

15.9
3.0

7.8
2.5
4 .6
0 .3

— 2.03

— 3.93

- 1.0»
- 2.43

- 0.1
— 8.8
— 2.5

18.6

-11.1»
- 8.63

0.23

1.03

4

4

4

4

4

4

4

4

— 1.9
2.8

— 1.5
3.5

5.5
— 2.0
— 2.2

1.5

7.7
— 1.9
— 7.5
— 2.0

10.0
3.8
5.9
9.1

4

4

4

4

1.0
— 0.3
— 0.2

5.4

4

4

4

4

Exports

— 3.7
12.2

6.1
6.4

— 8.8
8.4
3.5
3.5

— 2.4
3.4
4 .6
3.8

— 14.0
13.7

9.9
8.4

— 3.0
10.6

— 2.1
2.8

3.0
1 1.3

3.8
8.8

— 1.3
9.4

10.4
13.4

— 11.5
4.7
0.6
7.0

— 6.8
10.1

9.4
5.4

Imports

— 5.8
20.7

9.5
- 1.3

— 9.9
9.2
4 .4
3.1

— 4.2
16.8

— 1.2
1.7

0.4
— 3.3
— 6.0
- 3.0

— 4.1
10.9

3.6
5.8

5.4
12.3

2.8
— 12.5

— 2.6
5.7

— 5.3
- 5.8

— 1.6
7.4

— 3.3
- 6.0

— 14.3
1 1.2

8.5
9.6

' Equals change in real gross national product minus net investment In inventories.
3 Total construction. 4 Included in private investment.

2 Machinery and equipment.
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Domestically — and again speaking in very broad terms — the major influences
on short-term movements in total demand come from changes in the balance of
saving and investment in both the private and public sectors. The latter — which is
basically a measure of fiscal policy — certainly provided some modest stimulus on
average outside the United States and should do so again this year. The two most
publicised cases were, of course, Japan and Germany, though in fact several other
countries in Europe turned towards a rather greater degree of fiscal expansiveness
after two years which had witnessed a certain amount of retrenchment. In the private
sector, however, there seems to have been little change in net spending behaviour
on the whole. Household-sector savings ratios showed no major movement, though
the balance was upwards — that is, contractionary. In the corporate sector, investment
spending was reasonably strong, particularly in Germany, Japan, the Netherlands
and the United States. On the other hand, part of the terms-of-trade gain mentioned
in the previous paragraph, as well as part of the slowdown in wage-cost increases
(e.g. in Germany, Japan and Italy) probably went to support profits rather than being
wholly passed on in slower price rises. This may have provided some of the long-
awaited encouragement to larger investment outlays. In the United Kingdom, where
wage-cost increases accelerated last year, price/cost relationships moved in the other
direction.

Consumer expenditure. The volume of consumer spending in the industrial
countries probably rose on average by about 3 % per cent, last year, much the same
as in 1977. In the major countries alone, the figure was slightly higher. The tables
on page 14 roughly demonstrate the main influences affecting the movement
of real spending in the seven largest industrial countries over the past two years.
In four of the countries shown there was some deceleration in earnings growth per
employee last year, especially in Italy and Canada, while in the United States and
France earnings growth was steady, but in the United Kingdom there was some
acceleration. However, in all cases there was further growth in numbers employed,
particularly in North America, so that the rise in nominal pre-tax income was still
relatively strong. Indeed, because of the large employment gain, nominal income
growth accelerated slightly in the United States, as it did too in the United Kingdom.
The real spending power of these income changes is affected by both price
movements and net tax changes. In most countries, consumer price increases
were somewhat lower last year, reflecting in part favourable movements in import
prices (column 4). This is the terms-of-trade effect already referred to. The effect was
magnified for some countries by currency appreciation, especially in Japan, Germany
and Switzerland, while for the United States and Canada exchange rate depreciation
worked in the other direction. In fact import price rises accelerated last year in Canada,
and for both countries the rise in consumer prices was greater than in 1977. Thus
the changes in real income before tax (see lower table), which on the whole were
quite large, had different causes in different countries. For the United States the rise
was nearly as big as in 1977 — there was no favourable terms-of-trade effect, but
nominal income growth was large, in particular because of the growth of employment.
In Canada a fairly pronounced decline in earnings increases, together with a faster
rise in import prices, reduced the real pre-tax income gain. In Japan and the United
Kingdom there were sharp accelerations in such gains, due largely in the former case



Earnings and prices.

Countries

United States . .

Japan

Germany . . . .

France . .

United Kingdom.

Italy

Average
earnings

(1)

1977 1978

Civilian
employment

(2)

1977 1978

Annual changes

(3)

1977 1978

n

Import
prices

(4)

1977 1978

Consumer
prices

(5)

1977 1978

in percentages

8.6

9.5

7.5

12.7

10.3

10.8

27.9

8.6

6.9

5.1

13.1

14.5

7.2

16.2

3.5

1.3

- 0 . 2

0 8

0.4

1 9

1.0

4 .2

1.2

0.2

0.6

0.1

3.3

0 .4

12.4

10.9

7.3

13.6

10.7

12.9

29.2

13.2

8.2

5.3

13.8

14.6

10 7

16.7

8.2

—2.9

1.4

1 1.7

16.3

1 1.7

16.0

8.7

— 17.9

— 4.0

0.9

4 .3

12.6

5 .2

6.5

8.1

3.9

9.5

15.9

8.0

18.1

7.7

3.8

2.6

9.3

8.3

9.0

12.5

to terms-of-trade movements and in the latter to these as well as to an acceleration

of earnings and a stable exchange rate. In Germany the terms-of-trade gain to

consumers was accompanied by slower wage inflation, while in Italy the remarkable

success in slowing down nominal wage increases had a marked effect on real income.

Changes in net social benefits and direct taxes generally contr ibuted positively

to the g rowth of real disposable income last year, except in the United States and,

to a lesser extent, Japan. I t should be borne in mind, of course, that this is only one

part of fiscal policy, which is discussed in more detail below. O the r items of public

expenditure are omitted, as are indirect tax changes and other revenue changes.

Nevertheless, it is via the measure given in column z that fiscal policy most affects

consumers directly. Interestingly there was little or no effect from this source in

Japan, fiscal stimulus coming largely th rough public expenditure increases instead.

Disposable income and consumer spend ing .

Countries

Change
in real income

before tax

(1)
1977 I 1978

Effect of
change in net
direct taxes*

(2)

1977 I 1978

Change
in real personal

disposable
income

(3)

1977 I 1978

Effect of
change In

savings ratio

(4)

1977 1978

Change
in consumer

spending

(5)

1977 I 1978
annual percentage changes

United States . .

Japan

Germany . . . .

France

United Kingdom.

Canada

Italy

5.5

2.6

3.3

3.7

-4.5

4.5

9.4

5.1

4 .2

2 .6

4.1

5.8

1.6

3.7

— 1.1

0.0

—0.3

- 0 . 1

0.6

1.0

— 1.2

—0.9

- 0 . 3

0 .6

1.2

1.5

1.5

0.3

4 .2

2.6

1.8

3.8

- 1 . 8

2.7

1.7

4 .3

3.5

3.8

4.9

6.4

2.8

4.0

0.6

1.2

1.0

—0.9

0.6

0.1

—2.1

- 0 . 2

0 .8

0 .0

- 0 . 9

—0.7

- 0 . 2

—0.9

4.7

4 .2

3.1

2.4

- 0 . 9

2.8

1.5

4.0

4.9

3.8

4.0

5.5

3.1

2.6

* As a percentage of disposable income.
Note : The individual columns do not include all the factors influencing changes in consumer spending: in parti-
cular changes in net property income and income from self-employment are omitted.



And in the United States the effect was again negative, as it had been in 1977. In
this case, however, much of the apparent tightening of fiscal stance against the
personal sector was no doubt automatic, increases in employment and earnings
raising tax receipts and a large fall in unemployment reducing social security
outgoings. Social security taxes were, however, also increased on a discretionary
basis. Elsewhere, the fiscal system added moderately to the growth of real personal
disposable income, although on average the change compared with the preceding
year was not great.

Finally, changes in savings behaviour were contractionary on balance last year,
compared with some positive impact in 1977. In the United States the savings ratio
had already fallen back to a relatively low level in 1976 from the post-oil-crisis peak.
The United States seems to be the only country in which consumer behaviour has
moved, in response to inflation, towards a "buy now rather than later" attitude,
and consumer borrowing has reached record proportions. However, it is also true
that demographic factors there are encouraging low net savings behaviour: there
has been a bulge in the proportion of young married couples in the age group where
borrowing is normally relatively high, e.g. for buying and furnishing a home. This
phenomenon reflects the "baby boom" in the early post-war period. In Germany,
top, the savings ratio has returned to more normal levels, though here it may be
the decline in inflation which is an important factor, in that the real value of past
financial savings is not being eroded so quickly. In both these countries it is difficult
to foresee any further stimulus to consumer spending from this source, though in
the United States the demographic development mentioned above is going to intensify
for some considerable time to come. Elsewhere, it remains to be seen whether the
threat of renewed inflation will encourage spending or revive some degree of cautious
behaviour in the household sector.

Ratios of personal savings to d isposable income.

Countries
1974 1975 1976 1 9 7 7 1978

in percentages

United Sta tes .

Canada . . .

Japan . . . .

France . . . . .

Germany . . . .

Italy

United Kingdom

7.3

9.9

23.7

17.4

16.1

21.3

14.3

7.7

10.9

22.5

18.6

16.4

25.4

15.0

5.7

10.8

22.4

16.4

14.7

23.7

14.5

5.1

10.7

21.2

17.3

13.7

25.8

13.7

5.3

10.9

20.4

18.2

13.7

26.7

14.4

1 Based on national sources and BIS estimates.

Private investment. I n t h e i n d u s t r i a l c o u n t r i e s a s a g r o u p p r i v a t e n o n - r e s i d e n t i a l

fixed i n v e s t m e n t s h o w e d o n l y a m o d e r a t e f u r t h e r i n c r e a s e l a s t y e a r a s m o s t c o u n t r i e s

c o n t i n u e d t o e x p e r i e n c e l o w r a t e s o f p r o f i t c o m p a r e d w i t h h i s t o r i c a l a v e r a g e s , a s w e l l

a s r e l a t i v e l y l o w r a t e s o f c a p a c i t y u t i l i s a t i o n . T h e r e w e r e , h o w e v e r , a p p r e c i a b l e

i n c r e a s e s i n t h e U n i t e d S t a t e s , G e r m a n y a n d J a p a n .



The exchange rate changes during 1978 gave rise to fears about profitability
in the countries with appreciating exchange rates. At the height of the exchange
rate turbulence it seemed that export profitability might be seriously reduced. In
turn this might have led to cutbacks in investment spending and hence to some
cancelling-out of the fiscal attempts to stimulate domestic demand after the Bonn
summit. This fear was particularly acute in Switzerland and Japan.

Broadly speaking, an appreciation of the exchange rate greater than the
inflation differential between the country concerned and the rest of the world will
tend to put pressure on profit margins in export and import-competing industries.
This will be offset to some extent by a reduction in the prices of imported materials
and components, and for the non-traded goods sector the fall in import costs will
increase profit margins to the extent that it is not passed through to final prices.
(As has been noted above, it seems that in some countries final buyers did in fact
benefit to some degree last year from both currency appreciation and relatively
favourable commodity prices.) Thus it is not a priori clear what will happen to
profit margins over the economy as a whole when the real exchange rate changes.
Unfortunately, data in this area are rather inadequate, but, judging from the
movements in costs and prices in manufacturing, it seems that profit margins were
not greatly affected last year in the appreciating countries, while they rose in
Canada and the United States —• the two major countries whose currencies depreciated.
In Japan there has been remarkable success in holding down unit labour costs,
which last year were only 1 per cent, higher than in 1975, and in Germany profit
margins probably rose. In Switzerland, however, there may have been some decline.

This is not to say that the exchange rate changes will not have affected
investment. In none of the appreciating countries did domestic costs fall by the full
amount of the appreciation, so that, with the margin of profit not changing much,
relative price competitiveness was severely affected, which is simply another way of
saying that "real" exchange rates changed. The loss of relative price competitiveness
may be expected to affect export and import-competing sales, of course, and in fact
export orders in Japan had already fallen by nearly a quarter by the end of last year.
It seems, therefore, that if investment spending is going to be affected by the currency
appreciations of last year, it will be via lower actual and expected sales. That is, it will
be lower-than-optimal capacity utilisation rates rather than profit margins which will
be the dominant factor. Put another way, the necessary adjustment of real foreign
balances in the surplus countries will be accompanied by lower demand pressures
unless domestic demand is a strong enough offset to maintain or increase capacity
utilisation rates, thus ensuring that the volume of profits, as well as profits per unit
of output, will be sufficient to justify further increases in capital spending. It is in
this context, among others, that the net demand effects of the public sector are
important.

Fiscal policy.

Outside the United States there was probably on average some movement
towards fiscal stimulus last year after retrenchment in 1977. The accompanying table
shows that for most countries in Europe, and for Japan, the deficit in the finances
of the general-government sector (which excludes public corporations) increased as



General-government

Countries

United States . .

Japan . .

Germany . . . .

France

United Kingdom.

Italy .

Canada

Belgium. .

Netherlands. . .

Sweden

Denmark . . . .

Norway . . . .

Items

Unemployment
Financial surplus

Unemployment2

Financial surplus

Unemployment
Financial surplus

Unemployment
Financial surplus

Unemployment
Financial surplus

Unemployment
Financial surplus

Unemployment
Financial surplus

Unemployment
Financial surplus

Unemployment
Financial surplus

Unemployment
Financial surplus

Unemployment
Financial surplus

Unemployment
Financial surplus

financial balances1 and unemployment.

1974

0.7
—0.7

0.6
— 1.0

1.3
—2.5

0.2
- 0 . 3

—0.2
— 1.4

- 0 . 6
0.5

—0.2
0.9

0.4
- 1 . 5

0.9
— 1.2

—0.5
—2.3

1.4
— 1.4

—0.2
— 1.1

An

1975

2.9
—4.0

0.5
1.1

2.1
—4.4

1.6
—2.8

1.4
—0.8

0.4
—5.8

1.6
- 4 . 3

2.7
— 1.8

1.6
—3.1

- 0 . 4
0.7

2.6
—6.8

0.5
— 1.9

nual chang

1976

in

- 0 . 8
2.2

0.0
— 1.0

0.0
2.1

0.4
1.8

1.5
—0.2

0.3
2.6

0.2
0.6

1.8
—0.8

0.3
0.4

0.0
0.9

0.1
1.9

0.0
— 1.9

es

1977 1978

percentages

- 0 . 7
1.0

0.1
— 1.1

—0.1
1.0

0.6
—0.9

0.4
1.8

0.8
1.0

0.9
—0.8

1.4
—0.4

- 0 . 2
0.7

0.2
- 3 . 4

1.1
0.0

—0.2
— 1.8

— 1.0
0.9

0.0
- 1 . 3

—0.2
—0.1

0.4
- 0 . 8

0.0
— 1.0

0.4
—2.5

0.3
—0.9

0.6
—0.2

—0.1
- 0 . 2

0.4
— 1.7

0.8
0.2

0.2
—0.4

Annual

1974

5.6
—0.2

1.2
—3.8

2.6
- 1 . 3

2.3
0.6

2.4
—2.6

4.9
—5.9

5.4
1.9

4.0
—4.0

3.6
- 0 . 1

2.0
1.9

2.0
4.5

0.6
4.7

averages

1978

6.0
— 0.1

0.5
— 6.1

4.4
— 2.7

5.3
— 2.1

5.7
- 4.0

7.0
— 10.6

8.4
— 3.5

10.5
— 7.2

5.2
- 2.3

2.2
— 1.6

6.6
— 0.2

1.1
— 1.3

< Excludes public corporations. The financial surplus or deficit (—) is the difference, in the national accounts sense,
between general-government saving and its own investment, i.e. its net lending to other sectors. The figures are
presented as percentages of GNP. 2 For Japan the pressure-of-demand indicator used is the ratio of labour
demand to labour supply, with the sign of the changes reversed.

a p r o p o r t i o n o f g r o s s n a t i o n a l p r o d u c t . I n t h e U n i t e d S t a t e s i t w a s f u r t h e r r e d u c e d

t o w a r d s z e r o . H o w e v e r , a s i s w e l l k n o w n , i t i s n o t p o s s i b l e t o j u d g e c h a n g e s i n t h e

t h r u s t o f fiscal p o l i c y s o l e l y f r o m m o v e m e n t s i n b u d g e t d e f i c i t s . T h e b u d g e t b a l a n c e

b o t h a f f e c t s t h e e c o n o m y a n d i s a f f e c t e d b y t h e e c o n o m y . T h u s , i t m a y b e t h a t a

w i d e n i n g o f t h e b u d g e t d e f i c i t m e r e l y r e f l e c t s w e a k d e v e l o p m e n t s i n t h e p r i v a t e a n d

e x t e r n a l s e c t o r s ; s i m i l a r l y , a n a r r o w i n g o f t h e d e f i c i t m a y j u s t r e f l e c t a u t o n o m o u s

s t r e n g t h e l s e w h e r e . W i t h t h i s i n m i n d , t h e t a b l e a l s o s h o w s c h a n g e s i n t h e m a i n

i n d i c a t o r o f d e m a n d p r e s s u r e — i n a l l c a s e s e x c e p t J a p a n , c h a n g e s i n t h e u n e m p l o y m e n t

r a t e . T o t h e e x t e n t t h a t t h e t w o figures f o r e a c h c o u n t r y m o v e i n o p p o s i t e d i r e c t i o n s

( u n e m p l o y m e n t f a l l i n g a n d t h e b u d g e t g a p b e i n g r e d u c e d o r v i c e v e r s a ) i t i s n o t

p o s s i b l e t o s a y , f r o m t h e s e d a t a a l o n e , w h e t h e r f i s c a l p o l i c y i s e x e r t i n g a n i n d e p e n d e n t

( o r d i s c r e t i o n a r y ) e f f e c t o n t h e e c o n o m y o r w h e t h e r i t i s m e r e l y r e f l e c t i n g a u t o n o m o u s

d e v e l o p m e n t s w i t h i n i t .

T o m e a s u r e fiscal s t i m u l u s m o r e p r e c i s e l y o n e w o u l d n e e d f o r e a c h c o u n t r y

a n e c o n o m e t r i c m o d e l s u f f i c i e n t l y d e t a i l e d t o a l l o w c a l c u l a t i o n o f t h e b u d g e t b a l a n c e

o n a c o n s t a n t p r e s s u r e - o f - d e m a n d b a s i s . T h i s i s d o n e , f o r e x a m p l e , f o r t h e U n i t e d

S t a t e s i n t h e " h i g h - e m p l o y m e n t " b u d g e t b a l a n c e , w h i c h s e e m s t o i n d i c a t e t h a t ,

a l t h o u g h m o s t o f t h e d e c l i n e i n t h e b u d g e t d e f i c i t t h e r e s i n c e 1 9 7 5 h a s b e e n a n
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automatic response to the recovery, there was also a significant discretionary
tightening of fiscal policy in 1976 and again last year.

Elsewhere last year, the figures in the table show in many cases contrary
movements in demand pressure and the budget position, making it difficult to be
quite sure of the stance of policy. In Germany, however, although the pressure of
demand rose moderately for the year as a whole, the budget gap widened slightly,
indicating an expansive policy. In Japan, too, although there was little change in the
pressure of demand, the deficit widened further by a relatively large amount. In
both these cases the change in fiscal stance during the year was greater than the
annual figures suggest, because the outcome of the Bonn summit in mid-year led
to policy changes in the second half. In addition, as the table on page 11
above makes clear, much of the stimulus in these countries derives from public
expenditure on investment goods. Thus there is little doubt that fiscal demand
management turned to moderate stimulus last year in these two countries, as it
apparently also did in the United Kingdom, Sweden and Italy.

Relative pressures of domestic demand and external adjustment.

One of the more important features of the world economic scene since 1975
has been the growing extent of cyclical divergence between the industrial countries.
On the one hand, demand and output in the United States have recovered substantially
and continuously while, on the other, some countries have lagged far behind.
The notable examples in the latter class are Japan, Switzerland and Italy, and, on
an appreciably smaller scale, Germany. Perhaps not surprisingly, these divergent
developments have been accompanied by an increasing degree of external imbalance
among the industrial countries themselves, even though the imbalance between
oil-exporting and oil-importing countries as a whole had diminished to modest
proportions by 1978.

The obvious questions which arise are: to what extent have divergent movements
in domestic demand been at the root of these developments, and what rôle have
exchange rates played? Why, under a floating rate régime, did exchange rates not
move to produce more current-account equilibrium? Or, given that exchange rate
changes affect real exports and imports with a lag and that for a time capital move-
ments may in some cases work in a disequilibrating direction, is it too much to expect
the effects of exchange rate changes fully to offset short-term cyclical influences on
current accounts? And does this increase the risk that at some stage — perhaps as
in the autumn of last year — exchange rates may "overshoot" the levels needed to
restore equilibrium (however defined), and even have perverse feedback effects on
domestic demand developments? Finally, to the extent that we have moved into
a world in which, by earlier standards, countries tend to pursue policies which may
result in a greater average dispersion of demand pressures (e.g. with the strong
anti-inflation countries maintaining a higher margin of slack than previously over
the cycle as a whole), does this not make it difficult, if not impossible, to think in
terms of "equilibrium" rates ? In other words, what does it mean to speak of "over-
shooting" if some of the demand pressure divergence turns out to be more secular
than cyclical ?
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Clearly, it is not possible to answer these questions at all precisely, but the
following graphs do offer some clues. Broadly speaking, they provide a measure of
the relative movement of real domestic demand in the main industrial countries and
set this against the real net foreign balance — that is, net exports of goods and
services at constant prices. In addition, for those countries in which there have
been major changes, an index of the real effective exchange rate is given — that is,
an indication of relative price movements corrected for exchange rate changes.

The figures for the relative domestic demand indicator were calculated as
follows. The exponential trend line of real demand between 1965 and 1973 was first
measured for each country and then notionally projected over the period 1974-78.
The percentage deviations of actual demand from its previous trend were then
calculated year by year for each country over these later years, and the simple
unweighted average across all countries taken for each year. This average shortfall
below previous trends was then fixed as the zero line in the upper sections of the
graphs and the deviation of each country from the average performance was plotted
as the demand line.

The real foreign balance figures shown are of net exports of goods and services
at constant prices as a percentage of real gross national product. They are thus a
major component of external current-account positions, which, in addition to reflecting
terms-of-trade effects, also include such non-trade items as net transfers and net
property income. For purposes of illustration, the panel for the United States also
shows the overall current-account position as a proportion of nominal gross national
product, thus making clear the shift into overall current deficit in 1977 and 1978.

The graphs show a rather remarkable degree of inverse relationship between
movements in relative demand pressures and changes in real net exports — remarkable
because many other factors may be presumed to affect external positions too, for
instance, exchange rate and relative price changes, trend movements in non-price
competitiveness and trade composition effects. The latter are, of course, excluded
from the calculations when relative demand pressures are measured in so simple
a way as is done here. However, some influences can be noted: for example, the
Canadian real balance has improved over the past two or three years despite little
change in relative domestic demand. This presumably reflects the fact that the US
recovery has particularly affected Canada, a large proportion of whose exports goes
to the United States, though devaluation of the Canadian dollar has no doubt
played a rôle too. Similarly, the acceleration in the German recovery last year seems
to have especially benefited some of its major European trading partners, such as
Italy, France and Belgium.

For Norway and the United Kingdom, too, it should be borne in mind that the
external position has increasingly benefited, over the years shown, from the coming-
on-stream of North Sea oil production — a development which has little to do with
demand pressures or relative prices.

As far as changes in price competitiveness — or real effective exchange rates —
are concerned, the graphs show that there was little major movement anyway before
1978, so that for most of the period shown it is perhaps not too surprising that
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Relative demand pressures and real foreign balances.
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r e l a t i v e d e m a n d p r e s s u r e s d o m i n a t e d t h e r e a l f o r e i g n b a l a n c e s . H o w e v e r , r e l a t i v e

p r i c e c h a n g e s a f f e c t r e a l e x p o r t s a n d i m p o r t s o n l y w i t h a l a g — o f t e n a l o n g o n e .

T h e U n i t e d S t a t e s , o f c o u r s e , e x p e r i e n c e d a c o n s i d e r a b l e d e v a l u a t i o n i n t h e t w o

y e a r s p r i o r t o 1 9 7 3 , t h e first y e a r s h o w n , s o t h a t t h e i m p r o v e m e n t i n i t s r e a l e x t e r n a l

p o s i t i o n i n 1 9 7 4 a n d 1 9 7 5 n o d o u b t o w e d s o m e t h i n g t o d e l a y e d e f f e c t s f r o m t h i s

s o u r c e , a s w e l l a s t o a s o m e w h a t d e e p e r r e c e s s i o n t h a n t h e a v e r a g e . R e l a t i v e p r i c e

c o m p e t i t i v e n e s s a l s o i m p r o v e d i n J a p a n i n 1 9 7 4 a n d 1 9 7 5 , a n i m p r o v e m e n t w h i c h
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Relative demand pressures and real foreign balances (contd.).
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c o m p o u n d e d t h e e f f e c t s o f t h e m o v e m e n t i n r e l a t i v e d e m a n d p r e s s u r e s . P a r t o f t h e

e x p l a n a t i o n i s p r o b a b l y t h e p e r c e p t i o n t h a t t h e o i l p r i c e / t e r m s - o f - t r a d e s h o c k w a s

p a r t i c u l a r l y s e v e r e for J a p a n . T h e J a p a n e s e r e a l e x t e r n a l p o s i t i o n w a s a l s o a f f e c t e d

l a s t y e a r b y a d m i n i s t r a t i v e m e a s u r e s — i n p a r t i c u l a r t h e p r o g r a m m e o f " e m e r g e n c y

i m p o r t s " w h i c h c a m e i n t o e f f e c t t o w a r d s t h e e n d o f t h e y e a r . F o r t h e U n i t e d

K i n g d o m , t o o , t h e f u r t h e r w o r s e n i n g o f r e l a t i v e p r i c e c o m p e t i t i v e n e s s l a s t y e a r a l s o

s e e m s a n o m a l o u s , b o t h i n t h e l i g h t o f t h e c o n s u m e r b o o m w h i c h p u s h e d u p d e m a n d
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v e r y s h a r p l y a n d t h e ( n o d o u b t c o n n e c t e d ) w o r s e n i n g o f t h e r e a l n e t e x p o r t b a l a n c e .

T h e f u r t h e r b u i l d - u p o f N o r t h S e a o i l p r o d u c t i o n i s a t l e a s t a p a r t i a l e x p l a n a t i o n

o f t h i s a p p a r e n t a n o m a l y ; a n d a p p r e c i a t i o n d i d h e l p t o r e d u c e i n f l a t i o n , t h o u g h n o t

t o a v o i d l a b o u r - m a r k e t d i f f i c u l t i e s d u r i n g t h e w i n t e r , w h i c h h a d a n o p p o s i t e e f f e c t .

I t i s p r o b a b l y n o t t o o m u c h t o d r a w f r o m t h e e v i d e n c e i n t h e g r a p h s t h e

c o n c l u s i o n t h a t , w h a t e v e r o t h e r f a c t o r s c a n t h e o r e t i c a l l y a f f e c t t h e v o l u m e s o f r e a l

e x p o r t s a n d i m p o r t s , i t i s c h a n g e s i n r e l a t i v e d e m a n d p r e s s u r e s ( b y c o m p a r i s o n w i t h

p r e v i o u s t r e n d s ) t h a t h a v e i n t h e e v e n t b e e n d o m i n a n t o v e r t h e l a s t s i x y e a r s . A n d

t h i s h a s b e e n s o d e s p i t e t h e m o v e t o a r é g i m e o f floating e x c h a n g e r a t e s .

I t i s n o d o u b t a l s o t r u e t h a t , w h a t e v e r t h e r e l a t i v e r ô l e s p l a y e d b y n e t p u b l i c

a n d p r i v a t e - s e c t o r d e m a n d s , t h e e n d r e s u l t , s o f a r a s t o t a l d e m a n d w a s c o n c e r n e d ,

r e f l e c t e d i n l a r g e m e a s u r e t h e d i f f e r e n t a p p r o a c h e s o f t h e r e s p e c t i v e a u t h o r i t i e s t o

t h e p r o b l e m s o f i n f l a t i o n a n d u n e m p l o y m e n t . T h u s t h e U S A d m i n i s t r a t i o n d e l i b e r a t e l y

c h o s e e x p a n s i o n i n o r d e r q u i c k l y t o r e d u c e u n e m p l o y m e n t a n d , a s a s i d e - e f f e c t , i t

n o d o u b t h e l p e d o t h e r c o u n t r i e s t o w a r d s t h e s a m e e n d . T h e d i r e c t e f f e c t o f t h e U S

e x p a n s i o n , o f c o u r s e , w o r k e d t h r o u g h i m p o r t d e m a n d , b u t i t w a s a l s o h o p e d t h a t ,

b y h e l p i n g t o r e m o v e b a l a n c e - o f - p a y m e n t s c o n s t r a i n t s , i t w o u l d e n a b l e o t h e r c o u n t r i e s

t o a d d t o d e m a n d b y e x p a n s i v e p o l i c i e s o f t h e i r o w n . T h e first r o u t e w a s o b v i o u s l y

e f f e c t i v e , a s t h e g r a p h s d e m o n s t r a t e , b u t t h e s e c o n d o n e w a s n o t . I n s t e a d o f i n d u c i n g

t h e s a m e d e g r e e o f e x p a n s i o n , t h e U S l e a d t e n d e d t o b e r e f l e c t e d i n a g r e a t e r d e g r e e

o f e x t e r n a l i m b a l a n c e b e t w e e n t h e i n d u s t r i a l c o u n t r i e s t h e m s e l v e s , j u s t a s t h e o v e r a l l

i m b a l a n c e w i t h O P E C w a s d i m i n i s h i n g . A n d t h i s i n t u r n m e r e l y r e f l e c t e d t h e f a c t

t h a t o t h e r c o u n t r i e s h a d d i f f e r e n t v i e w s a b o u t h o w t o r e d u c e u n e m p l o y m e n t o n

a n e n d u r i n g b a s i s . I n p a r t i c u l a r , G e r m a n y a n d S w i t z e r l a n d s a w t h e e l i m i n a t i o n o f

i n f l a t i o n a s a p r e r e q u i s i t e f o r e s t a b l i s h i n g s o u n d g r o w t h . J a p a n , t o o , h a d t h e s a m e

v i e w t o s o m e e x t e n t , t h o u g h t h e s h a r p s l o w d o w n t h e r e a l s o r e f l e c t e d t h e d e s i r e t o

r e d u c e i n d u s t r i a l g r o w t h a n d i t s m o r e h a r m f u l s i d e - e f f e c t s , a s w e l l a s t o h a v e a s t r o n g

e x t e r n a l p o s i t i o n t o a l l e v i a t e s o m e w h a t i t s e x t r e m e d e p e n d e n c e o n o t h e r c o u n t r i e s

f o r v i t a l r a w - m a t e r i a l s u p p l i e s .

S i m p l i f y i n g d r a s t i c a l l y , o n e m i g h t s a y t h a t , f a c e d w i t h t h e i n f l a t i o n a r y r e c e s s i o n ,

p r o d u c e d i n p a r t b y t h e o i l c r i s i s , t h e U n i t e d S t a t e s a n d v a r i o u s o t h e r c o u n t r i e s

s o u g h t t o r e t u r n b y m e a n s o f c o n v e n t i o n a l e x p a n s i o n a r y p o l i c i e s t o h i g h e r l e v e l s

o f e m p l o y m e n t . O t h e r s , e s p e c i a l l y i n E u r o p e , c h o s e t h e m o r e c a u t i o u s c o u r s e o f

first r e s t o r i n g a s a t i s f a c t o r y s e m b l a n c e o f p r i c e s t a b i l i t y . O b v i o u s l y , t h i s i s a

c a s e n o t o n l y o f d i f f e r i n g w e i g h t s o f e m p h a s i s b e i n g p l a c e d o n t h e t w o p o l i c y

o b j e c t i v e s — b o t h o f t h e m d e s i r a b l e i n t h e m s e l v e s — b u t o f d i f f e r i n g a n a l y t i c a l

p o i n t s o f v i e w a s w e l l . B u t w h a t t h e e v i d e n c e p r e s e n t e d h e r e d e m o n s t r a t e s q u i t e

c l e a r l y i s t h a t , w i t h t h e c u r r e n t d e g r e e o f i n t e r d e p e n d e n c e i n t h e w o r l d e c o n o m y ,

t h e p u r s u i t o f d i v e r g e n t d e m a n d - m a n a g e m e n t p o l i c i e s c r e a t e s c o n s i d e r a b l e e x t e r n a l

i m b a l a n c e . A n d f o r t h e t i m e b e i n g , a t l e a s t , i t r e m a i n s t o b e r e s o l v e d h o w t h e s e

i m b a l a n c e s a r e t o b e c o r r e c t e d — w h e t h e r b y e x c h a n g e r a t e s o r b y m o r e c o n v e r g e n t

d e m a n d - m a n a g e m e n t p o l i c i e s .

I t m a y b e t h a t e x c h a n g e r a t e s d i d n o t c h a n g e m u c h e a r l y i n t h e U S e x p a n s i o n

( a n d t h e s i m u l t a n e o u s m o v e i n t o l a r g e c u r r e n t d e f i c i t ) s i m p l y b e c a u s e t h e c o n -

j u n c t u r a l d i v e r g e n c e w a s v i e w e d a s c y c l i c a l , s h o r t - t e r m a n d r e v e r s i b l e . H o w e v e r ,



by the autumn of last year, there were signs that the dispersion of inflation rates was
also about to increase again (as discussed more fully in the next chapter). Thus,
although Germany was by that time beginning to move above the average so far
as domestic demand was concerned (see the graph on page 21), the continued
divergences elsewhere, as well as inflation fears, were sufficient (together with other
factors discussed in Chapter III) to trigger a large change in real effective exchange
rates.

There were, however, indications that these rate changes might have perverse
effects on real domestic demand, and especially on business investment, in addition
to their well-known perverse, but temporary, effects on nominal trade balances via
the J-curve mechanism. Such fears were voiced particularly in Japan and Germany,
but, as the graph on page 21 shows, the United Kingdom may also have been an
example of a different kind. A relatively strong exchange rate tends to lower import
prices and, as has been noted above, this tends to increase consumer spending power.
In the United Kingdom the consumer boom last year no doubt received at least
marginal support from the strong rate. But with demand turning up anyway, and
real net exports declining, the growing loss of competitiveness of the industrial
sector became a matter of increasing concern.

For Japan and Switzerland especially, the problem was rather the reverse.
Real net exports had been strong for some time as domestic demand remained weak,
and so the large appreciations were, in this sense, justified. But what was feared was
that, while the rate changes would work in the "right" direction on trade volumes,
they might serve to lower domestic demand still further. In the event the appreciations
did not bite significantly into profit margins and even led to increases in consumers'
real purchasing power. But, as the adjustment process is still under way, there is
still a possibility that exports will weaken further in the months ahead. Whether this will
imply a need for further measures of domestic stimulus, if only as a support to the
adjustment process, will depend upon the strength of the present upswing in domestic
demand. A considerable amount of policy stimulus is already in the pipeline in Japan
and Germany from the demand-management measures of last year. But, whatever
the risks of renewed slowdown, many national authorities are not likely to swerve
far from their concern over the rekindling of inflation and their already large budget
deficits. Hence the problems involved in demand management, and in differing
national attitudes towards them, have by no means disappeared. ,

The demand-management dilemma.

Although countries reacted differently to the post-oil-crisis situation — with
the consequences for external equilibrium just discussed — these different reactions
were in virtually all cases reactions to the same underlying problem. This was the
simultaneous co-existence of high inflation and high unemployment or, in more
technical terms, the worsening, or even disappearance, of the "trade-off" in policy
management between price increases and resource utilisation. In the short run,
demand-management policies on their own could be directed at only one of these
difficulties at a time; and, as already mentioned, countries took different views on
which should be given priority. The results were perhaps as might have been
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expected — a rapid increase in nominal demand in the United States, wi th unemploy-

ment falling and inflation speeding up , and rather the opposite tendencies elsewhere.

T h e extent to which these policy stances contr ibuted to divergent price developments

is discussed in the next chapter. However , it is wor th remarking here that one

important route was via exchange rate changes and not just via differential demand

pressures. Thus , even in those countries in which the margin of slack remained

large and exchange appreciation helped to lower inflation, the domestic component

of inflation remained in^ some cases stubbornly and disturbingly high. A n d during

the winter, even in those countries which (via exchange appreciation) had experienced

particularly favourable changes in impor t costs, the external element of cost inflation

was again threatening anti-inflation efforts as commodity, and especially oil, prices

began to m o v e u p again quite sharply. In these circumstances governments are

likely to be particularly sensitive to the risk of adding any element of demand

inflation on top of cost increases already k n o w n — especially as in most cases

budget deficits remain very high and may even be increasing.

A t first sight, the figures shown in the table below for one measure of the

budge t gap — general-government net lending — seem contradictory. F o r the

countries which followed anti-inflationary "cau t ion" are seen to have continuing

large, and even increasing, public deficits, as have many other countries, while on

the other hand the US general-government deficit has been substantially reduced.

What is more , as the full effects of last year's measures are felt, the deficits may

increase again this year in Germany and Japan, and possibly elsewhere.

T h e key to the apparent puzzle is, of course, the behaviour of the other sectors

of the economy — which for this purpose is best summed u p by their equivalent

financial balances, that is, their net spending (borrowing) or net financial savings

behaviour (see page 25). For each country the balances of the four sectors shown

must sum to zero, questions of statistical discrepancies and incomplete coverage

aside; for every bor rower there must be a lender.

Countries

United States . .

Germany . •

United Kingdom

Italy . . . .

Norway

General-government f inancia l

•

1966-69

— 0.3

— 2.7

— 0.3

0.0

0.1

— 3.0

1.0

— 1.5

— 0 9

3.9

1.3

3.5

1970-73 1974

n percentages of gross

— 0.5

— 2.1

0.2

0.9

— 0.2

— 5.5

0.5

— 2.2

0.0

4 .6

3.9

3.1

— 0.2

— 3.8

— 1.3

0.6

— 4.0

— 5.9

1.9

— 4.0

— 0 1

1 9

4.5

4.7

balances

1975

1966-78

1976

•

1977 1978

lational product/gross domestic product

— 4.2

— 2.7

— 5.7

— 2.2

— 4.8

— 1 1.7

— 2.4

— 5.8

3 2

2.6

— 2.3

2.8

— 2.0

— 3.7

— 3.6

— 0.4

- 5.0

— 9.1

— 1.8

— 6.6

2 8

3 .5

— 0.4

0 .9

- 1.0

- 4.8

- 2.6

- 1.3

- 3.2

- 8.1

- 2.6

- 7.0

- 2 . 1

0.1

- 0.4

- 0.9

— 0.1

— 6.1

— 2.7

— 2.1

— 4.2

— 10.6

— 3.5

— 7.2

2.3

— 1.6

— 0.2

— 1.3

Source : OECD National Accounts and BIS estimates. See footnote 1 to table on page 17.
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The table shows quite clearly for the United States the recovery in net spending
by both the household and corporate sectors which has allowed the public-sector
deficit to be cut back — no doubt largely automatically as tax revenues rose with
activity and unemployment fell. Indeed, so strong has the recovery been that, as has
been noted, demand spilled over into a current balance-of-payments deficit (that is,
a surplus for the rest of the world). The only remarkable feature of this otherwise
classic recovery, led largely by housing and consumer spending, is the especially
strong rôle played by households. In contrast, the recovery of corporate investment
relative to internal saving has been rather weak. Household spending, it might be
added, has been further stimulated over the past two years by the renewed
intensification of inflationary expectations.

In most other countries, however, private-sector net spending has not taken
off in the same way despite apparently large public-sector stimuli. This, of course,
has raised question marks over the effectiveness of fiscal policy and has even led
to fears that the private sector is being somehow "crowded out", despite large
margins of unused resources. Others would say that the large deficits are simply
the obverse element of the private sector's unusually cautious behaviour under
conditions of continuing but declining inflation. Thus, in the case of households
(and contrary to the situation in the United States), caution has been prompted by
fears of inflation's effects on the real values of financial assets and, in the case of

Sectoral financial ba lances .

Countr ies

United States . . . .

Japan . . . . . . .

Germany

Uni ted K i n g d o m . . .

France

Italy

Canada

Sectors

Public
Households
Corporations
Rest of world

Public
Households
Corporations
Rest of world

Public
Households
Corporations
Rest of world

Public
Households
Corporations
Rest of world

Public
Households
Corporations
Rest of world

Public
Households
Corporations
Rest of world

Public
Households
Corporations
Rest of world

1973 1974 1975 1976 1977 1978

as a percentage of gross national product

— 0.4
4.0

— 4.4
0.0

— 2.9
8.8

- 7.6
0.0

1.2
3.4

— 3.8
— 1.2

— 4.2
4.4

— 2.9
1.7

0.9
3.5

— 5.1
0.2

— 10.2
15.5

— 7.4
1.8

1.0
4.8

— 5.4
— 0.8

— 1.1
4.2

— 4.3
0.2

— 3.7
10.3

— 8.5
1.0

— 1.4
6.0

- 2.9
— 2.6

— 6.7
7.2

— 7.1
5.0

0.6
3.7

— 6.9
2.4

- 9.6
13.2

— 9.6
5.1

1.6
5.3

— 7.1
1.0

— 5.2
5.0

— 0.5
— 0.8

— 7.3
10.5

— 4.1
0.1

— 5.8
7.1

— 1.1
— 1.0

— 8.5
7.8

- 1.9
2.0

— 2.2
5.7

— 3.6
0.2

— 12.4
16.1

— 7.2
0.3

— 3.0
5.6

— 5.5
2.9

— 3.0
3.1

— 0.7
0.1

— 7.4
1 1.4

— 3.9
— 0.6

- 3.6
5.3

— 1.6
— 0.8

— 7.6
7.3

— 1.9
1.0

— 0.4
3.5

— 5.1
2.0

— 9.2
13.8

— 6.9
1.5

— 2.1
4.6

— 5.2
2.0

— 2.0
2.0

- 1.8
1.1

- 7.2
10.4

- 2.6
- 1.5

— 2.6
4.2

— 1.7
- 0.7

— 4.5
6.5

— 2.4
— 0.2

— 1.2
4.5

— 4.8
1.2

— 8.9
15.3

— 5.1
— 1.1

- 2.7
5.3

- 4.5
2.0

- 1.2
1.9

- 2.5
1.2

- 8.9
10.9

- 1.0
- 1.7

— 2.7
3.2

— 1.7
- 1.2

- 5.2
6.9

— 2.5
- 0.2

- 2.3
6.7

— 4.1
0.9

- 1 0 . 9
17.9

- 4.1
— 2.4

- 3.6
5.6

- 4.7
2.3
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corporations, by low profit margins and low current and expected sales. But in
Germany the strategy of returning to price stability began to pay off last year; fixed
investment rose appreciably in the wake of a recovery in business profitability, and
household net spending behaviour has returned to more normal rates. In the
United Kingdom, on the other hand, wages ran ahead of prices in the first half of
the year and corporations were impelled to have increased recourse to borrowed
funds. The household sector, which was largely the beneficiary of this shift,
apparently spent the whole of the concomitant increase in real income.

For many countries other than the United States a crucial question now
is whether the recovery which became apparent last winter is continuing on a self-
sustaining basis. But before turning to the latest available statistics for the current
year, one other development of the last few years deserves some consideration —
the behaviour of productivity.

The decline in productivity growth.

One of the more remarkable, and puzzling, features of economic developments
in recent years has been the poor showing of productivity. It seems, too, that this
disappointing pattern continued in 1978. Productivity, of course, slumped sharply in
1974 and 1975 as the severe recession set in (see graph), but although there was
some rebound in 1976 as the recovery began, it has since given way again to weaker
performance. Output growth has also been weak by comparison with previous trends
so that, so long as all countries were suffering from the unusually deep recession, it
seemed that much, if not all, of the productivity shortfall could be blamed on this
factor alone.

However, developments in the United States suggest now that other factors
have been at work. For the recovery in employment there has been truly remarkable:
by the end of last year some 10 million (12 per cent.) more people were employed
than at the previous demand peak in 1973. Although labour-force developments
(discussed in Chapter III) have prevented this achievement from being reflected
in a low rate of unemployment by previous standards, there can be little doubt
that for all practical purposes the United States is now at (cyclical) full employment.
But output has also only grown by 12 per cent, since 1973 — which is to say that
productivity in 1978 was scarcely any higher than in 1973. With the economy now
at a cyclical peak, it necessarily follows that none of this shortfall below previous
trends (some 10 per cent, by 1978) can be ascribed to cyclical factors. And there is
a further puzzle. The strong rise in employment flies in the face of fears expressed
after the oil price explosion that the large change in the relative price of energy,
together with low investment (and therefore capacity) growth, would effectively
lower the capital stock and thus limit employment opportunities, at least in the short
to medium term.

Elsewhere there is no doubt still a cyclical component in the productivity
shortfall. In some countries this effect is being deliberately reinforced by job
subsidisation schemes, e.g. in France and the United Kingdom, though in the latter
case this is being somewhat offset in productivity terms by the build-up of North
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The growth of labour productivity and gross national product*:
Deviations from 1960-73 trend.

Labour productivity Gross national product
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* Inset figures equal 1960-73 growth rates of (A) overall labour productivity (i.e. gross national product divided by
total employment) and (B) gross national product.

S e a o i l p r o d u c t i o n . I n J a p a n , t o o , a d e l i b e r a t e a t t e m p t i s b e i n g m a d e t o d e v o t e

a n i n c r e a s i n g p r o p o r t i o n o f r e s o u r c e s t o s o c i a l i n f r a s t r u c t u r e s p e n d i n g a n d

e n v i r o n m e n t a l p r o t e c t i o n . A n d i n m a n y c o u n t r i e s t h e s h i f t o f l a b o u r f r o m t h e

l a n d t o h i g h e r - p r o d u c t i v i t y e m p l o y m e n t i s s l o w i n g d o w n , o r h a s a l r e a d y c o m e t o

a n e n d . T h i s i s p r o b a b l y n o t t h e c a s e , h o w e v e r , s o f a r a s t h e s h i f t t o w a r d s

e m p l o y m e n t i n s e r v i c e s ( w h i c h — c o n v e n t i o n a l l y — s h o w l o w r a t e s o f p r o d u c t i v i t y

g r o w t h ) i s c o n c e r n e d , t h o u g h i t i s n o t c l e a r t h a t t h e s p e e d o f t h i s m o v e m e n t h a s

a c t u a l l y q u i c k e n e d s i n c e 1 9 7 3 .

N e v e r t h e l e s s , t h e U S e x p e r i e n c e m a y a l s o h o l d c l u e s t o s o m e o t h e r f a c t o r s

w h i c h m a y b e a t w o r k m o r e g e n e r a l l y . F o r e x a m p l e , t h e U S p r o d u c t i v i t y s h o r t f a l l

s e e m s t o b e h e a v i l y c o n c e n t r a t e d i n t h e m i n i n g a n d c o n s t r u c t i o n i n d u s t r i e s a n d

i n t h e p u b l i c u t i l i t i e s r a t h e r t h a n i n m a n u f a c t u r i n g . I t i s i n s u c h i n d u s t r i e s t h a t

o n e m i g h t w e l l e x p e c t t o s e e t h e s h a r p e s t e f f e c t s f r o m i n c r e a s i n g g o v e r n m e n t

r e g u l a t i o n i n t h e fields o f s a f e t y c o n t r o l a n d e n v i r o n m e n t a l p r o t e c t i o n , a s w e l l a s

a n y c o n s e q u e n c e s o f h i g h e r e n e r g y p r i c e s . S u c h f a c t o r s m i g h t a l s o r e a s o n a b l y b e



The real growth of non-residential fixed investment.*
Annual and quarterly indices: 1970 = 100 (semi-logarithmic scale).
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expected only to lower the level of measured productivity once and for all rather
than the trend rate of increase.

Low rates of industrial investment growth by comparison with previous
experience have also been a feature of the past five years or more in most countries
(see graph on page 28), especially when one bears in mind the increasing proportion
devoted to pollution control, etc. However, as already noted, the US experience
rather curiously suggests that this slowdown has not affected the "employment
potential" of that economy. If anything, investment must have been "labour-using"
rather than "labour-saving". But with labour costs relatively high as a proportion
of value added, one might have expected quite the reverse — a greater degree of
economising in labour and a corresponding fall in employment possibilities, especially
as the volume of investment itself was relatively low. For the United States at least
the recent behaviour of investment, coupled with high labour costs, is something
of an enigma in itself, and does not appear to offer any help in explaining the low
productivity growth of recent years.

In all, it is difficult to avoid the conclusion that, although cyclical influences are
no doubt still present outside the United States, there has also been some permanent
decline in productivity below previous trends. To the extent that this reflects
increased safety and environmental protection, what might be termed "real welfare"
will not, of course, have been affected to the same extent as potential gross
national product. However, these developments may also tend to worsen inflation
by making unit labour costs higher than otherwise. In addition, if governments set
demand-management policies in the light of previous rates of productive potential
growth, there is a risk of over-expansive postures and demand inflation. For
example, although fiscal plans were made less expansionary in the United States
early last year as continued strength in the labour market became apparent, the
Administration was still surprised by the size of the further rise in employment
which occurred. Elsewhere, however, there can be little doubt that economies were
still operating with varying degrees of slack — that is, output developments in 1978
continued to be heavily influenced by factors affecting aggregate demand.

Developments early in 1979.

Towards the end of the year there were signs of a renewed upturn in Europe —*
an upturn which was very quickly reflected in the commodity markets, where metals
prices in particular began to move up sharply, as did the oil price. The important
question is, of course, to what extent this improvement is going to continue, and
with it the trend towards more convergent behaviour and, even, higher average
levels of employment.

Unfortunately, because of the normal data delays and disturbances caused
by both bad weather and strikes during the winter, it is not yet possible to draw
very firm conclusions from the figures available. The movements in industrial
production shown in the graph are in many cases quite remarkable, though they
run only to February or March at the latest. Especially fast growth is seen in some
smaller European countries, Italy and Canada. In Germany the figures are affected
by the bad weather last winter, though in the labour market further falls in
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unemployment have continued and, as the table shows, the volume of retail sales
was appreciably stronger early in 1979. There are also signs of pressure in the
construction sector, and this is the case, too, in Switzerland, though there unemploy-
ment has increased slightly. Unemployment has also risen somewhat in France despite
some moderate resumption of output growth and strong retail sales. After last year's
very strong consumer boom, growth in the United Kingdom may be tapering off
following the inflationary pressures of the winter, and in Japan there are signs that
the exchange rate appreciation is having strong contractionary effects via the volumes
of exports and imports.

Volume of retail sales.1

Countries
1976 1977

year
1st

quarter

1978

2nd
quarter

3rd
quarter

4th
quarter

1979
latest
month

available

indices, 1975 = 100

United States. .

Canada . . . .

Germany . . . .

Japan . . . . .

France

United Kingdom

Italy

Netherlands . .

Belgium . . . .

Sweden . . . .

Denmark . . . .

Switzerland . . .

105.0

103.5

102.8

96.9

102.7

99.8

103.9

102.0

103

103.4

105

98.0

110.1

103.3

106.8

98.1

102.8

97.1

105.0

105.4

107

101.8

105

100.3

1 14.1

105.9

110.3

103.8

104.8

102.3

108.1

107.9

109

98.7

104

96.5

1 1 1.3

105.0

109.9

99.3

103.9

99.7

96.9

1 10.0

109

99.0

103

98.2

1 13.3

105.6

109.9

103.8

104.5

101.1

105.5

107.6

109

98.4

102

98.5

1 14.5

107.1

1 11.1

107.8

105.8

103.8

100.5

108.6

110

98.5

105

94.7

117.3

105.9

109.9

105.9

104.5

104.7

128.2

107.7

111

99.0

105

95.7

115.5a

109.63

113.2*

106.9*

110.53

103.72

108.1*

100.03

1043

97.63

< Seasonally adjusted except for Italy. 2 March. 3 February. * January.

A c t i v i t y i n t h e U n i t e d S t a t e s , h o w e v e r , h a s r e m a i n e d a t a h i g h l e v e l —

e s p e c i a l l y i f i t i s b o r n e i n m i n d t h a t t h e figures f o r p r o d u c t i o n e a r l y i n t h e y e a r

w e r e a f f e c t e d b y t h e w e a t h e r , a n d t h a t t h e f o u r t h q u a r t e r h a d a l r e a d y r e g i s t e r e d a

g r o w t h r a t e o f 6 . 9 p e r c e n t , p e r a n n u m i n t o t a l o u t p u t . H o u s e h o l d e x p e n d i t u r e s o n

b o t h c o n s u m p t i o n a n d r e a l e s t a t e h a v e c o n t i n u e d t o b e v e r y s t r o n g a s i n f l a t i o n

h a s a c c e l e r a t e d . A n d o n t o p o f t h i s t h e d e v a l u a t i o n o f t h e d o l l a r w i l l h a v e s e t i n

m o t i o n e x p a n s i o n a r y a d j u s t m e n t s i n e x p o r t a n d i m p o r t v o l u m e s .

I n s u m , i t i s p r o b a b l y t r u e t o s a y t h a t o n a v e r a g e a n a p p r e c i a b l e r e c o v e r y i n

d o m e s t i c d e m a n d h a s b e g u n i n E u r o p e , b u t t h e s i g n s a r e l e s s s t r o n g i n J a p a n a n d

S w i t z e r l a n d . H o w e v e r , t h e s e d e v e l o p m e n t s h a v e t a k e n p l a c e a g a i n s t t h e b a c k g r o u n d

o f a U S e c o n o m y w h i c h w a s u n e x p e c t e d l y b u o y a n t . O n e p o l i c y q u e s t i o n i s w h e t h e r

a s l o w d o w n i n t h e U S e c o n o m y m i g h t r i s k k i l l i n g o f f t h e n a s c e n t r e c o v e r y e l s e -

w h e r e . H i s t o r i c a l l y , a t l e a s t , d e - s y n c h r o n i s e d c y c l i c a l m o v e m e n t s h a v e n o t b e e n

u n c o m m o n . B u t , a t t h e s a m e t i m e , e v e n b e f o r e a n y a p p r e c i a b l e i n r o a d h a s b e e n

m a d e i n t o u n e m p l o y m e n t l e v e l s o u t s i d e t h e U n i t e d S t a t e s , i n f l a t i o n a p p e a r s t o b e

w o r s e n i n g a g a i n , t h u s u n d e r l i n i n g t h e f a c t t h a t t h e b a s i c p r o b l e m f a c i n g d e m a n d -

m a n a g e m e n t p o l i c y i s s t i l l w i t h u s .



Conclusion.

For the current year the dilemma of fiscal policy will certainly not be mitigated
and may well be heightened by external-sector developments. The rise in oil and
other commodity prices, though of uncertain extent, will undoubtedly worsen cost
inflation and, to the extent that the OPEC surplus increases again, it will have
contractionary implications for demand in the oil-importing world. In addition, for
countries other than the United States, the foreign balance adjustments involved
in the currency realignments of last year, and possibly also slower growth in the
United States, will exert some restraining effect on aggregate demand.

One reaction is to say that private-sector demand has been rising, not least
in the investment sector, and may act as a sufficient offset. Should it falter, however,
deficits may not quickly be reduced by rising activity as has happened in the United
States. Moreover, apart from the fact that more world industrial demand would
be likely to raise international commodity and perhaps oil prices further, many
countries feel themselves to be in a delicate situation so far as domestic wage-cost
inflation is concerned and would hesitate to take further stimulative measures. The
outstanding example recently has, of course, been the breakdown of incomes policy
in the United Kingdom last winter, but wage-cost pressures, even in the many
countries where they declined last year, are not far below the surface. Although
only a few countries are beginning to be concerned about renewed demand pressures
given the high average levels of unemployment, it may be that wage negotiations
are affected (even if somewhat irrationally) by the scale of budgetary shortfall. That
is, to the extent that negotiators take the budget deficit as an indicator of future
inflation even at times of high unemployment, increased deficits may have unfortunate
effects on inflation. And to the extent that rising inflation renews cautious private-
sector behaviour, there is some risk that any further discretionary fiscal stimulus
would simply be ineffective.

Much more important as an influence on actual fiscal policy, however, will
be the acceleration in inflation which has already been observed. With unemployment
still a problem almost everywhere, it is this upturn in inflation, together with the
emergence of another incipient OPEC surplus, which is currently heightening the
demand-management dilemma. It is not necessarily that governments are shifting the
subjective weights which they attach to the two "bads" of unemployment and
inflation, it is merely that the renewed increase in the latter almost inevitably swings
the thrust of policy towards a greater emphasis on inflation control. It is partly
for this reason that the following chapter examines inflationary developments in
considerable detail.
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I I I . I N F L A T I O N A N D U N E M P L O Y M E N T .

A major development over the past two years has been the strongly divergent

movement of inflation rates in the United States, on the one hand, and most western

European countries and Japan on the other. In 1978 this movement accelerated,

to some extent because of domestic demand and supply factors but largely because of

the further sharp, partly unanticipated, depreciation of the US dollar in the exchange

markets. The decline of the dollar, together with the corresponding appreciation

of various other currencies, had domestic price effects which accentuated the

growing divergences in relative price performance. A n d this process naturally helped

to steepen the dollar's downward slide. T h e main dynamic force appears to have

been the increasing relative s trength of US demand condit ions, which contr ibuted

domestically to a resurgence of inflation and a heightening of inflationary expectations.

By early 1979 there was a g rowing tendency for relative inflation rates to become

more convergent — though in the disquieting sense that outside the United States

inflation seemed to be speeding u p again and threatening to spread a m o n g countries.

There were three broad reasons for this new tendency. O n e was simply that , wi th

greater exchange rate stability from late 1978, countries whose currencies had

earlier been appreciating began to lose the benefits associated wi th lower impor t

prices. Secondly, the continuing, t hough still moderate, recovery of demand outside

the United States, combined wi th persistently buoyant US demand condit ions, had

begun to drive up international commodi ty prices quite rapidly. Finally, the disturbed

international oil supply situation, together wi th new O P E C pricing decisions,

imparted significant additional inflationary impulses. All three of these developments

were conducive to a s t rengthening of externally generated inflationary influences.

The question of h o w countries will react to this new threat is still open.

C h a n g i n g patterns of consumer price inflation.

Since the beginning of 1977 consumer price inflation in the major industrial

countries has developed along remarkably different lines, mainly reflecting differences

in policy objectives. Largely contrary to expectations, the inflation rate in the United

States, after slowing down more or less in line wi th other countries in 1975 and

1976, accelerated sharply again in the first half of 1977, dur ing most of 1978 and in

early 1979. Elsewhere, the rate of price increase continued to decline on a scale that

was equally unanticipated, t hough by the tu rn of the year the s lowdown had flattened

out in some countries and had been reversed in others, where prices had begun to rise

at a disturbing pace.

Perhaps the main reason for the divergent t rend in 1977 and 1978 lay in the

growing differences in the pressure of domestic demand, as discussed in Chapter I I .

Already in the course of 1976 the pressure of domestic demand in the Uni ted States

had begun to exceed that in other countries and it cont inued to s t rengthen in relative

terms thereafter. Consumer prices, which on a December- to-December basis had
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Consumer price inflation.
Changes over twelve months, in percentages.
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_ _ — - United States
M Japan
______ Low-inflation Europe1

_ _ _ _ _ High-inflation Europe2

I I I- I I I I I I _L
1972 1973 1974 1975 1976 1977

NP2261
1 Unweighted arithmetic average for Belgium, Germany, the Netherlands and Switzerland,
arithmetic average for France, Italy and the United Kingdom.

1978 1979

Unweighted

r i s e n b y o n l y 4 . 8 p e r c e n t , i n 1 9 7 6 , w e n t u p b y 6 .8 p e r c e n t , i n 1 9 7 7 a n d 9 . 0 p e r c e n t ,

l a s t y e a r . I n t h e t h r e e m o n t h s e n d i n g M a r c h 1 9 7 9 t h e y r o s e a t a n a n n u a l r a t e o f

13 p e r c e n t .

I n C a n a d a t h e i n f l a t i o n a r y s i t u a t i o n a l s o w o r s e n e d i n 1 9 7 7 , w i t h c o n s u m e r

p r i c e s r i s i n g b y 9 .5 p e r c e n t . , a g a i n s t o n l y 5 .8 p e r c e n t , i n 1 9 7 6 . A f t e r s o m e t e m p o r a r y

i m p r o v e m e n t e a r l y l a s t y e a r , t h e r a t e o f p r i c e i n c r e a s e p i c k e d u p s p e e d a g a i n .

A s t h e g r a p h s h o w s , c o n s u m e r p r i c e p e r f o r m a n c e i n t h e U n i t e d S t a t e s , w h i c h

i n t h e y e a r s 1 9 7 5 - 7 6 h a d b e e n c l o s e l y i n l i n e w i t h t h a t o f t h e l o w - i n f l a t i o n c o u n t r i e s

o f w e s t e r n E u r o p e , m o v e d a w a y o n t o a n u p w a r d p a t h t h a t t o o k i t c l o s e t o t h e a v e r a g e

r a t e o f p r i c e i n c r e a s e i n t h e h i g h - i n f l a t i o n c o u n t r i e s o f E u r o p e b y t h e e n d o f 1 9 7 8 .

M e a n w h i l e J a p a n , w h o s e i n f l a t i o n f a t e o f o v e r 2 0 p e r c e n t , i n 1 9 7 4 w a s f a r a b o v e

t h o s e r e c o r d e d e l s e w h e r e , m a n a g e d b y e a r l y 1 9 7 8 t o b r i n g i t i n t o l i n e w i t h t h e

d o w n w a r d c o u r s e b e i n g f o l l o w e d b y E u r o p e ' s l o w - i n f l a t i o n c o u n t r i e s . A n d e v e n t h e

h i g h - i n f l a t i o n c o u n t r i e s o f E u r o p e c u t b a c k t h e i r a v e r a g e r a t e o f i n f l a t i o n f r o m 16 t o

1 0 p e r c e n t , o v e r t h e t w e l v e m o n t h s t o t h e m i d d l e o f 1 9 7 8 .

T h e s c a l e o f t h e s e d i v e r g e n t m o v e m e n t s w a s q u i t e r e m a r k a b l e a n d i n d e e d

s u r p r i s i n g . D i f f e r e n c e s i n d e m a n d p r e s s u r e s w e r e , a s a l r e a d y m e n t i o n e d , a n i m p o r t a n t
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Changes in consumer pr ices.

Countries

Annual averages

1969-73 1974-78

Twelve months ending

1975
Dec.

1976
Dec.

1977
Dec.

1978
June I Dec.

increases, in percentages

1979
April

United States. .
Canada. . . . .

Japan

Germany . . . .
France
United Kingdom
Italy

Austria
Belgium . . . .
Denmark . . . .
Finland
Netherlands . .
Norway
Spain
Sweden . . . .
Switzerland. . .

• March.

4.9
4.6

7 . 5

5.3
6.1
8.0
3.6

5.7
5.2
6.4
6.9
6.7
7.9
8.4
6.8
6.4

8.0
9 .2

11.5

4 . 8
10.8
16.2
17.0

6.9
9.2

11.0
13.9

7.9
9.5

18.9
10.3

4.1

7.0
9.5

7.7

5 .4
9.6

24.9
1 1.1

6.8
11.0

9.6
18.1

9.1
1 1.0
14.1

8.9
3.4

4 .8
5 .8

10.4

3.9
9 .9

15.1
21.8

7.2
7.6

13.1
12.3

8.5
8.0

19.8
9.6
1.3

6.8
9.5

4 . 8

3.5
9 .0

12.1
14.9

4 .2
6.3

12.2
11.9

5.2
9.1

26.4
12.7

1.1

7.4
7.2

3.5

2.4
9 .0
7.4

12.2

3.2
3.7

10.5
7.5
3 .4
7.4

20.7
9.1
1.1

9 .0
8 .4

3.5

2.4
9.7
8.4

11.9

3.7
3.9
7.1
5 .9
3.9
8.1

16.5
7.4
0 .8

10.2*
9.3*

2.3*

3.5
10.1*
10.1
14.3

3.5
3.9
7.1*
7.4*
4.3
4.9*

15.8*
5.9
2.6

f a c t o r , a n d a l s o t h e r e l a t e d d i f f e r e n c e s i n l a b o u r - m a r k e t c o n d i t i o n s a n d u n e m p l o y m e n t

r a t e s , b u t t h e y h a r d l y o f f e r a s u f f i c i e n t e x p l a n a t i o n . M o r e o v e r , a u t o n o m o u s w a g e

p r e s s u r e s d o n o t a p p e a r t o h a v e p l a y e d a m a j o r r ô l e i n m o s t c o u n t r i e s — t h e U n i t e d

K i n g d o m b e i n g a n e x c e p t i o n — i n c h a n g i n g t h e c o u r s e o f r e l a t i v e p r i c e b e h a v i o u r .

I n s t e a d , a s r e f l e c t e d i n t h e g r a p h o n p a g e 3 7 , i n c r e a s e s i n w a g e r a t e s a n d e a r n i n g s

a p p e a r t o h a v e a d a p t e d t h e m s e l v e s i n t h e m a i n t o c h a n g i n g i n f l a t i o n r a t e s . S p e c i a l

f a c t o r s d o n o t s e e m t o h a v e p l a y e d a s u b s t a n t i a l r ô l e e i t h e r , a l t h o u g h i t i s n o t e -

w o r t h y t h a t o v e r a l l p r o d u c t i v i t y g a i n s w e r e l o w a n d t h a t f o o d p r i c e s d u r i n g 1 9 7 8

r e c o r d e d e x c e p t i o n a l l y l a r g e i n c r e a s e s o f 1 2 a n d 1 3 p e r c e n t , i n t h e U n i t e d S t a t e s

a n d C a n a d a r e s p e c t i v e l y .

A p a r t f r o m r e l a t i v e c h a n g e s i n d e m a n d p r e s s u r e s , t h e m a i n a d d i t i o n a l c a u s e

o f t h e d i f f e r e n c e s i n p r i c e p e r f o r m a n c e w a s t h e p r o n o u n c e d m o v e m e n t i n e x c h a n g e

r a t e s , e s p e c i a l l y i n r e l a t i o n t o t h e U S d o l l a r . I n s h o r t , e x c h a n g e r a t e c h a n g e s , l a r g e l y

t h r o u g h t h e i n f l u e n c e t h e y e x e r t d i r e c t l y o n t h e d o m e s t i c - c u r r e n c y c o s t s o f i m p o r t s

o f f o o d a n d r a w m a t e r i a l s , a s w e l l a s i n d i r e c t l y o n t h e p r i c e s o f t r a d a b l e g o o d s , h a v e

t e n d e d t o m a g n i f y d i v e r g e n c e s i n u n d e r l y i n g i n f l a t i o n a r y p e r f o r m a n c e , a n d t o t h i s

e x t e n t a s t a b i l i s a t i o n o f e x c h a n g e r a t e s m i g h t w e l l c o n t r i b u t e t o s o m e c o n v e r g e n c e

o f i n f l a t i o n r a t e s .

S u c h a c o n v e r g e n c e , t h o u g h a t a h i g h e r a v e r a g e r a t e o f i n f l a t i o n , h a s b e g u n

t o a p p e a r i n t h e b e h a v i o u r o f c o n s u m e r p r i c e s i n r e c e n t m o n t h s . A s t h e t a b l e s h o w s ,

c o n s u m e r p r i c e s i n t h e e a r l y m o n t h s o f 1 9 7 9 h a v e s i g n i f i c a n t l y a c c e l e r a t e d i n t h r e e

o f t h e f o u r l o w - i n f l a t i o n c o u n t r i e s , B e l g i u m b e i n g t h e e x c e p t i o n . A m o n g t h e h i g h -

i n f l a t i o n E u r o p e a n c o u n t r i e s , t h e s p e e d i n g - u p h a s b e e n e v e n m o r e m a r k e d . I n

c o n t r a s t , c o n s u m e r p r i c e i n f l a t i o n i n J a p a n h a s c o n t i n u e d t o s l o w d o w n , p e r h a p s

i n l a g g e d r e s p o n s e t o t h e e a r l i e r s h a r p a p p r e c i a t i o n o f t h e y e n .
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Sensitive price indicators, domestic and international.

A good deal of the recent concern about renewed inflationary pressures has
been occasioned not so much by the behaviour of consumer prices, which lag behind
other developments, but by the early warnings already given by wholesale prices
and the prices of international commodities and oil. As shown in the accompanying
graph, the twelve-month rate of change in wholesale prices turned upwards around
the middle of 1978, though in some cases prices remained for a time below their
level of a year earlier. By the turn of the year, however, the movement in a number
of countries, such as the United Kingdom, France, Italy and Belgium, was strongly
positive, and substantial rises were also being recorded in such countries as Germany,
Switzerland and Japan. In the United States wholesale prices had already been
accelerating steadily since the autumn of 1977 and by late 1978 were about 20 per
cent, higher than a year earlier. On a more moderate scale, the increase in Canada
followed that in the United States, while in Sweden the acceleration in late 1978
started from an already fairly high level. Wherever possible, these indications refer
to wholesale prices at the input stage of production, although input prices admittedly
fluctuate more widely than those at the output level.

Turning now to international commodity prices, the "Economist" dollar-
based indicator (excluding oil) has shown a steady uptrend, though with pronounced
short-term fluctuations, since the trough of the recession in 1975. In the intervening
period the total index has almost doubled and has also risen by about one-third in
relation to its 1974 peak during the preceding upswing. These increases occurred, it
may be noted, during a period in which economic recovery outside the United States
was generally hesitant and faltering. Moreover, depending on market arrangements,
the rising trend of prices in US dollar terms may have been influenced by the decline
in the exchange value of the dollar. Over the period as a whole, and more particularly
since late 1976, food prices have recorded the largest increase, but since late 1977
fibre prices have risen steadily and metals prices have recovered sharply from very
depressed, in some cases unprofitable, levels.

Oil prices in US dollar terms have moved a good deal higher since their sharp
increase in 1973-74. In mid-December the OPEC member countries announced their
decision to raise the price of Arab light crude oil by 14.5 per cent. The increase was
to be introduced in quarterly steps, boosting the price of light crude to $14.55 P e r

barrel by the fourth quarter of 1979. But in March, in the wake of the upheaval in
Iran, the OPEC countries decided that the full planned increase should come into
effect as from the second quarter of 1979 and that, in addition, some countries would
be free to charge premium prices higher than the mutually agreed basic price.

This pricing decision was made after Iranian oil production had fallen from a
peak of over 6 million barrels per day to less than one million barrels. The shortfall,
which was only partly compensated by increased Saudi Arabian production, led to
a tightening of supply conditions and to substantial increases in the price of oil on
the open market between December 1978 and March 1979. While some observers
take consolation from the fact that in percentage terms the increase is small compared
with the fourfold rise in 1973-74, it is nonetheless considerable and it implies a
further serious upward ratcheting of international price relationships.
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Prices and wages.

Changes over twelve months, in percentages.
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To put commodity price developments in the perspective of both the earlier
divergence of inflation rates and their current convergence and increase, the
"Economist" dollar-based index has been recalculated in the lower graph to show
the index as viewed from the vantage point of countries other than the United States
in terms of their own currencies. Thus, since late 1977 the total commodity index
expressed in Deutsche Mark has remained very stable, while that in yen has dropped
to a lower level. These differentiated movements, as expressed in terms of actual
import prices, have helped to account for the differences in consumer price behaviour
already observed.

International commodity prices fell back somewhat in the late spring and early
summer of 1978, but subsequently bounded upwards, rising by over 20 per cent, in
US dollar terms between mid-1978 and April 1979. As exchange rates had become
more stable in the meantime, these increases began to feed quickly into domestic
price structures at the wholesale level. Moreover, while the extent of the increases
varied according to the currency concerned, practically all countries witnessed some
increase during the period in question.

In view of these developments, widespread concern has emerged about a
possible speeding-up of inflation in countries where it had been slowly brought
under better control. One interpretation, from the viewpoint of the international
economy, is that incipient economic recovery in Europe, centring mainly in Germany,
is being superimposed on a high level of activity in the United States and a
continuing upswing in Japan and Canada. If this is so, the long-predicted slowdown
of the US economy might relieve demand pressures on internationally traded goods
and permit a relatively non-inflationary advance to proceed both in the United States
and elsewhere.

This interpretation raises the interesting question of whether, if international
commodity prices are to remain fairly stable, it is still possible to have the major
industrial countries expanding relatively rapidly at the same time. By way of
qualification it must be said that the reasons for the recent sharp adjustment of
prices are not yet clear. It has happened before that a sudden upsurge in prices is
followed shortly afterwards by a relapse. Moreover, it is possible that the recent
volatility of exchange rates, particularly of the US dollar, has encouraged widespread
speculation in commodities, much as in 1973-74 after the flexible rate system became
generalised. Again, some of the price increases, particularly in the metals area, may
largely reflect attempts on the part of producers to restore profit margins to
satisfactory levels. But with all these qualifications there still seem to be grounds
for concern about the inflationary implications of the rising level of world demand,
a development which has only just become perceptible outside the United States.
Or, to put it another way, there is reason to suppose that, after a protracted period
of world stagflation, the investment needed to keep international commodities in
elastic supply may have been lacking.

Much now seems to depend on the course of nominal demand in the United
States. In early 1979, despite distortions caused by a severe winter, the economy
still appeared to be operating at high levels of capacity, with bottleneck situations
beginning to emerge in certain sectors. Notwithstanding the authorities' efforts to
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World-market commodity prices:
The "Economist" indicator.
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slow down the economy while at the same time avoiding a recession, it was not
yet clear what turn activity would actually take. On the one hand, with the further
acceleration of inflation and with fixed business investment still quite strong, the
possibility emerged of rising international commodity prices sparking off a new cycle
of inventory investment, especially as stocks had been kept at very low levels.
On the other hand, the Administration's decision in April 1979 to proceed with
plans to deregulate the prices of domestic oil, together with its continued effort to
apply fiscal and monetary restraint, might help to bring about the overall demand
restraint that has been needed. In view of the particular importance of US develop-
ments over the past two years, it seems appropriate to examine in some detail the
evolution of policy attitudes and the difficulties encountered during that period.

The resurgence of inflation in the United States.

From an international standpoint, two of the most disturbing events of the
past year were the further acceleration of US inflation and the related precipitous
decline in the exchange value of the dollar. In retrospect, it seems clear that a major
causal factor was the expansionary policy stance adopted in earlier years. Against
the background of a historically high unemployment rate, which averaged 8.5 per
cent, in 1975, the authorities apparently felt impelled to pursue fiscal and monetary
policies along conventional lines.

In view of the high unemployment figure, and with the capacity utilisation
rate in manufacturing standing at just over 71 per cent, in early 1975, the authorities
believed there was ample room for demand-management stimulus without a serious
risk of reviving inflation. Even a year later, in the spring of 1976, they saw little
evidence to contradict this hypothesis. The year-on-year increase in producer prices
for finished goods was only 4.2 per cent, in 1976 and unit labour costs rose by no
more than 5 per cent. The capacity utilisation rate in manufacturing, at 80 per cent,
in 1976, was still well below the 87.5 per cent, peak recorded in 1973.

Given the seemingly broad scope for expansionary demand-management policy,
the crucial question is why inflation returned with such force. It must first be noted
that the choice of policy instruments following the 1974 recession was different
from that of several other major industrial countries. On the whole, up to November
1978 at least, monetary policy in the United States was designed primarily to
facilitate domestic economic expansion, while in several other large countries, Japan
and Germany in particular, it was aimed more at reducing inflation and safeguarding
the exchange value of the currency.

US fiscal policy, while apparently quite expansionary in terms of the absolute
size of the Federal Government's budget deficit, became more contractionary as
time passed, with the deficit falling from 4.6 per cent, of the gross national product
in 1975 to 1.4 per cent, in 1978. This development contrasted with those in Germany
and Japan, where budgets were only gradually made more effectively expansionary in
the face of a clear need to stimulate demand. Hence, in contrast to the United States,
these two countries appeared to concentrate fiscal policy on moderate domestic
growth while relying on monetary policy, shielded by exchange rate appreciation,
as a means of gradually lowering the rate of inflation.
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The exchange value of the dollar did not initially present a special problem.
As time went on, however, US policy attitudes towards expansion, the significant
overshooting of the monetary targets and the ready availability of credit helped
to rekindle inflationary expectations and exacerbate the decline in the dollar's
international value.. It has been estimated that this decline added a full percentage
point to US consumer price inflation in 1978. Its impact may have been even
greater if account is taken of indirect effects, such as the tendency of import-
competing industries to raise prices as a result of reduced foreign competition.
Given the dollar's international importance, exchange-market developments reinforced
inflationary expectations and made the US inflation problem an increasingly
intractable one.

In assessing the inflationary outlook, the US authorities may also have been
misled by existing indicators of capital and labour-market tightness. In all industrial
countries general measures of labour and capital stock utilisation, such as the
capacity utilisation rate and the aggregate unemployment rate, play a key rôle in
helping policy-makers to assess the scope for counter-cyclical policy, be it monetary
or fiscal. Yet these broad aggregative indicators have lost some of their credibility
as guides to the state of labour and capital stock utilisation. In the United States
substantial changes in the composition of the labour force have made historical
comparisons of the unemployment rate increasingly tenuous. It is also uncertain
to what extent higher energy prices have effectively reduced the economic size
of US capital stock and hence the non-inflationary utilisation threshold. But
although the conventional capacity utilisation indicator had risen to 82.5 per cent,
in manufacturing in 1977, the authorities still seemed reluctant to tighten the
monetary reins.

Nominal wage increases were not considered to point clearly to a resurgence
of inflation either. Earnings per hour in the private business sector rose by 9.3 per
cent, in 1978, only marginally higher than the 8.7 per cent, increase recorded in
1976. The major surprise, apparently, was the unexpectedly poor productivity
performance in 1977 and again in 1978. The increase in output per man-hour in
the private business sector dropped off from 3.6 per cent, in 1976 to 0.4 per cent,
in 1978, resulting in a strong advance in unit labour costs. Indeed, at 8.9 per cent,
in 1978, the rise was almost 4 percentage points more than just two years earlier —
3 points of which were thus accounted for by the decline in productivity.

Moreover, food prices, after recording an unusually low rate of increase
early in the recovery period, particularly in 1976, accelerated abruptly in 1978. Of
coursé, a large relative rise in one price component need not lead to an increase in
the general price level, but in a world of administered prices such a tendency is
difficult to offset. Thus, with the food price component moving up steeply by almost
12 per cent, in 1978, as against a rise of less than 1 per cent, in 1976, the overall
consumer index was strongly affected.

Two further factors, though non-quantifiable, may be mentioned in this
context. One is the difficulty experienced by the authorities in assessing the force
of their own monetary stimulus to final demand. Institutional and technological
changes in money management, particularly in 1974 and 1975, but again in late
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T h e i n t e r a c t i o n o f e x c h a n g e r a t e s a n d d o m e s t i c p r i c e s .
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Inflation differentials and exchange rate movements:
Comparisons vis-à-vis the United States.1
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between the twelve-month rates of consumer price increase in the country in question
and those in the United States. Such comparisons seem warranted because the
resurgence of inflation was mainly a US phenomenon, because recent exchange rate
changes occurred mainly in relation to the US dollar and because these changes
have been "exogenously" influenced by expectations and the level of confidence.
Another reason is that the prices of some internationally traded commodities,
particularly oil, are fixed in terms of dollars.

In relation to the United States, other countries experienced, from about the
middle of 1976 onwards, a marked improvement in their exchange rate performance,
which was then followed, with a time-lag, by an improvement in their comparative
price behaviour too. In practically all the countries shown in the graph, the
sequence of events, reflected in the tendency of the observation points to move in
a clockwise direction, was an initial appreciation, or decline in the rate of depreciation,
with relative price performance then tending to show increasingly good results in com-
bination with a further appreciation of the exchange rate. For the United States, the
sequence was just the opposite, with the initial depreciation of the dollar being followed
in time by a progressive deterioration in price performance and further depreciation.

Once it has got under way, there are no necessary equilibrating limits to the
interactive process between exchange rates and prices, though Swiss experience has
shown that consumer prices are unlikely on average actually to fall in absolute terms.
It is possible, in other words, for inflation rates to move increasingly far apart as
long as the monetary authorities are prepared to accommodate the process. In practice,
however, the authorities at some point feel impelled to take action to interrupt
the process by changing the degree of monetary stimulus. The responsibility for
adjustment measures falls, more often than not, mainly on the country locked into
a vicious circle of depreciation and inflation. In the United Kingdom, for example,
relative price performance deteriorated quite sharply over the two years to the end
of 1975, and the counter-clockwise movement shown on the graph, culminating
in substantial depreciation in 1976, is one example of the vicious circle at work.
The stabilisation measures adopted by the United Kingdom in late 1976 and early
1977, which relied partly on incomes policy and an international financial package,
helped for a time to turn the vicious circle into a virtuous one. Similarly, Italy has
experienced two complete cycles of alternating behaviour, with domestic price
behaviour sometimes leading, and sometimes following, that of exchange rates.
By contrast, Germany, Switzerland and Japan, by intervening last year to prevent
an excessive appreciation of their currencies, had to accede to more expansionary
monetary policies and thus to greater risks of inflation.

It is true, of course, that inflation differentials and exchange rate variations
are both responsive to relative differences in economic performance and policy
stance. However, as exchange rates are highly sensitive to changes in expectations,
shifts in confidence, adjustments in portfolio positions and risk preferences, their
movements may at times, and under certain conditions, assume an independent
life of their own. This is often referred to as "overshooting", in the sense that rates
have moved by more than seems justified in terms of inflation differentials, current
or prospective. And to the extent that overshooting occurs, exchange rates may
themselves amplify inflation differentials through their immediate effects on the



— 45 —

prices of tradable goods. The end result has been that domestic rates of inflation have
been very sensitive in the short run to relative monetary conditions, but in the
reverse direction from that experienced under stable or fixed exchange rates.

As the graph shows, a number of countries were in a very strong position
relative to the United States at the end of 1978. In Japan, Switzerland and, within
the European "snake", Germany, Belgium and the Netherlands, the twelve-month
currency appreciation in terms of the US dollar ranged from about 15 to 25 per cent,
and the relative inflation advantage was between 5 and 8 per cent. As might be
expected, the pattern of exchange rate/price performance in the case of Belgium and
the Netherlands was very similar to that of Germany, thus demonstrating that a
small open economy can strengthen its anti-inflationary efforts by pegging its
exchange rate to a strong currency. All of these countries, it may be added, have
put inflation control at the forefront of their policies, and they have hesitated to
introduce active measures aimed at a return to high fates of growth.

In France the exchange rate/inflation pattern has borne certain similarities to
that of the "snake" countries, though at a generally higher rate of inflation and
with differences associated with interruptions in the French link with the "snake".
France withdrew from the arrangement during the period from January 1974 to
July 1975 and left the system again as from March 1976.

Like France, the United Kingdom and Italy have had high indigenous rates
of inflation. Even though the recent appreciation of their currencies against the
dollar has helped their inflation performance, consumer price inflation in France
and the United Kingdom is running at an annual rate of about 10 per cent, and in
Italy at close to 14 per cent. Inflationary expectations in these countries are still
deeply ingrained and formal or de facto indexation arrangements have helped to
perpetuate the inflationary process.

Though tempting, it would be risky to draw conclusions about the sustain-
ability of the exchange rate relationships and the inflation differentials that have
emerged over the past two or three years. On the one hand, it looks as if the
appreciation of various currencies against the US dollar had by late 1978 run far
ahead of the changes that would have been warranted by purchasing-power-parity
considerations alone. On the other hand, confidence factors have changed, as
reflected in currency diversification tendencies, and policy attitudes towards exchange
rate management may also have altered. Moreover, with the launching of the EMS
arrangements, a new initiative has been set in motion to enlarge the European area
of exchange rate stability. In view of the greater interest that many countries —
including the United States — now have in reducing the unexpected variability of
exchange rates, the most that can be said is that exchange rate fluctuations may diminish.
Other things being equal, this implies a tendency towards greater convergence
of inflation rates and a new policy challenge to those countries which significantly
reduced inflation through currency appreciation.

Wages, prices, productivity and unemployment.

In previous sections much has been said about the rôle of exchange rate
changes in aiding or hampering countries in their efforts to control inflation.
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However, the process is a complicated one, as it depends largely upon how the
domestic price/wage mechanism responds to beneficial or adverse price effects
originating from abroad. And of course this is only one factor among others helping
to explain international differences in inflation performance.

It has mainly been countries benefiting from the appreciation of their currencies
that have succeeded over the past two years in reducing their inflation rates to satis-
factorily low levels. The table below shows that these same countries — Japan,
Germany, Austria, Belgium, the Netherlands and Switzerland — have also been
very successful in bringing down, or keeping at a low level, the nominal growth of
industrial earnings or wage rates. In all of them, moreover, real earnings after
adjustment for current price inflation showed modest gains.

But some other countries have also managed to reduce their inflation rates to
appreciably lower levels — often even in the aftermath of exchange rate depreciation.
These include Sweden, Norway, Finland and Denmark, whose inflation rates in
early 1979 ranged from about 5 to 7 per cent. In these cases, too, growing moderation
in nominal wage gains may be observed, and in some instances, particularly in 1978
in Canada, Denmark, Finland and Sweden, it is evident that increases in real earnings
have been low or negative. Thus, these countries, partly within the context of
programmes to stabilise their currencies, succeeded in damping down the inflationary
spiral despite adverse external circumstances. An example to the contrary, of course,
is the United States, where nominal earnings speeded up in 1978 in the wake of the
earlier acceleration of inflation and decline of the dollar.

A third group consists of such countries as France, Italy and the United
Kingdom, where inflation rates have recently increased again and are running at
about 10 per cent, and more. Each of these countries, it may be added, has benefited

Countries

United States .

Canada . . . .

Japan

Germany . . .

France . . . .

Italy

United
Kingdom . .

Austr ia . . . .

Be lg ium. . . .

Denmark . . .

Finland . . . .

Netherlands . .

Spain

Sweden . . . .

Switzer land . .

Nominal and real earnings in industry
Nominal earnings*

1974

8.6

16.6

25.6

16.4

20.3

24.0

27.6

15.3

24.4

22.0

24.6

»7.»

31.3

13.7

13.2

1975

6.1

13.4

14.5

5.9

14.8

20.2

20.7

10.4

16.2

13.9

17.2

13.1

26.5

18.7

6.2

1976 1977 1978

changes from December to

7.7

12.7

1 1.2

7.2

15.1

28.7

12.3

7.2

9.5

11.4

14.0

B.4

29.8

11.0

1.1

7 .4

9.6

9 .3

9 .3

»2.»

22.9

11.2

4.4

8.7

10.2

7.9

6.5

27.0

8.9

2.1

9 .3

6 . 8

7.0

5.7

12.6

16.1

15.0
4.7

6.3

9.7

5.7

5.0

26.1

6.1

3.7

Real earnings

1974 1975 1976

December, in percentages

- 3 . 2

3.6

3.0

9 .9

4.4

— 1.0

7.0

5.1

7.5

5.6

6.6

5.6

1 1.4

1.9

5.2

- 0 . 8

3.6

6.3

0.5

4.7

8.2

—3.4

3.4

4.7

3.9

—0.8

3.7

10.9

9.0

2.7

2 .8

6.5

0.7

3.2

4.7

5.7

—2.4

0 .0

1.8

— 1.5

1.5

—0.;

8.3

1.3

- 0 . 2

1977

0 .6

0.1

4 . 3

5.6

2.8

7.0

- 0 . 8

0 .2

2.3

— 1.8

- 3 . 6

1.2

0.5

—3.4

1.0

1978

0.3

— 1.5

3.4

3.2

2.6

3.8

6.1

1.0

2.3

2.4

- 0 . 2

1.1

8.2

— 1.2

2.9

* Monthly, weekly or hourly earnings, except for figures in italics, which refer to wage rates.
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appreciably from exchange rate strength relative to the US dollar over the past year

or two. But, as the foregoing table shows, nominal earnings or wage rate increases

in 1978 ranged from 13 to 16 per cent. In France and Italy the substantial real wage

gains recorded th roughou t the 1970s have probably entailed a significant erosion

of business profits. In the United K i n g d o m the earlier progress made in reducing

inflation by means of incomes policy, which implied some gradual reduction in real

income, was halted by the sharp rise in real earnings in 1978.

More generally, it is possible that high rates of unemployment and slack labour-

market conditions have exerted some downward pressure on prices and wages in

many countries over recent years. But to what extent this has been the case is a

debatable matter. Last year measured rates of unemployment continued to be

very high by past standards in most countries. A l though unemployment declined

substantially in the United States, and to some extent also in Germany and Canada,

it increased further in such countries as Belgium, France and Italy.

Unemployment rates.1

Countr ies

United States.

Canada . . .

Japan . . . .

Germany . . .

France . . . .

United
Kingdom . .

I ta ly 3 . . . .

Belgium . . .

Netherlands .

Sweden . . .

Switzerland .

195"
highest

annuì

r-73
average

il rate

1975
December

1976
December

1977
December

19

June

78

December
1979
April

in percentages

6.8

7.1

1.5

3.7

2.7

3.8

. 8 2

6.3

2.7

2 .5

0.0

5.0

5.5

1.1

1.4

1.6

2.2

4 .0

3.7

1.5

1.5

0.0

8.2

7.0

2 .0

4 .9

4 .2

5.0

3.5

8.7

5.5

1.6

0.9

7.7

7.5

1.7

4 .4

4 . 3

5.6

6.8

9 .8

5.2

1.5

0.6

6 .3

8.5

2.1

4 .5

5.2

6.0

7.1

11.0

5.1

1.8

0.4

5.8

8.5

2.4

4 .4

5.2

5.7

7.1

9 .9

5.1

2.1

0 .3

5.9

8.1

2.3

4.1

5.8

5.5

7.4

1 1.1

5.3

2.1

0.4

5.8

7.9

2.1s

3.9

6.02

5.5

7.4*

11.02

5.12

2 .0

0 .4

1 As a percentage of the civilian labour force (in Belgium the insured labour force). Seasonally adjusted series
except for Belgium, Sweden and Switzerland. 2 March. 3 New series as from December 1976. «February.

I n c o n s i d e r i n g t h i s q u e s t i o n , o n e m a j o r c o n c e r n o f p o l i c y i s t h e t r a d e - o f f

b e t w e e n u n e m p l o y m e n t a n d i n f l a t i o n , t h e b r o a d i m p l i c a t i o n b e i n g t h a t i n f o r m u l a t i n g

d e m a n d - m a n a g e m e n t p o l i c y t h e a u t h o r i t i e s m u s t s t r i k e a c o m p r o m i s e b e t w e e n t w o

d e s i r e d o b j e c t i v e s . T h u s , a r e d u c t i o n i n u n e m p l o y m e n t c a n b e a c h i e v e d o n l y a t t h e

c o s t o f m o r e i n f l a t i o n , w h i l e a r e d u c t i o n i n i n f l a t i o n i s p o s s i b l e o n l y a t t h e c o s t o f

m o r e u n e m p l o y m e n t . A s s h o w n i n t h e g r a p h , s u c h a r e l a t i o n s h i p s e e m e d t o e x i s t

i n v a r i o u s c o u n t r i e s i n t h e 1 9 6 0 s . B u t s i n c e t h a t t i m e , a n d p a r t i c u l a r l y s i n c e t h e o i l

c r i s i s o f 1 9 7 3 - 7 4 , c o u n t r i e s h a v e g e n e r a l l y b e e n f a c e d w i t h b o t h r a p i d i n f l a t i o n a n d

h i g h u n e m p l o y m e n t .

A s t h e g r a p h s h o w s , i n f l a t i o n r a t e s h a v e g e n e r a l l y r e c e d e d s i n c e t h e t r o u g h

o f t h e r e c e s s i o n i n 1 9 7 5 , i n s o m e c a s e s b y s u b s t a n t i a l a m o u n t s . I n t e r e s t i n g l y , i n t h e

c o u n t r i e s w i t h c u r r e n c i e s a p p r e c i a t i n g i n d o l l a r t e r m s — G e r m a n y , S w i t z e r l a n d ,



Japan, the Netherlands and, more recently, the United Kingdom — inflation rates
have fallen quickly with little or no significant changes in the level of unemployment.
It might have been expected that a sharp decline in the inflation rate would be
accompanied by some relative inflexibility of wages. This would have implied higher
real wages and might possibly have curbed the demand for labour, thus leading to
higher unemployment. As discussed above, however, wage adjustments kept fairly
well in line with price movements in the appreciating countries and short-term
increases in unemployment were largely avoided. In France and Belgium the decline
in inflation has been accompanied by considerable increases in unemployment, but
this may partly reflect structural difficulties in such industries as steel and textiles.

Has the historic relationship between inflation and unemployment changed
in some fundamental way ? And is it now the case that inflation is itself a cause of
unemployment? Some of the arguments regarding these important questions have
been discussed in previous Annual Reports. Here it is sufficient to say that national
authorities would all like to reduce unemployment to a minimum over the long run,
but hold widely differing views on the way in which this objective may be achieved.
One approach, consistent with the inflation/unemployment trade-off thesis, is
exemplified by US expansionary policy over the past two or three years. In the
event unemployment was sharply reduced, but the costs in terms of inflation proved
much higher than had been anticipated. Another approach, as followed in Germany
and Japan, has leaned to the view that the taming of inflation is a precondition for
returning to sustainable long-term growth.

If anything, the experience of recent years, including the inflationary outcome
of the US upswing, has tended to confirm the need for cautious policies in pursuing
expansion. One reason for this is that structural factors in both industry and the
labour market have intruded with great force in the 1970s. Another is that, because
expectations have become more finely attuned to underlying economic conditions,
economic agents in goods, labour and financial markets now tend to respond tó
discretionary policy stimuli in ways that quickly activate inflation. To put it another
way, private-market price expectations have become increasingly sensitive in recent
years to changes in demand-management policies, and to some extent this appears
to have lessened the predictability of private-market responses to such changes.

With regard to the first point, it may be noted that overall measures of
unemployment no longer appear to be a good indication of the general economic
situation. In many countries the authorities consider that they reflect large elements
of structural unemployment not amenable to reduction by means of conventional
demand-management stimulus. In some countries structural problems have emerged
in industries affected by the rapid growth of competition from new overseas sources
and by global problems of over-supply in older industries. These problems, which
are evident in such industries as steel, shipbuilding, textiles and electronics, have
often been made more intractable by related local difficulties of labour immobility.
In many countries the skills offered have been inappropriate to the needs of the
economy and particular difficulties have been encountered in reducing unemployment
among young and female workers. Between 1973 and 1977, for example, the number
of young people under 25 years of age rose significantly as a proportion of the
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unemployed in the United Kingdom (from 25 to 46 per cent.), Belgium (22 to 34 per
cent.), the Netherlands (29 to 37 per cent.) and Germany (23 to 29 per cent.), while
remaining structurally high (between 40 and 60 per cent.) in the United States, Canada,
France, Italy and Sweden. The proportion of females among the unemployed has
also risen significantly in such countries as Canada, Italy and the United Kingdom.
Moreover, in western Europe — and in apparent contrast with the United States —
firms have seemed reluctant to take on labour owing to the strong commitment
this may imply in terms of job security regardless of economic conditions. Finally,
in some cases unemployment rates may have been swollen somewhat by the effects
of unemployment insurance schemes.

As to the second point, the principal difficulty has been experienced in the
area of price/cost relationships. It is not that national authorities see unemployment
as a means of combating inflation, but rather that they see no way of stimulating
demand without at the same time setting off a new spiral of price/wage inflation.
Some countries have sought to overcome this difficulty by recourse to some form
of incomes policy, but their efforts have met with mixed results. In the most recent
case — that of the United States — the use of voluntary price/wage guidelines seems
to have run into difficulties and the outcome is not yet clear. In the United Kingdom
a great deal was achieved through the incomes policies in effect from 1975 to 1978,
but events since last summer have shown how hard it is to maintain the framework
of such a policy and to shift flexibly to new pay norms. In recent experience, perhaps
the greatest success has been achieved by countries that have been able to follow
a determined policy of reducing inflation. In some of these countries — Germany
and Japan again being examples — the authorities appear to have been instrumental
in encouraging negotiations to proceed in terms of real rather than nominal
magnitudes.

Employment

Countries

United States Total economy
Manufacturing

Canada . . . Total economy
Manufacturing

Japan . . . . Total economy
Manufacturing

United Total economy
Kingdom . Manufacturing

France . . . Total economy
Manufacturing

Germany , . Total economy
Manufacturing

Italy Total economy
Manufacturing

1974

Tota

1975

and labour
I employment1

1976 1977

productivity.

1978 1974

Labour

1975

productivity2

1976 1977i 1978

annual averages, percentage changes

1.6
—0.1

4.3
3.0

—0.4
—0.5

0.4
0.6

0.8
- 2 . 6

— 1.9
—2.6

2.2
2.9

- 1 . 3
—8.6

0.9
—5.6

—0.3
—5.4

—0.5
—4.9

— 1.9
— 1.1

- 3 . 4
- 6 . 7

0.6
0.2

3.1
3.7

2.1
1.4

0.9
—2.7

—0.7
- 3 . 2

0.6
— 1.1

—0.9
—2.4

0.6
— 1.2

3.4
3.4

1.8
— 1.4

1.4
- 1 . 8

0.5
1.5

0.8
0.8

- 0 . 2
—0.8

1.0
—5.8

4.1
3.5

3.3
1.0
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—3.0

0.1
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- 1 . 0
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1 For France and Italy, civilian employment only.
of hours worked. '

2 In the case of manufacturing industry, adjusted for the number
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By what mechanism can cautious demand-management policies be expected
to lead ultimately to a resumption of growth? In countries that have pursued this
path, the main assumption seems to have been that inflationary expectations would
be gradually reduced and satisfactory cost/price relationships restored. In this way
profitability would improve and fixed investment outlays would rise. Of course,
there can be no certainty that such a strategy will prove successful. On the whole,
however, it has appeared over the past year to be working out this way in a number
of countries, not least Germany and Japan. One contributory factor —• a largely
unexpected and perhaps transient one — was the terms-of-trade benefit deriving
from exchange appreciation. More fundamentally, it is a question of the behaviour
of earnings in relation to labour productivity.

As pointed out in Chapter II, labour productivity gains in the economy as
a whole have been disappointingly low in a number of countries in recent years.
In the United States and Canada, for example, overall labour productivity has on
average shown only negligible increases since 1973, while there have been unusually
large gains in total employment. Elsewhere, particularly in France, Germany and
Japan, increases in overall productivity have been more impressive, though with
much smaller additions to the active labour force. However, when one looks at
labour productivity in the manufacturing sector alone, with adjustments to allow
for hours worked, the picture changes appreciably. In general, the labour productivity
gains are there seen to be higher, in some cases substantially so, and have usually
been accompanied by marked relative shifts in the labour force from manufacturing
to other sectors, mainly services. In the absence of satisfactory price indices of
manufacturing output with which to compare these data, it is difficult to be precise
about the implications for profitability. However, crude comparisons with the changes
in real earnings in industry (i.e. nominal earnings adjusted for the rise in consumer
prices) leave a firm impression of well sustained or improved profitability in industry
last year in many countries, except apparently in Italy and the United Kingdom.

Some implications of recent developments.

Developments over the past year or two have shed new light on the inflationary
process, the international transmission mechanism and the problem of policy co-
ordination among countries.

On the national level, the experience of the United States has been particularly
revealing. As events have shown, it is not possible for a country, especially a large
reserve-currency country, to rely on floating exchange rates as a means of pursuing
independent domestic policies without adverse external repercussions. The relative
strength of US domestic demand, together with the domestically induced resurgence
of price inflation, contributed through the decline in the dollar to strong inflationary
feedbacks in an already overheating economy. Hence, despite the wider benefits
implicit in its earlier "locomotive" rôle, the US economy no longer seems to be in
a position to sustain a level of domestic demand significantly higher than that
existing elsewhere. Whether this is a basic weakness of the flexible exchange rate
system is not yet clear. The outcome will depend on the ability of other major
industrial economies to maintain their growth more independently than in the past.
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Elsewhere, it has been encouraging to see the extent to which countries
pursuing cautious expansionary policies have been able further to reduce inflation
and, it is to be hoped, inflationary expectations as well. Admittedly, the countries
with appreciating currencies have had the greatest success in this regard; however,
the domestic price benefits to be derived in this way are not available to all countries,
nor to any one country for an indefinite period. Interestingly, the United States
itself, by its lapse into high rates of inflation and external deficit, has made it easier
for other countries to bring down their own inflation rates through appreciation.
But just as exchange rates can "overshoot", so too can inflation differentials. The
greater exchange rate stability observed since late 1978 will, in effect, bring to light
the underlying price performance of the strong-currency countries.

It would be wrong, however, to associate price performance too closely with
exchange rate movements. In the first place, a number of other countries, such as
Finland, Norway and Sweden, have made substantial progress in the fight against
inflation even though on occasion they have had to accept some exchange depreciation.
In the second place, an appreciating currency brings only transitory improvement
on the prices front unless the price benefits can also be translated into better
performance with respect to wage earnings. On this score, a number of countries,
with appreciating currencies or otherwise, have registered successes in lowering both
price inflation and the rate of nominal wage increases. Slack labour-market conditions
may have contributed to this, but so too did the authorities' persistent efforts to
encourage reasonable negotiated wage settlements. The major setback occurred in
the United Kingdom, but nominal wage gains have also continued to be stubbornly
high in France and Italy.

Another implication is that sensitive response mechanisms are, in a sense,
already mortared into the price/wage structure, in the form either of de facto and
formal indexation arrangements or of adaptive behaviour based on past experience.
Just as earnings behaviour has adapted with considerable flexibility to a decelerating
rate of price inflation, so may the reverse process quickly set in if inflation again
accelerates. Higher rates of inflation may also unhinge existing wage differentials and
stimulate more aggressive wage bargaining. In addition, the dynamics of the modern
inflationary process are such that it is very difficult to bring the rate down in an
acceptable and sustainable manner over any reasonably short period. Again, US
experience over the past two years has tended to confirm earlier misgivings in all
these respects. It is no wonder, therefore, that the authorities in many countries
are very sensitive to any rekindling of inflation and ready to react quickly. Such
sensitivity may be particularly acute where a rapid decline in inflation has been
achieved with the help of currency appreciation and hence some reversion to a
higher underlying inflation rate is feared.

Recent experience also lends support to views which have put increasing
emphasis on "supply side" problems. For a variety of structural reasons, it would
appear that excess capacity and effective unemployment may be significantly less
than suggested by the conventional statistical aggregates. Among the factors involved
have been changes in relative prices (particularly for energy supplies), low rates
of fixed investment in the 1970s and low labour mobility linked partly to slower
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growth. Moreover, owing to uncertainties regarding price/cost relationships, and in
some cases because of high real wages, firms have been reluctant to hire additional
labour. It must be remembered, too, that the protracted period of high inflation
rates created its own distortions, and that an extended phase of price deceleration,
however gradual, has tended to lay these bare.

On the international level, supply inelasticities also seem to be an important
constraining factor in the present situation. As we have seen, with demand still
expanding in North America and Japan, the renewed recovery of demand and output
that began in western Europe last summer appears to have contributed to the sharp
rise in world commodity prices that has occurred since that time, and even to higher
oil prices. Some change in overall demand conditions, induced perhaps by a slowing-
down of the US economy, could alter this picture, but the broader implications are
not favourable. It would appear that the industrial countries can no longer expand
very fast as a group without touching off a substantial rise in the prices of inter-
nationally traded commodities.

On both international and domestic grounds, therefore, the industrial world
may have to be content with lower rates of growth than it was accustomed to in
the past. Moreover, to avoid disruptive movements in exchange rates, these rates
of growth — or, more specifically, the degree of demand pressure and capacity
utilisation — should be more uniform than has recently been the case. Finally,
countries should energetically pursue "supply side" policies aimed at encouraging
investment, increasing labour mobility and eliminating structural imbalances.
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IV. D O M E S T I C M O N E T A R Y A N D C R E D I T

D E V E L O P M E N T S A N D P O L I C I E S .

Monetary and financial developments in the industrial countries last year
bore the imprint of the cyclical divergences discussed in the preceding chapters.
In most cases the medium-term aim of monetary policy was still to help moderate
inflation by gradually bringing down rates of monetary expansion and/or by
supporting the domestic currency in the exchange markets. In the event, however,
US monetary policy accommodated a rapid growth of total credit and a strong
economic recovery. In consequence, the US dollar suffered a sharp decline and
currency appreciation became a real threat to the still weak economic upturn
in a number of other countries. In the context of large-scale exchange-market
interventions, monetary expansion quickened in Germany, Japan and Switzerland.

The situation changed after November, when a significant further rise in
US interest rates helped to strengthen the dollar and established the preconditions
for a moderate tightening of monetary policy in several countries. By early 1979
accelerating inflation had become a central concern of the monetary authorities in
the majority of the industrial countries.

Monetary developments and policy problems.

The monetary aggregates. Since the early 1970s the pace of monetary expansion
in most of the industrial countries has slowed down considerably. This can be

Rates of expansion of the money supply.
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seen most clearly in the broad monetary aggregates, which are generally less subject
than the narrow ones to fluctuations induced merely by changes in interest rate
differentials. As shown in the table, the growth rate of the broad money supply
was lower in the period 1974-77 than in the years 1970-73 in all the industrial
countries except Italy and Canada.

This development largely reflects the fact that efforts to stabilise and bring
down monetary growth rates have become a deliberate element of policy in a number
of countries as a result of the rapid inflation experienced in the early 1970s. By the
summer of 1978 norms or projections for the growth of the monetary aggregates
had been adopted and published by eight of the Group of Ten countries and
Switzerland — the aim generally being to help modify expectations of price increases
and to consolidate progress made in reducing the rate of inflation. For technical and
institutional reasons, of course, the operational targets varied widely from country
to country. Other countries continued to consider that their stabilisation efforts
would be better served by laying emphasis on interest rates and exchange rates.

By previous standards monetary expansion was unusually rapid in the early
1970s and by and large it continues to be quite fast. In many cases, however, this
is broadly consistent with the view that the curtailment of money growth has to
be gradual in order to avoid economic disruption. To a degree the recent high rates
of monetary expansion in such countries as France, the United Kingdom and
Canada reflect this gradualist approach. More disquieting is the fact that the US
rate of monetary expansion in 1976 and 1977 was scarcely below its peak in the
early 1970s at a time when the rate of growth of the broad money supply in
Germany and Japan had slowed down considerably. Last year, however, the
favourable performance of these countries was interrupted largely by exchange-
market developments, which caused monetary expansion to accelerate again.

In seeking to curb the growth of the money supply, countries have been influenced
by three main considerations. The first was a desire to avoid upward pressure on
interest rates which could jeopardise the recovery of the domestic economy. This
gave rise to the well-known dilemma with which the US authorities were faced
between 1976 and 1978 and which also came to play a rôle in Germany. The second
was a reluctance to accept an excessive currency appreciation which would also tend
to depress domestic economic activity, mainly through its effects on exports. This
was the problem which confronted the German and Swiss authorities in a very
acute form last year but which has also emerged from time to time in the United
Kingdom. The third was an awareness of the purely technical difficulties of
establishing and implementing monetary control objectives. Here, two of the major
difficulties encountered last year were large international shifts in currency portfolios
and destabilising reactions in government security markets to short-run or random
departures of monetary expansion from the target course.

Interest rate developments. In the United States nominal interest rates on money-
market instruments and bank prime lending rates rose quite steeply last year, with
the latter going up from 8 per cent, in March 1978 to 11% per cent, twelve months
later. In Germany and Japan, by contrast, these rates recorded a slight decline in
early 1978 and then remained practically stable until the spring of 1979, when a
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modest rise was encouraged in both countries by increases in discount rates. What
is striking, however, is that the rise in US rates was so heavily concentrated at the
end of 1978 after the dollar had declined. Until then the Federal Reserve had sought
to moderate the rise in interest rates through open-market operations even though
the rate of expansion of the narrowly defined money supply was running consistently
above the upper limit of the authorities' target range. Moreover, adjustments in
Federal Reserve discount rates tended to follow increases in market rates instead of
leading them.

It is also interesting to compare prime rates with rates of inflation in the
countries concerned. In the United States the margin by which prime rates exceeded
the rate of inflation seems to have been falling until November, whereas it was
rising in Germany and Japan. A similar tendency for "real" interest rates to remain
relatively low in the United States is evident in the capital market.

In Japan nominal bond yields edged up in the summer and autumn of 1978
and in Germany they actually went up by over 1 y2 percentage points between
March 1978 and March 1979 — a larger rise, in absolute terms, than was recorded
in US yields during this period. The authorities' ability to influence these rates
directly may be limited, at least in countries with broad capital markets, and the
divergence in "real" bond yields may simply have reflected market expectations
that rates of inflation would tend to converge in the long run. Yet it seems unlikely
that the increase in yields in Germany was entirely due to this factor. Until at least
early 1979 rises in yields may not have been an accurate reflection of the wishes
of the authorities, given their desire to foster the domestic economic recovery
and to ward off pressure on the Mark. During most of 1978 policies with respect
to bank liquidity were fairly generous. However, the large government borrowing
requirement, together with a recovery of private demand for credit, weighed on
the markets. In Switzerland bond yields moved down but, as in Germany and
Japan, remained fairly high in relation to the rate of inflation.

In the United Kingdom interest rates at both short and long term rose steeply
in the course of 1978. The main reasons were the worsening prospects for wage
and price stability and the fact that the authorities encouraged a rise to ensure that
sales of gilts were sufficient to keep monetary expansion in line with the targets. In
early 1979, however, a sharp downward correction took place when the outlook
for sterling and for monetary control improved.

In most other European countries movements in interest rates last year were
linked in varying degrees to exchange-market developments. Money-market rates
and bank prime lending rates edged down in France, Italy and Denmark, although
in the last two countries they remained relatively high. In Belgium and the
Netherlands, on the other hand, rates rose steeply for a time in the autumn when
the stable relationship between these currencies and the Deutsche Mark was once
again tested in the exchange markets. Bond yields declined somewhat in France and
remained stable in Italy but rose in Belgium and the Netherlands, apparently in
sympathy with the trend in Germany. In early 1979 nominal yields showed some
tendency to converge in countries that were linking their currencies in the context
of the European Monetary System. The fact tjiat in nearly all these countries



— 57 —

Prime rates, bond yields and changes in consumer prices.
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bond yields remained comfortably above the domestic rate of increase in consumer
prices may have been partly due to market forces but it also generally reflected
the authorities' deliberate intention — born in some cases of unpleasant previous
experiences — to ensure that the external flank was protected.

The United States î Policy priorities and monetary control.

From early 1975 to November 1978 US monetary policy appeared to be
directed mainly at sustaining growth and reducing unemployment. Although the
monetary target ranges were gradually lowered, the aggregates continued to grow
quite rapidly, leading to substantial overshooting in the case of the narrow money
supply. This may have contributed to the growing impression that the US
authorities were attaching too little importance to reducing inflation and the
external deficit.

The stabilisation measures taken on ist November 1978 came none too soon;
however, they seemed to mark a new departure in US policy, particularly with
respect to the international position of the dollar. Now, quite clearly, the external
effects of policy, and the domestic inflationary implications of external developments,
moved more to the forefront.

This shift of emphasis gave rise to a new concern : how to use monetary policy
to help bring about a decisive slowdown in inflation without moving abruptly into
recession. The problem does not lie simply in the determination displayed by the
authorities; it also springs from continuing institutional changes which have made
it difficult to measure and control the degree of monetary stimulus.

The problem of control stems partly from the fact that the acceleration in
inflation and higher nominal interest rates have induced the private sector to redouble
its efforts to economise on idle cash balances. Furthermore, a variety of institutional
and regulatory changes have altered the relative attractiveness of different types of
bank and non-bank deposits and stimulated the growth of money-market mutual
funds. In the long run such changes merely cause an upward trend in the velocity
of the narrowly defined money supply. In the short run, however, they blur the
distinction between alternative concepts of money and create problems for policies
oriented towards control of the money supply. Another problem, which is not
confined to the United States, is that propensities to save and invest also appear to
have displayed unexpected variability.

What the intermediate targets of monetary policy should be depends on the
relative stability of monetary and real behavioural relationships. It is usually agreed
that if monetary relationships, in particular the demand for money, are thought to
be more stable and predictable than saving and expenditure relationships in a given
set of circumstances, control of the money supply can be expected to yield better
economic results than the control of interest rates. The reverse will be true, of
course, when monetary relationships appear less stable than expenditure relationships.
There is no simple rule which suggests that the targeting of the money supply is
preferable in all circumstances. Nevertheless, the high and variable rates of inflation
characteristic of the 1970s have rendered monetary policies oriented towards
nominal interest rates especially problematical. It has become more difficult to ascertain
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the level of real interest rates, which is the relevant factor in real saving, consumption
and investment decisions.

Admittedly the US monetary authorities have faced many other operational
uncertainties in recent years. As far as the money stock is concerned, a proliferation
of regulatory changes and innovations has considerably reduced the differences
between non-interest-bearing demand deposits on the one hand and interest-bearing
time and savings deposits on the other. A number of these changes, such as the
introduction, from 1972 onwards, of so-called negotiable order of withdrawal (NOW)
accounts at mutual savings banks and demand deposit accounts at some mutual
savings banks and savings and loan associations, involved the creation of deposit
facilities which served as good substitutes for ordinary commercial-bank demand
deposit accounts. In addition, the introduction of facilities for making pre-authorised
transfers from savings accounts at commercial banks to demand deposit accounts
and the provision of savings account facilities at commercial banks for government
bodies and businesses gave these accounts new liquidity characteristics. Further
regulatory changes in 1978 permitted commercial banks to make automatic transfers
between savings deposits and demand deposits, but the legal validity of these changes
is under review. As a result of these and other changes the distinction between
savings and demand deposits has become very fine indeed.

Other regulatory changes also altered the impact that policy-induced changes
in interest rates have on financial flows and the economy. In mid-1978 commercial
banks and thrift institutions were permitted to offer six-month money-market
certificates in denominations attractive to holders of savings deposits who were
sensitive to interest rate differentials. To a large extent the new certificates were
intended to help insulate the housing market from a loss of mortgage funds. At
the same time, however, such measures blunt the ability of the monetary authorities
to reduce aggregate demand by restricting the funds available to deposit institutions.
Greater emphasis on rationing the amount of credit provided by the commercial
banks and thrift institutions by means of interest rate mechanisms, rather than in
the quantitative way implied by interest rate ceilings on deposits, may have altered
the impact of interest rate increases of a given size on total credit flows and aggregate
spending.

Monetary control may also have been weakened by the commercial banks'
use of techniques of "liabilities management" and their growing dependence on non-
deposit liabilities. In particular the use of security repurchase agreements, whereby.
a bank essentially sells to non-banks a security in its portfolio under an agreement
to repurchase it at a future date, could have reduced recorded demand deposit balances.
The importance of the growth of these repurchase agreements was indicated by the
recent proposal to make them subject to reserve requirements. The increasingly
efficient use of demand deposit balances by businesses utilising electronic and
computer technology also appears to have contributed, at certain times, to keeping
reported monetary growth rates below those of comparable earlier periods of cyclical
revival.

The problem of monetary control may also have been complicated by the
shrinkage of membership in the Federal Reserve System. Commercial banks outside
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the Federal Reserve System are subject to lower reserve requirements than those
within it, and in many cases their reserves may be held in interest-bearing forms.

While due allowance must be made for these numerous technical and
institutional factors, it appears nonetheless true that until late 1978 the US monetary
authorities laid greater stress on sustaining expansion than on reducing inflation.
On the one hand, the changes in the institutional environment have perforce removed
some of the trigger mechanisms of credit rationing, particularly in the housing market,
that used to be a predictable element of real monetary restraint. On the other hand,
with monetary restraint now more dependent on the level of interest rates, there
has been great uncertainty as to how high rates would have to be pushed in order
to achieve the desired degree of tightness. What is certain is that there has been no
"credit crunch" of the kind witnessed in the 1960s, although nominal interest rates
are now thought to be comparatively high. The monetary authorities appear to
assume that holding them at about this level will contribute to a gradual slowing-
down of the real economy — a "soft landing".

Exchange-market problems and monetary policies.

As a result of US developments last year, a central problem for other countries
was how to adapt their monetary policies to instability in the exchange markets,
particularly that for the dollar.

The severity of the dilemma faced and the responses to it differed widely,
with countries essentially falling into three broad groups. In the first were
Germany, Japan and Switzerland, whose currencies bore the brunt of the dollar's
weakness and which ultimately responded first to upward and then more recently to
downward pressures on their currencies mainly by undertaking massive exchange-
market intervention. In the second group were a large number of countries whose
higher underlying rates of inflation apparently made their currencies a less attractive
refuge from the dollar. For instance, France, the United Kingdom and Italy were
able, through a combination of interest rate adjustments, moderate exchange-market
intervention and moderate exchange rate appreciation, to limit the impact of external
developments on domestic monetary conditions. A third group consisted of the
smaller countries in the European joint float, which accepted fairly tight money-
market conditions for some time as the price of having their currencies appreciate
with the Deutsche Mark.

In Germany the Bundesbank had added substantially to its reserves in late 1977
and early 1978. Following a brief respite in April and May, intervention purchases
of dollars and "snake" currencies rose to a new peak in October. Though it was
clear by the summer that the annual average growth in central-bank money (currency
plus banks' required reserves against domestic liabilities calculated at unchanged
ratios) would exceed the 8 per cent, target for the year, the authorities not only
refrained from attempting to sterilise the inflows but even took action to increase
banks' free reserves further. No doubt one aim was to avoid upward pressures on
interest rates which might have encouraged further inflows, but another consideration
seems to have been the weakness of the domestic economy and the belief that the
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appreciation of the Deutsche Mark could be depended upon to slow the pace of
inflation. A total rise of n per cent, in central-bank money in the course of 1978
was more than accounted for by the Bundesbank's net purchases of foreign exchange,
which contributed 15 percentage points. These purchases were equivalent to over
3 per cent, of the broad money stock. The contribution to monetary expansion in
1978 made by the external item in the monetary survey was less than that, however,
as a large part of the inflows involved non-resident funds which entered via the
banks and which are not counted in the domestic money supply.

As the economic recovery strengthened, the authorities became increasingly
concerned at the possibility of new domestic and imported inflationary pressures,
partly as a result of more stable exchange rate relationships in the European
Monetary System. While taking advantage of the strength of the dollar in early
1979 to sell foreign exchange totalling the equivalent of over DM 7 billion in
February-March, from November 1978 onwards the Bundesbank took measures to
tighten bank liquidity, raising the discount rate from 3 to 4 per cent, in March. The
monetary target set for 1979 seems to imply that no attempt will be made to
reverse the overrun in 1978 but that the authorities will endeavour to avoid à
repetition of that experience.

In Switzerland the authorities were at first very reluctant to jeopardise the
achievement of their monetary objectives through large-scale exchange-market
intervention and sought with little success to ward off pressures on the Swiss franc by
direct controls on non-resident placements in Switzerland and action to bring down
interest rates. By the end of September the effective exchange rate of the Swiss franc
stood 30 per cent, higher than a year earlier in real terms — at a level clearly
intolerable for the domestic economy if it came to be regarded as permanent. Convinced
that they were faced with a shift of large but uncertain proportions in the demand
for Swiss francs, the authorities decided to abandon their monetary target, at least
temporarily, announcing that they would intervene in the exchange market to the
extent necessary to restore the Swiss franc to a rate "clearly over Sw.fr. 0.80
per Deutsche Mark" and hold it at that level. The purpose was to give the
exchange market what seemed to have become a necessary basis for stable
expectations even at the risk of a resurgence of inflation in Switzerland. Reflecting
mainly the large-scale intervention required to stabilise the exchange rate, the rise
in the National Bank's foreign exchange reserves (net of swaps with the banks)
contributed 20 percentage points to the growth of the adjusted monetary base in the
course of 1978 and was equivalent to 10.7 per cent, of the volume of Mx at the
beginning of the year. Despite substantial sales of sterilisation certificates to the banks,
the adjusted monetary base grew by 21 per cent., following a rise of 26 per cent, in
1977, likewise due to official purchases of foreign exchange. In early 1979, however,
the authorities were able to absorb liquidity on a considerable scale through sales
of dollars.

In Japan the authorities' periodic efforts to resist the appreciation of the
yen led to an increase of 44 per cent, in the official reserves in 1978 as a whole.
The expansion of reserve money, at 15 per cent, compared with 8y2 per cent, in
1977, was quite substantial. That it was not higher still was partly due to the
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large amount of government securities which the authorities sold to the banks and
the public. The impact of inflows of funds on the growth of the money supply
was in the event fairly limited.

Exchange-market developments in Italy, France and the United Kingdom were
on the whole less dramatic, though each of these countries faced periods of fairly
strong upward pressure on their currencies. In Italy interest rates were kept fairly
high and the effective exchange rate of the lira was allowed to decline slightly. A
considerable rise in the external reserves and the repayment of officially inspired
balance-of-payments borrowing — in themselves very welcome — nevertheless
contributed 14 percentage points to a 24 per cent, increase in the monetary base
(excluding postal deposits). In France the authorities were able, by adapting interest
rates and public-sector borrowing abroad, to keep the effective exchange rate
fairly stable while avoiding excessive monetary expansion. Intervention purchases
of foreign exchange were, it is true, substantial at times and for the year as a whole
the rise in the Bank of France's external position, originally expected to be neutral,
contributed nearly one percentage point to the increase in the broad money supply.
In the United Kingdom both the external value of the currency and interest rates
fluctuated markedly during the year. Reflecting mainly developments in the spring
of 1978 when sterling was weak, public-sector external financing (including
movements in the official reserves) exerted a contractionary influence on monetary
expansion in 1978 as a whole.

Of the "snake" countries, Belgium and the Netherlands again had resort to the
by now familiar technique of permitting flexible adjustments in money-market
conditions to protect their currencies in the exchange market, encouraging short-
term interest rates to rise to whatever level seemed necessary for the purpose. To
achieve this end they reinforced the restrictive effect of outflows of funds by
reducing the refinancing facilities available to banks and raising their cost, particularly
in respect of additional borrowing. For October-December 1978 the Belgian
authorities also imposed a ceiling on bank credit and introduced provisions to
prevent banks from disposing of government securities. Sharp rises in money-
market interest rates were, as usual, reflected in temporarily higher charges for bank
credit — which itself helped to limit outflows of funds — but capital-market yields
could be shielded to a considerable extent. In 1978 as a whole the official reserves
of both countries registered a slight decline.

N e w policy conflicts : Monetary expansion, interest rates and exchange rates.

Far from disappearing, the classic dilemma — that of a conflict between
domestic and external objectives — seems to have re-emerged under floating exchange
rates in a new guise. The conflicts involved can be viewed in terms of the relationship
between rates of monetary expansion, interest rates and exchange rates. With inflation
being gradually brought down, the countries which were most successful in curbing
monetary expansion also experienced declines in interest rates and appreciating
exchange rates.

What the graph on page 63 reveals, however, is the difficulty countries have
had in stabilising all three variables simultaneously. Over the past two or three
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years Japan and, until recently, Germany and Switzerland have experienced fairly
stable and moderate rates of expansion of the broad money supply, while their rates
of interest — as indicated by sensitive money-market rates — remained almost static
or recorded only moderate declines, except in Switzerland where they reached zero.
Though the currencies of these countries could have been expected to appreciate,
the actual rise was far greater than had been anticipated by the authorities or,
apparently, by the market. In the United States rates of monetary expansion, though
seemingly moderate by comparison with some other countries, were associated with
relatively high rates of nominal aggregate demand. Short-term interest rates rose
steeply last year, but not soon enough to keep monetary expansion on course. And,
in the event, the increase in interest rates was by no means as fast or as large as those
experienced at times in countries which have sought more consistently to stabilise
their currencies in the exchange markets.

Some countries — France, for instance, and in 1978 also Italy and the United
Kingdom — have been fairly successful in stabilising the effective exchange rate of
their currencies by steering a middle course between the dollar and the strong
currencies — as have been Belgium, the Netherlands and Denmark in achieving
their more ambitious objective of stabilising their currencies against one another
and (apart from occasional adjustments) the Deutsche Mark. But all these countries
have had to accept very large swings in interest rates and in some cases in the money
supply too. In Denmark and Italy interest rates have been less variable than in the
other countries but their levels have been kept extraordinarily high.

The difficulties which the authorities may encounter in attempting to reconcile
their stabilisation goals for the money supply and interest rates are well documented.
But the recent problems they have had in attempting also to meet exchange rate
objectives, when confronted with unanticipated economic or financial developments
at home or abroad, add a striking new dimension. In addition to causing great
uncertainties, exchange rate movements may overshoot differences in monetary
developments and relative prices. If, say, in response to expansionary monetary
impulses from abroad, some currencies appreciate too much, a contractionary
influence may be exerted on aggregate demand in the countries concerned. And if, in
these circumstances, countries feel compelled to intervene heavily, then clearly the
monetary impulse will be transmitted as under a more stable rate régime. Flexible
exchange rates may fail, therefore, to permit monetary developments in individual
countries to be insulated as easily as had once been expected — at least in some
quarters.

Overshooting of exchange rates is not a new phenomenon and there are a
number of reasons why it might be expected to recur from time to time under a
system of floating rates. In recent years Italy and the United Kingdom, for instance,
suffered from an apparent tendency for their exchange rates to depreciate ahead
of developments in relative monetary conditions in a way which seemed to be
contributing directly to their inflation. But in those years the concomitant tendencies
for the exchange rates of some other currencies to rise were moderate in scope.
Indeed, with rates of inflation high everywhere and with price/cost adjustments
apparently occurring with increasing speed, modest exchange rate appreciation came
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to be widely regarded as helpful in bringing down domestic rates of inflation — in
some countries monetary policy was actually designed to encourage this. It had
always been recognised, however, that an excessively rapid appreciation could have
very damaging effects on a country's competitive position and, if it came to be
regarded by entrepreneurs as permanent, on its output and employment levels.
Unlike the depreciation of less important currencies, last year's decline in the dollar
did entail a substantial rise in the effective exchange rates of many other currencies.
Moreover, since the ones most affected were those of countries where rates of inflation
were already quite modest, it seemed unlikely that prices and wages could bear the
full burden of adjustment.

That the dollar's decline last year was so large may reflect a number of factors.
Exchange rates are determined in asset markets where a variety of forces come
into play. With trade flows and economic activity normally quite slow to adjust to
changes in relative prices, markets for financial assets have to bear the brunt of the
adjustment in the short run. Financial markets seem not only to respond to the state
of the external accounts and to current policy developments but to allow, in addition,
for the expectation that differences in policy approaches and economic developments
will continue well into the future. At the same time markets' judgements of policies
evidently respond not only to proclaimed intentions but also to the varying
credibility of monetary authorities with differing records of effectiveness in the
struggle against inflation. Moreover, uncertainties in the exchange markets may
simply have become so great last year that participants were unwilling to take
positions in support of the dollar.

The situation was aggravated by the fact that the dollar plays a large rôle as
an international trading and reserve currency and is widely held by residents of
foreign countries. Thus, foreign holders experienced a steep decline in the value
of their dollar balances — measured in domestic currencies or in terms of their
purchasing power — which to some extent may have depressed their own spending.
Furthermore, they seem to have reacted to the dollar's decline by attempting to
diversify their currency portfolios. Only a movement of this sort could account for
the strength of the upward pressures experienced by the Deutsche Mark, the Swiss
franc and the yen. To some extent these shifts in portfolios may be irreversible and
there is much uncertainty as to how far the process still has to run.

Government and private-sector financing.

A composite picture of monetary expansion set in relation to developments
in the banking system's net foreign assets and in bank credit to the domestic economy
is given in the table below. In most cases figures for changes are based on flow data
that exclude valuation changes, which can be substantial for the foreign item in
particular.

The most notable difference between credit developments in the United States
and those in other countries lies in the trend of credit to public authorities. It
should be noted, however, that the US figures include only commercial banks' holdings
of Treasury securities, which they cut back last year to help finance a 12 y2 per cent.
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C h a n g e s in t h e b r o a d m o n e y s t o c k and t h e c o n t r i b u t i o n s of d o m e s t i c c r e d i t
and e x t e r n a l c o u n t e r p a r t s . 1

Country

Broad
money stock2

1976 1977 1978

Dec-Dec,
in percentages

Net foreign
assets3

Credit to public
authorities*

Credit to
enterprises and

individuals5

1976 1977 1978 1976 1977 197*8 1976 1977 M 978

contributions to the change in money stock6

United States . .

Japan

Germany . . . .

France

United Kingdom

Italy

Belgium . . . .

Netherlands . .

Denmark . . . .

Sweden . . . .

Canada

11.4

13.5

8.2

12.8

10.6

21.1

13.1

25.0

11.5

5.0

14.1

9.3

1 1.1

1 1.2

13.9

7.7

21.9

9.1

3.6

9.8

9.0

11.6

8.3

13.1

11.0

12.3

13.5

22.6

7.8

4.2

6 . 7

1 7 . 7

12.5

—0.2

0.7

1.7

— 1.1

- 0 . 6

—2.1

0.8

—8.9

- 1 . 5

— 1.0

- 4 . 0

1.7

1.9

0.6

9.7

1.7

—0.5

- 1 . 2

- 2 . 9

1.8

—0.5

— 1.7

1.0

1.2

0 .9

1.1

4.1

- 4 . 8

4 .8

- 0 . 9

— 1.4

- 0 . 8

2.8

4 .4

5.9

2.1

9.3

11.0

8.6

3.7

7.7

—0.8

1.1

—0.3

3.6

4 .8

0.1

—6.3

11.2

4.6

1.5

4 .5

4 .4

0.9

—0.9

6.1

6.1

0 .3

5.4

14.1

9.7

3.6

3.2

10.7

0.9

6.9

12.0

12.7

13.9

9.6

14.6

8.1

8.2

13.6

10.7

15.1

12.2

9.0

12.9

13.2

8.0

7.3

9.3

24.4

9.0

12.8

12.5

12.9

10.1

15.1

13.3

10.5

5.3

6 . 0

3 0 . 4

5.9

11.9

13.0

< Based on national sources. * For Germany M3; for the United Kingdom sterling M3; for other countries M2.
* For France the Bank of France only; for the United Kingdom includes public-sector borrowing abroad (—);
for the United States includes official assets, liabilities to foreign official institutions (—) and other bank-
reported claims vis-à-vis non-residents (net). " For the United States commercial-bank holdings of Treasury
securities only; for France and Denmark central government only; for the United Kingdom public sector including
public-sector borrowing abroad; for Canada commercial-bank credit only. 5 For the United States and Canada
commercial-bank credit only. 'The percentage contributions of the counterparts add up to the percentage
change in the money stock, except for differences due to balance-sheet items not shown — the principal one
being domestic non-monetary liabilities of banks.
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fairly weak, a sharp rise in lending for speculative purposes, including real estate,
construction and trade, was noted towards the end of 1978. Of course, a rise in
housing construction had led a general economic recovery in these countries on
previous occasions, but it is hard to believe that last year's large rise in credit for
housing and real estate was not influenced by fears of the re-emergeace of inflation.
In the other industrial countries the expansion in private demand for credit was
fairly modest, mainly reflecting continuing weakness of the economy.

Credit ceilings were in effect last year in Japan, France, Italy, the Netherlands
and Denmark, and during the last two months of the year in Belgium. In a few cases —
notably that of Italy — they reflected the need, given the enormous government
borrowing requirement, to ration credit to the private sector as a means of overall
liquidity control. In Italy the ceilings were liberalised somewhat in early 1979 in
order to support the economic recovery. But credit ceilings did not operate
restrictively last year in France, where lending generally remained within the norms
(which have been tightened somewhat for 1979), or Japan, where the ceilings
effectively endorsed the lending projections of the banks until the final quarter of
1978. For the first two quarters of 1979 "window guidance" was tightened in a
selective effort to limit lending for non-manufacturing activities. In the Netherlands
the ceiling related to lending financed from monetary resources. The banks were
able to expand their credits as sharply as they did, while remaining generally
within the ceiling, only by having extensive recourse to the capital market and by
accepting large amounts of savings deposits.

In considering the implications of bank credit-granting for the money supply,
it has to be borne in mind that in the United States banks' managed liabilities,
including certificates of deposit, began to grow very rapidly from the autumn of
1978 onwards. At the same time, banks also obtained funds on a considerable scale
under security repurchase agreements (often on an overnight basis but not included
in the money supply) and from an enormous rise in Federal Reserve float. They
also sharply stepped up their Euro-dollar borrowings around the turn of the year,
but their claims on banks abroad seem to have risen even more sharply in this
period. In Germany and Japan, too, the growth of long-term liabilities was as usual
a fairly large counterpart of credit-granting, thus helping to limit the expansion of
the broad money supply.

Government financing. Public-authority (or public-sector) borrowing requirements,
which in principle reflect deficits on a national accounts basis plus lending to the
economy for policy purposes, had narrowed progressively in a number of countries
since 1975. But last year they widened again in most countries other than the
United States, where there was a further decline. In relation to gross national
product these requirements were particularly large in Italy (where the sharp increase
reflected earlier delays in approving tax measures), in Japan and in Belgium, where
the rise has continued unabated since 1973. Broadly similar developments are
evident in central-government financing requirements, which, except in Japan,
accounted for the bulk of the broader public-authority or public-sector requirement
last year. In the United States the state and local governments remained in surplus
even though the "taxpayers' revolt" was beginning to erode the strength of their
finances.
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In the United States the striking element in Federal Government financing
was that, as in 1977, nearly half of the requirement was met from abroad. The bulk
of the funds involved represented Treasury securities acquired by foreign central
banks with the dollar proceeds of their exchange-market purchases of dollars. As
part of the measures announced on ist November to support the dollar, small
foreign currency loans were raised on the German, Japanese and Swiss capital markets.
By the end of 1978 non-residents held one-quarter of all US Government debt due
to holders other than government agencies and funds and the Federal Reserve System.
As for domestic financing, the bulk last year came from individuals, from the Federal
Reserve in the course of open-market operations and from state and local governments.
On balance, non-financial corporations and private financial institutions reduced
their holdings of Treasury securities. Given these sources of financing, it was not
surprising that the requirement could be met without exerting excessive pressure
on interest rates; in fact, the Treasury bill rate rose rather less than other money-
market rates, mainly as a result of foreign support in the market.

In all other countries except France and Germany the borrowing requirement
of the central government was larger than that of the United States as a proportion
of gross national product. In most of them a substantial proportion was covered
from non-bank sources. An interesting case was that of Italy, where sales of six
and twelve-month Treasury bills and government bonds — some of them indexed —
were very large last year. The incremental bond investment requirement imposed
on the banks was relaxed after mid-year. Given the size of the deficit, the Treasury
nevertheless had substantial recourse to the banks and to the central bank. In Belgium
the Government again borrowed from the central bank on a considerable scale. When
in the autumn its substantial requirement for funds came into conflict with the need
to keep the money market tight to support the Belgian franc, it raised funds in foreign
currencies for the first time in several years. In the United Kingdom the fairly large
external component reflects mainly a decline in the official foreign exchange reserves.
Governments in the other countries did not borrow abroad to a significant extent
and were able to avoid large-scale recourse to central-bank credit. However, large
amounts were borrowed from the banking system by the central government
in Japan and by the public authorities other than the social security funds in
Germany.

Difficulties in finding adequate government financing on a regular basis in
the capital market were experienced in a number of countries, including some for
which the results for the year as a whole were fairly satisfactory. In the United
Kingdom, Germany and Japan the volume of issues that could be placed with non-
banks contracted sharply in certain periods of the year. Various steps were taken
to help ease the situation. In Germany the public authorities increased their recourse
to short and medium-term borrowing, while in Japan extensive use was made of
a new type of three-year issue and bonds were issued for the first time under a
tender system. In the United Kingdom yields on national savings and tax reserve
instruments were made more competitive and gilts only partly payable on application
were issued on a considerable scale. Following the issue of one stock which turned
out to be substantially underpriced, an auction procedure to be used in cases where
issues were oversubscribed was announced. In each case, however, the Government



Items

Public authorities'
financing
requirement2 . . .

Central-government
financing
requirement3 . . .

met by:
Central bank . . . .

Banks

Other domest ic
sources

Foreign sources 4 . .

Years

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

Government financing.

Belgium

5.8
6.6
7.0
7.4

5.6
5 .9
6.6
6 .4

0.1
0.6
0.6
0.4

0.6
1.3
0.7
1.6

4 .8
3.5
5.6
3.6

0.0
0 .4

— 0.2
0 .8

France

2.2
0 .4
1.3
2.1

3.0
1.1
1.1
1.7

1.4
0.7

— 0.9
— 1.0

0.8
— 0.3

0.5
0.7

0.8
0.8
1.5
2.0

Germany Italy

1

Japan Nether-
lands

as a percentage of gross national product

6.6
4 .5
3.1
3.2

6.2
4 .4
2.7
3.4

0.6
0.3

- 0 . 0
- 0 . 1

4 . 3
2 .9
2.1
2.7

1.2
0.7
0.6
0.7

0.3
0.5
0.0
0.1

14.6
11.2
10.2
14.8

1 1.3
9.1
9 .0

13.0

6.6
6.2

— 2.5
0.7

1.5
0 .3
7.0
5.1

3.2
2.6
4 .5
7.2

0.0
0.0
0 .0
0.0

7.0
10.0

9.2
10.6

2.7
4 .7
4 .6
5.7

2.1
3 .6
3.0
4 .0

0 .6
1.1
1.6
1.7

4 . 8
4 . 9
3.9
4 .6

3.0
3.7
3.1
3.3

0.0
0.5
0.1
0.2

0 .9
0 .8
0.5
0.5

2.1
2 .5
2.6
2.6

— 0.0
— 0.1

0 .0
0.0

United
Kingdom

10.2
7.5
4 .2
5.2

8.1
5.5
3.2
5.2

2.3
—0.0

1.3
—0.3

5.7
4 .5
6.9
4 .6

0.2
1.0

— 5.1
0.9

United
States

6.7
4.1
3.1
2.7

5.9
4 .0
3.5
2 .9

0.6
0.7
0.4
0.4

1.7
0 .8

— 0.0
— 0.6

3.1
2 .0
1.5
1.7

0.5
0.5
1.6
1.4

1 Net changes in borrowing and cash balances, including borrowing for lending purposes. Partly based on BIS
estimates. 2 Central government, local authorities and the social security system, on a cash basis. For Italy,
enlarged public sector as defined in the Letter of Intent to the IMF; includes borrowing requirement of some
public enterprises; for Japan, net issues of medium and long-term government bonds and local-government
bonds; also includes issues of government-guaranteed bonds and private placements of bonds by government
agencies (together equivalent to 1.5 per cent, of GNP in 1978); for United Kingdom, includes borrowing
requirement of public corporations. 3 For Germany, all public authorities other than social security; for Italy,
general government; for United Kingdom, includes central-government lending to public corporations (equivalent
to approximately 1.1 per cent, of GNP in 1978). 4 For United Kingdom and United States, includes increases (—)
in official foreign exchange assets.

h a d t e m p o r a r i l y t o i n c r e a s e i t s r e c o u r s e t o b a n k c r e d i t o r t o d r a w o n c a s h b a l a n c e s ,

a n d u l t i m a t e l y a r i s e i n c o u p o n s h a d t o b e a c c e p t e d .

I n s o m e c o u n t r i e s , i n c l u d i n g t h e U n i t e d K i n g d o m , t h e r e w e r e i n d i c a t i o n s

t h a t i n t e r e s t r a t e s a n d o f f i c i a l s a l e s o f g o v e r n m e n t s e c u r i t i e s h a d b e g u n t o r e a c t i n

a d e s t a b i l i s i n g w a y t o c h a n g e s i n t h e o u t l o o k f o r g o v e r n m e n t financing a n d t h e

s h o r t - t e r m v a r i a b i l i t y o f r a t e s o f m o n e t a r y e x p a n s i o n . W h i l e d e v e l o p m e n t s o f t h i s

s o r t c l e a r l y c o m p l i c a t e d t h e t a s k o f m o n e t a r y c o n t r o l , i t i s n o t p o s s i b l e t o e s t a b l i s h

d e f i n i t e l y w h e t h e r r i s e s i n i n t e r e s t r a t e s l a s t y e a r s h o u l d b e i n t e r p r e t e d a s i n d i c a t i n g

a n e l e m e n t o f c r o w d i n g - o u t . A s m e n t i o n e d a b o v e , o u t s i d e N o r t h A m e r i c a b o n d

y i e l d s n o w s e e m h i g h i n r e l a t i o n t o c u r r e n t r a t e s o f i n f l a t i o n . C e r t a i n l y t h e s t r u c t u r e
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of rates which emerged in a good many European countries must have given enter-
prises an increased incentive to use bank credit rather than bond finance. In most
of them net recourse to the bond market by non-financial enterprises has remained
small or even negative.

Private-sector financial positions.
Differences in countries' cyclical positions and the changing outlook for inflation

were reflected in some interesting contrasts in the pattern of private-sector credit-
market activity.

In the United States business borrowing and consumer credit recorded further
steep increases last year, while mortgage borrowing remained at remarkably high
levels for the advanced stage of the upswing. Despite a further decline in Federal
Government borrowing, total net credit flows expressed in relation to gross national
product remained at the historically high levels recorded in 1977. In other countries
private demand for credit was more subdued, but a strengthening was apparent in
business, mortgage and consumer credit in Germany and Canada, and consumer
credit expanded strongly in the United Kingdom too.

In the United States, where business investment far outpaced the rise in
companies' internal resources, businesses borrowed heavily at short term but reduced
their call on bond financing and held their issues of stocks to modest proportions.
As a result, corporate financial ratios such as liquid assets to current liabilities and
short-term debt to total debt deteriorated sharply, falling back in fact to levels
comparable only with those of 1974. In the United Kingdom the finances of
companies outside the North Sea oil sector also deteriorated somewhat after a
strong improvement in 1977, in consequence of a surprisingly strong rate of
investment and a decline in profitability.

There was a clear improvement in companies' financial positions in Japan,
Germany, Canada and France. In Japan this development largely reflected the
weakness of investment activity, while in Germany it came about despite a marked
strengthening of corporate investment. In Japan, Germany and Canada the emphasis
in the business sector was on accumulating liquid assets. In Japan there was a large
rise in company holdings of short-term securities. In Germany, where enterprises
benefited in various ways from inflows of funds, there was a strong rise in their
holdings of time deposits. In Canada the build-up of company liquidity was partly
in the form of foreign currency claims. Business borrowing in most countries other
than the United States was concentrated in bank loans. However, new issues of
shares reached a fairly high rate in Canada, where the share market rose strongly
(albeit principally as a result of currency depreciation), and in France, where tax
concessions were introduced early in 1978 to encourage private individuals to show
greater interest in shares. In France total bond issues also reached fairly high levels,
but this reflected mainly a rise in government issues and in the issues of semi-public
borrowers, whose fund-raising activities were deflected back to the domestic market
from abroad for balance-of-payments reasons.

So large was the rise in consumer and home mortgage credit under the
inflationary conditions prevailing in the United States that total household debt as



— 71 —

Funds raisec

Countr ies

United States . . . .

Germany

Japan . . .

United K ingdom. . .

Canada

France

in credit markets by domestic non-financial borrowers.1

Years

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

1975
1976
1977
1978

Borrower

Public
sector2

Equities

Business sector2

Bonds Loans3 Total

Household sector2

Housing
credit4 Other

Total

in percentages of gross national product

6.4
5.1
4 .4
3.7

5.9
3.8
3.1
3.4

7.7
9.2
8.4
9 .8

10.2
7.5
4 .2
5.2

7.6
7.7
8.0

. 9.7

4 . 2
2.6
2.8
3.7

0.7
0.6
0.1
0.1

0.4
0.4
0.2
0.3

0.7
0.5
0.6
0.6

1.0
0 .6
0.5
0.5

0.5
0.6
1.2
2 .2

0.6
0.9
0.5
0.7

1.9
1.5
1.3
1.1

0.1
0.1
0.1

— 0.0

1.1
0.6
0.4
0.4

0.2
0 .0

- 0 . 1
- 0 . 1

1.3
1.2
1.7
1.3

1.0
0.7
0.6
0.5

0.5
2.3
4 .2
4.7

1.4
3.1
2.7
2.9

9.9
8.9
6.4
4 .9

0.9
2.4
2 .4
1.8

2 .5
3.4
2.6
2.2

6 .3
5.7
6.1
4 .5

3.1
4 .4
5.6
5.9

1.7
3.6
3 .0
3.2

1 1.7
10.0

7.4
5.9

2.1
3.0
2 .8
2.2

4 .3
5.2
5.5
5.7

7.9
7.3
7.2
5.7

2 .5
3.6
4 . 9
4 . 8

2.2
2.4
3.0
3.8

0.7
1.7
2.5
2.9

0.7
1.2
1.2
1.3

4.7
5.1
4 .4
4 .8

3.5
3.1
3 .0
3.3

4 .4
4 .7
5.7
5.4

—0.4
0.7
1.1
1.4

2.0
2.1
1.6
2.0

4.1
4.7
3.5
3.7

12.7
14.8
17.4
17.3

10.5
11.0
10.3
11.7

24.1
24.3
20.2
20.5

15.4
14.3
11.1
12.1

18.3
19.7
20.8
22.8

16.2
14.6
13.5
13.1

1 BIS estimates, based on national data which differ conceptually from country to country. For the United States,
funds raised in credit markets other than by the foreign sector; for Germany, borrowing through money-market
paper, bonds, shares and loans from banks, building societies and insurance companies; for Japan, issues
of securities and loans from financial institutions; for the United Kingdom, total borrowing by the sectors shown
other than trade credit and intra-company investments; for Canada, funds raised by non-financial borrowers;
for France, total recorded borrowing except commercial credit and equity other than shares (excluding accounting
adjustments). 2 For Japan and the United Kingdom, borrowing by public enterprises is included in public-
sector borrowing and for these countries and France that by unincorporated business is included in household-
sector credit. 3 Includes money-market paper. 4 For Germany, total housing credit.

a p r o p o r t i o n o f p e r s o n a l d i s p o s a b l e i n c o m e , w h i c h p r i o r to 1 9 7 7 h a d n e v e r e x c e e d e d

58 p e r c e n t . , h a d r i s e n t o o v e r 65 p e r c e n t , b y t h e f o u r t h q u a r t e r o f 1 9 7 8 . S t e p s t o

p r o t e c t t h e m o r t g a g e m a r k e t f r o m c r e d i t r e s t r a i n t ( s e e p a g e 5 9 ) b e c a m e s o m e w h a t

l e s s e f f e c t i v e a f t e r t h e f u r t h e r r i s e i n i n t e r e s t r a t e s i n N o v e m b e r a n d r e g u l a t o r y

c h a n g e s i n M a r c h . I n t h e U n i t e d K i n g d o m , t o o , t h e a v a i l a b i l i t y o f m o r t g a g e c r e d i t

w a s i n c r e a s i n g l y l i m i t e d b y t h e d e t e r i o r a t i n g f i n a n c i a l p o s i t i o n o f t h e b u i l d i n g

s o c i e t i e s ; b a n k c r e d i t s t o i n d i v i d u a l s r o s e s t r o n g l y b u t n o t e n o u g h t o b u i l d u p

t r o u b l e s o m e d e b t b u r d e n s . A s i n C a n a d a , G e r m a n y a n d s o m e o t h e r c o u n t r i e s , w h e r e

a s t r o n g r i s e i n m o r t g a g e c r e d i t m a i n l y s e r v e d t o f i n a n c e t r a n s a c t i o n s i n e x i s t i n g

d w e l l i n g s a n d , i n d i r e c t l y , p e r s o n a l c o n s u m p t i o n , a n y c o r r e s p o n d i n g t e n d e n c y i n

t h e U n i t e d K i n g d o m f o r p e r s o n a l - s e c t o r f i n a n c i a l p o s i t i o n s t o d e t e r i o r a t e w a s

p r o b a b l y o u t w e i g h e d b y t h e s h a r p i n c r e a s e i n h o u s e p r i c e s .

M o n e t a r y t a r g e t s a n d t h e d e v e l o p m e n t o f t h e m o n e t a r y a g g r e g a t e s .

F o r t h o s e c o u n t r i e s w h i c h w e r e s e e k i n g t o s t e e r m o n e t a r y e x p a n s i o n a l o n g a

s t a b l e p r e d e t e r m i n e d c o u r s e , t h e c i r c u m s t a n c e s o f l a s t y e a r w e r e e x t r e m e l y d i f f i c u l t
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by any standards. The United States had to cope wi th regulatory and institutional

innovations, other countries with exchange-market turmoil . Several countries also

encountered difficulties in ensuring an adequate steady flow of non-monetary

financing for large government bor rowing requirements, and in a few of them private

demand for bank credit showed increasing strength. Problems in regulating monetary

expansion were experienced not only by those countries which relied mainly on

interest rate mechanisms or control of the monetary base, but also in those which

made use of fairly direct measures to regulate the counterpar t items to money

creation in the banking system's balance sheet.

Indications of monetary expansion in relation to official norms are given in the

table below and in the graph on page 73. A comparison between norms and actual

developments on the basis specified in the objectives shows significant overruns

in the United States for Mx (but not , last year, for the other aggregates) and in

Germany and Switzerland. In France, on the other hand, the result was only slightly

in excess of the norm, while in Canada and the United K i n g d o m it was within the

target range despite the enormous problems wi th which these countries had to

cope dur ing the year.

The variables to which the norms relate differ considerably from one country

to another. T h e graph shows movements in bo th broad and nar row aggregates in

six key countries, and for the relevant aggregates permits a comparison between

developments dur ing the year and the objectives. Monetary expansion is shown in

Monetary aggregates:
Objectives and rates of expansion.

Country

Canada . .

France

Germany . .

Japan

Netherlands

Switzerland

United Kingdom. . .

United States . . . .

Monetary
aggregate

M,

M2

Central-bank
money

M2

M2/Net national
income

M,

Sterling money
supply (M3)

M,

M2

M3

Period

June 1977-June 1978
June 1978 -

12 months to December 1978
12 months to December 1979

1977 average —1978 average
1V/1978 — IV/1979

111/1977-111/1978
IV/1977- 11/1979

End of 1976
End of 1980

1977 average —1978 average

12 months to mid-April 1979
12 months to mid-October 1979

IV/1977 —IV/1978
1/1978 - 11/1979

111/1978 —111/1979
I V/1978 —IV/1979

IV/1977— I V/1978
1/1978-111/1979

I V /1978- IV/1979

IV/1977-IV/1978
1/1978 —111/1979

I V/1978-IV/1979

Objective Actual result

percentage increase

7—11
6 — 10

12*
M 2

8
6—9

1 1 — 123

12-13 3

37.0'

5

8—12
8—12

4.0—6.5
4.0—6.5
2.0—6.0
1.5—4.5

6.5—9.0
6.5-9.0
5.0—8.0

7.5—10.0
7.5-10.0
6.0— 9.0

8.5
5.31

12.3

1 1.4

12.1
12.34

41.05

16.2

10.4

7.3
4.97

8.5
7.17

9.4
8.47

1 June 1978-January 1979. »Upper limit. 3Non-binding projection only. «1/1978-1/1979. s Actual ratio. « Pro-
jected ratio to be achieved by a progressive decline. 7 1/1978-1/1979.
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Monetary targets and growth rates.*
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terms of year-to-year changes in quarterly average levels, a presentation which to
some extent smooths out purely random short-term fluctuations. While the monetary
objectives of a number of countries are expressed in these terms, for others the
comparison must be regarded as indicative only. It should also be noted that the
degree of commitment by the authorities to achieving the norm varies considerably.

The uneven course of monetary expansion during the year in most countries
is very striking. In Germany excessive growth of central-bank money in relation
to the norm (which was expressed in terms of an annual average) was very largely
attributable to developments in the first quarter of 1978 during the first phase of
the dollar's weakness, though on the basis of seasonally adjusted month-to-month
changes there was a renewed acceleration after mid-year. In Switzerland, on the other
hand, the expansion of M.1 exceeded the target path by a margin which increased
progressively during the year.

In the United Kingdom the rate of growth of sterling M3 accelerated alarmingly
in early 1978 against a background of instability in the gilts market, a strengthening
of private demand for bank credit and difficulties experienced by the authorities in
monitoring the course of monetary expansion statistically. The rise remained very
moderate in the summer and autumn, thanks partly to the use of the system of
supplementary deposits to limit banks' interest-bearing liabilities; this did not,
however, prevent the banks from participating in the granting of a substantial
volume of acceptance credits which were not recorded in bank credit or the money
supply. In late 1978 the rise in sterling M3 again quickened markedly. In Japan
and France monetary expansion remained on a fairly moderate, steady course, largely
because the weakness of private demand for bank credit helped to offset the
expansive influence of Treasury transactions and the external surplus. In France,
however, restraint of monetary expansion was facilitated, to a degree fortuitously,
by a large rise in personal holdings of shares and deposits at savings banks (not
included in M2) stimulated by fiscal incentives. In Canada the growth of Ml recorded
a considerable acceleration during the year, mainly as a result of the impact of
postal strikes. The broad money aggregates recorded rates of expansion of between
13 and 17 per cent., part of which was due to an increase in the banks' share in
total intermediation. With the Canadian dollar weakening even against the US
dollar, residents' foreign currency deposits with the banks (which are included in
M3 but not in Mt or M2) expanded by about 55 per cent., some 10 percentage
points of which must have been attributable to valuation increases in Canadian
dollar terms.

Marked divergences in the pattern of expansion of different aggregates are
also apparent in all the countries shown in the graph. Although rates of broad
money growth can be distorted by changes in the pattern of intermediation, the
growth of M.1 seems fairly generally to have been much more variable, at least over
the last few years. A very striking example is that of Switzerland; last year the interest
rate on current accounts became higher than those on time deposits and, in the
case of certain accounts held by individuals, only slightly lower than the return
on savings deposits, so that both inflows from abroad and transfers of funds from
other types of domestic accounts helped to swell M l s while the rise in M3 (which
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i n c l u d e s t i m e a n d s a v i n g s d e p o s i t s ) r e m a i n e d q u i t e s t a b l e . I n G e r m a n y c e n t r a l -

b a n k m o n e y m a y b e c o n s i d e r e d a b r o a d a g g r e g a t e i n t h a t t h e r e q u i r e d r e s e r v e

e l e m e n t r e s p o n d s i n v a r y i n g d e g r e e s t o c h a n g e s i n a l l t y p e s o f b a n k d e p o s i t s h e l d

b y r e s i d e n t s ; t h i s e l e m e n t e x p a n d e d a t a n i n c r e a s i n g r a t e i n t h e c o u r s e o f l a s t y e a r .

T h e d o m i n a n t f a c t o r i n t h e s h a r p a c c e l e r a t i o n i n t h e g r o w t h o f t h i s a g g r e g a t e e a r l y i n

1 9 7 8 , h o w e v e r , w a s t h e l a r g e c u r r e n c y c o m p o n e n t , w h i c h , a s i n S w i t z e r l a n d , i n c l u d e s

s u b s t a n t i a l a m o u n t s o f n o t e s a n d c o i n h e l d a b r o a d .

I n c o u n t r i e s w h e r e t r a n s a c t i o n s b a l a n c e s a r e n o t r e m u n e r a t e d e x p l i c i t l y , o r

b e a r c o m p a r a t i v e l y m o d e s t r a t e s o f r e t u r n , t h e l a r g e fluctuations i n i n t e r e s t r a t e s o n

a l t e r n a t i v e p l a c e m e n t s m u s t h a v e b e e n a m a j o r r e a s o n f o r c h a n g i n g r a t e s o f g r o w t h

i n M t a s s e t s . M o s t c o u n t r i e s w h i c h a t t e m p t t o a c h i e v e t a r g e t s f o r t h e n a r r o w m o n e y

s u p p l y r e l y m a i n l y o n i n f l u e n c i n g i n t e r e s t r a t e s t o d o s o . I n s o m e i n s t i t u t i o n a l

c o n t e x t s , a t l e a s t , t h e o r e t i c a l a n d e m p i r i c a l c o n s i d e r a t i o n s h a v e s u p p o r t e d t h e

s e l e c t i o n o f Mt a s a t a r g e t v a r i a b l e . I n o t h e r c o u n t r i e s t h e a u t h o r i t i e s h a v e p r e f e r r e d

t o s e t n o r m s o n l y f o r a b r o a d m o n e t a r y a g g r e g a t e i n c l u d i n g a l a r g e l i q u i d s a v i n g s

c o m p o n e n t . I n s o m e c a s e s t h e q u e s t i o n o f t h e m o s t a p p r o p r i a t e m o n e t a r y t a r g e t

i s s t i l l u n d e r d i s c u s s i o n .

I n t h e l i g h t o f l a s t y e a r ' s e x p e r i e n c e a n u m b e r o f c h a n g e s h a v e b e e n m a d e i n

c o u n t r i e s ' m o n e t a r y o b j e c t i v e s . I n t h e U n i t e d S t a t e s t h e m o n e t a r y t a r g e t s w e r e

l o w e r e d s i g n i f i c a n t l y f o r 1 9 7 9 — p a r t i c u l a r l y t h o s e f o r M.1 — t o t a k e a c c o u n t o f

t h e v a r i o u s i n s t i t u t i o n a l c h a n g e s ; a n e w a g g r e g a t e w a s p u b l i s h e d ( M x p l u s , w h i c h

c o m p r i s e s a v a r i e t y o f s a v i n g s a n d n e g o t i a b l e a c c o u n t s a t b a n k s a n d s a v i n g s

i n s t i t u t i o n s i n a d d i t i o n t o c u r r e n c y a n d d e m a n d d e p o s i t s a t b a n k s ) , a n d p r o p o s a l s

f o r a m o r e f a r - r e a c h i n g r e v i s i o n o f t h e d e f i n i t i o n s o f t h e v a r i o u s a g g r e g a t e s w e r e

p u t f o r w a r d . I n a d d i t i o n , p a r t l y b e c a u s e t h e F e d e r a l R e s e r v e ' s p r e v i o u s p r a c t i c e

p e r m i t t e d " b a s e d r i f t " ( b a s i n g t h e n e w t a r g e t p u b l i s h e d e a c h q u a r t e r o n t h e a c t u a l

l e v e l o f t h e m o n e y s t o c k , w h i c h w a s a t t i m e s w e l l a b o v e t h e u p p e r l e v e l o f t h e

p r e v i o u s t a r g e t r a n g e ) , t h e t a r g e t s f o r 1 9 7 9 w i l l b e r e t a i n e d u n t i l t h e e n d o f t h e y e a r

s u b j e c t t o a m i d - y e a r r e v i e w .

I n G e r m a n y t h e t a r g e t e x p r e s s e d i n t e r m s o f a n a n n u a l a v e r a g e h a s b e e n

r e p l a c e d b y a r a n g e w h i c h a p p l i e s t o m o n e t a r y e x p a n s i o n b e t w e e n t h e f o u r t h q u a r t e r

o f 1 9 7 8 a n d t h e f o u r t h q u a r t e r o f 1 9 7 9 . G i v e n t h e l a r g e e x p a n s i o n o f c e n t r a l - b a n k

m o n e y i n t h e c o u r s e o f 1 9 7 8 , a t a r g e t figure b a s e d o n a n n u a l a v e r a g e s w o u l d h a v e

h a d t o b e u n a c c e p t a b l y h i g h i n o r d e r t o p e r m i t e v e n a m o d e r a t e r i s e i n t h e c o u r s e

o f 1 9 7 9 . T h e r a n g e i s n o t d e s i g n e d t o a l l o w f o r i m p r e c i s i o n i n m o n e t a r y c o n t r o l ;

i t i s i n t e n d e d t o p e r m i t t h e a u t h o r i t i e s a d e g r e e o f c h o i c e i n a d a p t i n g t h e r a t e o f

m o n e t a r y e x p a n s i o n i n t h e l i g h t o f e c o n o m i c d e v e l o p m e n t s d u r i n g t h e y e a r . I n

S w i t z e r l a n d t h e a u t h o r i t i e s r e f r a i n e d f r o m p u b l i s h i n g a t a r g e t f o r 1 9 7 9 , p r e f e r r i n g

n o t t o a n n o u n c e a n e w t a r g e t u n t i l t h e e x c h a n g e m a r k e t s h a d b e c o m e m o r e s e t t l e d .

T o p e r m i t s o m e w h a t m o r e flexibility, t h e U K a u t h o r i t i e s d e c i d e d t o k e e p t h e

t a r g e t s s e t f o r t w e l v e - m o n t h p e r i o d s b u t t o e s t a b l i s h a n e w b a s e a t s i x - m o n t h l y

i n t e r v a l s b e g i n n i n g i n O c t o b e r . I n M a r c h 1 9 7 9 , h o w e v e r , w i t h a g e n e r a l e l e c t i o n

p e n d i n g , t h e C h a n c e l l o r a n n o u n c e d i n h i s p r o v i s i o n a l b u d g e t t h a t t h e e x i s t i n g t a r g e t

w o u l d r e m a i n i n e f f e c t f o r t h e t i m e b e i n g . T h e t a r g e t s e s t a b l i s h e d i n t h e U n i t e d

K i n g d o m i n O c t o b e r a n d a l s o t h o s e p u b l i s h e d d u r i n g t h e y e a r i n C a n a d a a n d F r a n c e



were marginally lower than previously; in each case this was designed to convey
the authorities' desire progressively to reduce rates of monetary expansion. In Japan
the authorities began in the summer of 1978 to announce non-binding projections
for monetary expansion over twelve-month periods ending in the following quarter.
Despite the potential disadvantages of such announcements, it was considered that
increased public awareness of rates of monetary expansion and their possible
relationships to rates of inflation might be helpful in view of the very large budget
deficit.

The difficulties countries experienced last year in keeping monetary expansion
on course must to a large extent be attributed to the exceptional circumstances
prevailing. One result of the experience is that increased priority in economic
policy is now being given to moderating exchange rate fluctuations in the United
States and also in the European countries which have joined or associated themselves
with the European Monetary System. For some of the smaller countries exchange
rate stabilisation may at times preclude close regulation of monetary expansion.
However, it could be an equally effective means of bringing about greater price
and wage stability — on condition that rates of inflation in the larger countries
are brought down and kept moderate. Particularly in countries where inflation
rates are relatively high, monetary policies which inspire confidence in the
authorities' resolution seem likely to contribute to external as well as internal
stability. Though situations vary from one country to another, it would seem that
in a good many of them policies based on the use of quantitative objectives for
the monetary aggregates, announced in advance, will continue to play a useful rôle.



— 77 —

V . I N T E R N A T I O N A L T R A D E A N D P A Y M E N T S .

World trade and payments balances during the period under review were
strongly influenced by last year's major exchange rate movements and their partial
reversal in the early months of 1979. For the year 1978 the overall world balance-
of-payments structure was in much better balance than at any time since 1973,
with the oil-exporting countries' combined current surplus reduced to less than
$10 billion, the developed areas of the world no longer in current-account deficit
and the combined deficit of the non-oil developing countries, though larger than
in 1977, still leaving room for a continued increase in these countries' official reserves.
These favourable developments were accompanied, however, by a considerable
worsening of existing imbalances within the Group of Ten countries and Switzerland
as a result of last year's currency crisis : the combined overall surpluses of Germany,
Japan and Switzerland — measured by the increase in their net official reserves —
more than doubled to $25 billion, while for the second year running the overall
payments deficit of the United States exceeded $30 billion. During the second
half of 1978 and in early 1979 the current-account elements in these imbalances,
especially the Japanese surplus and the US deficit, showed a marked decline and,
following the November 1978 decision of the US authorities to intervene decisively
in the exchange markets, there were large reversals of earlier speculative capital
movements. The renewed upward movement of the price of oil and other primary
commodities since the end of 1978 has brought with it a fresh turn of the wheel,
which will certainly put the oil-exporting countries back into substantial surplus
and the developed areas of the world into deficit on current account, although
not on the post-1973 scale.

World trade.

World trade developments in 1978 were, at least in terms of global changes,
broadly similar to those recorded in the preceding year. The dollar value of world
trade expanded by 15% per cent., roughly 2 percentage points faster than in 1977,
bringing the total to slightly more than $1,300 billion. The underlying increases
in trade volume and prices, estimated at 5 and 10 per cent, respectively, were also
not much different from what they had been in 1977. At the same time the growth
of world trade in relation to that of output in the Group of Ten countries and
Switzerland, which account for three-fifths of world trade, remained practically
unchanged. However, among individual countries and groups of countries there
were remarkable contrasts in volume and unit value changes between 1977 and 1978
which led to some very large changes in trade balances.

The relatively modest expansion of world trade must once again be ascribed
in part to continuing slow growth rates, especially in the Group of Ten countries
and Switzerland. Moreover, comparison with the pre-1973 experience indicates a
clear deviation from the earlier relationship between output and world trade
growth. During the decade 1963-72 the average annual rate of growth in the
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vo lume of wor ld trade, at 9 per cent., had been double that of real gross national

p roduc t in the major industrial countries. Dur ing 1977 and 1978 real gross national

produc t of the G r o u p of Ten countries and Switzerland rose by slightly less than 4 per

cent, and the volume of world trade by no more than 5 per cent. Al though some

s lowdown in the g rowth of trade in relation to ou tpu t is not unusual at times of

cyclical downswings , its occurrence for two consecutive years well after the t rough

of the recession suggests that non-cyclical factors have had a depressive influence.

O n e of the reasons for the faster g rowth of world trade in relation to output in the

years before the 1973-74 oil crisis may have been that new investment tended on

balance to increase the degree of international specialisation in product ion. The

widespread reduction in investment /output ratios in recent years may have weakened

this source of growth . It may also be that uncertainties about the course of exchange

rates, as well as the adopt ion of protectionist measures by some countries, have

dampened the g rowth of world trade.

T h e volume of imports into the Group of Ten countries and Switzerland expanded

in 1978 by 6% per cent., compared with a rise of 4 per cent, the year before.

Since aggregate domestic demand in these countries did not increase much faster

than in 1977, the acceleration in their impor t g rowth must be explained primarily

by two other factors: first, domestic demand grew more rapidly than before in

countries such as the United K i n g d o m and Germany which have relatively high

World trade.1

Areas

Developed areas
Group of Ten and

Switzerland

Other countries2

Total developed areas . .

Develop ing areas
Oil-exporting countries3 . .

Other areas

Total developing areas . .

Centra l ly p lanned
economies 4

Grand total5 . . .

1977

647.6
(104.9)

92.8
(104.3)

740.4
(104.8)

150
(99.5)

128
(103.5)

278
(101.5)

106

1,124
(104.0)

Exports

Year

(f.o.b.)

1978
1st
half

2nd
half

Imports (c.l.f.)

1977
Year

In billions of US dollars (volume index 1976 =

776.7
(110.8)

110.4
(112.1)

887.1
(111.0)

145
(96.0)

142
(•»70.0;

287
(102.5)

121

1,295
(108.5)

369.0
(109.6)

. 52.3
(108.5)

421.3
(109.5)

70

67

137
(99.0)

5 7

615
(106.5)

407.7
(112.0)

58.1
(115.7)

465.8
(112.5)

75

75

150
(106.0)

6 4

680
(110.5)

677.3
(103.8)

128.4
(102.6)

805.7
(103.6)

87
(122.0)

154
(104.0)

241
(110.0)

113

1,160
(105.0)

791.2
(110.8)

138.0
(101.5)

929.2
(109.3)

102
(128.0)

180
(110.0)

282
(116.0)

133

1,344
(110.5)

1978
1st
half

100)

379.6
(109.2)

66.5
(105.0)

446.1
(108.6)

51

85

136
(115.0)

65

647
(109.5)

2nd
half

41 1.6
(112.4)

71.5
(98.0)

483.1
(110.0)

51

95

146
(117.0)

6 8

697
(111.5)

1 Based on customs data; not directly comparable with trade figures in the table on page 82. 2 OECD countries
except the Group of Ten and Switzerland, plus Israel, South Africa and Yugoslavia. 3 OPEC (Algeria, Ecuador,
Gabon, Indonesia, Iran, Iraq, Kuwait, Libya, Nigeria, Qatar, Saudi Arabia, United Arab Emirates, Venezuela)
plus Bahrain and Oman. 4 Bulgaria, People's Republic of China, Czechoslovakia, German Democratic
Republic, Hungary, Poland, Rumania and USSR. 5 Volume index excludes centrally planned economies.



— 79 —

ratios of imports to domestic output; secondly, some of the marked changes in
exchange rates which took place after September 1977 began to affect import volumes,
especially in the principal surplus countries. As a result, the growth of total imports,
which in 1977 had largely reflected a 10% per cent, rise in US imports, was much
more evenly spread among members of the group last year. While imports into the
United States again rose strongly, by 9x/2 per cent., import growth became more
buoyant in most other countries. Increases of 7 per cent., 7% per cent, and 10 per
cent, respectively were attained by the principal surplus countries, namely Japan,
Germany and Switzerland. At the same time import growth also picked up in
those countries where it had previously been held back by domestic stabilisation
programmes, accelerating in the United Kingdom to 7% per cent., in France to
5 per cent., and in Italy, after a 2 per cent, decline in 1977, to jY2 per cent. Of
the countries in this group, only Sweden recorded a contraction in its imports,
which declined by 6y2 per cent. — much more than in 1977.

After several years with rather precarious external positions which in some
instances had worsened in 1977, the majority of developed countries outside the Group of
Ten and Switzerland continued with, or embarked on, policies of demand restraint
in 1978. Their combined imports, which had expanded by only 2.y2 per cent, in 1977,
showed a decline of 1 per cent, last year. The overall result in 1978 was heavily
influenced by the decline of imports into Austria, Finland, Spain, New Zealand,
Norway and Turkey, the last-named country recording a cutback of 25 per cent.
Most of the other countries in this group increased their imports only slightly, the
exceptions being Ireland and Greece, where imports expanded by 16% per cent, and
5 per cent, respectively, after similar increases the year before.

The expansion of oil-exporting countries' imports, after having exceeded the
growth of world trade by a large margin in every year from 1974 to 1977, appears
to have slowed down from 22 to only 5 per cent, between 1977 and 1978. The
slowdown was particularly marked in the low-absorbing countries. While the
group's lower import growth was partly the result of the interruption of imports
into Iran during the last two months of 1978, it stemmed mainly from the adoption
of more restrictive domestic policies directed towards greater internal and, in some
cases, external stability. The need for such policies became more pressing when
the revenues of most oil-exporting countries fell sharply during the first half of 1978.

The build-up of their reserves in relation to imports, and the reduction in
their current balance-of-payments deficits in 1976 and 1977, enabled the non-oil
developing countries as a group to revert to more growth-oriented policies in 1978.
This shift, together with the relaxation of import restrictions in some Asian countries,
was reflected in an acceleration of real import growth from 4 to about 6 per cent.
However, this average result for the group as a whole covered marked differences
in the import performances of individual countries and areas. In the centrally planned
economies, where the dollar value of imports rose by 18 per cent., it appears that
import volume, which had shown little change in 1977, increased by about 7 per
cent.

The 1978 pattern of real export growth by major groups of countries did
not in all cases match that of import growth. The biggest rise in export volume
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was recorded by the developed countries outside the Group of Ten and Switzerland, wi th

an increase of jY2 per cent., considerably above the wor ld average. At the other

extreme were the oil-exporting countries. Wi th oil ou tput increasing in other areas

of the world , and with the large d rawdown of impor t ing countries ' stocks during

the first half of the year not being fully offset by restocking later in the year, their

combined exports shrank by 31/2 per cent., after having fallen minimally in 1977.

In other areas export performance was more in line wi th impor t growth . The

non-oil developing countries' export vo lume expanded in 1978 by 6 per cent., 2% per-

centage points faster than in the preceding year, thereby raising slightly their

share in world expor ts ; and the export vo lume of the centrally planned economies

may have increased by 5 per cent., roughly as much as in 1977. Expor ts from

the Group of Ten countries and Switzerland rose by 5 x/2 per cent., somewhat more

slowly than their imports . In general, demand conditions in these countries '

export markets appear to have been the most important determinant of export

g r o w t h ; however , the increase of only 1 per cent, in Japanese exports , after a rise

of 9 per cent, in 1977, seems to reflect the impact of the yen's appreciation, as

well as of the direct controls on exports imposed by the Japanese Government .

Expor ts from the United States, Canada and Italy increased markedly, by 8%,

9 y2 and 11 per cent, respectively. Elsewhere, however, the variation among rates

of export g rowth was far less pronounced.

T h e diversity of trade volume trends in 1978 coincided wi th major movements

in the relative prices of internationally t raded goods. Market prices in dollars of

primary commodities other than crude oil, which in 1977 had risen by 11 % per

cent., increased by only z% per cent, on average last year, while the rise in the

price of oil imported by developed countries came d o w n between the two years

from 8 to 1 y2 per cent. O n the other hand, the rise in their export prices of

manufactured goods accelerated from 9 to 14% per cent. These relative price

movements were translated into a terms-of-trade gain of 3 % per cent, for the

G r o u p of Ten countries and Switzerland, compared with a 1 per cent, loss in

1977. T h e other developed countries also experienced a small terms-of-trade

improvement . Consequently, the main burden of terms-of-trade losses fell on the

developing world. The non-oil developing countries suffered a 5 per cent, reduction

which more than offset the gain made the year before, while the oil-exporting

Countries' terms of trade fell by 10 per cent.

Quantifying roughly the relative impact of volume and price effects on changes

in t rade balances, the substantial improvement in the collective t rade balance of the

G r o u p of T e n countries and Switzerland of $15.3 billion in 1978 was more than

accounted for by a $25 billion effect arising from terms-of-trade gains and from

a small positive "basis effect", which more than offset the volume changes which

occurred in 1978. The "basis effect" represents the impact of increases in the dollar

prices of tradable goods on the dollar value of an existing trade imbalance. Excluding

the United States, a very sharp contrast appears between the 1977 and 1978 evolution

of the group ' s real and nominal trade balance; in 1977 the $18.5 billion amelioration

was essentially due to volume changes, while the improvement of the same

magni tude in 1978 was entirely due to prices. Moreover , a l though the trade balances

of the three major surplus countries continued to increase in dollar terms in 1978,
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The estimated impact of volume and price changes on trade
balances in 1977 and 1978.

Countries and areas

Total change
from previous

year1

1977 1978

changes in
volume

1977 1978

Attributable to
changes in

terms of trade

1977 1978

basis effect2

1977 1978

in billions of US dollars

Group of Ten and
Switzerland. . .

(excluding the
United States)

of which:

BLEU
Canada
France

Germany . . . .
Italy
Japan

Netherlands . . .
Sweden
Switzerland . . .

United Kingdom ,
United States .

Other developed countries
outside the Group of Ten
and Switzerland . . . .

Oil-exporting countries . . .

Non-oil developing countries

— 3.3

(18.5)

- 0.2
1.1
1.8

2.9
4.2
6.3

- 2.6
0.2

- 0.4

5.2
-21.8

1.6

8.5

1.5

15.3

(18.4)

- 0.7
0.4
3 .0

4.1
2.1
8.6

— 0.9
2.3
0.1

— 0.6
— 3.1

7.9

— 19.5

— 12.5

5.1

(18.2)

0.2
3.1
3.2

2 .2
3.5
4 .4

— 2.1
0.5
0 .3

2.9
—13.1

0.6

— 15.0

- 1.5

— 10.0

(-5.2)

— 0.2
2.4
0.3

- 2.7
1.2

— 4.0

— 1.6
2.7

— 0.9

— 2.4
— 4.8

9.4

— 9.5

— 2.0

— 5.8

(-0.1)

— 0.1
— 1.9
- 1.0

— 0.8
0.9
1.0

- 0.3
— 0.3
- 0.6

3.0
— 5.7

1.0

1.0

4 .5

25.0

(20.9)

0
- 1.9

2.9

4 .1
0 .9

10.9

0 .9
— 0.5

1.0

2 .6
4 .1

2.1

— 12.0

- 7.0

— 2.6

(0.4)

— 0.3
— 0.1
— 0.4

1.5
— 0.2

0 .9

— 0.2
0

— 0.1

— 0.7
- 3.0

— 3.2

5.5

- 1.5

0.3

(2.7)

0.5
0.1
0.2

2.7
0
1.7

0.2
0.1
0

0.8
2.4

- 3 . 6

2 . 0

— 3 . 5

1 On a customs basis; exports f.o.b., imports c.l.f.; not directly comparable with the trade balances in the table
on page 82. z Reflects primarily the effect of changes in the general level of dollar prices of traded goods on
the trade balance expressed In US dollars; calculated as a residual.

a l l t h r e e e x p e r i e n c e d a r e d u c t i o n i n t h e i r r e a l s u r p l u s — t h e m o s t d r a m a t i c e x a m p l e

b e i n g J a p a n , w h e r e a r e a l d e t e r i o r a t i o n o f $ 4 b i l l i o n w a s o b l i t e r a t e d b y a f a v o u r a b l e

p r i c e e f f e c t o f $ 1 2 . 6 b i l l i o n . T h e c o n t r a s t i n g i m p a c t o f v o l u m e a n d p r i c e f a c t o r s

o u t s i d e t h e G r o u p o f T e n a n d S w i t z e r l a n d w a s l e s s p r o n o u n c e d . T h e i m p r o v e m e n t

o f t h e t r a d e a c c o u n t o f t h e o t h e r d e v e l o p e d c o u n t r i e s w a s e n t i r e l y d u e t o a f a v o u r a b l e

v o l u m e e f f e c t , w h i l e i n t h e c a s e s o f t h e o i l - e x p o r t i n g a n d n o n - o i l d e v e l o p i n g c o u n t r i e s

t h e n e g a t i v e t e r m s - o f - t r a d e e f f e c t s w e r e r e i n f o r c e d b y a d v e r s e v o l u m e t r e n d s .

T h e p o w e r f u l e f f e c t s o f t e r m s - o f - t r a d e c h a n g e s o n g l o b a l t r a d e p o s i t i o n s i n

1 9 7 8 , h o w e v e r , h a v e p r o v e d t o b e t e m p o r a r y . A l r e a d y d u r i n g t h e l a t t e r p a r t o f 1 9 7 8

a n d m o r e m a r k e d l y i n e a r l y 1 9 7 9 m o v e m e n t s o f r e l a t i v e p r i c e s o f m a j o r c a t e g o r i e s

o f c o m m o d i t i e s i n d i c a t e d a p a r t i a l r e v e r s a l o f t h e 1 9 7 8 t e r m s - o f - t r a d e c h a n g e s . T h e

r e c e n t r i s e s i n o i l a n d o t h e r p r i m a r y c o m m o d i t y p r i c e s a r e c e r t a i n l y i m p r o v i n g t h e

t r a d e b a l a n c e o f t h e o i l - e x p o r t i n g c o u n t r i e s a n d t h e e x p o r t e a r n i n g s o f p r i m a r y

p r o d u c i n g c o u n t r i e s .

B a l a n c e s o f p a y m e n t s .

T h e s i z a b l e c h a n g e s w h i c h t o o k p l a c e i n m e r c h a n d i s e t r a d e b a l a n c e s i n 1 9 7 8

w e r e a l m o s t f u l l y r e f l e c t e d i n s h i f t s o f s i m i l a r m a g n i t u d e i n t h e g l o b a l p a t t e r n o f

c u r r e n t p a y m e n t s b a l a n c e s . A s a r e s u l t , t h e d i s t r i b u t i o n o f t h e c u r r e n t - a c c o u n t
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p o s i t i o n s o f t h e m a j o r g r o u p s o f c o u n t r i e s i n 1978 r e s e m b l e d m o r e c lose ly t h a n i n

t h e p r e v i o u s f o u r yea r s t h e p r e - 1 9 7 4 p a t t e r n . T h e c o m b i n e d c u r r e n t a c c o u n t o f t h e

G r o u p o f T e n c o u n t r i e s a n d S w i t z e r l a n d s w u n g f r o m a $ 5 b i l l i o n defici t i n 1977

t o a s u r p l u s o f $ 1 8 b i l l i o n i n 1978 . A t t h e s a m e t i m e , t h e c o m b i n e d defici t o f t h e

o t h e r d e v e l o p e d c o u n t r i e s , w h i c h h a d a v e r a g e d m o r e t h a n $ 2 0 b i l l i o n i n t h e y e a r s

s ince 1974 , w a s r e d u c e d t o $ 1 1 % b i l l i o n . I n p a r t , t h i s i m p r o v e m e n t i n t h e d e v e l o p e d

c o u n t r i e s ' c u r r e n t p o s i t i o n , t o t a l l i n g $ 3 5 b i l l i o n , w a s m i r r o r e d b y a d e t e r i o r a t i o n

i n t h e p o s i t i o n o f t h e n o n - o i l d e v e l o p i n g c o u n t r i e s . F o l l o w i n g r e d u c t i o n s i n t h e

t w o p r e c e d i n g y e a r s , t h e i r c u r r e n t defici t r e b o u n d e d b y a n e s t i m a t e d $ 9 b i l l i o n i n

1978 t o a t o t a l o f $ 2 4 b i l l i o n , l a r g e l y b e c a u s e o f t h e r e l a t i v e fall i n p r i m a r y p r o d u c t

p r i c e s . I n a d d i t i o n , t h e c e n t r a l l y p l a n n e d e c o n o m i e s ' c u r r e n t - a c c o u n t defici t a p p e a r s

t o h a v e i n c r e a s e d . H o w e v e r , t h e p r i n c i p a l c o u n t e r p a r t t o t h e r e - e m e r g e n c e o f a

s u b s t a n t i a l s u r p l u s o n t h e m a j o r d e v e l o p e d c o u n t r i e s ' c u r r e n t b a l a n c e o f p a y m e n t s

International current-account transactions.1

Countries and
areas

Developed areas
BLEU
Canada
France

Germany . . . .
Italy
Japan

Netherlands. . .
Sweden
Switzerland . . .

United Kingdom.
United States . .

Group of Ten
and Switzer-
land . . . .

Other countries .

Total devel-
oped areas .

of which:
OECD* . . .

Developing
areas5

Oil-exporting
countries . . .

Other areas . . .

Total develop-
ing areas . .

Centrally
planned
economies5 . .

Trade balance
(f.o.b.)

1976

- 0.42

1.4
— 4.7

16.7
— 4.2

9.9

1.6
0.2
0.4

— 6.4
- 9.4

5.1
- 2 7 . 6

—22.5

»7.9

78
— 12

6 6

- 6

1977

- 1.42

2.7
— 2.7

19.8
— 0.1

17.3

— 0.4
0.3

- 0.1

- 3.0
—31.1

1.3
—27.9

— 26.6

- 2 3 . 6

72
— 9

6 3

— 1

1978

- 1.12

3.0
1.8

25.3
2.9

24.7

— 1.0
2.6
0.5

- 2.3
- 3 4 . 1

22.3
— 19.0

3.3

5.6

54
- 1 8

3 6

- 5

Services and transfers

1976 1977

In billions of US

0.43

- 5.23

— 1.2

— 13.2
1.4»

- 6.23

1.1»
- 2.4

3.03

4.4
13.7

— 4.2
5.0

0.8

— ».0

— 41
- 6

—47

0.73

- 6.63

— 0.6

- 1 5 . 5
1.53

- 6.43

0.83

— 3.1
3.53

3.6
15.8

- 6.3
4.5

— 1.8

— 3.3

- 4 3
- 6

— 49

1978

dollars

0.53

- 7.63

2.4

— 16.3
3.53

- 8.13

- 0.43

- 3.6
4.63

2.8
18.1

— 4.1
7.6

3.5

1.7

- 4 7
— 6

- 5 3

Current balance

1976

0
— 3.8
— 5.9

3.5
- 2.8

3.7

2.7
— 2.2

3.4

- 2.0
4.3

0.9
-22 .6

-21 .7

-1B.9

37
- 1 8

19

1977

— 0.7
- 3.9
— 3.3

4.3
1.4

10.9

0.4
- 2.8

3.4

0.6
— 15.3

- 5.0
-23 .4

—28.4

-26.9

29
- 1 5

14

1978

— 0.6
— 4.6

4.2

9.0
6.4

16.6

- 1.4
- 1.0

5.1

0.5
— 16.0

18.2
-11.4

6.8

7.3

7
—24

- 1 7

1 On a transactions basis. 2 imports partly c.i.f. 3 Excluding retained earnings on direct Investment. * Total
developed areas excluding Israel, South Africa and Yugoslavia. 5 Partly estimated; trade figures are based
on customs data.
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was an unexpected and rapid fall of $22 billion in the oil-exporting countries' current
surplus, to only $7 billion. Thus, the oil exporters' surplus ceased to be the major
destabilising factor in the world's current payments structure.

The return towards a more traditional pattern of payments balances among the
main groups of countries was, in itself, a move in the direction of better equilibrium.
However, it was accompanied by a worsening of imbalances within the Group of
Ten countries and Switzerland. While there was, it is true, a combined improvement
of $14.3 billion in the current-account positions of France, Italy and Sweden,
this welcome development was quite overshadowed by the widening of the gap
between the US current-account deficit and the current payments surpluses of
Germany, Japan and Switzerland. The aggregate surplus of these three countries
rose by $12.1 billion to $30.7 billion in 1978, while the deficit of the United States
increased slightly to $16 billion. The sharp imbalance between these countries had,
in fact, already emerged in the final quarter of 1977 and in dollar terms it moderated
only slightly during the course of 1978.

While the extent of last year's adjustment of payments imbalances was in
some respects disappointing, the dollar figures for the year as a whole that are
shown in the table on page 82 do not bring out the progress made during the
course of the year in reducing the principal current-account disequilibria within
the Group of Ten countries — progress that continued, moreover, during the
first quarter of 1979. In the case of the United States, the improvement was very
marked in current dollar terms, from an unusually large seasonally adjusted deficit
of $7.6 billion in the first quarter to one of $1.3 billion in the fourth quarter,
although the adjustment of trade volumes remains disappointing. In the three
major surplus countries, too, there has been progress towards a better balance,
although for much of last year this was overlaid by the terms-of-trade effects of
the dollar's weakness. The most marked improvement has been in Japan, where
not only the real trade surplus, but the volume of exports, too, has been declining
since the second quarter of 1978, with the result that in the first quarter of 1979
the current account, before seasonal adjustment, was in deficit. In Germany, while
exports have continued to grow, although more slowly than before, the quarterly
real trade surpluses of 1978 were considerably below the corresponding ones of 1977.
However, in dollar terms, the quarterly current payments surplus rose appreciably
during last year, before falling off in the first quarter of 1979 to $1.5 billion, well
below the level of a year earlier. In Switzerland the real trade balance deteriorated
in 1978, and in the first quarter of 1979 the trade deficit in dollar terms was twice
what it had been a year earlier.

Progress towards better balance on current account, therefore, has been far
from negligible — and following the US measures of ist November 1978 it has
been recognised by the exchange markets. Furthermore, there was a very large
increase in long-term capital outflows from Japan last year, which may also be
considered as a step towards better basic balance. Indeed, a current-account
surplus offset by long-term capital outflows can reasonably be considered an
appropriate balance^of-payments structure for industrialised countries to aim at.
However, there are a number of reasons why action to moderate current-account
surpluses is of primary importance. First, the persistence of long-term capital out-
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flows on the scale required may be difficult to ensure. This is partly because of the

need to take account of domestic requirements in framing monetary policy and

interest rate policy; in addition, large and persistent current payments imbalances,

often wi th concomitant inflation differentials, may (as in 1977-78) give rise to

expectations of exchange rate changes that make capital flow ou t of deficit countries

and into surplus countries. Secondly, large and persistent current payments surpluses,

even if offset by long-term capital outflows, may over time pose external financing

problems for the countries wi th the counterpart deficits. This consideration applies

with particular force to surpluses run by n o n - O P E C countries at a t ime when there

is again a significant O P E C current payments surplus vis-à-vis the rest of the world.

Fo r these reasons, it would be wise not to pu t too much reliance on capital move-

ments rather than current-account adjustments as a way of achieving a more stable

wor ld balance-of-payments structure.

O n top of last year's very large current payments imbalances within the G r o u p

of T e n countries and Switzerland there were also — with the single exception of

long-term capital outflows from Japan — aggravating developments on the capital

accounts of these countries ' balances of payments. In the United States the overall

payments deficit was twice as large as the current-account deficit, while Switzerland's

net official monetary assets increased by much more than its current surplus.

Moreover in Germany, too , where the reserve gain was not far from the current-

account surplus, and in Japan, where it was considerably lower, there were at

times during the course of the year large-scale speculative inflows of funds. T h e

whole process came to a climax in the final quarter of the year when net capital

outflows from the United States amounted to nearly $16 billion — as much as for

the year as a whole. T h e first few months of 1979 have seen a very substantial

reversal of these "perverse" capital flows, wi th a reflux of funds from the surplus

countries into the United States large enough to have wiped out a significant part

of last year's unwanted reserve gains in the surplus countries and to have enabled

the United States to recoup the large sums it used in market interventions during

N o v e m b e r and December 1978.

Look ing ahead, the out look is clouded by the recent increases in the price of

oil. I t is true that the responses to last year's exchange rate changes should make

themselves increasingly felt in 1979. In the United States, however , the influence

of favourable volume trends may be partly offset by higher oil prices and, for the

same reason, nearly all European countries may see their current balances worsen.

The collective surplus of the G r o u p of Ten countries and Switzerland is likely to

be reduced in 1979, while the surplus of the oil-exporting countries will increase.

Thus , the global pat tern of current balances may move back towards the configuration

more typical of the years since 1974.

D e v e l o p e d c o u n t r i e s .

T h e current payments deficit of the United States, which had become very

substantial in 1977, was little changed in 1978. T h e basis of statistical calculation

has changed since last year in that net retained earnings on direct investment are

n o w counted as a credit in the current account and a debit in the capital account :



on the new basis the current balance was in surplus by $4.3 billion in 1976,
followed by deficits of $15.3 and 16 billion in 1977 and 1978 respectively. The
deficit was at its widest in the last quarter of 1977 and the first quarter of 1978,
when it averaged $27.4 billion at a seasonally adjusted annualised rate. The quarterly
deficits in the last three quarters of 1978 were running at an annualised average
rate of $11.2 billion, with a substantial improvement to $5.4 billion in the fourth
quarter. The capital account for 1978 as a whole showed large net outflows of
private and non-reserve official capital, which aggravated the deleterious effects on
the dollar of the current-account deficit. Identified net outflows amounted to
$26.8 billion, but there was a favourable statistical discrepancy of $11.5 billion,
and the official settlements deficit was $31.3 billion, not significantly smaller than
in 1977.

The quarterly development of the US balance of payments was far from smooth.
Reflecting the phases of the dollar crisis, the major variations were in the capital

United States: Balance of payments, 1976-78.

Items

Current transactions
Merchandise exports

(f.o.b.)
Merchandise imports

(f.o.b.)

Trade balance . .

Investment income, net2.
Other services and

transfers, net

Services and
transfers . . . .

Current balance. .

Capital transactions3

US Government
Direct Investment* . . .
Portfolio investment. . .
Flows reported

by US banks, n.i.e. . .
Other

Identified capital
flows

Statistical discrepancy .

Capital balance . .

Overall balance5 .

of which, changes in:
US official reserve assets .
US liabilities to foreign

official agencies3 . . . .

1976 1977 Year 1st
quarter

19781

2nd
quarter

3rd
quarter

4th
quarter

in billions of US dollars

114.7

124.1

— 9.4

15.9

- 2.2

13.7

4 . 3

0.8
— 7.3
— 5.7

— 7.6
- 2.5

- 2 2 . 3
9.3

— 13.0

— 8.7

2.5

— 1 1.2

120.6

151.7

- 3 1 . 1

17.5

— 1.7

15.8

— 15.3

- 2.0
— 8.9
- 1.2

- 4.1
— 1.5

— 17.7
— 0.9

- 1 8 . 6

—33.9

0.2

- 3 4 . 1

141.9

176.0

-34 .1

19.9

— 1.8

18.1

— 16.0

— 1.8
— 9.8

0.2

— 14.8
— 0.6

—26.8
1 1.5

— 15.3

—31.3

- 0.9

-30 .4

30.8

42.7

- 1 1 . 9

4.8

— 0.5

4 . 3

- 7.6

— 0.1
— 4.2
— 0.1

— 5.7
— 1.7

- 1 1.8
4.6

— 7.2

— 14.8

— 0.2

— 14.6

35.3

43.2

— 7.9

4.6

— 0.1

4.5

— 3.4

- 1.5
— 2.1

0.3

2.2
0.5

— 0.6
9.1

8.5

5.1

- 0.4

5.5

36.5

44.5

- 8.0

4.9

- 0.6

4 . 3

— 3.7

— 1.1
— 0.5

0

1.3
0.9

0.6
— 1.6

— 1.0

— 4.7

— 0.1

— 4.6

39.3

45.6

- 6.3

5.6

— 0.6

5.0

— 1.3

0.9
- 3.0

0

- 1 2 . 6
— 0.3

— 15.0
- 0.6

— 15.6

— 16.9

— 0.2

— 16.7

1 Quarterly data seasonally adjusted. 2 Including net retained earnings on direct investment. 3 Because of
definitional differences, some of the capital-account totals, and US liabilities to foreign official agencies,
are not identical to those published by the US authorities. * Including the reinvestment of net retained
earnings on direct investment. 5 Excludes valuation adjustments.
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account — notably flows reported by banks in the United States — and in the
statistical discrepancy. Unfortunately, the statistics no longer distinguish long from
short-term flows through US banks, and therefore it is not possible to treat the banks'
short-term position — which excludes movements in the deposits of foreign official
institutions — as a financing item. In the first quarter the dollar was generally
weak and the banks were net lenders abroad. Some of this lending was reversed in
the second and third quarters, possibly influenced in the latter quarter by the abolition
on 28th August of reserve requirements on funds borrowed abroad. But the largest
change came in the fourth quarter, when the banks reported net outflows of $12.6
billion, which were more than accounted for by additional dollar claims on foreigners
and which occurred mainly in November and December. Moreover, if it had not
been for the first issue of DM-denominated "Carter notes" to German residents, the
net outflow in the fourth quarter would have been $ 1.6 billion larger. Part of this
outflow may have been purely seasonal, but it is likely that much of it represented
a response to the increased readiness of the US authorities to intervene in foreign
exchange markets to support the dollar, which enabled unwilling holders of dollar
assets to cover their exchange risk without fear of triggering a large and costly fall
in the dollar. By comparison, other identified non-reserve capital transactions were
fairly stable, and over the year as a whole resulted in a smaller deficit than in 1977.

The current-account deficit was in fact a little larger in 1978 than in 1977,
and it is therefore of some interest to look in more detail at its development in
recent years. The following table shows the seasonally adjusted quarterly movements
of the US balance on goods and services during 1977 and 1978, both in current
dollars and, in order to abstract from the terms-of-trade effects of the dollar's
depreciation and other price movements, at 1972 prices as a percentage of gross
national product.

United States: Balance of trade in goods and services, 1977-78.

Year

— 11.1

+ 0.7

1st
quarter

1977

2nd
quarter

3rd
quarter

4th
quarter

Year 1st
quarter

1978

2nd
quarter

3rd
quarter

in billions of,US dollars at current prices, seasonally adjusted, annualised rates

—. 8.5

+ 0.9

— 5.9

at 1972 p

+ 0.8

— 7.0

rices, exprès

+ 0.9

—23.2

sed as a pere

+ 0.2

-12.0
entage of g

+ 0.6

—24.1

ross nationa

+ 0.2

- 5.5

/product

+ 0.8

- 1 0 . 7

+ 0.7

4th
quarter

- 7.6

+ 0.7

A n o t a b l e f e a t u r e i s t h e s i z e o f t h e s e a s o n a l l y a d j u s t e d t r a d e d e f i c i t s i n t h e

l a s t q u a r t e r o f 1 9 7 7 a n d t h e first q u a r t e r o f 1 9 7 8 . T h e s e s e e m t o h a v e b e e n m a i n l y

t h e r e s u l t o f a s l o w d o w n i n e x p o r t s , p e r h a p s a r i s i n g f r o m a n t i c i p a t i o n s o f a f u r t h e r

fa l l i n t h e d o l l a r . W h i l e t h i s d e t e r i o r a t i o n p r o v e d t o b e o n l y t e m p o r a r y , m a n y

o b s e r v e r s c o n s i d e r t h a t t h e s u b s e q u e n t i m p r o v e m e n t h a s b e e n l e s s t h a n m i g h t h a v e

b e e n e x p e c t e d o n t h e b a s i s o f p a s t e x p e r i e n c e . T h e figures i n t h e l o w e r h a l f o f

t h e t a b l e s h o w t h a t s i n c e t h e m i d d l e o f 1 9 7 7 t h e r e h a s n o t b e e n a n y s i g n i f i c a n t

i n c r e a s e i n n e t e x p o r t s , i n s p i t e o f t h e d e p r e c i a t i o n o f t h e d o l l a r . I t i s t r u e , o f

c o u r s e , t h a t t h e b e n e f i c i a l e f f e c t s o f d e p r e c i a t i o n m a y b e v i t i a t e d b y o f f s e t t i n g

i n c r e a s e s i n c o s t s a n d p r i c e s i n t h e d e p r e c i a t i n g c o u n t r y i n r e l a t i o n t o o t h e r
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countries, but such increases have not occurred recently in the United States.
Between the second quarter of 1977 and the fourth quarter of 1978 unit labour
costs in manufacturing in the United States relative to other countries fell by 11 y2

per cent.

Further light may be thrown on the recent evolution of the US balance on
goods and services account by comparing the effects of the 1977-78 depreciation
of the dollar with those of the 1971-72 and 1973 depreciations. This is done in
the table below, in which post-depreciation changes in capacity utilisation and in
net resources exported by the United States (as a percentage of gross national
product) are traced quarter by quarter. The early benefits of the 1971-72 devaluation
appear to have been used in promoting full employment in the domestic economy,
since there was no improvement at all in the trade balance. In complete contrast,
the depreciation of 1973 contributed hardly anything to domestic employment but
did a lot for the trade balance. It may well have been assisted in this by delayed
effects of the 1971-72 devaluation.

United States: Effects of dollar depreciations.

Number of
quarters after
beginning of
depreciation1

1

2

3

4

5

6

7

e

1971-72 (6 / ,%) 2

Chan
capacity

utilisation in
manufacturing3

+ 1.5

+ 4.0

+ 5.9

+ 7.2

+ 10.3

ge in

volume of
net exports'

- 0 . 2 0

— 0.48

— 0.36

- 0 . 1 2

— 0.10

start of second episode
(see next column)

Year and size of depreciation

1973

Chan
capacity

utilisation In
manufacturing3

+ 1.5

+ 2.1

+ 2.3

+ 2.2

- 0 . 1

— 0.3

— 7.1

(9%)*

ge in

volume of
net exports'

+ 0.31

+ 0.58

+ 0.87

+ 1.16

+ 1.34

+ 1.37

+ 1.37

+ 1.61

1977-78 (9%)2

Chan
capacity

utilisation in
manufacturing3

— 0.1

- 1.1

+ 1.2

+ 2.4

+ 3.5

+ 3.7

ge In

volume of
net exports4

- 0.70

— 0.72

— 0.1 1

— 0.27

— 0.21

- 0.30

' The quarter numbered 1 in each case is the first quarter in which an effective depreciation, calculated on a
quarterly average basis, of more than 2 per cent, took place. In the 1971-72 episode quarter number 1 Is the fourth
quarter of 1971; in the 1973 episode, the first quarter of 1973; and in the most recent case, the fourth quarter of
1977. All comparisons in the table are with the quarter preceding that numbered 1. ' The figures In brackets
are the total effective depreciations of the dollar, based on the computations of the Morgan Guaranty Trust
Company. They are calculated over the following periods: third quarter of 1971 to second quarter of 1972; fourth
quarter of 1972 to third quarter of 1973; and third quarter of 1977 to fourth quarter of 1978. 3 Percentage change
In the FRB Index from that prevailing in the quarter before 1. * Change in the volume of net exports of goods
and services as a percentage of GNP, calculated at 1972 prices.

T h e m o s t r e c e n t d e p r e c i a t i o n , a l t h o u g h s i m i l a r i n s i z e t o t h e e a r l i e r o n e s ,

s e e m s t o h a v e d o n e c o m p a r a t i v e l y l i t t l e g o o d a t a l l s o far . T h e i n c r e a s e i n c a p a c i t y

u t i l i s a t i o n h a s b e e n m u c h s m a l l e r t h a n i n 1 9 7 2 , w h i l e t h e e x t e r n a l b a l a n c e h a s e v e n

d e t e r i o r a t e d a l i t t l e i n r e l a t i o n t o g r o s s n a t i o n a l p r o d u c t . M o r e o v e r , b u s i n e s s - c y c l e

d e v e l o p m e n t s i n o t h e r c o u n t r i e s c a n n o t p l a u s i b l y b e a d d u c e d i n e x p l a n a t i o n . I t

m i g h t b e o b j e c t e d t h a t s i n c e t h e m o s t r e c e n t fa l l i n t h e d o l l a r h a s c o m e i n p h a s e s

e x t e n d i n g o v e r a y e a r o r s o a n d c o n t i n u i n g i n t o t h e f ina l q u a r t e r o f 1 9 7 8 , i t i s

t o o s o o n t o c o m p a r e i t s r e s u l t s u n f a v o u r a b l y w i t h t h o s e o f i t s p r e d e c e s s o r s . W h i l e

t h i s o b j e c t i o n m a y a p p l y t o a c o m p a r i s o n w i t h w h a t h a p p e n e d a f t e r t h e 1 9 7 3

d e p r e c i a t i o n , w h i c h w a s m o r e r a p i d , t h e m o s t r e c e n t d e p r e c i a t i o n w a s o n l y a l i t t l e

m o r e p r o t r a c t e d t h a n t h a t w h i c h t o o k p l a c e i n 1 9 7 1 - 7 2 . A n d e v e n if, i n o r d e r t o
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allow for this difference, its results after six quarters are compared with those of

the 1971-72 devaluation after five quarters, they are still relatively unimpressive.

Moreover , a l though the trade figures for the first quarter of 1979 are encouraging,

they still do no t show an adjustment comparable to those achieved after the two

earlier depreciations of the dollar.

In looking at the slowness of the response to the 1977-78 depreciation, the

changes in the commodi ty composit ion of the trade balance between 1977 and 1978

are of some interest. Al though there were improvements on foodstuffs, animal feed and

beverages, as well as on petroleum and petroleum products , amount ing in all to

$ 7 billion, these are not the favourable responses that are expected from depreciation.

In the other merchandise categories, where improvements might have been expected,

there were deteriorations totalling $10 billion. Some of these changes for the worse

might be though t to represent the effects of a worsening in the US terms of trade

following the depreciation of the dollar, rather than vo lume movements . But in fact

the terms of trade improved between 1977 and 1978 in spite of the dollar's

depreciation. Thus , the response of the US trade balance to the 1977-78 depreciation

has been at its most disappointing in the case of manufactured goods , a sector in

which there is often great anxiety to maintain markets , and this cannot be explained

as a J-curve phenomenon . T o summarise, then, there has been as yet little sign of

the substantial adjustment of the vo lume of US imports and exports that might

have been expected to result from the depreciation of the dollar since mid-1977,

and such improvements as have occurred have no t been the expected ones.

At the beginning of 1979 it was expected that the current deficit for the year

would be roughly halved, to between $8 billion and f i o billion. Al though the

merchandise trade figures for the first quarter did show a small improvement on

the final quarter of 1978, the recent further increases in oil prices have raised the

spectre of a relapse by adding another several billion dollars to the oil deficit

previously expected in 1979. However , this should no t be enough to prevent

some, perhaps smaller, improvement in the current account this year. In the capital

account there is very clear evidence of the success of the dollar suppor t measures

of is t N o v e m b e r 1978. In January and February alone, the reflow of funds th rough

the banks amounted to some $12 billion, nearly all in the form of reduced claims

on non-residents, and this t rend continued in March and April . Nonetheless, as

noted elsewhere in the Report , exchange-market stability in the longer run remains

dependent on a better performance of the US current account.

In 1978 balance-of-payments developments in the three major surplus countries

— Japan, Germany and Switzerland — were strongly influenced by the sharp decline

of the dollar. All three countries experienced sizable increases in their current-

account surpluses arising out of terms-of-trade improvements that more than offset

reductions in the volumes of their net exports. In addit ion, all three received massive

inflows of short- term capital, so that additions to their net official reserves were

even larger than in 1977, as the monetary authorities intervened heavily to moderate

the upward movement of their exchange rates.

Japan's balance of payments, while remaining in large overall surplus, showed

some major changes in 1978 which, by the end of the year, had considerably



Developed countries:

Countries

Austria

Belgium-Luxembourg . . .

Canada

Denmark . .

Finland . . . .

France

Germany . . .

Greece*

Italy .

Japan . . . .

Norway . .

Portugal6

Spain . . .

Sweden

Switzerland

Turkey

United Kingdom . . .

United States

Yugoslavia

Years

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

Current
balance2

Balances

Capital
balance2

of payments.1

Overall
balance3 Adjust-

ments*

Adjusted
overall
balance

(=total external
monetary

movements)5

in millions of US dollars

- 2,980
— 1,505

- 725
- 565

- 3,930
- 4,625

— 1,680
- 1,400

— 160
5 8 5

- 3,310
4,200

4,320
. 8,960

— 1,275
— 1,255

— 300
— 310

1,350
6,365

10,920
16,625

3 6 5
— 1,355

— 4,935
— 2,100

— 1,505
— 740

- 2,450
1,510

— 2,810
— 975

3,440
5,145

— 3,385
— 1,420

580
500

-15,290
-15,960

— 1,600
— 1,015

1,845
2,435

- 450
- 585

1,150
4 4 0

2,655
2,375

2 0 0
145

5,335
4 0 0

- 3,150
— 4,050

1,055
9 1 5

2 9 0
4 6 0

725
1,915

— 2,710
— 10,610

— 1,600
— 2,360

4,710
2,925

6 0
9 5 5

2,745
2,240

3,225
6 0 5

1,220
5,055

885
810

9,025
600

— 14,440
— 490

1,770
1,390

— 1,135
9 3 0

- 1,175
- 1,150

- 2,780
— 4,185

975
975

4 0
7 3 0

2,025
4,600

1,170
4,910

— 220
- 340

- 10
150

2,075
8,280

8,210
6,015

- 1,235
— 3,715

— 225
825

— 1,445
2 1 5

295
3,750

4 1 5
— 370

4,660
10,200

— 2,500
— 610

9,605
1,100

—29,730
-16,450

170
375

— 60
25

— 770
320

— 70
- 100

60
105

6 0
3 5

— 435 i
- 600

— 570
— 1,130

2 3 5
2 2 0

3 0
9 5

290
145

— 1,110
— 1,830

2 6 0
2 2 5

— 70
40

3 0 5
2 1 0

— 720
— 765

2 5
— 135

•

- 325
— 635

360
2,000

— 1,195
9 5 5

- 1,945
- 830

— 2,850
- 4,285

1,035
1,080

100
7 6 5

1,590
4,000

600
3,780

15
— 120

2 0
2 4 5

2,365
8,425

7,100
4,185

— 975
— 3,490

— 295
865

—. 1,140
4 2 5

— 425
2,985

4 4 0
— 505

4,660
10,200

— 2,500
- 610

9,280
465

—29,370
— 14,450

170
375

Note: Wherever possible, capital balances and overall balances of payments are shown exclusive of changes
in commercial banks' short-term foreign positions, which, together with changes in net official monetary
positions, are treated as financing items.
1 On a transactions basis. 2 For a large number of countries current and capital-account figures exclude
retained earnings on direct investment and the corresponding reinvestment of such earnings. 3 Equal to the
sum of actual transactions; excludes, wherever possible, valuation gains or losses in monetary items resulting
from exchange rate movements. « Differences mainly due to valuation adjustments and discrepancies in
coverage. 5 Equal to the sum of the last two columns in the table on page 98. ' Partly on a cash basis.
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reduced the underlying imbalance. Despite the reinforcement of administrative
guidelines for export restraint and the introduction of an emergency import
programme, the current payments surplus increased further, from $10.9 to 16.6
billion. This change was more than offset, however, by a quadrupling of net
long-term capital outflows, to $12.2 billion, so that the surplus on the basic balance
of payments came down from $8.2 to 4.4 billion. Nevertheless, the increase of
$7.7 billion in net official monetary assets was larger than in 1977, owing to
substantial net inflows of banking and non-banking short-term funds.

During the course of the year the change in the basic balance of payments was
dramatic, from a $4.3 billion surplus in the first quarter to a $2.1 billion deficit in
the fourth quarter. In part this was attributable to developments on trade account,
the surplus on which fell to $5.1 billion in the last three months of 1978 after
having averaged $6.5 billion during the preceding three quarters. However, the
fourth-quarter decline in the trade surplus resulted essentially from $1.7 billion of
emergency imports. The decisive factor in the emergence of a deficit on the basic
balance was the large and rapid shift in the long-term capital account, from net
inflows of $0.4 billion in the first quarter to net outflows of $5 billion in the final
quarter.

An increase of $7.4 billion, the same as in the preceding year, boosted the
1978 trade surplus to $24.7 billion. However, in yen terms the rise was much less
spectacular. Moreover, as mentioned earlier, the trade account owed its apparent
strength in 1978 to an extraordinary terms-of-trade gain of almost 15 per cent,
which concealed a marked adjustment of underlying trade volume trends. The
growth rate of real exports fell from 9 per cent, in 1977 to only 1 per cent, in 1978.
A jYz per cent, volume gain in the first quarter gave way to a 3 per cent, decline
in the second quarter, as the impact of the export restraint programme was
compounded by the dampening effects of the yen's rapid appreciation, and in
the last quarter the volume of exports was nearly 5 per cent, lower than a year
earlier. However, the extent of the dollar's depreciation against the yen prevented
any decline in the dollar value of exports. The dollar unit value of exports rose by
nearly 20 per cent, in 1978 as Japanese exporters adjusted their dollar export prices
upwards in response to the appreciation of the yen, although part of the exchange
rate movement was absorbed by a reduction of profit margins.

Imports expanded by 7 per cent, in real terms in 1978, after a 2% per cent,
rise the year before. However, this acceleration provides only limited evidence of
responsiveness of real imports to the exchange rate change, for the following two
reasons : first, the emergency import scheme alone may have added about > 2 y2 per-
centage points to the growth of imports in 1978; secondly, the volume of imports was
still below the 1973 peak, despite a strong upturn in industrial production to 5 per
cent, above the level of five years earlier. The sluggishness of Japanese imports
can be traced largely to the behaviour of two major categories of goods, raw
materials and mineral fuels, which accounted for almost two-thirds of total imports
in 1977. The combined volume of these imports has not risen in recent years
and even in 1978, when favourable price trends prevailed and official stockpiling
added to demand, raw-material imports grew by only 5 per cent, while those of
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mineral fuel declined by 2 per cent. The fact that in 1978 a level of industrial
production well above that of 1973 was sustained with a volume of imports in
these two categories that was well below the level of five years earlier is indicative
of the remarkable switch to energy-saving and raw-material-saving production
techniques that has occurred. Last year's rise in total import volume therefore
reflected primarily the rise in purchases of manufactured goods as relative price
advantages brought about by the yen's rapid appreciation permitted foreign suppliers
to penetrate the Japanese market; as a result, the share of manufactured imports
in total imports rose from 21 per cent, in 1977 to 25 per cent, in 1978.

On capital account the authorities' policy of promoting foreign borrowing
on the Tokyo market was the principal factor behind the huge rise in net long-
term capital outflows to $12.2 billion in 1978. Residents' purchases of foreign
securities and foreign lending by Japanese banks generated an increasing outflow
as the year went on. In total, these transactions resulted in a net outflow of
$11.7 billion, almost five times the 1977 total. These outflows were supplemented
by an increase in the deficit on net direct investment of $2.4 billion. The net
outflow of long-term trade credit, however, which had amounted to $1.4 billion
in 1977, virtually dried up last year. Net short-term capital flows, including errors
and omissions but excluding the banking sector, resulted in an inflow of $1.6 billion
in 1978, though the quarterly pattern was far from steady. In total, net capital
exports amounted to $10.6 billion, compared with $2.7 billion in the preceding
year, so that the overall surplus declined from $8.2 billion in 1977 to $6 billion
in 1978.

Including valuation adjustments, the net external monetary position improved
by $4.2 billion, with net short-term banking inflows of $3.5 billion and an increase
in net official assets of $7.7 billion. The largest quarterly reserve increase, of $6.8
billion, occurred in the first three months of 1978, when strong speculative capital
inflows were superimposed on the current surplus, and the authorities intervened
on a very large scale to moderate the rise in the yen exchange rate. A reversal of
capital flows in the second quarter contributed to a $1.9 billion decline in the net
officiai position, a large part of which was offset by an increase in the following
quarter. During the final quarter the net external monetary position deteriorated
by $1.6 billion, but net short-term inflows of $3.3 billion through the banks boosted
official reserves by $1.7 billion.

In the first quarter of 1979, when the yen's exchange rate declined sharply,
the current account went into deficit by $0.5 billion, a turn-round of $3.4 billion
from the preceding quarter. With long-term capital outflows remaining large, the
basic balance showed a substantial deficit of $ 4.2 billion ; net official reserves fell
by $3.7 billion.

Like that of Japan, Germany's current payments surplus rose sharply last year,
from $4.3 billion to nearly $9 billion. At the same time, and in contrast to what
happened in Japan, the currency crisis caused net long-term capital outflows to
decline sharply, from $5.6 to 1.1 billion, shifting the basic balance from a deficit
to a $7.9 billion surplus. This surplus, together with sizable inflows of short-term



funds through the banking system, led to a $10.4 billion rise in net official monetary
assets.

The widening of the current surplus was entirely due to a $5.5 billion increase
in the trade surplus which, at $25.3 billion, was the highest ever recorded in dollar
terms. Although the customary invisibles deficit rose slightly to $16.3 billion,
in domestic currency terms there was a decline of DM 2.8 billion. The principal
reason for this unusual change was the recovery of net investment earnings, which
had fallen sharply in 1977 when modifications in tax legislation precipitated
exceptionally large remittances of profits to foreign shareholders. Other invisible
transactions generally followed their traditional pattern, with the biggest rise, of
$2.6 billion, being recorded in net tourist expenditure.

The increase in the trade surplus was entirely accounted for by a 3 y2 per cent,
improvement in Germany's terms of trade. As was shown earlier, the "real" trade
balance deteriorated in 1978 by roughly $2.7 billion as export and import volumes
responded to changes in the phases of the business cycle in Germany and in other
countries, and to changes in the international competitiveness of German goods.
Real export growth decelerated by 1 y2 percentage points to 4 per cent., slightly
less than the estimated growth of world trade. Indeed, conditions in the export
sector were generally depressed and, in contrast to experience in previous cycles,
this sector contributed only modestly to the upswing in domestic output in 1978.
One decisive factor in this context was undoubtedly the fact that export unit
values measured in Deutsche Mark remained unchanged, indicating a marked
squeeze, for the second consecutive year, on German exporters' profit margins. In
D M value terms, export performance varied among regional markets. The most
important gains, of around 15 per cent., were achieved in sales to the United
Kingdom, Japan and Switzerland, followed by increases of 10 per cent, to the
United States and Belgium-Luxembourg. Exports to Norway, Spain and Sweden
shrank by between 13 and 20 per cent., reflecting these countries' domestic
stabilisation programmes. There were also some losses of market shares in the
oil-exporting countries, whose total purchases from Germany declined by 1 y2 per
cent.

The D M value of imports rose by 3% per cent, in 1978; this was the result
of a 3 y2 per cent, decline in prices and a 7 y2 per cent, expansion in volume. The
acceleration of real import growth from less than 4 per cent, in 1977 was due in
part to the recovery of domestic economic activity, but it also reflected an
improvement in the competitiveness of foreign suppliers. Their relative price
advantage was felt particularly in the finished goods sector, where the volume of
imports rose by nearly 10 per cent.; semi-processed goods were also imported on
a much larger scale in connection with a building-up of inventories. The relative
weakness of raw-material imports, which declined for the second consecutive year,
appears to indicate savings in the use of raw materials — a phenomenon similar to
that observed recently in Japan. Certain other industrial countries, centrally planned
economies and southern European countries were the most successful suppliers on
the German market. At the same time, imports from the oil-exporting countries
dropped in value terms by 17 per cent., largely because of the sharp decline in the
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D M price of oil, but also partly because of an increase in the share of oil imports
from the United Kingdom and from Norway. As a result, Germany's trade surplus
with the oil-exporting countries widened substantially from $0.6 billion in 1977
to $2.6 billion in 1978.

On capital account the steep decline from $5.6 to 1.1 billion in net long-
term outflows can be traced to two categories of transactions, both of which were
strongly affected by last year's currency disturbances. First, and most importantly,
the long-term foreign transactions of the banking sector gave rise to net inflows
of $2.5 billion, in sharp contrast to net outflows of $2.7 billion the year before. In
particular the banking sector's longer-term external liabilities rose by no less than
$7.4 billion last year, partly as a result of large purchases by non-residents of bank
certificates of indebtedness. These speculative inflows were only partly offset by
a $4.3 billion increase in long-term bank credit extended to non-residents, including
purchases by the banks of $1.6 billion worth of "Carter notes". Secondly, the
net outflow from portfolio investment declined from $1.3 to 0.3 billion, mainly
owing to larger non-resident purchases of German securities. In the rest of the
long-term capital account net outflows were higher than in 1977, net direct
investment rising from $1.4 to 2 billion and net official capital outflows doubling
to $1.5 billion.

The modest total of net long-term capital exports was supplemented by net
short-term non-banking capital outflows (including errors and omissions) of $3
billion, reversing the inflow of $2.4 billion recorded in 1977. The swing included
a $3 billion decline in financial loans from abroad to the private non-bank sector.
Although the deficit on identified net trade credits remained unchanged in 1978,
the relatively big negative statistical discrepancy may reflect some increase in trade
credits granted by German exporters. For the year as a whole Germany's overall
payments surplus amounted to $4.9 billion, about four times as large in dollar
terms as it had been in 1977.

Including valuation adjustments, the monetary counterparts of the overall
surplus were an increase of $6.7 billion in the net short-term liabilities of the
banking sector and a rise of f 10.4 billion in net official assets. The bulk of the
increase in net official reserves occurred during the last quarter of 1978, with
$4.4 billion accruing during October alone, when the dollar crisis was at its peak,
and a further $2.8 billion in the last two months of 1978. Only during the second
quarter, when the dollar staged a short-lived recovery, did the monetary authorities'
net reserves decline. There were net short-term outflows of $1.3 billion through
the banking sector in the first quarter; thereafter net inflows rose steadily, reaching
$4.7 billion in the fourth quarter.

During the first quarter of 1979 the current account recorded a surplus of
$1.5 billion, compared with $2.1 billion in the corresponding period of 1978. At
the same time, the surplus on the basic balance fell sharply to $1.1 billion from $3.6
billion, as net long-term capital outflows resumed. In addition, there were sizable
net short-term banking and non-banking capital outflows of $6.1 billion and net
official assets declined by $ 5 billion.
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In Switzerland the appreciation of the franc last year and the associated
exchange-market pressures helped to increase the overall balance-of-payments
surplus, which in 1977 had been $4.7 billion, to $10.2 billion. The external monetary
counterpart to the surplus was an improvement of $6.9 billion in the net official
position and one of $3.3 billion in the banking system's net external assets.

On current external account the surplus went up from $3.4 to 5.1 billion.
As usual, net receipts from services and transfers, which rose from $3.5 to 4.6 billion,
were the dominant element in the current-account surplus. Net investment income,
at $3.5 billion, was $1 billion higher than in 1977 and in addition net receipts on
travel account, although lower than the year before in Swiss franc terms, improved
in dollar terms by $0.3 to 1.5 billion. The merchandise trade account registered
a surplus of $0.5 billion, after a deficit of $0.1 billion in 1977. This change
was more than accounted for by a 7% per cent, improvement in the terms of trade.
On the basis of customs figures the volume changes on trade account — a 5 per cent,
increase in exports and a 10 per cent, increase in imports — would on their own
have produced a $0.9 billion deterioration in the foreign trade balance.

The capital account was dominated by unidentified inflows of $11.1 billion.
In contrast, identified capital movements showed a deficit of $6 billion, reflecting
the attractiveness to issuers of notes and bonds of the low interest rates on
borrowing denominated in Swiss francs. Thus, total net capital inflows amounted
to $5.1 billion, up from $1.2 billion in 1977.

In the first quarter of 1979 the Swiss merchandise trade deficit amounted to
$0.5 billion, roughly double its level in the corresponding quarter of 1978. There
were partial reversals of last year's inflows of funds in January and March, and the
net official position deteriorated by $1.9 billion over the quarter.

The exchange rates of the other European Group of Ten countries showed
much less volatility in 1978. In some countries the relative stability reflected the
absence of any strong exchange-market pressure; in others the authorities intervened
heavily to hold their currencies' external value between those of the major divergent
currencies. Either way their balance-of-payments developments in 1978 were much
less affected by the recurrent exchange-market disturbances.

Italy's current balance-of-payments surplus increased sharply in 1978 to $6.4
billion, or about 2% per cent, of gross domestic product, from $1.4 billion the
year before. The trade account improved by $3 billion, and there was an
improvement of $2 billion in the balance on services and transfers. These changes
may be ascribed to the relatively slow growth of domestic demand and the
continuing response to the 18 per cent, effective depreciation of the lira in 1976.

The terms of trade improved by 2% per cent, in 1978, despite the depreciation
of the lira in relation to other European currencies, but this was responsible for only
about $ 1 billion of the total improvement in the merchandise trade balance on a
customs basis. The volume of merchandise exports increased by 11 per cent., while
that of imports went up by only 7 y2 per cent. The effect of volume movements on
the trade balance was, however, smaller than in 1977, when export volume rose
by 7 per cent, and imports fell by 2 per cent. Moreover, there were signs that the
strengthening of the trade balance was slowing down in the course of 1978.
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The capital-account surplus increased to $1.9 billion in 1978 from $0.7 billion
in the previous year. Net outflows of trade credit fell from $0.7 billion to $0.3 billion,
and repayments of public-sector compensatory external borrowing, at $0.8 billion,
were $0.2 billion higher. The largest single element in the change, however, was
the improvement of $0.8 billion in net errors and omissions to a surplus of $0.3
billion. The overall surplus in 1978 was $8.3 billion, of which $7 billion was
reflected in an increase in net official assets.

The current account of France's balance of payments improved dramatically
in 1978, from a deficit of $3.3 billion to a surplus of $4.2 billion, equal to 0.9 per
cent, of gross domestic product. Although there was a sharp decline in net capital
inflows, the overall surplus increased from $2 to 4.6 billion.

Of the total improvement of $7.5 billion in the current balance, $3 billion
was in the balance on services and transfers, which moved strongly into surplus,
most notably in the fourth quarter. There were large increases in net receipts both
on travel account and from services provided in connection with large engineering
projects and technical co-operation with other countries. The favourable movement
of $4.5 billion in the merchandise trade balance was mainly the result of an
improvement of 4 per cent, in the terms of trade, with a fairly small contribution
from higher net export volume. In 1977, by contrast, the improvement in the trade
balance was more than accounted for by favourable volume movements, and the
terms of trade worsened by 1 x/2 per cent.

The long-term capital account moved from a surplus of $0.3 billion in 1977
to a deficit of $1.7 billion in 1978. As a consequence of the improvement in the
current balance, residents' drawings on loans from abroad subject to Treasury
approval fell by $ 2 to 3 billion, while the balances in the other main categories of
long-term capital transactions were roughly the same as they had been in 1977.
Net short-term inflows, including errors and omissions, fell from $5 to 2 billion.
Including valuation and coverage adjustments, the net official monetary position
and the commercial banks' net external short-term position improved by $2.8 and
1.2 billion respectively.

In the first quarter of 1979 the seasonally adjusted trade surplus, at $0.3 billion
on a customs basis, showed little change from the average for 1978. The net official
monetary position improved by $1 billion.

The current-account balance of the United Kingdom in 1978 closed with a small
surplus of $0.5 billion, very little different from that recorded in 1977. During the
course of the year, however, it showed some tendency to improve as the economic
recovery slackened, and there was a seasonally adjusted surplus of $0.8 billion in the
fourth quarter. Over 1978 as a whole the current balance benefited by some
% 2 billion from the net impact of the increase in indigenous oil and gas production
and is expected to gain a further Î3 billion from this source in 1979.

The terms of trade on a customs basis improved by 6 per cent, in 1978,
largely because of the strength of the pound. If there had been no changes
in export and import volumes, this would have improved the current account by
nearly $2 billion. As it was, volume movements were adverse, with imports rising
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by 7)4 per cent, and exports by only 4% per cent., so that the merchandise trade
balance improved by only $0.7 billion to a deficit of $2.3 billion. There were
improvements in the unfavourable trade balances in non-manufactured goods,
largely in the oil and agricultural sectors, but the favourable balance on manufactured
goods diminished, reflecting the sensitivity of domestic demand for such goods
to changes in the phase of the business cycle, and the unresponsiveness of
domestic supplies. The surplus on services and transfers declined by $0.8 to 2.8
billion in 1978. Favourable movements in the balances on services and property
income were more than offset by a deterioration of $1.7 billion in the balance on
transfers, of which net additional official transfers to the European Communities
accounted for $ 1 billion.

The enormous capital-account surplus of 1977, which reflected sterling's
recovery from the débâcle of 1976, was naturally not repeated, and there was a
small capital inflow of $0.6 billion in 1978. The overall balance thus closed with
a surplus of $1.1 billion. $1.9 billion of borrowing from the IMF was repaid,
together with $0.7 billion of net borrowing by public-sector bodies under various
exchange cover schemes. The Government, however, raised $350 million of new
funds in its own name on the New York bond market. Over the year, the net
official position worsened by $2.6 billion, while the net external liabilities of the
banks decreased by $3.1 billion.

At the time of writing, trade figures were not available beyond January.
However, in the first quarter of 1979 there were sizable inflows of funds into sterling,
and, further assisted by an allocation of $0.4 billion of special drawing rights, the
United Kingdom's official reserves increased by $1.8 billion. The revaluation oi
the official reserves in March added a further $4.5 billion to their published value,
which thus stood at $21.9 billion at the end ôf that month.

The current payments deficit of Sweden, which had reached $2.8 billion in
1977, was sharply reduced last year to $1 billion. This improvement occurred
despite a $0.5 billion increase in the invisibles deficit, resulting partly from a rise
in the cost of servicing the country's external debt and from extraordinary debt
cancellations in 1978 in favour of certain developing countries. On trade account,
although there was an adverse movement of 2% per cent, in the terms of trade,
the domestic policy changes introduced in 1977 — including restrictive demand
policies and two devaluations of the krona — which were reinforced by moderate
wage settlements in 1978, led to an increase in the surplus from $0.3 to 2.6 billion.
The volume of merchandise exports went up by 7 per cent, and that of imports
fell by 6y2 per cent.

The decline in the current-account deficit reduced the need for external
finance and the capital-account surplus accordingly fell from $3.2 to 0.6 billion.
The overall balance was a deficit of $0.4 billion, but this was more than covered
by a deterioration of $1.2 billion in the net external position of the banks; net
official external assets increased by $0.7 billion.

The balance of payments of the Belgium-Luxembourg Economic Union — which
is now calculated entirely on a transactions basis — showed no major changes
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from 1977. The current-account deficit was $0.6 billion, $0.1 billion less than the
year before. There was a slight fall in the surplus on services and transfers but this
was more than offset by a $0.3 billion improvement in the trade balance, to a deficit
of $1.1 billion. Total net capital outflows increased by $0.1 to 0.6 billion, with a
turn-round of $ 1 billion from net receipts to net extension of trade credit being
largely offset by a reduction in long-term bank lending abroad, so that the overall
deficit of $1.1 billion was virtually the same as in 1977. The net official monetary
position improved in the early part of the year as the authorities bought foreign
currencies in order to pay their debts to the European Monetary Co-operation
Fund, but renewed pressure on the Belgian franc in the European joint float during
the summer and early autumn, which was eventually relieved by the realignment
of exchange rates on 16th October, entailed the incurring of new debt. Over the
year as a whole, the net official monetary position, including valuation adjustments,
deteriorated by $0.3 billion. The rest of the overall deficit was financed by a
deterioration of $0.5 billion in the banks' net external short-term position. Non-
resident holdings of franc balances went up during the year by $1.1 billion.

The balance of payments of the Netherlands deteriorated sharply in 1978, the
overall deficit rising from $1.2 to 3.7 billion. The current account weakened
substantially for the second year in succession, to a deficit of $1.4 billion — the
first to be recorded since 1971. A widening of the trade deficit was responsible
for $0.6 billion of the current-account deterioration, real imports rising by over
5 per cent, and real exports (which had declined in 1977) by less than 2 per cent.
In addition there was a $1.2 billion deterioration on invisibles account, to a deficit
of $0.4 billion, owing mainly to increased net travel expenditure and lower net
receipts from transportation and investment income.

The further weakening of the current balance of payments was accompanied
by a $ 1.2 billion increase in net long-term capital outflows, to a total of $2.5 billion.
Net external lending by the banks was higher than in 1977 and net inflows from
portfolio investment were lower. Short-term non-bank capital movementSj including
unidentified items, recorded a small net inflow. Including valuation changes and
adjustments for differences in coverage, the deterioration of the overall net external
monetary position, at $3.5 billion, was rather less than the overall payments deficit.
Net short-term inflows through the banking system, which amounted to $3.3
billion, covered a very large part of the overall deficit. Net official monetary assets,
excluding changes arising out of the revaluation of the gold stock, declined by
only $0.2 billion.

The deficit on the current account of Canada's balance of payments reached
$4.6 billion in 1978, $0.7 billion more than in 1977. The deterioration was entirely
attributable to a $1 billion widening of the deficit on invisibles, itself largely the
consequence of the increasing cost of servicing Canada's external debt and of
official debt cancellations benefiting developing countries. The merchandise trade
surplus increased by $0.3 billion to $3 billion, despite a worsening of about 3%
per cent, in the terms of trade induced by the depreciation of the Canadian dollar;
the favourable trade balance in semi-manufactured products showed a particularly
marked increase last year.



Developed countries: External monetary positions.1

Countries
End
of

year

Gold2
Net

foreign
exchange

Claims
on, or

liabilities
to,
IMF

Total
official
assets
(net)

Com-
mercia
banks
(net)

Total
foreign
assets
(net)

Changes3

Official
assets
(net)

Commer-
cial banks

(net)

in millions of US dollars

Austria . . .

Belgium-
Luxembourg

Canada . . .

Denmark . .

Finland . . .

France . . .

Germany . .

Greece . . .

Ireland . . .

Italy

Japan . . . .

Netherlands .

Norway . . .

Portugal. . .

Spain . . . .

Sweden . . .

Switzerland .

Turkey . . .

United
Kingdom .

United States

Yugoslavia .

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

1977
1978

895
960

1,790
1,795

935
1,010

80
90

40
45

16,720
22,340

4,995
5,010

160
170

20
20

11,260
14,335

920
1,090

2,305
6,490

45
50

1,025
1,010

610
660

250
275

3,515
3,515

155
165

940
965

11,720
11,670

65
75

2,770
4,370

2,000
1,770

1,315
1,845

1,320
2,845

425
905

4,060
7,070

31,220
39,635

— 220
— 360

2,215
2,530

4,415
10,190

18,785
25,000

3,645
3,620

1,170
2,360

— 1,185
— 955

5,465
9,110

2,935
3,620

9,740
16,750

- 3,240
- 3,670

4,320*
- 145'

-126,065"
-152,050e

2,030
2,290

510
465

1,440
1,330

1,355
1,075

205
220

— 175
- 60

1,185
975

4,085
6,095

— 200
— 180

135
140

— 1,775
— 535

2,270
3,565

1,845
1,140

400
395

- 290
— 265

— 635
— 490

405
395

475
400

— 410
— 620

—3,425
— 1,650

7,575
2,605

— 245
— 140

4,175
5,795

5,230
4,895

3,605
3,930

1,605
3,155

290
890

21,965
30,385

40,300
50,740

- 260
- 370

2,370
2,690

13,900
23,990

21,975
29,655

7,795
11,250

1,615
2,805

- 450
- 210

5,440
9,280

3,590
4,290

13,730
20,665

- 3,495
- 4,125

1,835
830

-106,770
-137,775

1,850
2,225

-3,225
—3,890

—4,400
—4,895

— 915
—2,740

555
85

- 655
- 490

- 5,600
-12,260

40
30

— 1,035
-1,110

—6,450
—5,050

-12,935
-16,430

-2,230
—5,480

230
- 95

— 480
- 295

—5,390
—6,245

— 180
— 1,385

13,5)5
16,780

24,815*
42,755»

1

2
1

2

950
,905

830

-

,690
,190

,160
3,240

34

365
400

,700
38,480

_

-

1
1

7

220
340

,335
,580

,450
18,940

9
13
,040
,225

5,565
5

1
2

-

3

3
2

27
37

-81
-95

770

845
710

930
505

50
035

410
905

245
445

955
020

190
1,620

110
335

- 1,255
325

830
1,550

50
600

735!

2,810s

4,865
10,440

5
1 10

535
320

5.S205

7,025s

5,910
7,680

365
240s

700
1,190

520
240

1,160
3,840

1,155
700

670
6,935

- 2,495
630

11,865
- 2,665

-33,540
-31,090*

170
375

- 1,005
665

- 1,835
495

- 1,595
- 1,910*

205
470

50
165

855
1,190

- 4,265
- 6,660

10
10

515
75

- 3,455
1,400

1,190
- 3,495

- 1,340
- 3,250

405
325

620
185

- 1,585
855

715
- 1,205

3,990
3,265

5
20

• 2,5857

3.1307

4,170
16,640*

1 For most countries the figures do not correspond exactly to published ones. 2 In France, Italy and the
Netherlands gold is valued at market-related prices; in one-quarter of the countries it is valued at $42.22 per
ounce and in the remainder via SDRs, being converted into dollars at prevailing dollar/SDR rates. 3 The sum
of the last two columns is equal to the adjusted overall balance In the table on page 89. « Owing to a break In the
series the difference between the figures shown for the ends of 1977 and 1978 does not correspond to the change
shown for 1978. 5 Excludes changes arising from revaluation of gold. » Includes, as liabilities, government
foreign currency bonds and Euro-currency borrowing and other public-sector borrowing under the exchange
cover scheme. 7 Includes changes In the banks' foreign currency positions vis-à-vis non-residents, in their
sterling claims on non-residents and in all sterling liabilities to non-residents, official and private. 8 Equals
convertible currency assets minus bank-reported liabilities to foreign official institutions. ' Banks' claims on
foreigners minus their liabilities to non-official foreigners.
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Although interest rate policy was dominated by external considerations, the
usual surplus on autonomous capital flows, which had amounted to $1.2 billion in
1977, gave way to a deficit of $2 billion in 1978. Important components of this sharp
change were a reduction in the net inflow of portfolio capital from $5.1 to 2.3
billion and a widening from $0.2 to 1.8 billion of the deficit on direct investment.
Unfavourable errors and omissions were $1 billion smaller than in 1977. Financing
of $6.6 billion was thus required to cover the deficit on current transactions and
autonomous capital flows. Of this total, $2.4 billion was provided through
securities issued and loans raised by the Canadian Government in New York and
Germany, while a further $2.7 billion came from drawings on revolving credits
arranged by the Government with banks in Canada and abroad. Including valuation
adjustments, there was a deterioration of $1.6 billion in the net external monetary
position. Net official external assets went up by $0.3 billion, and the net external
short-term liabilities of the banks increased by $1.9 billion.

In the developed countries outside the Group of Ten and Switzerland the combined
current payments deficit fell very substantially in 1978, by $12 to 11.4 billion.
This improvement originated largely in the merchandise trade account, generally
reflecting an appreciable rise in export volumes and sizable cutbacks in import
volumes as a result of restrictive domestic policies. In addition, some countries in
this group experienced notable increases in their net invisibles receipts mainly due
to rapidly growing net tourist income. The improvements on current account were

Current-account transaciions of developed countries outside the Group of
Ten and Switzerland.1

Countries and
areas

Austria
Denmark
Finland . . . . . .

Greece2

Iceland
Ireland

Norway
Portugal3

Spain

Turkey
Yugoslavia . . . .

In western
Europe . . . .

Australia
New Zealand .
South Africa . . .

In the southern
hemisphere . .

Israel

Total . . .

Trade balance
(f.o.b.)

1976 1977 1978

Services and transfers

1976 1977 1978

Current balance

1976 1977 1978

in billions of US dollars

— 2.54
— 2.88
— 0.58

— 2.69
- 0.02
- 0.62

- 3.49
— 2.1 1
— 7.33

— 2.62
— 1.76

—26.64

2.03
— 0.05
— 0.24

1.74

— 2.65

—27.55

— 3.79
— 2.69

0.53

— 3.16
— 0.05
— 0.81

— 4.02
— 2.52
- 6.22

- 3.43
— 3.33

—29.49

1.00
0.27
2.52

3.79

— 2.16

—27.86

— 2.98
- 2.39

1.20

— 3.50
0.03

— 1.03

— 0.58
- 2.31
- 4.02

- 1.82
- 3.49

—20.89

0.06
0.70
4.00

4.76

- 2.84

— 18.97

1.07
0.97

— 0.59

1.60
0
0.30

— 0.26
0.B7
3.04

0.32
1.91

9.23

— 3.48
— 0.70
— 1.63

- 5.81

1.56

4.98

0.81
1.01

— 0.69

1.88
0
0.51

— 0.91
1.02
3.77

0.04
1.73

9.17

- 3.53
— 0.90
— 1.94

— 6.37

1.68

4.48

1.47
0.99

— 0.62

2.25
0
0.72

— 1.52
1.57
5.53

0.40
2.47

13.26

— 3.96
— 1.10
— 2.50

— 7.56

1.86

7.56

— 1.47
- 1.91
— 1.17

— 1.09
— 0.02
— 0.32

- 3.75
- 1.24
- 4.29

- 2.30
0.15

— 17.41

— 1.45
— 0.75
— 1.87

- 4.07

— 1.09

—22.57

- 2.98
— 1.68
- 0.16

— 1.28
— 0.05
— 0.30

- 4.93
- 1.50
- 2.45

- 3.39
— 1.60

—20.32

- 2.53
— 0.63

0.58

— 2.58

— 0.48

—23.38

— 1.51
— 1.40

0.58

— 1.25
0.03

- 0.31

- 2.10
- 0.74

1.51

- 1.42
- 1.02

— 7.63

— 3.90
— 0.40

1.50

— 2.80

— 0.98

— 1 1.41

1 On a transactions basis. 'On a cash basis. 3 Partly on a cash basis.
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most marked in Spain, Norway, Turkey and Austria, where trade volume changes
were particularly favourable, and whose positions strengthened by $4, 2.8, 2 and
1.5 billion respectively. The only substantial worsening, of $1.4 billion, occurred
in Australia.

As their external financing requirements eased in 1978, while borrowing in
the international markets remained easy, these countries maintained their overall
net capital imports at about the level of recent years and took the opportunity to
build up their official reserves by $11.8 billion — the first substantial increase
since 1973- However, as gross borrowing of $9 billion from the banks in the
Group of Ten countries and Switzerland and from foreign branches of US banks
in the Caribbean area and the Far East was more than matched by an increase of
$10.4 billion in claims on these banks, on a net basis their borrowing seems to
have shifted from bank to non-bank sources.

O i l - e x p o r t i n g c o u n t r i e s .

One of the most important developments in 1978 was the reduction in the
oil exporters' current surplus from $29 to 7 billion. The fall in the surplus was the
result of a number of factors. First, world demand for oil grew slowly, while, as
in 1977, the quantity supplied from other sources grew quite fast, and stocks of oil
in consuming countries were drawn down. Thus, the volume of oil exports by major
oil exporters fell by about 5 per cent. Secondly, the US dollar price of most grades
of oil had been maintained unchanged since ist July 1977 and the dollar had fallen
very heavily since then against most major currencies in the foreign exchange markets.
Consequently, the terms of trade of the major oil exporters deteriorated by more
than 10 per cent, between 1977 and 1978. Thirdly, the volume of these countries'
imports continued to rise, though at a very much more modest rate than in
earlier years: 5 per cent., compared with about 20 per cent, a year in 1976 and 1977
and around 40 per cent, a year in 1974 and 1975. The slowdown in import growth
was most marked in the low-absorbing countries. Finally, the deficit on net services
and private transfers continued to increase. The deterioration in current balances
was fairly evenly divided between the high and low-absorbing countries; the low
absorbers suffered a larger fall in exports, presumably as a result of Saudi Arabia's
rôle as residual oil producer, while the imports of the high absorbers increased by
a larger amount.

As regards the investment of last year's much smaller surplus, it should first
be noted that the proceeds of the current-account surplus of the oil-exporting
countries in 1978 were supplemented by borrowings of $18 billion from the
international banking system, so that the sum available for investment was about
$ 2 5 billion. On present indications, there seems to have been a tendency to cut back
more sharply on purchases of liquid assets than on longer-term investments.

Recent oil price developments clearly mean that the oil exporters' current
balance-of-payments surplus will increase substantially in 1979. Although the schedule
of price increases announced by OPEC in December 1978 did no more than
compensate for the terms-of-trade loss suffered by the oil-exporting countries in
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1978, the interruption of oil supplies from Iran turned market conditions in the
exporting countries' favour and enabled further increases and surcharges to be
imposed. On top of this increase in oil prices, a small increase in the volume of oil
exports is also possible.

N o n - o i l d e v e l o p i n g c o u n t r i e s .

After improvements in two consecutive years, the combined current deficit
of the non-oil developing countries widened by $9 billion in 1978, to reach $24
billion. When compared with the total value of world trade, this represented no
more than a reversion to the position obtaining in 1976, and the easy availability
of credit in the international capital market meant that there was no widespread
difficulty in financing deficits.

Although there was probably a small increase in the volume of net imports,
the main reason for the general deterioration in these countries' current balances
was the worsening of their terms of trade by 5 per cent. This resulted from the fall
in primary product prices between 1977 and 1978, which amounted to 15 per cent,
on average in relation to industrial countries' export prices. However, towards the
end of 1978 and in early 1979 there were clear signs of a revival in primary product
prices in response to rising levels of activity in the industrial world. There was no
major geographical area where widening current deficits were avoided: in relation
to their imports, the deficits of African countries increased most, while Middle
Eastern members of this group did comparatively well. Among the relatively
advanced individual countries, Argentina and Taiwan increased their current surpluses,
but South Korea went into deficit and the Brazilian deficit worsened considerably, partly
as a result of the fall in coffee prices after the boom in 1977. It has been claimed that
the expansion of manufacturing capacity in some of these relatively advanced countries
and the ready availability of comparatively cheap labour have exacerbated the recession
in the industrialised countries, and they have certainly caused difficulties in particular
industries. But since the peak of the last business cycle in 1973 net demand from
the non-oil developing countries for manufactured products from OECD countries
has grown by perhaps 6 per cent, per annum and in 1977, the last year for which
complete figures are available, the OECD area's surplus on trade in manufactured
goods with this group of countries was of the order of $45 billion. Meanwhile,
demand within the OECD for manufactured products has grown only a fraction as fast,
so the non-oil developing countries as a group must be regarded as having had an
overall stabilising effect on output in the industrial world during the recession.

The reserves of the non-oil developing countries rose by $13 billion, even
more than in 1977 despite the larger current deficit. This increase was concentrated
in a small number of countries, but taking the group as a whole there was, as in the
previous two years, an increase in the ratio of reserves to imports. Total capital
inflows were about $10 billion larger than in 1977; most of the additional flows,
no doubt stimulated by the continuation of easy borrowing conditions in the
international capital markets, came from non-official sources. There were small net
repayments of debt to the IMF and other monetary authorities.
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C e n t r a l l y p l a n n e d e c o n o m i e s .

After narrowing over the two preceding years to only $i billion in 1977, the
overall trade deficit of the centrally planned economies widened to about $ 5 billion
in 1978. The largest single deterioration, of some $3 billion, was recorded in the
USSR, where there was a big increase in grain imports. The group's balance on
invisible transactions probably worsened too. Interest payments on external debt
will certainly have been higher than in 1977, partly on account of fresh borrowing
and partly because of the rise in dollar interest rates.

In their trade with member countries of the OECD, the deficit of the centrally
planned economies went up from $7 to 10 billion in 1978. Most of this increase
was accounted for by China, whose imports from OECD countries rose in dollar
terms by two-thirds. However, at almost $7 billion, they still account for less than
one per cent, of total OECD exports. The deficit of eastern European countries
with OECD countries rose by $ 1 y2 to 7 billion.

Two main elements can be identified in the financing of the combined deficit
of the centrally planned economies in 1978. First, the net indebtedness of the eastern
European cpuntries to banks in the BIS reporting network increased by $7 billion.
Secondly, the USSR sold some 450 tons of gold, which may have been worth about
$3 billion.



V I . T H E I N T E R N A T I O N A L C R E D I T A N D

C A P I T A L M A R K E T S .

1978 was a hectic year in the international credit markets. This is especially
true of the banking sector, where the expansion of foreign business reached
unprecedented proportions. Continued weak corporate credit demand at home and,
outside the United States, the liquidity-creating effects of the vast US official
settlements deficit spurred on the large banks in their quest for international loan
business. The result was an intensification of interbank competition and a further
compression of the banks' earning margins to levels that seemed to be based on the
assumption of a future without problems or losses. Borrowers, both countries in
deficit and private corporations, took advantage of the extremely favourable
conditions in the international loan markets not only to meet their current financing
requirements but to add to their liquidity. A substantial proportion of the resultant
reserve build-up was redeposited in the international banking sector, thereby
reinforcing the expansionary pressures emanating from the supply side of the
markets. Superimposed on this more long-term type of growth was a very strong
expansion of short-term positions related to the unrest in the exchange markets,
although these positions were reversed in large measure with the return of confidence
in the dollar in the early months of 1979.

Main features.

As a result of these various influences, total external assets of banks in the
Group of Ten countries, Austria, Denmark, Ireland and Switzerland and of the
branches of US banks in offshore centres expanded by $213 billion last year, or by
nearly twice as much as in 1977. However, this gross figure considerably exaggerates
the acceleration in the underlying growth of the market. Firstly, the 1978 changes
include for the first time the positions of banks in Austria, Denmark and Ireland,
as well as certain trade-related items in the external domestic-currency assets of banks
in the United Kingdom and France. Secondly, in a sense these dollar figures over-
state the real increases, owing to the depreciation of the dollar. In fact, exchange
rate effects may be estimated to have added about $32 billion — $14 billion more
than in 1977 — to the dollar value of the banks' external assets in currencies other
than the dollar. Thirdly, as a result of the importance of the relatively short-term
influences associated with developments in the exchange markets, the growth of
positions between the banks in the market centres was particularly pronounced.
Excluding the double-counting which results from the redepositing of funds between
the reporting banks, the growth of international bank credit may therefore be
estimated to have accelerated from $75 billion in 1977 to "only" $110 billion in 1978,
or from somewhat over $65 billion to roughly $90 billion if valuation effects are
excluded. Finally, it should be stressed that even this adjusted figure of $110 billion
includes not only direct credits to the non-bank sector but also the banks' use of
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Estimated lending in in ternat ional markets,
changes in external claims of banks in domest ic and fore ign currencies

and internat ional bond issues.

Lenders

Banks in European reporting countries1

of which in foreign currency (Euro-currency market) ,

Banks in Canada and Japan

Banks In the United States

Branches of US banks In offshore centres2

Total (all reporting banks)

minus: double-counting due to redepositlng among
the reporting banks

A = Net new international bank lending3

Euro-bond and foreign bond issues

minus: redemptions and repurchases

B = Net new international bond financing

A+B = Total new bank and bond financing

minus: double-counting5

Total net new bank and bond financing . . .

1976

Changes

1977 1978

Amounts
out-

standing
1978

in billions of US dollars

+ 55.7

+ 47.2

+ 4.8

+ 21.3

+ 23.8

+ 105.6

35.6

70.0

34.3

4.3«

30.0

100.0

3.5

96.5

+ 80.6

+ 68.5

+ 0.8

+ 1 1.5

+ 16.2

+ 109.1

34.1

75.0

36.1

5.1"

31.0

106.0 ,

4.0

102.0

+ 145.2

+ 117.2

+ 16.3

+ 36.4

+ 15.4

+ 213.3

103.3

110.0

36.7

8.2*

28.5

138.5

6.5

132.0

611.4

S02.0

56.1

129.0

106.5

903.0

363.0

540.0

•

1 Austria, Belgium, Luxembourg, Denmark, France, Germany, Ireland, Italy, Netherlands, Sweden, Switzerland
and the United Kingdom. 2 Bahamas, Cayman Islands, Panama, Hong Kong and Singapore. 3 In addition to
direct claims on end-users, these estimates include certain interbank positions: first, claims on banks outside
the reporting area, I.e. outside the financial and offshore centres, the assumption being that these "peripheral"
banks will not, In most cases, borrow the funds from banks in the financial centres simply for the purpose of
redepositing them with other banks in these centres; second, claims on banks within the reporting area to the
extent that these banks switch the funds into domestic currency and/or use them for direct foreign currency
lending to domestic customers; third, a large portion of the foreign currency claims on banks in the country of
issue of the currency in question, e.g. dollar claims of banks in London on banks in the United States; here again
the assumption is that the borrowing banks obtain the funds mainly for domestic purposes and not for re-lending
to other banks in the reporting area; a deduction is made, however, in respect of working balances and similar
items. While the persistence of some element of double-counting in these estimates cannot be ruled out, It should
be noted on the other hand that there are gaps in the statistics and the figures available at present do not cover
all international bank lending. 4 These figures are based on very rough guesses and are inserted here mainly
for purposes of illustration. But although the margins of error are large in relation to the size of the figures, they
are unlikely to alter significantly the figure for total net new international financing. 5 Bonds taken up by the
reporting banks, to the extent that they are included in the banking statistics as claims on non-residents; bonds
issued by the reporting banks mainly for the purpose of underpinning their international lending activities.

f u n d s f o r l e n d i n g t o b a n k s o u t s i d e t h e r e p o r t i n g a r e a , f o r i n w a r d s w i t c h i n g , f o r

c o v e r i n g o p e n f o r e i g n e x c h a n g e p o s i t i o n s , e t c .

L o o k i n g a t i n d i v i d u a l m a r k e t s e c t o r s , t h e m o s t e x p a n s i o n a r y e l e m e n t s l a s t

y e a r w e r e f o r e i g n l e n d i n g b y b a n k s i n J a p a n a n d t h e U n i t e d S t a t e s . T h e i n c r e a s e o f

$ 1 2 b i l l i o n , o r 5 5 p e r c e n t . , i n t h e e x t e r n a l a s s e t s o f b a n k s i n J a p a n h a s t o b e s e e n

i n t h e c o n t e x t o f t h e n e e d t o f i n a n c e t h e c o u n t r y ' s l a r g e c u r r e n t - a c c o u n t s u r p l u s

a n d t o r e c h a n n e l a b r o a d t h e f u n d s p o u r i n g i n t o t h e c o u n t r y f o r e x c h a n g e r a t e r e a s o n s .

C o n v e r s e l y , t h e r i s e o f $ 3 6 . 4 b i l l i o n , o r n e a r l y 4 0 p e r c e n t . , i n t h e e x t e r n a l a s s e t s o f

b a n k s i n t h e U n i t e d S t a t e s r e f l e c t e d t h e l o s s o f c o n f i d e n c e i n t h e d o l l a r a n d t h e

r e s u l t a n t e a g e r n e s s o f t h e r e s t o f t h e w o r l d t o a d d t o i t s i n d e b t e d n e s s i n t h a t c u r r e n c y .

A s e c o n d r e a s o n f o r t h e r a p i d g r o w t h i n t h e e x t e r n a l . a s s e t s o f b a n k s i n t h e U n i t e d
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States was the lifting in August 1978 of reserve requirements on funds taken up from
banks abroad, which induced US banks to book a larger part of their international
business through their US head offices. This official step, which was prompted by
exchange rate considerations, helps to explain another significant development in
1978, namely the relative slowdown in the amount of business booked by US banks
through their branches in the offshore centres of the Caribbean and the Far East.
The assets of these offshore branches increased by only $15.4 billion, or 17 per cent.,
last year, which was considerably less than direct lending from the United States
or the rates of growth recorded in previous years.

In absolute figures, the largest growth in external positions, $145 billion, was
recorded as usual by banks in the reporting European area, with valuation changes
contributing $ 30 billion to this expansion. Excluding valuation effects, conventional
external assets in domestic currency rose by about $16 billion, or 17 per cent., and
external assets in foreign currency by roughly $99 billion, or 25 per cent. Excluding
double-counting, but including foreign currency lending to domestic non-bank
residents, the total amount of Euro-credit outstanding through the reporting
European banks may be estimated to have expanded by $75 billion including
valuation effects, or by somewhat under $60 billion after exclusion of valuation
effects.

For lack of sufficiently detailed breakdowns, the figure of $213 billion for the
total expansion of international bank assets does not include, inter alia, the offshore
activities of banks in Bahrain or the position of non-US banks in the offshore centres
of the Caribbean and the Far East. Clearly, these omissions result in a considerable
understatement of the expansion of gross positions, although on a netted-out basis
the gap is probably not too serious because of the closeness of the interbank links
of these offshore centres with the rest of the reporting area. Nevertheless, it may
be worthwhile mentioning that the gross external assets of banks in Bahrain rose
by $7.7 billion, or 50 per cent., last year and those of banks in Singapore by $5.7
billion, or 28 per cent.

The international bond markets were slightly less buoyant than credit inter-
mediation by the international banking sector, with the total volume of new issues,
at $36.7 billion, marginally higher than in 1977. Allowing for the increased flow
of redemption payments, the net amount of new funds raised actually declined by
roughly $2.5 billion. This somewhat less expansionary performance of the issue
markets was due essentially to two influences: the steep uptrend in short-term dollar
interest rates, and the exchange rate uncertainties which, unlike in the banking
sector, had on balance a negative impact on the volume of business. This applied
particularly to the Euro-bond market where, as a result of a sharp drop in dollar
issues, the market volume contracted from $19.5 to 15.9 billion. On the other hand,
foreign issues in national markets expanded from $16.6 to 20.8 billion, largely as
a result of very easy liquidity conditions as well as official encouragement to capital
exports in the principal surplus countries. In particular, yen issues more than trebled,
to $4.7 billion. By contrast with the banking sector, where the huge money exports
by banks in the United States contributed to the dollar weakness, the geographical
pattern of capital flows intermediated by the issue market thus had, if anything, a
calming influence on the exchange markets.
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The international banking sector.

Basic influences. The rapid growth in volume last year was not accompanied
by a tightening of international credit conditions which, on the contrary, continued
to ease. It is true that Euro-dollar interest rates rose strongly in the last nine months
of the year, but this was not symptomatic of the state of the market and simply
reflected the upward movement of interest rates in the United States. The premium
commanded by Euro-dollar deposit rates over comparable interest rates in the United
States widened only in the last three months of the year when exchange-market
unrest reached a climax; expressed in relation to the absolute level of interest rates
and allowing for various changes in US reserve requirements, the premium actually
declined.

The ease of international credit conditions was also reflected in a further
squeeze on the banks' earning margins. Syndicated loan spreads dropped to the levels
prevailing in the months before the Herstatt crisis, namely y2 percentage point or even
slightly less for prime borrowers and under i per cent, for most other credit-takers.
It is not easy to see how these spreads can leave scope for building up adequate
provisions against future losses. Other conditions too, such as the maturity and size
of loans, have moved markedly in favour of borrowers. Indeed, the very easy state
of the market induced many debtors to repay their old debts prematurely and to
refinance themselves at the more favourable terms prevailing. With the front-end
fees from such new loans usually credited to the banks' income for the current
year, this negotiation of lower lending margins tended to have a favourable impact
on the banks' profit situation last year, but is liable to impair their earning potential
in the longer run.

The concurrence of a further easing of credit conditions and record growth
volumes strongly suggests that the expansionary impetus emanated largely from the
sources side of the market. What was the reason for this unusually liberal supply
of international bank loans last year ?

In several respects the scenario was quite similar to that prevailing in 1977,
with the differences lying not so much in the nature as in the intensity of the various
forces at work. Perhaps the most pervasive influence last year was the huge balance-
of-payments outflows from the United States and their impact on monetary
conditions in the rest of the world. One of the main sources of these balance-of-
payments outflows was foreign lending by banks in the United States. Although
domestic price developments in that country and its balance-of-payments situation
might have suggested a rather restrictive stance of monetary policy, there was no
major shortage of funds and, except towards the end of the year, the rise in interest
rates was more nominal than real (see Chapter IV, pages 58-60). Accordingly, the
banks were free to continue expanding their international loan business and when
in the last few months of the year the collapse of confidence in the dollar boosted
foreign demand for dollar borrowing, they had no difficulty in complying with these
credit demands. As a result capital exports by banks in the United States reached
very high levels in the early and late months of the year and were a major source
of dollar weakness. Conversely, the reversal of a large part of these banking outflows
was one of the principal reasons for the-pronounced strengthening of the dollar in
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the early part of 1979. In addition to the large money exports by banks in the United
States, 1978 saw a very substantial shift of US non-bank funds to banks abroad.

Outside the United States the money inflows and the easy stance of monetary
policies imposed on the authorities of the surplus countries by exchange rate
considerations provided the banks in these countries with plenty of ammunition
for lending abroad. Moreover, in order to contain their own exchange-market
intervention and its liquidity-creating effects, the monetary authorities tended to
encourage the banks to re-export the funds which were flowing into the country
for exchange rate reasons.

Apart from its impact on private liquidity, the vast US official settlements
deficit boosted, of course, world official exchange reserves. Although the current-
account surpluses were heavily concentrated in a few industrial countries that invest
their exchange reserves predominantly in the US financial markets, international bank
lending helped to share out the reserve accruals to countries that generally deposit
a large part of their reserves in the Euro-markets. In this way international bank
lending tended to add to the supply of its own funds.

Another broad set of influences behind the very ample supply of new bank
loans was the increasing importance of the international markets as a source of
growth and income for the large commercial banks. Although 1978 saw a strong
pick-up in domestic credit demand for the financing of residential construction,
consumer spending and small businesses, the major banks continued to be confronted
with sluggish borrowing demand from their large corporate customers, which
normally constitutes the core of their domestic credit business. Admittedly, investment
in industry tended to strengthen, but profits recovered as well and, with ample
liquidity bolsters to fall back on, the large industrial corporations felt little need
for heavy recourse to domestic bank credit. Finding it difficult to achieve the desired
rates of expansion at home, the major banks continued to step up their inter-
national business, particularly through their low-cost affiliates in the Euro-markets.
Moreover, the freedom of the international markets from regulatory constraints
that add to the cost of intermediation meant that part of the banks' credit business
which would otherwise have shown up in their domestic books was accommodated
through the Euro-markets.

Turning to the uses side of the markets, the demand for new credits also seems
to have been well sustained, though it was not quite as buoyant as the supply. Most
important of all, balance-of-payments financing requirements remained high in
several groups of countries. With the sharp contraction in the OPEC surplus (see
Chapter V, page 100) the combined current-account balance of the high-absorbing
countries within this group shifted from rough balance in 1977 to a deficit of around
$ 12 billion. At the same time the current-account deficit of the non-oil developing
countries widened from $15 to 24 billion and eastern European countries also
seem to have recorded a significant deterioration, of around $ 5 billion, in their
combined current-account position. Correspondingly, the demand for international
bank credit from these three groups of countries tended to expand strongly. On the
other hand, developed countries outside the Group of Ten and Switzerland recorded
a substantial reduction in their current-account deficit from roughly $23 to 11 billion
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and somewhat reduced their recourse to new international bank credit. Even within
the Group of Ten the strengthening was not limited to the traditional surplus
countries; France, Italy and Sweden were also able to achieve a very considerable
improvement in their current-account balances last year.

The favourable credit conditions and aggressive "sales efforts" of the banks
induced countries and private borrowers not only to meet their immediate financing
requirements but to borrow also for the future when credit might be less readily
obtainable. In fact, as a result of the rapid increase over recent years in their external
debt-service burden and in the dollar value of their imports, and in view of the
uncertainties surrounding the world economic outlook, a number of countries were
apparently quite content to add to their international reserve holdings. As a result
of such precautionary borrowing, the non-oil developing countries, for instance,
showed a larger increase in their official reserve assets than in 1977, despite the
pronounced widening of their combined current-account deficit. The much higher
absolute level of dollar interest rates did not deter borrowers, since it did no more
than offset the acceleration of the upward movement of international dollar prices
and fears of further dollar depreciation. At the same time, the floating interest rate
technique reassured borrowers that in the event of a moderation of inflationary
pressures they would not be left with an unduly heavy real interest rate burden.

The influence of exchange rate unrest. Apart from these more basic influences,
conditions in the Euro-currency market as well as the growth of the Euro-banks'
balance sheets were during the first quarter of 1978 and in the last five months of
the year heavily influenced by developments in the exchange markets. By forward
sales of dollars, or by borrowing and selling dollars spot, exporters tended to cover
their prospective dollar proceeds, holders of net dollar assets tried to protect the
value of their portfolios and there was probably a substantial amount of outright
position-taking against the dollar.

As a result of these activities, the banks in the Euro-market were at times
faced with a sharp increase in the demand for dollar credits. This demand came
either from the hedgers or speculators themselves, or from banks (including the
Euro-banks) that absorbed the excess supply of forward dollars from their hedging
or speculating customers and had to cover their resultant long forward positions
by borrowing dollars and selling them spot. For similar reasons the supply of new
Euro-dollar deposit funds from non-US residents tended to slow down. The ensuing
excess demand for Euro-dollar funds, through its upward impact on Euro-dollar
interest rates, was readily covered by capital outflows from the United States.
Since for the US bank and non-bank sectors dollar lending overseas does not, in
general, entail the building-up of a long position in that currency, the US financial
markets tend to act as the residual supplier of funds in such situations.

Conversely, the funds switched out of dollars increased the supply of Euro-
funds denominated in the currencies expected to appreciate, such as the Deutsche
Mark, the Swiss franc and the Japanese yen. With foreign borrowing demand in
these currencies very weak for analogous reasons — hardly anyone wanted to build
up short positions in them — the increase in supply exerted a strong downward
impact on interest rates in the non-dollar sector of the Euro-currency market. This
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meant that Euro-interest rates tended to decline in relation to domestic rates in
the countries of issue of the currencies concerned, which made it profitable for bank
and non-bank residents of these countries to borrow domestic currency funds in the
Euro-market, provided they were not prevented from doing so by controls on capital
inflows. For these borrowers incurring debts in domestic currency did not, in general,
entail any exchange risks.

Thus, the currency unrest affected the balance sheets of the Euro-banks
essentially in the following ways. Firstly, it increased the banks' dollar liabilities
vis-à-vis the United States while boosting their dollar credits to the rest of the world.
Secondly, it speeded up the growth of assets and liabilities in non-dollar currencies
(except the Swiss franc, because of the Swiss capital controls); the expansion of
assets was particularly pronounced vis-à-vis the countries of issue, whereas liabilities
went up mainly vis-à-vis third countries. The strong impact of the various hedging
and speculative operations by the banks or their customers on the growth and
geographical composition of the Euro-currency market does not, however, necessarily
imply that in the absence of the market the downward pressure on the dollar would
have been significantly weaker. This question of the responsibility of the Euro-
currency market for the excessive weakness of the dollar last year essentially boils
down to whether or not capital outflows from the United States would have been
materially smaller without the financing and deposit facilities provided by the market.

A conclusive and objective answer to this question cannot be given since it
is impossible to specify what kind of institutional arrangements would have evolved
in the absence of the Euro-currency market. Nevertheless, some general observations
may be of use. Although it is quite likely that not all borrowers who had access to
Euro-credits would have been able to borrow dollars directly in the United States,
their banking links would probably have been able to do so. Moreover, affiliates
of US banks play a key rôle in the Euro-market and borrowing from these affiliates
is undoubtedly a close substitute for borrowing directly from their parents in the
United States. Furthermore, in the absence of the Euro-market there would probably
have been a much larger build-up over the years of non-resident dollar deposits in
the United States which would have been prone to withdrawal at times of crisis.
And anyhow, a large proportion of US banks' money exports in fact bypassed the
Euro-currency market last year.

Nevertheless, it is difficult to deny that in the absence of the Euro-currency
market dollar borrowing for the financing of hedging or speculative operations in
the spot exchange markets would have been somewhat more difficult. But, since the
Euro-currency market acts in this context essentially as a mechanism for shifting
exchange rate pressures from the forward to the spot market, this implies that
without the Euro-dollar financing facilities the downward pressure on the dollar
would have been correspondingly stronger in the forward exchange markets. This
greater forward weakness of the dollar would have given further stimulus to capital
outflows from the United States by moving the covered interest arbitrage margins
against the dollar. Significant relief for the dollar in the spot market would have
been forthcoming only if, instead of giving rise to covered interest arbitrage flows,
this widening of the dollar's forward discount had exercised a major discouraging
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effect on hedging or speculative operations directed against the dollar or had

encouraged outr ight forward posit ion-taking in favour of the dollar. I t is not easy

to imagine that under last year's conditions of extremely unstable exchange rate

expectations this could actually have been the case.

Finally, it may be added that in the available Euro-currency statistics there

is no evidence that the Euro-banks themselves were acting against the dollar. O n

the contrary, over 1978 as a whole their external net debtor posit ion in that currency

actually showed some decline. As it is very likely that outs tanding net forward

purchases of dollars from customers increased over this period, it would even appear

that on balance, the Euro-banks extended a certain amoun t of suppor t to the dollar.

This does not , of course, exclude the possibility of individual banks having behaved

in the opposite way or of banks occasionally having harmed the dollar th rough very

short- term operations, such as strategically t imed sales and subsequent repurchases

which would not give rise to a build-up of net posit ions reported in the Euro-market

statistics.

Total international b a n k i n g f lows: sources and uses .

T h e pronounced 1978 acceleration in the g rowth of the banks ' external

positions was due above all to a sharp expansion in inter-country claims within the

report ing area itself (including the offshore centres that are part of the report ing

system). After increasing by $66 billion in 1977, these intra-area claims advanced

by $148 billion, a l though the somewhat broader coverage of the 1978 figures and

stronger valuation effects overstate the extent of the acceleration. This very rapid

g rowth in intra-area positions was due in large measure to currency unrest, which

was reflected particularly in a s t rong expansion in dealings among the report ing

banks themselves. Excluding the double-counting which tends to result from such

interbank flows, new cross-border lending within the report ing area itself may be

estimated to have accelerated from slightly over $30 billion in 1977 to about

$45 billion.

Because of the rôle of most countries within the report ing area as market

centres, the figures for claims and liabilities on these countries largely reflect their

intermediary rôle and therefore do not necessarily tell very much about their

importance as original suppliers and ultimate users of funds. Nevertheless, some

interesting features do emerge. One is the fairly sharp increase in gross and net claims

on two strong-currency countries, Germany and Japan. Claims of banks outside

Germany on German bank and non-bank residents rose from $37 to 50 billion on

a gross basis, or from $11.2 to 22.2 billion on an assets-minus-liabilities basis, with

a substantial part of these increases occurring directly vis-à-vis the German non-bank

sector. Similarly, gross claims on Japan expanded from $29.6 to 39 billion, after

declining by $4.6 billion in 1977. O n the other hand, claims on Switzerland, where

the authorities have erected various barriers against ho t money inflows, rose by

only $ 5.2 billion and the whole of this was rechannelled abroad, wi th other report ing

banks ' liabilities to that country showing an increase of $18.4 billion. As a result

the net liability posit ion of other report ing banks vis-à-vis banks and non-banks

in Switzerland rose by as much as $13.2 billion, a figure which in large part reflects

the Swiss banking sector's rôle in financing the country 's very sizable current-
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External positions, in domestic and foreign currencies,
of banks in the reporting area and of certain offshore

branches of US banks.'

Banks' claims on:
Group of Ten countries and

Switzerland
of which: Reporting European area2.

United States
Canada
Japan

Offshore banking centres3

Other countries in western Europe. .
Australia, New Zealand and

South Africa
Eastern Europe
Oil-exporting countries
Non-oil developing countries . . . .

of which: Latin America1'
Middle East
Other Asia
Other Africa

Unallocated5

Total

Banks' l iabil it ies to:
Group of Ten countries and

Switzerland
of which: Reporting European area1.

United States
Canada
Japan

Offshore banking centres3

Other countries in western Europe. .
Australia, New Zealand and
South Africa
Eastern Europe
Oil-exporting countries . . . . . . .
Non-oil developing countries . . . .

of which: Latin America'
Middle East
Other Asia
Other Africa

Unallocated5

Total

1976
Dec.

2 6 9 . 5
192.7

33.3

9.4

34.1
83.5
42.7

1 1.8
28.8
24.1
80.9
57.4

4.4
14.7

4.4

6.1

547.4

3 1 9 . 6
2 4 0 . 5

5 6 . 3
12.6
10.2
5 6 . 0
3 2 . 6

2 . 4
7 . 6

6 4 . 2
4 9 . 8
2 2 . 3

7 . 3
14.9

5.3

11.3

1977
Dec. I Dec.

I II
March

1978
June Sept.

in billions of US dollars

543 .5

319 .5
239 .5

38.9
11.6
29.5
9 7 . 8
56.5

13.7
32.9
35.4
92.0
63.8

4.6
18.1

5 . 5

9.3

657.1

383.6
290.1

73.6
12.6

7.3

71.3
38.7

2.4
7.8

77.6
62.0
25.3
10.0
20.0

« . 7

14.2

657.6

3 4 9 . 9
268.6

39.8
11.9
29.6
9 8 . 9
4 0 . 8

14.7
38.3
39.1
98.7
«5.9

5 . 2
2 0 . 5

7.1

9.3

689.7

408.5
3 / 4 . 5

74.1
12.6

7.3

7 1 . 5
2 5 . 7

2.4
8.4

7 7 . 9
6 2 . 0
2 5 . 2
10.0

20.1
6.7

14.8

671.2

3 5 5 . 4
271.0

38.5

12.9

33.0

1 0 3 . 6
4 3 . 3

1 4 . 2
4 0 . 3
4 2 . 1

1 0 2 . 0
6 8 . 3

4 . 7
2 7 . 2

7.8

1 0 . 3

71 1.2

4 1 6 . 5
309.1

85.1

13.5
8.8

7 5 . 3
2 7 . 2

2 . 9
8 . 0

80.4
64.3
26.7

10.2

21.0
6.4

1 1 . 3

685.9

3 6 7 . 6
2 7 9 . 8

40.8

14.6
32.4

105.7
44.7

13.4
42.2
44.7

106.4
71.2

4.8
21.7

8.7

10.3

735.0

426.5
320.2

82.7
73.9
9.7

78.9
29.1

2.4
8.3

77.1
66.4
27.3
10.8

21.8

6.5

12.7

701.4

4 0 6 . 0
309.2

48.0
14.9
33.9

115.6
47.3

13.5
46.1
49.9

1 13.0
75.2

5.3
22.8

9.7

11.4

802.8

4 6 5 . 3
3 5 3 . 9

8 5 . 2
14.8
11.4
8 8 . 4
3 4 . 0

2.6
9.4

78.0
73.3
30.6

12.1

23.4

7.2

14.0

765.0

Dec.

472 .7
362.8

53.0
17.9
39.0

123.8
50.7

13.8
47.6
5 7 . 2

123.4
80.8

6.6

24.8

11.2

13.8

903.0

5 3 9 . 3
409.5
102.1

15.8
11.9
9 7 . 1
35.8

2 . 7
1 0 . 7
8 3 . 8
7 8 . 0
33.9
13.8
22.9

7.4

17.0

864.4

Note: The figures in this table are partly based on estimates.
1 The offshore branches of US banks whose external positions are included in the figures are those located
in the Bahamas, Cayman Islands, Panama, Hong Kong and Singapore. ' Up to December 1977 (December I)
the reporting European area covered Belgium-Luxembourg, France, Germany, Italy, the Netherlands, Sweden,
Switzerland and the United Kingdom. Since 1977 (December II) it also includes Austria, Denmark and Ireland.
Conversely, as from 1977 (December II) positions vis-à-vis Austria, Denmark and Ireland are excluded from
the positions vis-à-vis "Other developed countries". 3 Bahamas, Barbados, Bermuda, Cayman Islands, Hong
Kong, Lebanon, Liberia, Netherlands Antilles, New Hebrides, Panama, Singapore, other British West Indies.
4 Including those countries in the Caribbean area which cannot be considered as offshore banking centres.
' Including international institutions.

a c c o u n t s u r p l u s a n d i n r e - e x p o r t i n g t h e v a r i o u s foreign f u n d s w h i c h h a v e flowed

i n t o t h e c o u n t r y i n f o r m s o t h e r t h a n o u t r i g h t b a n k d e p o s i t s .

A s r e g a r d s t h e d e v e l o p m e n t o f p o s i t i o n s v i s - à - v i s t h e p r i n c i p a l d e f i c i t c o u n t r y ,

b a n k s o u t s i d e t h e U n i t e d S t a t e s r e c o r d e d a n i n c r e a s e o f $ 2 8 b i l l i o n i n t h e i r l i a b i l i t i e s
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External positions, in domestic and foreign currencies, of banks in
the reporting area and of certain offshore branches of US banks.1

In millions of US dollars,
end-December 1978.

Liabilities/assets
vis-à-vis

Reporting countries
Austria HJU
Belgium-Luxembourg HJU
Denmark HJU
France HJU
Germany, Fed. Rep. HJU
Ireland HJ
Italy HJU
Netherlands HJU
Sweden HJU
Switzerland2 JU
United Kingdom HJU
Canada HJU
Japan HU
United States HJ

Total

Other countries in
western Europe

Andorra
Cyprus
Finland U
Gibraltar
Greece JU
Iceland
Liechtenstein
Malta
Monaco
Norway U
Portugal U
Spain U
Turkey JU
Vatican
Yugoslavia JU
Residual HJU

Total

Other developed
countries

Australia JU
New Zealand J
South Africa JU
Residual H

Total

Eastern Europe3

Albania
Bulgaria U
Czechoslovakia U
German Dem. Rep. U
Hungary4 U
Poland JU
Rumania JU
Soviet Union JU
Residual HJ

Total

Liabilities

10,372
42,283

4,623
56,107
28,035

2,307
23,551
33,722

3,616
95,356

109,560
15,796
11,843

102,137

539,308

175
518

1,640
148

4,620
121
643
757
552

3,322
1,729

13,142
820
100

2,794
4,753

35,834

1,085
2 3 8

1,014
3 4 4

2,681

49
492
629

1,195
901
8 2 2
2 2 3

5,858
5 0 6

10,675

Assets

11,754
56,785
11,900
51,695
50,216
3,439

29,109
25,863
9,775

21,865
90,419
17,861
38,984
52,998

472,663

4
240

5,140
12

4,970
284
957

12
341

8,460
3,030

12,832
3,028

52
5,622
5,737

50,721

4,521
9 8 7

7,405
8 4 0

13,753

3,174
1,985
6,168
6,450

1 1,732
2,544

12,821
2,723

47,597

Liabilities/assets
vis-à-vis

Caribbean area
Bahamas JU
Barbados
Bermuda JU
Cayman Islands5 U
Cuba JU
Dominican Rep.
Haiti
Jamaica U
Neth. Antilles U
Panama JU
Trinidad and Tobago U
West Indies (UK) U
Residual HJ

Total

Latin America

Argentina JU
Belize
Bolivia
Brazil JU
Chile JU
Colombia JU
Costa Rica
Ecuador JU
El Salvador
Guatemala U
Guyana
Honduras
Mexico JU
Nicaragua
Paraguay
Peru JU
Surinam
Uruguay U
Venezuela JU
Residual HJU

Total

Middle East
Oil-exporting

countries J*
a) Low absorbers:

Kuwait, Qatar,
Saudi Arabia and the
United Arab Emirates

b) High absorbers:
Bahrain, Iran, Iraq,
Libya and Oman

Other countries:
Egypt JU
Israel JU
Jordan

Liabilities

28,809
7 4

5,739
20,715

2 7 2
9 3
3 0
9 1

3,593
10,179

9 5 9
2 2 1

1,800

72,575

4,745
101
172

10,872
1,371
2,280

147
706
124
674

65
99

6,481
287
129
861
167
7 4 0

9,493
4,162

43,676

33,996

23,145

3,421
6,015

8 7 9

Assets

47,303
41

2,010
21,051

1,748
3 2 1

22
5 2 7

3,205
14,037

2 5 5
180

2,827

93,527

6,862
19

732
31,870

2,805
2,105

368
2,509

204
421
107
257

23,443
658

87
3,400

38
2 4 5

13,1 10
4,864

94,104

6,811

15,276

1,603
3,863

152



Liabilities/assets
vis-à-vis

Middle East (contd.)
Lebanon U
Syria U
Yemen
Yemen, P.D. Republic
Residual7 HJU

Total

Other Afr ica

Algeria J
Angola
Benin
Botswana/Lesotho
Burundi
Cameroon
Cape Verde Islands
Central African Empire
Chad
Congo
Djibouti
Equatorial Guinea
Ethiopia
Gabon
Gambia
Ghana U
Guinea
Guinea-Bissau
Ivory Coast
Kenya J
Liberia JU
Madagascar
Malawi
Mali
Mauritania
Mauritius
Morocco U
Mozambique
Niger
Nigeria J

rînouesia
Rwanda
Säo Tome and Principe
Senegal
Seychelles
Sierra Leone

Somalia
Sudan
Swaziland
Tanzania
Togo
Tunisia

Liabilities

4,401
6 7 7

1,230
174

9,187

83,125

2,730
167

2 7
7 9
6 4

135
13
17
24
8 0
8 7

7
2 0 8
148

21
2 0 6

2 9
8

6 3 4
7 8 6

1,700
6 6
7 4
2 6
76
3 8

9 3 0
8 3
3 1

7 1 8

85
84
15

105
3 0
9 3

107
241

4 0
129

8 6
5 1 2

Assets

6 6 5
2 3 6

6 1
14

5,052

33,733

5,742
1 14

3
6 0

3
4 4 4

9
4

3 8
2 1 9

1
13
13

8 2 2
7

2 5 6
61

8
1,413

4 3 0
6,270

2 5
107

5
7 3
4 5

2,210
4 3

112
1,771

56
8

—
2 0 4
3 6 3

31

3
680

2 9
149
2 3 7
8 2 6

Liabilities/assets
vis-à-vis

Other Afr ica (contd.)

Uganda
Upper Volta
Zaire U
Zambia J
Residual U

Total

Other Asia

Afghanistan
Bangladesh
Brunei
Burma
China JU
Fiji
French Polynesia
Hong Kong JU
India JU
Indonesia JU
Kampuchea
Korea N. J
Korea S. JU
Laos
Macao
Malaysia JU
Nepal
New Hebrides
Pakistan JU
Papua-New Guinea
Philippines JU
Sikkim/Bhutan
Singapore HJU
Sri Lanka
Taiwan JU
Thailand JU
US Trust Territory of

the Pacific Islands
Vietnam
Residual U

Total

International
Institutions U

Unallocated HJU

Grand total

Memorandum item:

Oil-exporting
countries HJU

Liabilities

63
17

5 7 4
2 0 3

1,262

12,858

2 8 8
141
3 8 3

2 2
2,413

127
8

9,200
2,862
2,720

3 3
3 1 3

2,547
8

3 3
2,082

75
2 0 1
7 5 2
144

2,251
2 9 4

10,314
2 2 7

4,628
1,124

106
71

6 5 2

44,019

7,1 15
12,485

864,351

83,822

Assets

15
9

1,243
4 6 1

1,804

26,439

3
5 1
12
4 4

9 2 5
2 9
1 1

12,675
5 7 4

4,553
1

5 8 6
7,044

2
—

1,566
—

7 9 9
6 1 3

8 0
4,028

181
12,267

3
4,009
2,670

—
2 9 1
116

53,133

4,515
12,794

902,979

57,241

Note: A full country breakdown of the reporting banks' liabilities and assets is available only for banks In
Austria, Belgium-Luxembourg, Denmark, the Federal Republic of Germany, Italy, the Netherlands, Sweden, the
United Kingdom and Canada and for the offshore branches of US banks; for Irish banks only foreign currency
figures are available. For banks in the other reporting countries — Switzerland, Japan and the United States —
the country breakdown is less than complete and Its extent is indicated by the use of the letters H (Switzerland),
J (Japan) and U (United States). The liabilities of banks in the United States exclude US Treasury bills and
certificates held in custody by the banks on behalf of non-residents.
1 Offshore branches of US banks in the Bahamas, Cayman Islands, Panama, Hong Kong and Singapore.
* Positions vis-à-vis the BIS are included under Switzerland. 3 Excluding positions of banks located in the Federal
Republic of Germany vis-à-vis the German Democratic Republic. " In any comparison of the banks' positions
vis-à-vis Hungary with those vis-à-vis other eastern European countries account needs to be taken of the fact
that Hungary finances virtually the whole of its foreign trade with funds raised in the international banking
market, while other countries of this group finance a large part of their foreign trade through other channels.
5 Figures for the US banks' liabilities and assets vis-à-vis the Cayman Islands are estimates based on other
statistical groups. * Includes positions of Japanese banks vis-à-vis Kuwait, Saudi Arabia, the United Arab
Emirates, Iran, Iraq and Libya only. 7 Includes the positions of US banks vis-à-vis Middle Eastern countries other
than Egypt, Israel, Lebanon, Syria and Libya (which is included under the residual for "Other Africa").



to US bank and non-bank residents, but claims on that country also showed a
substantial increase, of $13.2 billion. The rise in claims was due in part to the
removal of US reserve requirements on bank funds from abroad in August 1978,
while the expansion in liabilities to the United States, which was in fact concentrated
in the first and final quarters of the year, has to be seen in the context of developments
in the exchange markets. About $12 billion of this increase in liabilities was to
the US non-bank sector, which is apparently becoming increasingly aware of the
higher yields obtainable on dollar deposits outside the United States. The $16 billion
rise in liabilities to the US banking sector reflected only part of the foreign lending
of banks in the United States, the greater portion of which, about $ 20 billion, was
apparently lent directly abroad without being booked through the offshore centres
or going through the banks in' the Euro-market.

Turning to the banks' business with countries outside the reporting area, the
growth of claims on this outside area accelerated from roughly $45 billion in 1977
to $65 billion, whereas new funds obtained from the outside area came to about
$38 billion, the same order of magnitude as in 1977. This behaviour pattern of assets
and liabilities, which raised the reporting banks' net creditor position vis-à-vis the
outside area from $ 5 2 to 78 billion, reflected above all the changing rôle of the OPEC
countries on both the sources and uses sides of the market. With the sharp
contraction of the combined OPEC current-account surplus, new deposits received
from these countries dropped off sharply, from $13.4 billion in 1977 to $5.9 billion;
at the same time new credits to OPEC countries accelerated from $11.3 to 18.1
billion. Whereas in 1977 the OPEC group had still been a small net supplier of
new funds to the international banking sector, in 1978 it became the largest net
borrower, with a turn-round of over $14 billion. It should be noted, however,
that these figures slightly overstate the rôle of the OPEC group as a net taker of
new funds since they include an increase of about $2 billion in net claims on
Bahrain; in view of Bahrain's rôle as a rapidly growing offshore centre it must be
assumed that a substantial part of these funds were re-lent to non-OPEC countries.

The largest individual OPEC borrowers of new funds were Venezuela, which
alone received nearly $5 billion in new credits, Algeria and Iran (about $2.5 billion
each) and Nigeria (about $1.2 billion). The largest depositors of new funds were,
paradoxically enough, the high-absorbing countries in the Middle East ($3.2 billion
excluding Bahrain) and Venezuela ($ 1 billion). Saudi Arabia, the biggest depositor
in terms of amounts outstanding, actually seems to have withdrawn some funds.

Over $7 billion, or more than the whole of the increase in OPEC deposits,
was in non-dollar currencies, with valuation effects accounting for about $2.5 billion
of this figure. Deposits in dollars declined by about $1.2 billion. On the users' side
of the market, by contrast, the greater part of OPEC borrowing (i.e. about $13
billion) was in dollars, which means that in 1978 the OPEC countries effectively
reduced their net creditor position vis-à-vis the international banking sector in
that currency by around $14 billion.

A second major feature in 1978 was a sharp acceleration in the pace of new
lending to non-oil developing countries, from $11.1 billion in 1977 to $24.7 billion,
although here again the broader coverage of the 1978 figures somewhat exaggerates
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the change of gear. New deposits received by the reporting banks from these
countries also speeded up, from $12.2 to 16 billion. Nevertheless, developing
countries, which in 1977 had been net suppliers of new funds to the international
banking sector, again became net borrowers to the extent of $8.7 billion, a develop-
ment which mirrored the widening of these countries' combined current-account
deficit. Latin America (excluding OPEC members) was as usual the largest borrowing
region, receiving $14.9 billion, over half of which was accounted for by Brazil
alone. However, as a result of the banks' search for new borrowers, the largest
relative growth in lending occurred vis-à-vis "Other Africa", with the reporting
banks' claims on countries in that area expanding by $ 4.1 billion, or nearly 60 per cent.

The third group outside the reporting area that sharply stepped up its recourse
to international bank credit in 1978 was the countries of eastern Europe. New
borrowing by these countries amounted to $9.3 billion, more than twice as much
as the year before. Their deposits, which had hardly changed in 1977, also showed
a sizable increase of $2.3 billion. Poland was the largest taker of new credits,
obtaining $2.7 billion. The Soviet Union's share amounted to only $1.2 billion and
on an assets-minus-liabilities basis this country was even a small net supplier of
new funds to the international banking sector.

The only group of countries that moved against the general trend and some-
what reduced their recourse to new international bank credit were the industrial
countries outside the reporting area. With balance-of-payments adjustment efforts
in a number of these countries showing very positive results, new takings declined
from $10.5 billion (excluding Austria, Denmark and Ireland) in 1977 to $9 billion,
while at the same time new deposits received from these countries accelerated from
$5.1 to 10.4 billion. Spain, which was particularly successful in achieving a large
improvement in its current-account balance, was alone responsible for most of this
shift from net borrowing to net lending of new funds; its deposits with the
reporting banks soared by $5.2 billion, while its new borrowing amounted to only
$1.5 billion.

Developments in European market centres.

Currency composition. The external activities of banks in the European market
centres continued to expand vigorously last year. Despite the weakness of the dollar
the banks' external assets in that currency rose by $71.1 billion, or 26.5 per cent.,
which was considerably more than in preceding years. On an assets-minus-liabilities
basis the reporting banks' external net liability position in dollars showed a marginal
decrease from $10.4 to 9.1 billion; this was the result of two opposite movements:
a $7.6 billion drop in the first three quarters and a renewed widening of $6.3 billion
in the final quarter of the year, when the banks had to offset large forward
purchases of dollars from their customers through sales in the spot market.

Largely as a result of the developments in the foreign exchange markets, the
dollar value of the reporting European banks' gross external positions in foreign
currencies other than the dollar showed an even stronger expansion, with assets
in these currencies rising by $46 billion, or nearly 40 per cent. The share of these



currencies in total Euro-currency assets consequently increased from about 30 to
32.5 per cent. However, excluding the upward impact of the depreciation of the
dollar on the dollar value of the banks' positions in other currencies, the increase
in non-dollar assets amounted to only $27 billion, or 20 per cent, (at constant
end-1978 exchange rates), and their share in total assets outstanding showed a
decline from 33.5 to 32.5 per cent.

As usual, positions in Deutsche Mark accounted for the largest part of the
growth in the non-dollar sector of the Euro-market. The reporting banks' assets and
liabilities in that currency rose by $27.1 and 24.4 billion respectively, although
about $10.7 and 10.4 billion of this expansion was due to valuation effects. For the
reasons explained on pages 108-109 above, the largest borrowers of these D M funds
were German bank and non-bank residents, whereas the principal suppliers were
residents of other countries who wanted to build up their positions in that currency.
Thus, positions vis-à-vis Germany accounted for 33 per cent, of the increase in DM
assets but for only 1.5 per cent, of the expansion in D M liabilities.

The situation was similar in the Euro-yen market, except that rates of expansion
there were even more pronounced. Identified Euro-yen assets rose from $1.7 billion
at the end of 1977 to $5.4 billion a year later, with valuation changes making up
only $0.4 billion of this increase. Liabilities in yen soared from $2.7 to 6.2 billion.
Here again, on the sources side only 3 per cent, of the new funds came from Japan,
whereas on the uses side 36 per cent, of the funds were lent to Japan.

Owing to an elaborate system of defences erected by the Swiss authorities
against inflows of funds, the Euro-Swiss franc market presented a very different
picture. The funds could not be lent to Swiss residents because of the controls, and
yet there was little demand for Swiss franc loans elsewhere in view of the exchange
risks involved. As a result^ the increased supply of Swiss francs to the Euro-banks
was not reflected in an expansion of market volume but in a sharp drop in Euro-
Swiss franc interest rates. The dollar equivalent of the banks' Euro-Swiss franc assets
increased by $4.3 billion, it is true, but this was more than accounted for by valuation
changes. At constant exchange rates there was a decline of $1.3 billion, largely in
claims on Switzerland. At the end of the year the Euro-banks' Swiss franc claims
on Switzerland accounted for only 5 per cent, of their total assets in that currency.
Similarly, liabilities in Swiss francs rose by $5.2 billion in dollar terms but showed
a slight decrease in Swiss franc terms. Here the share of total Euro-Swiss franc
deposits held by Swiss residents amounted to about 27 per cent. Of course, these
movements do not conclusively prove that the various Swiss regulations against
money inflows achieved their purpose, but it puts the burden of proof on those who
would argue otherwise.

The Euro-banks'- positions denominated in the other major currencies
behaved more like those in yen and Deutsche Mark. External assets in French francs,
guilders and sterling, for example, rose by 71, 62 and 37 per cent, respectively,
although here again the growth rates were somewhat inflated by valuation effects.

Leaving the Euro-currency market for the moment and turning to traditional
forms of foreign lending, the reporting European banks' external assets in domestic



Currency structure of the Euro-market:
External assets in foreign currencies of reporting European banks.
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c u r r e n c i e s e x p a n d e d b y $ 2 8 . 1 b i l l i o n ; e x c l u d i n g v a l u a t i o n e f f e c t s , t h i s a m o u n t e d

t o a r e a l i n c r e a s e o f a b o u t $ 1 6 b i l l i o n , o r 1 7 p e r c e n t . T h e l a r g e s t r e a l e x p a n s i o n i n

d o m e s t i c c u r r e n c y l e n d i n g w a s a 4 1 p e r c e n t , i n c r e a s e r e c o r d e d b y b a n k s i n F r a n c e ,

w h i c h w a s l a r g e l y r e l a t e d t o f o r e i g n t r a d e finance. S i n c e e x t e r n a l l i a b i l i t i e s s h o w e d

a m o r e m o d e r a t e i n c r e a s e , t h e F r e n c h b a n k s ' n e t e x t e r n a l c r e d i t o r p o s i t i o n i n

d o m e s t i c c u r r e n c y r o s e f r o m $ 7 . 2 b i l l i o n a t t h e e n d o f 1 9 7 7 t o $ 1 2 . 5 b i l l i o n .

S i m i l a r l y , t h e n e t e x t e r n a l c r e d i t o r p o s i t i o n i n d o m e s t i c c u r r e n c y o f b a n k s i n

S w i t z e r l a n d w i d e n e d f r o m $ 8 . 9 t o 12 .5 b i l l i o n . W i t h t h e h i g h n e g a t i v e i n t e r e s t

r a t e s t o w h i c h f o r e i g n S w i s s f r a n c f u n d s w e r e s u b j e c t i n S w i t z e r l a n d , g r o s s e x t e r n a l

l i a b i l i t i e s e v e n s h o w e d a s l i g h t d e c l i n e i n r e a l t e r m s . O n t h e o t h e r h a n d , t h e n e t



External posi t ions of report ing European banks in dol lars
and other fore ign currenc ies.

End
of month

1970 Dec. .
1971 Dec. .
1972 Dec. .
1973 Deci .

Decll2

1974 Deci .
Dec. II3

1975 Dec. .
1976 Dec. .
1977 March .

June .
Sept. .
Deci .
Decll4

1978 March .
June .
Sept. .
Dec. .

Dollars

Total

of which
vis-à-vis
non-
banks

•

Total

Other foreign currencies

of which

vis-à-vis

non~
banks

Deutsche
Mark

Swiss
francs

Pounds
sterling

Dutch
guilders

French
francs

in millions of U S dollars

60,370
71,500
98,000
133,760
132,1 10
155,450
156,230
190,180
224,020
222,860
230,960
238,670
262,430
268,430
262,540
275,460
295,800
339,520

Memorandum Item
Positions vis-à-vis residents

1976 Dec. . .
1977 Dec.l .

Dec. II .
197a March .

June. .
Sept.. .
Dec. . .

1970 Dec. .
1971 Dec. .
1972 Dec. .
1973 Dec. I .

Dec. II2

1974 Deci .
D e c II3

1975 Dec. .
1976 Dec. .
1977 March .

June .
Sept. .
Deci .
Dec. II4

1978 March .
June .
Sept. .
Dec. .

74,740
91,630
92,330
93,260
95,140
100,600
105,000

58,700
70,750
96,730
130,470
131,380
156,180
156,430
189,470
230,040
229,080
239,670
247,020
272,880
278,840
270,450
280,950
298,570"
348,590

Memorandum item
Positions vis-à-vis residents

1976 Dec. . .
1977 Deci .

Dec. II .
1978 March .

June. .
Sept.. .
Dec. . .

64,060
74,620
75,310
75,350
78,140
82,630
87,690

11,850
14,360
18,340
23,880
24,730
34,350
34,920
40,870
50,820
53,380
56,480
59,850
64,660
65,550
70,330
74,150
78,760
84,250

21,330
29,060
29,370
29,910
30,780
30,380
31,170

1 1,240
9,980
11,810
16,370
17,470
22,440
22,210
24,280
29,550
29,410
31,160
32,520
34,200
34,330
36,310
38,560
39,850
44,340

7O.6ÛO
7 2,080
72,280
72,220
73,780
13,790
14,690

17,880'
28,630
33,840
54,840
55,510
58,950
58,940
67,950
81,300
80,930
85,970
90,430
11 1,370
116,410
124,710
124,550
145,030
162,450

26,920
33,300
34,790
37,5»0
33,730
45,260
48,370

16,590'
26,970
35,200
60,960
60,720
64,750
64,340
69,200
80,610
81,090
86,400
92,070
110,560
117,360
125,580
127,430
149,330
162,220

23,7/0
29,590
30,400
34,000
33,940
40,200
45,060

>
4,680
6,750
8,000
11,990
13,980
18,030
18,080
20,450
22,690
23,350
24,070
26,090
31,040
31,670
35,140
34,000
38,200
42,950

7,560
8,930
9,730
9,780
10,820
12,220
12,330

Assets

10,110
16,220
20,390
31,400
31,410
34,620
34,950
41,620
48,680
47,030
50,920
52,710
67,510
70,350
73,500
70,650
81,940
97,430

Liabilities

2,450
2,740
3,620
5,610
5,630
8,100
8,080
6,690
8,970
9,530
9,480
10,050
12,050
12,230
13,810
13,060
14,950
16,570

4,290
5,330
5,460
6,180
6,080
6,940
7,440

8,080
14,630
19,540
32,140
32,020
34,220
34,380
39,940
47,230
45,880
49,640
51,400
64,970
68,680
71,850
68,500
79,950
93,080

5,080
8,180
7,780
14,590
15,000
14,330
14,420
15,430
17,930
17,560
17,690
18,490
22,560
23,640
24,500
24,910
30,340
27,890

5,720
7,760
8,810
17,060
17,160
18,250
18,290
15,290
15,880
16,340
16,540
17,440
20,870
22,720
24,700
26,000
31,460
27,890

610
1,620
2,180
3,150
3,080
2,040
2,050
1,980
2,150
2,800
2,780
3,720
4,420
5,310
5,260
6,160
6,960
7,300

940
2,110
2,210
4,790
4,560
3,560
3,590
3,140
3,980
4,510
4,330
5,090
5,920
6,870
7,040
8,570
9,720
10,320

560
700
720

1,320
1,240
1,870
1,880
2,100
3,780
3,930
4,230
3,830
4,210
4,280
4,850
5,010
6,360
6,920

550
860

1,360
2,260
2,260
2,760
2,760
3,550
3,530
4,060
4,610
5,030
4,900
5,040
5,870
5,980
7,150
7,400

400
490
700

1,750
1,760
1,480
1,480
2,570
2,570
2,690
2,850
3,370
3,270
3,310
4,230
4,490
5,050
5,660

420
440

1,080
2,160
2,130
2,270
2,270
3,350
3,220
3,380
3,650
4,240
4,400
4,430
5,150
6,060
7,050
7,400

1 $570 million of the 1970 increase in assets and $360 million of that in liabilities is due to the inclusion of positions
in certain currencies not reported previously. 2 As from December 1973 (December II) the figures no longer
include the Euro-currency positions of the BIS (previously reported under the figures for the Swiss banks) but
do incorporate certain long-term positions not reported previously. » Includes certain long-term positions not
reported previously by some of the banks as well as some minor changes In the coverage of the statistics.
4 Includes the positions of banks in Austria, Denmark and Ireland.



external asset position of banks in Germany, which had still amounted to $7.1
billion at the end of 1977, was virtually wiped out owing to very large inflows of
DM funds. On a gross basis the German banks' external liabilities in Deutsche
Mark jumped by $12.2 billion, or 44 per cent., even excluding valuation effects.

Types of assets and liabilities. Returning to the Euro-currency market, $30 billion
of the $117 billion increase in the reporting European banks' external assets in
foreign currencies was in the form of direct claims on the non-bank sector. In
addition, foreign currency credits to domestic non-bank residents rose by $4.4 billion.
Of this total $34.4 billion or 25 per cent, expansion in direct claims on non-banks,
$20.5 billion was in dollars, while valuation effects accounted for well over half of
the $13.9 billion growth in claims in other currencies.

On the sources side of the market, $14.4 billion of the total increase of $114.6
billion in the reporting banks' external liabilities in foreign currencies came from
direct non-bank deposits, which was $6.6 billion more than in 1977. In addition,
foreign currency funds received from domestic depositors amounted to $4.3 billion.
Of the total expansion of $18.7 billion in non-bank funds, $12.4 billion was in
dollars, with liabilities to US non-bank residents accounting for only $3.7 billion
of the latter figure. This shows that, contrary to the widely held belief that there
was a dollar "overhang" in the Euro-market which exerted downward pressure
on the external value of the dollar, private non-bank depositors, even outside the
United States, not only refrained from running down their dollar balances but
continued to add to them. This was true even in the fourth quarter, when confidence
in the dollar reached rock-bottom.

Official depositors, which of course include the OPEC countries, behaved in
a less stabilising way, however. Deposits in dollars declined by $0.4 billion, whereas
those denominated in other foreign currencies rose by $9.1 billion (including about
$3 billion of valuation effects). Moreover, the movements of official Euro-dollar
balances in the course of 1978 mirrored fairly closely the vicissitudes of the dollar
in the exchange markets. In the first quarter of the year such balances declined
from $49.3 to 46.5 billion, then they rose to $50.4 billion in the following six
months before dropping to $48.9 billion in the fourth quarter.

The rôle of individual market centres. The rapid growth in Euro-currency business
last year was very widely spread over all the principal European market centres.
Banks in the United Kingdom, whose external assets went up by twice as much
as in 1977, as usual accounted for the largest share, although in terms of growth
rates the 27.4 per cent, expansion was somewhat below the European average of
30.5 per cent., the result being a further slight decline in the United Kingdom's
market share. This was, however, due mainly to the greater importance in London
of business done in dollars and by the affiliates of US banks, whose balance sheets
were not quite as buoyant as those of some of the Japanese and continental
European banks.

Outside the United Kingdom the highest rates of expansion in Euro-
currency assets vis-à-vis non-residents were shown by banks in Italy (50 per cent.),
Belgium (38.7 per cent.), Switzerland (36.5 per cent.), the Netherlands (34.5 per cent.)



120

External assets and l i ab i l i t i es , in domest ic
and fore ign currenc ies, of banks in ind iv idual report ing countr ies

and of certain offshore branches of US banks.

Austria Assets Domestic currency
Foreign currencies

Liabilities Domestic currency
Foreign currencies

Belgium Assets Domestic currency
Foreign currencies

Liabilities Domestic currency
Foreign currencies

Luxembourg Assets Domestic currency
Foreign currencies

Liabilities Domestic currency
Foreign currencies

Denmark Assets Domestic currency
Foreign currencies

Liabilities Domestic currency
Foreign currencies

France Assets Domestic currency
Foreign currencies

Liabilities Domestic currency
Foreign currencies

Germany Assets Domestic currency
Foreign currencies

Liabilities Domestic currency
Foreign currencies

Ireland Assets Domestic currency
Foreign currencies

Liabilities Domestic currency
Foreign currencies

Italy Assets Domestic currency
Foreign currencies

Liabilities Domestic currency
Foreign currencies

Netherlands Assets Domestic currency
Foreign currencies

Liabilities Domestic currency
Foreign currencies

Sweden Assets Domestic currency
Foreign currencies

Liabilities Domestic currency
Foreign currencies

Switzerland Assets Domestic currency
Foreign currencies

Liabilities Domestic currency
Foreign currencies

United Assets Domestic currency
Kingdom Foreign currencies

Liabilities Domestic currency
Foreign currencies

1977
Dec. 1 Dec. II March

1978
June Sept. Dec.

in millions of US dollars

2,470
22,910
3,790

23,530

7 1 0
44,040

5 7 0
41,940

2,080
62,210
4,220

62,970

31,450
17,280
24,330
15,230

3 0 0
14,780

1,540
21,520

5,240
27,180

5,100
25,470

9 3 0
3,180

5 8 0
3,410

14,500
23,010
5,650

18,010

2,080
159,210

1 1,100
171,360

1,950
7,440

5 4 0
9,700

2,470
22,910
3,790

23,530

7 1 0
44,040

5 7 0
41,940

9 0
2,060

2 6 0
1,370

1 1,450'
62,210
4,220

62,970

31,450
17,280
24,330
15,230

1,540

1,690

3 0 0
14,780

1,540
21,520

5,240
27,180
5,100

25,470

9 3 0
3,180

5 8 0
3,410

14,500
23,010
5,650

18,010

12.2302

159,210
11,100

171,360

2,180
6,810

5 7 0
8,920

2,470
24,290
4,330

25,360

7 9 0
46,600

5 5 0
43,530

8 0
2,180

2 6 0
1,610

12,860
58,550
4,840

59,300

32,500
16,750
25,170
14,590

1,340

1,690

4 7 0
11,220

1,580
17,620

6,000
27,510
5,840

25,230

8 0 0
3,210

5 5 0
3,850

16,700
24,770
6,040

18,340

12,400
164,020
10,860

175,990

2,310
8,000

6 7 0
10,230

2,610
24,890

4,410
26,110

6 5 0
46,620

6 0 0
43,730

8 0
2,170

2 7 0
1,720

14,730
59,810
5,000

59,090

31,840
17,470
25,050
14,780

1,690

1,960

5 6 0
12,110

1,950
19,580

6,820
29,540

6,170
28,450

9 9 0
3,150

6 9 0
4,000

17,960
25,190
6,750

19,450

13,080
169,370

10,080
179,280

2,640
8,710

7 0 0
11,150

2,660
28,480

4,040
30,480

8 3 0
52,040

6 2 0
48,380

9 0
2,760

3 0 0
2,110

15,910
66,500

5,100
65,280

34,160
18,440
30,780
15,670

1,360

1,830

5 1 0
13,100
2,020

19,930

7,770
31,050

7,180
29,100

9 5 0
3,380

7 4 0
4,430

21,720
29,340

6,840
23,570

14,000
185,670

11,180
195,970

2,930
9,580

8 3 0
12,790

2,800
31,780

4,730
33,540

1,050
58,340

7 3 0
54,480

9 0
2,840

3 9 0
2,360

18,200
80,780

5,700
78,790

40,340
20,770
40,220
18,880

1,510

1,810

5 9 0
22,160

2,010
27,800

8,490
36,560

7,930
35,550

8 6 0
3,390

7 0 0
4,520

19,290
31,410
6,820

26,870

14,740
202,850

11,950
213,420

Table continued on page 122.
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External assets and l iab i l i t i es , in dol lars
and other fore ign cur renc ies, of banks in ind iv idual repor t ing countr ies

and of certain of fshore branches of US banks.

Austria Assets US d o l l a r s . . . . . . .
Other foreign currencies

Liabilities US dollars
Other foreign currencies

Belgium Assets US dollars
Other foreign currencies

Liabilities US dollars
Other foreign currencies

Luxembourg Assets US dollars
Other foreign currencies

Liabilities US dollars
Other foreign currencies

Denmark Assets US dollars
Other foreign currencies

Liabilities US dollars
Other foreign currencies

France Assets US dollars
Other foreign currencies

Liabilities US dollars
Other foreign currencies

Germany Assets US dollars
Other foreign currencies

Liabilities US dollars
Other foreign currencies

Ireland Assets US dollars
Other foreign currencies

Liabilities US dollars
Other foreign currencies

Italy Assets US dollars . . - . . . . .
Other foreign currencies

Liabilities US dollars
Other foreign currencies

Netherlands Assets US dollars
Other foreign currencies

Liabilities US dollars
Other foreign currencies

Sweden Assets US dollars
Other foreign currencies

Liabilities US dollars
Other foreign currencies

Switzerland Assets US dollars
Other foreign currencies

Liabilities US dollars
Other foreign currencies

United Assets US dollars
Kingdom Other foreign currencies

Liabilities US dollars
Other foreign currencies

1977
Deci

14,260
8,650
13,080
10,450

18,820
25,220
18,680
23,260

45,160
17,050
44,430
18,540

12,710
4,570
12,380
2,850

11,480
3,300
17,010
4,510

15,150
12,030
15,460
10,010

1,970
1,210
2,120
1,290

17,070
5,940
13,130
4,880

125,810
33,400
136,590
34,770

Dec. II

in

3,870
3,570
4,320
5,380

14,260
8,650
13,080
10,450

18,820
25,220
18,680
23,260

1,420
640
840
530

45,160
17,050
44,430
18,540

12,710
4,570
12,380
2,850

710
830
800
890

11,480
3,300
17,010
4,510

15,150
12,030
15,460
10,010

1,970
1,210
2,120
1,290

17,070
5,940
13,130
4,880

125,810
33,400
136,590
34,770

March
1978

June Sept.

millions of U S dollars

3,180
3,630
3,460
5,460

14,450
9,840
13,680
1 1,680

19,090
27,510
18,890
24,640

1,500
680

1,030
580

41,920
16,630
39,700
19,600

11,670
5,080
11,340
3,250

690
650
830
860

8,110
3,110
13,460
4,160

14,770
12,740
15,290
9,940

2,040
1,170
2,410
1,440

17,930
6,840
12,930
5,410

127,190
36,830
137,430
38,560

3,910
4,090
4,290
5,940

14,700
10,190
13,700
12,410

20,1 10
26,510
19,950
23,780

1,400
770

1,070
650

43,390
16,420
39,100
19,990

12,270
5,200
11,180
3,600

630
1,060
710

1,250

9,010
3,100
14,990
4,590

16,360
13,180
17,790
10,660

1,950
1,200
2,470
1,530

18,830
6,360
13,920
5,530

132,900
36,470
141,780
37,500

4,160
4,550
4,420
6,730

16,440
12,040
15,710
14,770

20,620
31,420
21,520
26,860

1,670
1,090
1,330
780

47,350
19,150
40,590
24,690

12,580
5,860
11,490
4,180

440
920
540

1,290

9,580
3,520
14,630
5,300

16,590
14,460
17,500
1 1,600

2,050
1,330
2,680
1,750

20,600
8,740
16,030
7,540

143,720
41,950
152,130
43,840

Dec.

4,460
5,120
5,300
7,490

18,550
13,230
18,040
15,500

22,040
36,300
24,400
30,080

1,640
1,200
1,500
860

60,210
20,570
53,160
25,630

14,720
6,050
14,510
4,370

400
1,1 10
550

1,260

17,380
4,780

21,840
5,960

19,470
17,090
20,710
14,840

2,160
1,230
2,790
1,730

21,580
9,830
18,540
8,330

156,910
45,940
167,250
46,170

Table continued on page 123.
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External assets and liabil it ies, in domestic
and foreign currencies (continued from page 120).

Total for
European
reporting
countries

Canada

Japan

United
States

Offshore
branches
of US
banks'

Grand total

Assets

Liabilities

Assets

Liabilities

Assets

Liabilities

Assets

Domestic currency
Foreign currencies
Domestic currency
Foreign currencies

Domestic currency
Foreign currencies
Domestic currency
Foreign currencies

Domestic currency
Foreign currencies
Domestic currency
Foreign currencies

Domestic currency
Foreign currencies

Liabllities'Domestic currency

Assets
Liabilities

Assets

Liabilities

Foreign currencies

Foreign currencies5

Foreign currencies5

Domestic currency
Foreign currencies
Domestic currency
Foreign currencies

1977
Deci

59,760
373,800
56,880

383,440

4 3 0
17,720
2,180

16,700

3,550
18,150
4,1 10

24,470

90,200
2,360

77,330
8 1 0

91,090
91,660

153,940
503,120
140,500
517,080

Dec. II

81,320
384,840
57,680

396,200

4 3 0
17,720
2,180

16,700

3,550
18,150
4,110

24,470

90,200
2,360

77,330
8 1 0

91,090
91,660

175,500
514,160
141,300
529,840

March

n millions

87,250
387,250
60,590

396,030

3 3 0
18,940
1,930

18,550

4,250
19,180
7,890

25,230

96,450
2,390

78,470
8 6 0

95,220
96,370

188,280
522,980
148,880
537,040

1978
June

of US dollars

91,630
400,010

61,640
408,380

5 4 0
18,980
2,630

19,570

5,280
20,470

6,140
24,950

97,650
3,910

78,800
1,700

96,510
97,570

195,100
539,880
149,210
552,170

Sept.

101,240
440,830

69,500
447,900

4 6 0
19,500
2,670

19,380

6,600
23,960

7,830
26,600

103,630
3,980

87,420
1,980

102,620
101,700

21 1,930
590,890
167,420
597,560

Dec.

109,380
501,970

82,010
510,810

4 8 0
21,890

2,620
22,350

7,970
25,720

8,700
30,320

125,120
3,930

97,830
2,230

106,520
107,480

242,950
660,030
191,160
673,190

1 Including buyers' credits. 2 Including, in addition to loans, advances and overdrafts, all commercial bills
and acceptances. 3 Excluding US Treasury bills and certificates held in custody on behalf of non-residents.
* Offshore branches of US banks in the Bahamas, Cayman Islands, Panama, Hong Kong and Singapore.
s Including negligible amounts in domestic currencies.

a n d L u x e m b o u r g ( 3 2 . 5 p e r c e n t . ) . T h e g r o w t h figure f o r L u x e m b o u r g , w h e r e

b y t h e e n d o f t h e y e a r p o s i t i o n s i n D e u t s c h e M a r k a c c o u n t e d f o r o v e r h a l f t h e

d o l l a r v a l u e o f t o t a l f o r e i g n c u r r e n c y a s s e t s , w a s , h o w e v e r , s t r o n g l y i n f l a t e d b y

v a l u a t i o n e f f e c t s . W e l l o v e r o n e - t h i r d o f t h e $ 1 4 . 3 b i l l i o n i n c r e a s e i n t h e d o l l a r

v a l u e o f e x t e r n a l a s s e t s o f b a n k s i n L u x e m b o u r g o c c u r r e d v i s - à - v i s G e r m a n y ,

w h e r e a s f u n d s f r o m G e r m a n y a c c o u n t e d f o r o n l y a b o u t 2 . 5 p e r c e n t , o f t h e i n c r e a s e

i n l i a b i l i t i e s .

Net si%e of the Euro-currency market. T h e figure o f $ 1 1 7 b i l l i o n f o r t h e g r o w t h

o f t h e r e p o r t i n g E u r o p e a n b a n k s ' e x t e r n a l a s s e t s i n f o r e i g n c u r r e n c i e s w a s , a s u s u a l ,

s t r o n g l y i n f l a t e d b y t h e k i n d o f d o u b l e - c o u n t i n g w h i c h a r i s e s w h e n f u n d s p a s s v i a

m o r e t h a n o n e b a n k i n t h e r e p o r t i n g a r e a o n t h e i r w a y f r o m t h e o r i g i n a l s u p p l i e r s

t o t h e u l t i m a t e u s e r s . E x c l u d i n g t h i s e l e m e n t o f d u p l i c a t i o n b u t a l l o w i n g f o r t h e

b a n k s ' u s e o f E u r o - c u r r e n c y f u n d s f o r d o m e s t i c p u r p o s e s , n e w f o r e i g n c u r r e n c y

f u n d s i n t e r m e d i a t e d b y t h e r e p o r t i n g E u r o p e a n b a n k s m a y b e e s t i m a t e d t o h a v e

a m o u n t e d t o $ 7 5 b i l l i o n , o r t o n e a r l y $ 6 0 b i l l i o n i f v a l u a t i o n e f f e c t s a r e e x c l u d e d .

O f t h e t o t a l $ 7 5 b i l l i o n i n c r e a s e i n c r e d i t , r o u g h l y $ 2 6 b i l l i o n , o r s l i g h t l y

o v e r o n e - t h i r d , w a s t a k e n u p w i t h i n t h e r e p o r t i n g E u r o p e a n a r e a i t s e l f . D i r e c t
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Ex te rna l a s s e t s and l i a b i l i t i e s , in d o l l a r s

and o t h e r f o r e i g n c u r r e n c i e s ( c o n t i n u e d f r o m page 121) .

Total for
European
renortina
countries

Canada

Japan

Offshore
branches
of US
banks1

Assets

Liabilities

Assets

Liabilities

Assets

Liabilities

Assets
Liabilities

US dollars .
Other foreign
US dollars
Other foreign

US dollars .
Other foreign
US dollars .
Other foreign

US dollars .
Other foreign
US dollars .
Other foreign

currencies

currencies

currencies

currencies

currencies

currencies

Foreign currencies2 . .
Foreign currencies2 . .

1977
Deci

262,430
11 1,370
272,880
1 10,560

16,480
1,240

15,860
8 4 0

15,930
2,220

23,360
1,110

91,090
91,660

Dec. II

in

268,430
1 16,410
278,840
117,360

16,480
1,240

15,860
8 4 0

15,930
2,220

23,360
1,110

91,090
91,660

March
1978

June Sept.

millions of US dollars

262,540
124,710
270,450
125,580

17,660
1,280

17,710
8 4 0

16,710
2,470

23,870
1,360

95,220
96,370

275,460
124,550
280,950
127,430

17,950
1,030

18,810
7 6 0

17,920
2,550

23,620
1,330

96,510
97,570

295,800
145,030
298,570
149,330

18,230
1,270

18,460
9 2 0

21,050
2,910

25,040
1,560

102,620
101,700

Dec.

339,520
162
3 4 8
162

2 0
1

21
1

22
3

4 5 0
5 9 0
2 2 0

4 3 0
4 6 0
3 4 0
0 1 0

5 2 0
2 0 0

28.490
1

106

8 3 0

5 2 0
107,480

1 Offshore branches of US banks in the Bahamas, Cayman Islands, Panama, Hong Kong and Singapore.
2 Including negligible amounts in domestic currencies.

c l a i m s o n n o n - b a n k s r o s e b y a b o u t $ 1 5 b i l l i o n , w i t h n o n - b a n k e n t i t i e s i n G e r m a n y

( $ 5 . 1 b i l l i o n ) , t h e U n i t e d K i n g d o m ( $ 1 . 8 b i l l i o n ) a n d D e n m a r k ( $ 1 . 7 b i l l i o n )

b e i n g t h e l a r g e s t b o r r o w e r s o f f u n d s . T h e b i g g e s t e l e m e n t i n t h e $ 1 1 b i l l i o n

o f n e w f u n d s a b s o r b e d b y b a n k s i n t h e r e p o r t i n g a r e a w a s E u r o - D e u t s c h e M a r k

b o r r o w i n g b y t h e G e r m a n b a n k i n g s e c t o r . O n t h e s o u r c e s s i d e , t h e r e p o r t i n g E u r o -

p e a n a r e a m a y b e e s t i m a t e d t o h a v e c o n t r i b u t e d a b o u t $ 2 5 b i l l i o n t o t h e g r o w t h

o f t h e m a r k e t . N o n - b a n k f u n d s a c c o u n t e d f o r $ 1 4 b i l l i o n o f t h i s a m o u n t , w i t h

m o r e t h a n h a l f o f i t c o m i n g f r o m S w i t z e r l a n d e i t h e r i n t h e f o r m o f t r u s t e e

f u n d s o r d i r e c t n o n - b a n k d e p o s i t s .

O u t s i d e t h e r e p o r t i n g a r e a o n e s i g n i f i c a n t d e v e l o p m e n t l a s t y e a r w a s t h e

s t r o n g e x p a n s i o n i n E u r o - c r e d i t s t o o i l a n d n o n - o i l d e v e l o p i n g c o u n t r i e s . T h e

r e p o r t i n g E u r o p e a n b a n k s ' c l a i m s o n O P E C c o u n t r i e s a d v a n c e d b y a s m u c h a s

55 p e r c e n t . , w h i l e l i a b i l i t i e s t o t h o s e c o u n t r i e s s h o w e d o n l y a m a r g i n a l i n c r e a s e .

A s a r e s u l t , t h e E u r o - b a n k s ' n e t d e b t o r p o s i t i o n v i s - à - v i s O P E C c o u n t r i e s

c o n t r a c t e d f r o m $ 3 8 . 8 b i l l i o n a t t h e e n d o f 1 9 7 7 t o $ 3 0 . 4 b i l l i o n a t t h e e n d o f

l a s t y e a r . C l a i m s o n o t h e r d e v e l o p i n g c o u n t r i e s r o s e b y 3 2 p e r c e n t . , b u t t h e

i n c r e a s e o n t h e a s s e t s s i d e h a d a s i t s c o u n t e r p a r t a n e v e n l a r g e r e x p a n s i o n i n

l i a b i l i t i e s t o t h e s e c o u n t r i e s o f $ 1 0 . 2 b i l l i o n . T h i s m e a n t t h a t t h e n e t c r e d i t o r

p o s i t i o n o f t h e n a r r o w l y d e f i n e d E u r o - c u r r e n c y m a r k e t v i s - à - v i s n o n - o i l d e v e l o p i n g

c o u n t r i e s d w i n d l e d t o t h e n e g l i g i b l e figure o f $ 0 . 3 b i l l i o n . A l t h o u g h f r o m a

p r u d e n t i a l p o i n t o f v i e w a s s e t s a n d l i a b i l i t i e s c a n n o t , o f c o u r s e , b e n e t t e d o u t , t h i s

h e l p s t o p u t i n p e r s p e c t i v e a s s e r t i o n s a b o u t t h e e x c e s s i v e e x p o s u r e o f t h e E u r o -

c u r r e n c y m a r k e t v i s - à - v i s n o n - o i l d e v e l o p i n g c o u n t r i e s . E v e n i n g r o s s t e r m s t h e

n a r r o w l y d e f i n e d E u r o - c u r r e n c y m a r k e t a c c o u n t e d f o r l e s s t h a n o n e - t h i r d o f t o t a l

b a n k c l a i m s o n d e v e l o p i n g c o u n t r i e s a t t h e e n d o f 1 9 7 8 . I n f a c t , t h e b u l k o f b o t h
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Estimated sources and uses of

End of month

1975 December .
1976 December .
1977 March . . .

June . . . .
September .
December 1.

Decemberll
1978 March . . .

June . . . .
September .
December .

1975 December .
1976 December .
1977 March . . .

June . . . .
September .
December I.

Decemberll
1978 March . . .

June . . . .
September .
December .

Repo
Europe

Total2

63.0
74.4
78.7
85.4
88.3
99.2

1 10.4
1 15.6
117.8
127.0
136.0

79.5
86.7
91.7
97.5
98.7

108.6

117.3
123.2
131.0
140.5
142,5

rting
an area1

of
which
non-
banks

43.6
51.5
56.3
61.8
63.1
69.9

77.3
80.3
82.3
87.0
92.0

39.2
45.5
47.0
48.7
50.1
54.9

56.0
58.6
62.1
66.3
70.1

United
States

Canada
and

Japan

16.5
18.2
17.8
18.9
20.4
21.0

21.3
18.5
19.6
22.0
24.6

20.2
21.6
21.8
18.8
18.4
18.7

18.7
20.4
20.8
21.8
24.6

15.4
18.8
19.4
23.3
23.7
24.9

25.4
26.9
26.5
29.1
37.0

8 .3
10.5
10.5

8.2
7.8
8.4

8.4
9.6
9.7

1 1.3
13.0

Other
devel-
oped
coun-
tries

Euro-currency funds .

Eastern
Europe4

in billions of US

25.8
33.0
34.0
35.5
38.9
42.6

30.8
31.9
31.9
32.9
34.7

19.9
21.3
19.8
19.7
23.3
26.6

18.8
20.0
21.6
25.2
26.2

Uses

15.9
20.8
20.2
21.4
22.1
23.8

25.7
27.0
28.5
31.2
31.4

Sources

5.4
6.4
4.7
4 .5
4 .9
6.4

7.0
6.6
6.9
7.7
8.8

Off-
shore
bank-
Ing

cen-
tres'

dollars

35.6
40.8
42.1
44.3
43.5
43.7

43.9
43.4
44.6
51.5
55.0

21.8
30.1
29.6
31.0
30.9
33.2

33.4
33.9
35.5
39.7
45.4

Oil-
export-

ing
coun-
tries*

5.3
9.6

11.2
12.7
13.6
15.6

15.7
17.8
18.6
21.0
24.3

34.6
45.2
47.8
51.1
52.0
54.0

54.5
54.5
51.4
52.6
54.7

Devel-
oping
coun-
tries

19.5
24.7
24.7
25.5
27.1
30.0

30.3
31.8
33.7
36.6
40.1

16.2
21.3
23.4
24.8
26.8
29.5

29.6
31.3
33.1
37.3
39.8

Un-
alloc-
ated'

3.2
3.9
4 .5
4.5
4.7
5.4

3.2
3.6
3.5
4.0
4.3

3.9
6.7
8.1
6.9
8.9
8.4

5.6
4 .0
3.3
4.6
7.6

Total

205.0
247.0
255.0
267.0
277.0
300.0

300.0
310.0
319.0
348.0
375.0

205.0
247.0
255.0
267.0
277.0
300.0

300.0
310.0
319.0
348.0
375.0

1 Up to December 1977 (December I) the reporting European area covered Belgium-Luxembourg, France,
Germany, Italy, the Netherlands, Sweden, Switzerland and the United Kingdom. Since 1977 (December II) it also
includes Austria, Denmark and Ireland. Conversely, as from 1977 (December II) positions vis-à-vis Austria,
Denmark and Ireland are excluded from the positions vis-à-vis "Other developed countries". 2 Includes: (a) under
"Uses", the banks' conversions from foreign currency into domestic currency and foreign currency funds
supplied by the reporting banks to the commercial banks of the country of issue of the currency in question
(such as DM funds deposited with German banks); (b) under "Sources", deposits by official monetary institutions
of the reporting area, the banks' conversions from domestic into foreign currency and foreign currency funds
obtained by the reporting banks from the banks in the country of issue of the currency in question (such as funds
received in DM from German banks). 3 On the sources side including trustee funds to the extent that they are
transmitted by the Swiss banks to the other banks within the reporting area and to the extent that they are not
reported as liabilities vis-à-vis non-banks outside the reporting area by the Swiss banks themselves. 4 Excluding
positions of banks located in the Federal Republic of Germany vis-à-vis the German Democratic Republic.
5 Bahamas, Barbados, Bermuda, Cayman Islands,' Hong Kong, Lebanon, Liberia, Netherlands Antilles, New
Hebrides, Panama, Singapore, other British West Indies. * Algeria, Bahrain, Brunei, Ecuador, Gabon, Indonesia,
Iran, Iraq, Kuwait, Libya, Nigeria, Oman, Qatar, Saudi Arabia, Trinidad and Tobago, the United Arab Emirates,
Venezuela. 7 Including positions vis-à-vis international institutions other than the BIS.

g r o s s a n d n e t b a n k i n g c l a i m s o n t h e d e v e l o p i n g w o r l d r e s u l t e d f r o m c o n v e n t i o n a l

( a n d p a r t l y t r a d e - r e l a t e d ) l e n d i n g i n d o m e s t i c c u r r e n c y , i n c l u d i n g d o l l a r l e n d i n g b y

b a n k s i n t h e U n i t e d S t a t e s , a s u b s t a n t i a l p r o p o r t i o n o f w h i c h i s , o f c o u r s e , b o o k e d

t h r o u g h t h e o f f s h o r e c e n t r e s .

T h e s i t u a t i o n i s d i f f e r e n t v i s - à - v i s e a s t e r n E u r o p e , w h e r e t h e E u r o - m a r k e t ' s

s u b s t a n t i a l n e t c r e d i t o r p o s i t i o n w i d e n e d f r o m $ 1 8 . 7 t o 2 2 . 6 b i l l i o n l a s t y e a r .

A s r e g a r d s p o s i t i o n s v i s - à - v i s n o n - E u r o p e a n G r o u p o f T e n c o u n t r i e s , o n e

s i g n i f i c a n t f e a t u r e l a s t y e a r w a s t h e l a r g e i n f l o w o f n e w f u n d s f r o m t h e U n i t e d

S t a t e s . T h u s , t h e r e p o r t i n g E u r o p e a n b a n k s ' l i a b i l i t i e s v i s - à - v i s t h a t c o u n t r y r o s e

b y $ 1 1 . 6 b i l l i o n , o r 4 6 p e r c e n t . , w i t h t w o - t h i r d s o f t h e i n c r e a s e o c c u r r i n g d u r i n g

t h e l a s t t h r e e m o n t h s o f t h e y e a r . I n a d d i t i o n , a s u b s t a n t i a l p r o p o r t i o n o f t h e 1 2
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billion of new funds received from the offshore centres may be regarded as having
originated in the United States.

Another important source of new funds were "Other developed countries".
With their deposits increasing at a rate of nearly 40 per cent., the Euro-market's
net creditor position vis-à-vis that group of countries declined from $12 to 8.5
billion last year.

Banks in the United States and their branches in offshore centres.

One of the most significant features of the international monetary scene last
year was the sharp acceleration of outflows of banking funds from the United States.
External assets reported by banks in that country rose by $36.4 billion, by far
the largest increase yet recorded. Although liabilities also showed very substantial
growth, the banks' net external asset position doubled from $14.5 to 29 billion.
Excluding the rise in liabilities to foreign official holders, which resulted partly
from the expansionary impact of the banks' own external lending activities on foreign
official reserves, the increase in net claims amounted to as much as $ 19.4 billion.

There were four main factors responsible for this very rapid growth in
gross and net external positions. Firstly, the exchange-market unrest at times
boosted foreign demand for dollar borrowing. Secondly, the expansion in external
assets reflected the continuing eagerness of large US commercial banks to
participate in the rapidly expanding international loan market. A third influence
contributing to the growth in both external assets and liabilities was the removal
in August of reserve requirements on funds taken up from banks abroad, which
induced the US banks to book a larger part of their international business through
their head offices in the United States. A fourth influence, which affected only the
liabilities side of the banks' balance sheets, was the moderate tightening of US
monetary policy in the second half of the year, and especially the increases in
reserve requirements on domestic CDs, which, in conjunction with the removal
of reserve requirements on liabilities to banks abroad, strongly reduced the
comparative cost of Euro-currency funds.

The importance of the first factor, namely exchange-market influences, was
reflected in both the geographical pattern and the timing of the expansion of
the banks' external assets. As much as 72.5 per cent, of the growth in assets was
accounted for by claims on the wider reporting area including the offshore centres.
And, as regards timing, claims on non-residents rose by $15 billion between end-
September 1977 and March 1978, showed little growth during the following four
months, and then soared by $29 billion in the last five months of the year. In
the first quarter of 1979, when the dollar began to recuperate, this outflow was
reversed to the extent of $6.2 billion. The somewhat tighter stance of US monetary
policy and the changes in reserve requirements were reflected in the movement in
the external liabilities of banks in the United States, which, after rising by only
$3 billion in the first seven months of 1978, advanced by $19 billion during the
rest of the year.

The growth in the external assets of US banks' branches in the offshore
centres of the Caribbean and the Far East slowed down from 22 per cent, in 1977
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to 17 per cent. Over 60 per cent, of the $15.4 billion expansion in the external
assets of the offshore branches had funds from the United States as its liability
counterpart. Most of the new lending was within the reporting area itself, including
a $3.5 billion expansion in claims on the United States. By comparison with
preceding years, credits to oil and non-oil developing countries showed only modest
incteases.

If the positions of banks in the United States and of their offshore branches
are aggregated, claims on non-oil developing countries, largely in Latin America,
rose by $7.2 billion, or by nearly twice as much as in 1977. New lending to
OPEC countries amounted to $5.1 billion, up by 35 per cent. On the sources side
of the banks' balance sheets, new deposits received from oil and non-oil developing
countries came to $2.9 and 3.3 billion respectively.

Batiks in Japan.

Together with the German banks, banks in Japan and their foreign affiliates
played a leading rôle in international loan business last year. This showed up
partly in the external assets of banks in Japan itself, which, after recording no
growth in 1977, increased by $12 billion, or 55 per cent. This sharp expansion in
foreign lending was due largely to the high volume of domestic liquidity resulting
from the country's massive balance-of-payments surplus, coinciding with weak
domestic corporate borrowing demands. Moreover, in view of the balance-of-
payments and exchange rate situation, the authorities actively encouraged the
banks' capital exports.

The sources side of the banks' balance sheets was at times heavily influenced
by developments in the exchange markets. External liabilities in yen soared from
$2 billion in September 1977 to $7.9 billion in March 1978, when the reserve
requirement on increases in non-residents' free yen deposits was raised to 100 per
cent. Largely as a result of this measure, yen liabilities contracted to $5.8 billion
in May 1978 but subsequently went up again to $8.7 billion by the end of the
year. All in all, the banks' external liabilities in domestic and foreign currency
rose by $10.4 billion in 1978, leaving room for only a modest reduction in their
external net debtor position from $6.9 to 5.3 billion.

Interest rate developments.

Uncovered interest differentials between Euro-dollar rates and deposit rates
in the other Euro-market sectors widened markedly in the course of 1978, reaching
unprecedented levels towards the end of the year. The differential between three-
month Euro-dollar and Euro-Deutsche Mark rates, which had already risen from
close to zero to nearly 4% percentage points in the course of 1977, widened further
to about 8% percentage points. In relation to Euro-Swiss franc rates, which sagged
to around zero in the second half of 1978, the premium of Euro-dollar rates was
even more pronounced, reaching 12 per cent, for three-month deposits around the
end of the year.
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Interbank rates on three-month Euro-currency deposits
and differentials over domestic rates.

Wednesday figures, in percentages.

Euro-dollar rate minus US CD rate

\kj Euro-DM rate minus German interbank rate

I I I I I I I I I I I I I I I I I I I I

N92t76
1976 1977 1978 1979

I n t h e d o l l a r s e c t o r , t h e u p w a r d m o v e m e n t o f i n t e r e s t r a t e s i n t h e U n i t e d

S t a t e s f r o m l a t e A p r i l o n w a r d s p u s h e d t h r e e - m o n t h E u r o - d e p o s i t r a t e s f r o m a r o u n d

7 3 4 p e r c e n t , i n t h e e a r l y p a r t o f 1 9 7 8 t o s l i g h t l y a b o v e 12 p e r c e n t , a r o u n d y e a r -

e n d , b e f o r e t h e y e a s e d a g a i n t o j u s t u n d e r 1 0 % p e r c e n t , i n t h e c o u r s e o f t h e f i r s t

q u a r t e r o f 1 9 7 9 . S i n c e t h e a c c e l e r a t i o n o f U S i n f l a t i o n r a t e s w a s e x p e c t e d t o b e

o n l y a t e m p o r a r y p h e n o m e n o n , t h e s h a r p r i s e i n s h o r t - t e r m d o l l a r i n t e r e s t r a t e s w a s

a s s o c i a t e d w i t h a n e m p h a t i c r e v e r s a l o f t h e y i e l d c u r v e . W h e r e a s a t t h e b e g i n n i n g

o f 1 9 7 8 t h r e e - m o n t h E u r o - d o l l a r d e p o s i t r a t e s h a d b e e n 1 % p e r c e n t a g e p o i n t s

l o w e r t h a n E u r o - d o l l a r b o n d y i e l d s , a t t h e e n d o f t h e y e a r t h e y s t o o d 2 %

p e r c e n t a g e p o i n t s a b o v e t h e m , t h o u g h t h i s p r e m i u m s u b s e q u e n t l y n a r r o w e d t o 1 %

p e r c e n t a g e p o i n t s i n t h e e a r l y m o n t h s o f 1 9 7 9 .

D e s p i t e t h e s t r o n g u p w a r d m o v e m e n t i n t h e a b s o l u t e l e v e l o f i n t e r e s t r a t e s

a n d t h e r e m o v a l i n A u g u s t 1 9 7 8 o f r e s e r v e r e q u i r e m e n t s o n U S b a n k s ' b o r r o w i n g

f r o m b a n k s a b r o a d , t h e p r e m i u m c o m m a n d e d b y E u r o - d o l l a r d e p o s i t r a t e s o v e r

c o m p a r a b l e U S y i e l d s r e m a i n e d f a i r l y s t a b l e a t a r o u n d 3/8 p e r c e n t a g e p o i n t i n t h e

first n i n e m o n t h s o f t h e y e a r . I n f l u e n c e d b y e n d - y e a r t r a n s a c t i o n s a n d b y b o r r o w i n g

d e m a n d r e l a t e d t o t h e t u r m o i l i n t h e e x c h a n g e m a r k e t s , i t w e n t a b o v e % p e r c e n t a g e

p o i n t a t t h e e n d o f S e p t e m b e r . F o l l o w i n g t h e U S m e a s u r e s o f i s t N o v e m b e r a n d

t h e i m p o s i t i o n o f s u p p l e m e n t a r y r e s e r v e r e q u i r e m e n t s o n l a r g e U S b a n k c e r t i f i c a t e s
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Euro-dollar deposit rates and Euro-dollar bond yields.

Weekly averages and end-of-month rates.

12

International dollar bonds
12-month deposits

6-month deposits
Call money

I I I I I I I

12

10

1975 1976 1977 1978 1979

o f d e p o s i t , t h e p r e m i u m r e a c h e d i p e r c e n t a g e p o i n t a r o u n d t h e m i d d l e o f N o v e m b e r ,

b u t , w i t h t h e r e c o v e r y o f t h e d o l l a r i n t h e e x c h a n g e m a r k e t s , c a m e b a c k d o w n

t o j u s t o v e r % p e r c e n t a g e p o i n t i n t h e e a r l y m o n t h s o f 1 9 7 9 . A l t h o u g h t h i s w a s s t i l l

h i g h e r t h a n i n t h e e a r l y p a r t o f 1 9 7 8 , i t a m o u n t e d i n r e l a t i v e t e r m s t o a s h a r p

c o n t r a c t i o n o f t h e p r e m i u m o n E u r o - d o l l a r r a t e s , s i n c e f o r b a n k s i n t h e U n i t e d

S t a t e s t h e v a r i o u s c h a n g e s i n U S r e s e r v e r e q u i r e m e n t s , i n c o n j u n c t i o n w i t h t h e

h i g h e r a b s o l u t e l e v e l o f d o l l a r i n t e r e s t r a t e s , m u s t h a v e s t r o n g l y i n c r e a s e d t h e c o s t

a d v a n t a g e o f E u r o - d o l l a r b o r r o w i n g o v e r d o m e s t i c s o u r c e s o f f u n d s .

E u r o - D e u t s c h e M a r k r a t e s , w h i c h i n D e c e m b e r 1 9 7 7 h a d d r o p p e d f r o m 4 p e r

c e n t , t o a b o u t 2 % p e r c e n t , following m e a s u r e s b y t h e G e r m a n a u t h o r i t i e s t o l i m i t

c a p i t a l i n f l o w s , m o v e d g r a d u a l l y b a c k t o a r o u n d 3 % p e r c e n t , b y t h e m i d d l e o f

1 9 7 8 . S i m i l a r l y , t h e d i s c o u n t o f E u r o - D e u t s c h e M a r k r a t e s i n r e l a t i o n t o G e r m a n

d o m e s t i c i n t e r b a n k r a t e s , a f t e r w i d e n i n g to n e a r l y 1 p e r c e n t a g e p o i n t a r o u n d t h e

t u r n o f 1 9 7 7 , w a s b a c k t o i t s % p e r c e n t a g e p o i n t l e v e l o f five m o n t h s e a r l i e r b y

A p r i l 1 9 7 8 . O w i n g t o t h e c a n c e l l a t i o n i n J u n e 1 9 7 8 o f t h e e a r l i e r m e a s u r e s t o

c u r b c a p i t a l i n f l o w s , t h e r e n e w e d u p w a r d p r e s s u r e o n t h e D e u t s c h e M a r k a g a i n s t

t h e d o l l a r i n t h e s e c o n d h a l f o f t h e y e a r d i d n o t r e s u l t i n m o r e t h a n a m o d e s t

w i d e n i n g o f t h i s d i s c o u n t . I n t h e first f o u r m o n t h s o f 1 9 7 9 , w h e n t h e r e c o v e r y o f

t h e d o l l a r p e r m i t t e d a t i g h t e n i n g o f G e r m a n d o m e s t i c l i q u i d i t y c o n d i t i o n s , E u r o -

D e u t s c h e M a r k r a t e s i n c r e a s e d f r o m a b o u t 3 3/8 t o 5 y 2 p e r c e n t .
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The excessive strength of the Swiss franc in the exchange markets and the
elaborate defences against capital inflows into Switzerland resulted in a drop in
Euro-Swiss franc rates from 4 per cent, in early June 1977 to only % per cent, in
the second half of February 1978. The somewhat calmer conditions in the exchange
markets subsequently permitted Euro-Swiss franc rates to recover to above 1 % per
cent, by around mid-year. However, the resurgence of very strong upward pressures
on the Swiss franc and the related massive liquidity creation within Switzerland
pulled Euro-Swiss franc rates down to zero or even slightly less in the last three
months of the year. In view of the very liquid state of the Swiss domestic markets,
Euro-Swiss franc rates stayed close to that level in the first quarter of 1979, before
the much stronger exchange-market performance of the dollar finally initiated an
upward movement which carried the Euro-Swiss franc deposit rate to 1% per cent,
by the end of April.

The international bond markets in 1978.

The turmoil in the exchange markets, escalating short-term dollar interest
rates and the more general uncertainties associated with the acceleration of inflation
in the United States were dominant influences in the development of the international
bond markets last year. While these influences did not prevent the overall issue
volume from matching its 1977 record — it even increased marginally by $0.6 to
36.7 billion — they had a very uneven impact on the individual market sectors.
Not too surprisingly, dollar issues declined, from $20 billion in 1977 to $13.8
billion, whereas the movement away from the dollar, increasing repayment flows
and the high level of liquidity in the principal markets outside the United States
boosted demand for issues denominated in currencies that were expected to
appreciate. As a result, the volume of non-dollar issues, notably Deutsche Mark,
Swiss franc and yen bonds, rose from $16.1 to 22.9 billion.

The weakness of the dollar particularly affected the Euro-bond market, where
investors are largely non-US residents and where the only major currency
alternative available is the Deutsche Mark. Although Deutsche Mark issues
expanded by $1.3 to 6.5 billion, this offset only part of the $4.7 billion contraction
in dollar issues to $7.7 billion. Issues in other currencies showed an uneven picture
and declined on balance by $0.2 to 1.7 billion. Euro-sterling issues, which had
been reintroduced in late 1977, were discontinued after April and no bonds were
issued in Canadian dollars during 1978 owing to the weakness of that currency.
On the other hand, Euro-issues in French francs were resumed in September after
a two-year pause. All in all, the total issue volume in the Euro-bond market
contracted from $19.5 billion in 1977 to $15.9 billion. Owing to the increase in
redemption payments, the decline in net new borrowing was even more pronounced.

The situation was quite different in the case of foreign issues in national
markets, where the currency alternatives to the US dollar include the Swiss franc
and the yen. Foreign issues in the United States, where the buyers are in part US
residents for whom buying dollar paper does not in general entail exchange rate
risks, showed only a relatively moderate contraction of $1.5 billion. This was
more than offset by a $5.7 billion rise in foreign issues in other national markets,



— i 3o —

which caused the total issue volume to go up from $16.6 to 20.8 billion. Foreign
issuing activity was particularly strong in Switzerland and Japan, where the relative
weakness of domestic investment, combined with the liquidity-creating effects of
official intervention in the exchange markets, made for very easy financial-market
conditions and where non-resident demand for such bonds was high for exchange
rate reasons. In the case of Japan, moreover, the easing of restrictions on non-
resident issues acted as an extra stimulus to foreign borrowing and, indeed, foreign
yen issues in Japan soared from $1.4 billion in 1977 to $4.7 billion. Foreign issues
in Switzerland rose by $2.1 to 7.1 billion despite the imposition in early March
1978 of a 35 per cent, limit on the share that could be bought by non-residents.
At this new level the issue volume in Switzerland exceeded the volume of foreign
issues in the United States for the first time. Foreign issues in Germany, which
are really an adjunct to the Euro-DM bond market and are almost exclusively
used by international institutions, rose marginally by $0.1 to 1.6 billion.

The development of the international bond markets in the course of 1978
reflected the vicissitudes of the exchange markets and was characterised by quick
changes in market sentiment and situations. The disenchantment with dollar-
denominated bonds that had developed in late 1977 culminated in February and
March when investors, disappointed by the continuing depreciation of the dollar,
tried to shift into strong-currency assets. Moreover, the demand for Euro-Deutsche
Mark and yen bonds was boosted by the measures taken by Germany and Japan
in late 1977 and the first quarter of 1978 to ward off capital inflows.

When the dollar began to show signs of recovery in April, the large yield
differentials in its favour revived interest in dollar issues, while issues in other
currencies suddenly began to look less attractive. With a large volume of such
"low yield" issues in the pipeline, the Euro-DM bond market began to show
signs of congestion and in mid-May the German Capital Market Sub-Committee
decided temporarily to suspend new issues by non-resident borrowers. In addition,
foreign issues in Switzerland felt the impact of the limits imposed in March on
non-resident purchases of such paper.

The further rise in US short-term interest rates and the resurgence of
exchange rate pressures in the course of the summer brought the convalescence of
the Euro-dollar bond market to an abrupt end. The flattening and ultimate reversal
of the yield curve proved very damaging to dollar bonds and, except for floating
rate notes, which offered investors protection against further interest rate rises,
issuing activity in the dollar sector of the Euro-bond market nearly halted in the
last few months of the year. For 1978 as a whole such issues of floating rate notes
totalled $2.4 billion, accounting for 31 per cent, of Euro-dollar issues, as against
a share of only 14 per cent, in 1977. The deterioration in market conditions
was reflected in Euro-bond yields which, after trailing behind the rise in US
domestic bond yields during the first nine months of the year, underwent a strong
upward adjustment during October. At the end of the year they stood at around
934 per cent., up 1% percentage points on their level of fifteen months earlier.

The second half of 1978 was not all plain sailing for the other currency
sectors either. The re-opening of the Euro-DM bond market did not find investors



International bond i ssues . 1

Borrowing
countries
or areas

Western Europe.

Canada

United States . .

Other developed
countries2. . .

Rest of the
world3

International
institutions . .

Total issues
placed . . . .

Years

1976
1977
1978
1979/1

1976
1977
1978
1979/1

1976
1977
1978
1979/1

1976
1977
1978
1979/1

1976
1977
1978
1979/1

1976
1977
1978
1979/1

1976
1977
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1979/1

Euro-bond issues

Total

5,750
9,010
5,360
1,910

3,010
1,950

8 3 0
4 3 0

4 0 0
1,300
1,320

8 6 0

2,060
2,080
2,550

5 7 0

1,060
2,660
2,980

5 2 0

3,090
2,480
2,830

2 7 0

15,370
19,480
15,870
4,560

of which

US
dollars

3,830
5,740
2,440

8 0 0

1,570
9 9 0
4 7 0
4 3 0

4 0 0
1,190

9 7 0
7 0 0

1,500
1,450

9 2 0
9 0

4 5 0
9 9 0

1,080
3 4 0

2,250
1,980
1,770

190

10,000
12,340
7,650
2,550

Deutsche
Mark

in

1,330
2,780
2,250

7 5 0

4 0
4 1 0
3 6 0

—

10
2 3 0

4 0

5 1 0
5 9 0

1,590
4 7 0

2 7 0
1,190
1,290

1 1 0

6 7 0
2 4 0
8 2 0

5 0

2,820
5,220
6,540
1,420

Private
place-
ments

Total

Foreign

in
United
States

millions of US dollars

1,070
1,860
1,330

2 5 0

150
6 0

3 8 0
3 0

120
4 3 0
2 0 0

-

3 0 0
3 2 0
3 6 0
140

180
5 0 0
7 5 0

—

1,890
8 9 0

1,290
5 0

3,710
4,060
4,310

4 7 0

5,110
5,060
5,950
1,800

6,090
3,430
4,020
1,580

3 0
2 2 0
3 7 0
160

1,500
1,450
2,780

8 7 0

9 0 0
1,610
2,070

4 4 0

5,310
4,840
5,610

5 4 0

18,940
16,610
20,800
5,390

1,240
1,280
1,630

2 6 0

5,720
2,980
3,230

8 4 0

_
—
—

—

7 1 0
6 7 0
4 1 0

—

6 9 0
8 2 0
2 9 0

6 0

2,270
1,920

6 0 0
3 5 0

10,630
7,670
6,160
1,510

Issues

of which

in
Switzer-

land

3,370
2,650
2,300
1,450

3 7 0
3 6 0
3 7 0
4 8 0

_

2 0
2 2 0

6 0

7 9 0
6 6 0

1,740
8 7 0

120
4 0 0
5 4 0

5 0

7 9 0
- 870

1,890
3 0

5,440
4,960
7,060
2,940

Private
place-

! ments

2,960
2,910
1,710

8 9 0

4,060
1,830
1,080

4 1 0

3 0
2 0 0
150

—

6 8 0
5 1 0

1,930
5 9 0

2 1 0
4 3 0
8 8 0
130

1,970
1,820
2,830

3 0

9,910
7,700
8,580
2,050

1 Based on IBRD and OECD sources.
European countries.

2 Australia, Japan, New Zealand and South Africa. 3 Including eastern

t o o f o r t h c o m i n g . H o w e v e r , t h e r e n e w e d c h a n g e i n t h e e x c h a n g e - m a r k e t s c e n a r i o

l a t e r i n t h e s u m m e r h e l p e d t o r e v i v e i n v e s t o r s ' i n t e r e s t , a n d E u r o - D e u t s c h e M a r k

y i e l d s e a s e d b e l o w t h e y i e l d s o b t a i n a b l e o n c o m p a r a b l e G e r m a n d o m e s t i c p a p e r .

S t r o n g e r g o v e r n m e n t b o r r o w i n g d e m a n d a n d a firming o f d o m e s t i c b o n d y i e l d s

d u r i n g t h e s u m m e r t o o k t h e s t e a m o u t o f f o r e i g n y e n b o n d s , a l t h o u g h t h e i s s u e

v o l u m e r e m a i n e d w e l l a b o v e t h e 1 9 7 7 a v e r a g e . F o r e i g n i s s u e s i n S w i t z e r l a n d s t a g e d

a s t r o n g c o m e - b a c k i n t h e t h i r d q u a r t e r , a l t h o u g h b o r r o w e r s ' c o n c e r n a b o u t t h e

e x c e s s i v e s t r e n g t h o f t h e S w i s s f r a n c r e s u l t e d i n a r e n e w e d s l o w d o w n i n t h e l a s t

f e w m o n t h s o f t h e y e a r , d e s p i t e t h e r a i s i n g t o 50 p e r c e n t , o f t h e s h a r e o f f o r e i g n

S w i s s f r a n c i s s u e s t h a t c o u l d b e b o u g h t b y n o n - r e s i d e n t s .

A s r e g a r d s b o r r o w e r s , o n e p o s i t i v e f e a t u r e c o n t i n u e d t o b e t h e i n c r e a s i n g

a c c e s s o f d e v e l o p i n g c o u n t r i e s t o t h e i n t e r n a t i o n a l i s s u e m a r k e t s , w i t h t h e t a k i n g s
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Yields on international and domestic markets of US dollar and DM bonds.*
End-of-month figures.

%
11

10

International dollar bonds

US domestic corporate bonds

International DM bonds

German domestic bonds

I I I I I I I I I I I i i I i i I i i I i i

......sC"-<±y

1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1
1975 1976 1977 1978

* US domestic bond yields are calculated to final maturity, the others to average maturity.

1979

o f t h e s e c o u n t r i e s e x p a n d i n g f r o m $ 4 b i l l i o n i n 1 9 7 7 t o $ 5 b i l l i o n . T h e l a r g e s t

b o r r o w e r s i n t h i s g r o u p w e r e B r a z i l , V e n e z u e l a , M e x i c o a n d A l g e r i a . I s s u e s b y

i n t e r n a t i o n a l d e v e l o p m e n t i n s t i t u t i o n s r o s e f r o m $ 4 . 7 t o 5 . 1 b i l l i o n .

T h e O E C D c o u n t r i e s s l i g h t l y r e d u c e d t h e i r r e c o u r s e t o i n t e r n a t i o n a l b o n d

finance, p a r t l y a s a r e s u l t o f t h e r e d u c t i o n i n t h e i r c u r r e n t - a c c o u n t d e f i c i t s a n d

p a r t l y i n v i e w o f t h e v e r y f a v o u r a b l e l e n d i n g c o n d i t i o n s a v a i l a b l e i n t h e E u r o -

c r e d i t m a r k e t s . C a n a d a , w h i c h a t t h e s a m e t i m e s h a r p l y s t e p p e d u p i t s r e c o u r s e t o

t h e m a r k e t f o r i n t e r n a t i o n a l b a n k c r e d i t s , c o n t i n u e d t o b e t h e l a r g e s t b o r r o w e r ,

w i t h t o t a l t a k i n g s o f $ 4 . 9 b i l l i o n , t w o - t h i r d s o f w h i c h w a s o b t a i n e d i n t h e U S

m a r k e t . N e v e r t h e l e s s , t h i s t o t a l w a s $ 0 . 5 b i l l i o n l e s s t h a n i n 1 9 7 7 . A u s t r i a ,

F r a n c e , S w e d e n a n d t h e U n i t e d K i n g d o m , a l l c o u n t r i e s t h a t e x p e r i e n c e d a s t r o n g

i m p r o v e m e n t i n t h e i r b a l a n c e - o f - p a y m e n t s s i t u a t i o n l a s t y e a r , a l s o r a i s e d c o n s i d e r a b l y

l e s s f u n d s t h a n i n 1 9 7 7 . O n t h e o t h e r h a n d , i s s u e s b y J a p a n e s e b o r r o w e r s , l a r g e l y

i n t h e f o r m o f c o n v e r t i b l e E u r o - D M p a p e r , w e n t u p b y $ 0 . 9 t o 2 . 8 b i l l i o n .

N o r w e g i a n e n t i t i e s , t h e t h i r d l a r g e s t g r o u p o f b o r r o w e r s , o b t a i n e d $ 2 . 6 b i l l i o n ,

t h e s a m e a m o u n t a s i n 1 9 7 7 . U S b a n k a n d n o n - b a n k c o r p o r a t i o n s r a i s e d $ 1 . 7

b i l l i o n , $ 0 . 2 b i l l i o n m o r e t h a n i n t h e y e a r b e f o r e .

I n t h e first q u a r t e r o f 1 9 7 9 t h e r e m a r k a b l e r e c o v e r y o f t h e d o l l a r a n d t h e

p e a k i n g - o u t o f U S s h o r t - t e r m i n t e r e s t r a t e s r e s t o r e d i n v e s t o r s ' a p p e t i t e s f o r E u r o -

d o l l a r b o n d s , w i t h n e w i s s u e s a m o u n t i n g t o $ 2 . 6 b i l l i o n , a s a g a i n s t a q u a r t e r l y
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average of $1.9 billion in 1978. For analogous reasons, rising domestic short-term
interest rates and less exuberant exchange rate expectations tended to cool off
investors' enthusiasm for Euro-Deutsche Mark and foreign yen bonds. In
Switzerland, on the other hand, the return to realism in exchange rate expectations
helped to overcome borrowers' hesitancy, while the lifting of the restrictions on
non-resident purchases of Swiss franc bonds in January supported the demand for
such paper. As a result, the amount of new issues rose to $2.9 billion, or 66 per
cent, above the quarterly average for 1978.
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V I I . T H E I N T E R N A T I O N A L M O N E T A R Y S C E N E .

This chapter reviews the main international monetary developments of the
past year and a half. The first section deals with exchange rate developments,
focusing particularly on the large decline of the dollar in 1978 and its subsequent
recovery. The second section deals with the new European Monetary System and
is followed by a short discussion of the implications of the major countries'
intention to maintain greater stability of exchange rates in the future. The fourth
section gives an account of gold production and gold-market developments. The
fifth section describes the further rapid expansion of global reserves last year, which
again stemmed largely from the US payments deficit and the lack of confidence in
the dollar, and discusses concerns about the present level of international liquidity.

Exchange rate developments.

Large fluctuations in the exchange rates of major currencies — in fact the
largest in recent history — were among the dominating events of the period under
review. These currency movements, while related to fundamental imbalances that
had emerged earlier, far exceeded what was necessary for international payments
adjustments. Moreover, there were times when the markets were very disorderly
and when, but for central-bank intervention, market participants would have had
difficulty in finding counterparts. In terms of exchange rate movements the main
features of this turbulence were the decline of the US dollar up to October 1978
and the appreciation of the Swiss franc, the Japanese yen and the Deutsche Mark — a
repetition of the same pattern as in 1977 but on a larger scale. However, in contrast
to the previous year, all other major currencies, with the exception of the Canadian
dollar, also appreciated substantially against the US dollar, albeit in varying degrees.

Following the decisions of the Swiss and US authorities, in October and
November 1978, to put an end to exaggerated movements of their currencies, the
situation in the exchange markets has improved markedly. A large part of the exchange
rate changes that had occurred earlier in the year, as well as of the "hot money"
movements that had triggered them, have since been reversed. The cumulative
trade-weighted depreciation of the US dollar since end-1977, which at its peak had
reached 13 per cent., has since narrowed to 4% per cent., while the trade-weighted
appreciation of the yen and the Swiss franc has declined from 28 to 7 per cent, and
from 2234 to 9% per cent, respectively. These developments, together with the
introduction of the new European Monetary System in March 1979, have significantly
changed the operation of the monetary system in the direction of a stronger
commitment by the major countries, and the United States in particular, to exchange
rate stability.

The basic causes of the sharp decline in the external value of the US dollar
up to the end of October 1978 were rapid inflation in the United States and the large
deficit in its current balance of payments. However, it was the loss of confidence
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provoked both by these developments and by the absence of adequate exchange-
market intervention by the US authorities that was the vital factor in precipitating
last year's severe dollar crisis. By the same token, it has been confidence factors,

. based on the change in US official attitudes towards and policies relating to the
exchange rate, that have brought about the major improvement since November
1978 in the dollar's fortunes.

Nominal exchange rates:
Indices of spot quotations for selected currencies vis-à-vis the US dollar.

Wednesday figures, end-June 1977 = 100.

— 105

100

— 95

— 90

N92242
1977 1978 1979

T h e w e a k n e s s o f t h e U S d o l l a r t h a t h a d s t a r t e d i n t h e l a s t q u a r t e r o f 1 9 7 7 w a s

t e m p o r a r i l y h a l t e d i n e a r l y J a n u a r y 1 9 7 8 , f o l l o w i n g t h e a n n o u n c e m e n t t h a t t h e

D e u t s c h e B u n d e s b a n k h a d o p e n e d a s p e c i a l s w a p l i n e i n f a v o u r o f t h e U S T r e a s u r y

a n d a % p e r c e n t , i n c r e a s e i n t h e U S o f f i c i a l d i s c o u n t r a t e . I n F e b r u a r y , h o w e v e r ,

t h e d o l l a r c a m e u n d e r p r e s s u r e a g a i n a n d b y t h e b e g i n n i n g o f M a r c h i t s d e c l i n e

a g a i n s t t h e S w i s s f r a n c a n d t h e D e u t s c h e M a r k s i n c e l a t e S e p t e m b e r 1 9 7 7 h a d

w i d e n e d t o 2 4 % a n d 1 4 1 4 p e r c e n t , r e s p e c t i v e l y , d e s p i t e h e a v y i n t e r v e n t i o n b y t h e

G e r m a n , S w i s s a n d U S a u t h o r i t i e s . A t t h a t p o i n t p r e s s u r e o n t h e d o l l a r i n t h e

E u r o p e a n m a r k e t s s u b s i d e d , f o l l o w i n g w h i c h , o n 13 t h M a r c h , t h e U S a n d G e r m a n



authorities announced a doubling to $4 billion of the ordinary swap line between
the Federal Reserve System and the Deutsche Bundesbank, as well as arrangements
for a sale by the United States to Germany of SDR 600 million. At the same time
the US authorities stated their readiness, if necessary, to obtain currencies for
interventions by drawing on their IMF reserve position. In the Tokyo market,
however, tensions built up further during March, despite very large intervention
by the Bank of Japan which brought its first-quarter reserve gain to $6.4 billion.
By early April the dollar had fallen to Yen 218, at which point its decline since
late September 1977 had reached 18% per cent, against that currency and 834 p e r

cent, on the trade-weighted basis.

A temporary recovery of the dollar then occurred between early April and
late May. The gain in the effective exchange rate during this period amounted to
2% per cent., while against the Swiss franc, the Deutsche Mark and the yen, the
dollar rose by 11 y2, 7 and 5 per cent, respectively from the low points reached earlier
in the year.

Towards the end of May there began the largest and most general decline of
the dollar since the introduction of floating exchange rates in March 1973. The
decline started in Tokyo, spread into Europe in June and soon involved not only
the traditionally strong currencies but also the French franc, the pound sterling and
even the Italian lira. By late June the dollar had fallen beyond its previous low point
on the trade-weighted basis and, except for a brief respite in late August, the
downward movement continued throughout the summer and autumn. The crisis
was essentially one of confidence. The US current payments deficit, though still
substantial, had come down considerably from its late 1977 and early 1978 peak,
and US monetary policy, though not severely restrictive, was being progressively
tightened. What was missing was an indication from the US authorities of their
will to stem the dollar's decline in the most direct way possible, by intervening in
the exchange market on whatever scale might be necessary. In that situation,
neither the passage of the Energy Bill in mid-October nor the announcement of
an anti-inflationary package cut any ice whatsoever. By the end of October the
dollar had fallen since late May by about 23, 25%, 18%, i^A, 13% and 9V2 per cent,
respectively vis-à-vis the yen, the Swiss franc, the Deutsche Mark, the French franc,
the pound sterling and the Italian lira. On the trade-weighted basis the depreciation
amounted to 13 per cent, and, since September 1977, to over 18 per cent.

For the exchange market the key element in the measures announced by the
US authorities on ist November was the large-scale mobilisation of resources for
exchange-market intervention. These included a $3 billion IMF drawing; SDR
sales totalling $2 billion; increases in the Federal Reserve System's swap lines with
the Bundesbank, the Bank of Japan and the Swiss National Bank from a total of
$7.4 to 15 billion; and the intention to issue up to % 10 billion worth of US Government
securities denominated in foreign currencies. The decision to raise the Federal
Reserve's discount rate by a full percentage point for purely external reasons further
underlined the authorities' greater commitment to exchange rate stability.

Initial market reaction was predictably sharp. On the day the measures were
announced the dollar gained between 314 and 6% per cent, against most major
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currencies. Subsequently, however , the markets cont inued to be nervous for some

time and there were occasional bursts of dollar selling, particularly in response to

events in Iran and to the O P E C decision to increase oil prices. T h e US authorities

therefore followed up their i s t Novemb er announcement by intervening massively

in the exchange market, in co-ordination wi th the central banks of Germany, Japan

and Switzerland. D u r i n g the last two months of the year total market sales of

foreign currencies by the US authorities amounted to the equivalent of $6.7

billion; at the same time the foreign exchange reserves of Germany, Japan and

Switzerland increased by about $3.5, 2.4 and 4.4 billion respectively, largely as a

result of their central banks ' market interventions.

By January 1979 the point had been reached at which the dollar started to

strengthen on its own, despite a further worsening of the US inflation rate. Wi th

confidence restored, interest rate differentials began to dominate the exchange

markets. Reflows of funds into the dollar gained m o m e n t u m in March and Apri l ,

and the Japanese, Ge rman and Swiss central banks intervened on a large scale to

prevent their currencies from declining too rapidly. By the end of April the US

authorities had repaid virtually all of their earlier swap drawings. In mid-May the

dollar s tood 10 per cent, above its 1978 low point on the trade-weighted basis,

while against the Deutsche Mark, the Swiss franc and the yen it had gained 1114,

and 2334 per cent, respectively.

Among the currencies that appreciated during most of 1978, the Swiss franc
experienced the largest rise. This led, in October 1978, to a marked shift in
exchange rate policy, involving official intervention and other measures to limit
the franc's appreciation. The, 1978 rise of the franc began in February, during the
first phase of dollar weakness; in the course of that month the franc appreciated by
i iy 2 per cent., to Sw.fr. 1.77, against the dollar and by 6% per cent, against the
Deutsche Mark. The Swiss authorities then reinforced their direct controls on capital
inflows. The 10 per cent, per quarter negative interest charge on non-resident Swiss
franc deposits was extended to the accounts of central banks, and the minimum
balance to which it applied was reduced by 20 per cent. ; a rather general ban was
introduced on non-residents' acquisition of Swiss franc securities; and limits on the
import of foreign bank-notes were re-introduced. The official discount rate was
also lowered to 1 per cent. The franc then eased by about 11 per cent, against the
dollar, and by 51/2 per cent, against the Deutsche Mark, between late February and
mid-May.

During the exchange-market disturbances that began in late May, the franc
again appreciated not only against the dollar but also against other European
currencies. At first it lagged behind the yen but by July it was advancing faster
even than that currency. One factor behind the strong demand for francs was,
paradoxically, the rapid pace of Swiss monetary expansion — more than three times
faster than the officiai target of 5 per cent, for the year — which raised some doubts
about the willingness of the Swiss authorities to continue intervening on a large
scale in the exchange market. In fact, they took in some $2.3 billion during the third
quarter of 1978, but nonetheless in late September the dollar exchange rate stood
at Sw.fr. 1.459 a n ^ the D M rate at Sw.fr. 0.757. At that point the franc had risen
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Effective post-Smithsonian exchange rates.*
Friday figures, indices: 21st December 1971 = 100.
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Source: Bank of England.
* As from March 1977 the series was put on a new basis by extending the coverage from eleven to twenty-one
currencies and updating the trade weights from 1969 to 1972.

a g a i n s t t h e s e t w o c u r r e n c i e s b y 6 2 a n d 3 4 % p e r c e n t , i n t h e s p a c e o f a s i n g l e y e a r

a n d , o n t h e t r a d e - w e i g h t e d b a s i s , b y n o l e s s t h a n 3 8 % p e r c e n t .

T h e n , o n i s t O c t o b e r , t h e S w i s s N a t i o n a l B a n k a n n o u n c e d i t s i n t e n t i o n o f

k e e p i n g t h e r a t e o f t h e D e u t s c h e M a r k v i s - à - v i s t h e S w i s s f r a n c c l e a r l y a b o v e t h e

l e v e l o f S w . f r . 0 . 8 0 . A t t h e s a m e t i m e t h e c o n t r o l s o n c a p i t a l i m p o r t s w e r e s l i g h t l y

e a s e d . D u r i n g t h e first t h r e e w o r k i n g d a y s o f O c t o b e r t h e N a t i o n a l B a n k s o l d

a b o u t $ 2 b i l l i o n w o r t h o f f r a n c s t o t h e m a r k e t , b r i n g i n g t h e d o l l a r a n d D M r a t e s

b a c k t o a b o u t S w . f r . 1 . 6 0 a n d S w . f r . 0 . 8 2 r e s p e c t i v e l y . L a t e r t h a t m o n t h t h e f r a n c

a g a i n r o s e s t r o n g l y a g a i n s t t h e d o l l a r , t o l e s s t h a n S w . f r . 1 . 5 0 , b u t c o n t i n u e d t o

e a s e a g a i n s t m o s t E u r o p e a n c u r r e n c i e s a n d t h e y e n , s o t h a t b y e n d - O c t o b e r i t s

e f f e c t i v e e x c h a n g e r a t e w a s n e a r l y 4 p e r c e n t , b e l o w t h e S e p t e m b e r p e a k .

I n t h e first w e e k o f N o v e m b e r t h e f r a n c l o s t a b o u t 9 1 4 p e r c e n t , a g a i n s t t h e

d o l l a r . T h e r e a f t e r , a l t h o u g h t h e r e w e r e o c c a s i o n a l b u y i n g p r e s s u r e s o n t h e f r a n c ,

t h e y w e r e c o u n t e r e d b y f o r c e f u l i n t e r v e n t i o n b y t h e S w i s s a n d U S a u t h o r i t i e s . B y

t h e e n d o f t h e y e a r t h e d o l l a r e x c h a n g e r a t e w a s S w . f r . 1 . 6 2 a n d t h e D M r a t e

S w . f r . 0 . 8 8 9 . T h e r e s o l v e o f t h e S w i s s N a t i o n a l B a n k t o g i v e s t r a t e g i c p r i o r i t y t o



exchange rate stability was further demonstrated in January 1979, when it was
decided not to fix a monetary target for the year. Once the underlying market
sentiment had changed, the 10 percentage point differential between dollar and
Swiss franc interest rates began to induce outflows of funds, on a gradually
increasing scale. During March and early April the National Bank sold $3.4 billion
to the market and in mid-May the franc stood at Sw.fr. 1.74 % to the dollar, i6y4 per
cent, below its September 1978 peak. Against the Deutsche Mark the spot rate was
Sw.fr. 0.905, i6y2 per cent, below the 1978 peak. On the trade-weighted basis, the
decline amounted to 10% per cent., so that the franc was not significantly higher
than in May 1978, if account is taken of the low Swiss inflation rate.

In the case of the Japanese yen, the shift in the trend movement of the
exchange rate since late 1978 has been even more pronounced. After a 20 per cent,
appreciation on the trade-weighted basis in 1977, the yen rose by a further 8% per
cent, during the first three and a half months of 1978, despite $5 billion of market
intervention by the Japanese authorities in March, as well as a number of measures
designed to stem capital inflows. After a temporary reaction, the yen was the first
currency affected by the general weakness of the dollar that began to develop in
late May, and during most of June and July it appreciated more than any other
currency. By the end of October the dollar rate in Tokyo had fallen to Yen 176.05
— less than half its level during the Bretton Woods system. Since late May the yen
had appreciated by about 30 per cent, against the dollar and 20 per cent, on the trade-
weighted basis.

In November, as part of their new policies, the US authorities began for
the first time to intervene in the yen market for their own account, in co-ordination
with large dollar purchases by the Bank of Japan — the latter being reflected in
a $2.4 billion increase in Japan's exchange reserves during November and December.
By the end of the year the yen had come down almost 10 per cent, from its previous
peak against the dollar, while its effective exchange rate had declined by 7 per cent.
In January 1979, as in the case of the Swiss franc, earlier inflows of funds began to
be reversed. By February the 100 per cent, marginal reserve requirement on
non-resident free yen deposits, together with the restrictions on non-residents'
purchases of Japanese securities, had been abolished. With the basic balance of
payments in substantial deficit and the unwinding of earlier speculative inflows
gaining momentum, further large sales of dollars by the Bank of Japan, whose
reserves declined by about $7 billion during March and April, could not prevent
the dollar exchange rate from reaching nearly Yen 225 in early May. At that point
the yen was about 21 y2 per cent, below its late-October peak against the dollar, a
much larger decline than that experienced by most European currencies. On the
trade-weighted basis the decline since October came to about IJ% per cent. By
mid-May, however, the rate for the dollar had recovered to Yen 217.

Among the traditionally strong currencies, the movements of the Deutsche
Mark during the period under review were considerably smaller, both against the
dollar and on the trade-weighted basis, than those of the Swiss franc and the yen.
Up to early March 1978 the Deutsche Mark rose by 5% per cent, to a peak of
DM 1.99 against the dollar, and by 2% per cent, on the trade-weighted basis. By
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late May, however, it had fallen back to slightly below its end-1977 levels. The
German authorities then abolished, with effect from ist June, the 80 per cent,
marginal reserve requirement on non-resident bank deposits which had been in
force since ist January 1978.

In the subsequent exchange crisis the appreciation of the Deutsche Mark
lagged considerably behind that of the yen and the Swiss franc throughout June.
In July the announcement at the Bremen summit of the intention to create a
zone of exchange rate stability covering the whole European Community tended
to divert into the French franc, sterling and the Italian lira — the three major
Community currencies outside the "snake" — some of the funds that were moving
out of the dollar, so that the Deutsche Mark lost ground against those currencies
as well. Consequently, in mid-August it stood ioy2 per cent, higher against the
dollar than in late May, but 12 y2, 11% and 1 per cent, lower against the Swiss franc,
the yen and the French franc respectively. On the trade-weighted basis, it had
gained only % per cent.

Immediately following the ist November 1978 announcements the dollar
improved from D M 1.72% to D M 1.90. Thereafter, the German and US authorities
intervened massively whenever the demand for Deutsche Mark rose; US official
sales of Deutsche Mark during November and December 1978 amounted to the
equivalent of $5.7 billion. Although the dollar eased a little, to about D M 1.83 at
the end of 1978, in January the earlier inflows of funds began gradually to be
reversed, and by mid-May the dollar had strengthened to about DM 1.92 %. On
the trade-weighted basis the Deutsche Mark was some 2% per cent, below its
end-October 1978 peak.

During the period under review the trade-weighted exchange rate of the
French franc moved within a band of 9 per cent., with occasional sharp fluctuations
of rates reflecting the fortunes of the dollar or domestic political and economic
developments. The first of these fluctuations came in the first week of February
1978, when the franc declined by over 4 per cent, against the dollar and the
Deutsche Mark, and by 3% per cent, on the trade-weighted basis, in advance of
the March parliamentary elections. The franc was then stabilised by large-scale
official intervention — in Deutsche Mark as well as dollars — combined with a
tightening of money-market conditions. After the election victory of the governing
coalition parties the franc recovered strongly, and by mid-April it was higher than
the end-1977 level both against the dollar and on the trade-weighted basis, by 3V2
and 1 per cent, respectively.

When the dollar came on offer again in the European markets towards mid-
year, the rise of the franc against the dollar lagged behind that of the yen and the
Swiss franc and its effective exchange rate remained virtually unchanged during
most of June. Towards the end of that month, however, French sponsorship of
the proposed European Monetary System brought the franc into, strong demand,
so that it began to rise not only against the dollar but also to some extent against
the Deutsche Mark. Between late May and mid-August it appreciated by 10% and
1 per cent, respectively against these two currencies. From September onwards,
however, the rise of the franc against the dollar again lagged behind that of the



Deutsche Mark, so that by end-October the gain in the effective exchange rate since
late May was no more than zy2 per cent.

The US November measures caused the franc to weaken against the dollar
from Fr.fr. 4.02 to about Fr.fr. 4.30 within two days. Since January 1979 the
effective exchange rate of the franc has been very stable. In mid-May the dollar
rate was around Fr.fr. 4.44 and the trade-weighted exchange rate about 3 per cent,
below its October 1978 peak.

After appreciating by 6% per cent, on the trade-weighted basis in 1977, the
pound sterling gained a further 2% per cent, on balance up to mid-May 1979. In early
1978 it had come under downward pressure; indeed, during March 1978, when the
dollar was strengthening against European currencies, sterling's trade-weighted
exchange rate fell by 5 % per cent. Subsequently, it stabilised at around that level,
owing mainly to a combination of vigorous intervention and a tightening of
money-market rates. The underlying reserve loss in the second quarter amounted :
to about $2.9 billion.

When the dollar came under pressure in the early summer, sterling advanced
gradually but steadily against that currency, from about $1.81 in late May to nearly
$2.10 in late October, or by 16 per cent. However, since the advance of sterling
was considerably less than that of the Deutsche Mark, the Swiss franc and the
yen, the gain in the effective exchange rate was less than 3 per cent. Similarly,
sterling's reaction to the ist November US package was much less pronounced
than those of the surplus countries' currencies. Against the dollar the pound eased
to about $1.93 in early December, down 7% per cent, from its October peak, but
the fall in the effective exchange rate never exceeded 1 y2 per cent.

Towards the end of 1978 the Iranian situation and the resultant oil price
increases brought sterling into demand, as the United Kingdom was considered to
be the least vulnerable of the major industrialised countries to these developments.
By mid-April 1979 the effective exchange rate had risen by 5% per cent, since
the beginning of the year, while in the dollar market sterling stood at $2.10.
Subsequently, sterling lost 1 per cent, on the trade-weighted basis by mid-May,
when it stood at about $2.05.

The Italian lira, with a depreciation of about 3% per cent, on the trade-
weighted basis, was among the most stable of the major currencies during the
period under review. The basic causes of this stability were the strong per-
formance of the Italian current balance of payments and the reduction in the rate
of price inflation. Occasional large-scale inflows of funds were absorbed by
the Bank of Italy and contributed, together with the current external surplus, to
a $7 billion improvement in Italy's net official monetary position in 1978. Thus, in
the summer of 1978 the advance of the lira against the dollar was considerably
smaller than that of other major currencies. Between late May and the end of October
it rose by 10% per cent, against that currency, but on the trade-weighted basis it
declined by about 3 per cent.

Since November 1978 the effective exchange rate has been remarkably stable,
remaining within a band of 1 y4 per cent. The dollar rate, however, which had fallen
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between May and October from Lit. 873 to Lit. 788, fluctuated between Lit. 827
and Lit. 853 in the last two months of 1978. Following the introduction of the
European Monetary System on 13 th March 1979, the high interest rates in Italy
began to attract funds into the lira, which has for most of the time been the
strongest currency in the system.

With the current balance of payments in substantial deficit, a high inflation
rate and less favourable interest rate differentials vis-à-vis the US market, the
Canadian dollar, alone among the currencies of the Group of Ten countries,
depreciated sharply during much of the period under review both against the US
dollar and on the trade-weighted basis. As a consequence, economic strategy shifted
in two ways towards re-establishing exchange rate stability: the authorities intervened
very strongly in the exchange market, so that despite official foreign currency
borrowings totalling US$ 5.1 billion the reserves fell slightly during 1978; and
monetary policy was increasingly geared to maintaining adequate interest rate
differentials with the United States.

After having declined by 10 per cent, on the trade-weighted basis during
1977, the Canadian dollar lost a further 6 per cent, in the first three and a half
months of 1978. At that point, in terms of the US dollar, it stood at US$ 0.87,
5 per cent, down from its end-1977 level. Following two % per cent, increases in
the official discount rate the exchange rate strengthened by mid-May to US$ 0.90y4

and by 4% per cent, on the trade-weighted basis. Further weakness soon set in, however,
and continued during the summer. Despite an underlying reserve loss of US$ 2.2
billion during the third quarter, by early October the Canadian dollar had fallen
below US$ 0.84, its lowest level against the US currency for more than forty years,
and by a further 10 per cent, on the trade-weighted basis. At that point the
cumulative decline of the exchange rate since end-1976 was 20% per cent, on the
trade-weighted basis and 15 % per cent, against the US dollar. By October the
official discount rate had been raised to 10% per cent., and the dollar stabilised from
the middle of that month, allowing some modest replenishment of official reserves.

Following the US measures in November 1978, there were two further
increases in the Canadian discount rate, bringing it to 11% per cent, by early
January 1979, and in addition the authorities renewed their market support for
the dollar. These actions succeeded in keeping the exchange rate fairly stable both
on the trade-weighted basis and against the US dollar. At end-February 1979 the
dollar's effective exchange rate was about % per cent, higher than in mid-October
1978, although against the US dollar it had again declined below US$ 0.84,
reflecting the recovery of the US currency. Subsequently, confidence in the Canadian
dollar improved, funds began to flow in, and the exchange rate gained a further
4% per cent, on the trade-weighted basis by mid-May, when it stood at about
US $0.86% against the US currency.

Since its withdrawal from the European joint float at the end of August 1977,
the Swedish krona has been the most stable of the major currencies in terms of the
effective exchange rate. During 1978 and the first four months of 1979 its effective
exchange rate remained within a band of 3% per cent., although the dollar rate
fluctuated between S.kr. 4.72% and S.kr. 4.08%, reflecting the varying fortunes
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o f t h e U S c u r r e n c y . T h e s t a b i l i t y o f t h e k r o n a w a s m a i n l y t h e - r e s u l t o f t h e

e m e r g e n c e o f a s u r p l u s o n t h e S w e d i s h f o r e i g n t r a d e b a l a n c e , a n d o f a b i g r e d u c t i o n

i n t h e d o m e s t i c i n f l a t i o n r a t e . I n f a c t , t h e k r o n a w a s l a r g e l y u n t o u c h e d b y l a s t y e a r ' s

s p e c u l a t i v e c a p i t a l flows. T h e B a n k o f S w e d e n r e d u c e d i t s o f f i c i a l d i s c o u n t r a t e

b y iy2 p e r c e n t . , i n t h r e e s t e p s , t o 6 % p e r c e n t , b y l a t e J u l y 1 9 7 8 , a n d a d d e d

$ 0 . 7 b i l l i o n t o i t s n e t r e s e r v e s . A t m i d - M a y 1 9 7 9 t h e k r o n a h a d a p p r e c i a t e d b y

2 % p e r c e n t , s i n c e e n d - 1 9 7 7 o n t h e t r a d e - w e i g h t e d b a s i s , a n d b y 6 % p e r c e n t ,

a g a i n s t t h e U S d o l l a r .

I n s i d e t h e European joint float t h e r e w e r e t h r e e r e a l i g n m e n t s o f p a r t i c i p a n t s '

e x c h a n g e r a t e s d u r i n g t h e p e r i o d u n d e r r e v i e w , i n c l u d i n g N o r w a y ' s w i t h d r a w a l

f r o m i t , b e f o r e t h e i n t r o d u c t i o n o f t h e n e w E u r o p e a n M o n e t a r y S y s t e m o n 13 t h

M a r c h 1 9 7 9 . W h i l s t , a s i n 1 9 7 7 , r e a l i g n m e n t s i n s i d e t h e " s n a k e " w e r e b a s i c a l l y t h e

r e s u l t o f d i v e r g e n c e s i n m e m b e r c o u n t r i e s ' e c o n o m i c p e r f o r m a n c e s , t h e y w e r e a l s o

r e l a t e d t o t h e d e c l i n e o f t h e U S d o l l a r , w h i c h a f f e c t e d p a r t i c i p a n t s ' c u r r e n c i e s t o

d i f f e r i n g d e g r e e s .

Movements of spot exchange rates within the joint float of European currencies.
Weekly averages, In percentages.

- 0 . 5

-1.0
-1.125

1979

1 Adjustments of central rates on 13th February 1978. 2 Adjustments of central rates on 16th October 1978.
3 The Norwegian krone withdrew from the "snake" arrangements on 12th December 1978.

T h e first r e a l i g n m e n t d u r i n g t h e p e r i o d u n d e r r e v i e w t o o k p l a c e i n F e b r u a r y

1 9 7 8 , w h e n t h e N o r w e g i a n k r o n e l a g g e d b e h i n d o t h e r " s n a k e " c u r r e n c i e s i n t h e i r
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S w e d e n h a d d e t e r i o r a t e d s h a r p l y s i n c e t h e l a t t e r ' s w i t h d r a w a l f r o m t h e " s n a k e "

i n A u g u s t 1 9 7 7 . T h e B a n k o f N o r w a y i n t e r v e n e d o n a m o d e s t s c a l e w i t h i n t h e

2 % p e r c e n t , b a n d , b u t b e f o r e t h e b a n d w a s f u l l y s t r e t c h e d t h e k r o n e w a s d e v a l u e d

b y 8 p e r c e n t , a g a i n s t a l l o t h e r p a r t i c i p a t i n g c u r r e n c i e s o n 13 t h F e b r u a r y .
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j o i n t float. T h e r e w e r e i n f l o w s o f f u n d s i n t o D e u t s c h e M a r k n o t o n l y o u t o f d o l l a r s

b u t o u t o f o t h e r " s n a k e " c u r r e n c i e s t o o , i n t h e e x p e c t a t i o n o f a n o t h e r r e a l i g n m e n t

o f p a r t i c i p a n t s ' c u r r e n c i e s b e f o r e t h e c o m i n g i n t o o p e r a t i o n o f t h e E u r o p e a n

M o n e t a r y S y s t e m . T h e c e n t r a l b a n k s o f a l l p a r t i c i p a t i n g c o u n t r i e s h a d t o s e l l
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Deutsche Mark to the markets, the increase in Germany 's reserves from this

source between end-June and mid-October amount ing to over $5 billion. O n 16th

October the Deutsche Mark was revalued by 2 per cent, against the Belgian franc

and the guilder, and by 4 per cent, against the Danish krone and the Norwegian

krone.

T h e last of the realignments took place when, following Sweden's decision

no t to join the European Monetary System, the Norwegian authorities announced

that they were no t ready to take a decision about Norway ' s participation. With

effect from 12th December, the krone was wi thdrawn from the " s n a k e " and was

pegged to a basket containing the currencies of Norway ' s principal trading partners.

O n 13th March 1979 the " snake" was absorbed into the new European
Monetary System.

T h e European Monetary System.

O n 5 th December 1978 the European Council formally took the decision to

establish a European Monetary System (EMS) . Its principal objective is to create

closer monetary co-operation leading to a zone of monetary stability in Europe .

The E M S became operative on 13th March 1979, replacing the European joint float

arrangements (the "snake") set up in 1972. T h e decisive political impetus for a

new at tempt to stabilise in t ra -EEC exchange rates had come from a Franco-German

initiative, endorsed at the Copenhagen meeting of the European Council in April

1978, the t iming of which was influenced by the growing weakness of the dollar

and the destabilising influence this exerted on exchange rates between E E C currencies.

T h e framework of the new system was laid d o w n in an annex to the

Council 's Bremen communiqué , issued on 7th July 1978. I t envisaged a durable

and effective exchange rate system comprising all E E C currencies. T h e European

Currency Unit (ECU), a composite of E E C currencies identical wi th the European

Unit of Account , was to play a central rôle in the system, as a standard of reference

for central exchange rates and a common denominator of claims and liabilities

arising from official interventions in E E C currencies. In addit ion, E C U assets

were to be created against the receipt of dollars and gold from participants '

monetary reserves and, at a later date, also against national currencies. E C U assets

were to be used as a means of settlement among E E C central banks. A European

Monetary F u n d (EMF) was to form the system's central insti tution, taking over

from the European Monetary Co-operation F u n d (EMCF) after a two-year

transitional period.

Dur ing the negotiations which followed there were two dominant issues,

bo th related to the degree of "discipl ine" that should be built in to the system and

its sharing between deficit and surplus countries. T h e first issue concerned the choice

of the exchange-market intervention mechanism. O n e view was that intervention

limits applied on either side of central exchange rates defined in terms of the E C U

would result in a more equal distribution of intervention obligations between s t rong

and weak currencies ; on the other hand, countries wi th traditionally s t rong currencies
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feared that such a system would impose an unduly heavy burden on them and they
therefore preferred a system, like that used in the "snake", of intervention limits
fixed in relation to bilateral central rates between currencies. The second issue
concerned the size of the increased EEC credit facilities to be associated with the
system, and their distribution between medium-term conditional credit, favoured
by the strong-currency countries, and short-term unconditional credit, preferred by
the other countries. The agreements reached on these issues represented, on balance,
a compromise between the two schools of thought : the "snake" method was adopted
for defining intervention obligations, while deviations from currencies' ECU central
rates were to be taken as an indicator of "divergence", carrying with them a
presumption of action by the authorities concerned; on the credit issue, most of
the increase was in unconditional facilities, the maximum duration of which was
lengthened.

Main fea tu res of the sys tem in t he t r a n s i t i o n a l p e r i o d .

The main features of the system as it is now operating during the transitional
period before the setting-up of the proposed European Monetary Fund are outlined
below under three headings: the exchange rate mechanism; the credit facilities and
the creation of ECU reserve assets; and the financing and settlement of debtor or
creditor positions arising out of official intervention in participants' currencies.

(a) T h e e x c h a n g e r a t e m e c h a n i s m .

The exchange rate mechanism defines for participating currencies their central
exchange rates, their intervention limits and the intervention procedures to be followed.
Each participant undertakes to declare a central rate for its currency in terms of
the ECU. The ECU is defined as a "standard basket" of fixed amounts of the nine
EEC currencies. These amounts, which are shown in the table below, were determined
in accordance with countries' respective shares in intra-European trade, their gross
national products and their quotas in the EEC's short-term monetary support
arrangements.

T h e ECU b a s k e t of c u r r e n c i e s .

Currencies

French franc

Pound sterling

Italian lira

Dutch guilder

Belgian franc/
Luxembourg franc

Danish krone

Irish pound

Amounts
of national
currencies

in the basket

0.828

1.15

0.0885

109.0

0.286

3.80

0.217

0.00759

Initial
percentage shares

of currencies
in the basket*

27.3

19.5

17.5

14.0

9.0

8.2

3.0

1.5

Percentage shares
of currencies In
the basket on

13th March 1979

33.0

19.8

13.3

9.5

10.5

9.6

3.1

1.2

Value
of the ECU in
currencies on

13th March 1979»

2.51064

5.79831

0.663247

1148.15

2.72077

39.4582

7.08592

0.662638

1 On 28th June 1974. » Central rates for currencies participating in the exchange rate mechanism; the ECU value
shown for the pound sterling is that which is implied arithmetically by other currencies' central rates.
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As a measure of a weighted average of E E C currencies' market exchange rates,

the value of the E C U in terms of individual E E C currencies varies wi th changes in

in t ra -EEC exchange rate relationships. Such changes also affect the weights of

individual currencies in the basket, the initial weight structure having changed

considerably over the last five years. T h e weights of the currencies in the basket

will therefore be re-examined within six months of the start of the system and

thereafter every five years or, on request, whenever the weight of any currency

has changed by 25 per cent.

T h e E C U is no t the standard of reference for the compulsory intervention

limits. These are fixed on either side of each pair of currencies' bilateral central

rates, the latter being derived as cross-rates from currencies' E C U central rates. T h e

margin of fluctuation on either side of bilateral central rates is limited to 2 % per cent,

for all those currencies which were members of the " s n a k e " at the t ime the system

came into operat ion; the other E E C member countries could opt for margins of

up to 6 per cent, on either side of bilateral central rates. Italy availed itself of this

opt ion.

Market interventions take place, in principle, in the currencies of countries

which participate in the intervention mechanism. At the margin these interventions

are compulsory and wi thout limit as to amount . Intra-marginal interventions in

participants ' currencies, as well as interventions in other currencies, are subject in

principle to prior concertation among all participating central banks.

In addit ion to the intervention limits described above, a system of "divergence

indicators" applies to the movements of participating currencies. A currency reaches

its "divergence threshold" whenever it deviates from its E C U central exchange

rate by 75 per cent, of the deviation from that rate which would occur if it were

at its upper or lower market intervention limit against all other E E C currencies

simultaneously. W h e n a currency becomes "d ivergen t" there is a presumpt ion that

the authorities concerned will either take corrective action or explain their reasons

for no t doing so. I t may be added that the presence in the E C U basket of the lira

and the p o u n d sterling — neither of which observes the 2 % per cent, intervention

limits in the exchange market — complicates the calculation of "divergence" , by

making it necessary to ascertain whether it is attributable to , or indeed being masked

by, the movements of these two currencies.

(b) T h e c r e d i t f a c i l i t i e s a n d t h e c r e a t i o n o f E C U s .

For the transitional period the existing E E C credit facilities, short-term and

medium-term, have been retained, bu t wi th the total of credit effectively available

under them increased to E C U 25 billion, of which E C U 14 billion at short t e rm

and E C U 11 billion at medium term. Short- term credits are uncondit ional and run,

in principle, for three months , renewable twice at the borrower ' s request. Drawings

on the medium-term facility, which are subject to policy condit ions, may be made

for periods of two to five years. After the transitional period b o t h facilities will be

replaced by credits granted by the European Monetary Fund.

In addit ion to these credit facilities, more than ECU 23 billion have been

created by member countries ' central banks swapping wi th the E M C F 20 per
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cent, of their gold holdings and 20 per cent, of their gross dollar reserves against
ECUs. Under these swaps, which are renewed every three months, gold is valued
at the average ECU price during the six preceding months, or the ECU price on
the penultimate working day of the period, whichever is the lower, and dollars at
the current ECU rate. Member countries continue to manage the investment of the
dollars swapped against ECUs. The volume of ECUs created through these swaps
can change at the time the swaps are renewed, as a result of changes either in
members' gold and dollar reserves or in the ECU value of gold and the dollar. The
principal use of ECUs is in settlements between EEC central banks (see (c) below)
arising out of market intervention. In addition they can be transferred between
central banks in exchange for other reserve assets and sold to the EMCF to-replenish
members' dollar reserves. Interest is paid or charged on ECU balances, in both cases
at the weighted average of EEC central banks' official discount rates, only to the
extent that they are larger or smaller than the amounts a member has received under
the swaps with the EMCF.

(c) F i n a n c i n g and s e t t l e m e n t of i n t e r v e n t i o n b a l a n c e s .

The basic principles governing the financing and settlement of intervention
balances derive largely, but with some changes, from those applied under the
"snake" arrangements. Each central bank undertakes to make its currency available
for the purpose of interventions in unlimited amounts. The settlement of the resulting
balances — under the so-called very short-term financing facility — falls due not
later than the last working day preceding the sixteenth day of the second month
following that in which the intervention took place. Financing operations are recorded
in and cleared through the books of the EMCF, with claims and liabilities being
denominated in ECUs.

Where a country does not settle its debit balance with the EMCF by the date
indicated in the previous paragraph, the same rules apply as under the "snake"
arrangements : at the request of a debtor the credit will be renewed automatically
for a single period of three months, provided that the amount renewed does not
exceed the debtor country's quota in the EEC short-term monetary support
arrangements and that renewal does not result in indebtedness being outstanding
for six months consecutively. An automatically renewed debt may, with the creditor's
consent, be renewed for a further three months and any debt in excess of the debtor's
quota under the short-term support arrangements may, with the creditor's consent,
be extended for a single period of three months.

The settlement of debts arising out of intervention is to be effected as
far as possible in the creditor's currency. However, since participants' holdings
of Community currencies are limited to specific amounts of working balances,
repayment in this way will only be possible to the extent that a reversal of exchange-
market conditions enables the debtor central bank to buy the creditor's currency
in the market. Any debt not settled in the creditor's currency may be wholly or
partly settled by transfers of ECU assets, although no creditor is obliged to accept
such settlement in respect of more than 50 per cent, of its claims. Any remaining
balance is to be settled by the use of other reserve assets, excluding gold, pro rata
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t o t h e c o m p o s i t i o n o f t h e d e b t o r ' s r e s e r v e s . F o r th i s p u r p o s e r e s e r v e s a r e d i v i d e d

i n t o S D R - d e n o m i n a t e d r e s e r v e s a n d c u r r e n c i e s . W i t h i n t h e s e t w o c a t e g o r i e s t h e

d e b t o r is f ree t o c h o o s e w h i c h r e s e r v e asse t i t w i s h e s t o p a y i n ; g o l d m a y b e u s e d

in s e t t l e m e n t a t a p r i c e a g r e e d o n b e t w e e n d e b t o r a n d c r e d i t o r .

T h e o p e n i n g m o n t h s o f t h e s y s t e m .

T h e E M S e n t e r e d i n t o o p e r a t i o n o n 1 3 t h M a r c h 1979, w i t h t h e p o u n d s t e r l i n g

c o n t i n u i n g t o float i n d e p e n d e n t l y , w i t h 6 p e r cen t , m a r g i n s o n e i t h e r s ide o f b i l a te ra l

c e n t r a l r a t e s f o r t h e l i ra a n d 2 % p e r cen t , m a r g i n s fo r all t h e o t h e r c u r r e n c i e s

p a r t i c i p a t i n g i n t h e e x c h a n g e r a t e m e c h a n i s m . T h e m o v e m e n t s o f p a r t i c i p a t i n g

c u r r e n c i e s s i n c e m i d - M a r c h a r e s h o w n i n t h e g r a p h b e l o w .

Spot exchange rates in the EMS.
Daily positions, in percentages, of participants' currencies in relation to their intervention points.

N92272
March April

1979
May

-6.0

* The lira's position is shown by its percentage deviation from the weakest currency within the 2% per cent,
band; its maximum permissible position is indicated by the top line in the graph.

T h e f i r s t t w o m o n t h s o f t h e n e w s y s t e m ' s e x i s t e n c e w e r e f r e e o f a n y m a j o r

t e n s i o n s i n t h e e x c h a n g e m a r k e t , e i t h e r b e t w e e n p a r t i c i p a t i n g c u r r e n c i e s o r v i s - à -

v i s t h e d o l l a r . T h e s t r o n g e s t c u r r e n c i e s w e r e t h e l i r a , t h e D a n i s h k r o n e a n d t h e

I r i s h p o u n d , r e f l e c t i n g t h e h i g h l e v e l o f t h e s e c o u n t r i e s ' d o m e s t i c i n t e r e s t r a t e s .

T h e B e l g i a n f r a n c h a s b e e n c o n s i s t e n t l y t h e w e a k e s t c u r r e n c y . S o m e i n t e r v e n t i o n

w a s n e e d e d a t i t s b i l a t e r a l m a r g i n s a g a i n s t o t h e r p a r t i c i p a t i n g c u r r e n c i e s , a n d t h e

f r a n c r e a c h e d i t s " d i v e r g e n c e i n d i c a t o r " o n 3 r d M a y , a t w h i c h p o i n t t h e N a t i o n a l

B a n k o f B e l g i u m i n c r e a s e d i t s o f f i c i a l d i s c o u n t r a t e f r o m 6 t o 7 p e r c e n t .
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Greater commitment to exchange rate stability by major countries.

As is evident from official reactions to last year's currency crisis, there is now
a clear intention on the part of the major countries to try to maintain greater
stability in the exchange markets. The most important change in that respect has
certainly been the modification by the US authorities, in co-operation with the
German, Japanese and Swiss authorities, of their post-March 1973 philosophy of
relying on market forces to produce an equilibrium exchange rate for the dollar.
The United States has now joined other major countries in acknowledging that
markets, left to themselves, can produce exaggerated movements in exchange rates
that are damaging to the domestic economy. It has backed that acknowledgement
by adopting an intervention policy in the exchange markets aimed at correcting
such exaggerated movements rather than simply dealing with disorderly market
conditions. In addition, it has financed such intervention not only out of enlarged
short-term swap credit lines but also — like other countries with payments deficits —
through longer-term external borrowing in foreign currencies. Moreover, by raising
the official discount rate by 1 per cent, on ist November the US authorities also
indicated increasing recognition of the existence of external constraints on their
domestic policies.

In addition to the change of policy in the United States, the member countries
of the European Community have set in place new arrangements that aim at
strengthening exchange rate stability within the Common Market area, and the Swiss
authorities have announced their intention to keep the Deutsche Mark well above
the level of Sw.fr. 80 for D M 100. Common to these decisions is the belief, both
in countries with persistently strong currencies, such as Germany and Switzerland,
and in France and Italy, which had earlier withdrawn from the European joint float
against the dollar, that greater stability of their exchange rates is a prerequisite for
dealing with their domestic economic problems.

So far, the shift in official attitudes and policies has proved remarkably
successful. The decline of the dollar was halted at once, and has since been signifi-
cantly reversed; the German, Japanese and Swiss authorities saw their 1978
intervention policies justified by the subsequent outflows of funds from their
currencies and the accompanying decline of their exchange rates from the late-1978
peaks; and the new European exchange rate mechanism has been operating since
mid-March without major tensions appearing.

It has to be said, however, that the situation in late 1978 was particularly
favourable to that success, with large oversold positions in the dollar and over-
bought positions in other currencies, wide interest rate differentials in favour of
the dollar and clear signs of a reduction of some payments imbalances in the
industrialised world. The real test of the new policies will come when circumstances
are less propitious, and there are a number of reasons why it may not be easy to
maintain more stable currency conditions in the future. After the repeated exchange-
market crises of the past five years, the rebuilding of confidence will in any case take
time and sustained efforts. And these efforts will have to be deployed in a world
where inflation is still a major problem and where the oil-exporting countries'
payments surplus is increasing again. In short, while the greater emphasis on exchange
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rate stability marks an important break with what went before, the problem for the
future will be to maintain greater stability in the face of these potentially destabilising
factors.

Gold production and the gold market.

In 1978 world gold production (excluding that of the USSR and other eastern
European countries, mainland China and North Korea) totalled 968 metric tons,
virtually the same as in the previous year. Higher output in South Africa and a
number of smaller producing countries in South-East Asia compensated for some
decline elsewhere, especially in other African countries and in North America.

South African production increased from 700 to 706 tons. The total quantity
of ore milled, which had declined by 2.2 per cent, in 1977, rose by 4.9 per cent.,
while the average gold content of the ore, which had shown virtually no change
in 1977 despite the rise in the price of gold, was reduced by 4 per cent. At the same
time the industry's average production costs continued to escalate, though at 13.7 per
cent, the increase was the lowest since 1972. Average profits jumped by 65 per cent,
owing largely to the sharp increase in the market price but also in part to new
arrangements introduced in April 1978 for the South African Reserve Bank's
purchases of gold from the industry, which led to a once-only boost in the industry's
revenues.

W o r l d g o l d p r o d u c t i o n .

Countries

South Africa . . .

Canada

United States . . .

Papua-NewGuinea

Australia

Philippines . . . .

Ghana

Colombia

Brazil.

Japan

Zaire

Total listed .
Other countries . .

Estimated
world total*

1929 1940 1946 1953 1970 1975 1976 1977 1978

in metric tons

323.9

60.0

64.0

13.3

5.1

17.4

6.4

4.3

3.3

9.3

4.9

511.9

58.6

570.5

436.9

165.9

151.4

51.1

34.9

25.7

27.6

»9.7

4.7

12.6

17.4

947.9

217.1

1,165.0

371.0

88.5

49.0

25.6

16.9

18.2

13.6

4.4

1.3

10.3

598.8

67.7

666.5

371.4

126.1

60.9

33.4

14.9

15.6

22.7

13.6

3.6

7.1

11.5

680.8

73.4

754.2

1,000.4

74.9

54.2

0.7

19.3

18.7

15.6

22.0

6.3

5.3

7.9

5.6

1,230.9

36.6

1,267.5

713.4

51.4

32.7

19.0

16.4

15.6

20.0

16.3

9.7

5.4

4.5

3.2

907.6

48.8

956.4

713.4

52.6

32.6

20.2

15.7

15.6

20.0

16.6

9.3

4.9

4.3

2.8

908.0

60.4

968.4

699.9

53.9

34.2

22.8

19.4

17.4

20.0

16.9

8.2

5.4

4.4

2.5

905.0

63.8

968.8

706.4

51.8

30.0

23.5

19.9

18.3

18.0

14.2

8.0

5.4

4.4

2.6

902.5

65.1

967.6

* Excluding the USSR, eastern Europe, mainland China and North Korea.

T o t a l m a r k e t s u p p l i e s o f n e w g o l d i n c r e a s e d a g a i n q u i t e s i g n i f i c a n t l y l a s t

y e a r , f r o m 1 ,615 t o 1 ,745 t o n s . M a r k e t s a l e s b y c o m m u n i s t c o u n t r i e s m a y b e

e s t i m a t e d a t 4 5 0 t o n s — l i k e w e s t e r n p r o d u c t i o n , u n c h a n g e d f r o m t h e i r 1 9 7 7 l e v e l .

T h e d e c l i n e i n w e s t e r n o f f i c i a l g o l d s t o c k s , h o w e v e r , a t 2 6 0 t o n s , w a s c o n s i d e r a b l y



larger than the year before. Moreover, since that figure includes 65 tons of gold
transferred last year from the Japanese Ministry of Finance to the Bank of Japan,
which had previously been excluded from gold reserve statistics, total net market
sales out of official gold stocks last year may be put at 3 2 5 tons — the highest annual
figure recorded since the termination of the Gold Pool arrangements in March 1968.

Estimated sources and uses of go ld .

Items

Production

Estimated sales by communist countries

Decline in western official gold stocks (net)

Total (= estimated non-monetary absorption) . . . .

1975 1976 1977 1978

In metric tons

955

150

35

1,140

970

350

1551

1,475

970

450

1951

1,615

970

450

3252

1,745

• Excluding thé declines in Suulii AhiceTs guid reserve of ioO ions in 1976 and 9Û ions in 19//. 2 Excluding 65 tons
of gold transferred from the Japanese Ministry of Finance to the Bank of Japan which had not previously been
counted as part of world gold reserves.

W i t h i n t h a t t o t a l I M F m a r k e t s a l e s a c c o u n t e d f o r 1 8 4 t o n s , a b o u t t h e s a m e

a s t h e y e a r b e f o r e . T h e l a r g e r v o l u m e o f g o l d c o m i n g o n t o t h e m a r k e t f r o m w e s t e r n

o f f i c i a l s o u r c e s c a n t h e r e f o r e b e a t t r i b u t e d t o s a l e s o u t o f c e r t a i n c o u n t r i e s ' g o l d

r e s e r v e s . T h e m o s t i m p o r t a n t o f t h e s e w a s t h e s a l e o f 1 2 6 t o n s b y t h e U S T r e a s u r y

u n d e r a n e w a u c t i o n p r o g r a m m e w h i c h b e g a n i n M a y 1 9 7 8 . T h e p r o g r a m m e , w h i c h

i n i t i a l l y c o n s i s t e d o f s i x a u c t i o n s o f 9 . 3 t o n s , w a s s u b s e q u e n t l y e x t e n d e d , w i t h t h e

a m o u n t s o l d b e i n g i n c r e a s e d t o 2 3 . 3 t o n s i n N o v e m b e r a n d , a s p a r t o f t h e s u p p o r t

p r o g r a m m e f o r t h e d o l l a r a n n o u n c e d o n i s t N o v e m b e r , t o 4 6 . 7 t o n s a m o n t h f r o m

D e c e m b e r . I n t h e l i g h t o f t h e d o l l a r ' s s t r e n g t h e n i n g o n t h e e x c h a n g e m a r k e t s , t h e

m o n t h l y s a l e s w e r e r e d u c e d t o 2 3 . 3 t o n s a g a i n f r o m M a y 1 9 7 9 . O t h e r o f f i c i a l s a l e s

o f g o l d d u r i n g 1 9 7 8 i n c l u d e d 6 2 t o n s b y P o r t u g a l a n d 13 t o n s b y I n d i a . O n t h e

o t h e r h a n d , t h e r e w e r e o f f i c i a l p u r c h a s e s o f g o l d d u r i n g t h e y e a r b y a f e w c o u n t r i e s .

T h a t t h e g o l d m a r k e t s w e r e a b l e t o a b s o r b a n e s t i m a t e d 1 3 0 t o n s m o r e o f n e w

s u p p l i e s i n 1 9 7 8 t h a n t h e y e a r b e f o r e , a n d t o d o s o a t s h a r p l y r i s i n g p r i c e s i n d o l l a r

t e r m s , w a s a n i n d i c a t i o n o f t h e e x t e n t t o w h i c h l a s t y e a r ' s c u r r e n c y c r i s i s , c e n t r i n g

o n t h e d e c l i n e o f c o n f i d e n c e i n t h e d o l l a r , a d d e d t o n o n - m o n e t a r y d e m a n d f o r t h e

m e t a l . A l a r g e p a r t o f t h i s i n c r e a s e d d e m a n d w a s f o r c o i n s , w i t h p r o d u c t i o n o f

K r u g e r r a n d s a c c o u n t i n g f o r 1 9 2 t o n s o f g o l d i n 1 9 7 8 c o m p a r e d w i t h 1 0 4 t o n s t h e

p r e v i o u s y e a r . N o n - m o n e t a r y o f f t a k e o f g o l d b u l l i o n , t o o , r o s e l a s t y e a r . D e m a n d

w a s p a r t i c u l a r l y s t r o n g f r o m b u y e r s i n E u r o p e , w i t h p a r t o f t h e g o l d b e i n g r e - e x p o r t e d

a s j e w e l l e r y , a s w e l l a s i n t h e U n i t e d S t a t e s a n d i n J a p a n , w h e r e r e s t r i c t i o n s o n g o l d

t r a d i n g b y r e s i d e n t s w e r e r e m o v e d .

D e v e l o p m e n t s i n t h e m a r k e t p r i c e o f g o l d d u r i n g t h e p e r i o d u n d e r r e v i e w

m a y b e d i v i d e d i n t o t w o m a i n p h a s e s . D u r i n g t h e first, w h i c h c o v e r e d t h e first t e n

m o n t h s o f 1 9 7 8 , t h e m o v e m e n t o f q u o t a t i o n s t e n d e d t o f o l l o w t h e v a r y i n g f o r t u n e s

o f t h e d o l l a r , w i t h a s t r o n g u p w a r d t r e n d i n d o l l a r t e r m s t h a t w a s c l e a r l y r e l a t e d t o

t h e g r o w i n g l a c k o f c o n f i d e n c e i n t e r n a t i o n a l l y i n t h a t c u r r e n c y . T h u s , d u r i n g t h i s

p e r i o d t h e p r i c e o f g o l d i n d o l l a r s o n t h e L o n d o n m a r k e t i n c r e a s e d b y 4 8 p e r c e n t . ,



Market prices of gold bars in US dollars and Swiss francs, 1977-79.
Friday figures, per fine ounce.
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w h i l e i n S w i s s f r a n c t e r m s i t h a r d l y c h a n g e d . I n t h e s e c o n d p h a s e , w h i c h b e g a n a f t e r

t h e U S m e a s u r e s o f i s t N o v e m b e r 1 9 7 8 , t h e p r i c e o f g o l d , a f t e r a b r i e f b u t s h a r p

r e a c t i o n t o t h e e a r l i e r r i s e , w e n t u p s u b s t a n t i a l l y i n t e r m s o f a l l m a j o r c u r r e n c i e s ,

i n r e s p o n s e t o p o l i t i c a l e v e n t s i n t h e M i d d l e a n d F a r E a s t , t h e i n c r e a s e i n o i l p r i c e s

a n d r e n e w e d f e a r s o f i n f l a t i o n . B y l a t e M a y d o l l a r q u o t a t i o n s w e r e w e l l a b o v e t h e i r

e n d - O c t o b e r 1 9 7 8 l e v e l s , w h i l e i n t e r m s o f S w i s s f r a n c s t h e g o l d p r i c e h a d r i s e n

b y a b o u t 3 0 p e r c e n t .

D u r i n g t h e first t w o m o n t h s o f 1 9 7 8 t h e w e a k n e s s o f t h e d o l l a r p u s h e d t h e

L o n d o n m a r k e t p r i c e u p f r o m $ 1 6 9 p e r fine o u n c e a t t h e b e g i n n i n g o f t h e y e a r t o

$ 1 9 0 o n 8 t h M a r c h , t h e h i g h e s t q u o t a t i o n s i n c e D e c e m b e r 1 9 7 4 . T h e t e m p o r a r y

s t r e n g t h e n i n g o f t h e d o l l a r t h a t f o l l o w e d b r o u g h t a r e a c t i o n a n d b y 2 0 t h A p r i l , j u s t

a f t e r t h e U S T r e a s u r y a n n o u n c e d i t s a u c t i o n p r o g r a m m e , t h e m a r k e t p r i c e w a s b a c k

a t i t s e a r l y - J a n u a r y l e v e l . I n M a y q u o t a t i o n s b e g a n t o m o v e u p a g a i n , h e l p e d b y

t h e r e d u c t i o n o f t h e I M F ' s m o n t h l y a u c t i o n s f r o m 1 6 . 3 t o 1 4 . 6 t o n s , a n d b y t h e e n d

o f t h a t m o n t h t h e y r e a c h e d $ 1 8 5 . A f t e r a n o t h e r t e m p o r a r y r e a c t i o n b e f o r e t h e

B r e m e n a n d B o n n s u m m i t m e e t i n g s t h e u p w a r d t r e n d r e s u m e d s t r o n g l y i n J u l y a s

t h e d o l l a r c a m e u n d e r h e a v y p r e s s u r e a g a i n a n d b y m i d - A u g u s t q u o t a t i o n s h a d

r e a c h e d a n e w p e a k o f n e a r l y $ 2 1 6 .

A t t h a t p o i n t f u r t h e r s u p p o r t m e a s u r e s f o r t h e d o l l a r , i n c l u d i n g t h e a n n o u n c e -

m e n t o f i n c r e a s e d U S T r e a s u r y g o l d s a l e s , b r o u g h t a d r o p i n t h e m a r k e t p r i c e t o

$ 1 9 8 b e f o r e t h e e n d o f A u g u s t . B u t d e m a n d s o o n p i c k e d u p a g a i n s t r o n g l y i n

S e p t e m b e r . A s t h e d o l l a r c r i s i s c a m e t o a h e a d t r a d i n g c o n d i t i o n s i n t h e g o l d m a r k e t

b e c a m e i n c r e a s i n g l y h e c t i c , w i t h m o v e m e n t s o f s e v e r a l d o l l a r s a d a y i n q u o t a t i o n s ,

a n d a n e w p e a k p r i c e o f $ 2 4 3 . 6 5 w a s r e a c h e d o n 3 1 s t O c t o b e r .
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T h e measures announced by the US Governmen t on is t November , including

the further expansion of US Treasury gold sales, b rough t a sharp reversal of the

upward t rend of gold prices. In three work ing days L o n d o n market quotat ions fell

by $30 to $208. Once more , however , the decline was short-l ived and prices began

to rise again in early December — not only in dollar terms but in terms of all major

currencies. A m o n g the influences which increased demand for gold were events in

Kampuchea and Iran, and the O P E C countries ' mid-December decision to raise oil

prices progressively in 1979; that decision pushed the market price u p from $205

to $220 in two days. T h e upward trend continued into 1979, when a renewal of

speculative demand carried the dollar price to a new peak of $254 on 8th February.

This represented a 31 per cent, rise since end-November , and, as the graph shows,

the Swiss franc price rose over that period by about 25 per cent., to reach its highest

level since Augus t 1975.

The February peaks were no t sustained and in the subsequent reaction quotat ions

came d o w n to just under $232 per ounce on 17th April . T h e announcement , on the

following day, that the US Treasury was halving the quanti ty of gold sold at its

monthly auctions initiated a new upward movement amid growing concern about

the oil situation and world inflation. O n 14th May the announcement that the I M F

was reducing the amount of its monthly sales from 14.6 to 13.8 tons caused the

market price to go above the early-February peak, and on 25 th May quotat ions

reached $270 per ounce.

Reserves and international l iquidi ty .

T h e large current balance-of-payments deficit of the United States, together

wi th a sizable movement of officiai and private funds ou t of the dollar, p roduced

another massive increase in global reserves dur ing 1978. Countr ies ' reported total

official holdings of gold (valued at S D R 35 per ounce), foreign exchange, special

drawing rights and I M F reserve posit ions, having g r o w n by $60.5 billion in 1977,

went up by another $44.4 billion last year to reach just on $363 billion a t the end

of December. T h e recovery of confidence in the dollar dur ing the first part of 1979

seems to have b rought the expansion of global reserves to a halt. T h e reversal of

earlier speculative inflows into Germany, Japan and Switzerland led to a reduct ion

of over $ 16 billion in these countries ' combined reserves dur ing the first four mon ths

of the year, while total reserves of the G r o u p of T e n countries and Switzerland

fell by just over $8 billion dur ing the same period.

T h e s lowdown in reserve g rowth between 1977 and 1978 needs to be seen

in the light of two factors that significantly affect, t hough in opposi te directions,

the totals for the two years shown in the following table. O n the one hand, the slow-

d o w n in 1978 is overstated by an accounting change in Saudi Arabia which had the

effect of removing $5.3 billion from that country 's reported reserves. O n the other

hand, valuation changes arising out of the depreciation of the US dollar may be

estimated to have inflated the 1978 figures for non-dollar reserves by about $ 10 billion,

or by nearly $ 4 billion more than in the previous year. Excluding the effects of

these two factors, the g rowth of global reserves may be estimated to have declined

from $54.2 billion in 1977 to $34.4 billion in 1978 or, in percentage terms, from
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Changes in global reserves, 1976-78.4

Areas and periods
Gold Foreign

exchange
IMF

reserve
positions

SDRs

in millions of US dollars

Total

Group of Ten + Switzerland
1976
1977
1978
Amounts outstanding at

end-1978

Other developed countries
1976
1977
1978
Amounts outstanding at
end-1978

Developing countries
other than oil-exporting
countries
1976
1977
1978
Amounts outstanding at

end-1978

Total oil-importing countries
1976
1977
1978
Amounts outstanding at

end-1978

Oil-exporting countries
1976
1977
1978
Amounts outstanding at

end-1978

All countries
1976
1977
1978
Amounts outstanding at
end-1978

260
1,840
2,715

38,110

240
45

225

4,145

90
195
285

2,495

590
1,990
3,225

44,750

75
40
190

1,680

515
1,950
3,415

46,430

5,870
34,280
34,890

140,030

550
1,805

10,980

34,320

11,025
10,640
11,710

57,230

17,445
46,725
57,580

237,580

8,000
10,595

— 14,615

55,030

25,445
57,320
42,965

286,610

4,345
1,095

- 2,590

11,225

400
15

320

7,395

135
50

395

925

4,610
1,160

- 1,875

»3,545

1,220
205
770

5,705

5,830
1,365

- 2,645

19,330

15
265
50

7,460

125
20

275

990

110
25

280

U445

220
260
505

9,895

15
85
185

670

205
175
690

70,565

9,970
36,950
34,965

796,825

585
1,755

1 1,800

40,850

10,690
10,910
12,670

62,095

21,245
49,615
59,435

299,770

9,310
10,845

— 15,010

63,7 05

30,555
60,460
44,425

362,935

' Including valuation changes.

21 t o 13 p e r c e n t . I t m a y b e a d d e d t h a t e v e n t h e s e a d j u s t e d f i g u r e s u n d e r s t a t e

t h e d e g r e e t o w h i c h r e s e r v e e a s e i n c r e a s e d d u r i n g b o t h 1 9 7 7 a n d 1 9 7 8 , a s w e l l a s

o v e r s t a t i n g t h e c o n t r a s t b e t w e e n t h e t w o y e a r s , s i n c e t h e g o l d e l e m e n t i n r e s e r v e s

i s c a l c u l a t e d o n t h e b a s i s o f a c o n s t a n t S D R v a l u e f o r g o l d . V a l u i n g g o l d r e s e r v e s

a t m a r k e t p r i c e s — w h i c h w e n t u p s t r o n g l y i n b o t h y e a r s — w o u l d a d d $ 2 9 . 1 b i l l i o n

t o t h e e x p a n s i o n o f g l o b a l r e s e r v e s i n d o l l a r t e r m s i n 1 9 7 7 a n d n o l e s s t h a n

$ 5 9 . 8 b i l l i o n i n 1 9 7 8 .

M o r e s i g n i f i c a n t t h a n t h e c h a n g e i n t h e p a c e o f r e s e r v e g r o w t h w e r e t h e s h i f t s

i n i t s d i s t r i b u t i o n a m o n g t h e m a i n g r o u p s o f c o u n t r i e s s h o w n i n t h e t a b l e . P e r h a p s

t h e m o s t s t r i k i n g o f t h e s e d e v e l o p m e n t s w a s t h e $ 1 5 b i l l i o n d e c l i n e i n t h e o i l -

e x p o r t i n g c o u n t r i e s ' t o t a l r e s e r v e s . E v e n a l l o w i n g f o r t h e e f f e c t s o f t h e S a u d i A r a b i a n
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accounting change referred to above, this contrasted sharply with the $10.8 billion
increase in these countries' reserves during 1977.

In the oil-importing world total reserves increased even faster than before,
by $59.4 billion, following a rise of $49.6 billion in 1977. And the distribution of
these gains was in a number of respects quite different. In the first place they were
much more concentrated on the three principal surplus countries. Germany, Japan
and Switzerland added $31.6 billion to their reserves, thus accounting for over half
of the oil-importing countries' total reserve gains. In 1977 the combined reserves
of these three countries had gone up by $12.4 billion. Since these countries' reserve
accruals did not ease any external constraints on their domestic policies but rather
induced them to follow monetary policies which they would not have adopted on
purely domestic grounds, the "unwanted" component in global reserve growth
may be said to have been much larger last year than in 1977.

A further sharp contrast with 1977 was seen in the evolution of other Group
of Ten countries' reserves. They increased by only $3.4 billion, less than onc-scvcnth
of the 1977 figure. This was essentially attributable to the United Kingdom, whose
reserves, after a $16.8 billion increase in 1977, were allowed to decline by $4 billion
in 1978, a movement which mainly reflected repayments of external debt. On the
other hand, a considerable improvement in their underlying balance-of-payments
position permitted the developed countries outside the Group of Ten to build up
their reserve positions substantially for the first time since the 1973 oil crisis. Their
official assets, which at the end of 1977 had still stood $ 2.6 billion below their end-1973
level, rose by $11.8 billion, or 41 per cent.

Non-oil developing countries represented an element of continuity in 1978
reserve growth. Notwithstanding a considerable deterioration in their combined
current-account balance, their official reserves rose by $12.7 billion, which was
rather more than in either of the two preceding years. Thus, these countries' gross
reserves have more than doubled since the end of 1975. The main factor which made
the 1978 rise possible was greater recourse to credit from the international banking
sector; moreover, to the extent that these countries' borrowings were not effected
in the United States, they helped to keep down reserve accruals in the industrial
countries.

Turning to developments in individual countries, the decline in oil-exporting
countries' reserves was fairly broadly spread. Even Saudi Arabia's holdings, excluding
the accounting change, showed a decline of $ 5.3 billion> In relative terms, the sharpest
decreases in this group were shown by Nigeria, whose reserves dropped from $4.3
to 1.9 billion, and by Venezuela, whose holdings went down by about 20 per cent.
The only oil-exporting countries whose reserves showed a significant increase were
Algeria, and Trinidad and Tobago.

In the non-oil developing world the Latin American countries, which were
also by far the largest borrowers in the international banking sector, accounted for
$7.6 billion, or 60 per cent., of the combined reserve increase. Brazil ($3.9 billion),
Argentina ($1.8 billion), Chile ($0.7 billion) and Colombia ($0.6 billion) registered
the largest gains. Official reserves of Asian developing countries rose by $4.1 billion,



with India ($1.6 billion) and Singapore ($1.3 billion) the largest participants in
this increase.

The very substantial reserve gains of developed countries outside the Group
of Ten and Switzerland were widely spread. Spain ($4.2 billion), Austria ($1.8 billion),
Denmark ($1.5 billion), Israel ($1.1 billion), Finland and Norway ($0.7 billion
each) registered the largest increases.

Within the Group of Ten, by far the largest reserve accruals were, of course,
registered by Germany ($13.7 billion), Japan ($10.2 billion) and Switzerland ($7.7
billion). On the other hand, substantial declines in their official holdings were
recorded by the United Kingdom (see page 155 above) and the Netherlands ($0.5
billion). The dollar value of the United States' official reserve assets showed a
marginal rise of $0.2 billion. Its IMF reserve position and SDR holdings went
down by $5 billion, but this was rather more than offset by the increase, from
near zero to $4.4 billion, in its exchange reserves resulting from official foreign
currency borrowing, and by a $0.8 billion increase in the dollar value (at SDR
35 per ounce) of its gold reserves due to the depreciation of the dollar against
the SDR.

Turning to the asset composition of last year's reserve growth, to an even
greater extent than in the past few years it took the form of additions to official
holdings of foreign exchange. The reported increase in foreign exchange reserves
accounted for just on $43 billion (including valuation changes of $4.6 billion) of
the global reserve growth of $44.4 billion. By type of investment, there were two
main features of last year's rise in total exchange reserves : a larger proportion was
placed in dollars in the United States; but at the same time nearly the whole of the
increase in reserves held outside the United States was in currencies other than the
dollar. These developments can best be seen by taking the total growth of exchange
reserves in 1978 to be $48.3 billion, i.e. by including that part of Saudi Arabia's
official exchange holdings which was removed, as a result of the accounting change
already referred to, from that country's reported reserves.

On this basis, $30.2 billion of the adjusted figure of $48.3 billion for the
1978 growth of total exchange reserves was invested in dollars in the United States,
as against $34.1 billion of the 1977 rise of $57.3 billion. Outside the United States,
identified official deposits in the Euro-currency market rose by $10.3 billion,
about the same as in 1977. After rising by $2.6 billion in 1977, identified official
holdings of non-dollar currencies in their national markets went up by $6.4 billion,
of which the increase in US exchange reserves accounted for $4.4 billion. Moreover,
almost all of the identified increase of about $10 billion in official Euro-currency
deposits last year would seem to have been in currencies other than the dollar,
notably the Deutsche Mark, the Swiss franc and the yen, but with smaller increases
in official holdings of a number of other currencies. In other words, nearly all of
the $16.7 billion identified increase in exchange reserves held outside the United
States appears to have been in currencies other than the dollar. Leaving out of
account the increase in the exchange reserves of the United States, the remaining
$12.3 billion growth in non-dollar exchange reserves was accounted for mainly by
non-Group of Ten countries and must have constituted a very large proportion



— 157 —

of the total expansion of $13.4 billion in those countries' official holdings of
foreign exchange. This diversification of exchange reserves added at the same time
to the growth of total reserves, since the surplus countries which supplied their
currencies to the rest of the world did so against an increase in their own dollar
reserves.

As regards other types of reserve asset, their total increased during 1978 by
only $1.5 billion. Indeed, if valuation changes are excluded, there was actually a
decline of $4 billion. Total official gold reserves went up by $3.4 billion in 1978,
of which valuation changes accounted for $3.1 billion. In volume terms the increase
amounted to 202 tons, or $0.3 billion. The principal factors affecting countries'
gold reserves last year were transfers of 233 tons from the International Monetary
Fund, of which 190 tons under the Fund's gold restitution programme and the
remainder in the form of sales to developing countries ; a transfer of 65 tons of gold not
previously included in Japan's gold reserves from the Japanese Finance Ministry
to the Bank of Japan; and market sales of 126 and 62 tons respectively by the US
Treasury and the Bank of Portugal.

Countries' total IMF reserve positions went down by $2.6 billion last year,
their first decline since 1972. Excluding valuation changes the decrease came to
$4.2 billion. This development reflected in part a reduction in total net Fund credit
outstanding and partly the fact that a substantial proportion of last year's repayments
to the Fund reduced the net debtor positions of the countries in question rather than
rebuilding their Fund reserve positions, which remained at zero.

In SDR terms repurchases by Fund members during 1978 amounted to SDR
4.8 billion, and new drawings to SDR 3.7 billion. The largest single repurchases
were those of the United Kingdom (SDR 1.5 billion) and Italy (SDR 1 billion),
while in addition non-oil developing countries repurchased a total of SDR 1.6 billion.
On the drawings side, the largest transaction was the SDR 2.3 billion drawing by
the United States in November 1978, with most of the remainder being accounted
for by total new drawings of nearly SDR 1 billion by non-oil developing countries.

The dollar value of countries' total SDR holdings rose by $0.7 billion during
1978; excluding valuation effects, however, they showed no change. It may be added
that the total of SDRs voluntarily transferred between Fund members rose between
1977 and 1978 from SDR 0.7 to 1.8 billion, including transfers from the United States
to Germany and Japan of SDR 0.6 and 0.5 billion respectively in November 1978.

Mention may also be made of various developments during the period under
review which increased, or will subsequently increase, the Fund's resources very
substantially. The sixth general increase in Fund quotas, which raised their total
from SDR 29.2 to 39 billion, came into effect in March 1978; the seventh general
review of Fund quotas ended in December 1978 with a decision, which is now in
the course of ratification by member governments, to increase Fund quotas by a
further 50 per cent, to SDR 58.6 billion; and in February 1979 the SDR 7.8 billion
supplementary financing facility, established for the benefit of countries with
payments imbalances that are large in relation to their quotas and that require
relatively long periods for their correction, came into operation.



Finally, the membership of the Fund decided in December 1978 on an SDR
4 billion a year allocation of special drawing rights for the years 1979-81. The first
allocation took place in January 1979.

In the early months of 1979 the growth of global reserves seems to have
slowed down considerably. As confidence in the dollar strengthened, the hot money
flows which had inflated the reserves of Germany, Japan and Switzerland at various
times during 1978 began to be reversed, and these three countries' combined reserves
declined during the first four months of 1979 by $ 16.3 billion. In the rest of the Group
of Ten reserves increased by $8.2 billion. US reserves went up by $2.8 billion,
largely as a result of additional borrowing by the US Treasury in foreign capital
markets. Sizable gains were also registered by Italy, the United Kingdom and France.

The present position with regard to international liquidity.

The rapid growth of global reserves in recent years has given rise to concern that
the present level of international liquidity could refuel inflation in the world economy.
On the face of it, these fears might seem to have been already validated by the sharp
upturn in international raw-material prices and the renewed strength of domestic
inflation rates. Is this quickening of price increases merely coincidental? Or is the
present level of reserves already exerting unduly expansionary influences, which
could become more pronounced if there is a more general return towards full-
employment conditions in the industrialised world?

The $363 billion total of reported reserves at the end of 1978 that is shown
in the table on page 154 was, in fact, roughly double the corresponding figure of
$ 183 billion for the end of .1973. There are two reasons why the growth of the global
reserve figure since end-1973 has, in itself, been giving rise to concern: first, that
it followed an expansion of total reserves during the four preceding years which
was in relative terms, at 133 per cent., even more rapid; secondly, that in the
course of the last five years the rate of reserve growth has been accelerating, from
an annual average of about $25 billion during 1974-76 to one of over $50 billion
during 1977-78.

The global reserve figures by themselves, however, do not tell the whole
story. They can only be assessed in the light of certain other factors, including the
country distribution of the increase and the sources from which it originated. As
regards the first of these factors, whereas during 1974-75 reserve growth essentially
reflected the payments surplus of the oil-exporting countries, the table on page 154
shows that during the past three years the gross reserves of oil-importing countries
have gone up by $130 billion to just on $300 billion. As regards the sources of
reserve growth, during 1977-78 the current payments deficit of the United States,
plus the total of net direct investment by the United States in the rest of the world,
amounted to about $50 billion, after a small surplus for the years 1974-76. This
means that, in contrast to 1974-76, about half of the 1977-78 reserve growth has
come from sources which add to net liquidity in the rest of the world, without any
counterpart in increased external indebtedness. It is above all this increase in the
reserves of oil-importing countries, and the extent to which it has been fuelled by
the basic deficit on the US balance of payments, that is at the centre of present
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concerns. How do these increases look when they are considered by groups of
oil-importing countries?

The group that has recorded the strongest relative increase in gross reserves
over the last three years — amounting to 123 per cent. — is that of the non-oil
developing countries. However, this followed upon two years of near-stagnation,
so that these countries' reserves declined between end-1973 and end-1978 from
37 to 34 per cent, of their total imports. At the same time they experienced a
rapid growth of external indebtedness. Identified gross liabilities of non-oil
developing countries to the international banking sector alone rose by $85 billion.
As a result, their debt-service obligations, whether in relation to exports, to gross
national product or to reserves, have shown a marked increase. In other words,
while the reserve position of this group of countries has certainly eased since
1975, it has done so from a low starting-point and by very much less than the
increase in external indebtedness since end-1973.

What is true of the non-oil developing countries applies also to the developed
countries outside the Group of Ten. These countries' overall reserve/import ratio
at the end of last year was no higher than that of the non-oil LDCs, and 14 percentage
points below its end-1973 level. Moreover, the $11.8 billion expansion of these
countries' gross reserve positions last year was the first of any size since the
1973 oil price increases and was much smaller than the rise in their external
indebtedness over the past five years.

There remain for consideration the Group of Ten countries, including
Switzerland but excluding the United States which, because of the reserve rôle of
the dollar, is a case apart. In this group it is necessary to distinguish between the
three countries with very strong balance-of-payments positions, i.e. Germany, Japan
and Switzerland, and the other seven. The situation of the latter countries may be
compared with that of the non-Group of Ten developed countries. The only year
since 1973 when their combined reserves rose substantially was 1977, when they
registered gains of some $23 billion; consequently, their combined reserve/import
ratio has declined over the past five years from 22 to under 18 per cent., easily
the lowest figure for any group of countries. For them, too, the increase in official
reserves has, except in Belgium-Luxembourg and the Netherlands, been accompanied
by equivalent, or in some cases much greater, additions to external indebtedness.

Turning to the three principal current-account surplus countries in the oil-
importing world, i.e. Germany, Japan and Switzerland, they are the only group where
there is clearly an abundance of international reserves and where there are no external
constraints, either actual or potential, on domestic economic growth. A very substantial
proportion of these countries' 1977-78 reserve accruals, however, did not come from
surpluses in their basic balances of payments, but was "borrowed" and "temporary"
in the sense that it had as a counterpart hot money inflows stemming from lack of
confidence in the dollar. More recently these inflows and the associated reserve
increases were in part reversed, with the result that during the first four months
of 1979 these three countries' combined reserves went down by over $ 16 billion.

What are the conclusions to be drawn from this survey of global reserve
developments in recent years? First, that the acceleration of global reserve growth
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during 1977-78 has certainly been associated with a rather widespread increase in
reserve ease in the oil-importing countries outside the United States. Secondly, that
this greater reserve ease has come in large measure from the basic deficit in the
US balance of payments. Thirdly, that these developments still left oil-importing
countries, with few exceptions, in a less comfortable reserve position, in relation
both to imports and external indebtedness, than at the end of 1973. What of the
few countries — principally the three members of the Group of Ten that have
been running large and persistent payments surpluses — that constitute the
exceptions to this general statement? Are their reserves an inflationary threat
to the monetary system? Two considerations are particularly relevant in this
connection: first, the constant exhortations to these countries to increase their
spending on imports do not suggest that the rest of the world has felt threatened
with inflation from that source; secondly, the recent strengthening of the dollar has,
as already indicated, enabled these countries to reduce the additions to their reserves
and their domestic money supplies which came from speculative capital inflows
and which, for a time late last year, seemed to be a possible inflationary threat to
their economies.

In general, therefore, the rapid increase in oil-importing countries' reserves
since 1975 does not appear to have produced a situation of excessive reserve ease
in these countries. It may be added, however, that reserve ease has increased by more
than can be seen from the reserve statistics. This is partly because of the rapid
rise in the market price of gold, which has certainly had an effect on the reserve
positions of the main gold-holding countries. In addition, external constraints on
domestic policies depend on the degree of availability of credit, as well as on the
level of reserves, and very favourable conditions for borrowers have emerged in
the international market for bank credit during the past two years, owing to the
combination of the US payments deficit, the shrinking of oil-related payments
deficits outside the United States and relatively weak domestic demand for credit
in a number of industrial countries. Moreover, looking to the future, if reserve
growth were to continue at the rates seen in 1977 and 1978, and for the same reasons,
and if the borrowers' market for bank credit were to persist, there could indeed
be cause for concern about the level of international liquidity. The return of
confidence in the dollar has already, through its effects on international capital
movements, slowed down the growth of global reserves. And the most important
single prerequisite for avoiding a situation of excess liquidity in the future is
certainly the maintenance of confidence in the dollar, based on a stronger underlying
US balance-of-payments position.

Problems could also arise if the asset composition of reserves were significantly
out of line with holders' preferences. If, for example, countries suddenly wanted —
as happened to some extent last year — to reduce the dollar component in their
reserves, this would tend to induce additional capital outflows from the United
States, with liquidity-creating effects in the rest of the world and destabilising effects
on exchange rates. Such shifts in preferences are not unrelated to US economic
policies and to the state of the US balance of payments. In other words, the stability
of the asset composition of global reserves, as well as their overall rate of growth,
is closely related to the policies of the US Government.



V I I I . A C T I V I T I E S O F T H E B A N K .

i. Development of co-operation between central banks and international
organisations.

During the past year the Bank has continued to play its traditional rôle in
fostering international monetary co-operation. In addition to the regular meetings
in Basle of the Governors of the central banks of the Group of Ten countries and
Switzerland and to those of the Board of Directors, the Bank has organised periodic
meetings of central-bank officials to examine matters such as the development of
the gold and foreign exchange markets and the Euro-currency market and to
study and exchange information on other economic, monetary, technical and legal
questions of interest to central banks.

The Bank continued to provide the Secretariat for the Committee of Governors
of the Central Banks of the Member States of the European Economic Community
and for the Board of Governors of the European Monetary Co-operation Fund —
EEC organs which were established in May 1964 and April 1973 respectively — as
well as for their sub-committees and groups of experts. The latter include in
particular the Committee of Governors' Alternates, which systematically prepares
the groundwork for the monthly meetings of the Governors; a group specialising
in matters relating to foreign exchange markets and intervention policies on these
markets (this group, which since the beginning of 1976 has on occasion been
confined to representatives from the EEC countries and at other times been extended
to include participants from other industrialised countries, generally members of the
Group of Ten, carries out in particular a monthly examination of the working of the
concertation procedure among the central banks); a group commissioned to examine,
at least twice yearly, the monetary situation in member countries and the problems
raised by the co-ordination, on a Community scale, of national monetary policies;
and a group entrusted with the task of promoting the harmonisation of monetary
policy instruments applied by member countries (this group is responsible to both
the Monetary Committee of the EEC and the Committee of Governors).

These committees and groups were exceptionally active in 1978-79 owing to
the large amount of work associated with the establishment of the European
Monetary System. Following the decision taken by the Heads of State and
Government of the EEC countries at the beginning of July 1978 to create a
monetary system leading to a zone of stability in Europe, the Committee of
Governors and the Board of Governors of the European Monetary Co-operation
Fund, whose competence and functions are closely related and complementary,
intensified their deliberations with a view to finalising, within the space of a few
months, the agreements and decisions laying down the operating procedures for
the European Monetary System and the necessary adjustments to the reciprocal
short-term credit arrangements. The preparatory work, which was carried out
mainly by the Governors' Alternates and by the group of foreign exchange experts



referred to in the previous paragraph, required a very large number of meetings,
the majority of which were held in Basle.

The Bank continued to participate as an observer in the work of the Interim
Committee of the Board of Governors of the International Monetary Fund on
the International Monetary System. It also participated as an observer at meetings
of the Finance Ministers and central-bank Governors of the Group of Ten countries and
Switzerland, and of their Deputies. Furthermore, the Bank continued to perform
the functions entrusted to it in August 1964 by the Ministers and Governors of
the Group of Ten countries and Switzerland of collecting and distributing to all
the participants in the Group and to Working Party No. 3 of the Organisation
for Economic Co-operation and Development statistical data concerning the financing
of external surpluses and deficits of the Group of Ten countries and Switzerland.
It also continued to assemble, survey and distribute statistical data on the Euro-
currency market and to be associated with other work of the Group of Ten and
of the OECD, in particular providing the Secretariat for the Committee on
Banking Regulations and Supervisory Practices established by the central-bank
Governors of the Group of Ten countries in December 1974. In addition, the
Bank prepared a "Manual on Statistics compiled by International Organisations on
Countries' External Indebtedness" at the request of the central-bank Governors
of the Group of Ten countries and Switzerland, and with the help of the other
organisations concerned.

Finally, the Bank continued to provide the Secretariat for the Group of
Computer Experts of the central banks of the Group of Ten countries and
Switzerland. During the year the Group reviewed the computer applications
introduced by each of its members and drew up an inventory of the software and
hardware involved. The main focus of its efforts, however, was a broad analysis
of the funds transfer systems in use in the major countries and an attempt to
determine their likely development, notably in the light of the latest technological
advances and the financial sector's assessment of the status quo. In this context
the work of the International Standards Organisation in the area of message
transmission continued to be followed with interest. The planning and development
of the data bank for the BIS and the Group of Ten central banks have continued
so that, once it has been transferred to the Bank's own premises during the final
quarter of 1979, it will provide a means for the rapid exchange of monetary and
economic time series among the institutions concerned.

2. Operations of the Banking Department.

The Balance Sheet of the Bank and the Profit and Loss Account at 31 st March
1979, certified by the auditors, are reproduced at the end of this Report; both are
expressed in gold francs.*

* In this chapter the term "francs" (abbreviated to F) signifies gold francs, except where otherwise
indicated. The gold franc is the equivalent of 0.290 322 58... grammes fine gold — Article 4 of the
Statutes. Assets and liabilities in US dollars are converted on the basis of 1 gold franc = US $ 0.394 1. .. ;
all other items in currencies are converted at central or market rates against the US dollar.
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At 31st March 1979 the balance-sheet total moved above
the 70 billion franc mark for the first time, to stand at F 70,408,614,197
against, on 31st March 1978, F 59,334,066,542

It thus registered an increase of F 11,074,547,655
or 18.7 per cent., which is somewhat larger than that recorded in the previous
financial year (10,488 million) in absolute terms, though smaller in relative terms
(21.5 per cent.).

It may be noted that on this occasion the rise in the gold franc value of
certain currencies accounted for only a small part of the increase in the balance-
sheet total; the currencies principally involved were the Deutsche Mark, as a result
of the upward adjustment of its central rate within the Community "snake"
mechanism in October 1978, and also the Swiss franc.

The total of the monthly statement of account recorded only a slow overall
increase between April and the end of November 1978, with fairly sharp fluctuations
in both directions; thereafter the rise was steady and much more pronounced.

BIS: Development of the balance-sheet total
over the past ten financial years.

Financial years
ended 31st March

1970
1971
1972
1973
1974
1975
1976
1977
1978
1979

Total of Balance Sheet

in millions

20,699
23,856
29,362
25,250
31,615
41,940
43,426
48,846
59,334
70,409

Movement over the year

of francs

+ 6,056
+ 3,157
+ 5,506
- 4,112
+ 6,365
+ 10,325
+ 1,486
+ 5,420
+ 10,488
+ 11,075

in percentages

+ 41
+ 15
+ 23
- 14
+ 25
+ 33
+ 4
+ 13
+ 22
+ 19

T h e f o l l o w i n g a r e n o t i n c l u d e d i n t h e B a l a n c e S h e e t :

( i ) b i l l s a n d o t h e r s e c u r i t i e s h e l d i n c u s t o d y f o r t h e a c c o u n t o f c e n t r a l b a n k s

a n d o t h e r d e p o s i t o r s ;

( i i ) a s s e t s h e l d b y v i r t u e o f t h e f u n c t i o n s p e r f o r m e d b y t h e B a n k ( a s D e p o s i t a r y ,

T r u s t e e o r P a y i n g A g e n t ) i n c o n n e c t i o n w i t h i n t e r n a t i o n a l l o a n s ;

( i i i ) a c c o u n t i n g e n t r i e s a r i s i n g f r o m t h e B a n k ' s f u n c t i o n s a s A g e n t f o r t h e E u r o p e a n

M o n e t a r y C o - o p e r a t i o n F u n d i n c o n n e c t i o n w i t h C o m m u n i t y b o r r o w i n g a n d

l e n d i n g a n d w i t h t h e E u r o p e a n M o n e t a r y S y s t e m ;

( i v ) g o l d u n d e r e a r m a r k h e l d b y t h e B I S f o r t h e a c c o u n t o f d e p o s i t o r s ; t h i s i t e m

a m o u n t e d t o 1 , 0 2 0 m i l l i o n f r a n c s o n 3 1 s t M a r c h 1 9 7 9 , a g a i n s t 1 , 0 1 8 m i l l i o n

o n 3 1 s t M a r c h 1 9 7 8 .
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L I A B I L I T I E S (COMPOSITION OF RESOURCES).

BIS: Development of the composition of resources
over the past ten financial years.

Financial years
ended 31st March

1970
1971
1972*
1973"
1974*
1975*
1976*
1977*
1978*
1979*

Paid-up capital
and reserves Borrowed funds Sundry liabilities Balance-sheet

total

in millions of francs

463
539
754
849
967

1,122
1,253
1,373
1,493
1,634

20,060
23,086
28,401
24,179
30,378
40,435
41,617
46,934
57,150
67,967

176
231
207
222
270
383
556
539
691
808

20,699
23,856
29,362
25,250
31,615
41,940
43,426
48,846
59,334
70,409

1 After allocation of the net profit for the year as proposed to the Annual General Meeting.

A . C a p i t a l , r e s e r v e s a n d m i s c e l l a n e o u s l i a b i l i t i e s .

( a ) P a i d - u p c a p i t a l F 3 0 0 , 7 0 3 , 1 2 5

T h e B a n k ' s a u t h o r i s e d c a p i t a l r e m a i n e d u n c h a n g e d ; s o a l s o d i d t h e i s s u e d

c a p i t a l , w h i c h i s m a d e u p o f 4 8 1 , 1 2 5 s h a r e s p a i d u p t o t h e e x t e n t o f 2 5 p e r c e n t .

( b ) R e s e r v e s

( 1 ) Legal Reserve Fund 3 0 , 0 7 0 , 3 1 3

T h i s a m o u n t s h o w e d n o c h a n g e ; i t h a s i n f a c t r e m a i n e d u n c h a n g e d s i n c e

1 9 7 1 , w h e n i t r e a c h e d 1 0 p e r c e n t , o f t h e p a i d - u p c a p i t a l , w h i c h i s t h e m a x i m u m

l a i d d o w n i n A r t i c l e 5 1 ( 1 ) o f t h e S t a t u t e s .

( 2 ) General Reserve Fund

a f t e r a l l o c a t i o n o f t h e n e t p r o f i t f o r 1 9 7 8 - 7 9 5 7 6 , 2 4 7 > I 9 3

T h i s c o m p a r e s w i t h 5 1 9 . 8 m i l l i o n f r a n c s o n 3 1 s t M a r c h 1 9 7 8 ; t h e d i f f e r e n c e

o f 5 6 . 4 m i l l i o n f r a n c s r e p r e s e n t s t h e a m o u n t i t i s p r o p o s e d t o t r a n s f e r t o t h e F u n d

f r o m t h e n e t p r o f i t ; t h e p r o p o s e d i n c r e a s e i n t h i s R e s e r v e F u n d i s i n c o n f o r m i t y

w i t h t h e p r o v i s i o n s o f A r t i c l e 5 1 ( 3 ) o f t h e S t a t u t e s .

( 3 ) Special Dividend Reserve Fund

a f t e r a l l o c a t i o n o f t h e n e t p r o f i t f o r 1 9 7 8 - 7 9 F 8 3 , 1 7 5 , 7 8 1

T h i s c o m p a r e s w i t h 7 5 . 2 m i l l i o n f r a n c s o n 3 1 s t M a r c h 1 9 7 8 a n d i n c l u d e s t h e

p r o p o s e d t r a n s f e r o f 8 m i l l i o n f r o m t h e n e t p r o f i t ; t h e a m o u n t o f t h i s R e s e r v e

F u n d w i l l a c c o r d i n g l y b e s l i g h t l y h i g h e r t h a n t h e g o l d f r a n c e q u i v a l e n t o f a d i v i d e n d

o f S w . f r . n o p e r s h a r e ( s e e i t e m ( d ) b e l o w ) , c a l c u l a t e d o n t h e b a s i s o f t h e S w i s s

f r a n c ' s v a l u e o n 3 1 s t M a r c h 1 9 7 9 .

( 4 ) Free Reserve Fund

a f t e r a l l o c a t i o n o f t h e n e t p r o f i t f o r 1 9 7 8 - 7 9 F 6 4 3 , 7 1 8 , 2 0 0



This compares with 567.1 million francs on 31st March 1978, the amount it
is proposed to transfer to this Fund from the net profit being 76.6 million francs.

The Bank's overall reserves after allocation of the net profit for 1978-79 thus
stand at F 1,333,211,487
against 1,192.2 million francs at the beginning of the financial year, giving an increase
of 141 million; it may be recalled that the rise in the overall reserves amounted to
120 million in each of the two preceding financial years, 1976-77 and 1977-78.

(c) The item " M i s c e l l a n e o u s " rose to F 728,127,378
from 595.4 million francs, an increase of 132.7 million; it should be noted that
this item now includes the Provision for Building Purposes, which since 31st
March 1967 had been recorded separately.

(d) P ro f i t and Loss A c c o u n t , before allocation F 220,576,151

This figure represents the net profit for the financial year 1978-79; it is
29.5 million francs higher than the net profit for the preceding financial year,
which — at 191.1 million — had already been 23.2 million higher than that for the
financial year 1976-77. Details of the proposed allocation of the profit for 1978-79, in
accordance with the provisions of Article 51 of the Statutes, are given in Section 7
below; these proposals, to which reference has already been made in connection
with the development of the reserves, provide in particular for a sum of 79,576,151
francs — against 71,050,134 francs in the preceding financial year — to be set
aside in respect of the dividend of n o Swiss francs per share to be paid on ist
July 1979; it should be noted that in terms of Swiss francs the amount of the
dividend is the same per share as in the previous financial year, while in terms of
gold francs it is 12 per cent, higher.

B. B o r r o w e d funds .

The following tables show the origin, nature and term of the Bank's borrowed
resources.

BIS: Borrowed funds, by origin.

Deposits
Deposits

Origin

of central banks
of other depositors

Total

Financial
1978

56,360
790

57,150

years e nded

in

31st March

1979

millions of francs

65,790

2,177

67,967

Movement

+ 9,430
+ 1,387

+ 10,817

The increase in "Deposi ts of central b a n k s " was again very marked, a l though

in relative terms it was appreciably smaller than that recorded in the previous financial

year (9,430 million and 16.7 per cent., against 10,466 million and 22.8 per cent .) ;

it again accrued chiefly in US dollars, a small p ropor t ion of which were indexed

to the special drawing r ight ; however , deposits in Deutsche Mark also registered
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a further substantial rise; on the other hand, deposits in Swiss francs declined,
despite the above-mentioned increase in the gold franc value of the Swiss franc;
fluctuations in deposits in other currencies were small by comparison and offset
one another entirely.

Whereas in the previous financial year "Deposits of other depositors" had
shown a slight decline,, last year they expanded very sharply, with the balance
outstanding almost trebling; this movement reflected the receipt of new deposits
in US dollars, indexed to the special drawing right, from international institutions;
by contrast, the level of deposits in Swiss francs fell somewhat, their appreciation
in terms of gold francs being exceeded by net repayments.

For the first time for several years, the preponderance of "Deposits of central
banks" in the total of borrowed funds diminished, albeit only slightly; their share
fell from 98.6 to 96.8 per cent., while that of "Deposits of other depositors" increased
correspondingly.

BIS: Borrowed funds, by nature and term to maturity.

Term

Deposits in gold

Financial
years ended
31st March

1978 I 1979

Move-
ment

Deposits in currencies

Financial
years ended
31st March

1978 1979

Move-
ment

Total

Financial
years ended
31st March

1978 1979

Move-
ment

in millions of francs

Sight
Not exceeding

3 months . .
Over 3 months

Total .

3,708

159
91

3,958

3,941

49
9

3,999

+ 233

— 110
- 82

+ 41

1,235

37,918
14,039

53,192

928

48,797
14,243

63,968

307

+ 10,879
+ 204

+ 10,776

4,943

38,077
14,130

57,150

4,869

48,846
14,252

67,967

— 74

+ 10,769
+ 122

+ 10,817

A s a p r o p o r t i o n o f t o t a l b o r r o w e d r e s o u r c e s , d e p o s i t s i n c u r r e n c i e s c o n t i n u e d

t o r i s e , m o v i n g u p f r o m 9 3 . 1 t o 9 4 . 1 p e r c e n t . , w i t h a c o r r e s p o n d i n g d e c l i n e i n

t h e s h a r e o f d e p o s i t s i n g o l d .

I n t e r m s o f m a t u r i t y , t h e s h a r e o f t h e t o t a l a c c o u n t e d f o r b y t i m e d e p o s i t s

r o s e f r o m 9 1 . 4 t o 9 2 . 8 p e r c e n t . , w h i l e t h a t o f s i g h t d e p o s i t s s h o w e d a n e q u i v a l e n t

d e c r e a s e .

(a ) D e p o s i t s i n g o l d F 3 , 9 9 8 , 7 6 4 , 4 2 1

T h i s figure c o m p a r e s w i t h t h a t o f 3 , 9 5 8 m i l l i o n f r a n c s a t t h e b e g i n n i n g o f

t h e financial y e a r , r e p r e s e n t i n g a n i n c r e a s e o f 4 1 m i l l i o n , q u i t e a p p r e c i a b l y l o w e r

t h a n t h a t o f 3 9 3 m i l l i o n r e c o r d e d d u r i n g t h e p r e v i o u s financial y e a r ; t h e i n c r e a s e

i n s i g h t d e p o s i t s w a s d u e p a r t l y t o t h e r e c e i p t o f f r e s h d e p o s i t s i n t h a t f o r m a n d

p a r t l y t o t h e r e d u c t i o n i n t h e a m o u n t s i n v o l v e d i n s w a p s o f g o l d ( r e c e i v e d s p o t )

a g a i n s t c u r r e n c i e s c o n c l u d e d w i t h c e n t r a l b a n k s , w h i c h l e f t o n s i g h t d e p o s i t w i t h

t h e B a n k t h e g o l d t h e y r e c e i v e d b a c k ; t h e m a r k e d d e c l i n e , p a r t i c u l a r l y i n r e l a t i v e

t e r m s , i n d e p o s i t s n o t e x c e e d i n g t h r e e m o n t h s w a s a t t r i b u t a b l e t o t h e r e p a y m e n t

o f m a t u r i n g t i m e d e p o s i t s , t h e o p p o r t u n i t i e s o p e n t o t h e B a n k o f e m p l o y i n g

g o l d h e l d i n t h i s f o r m h a v i n g c o n t i n u e d t o d i m i n i s h ; t h e i t e m i n r e s p e c t o f d e p o s i t s



with more than three months to maturity was practically liquidated following the
repayment at maturity of a deposit that had been placed with the Bank for a fairly
long period.

(b) D e p o s i t s in c u r r e n c i e s F 63,968,231,635

This figure compares with one of 53,192 million francs at 31st March 1978;
this item, which is by far the most important on the liabilities side, thus recorded
a very large increase, of 10,776 million or 20.3 per cent., broadly comparable with
that observed in the previous financial year (9,823 million or 22.7 per cent.);
the increase corresponds to that in funds at up to three months, the decline in
sight deposits having been on much the same scale as the rise in deposits at over
three months.

A S S E T S (EMPLOYMENT OF RESOURCES).

The following table gives a breakdown of the main items of the assets
according to their nature.

BIS: D is t r i bu t i on , by nature, of s ight assets and other investments .

Nature

Sight assets
Gold
Currencies

Treasury bills
Currencies

Time deposits and
advances
Currencies

Securities at term
Currencies

Total
Gold
Currencies

Financial years ended 31st March

1978 | 1979
Movement

in millions of francs

5,069
329 5,398

288

50,253

2,456

5,069
53,326 58,395

4,987
93 5,080

1,284

58,677

4,258

4,987
64,312 69,299

- 82
- 236 - 318

+ 996

+ 8,424

+ 1,802

— 82
+ 10,986 10,904

( a ) G o l d F 4 , 9 8 6 , 6 3 0 , 7 7 8

T h i s i t e m h a d a m o u n t e d t o 5 , 0 6 9 m i l l i o n f r a n c s a t t h e b e g i n n i n g o f t h e

financial y e a r ; t h e s l i g h t d e c l i n e o f 8 2 m i l l i o n i n g o l d h o l d i n g s w a s b r o a d l y

a t t r i b u t a b l e t o t h e r e p a y m e n t o f v a r i o u s t i m e d e p o s i t s t h a t h a d b e e n p l a c e d w i t h

t h e B a n k , t o g e t h e r w i t h s a l e s c o n c l u d e d b y t h e B a n k o n t h e m a r k e t ; t h e s e s a l e s

f o l l o w e d p u r c h a s e s b y t h e B a n k o f e q u i v a l e n t w e i g h t s o f g o l d b y m e a n s o f

d r a w i n g s o n g o l d h e l d o n s i g h t a c c o u n t i n i t s b o o k s .

O n t h e o t h e r h a n d , i t s h o u l d b e m e n t i o n e d t h a t s i n c e J u n e 1 9 7 8 t h e B a n k ' s

g o l d h o l d i n g s h a v e b e e n f r e e o f a n y p l e d g e , w h e r e a s a t 3 1 s t M a r c h 1 9 7 8 — a s w a s

i n d i c a t e d a t t h e t i m e i n N o t e 3 t o t h e B a l a n c e S h e e t — a p o r t i o n o f i t s h o l d i n g s ,

n a m e l y 1 2 9 m i l l i o n , w a s s t i l l p l e d g e d .
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(b) Cash on h a n d and on s igh t a c c o u n t w i t h b a n k s F 93,015,952

This figure compares with 329 million francs at 31st March 1978; the decline
of 236 million was due to the withdrawal of funds that the Bank had received at
short notice and which it had been obliged to keep in cash.

(c) T r e a s u r y bi l l s F 1,284,678,208

This compares with a figure of 288 million francs at the end of the previous
financial year; the increase of 996 million was very marked in both absolute and
relative terms, reflecting purchases in September and October of Treasury bills
payable to bearer, denominated in US dollars and issued by a foreign government.

(d) T i m e d e p o s i t s and a d v a n c e s F 58,676,870,060

This figure compares with one of 50,253 million francs at 31st March 1978;
this item, consisting entirely of currencies and by far the most important on the
assets side, thus increased by 8,424 million, or by 16.8 per cent., compared with
a rise of 9,457 million, or 23.2 per cent., in the previous financial year; as in the
case of borrowed funds in currencies referred to above, the increase was primarily
in US dollars but also involved Deutsche Mark, whereas assets in Swiss francs
declined despite the rise in their gold franc value; it should, however, be noted
that, by contrast with the movements recorded on the liabilities side, on the assets
side the amounts outstanding in other currencies are larger and additional currencies
are included; the reason for this is that, on receiving the above-mentioned deposits
in US dollars indexed to the special drawing right, the Bank covered itself —
generally spot — and subsequently invested the various currencies it had purchased.

(e) Secur i t i e s at t e r m F 4,257,798,035

This figure compares with one o£ 2,456 million francs at 31st March 1978;
the marked expansion, of 1,802 million or almost three-quarters, corresponds to
certificates of deposit denominated in US dollars and purchased on the US market.

It may be noted that, whereas at the beginning of the financial year this item
had accounted for no more than 4.1 per cent, of total assets, by the end of the year
it represented 6 per cent.; conversely, the share of the item "Time deposits and
advances" slipped back slightly, from 84.7 to 83.3 per cent.

The following table gives a breakdown according to residual term to maturity
of investments in time deposits and advances and securities at term.

BIS: Time deposi ts and advances and secur i t ies at term,
by term to matur i ty .

Term

Not exceeding 3 months
Over 3 months

Total

Financial years e
1978

nded 31st March

1979
Movement

in millions of francs

33,663
19,046

52,709

36,208
26,727

62,935

+ 2,545
+ 7,681

+ 10,226
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(f) M i s c e l l a n e o u s F 1,109,621,163

This figure compares with 939 million francs at 31st March 1978; as in
previous financial years, the increase — of 171 million — was the result of book-
keeping adjustments; they were on this occasion associated with the covering
transactions, to which reference has already been made, in respect of the funds
received in US dollars and indexed to the special drawing right; some of the
currencies acquired against US dollars in the course of these operations were
converted into gold francs on the basis of their central rates, resulting in temporary
book losses; the purpose of the above-mentioned adjustments was to eliminate
these "losses", which will be automatically reabsorbed when the SDR-linked
deposits are liquidated.

F o r w a r d go ld o p e r a t i o n s .

These operations, which are referred to in Note 2 to the Balance Sheet,
resulted in a negative net balance (gold payable forward) of F 325,834,663
compared with a negative balance of 449 million at the beginning of the financial
year; the contraction — of 123 million — in gold payable forward was due to
the reduction in the weights of gold involved in swaps against various currencies
concluded with central banks.

The Bank also pursued its traditional activity in the field of gold and foreign
exchange operations.

In general, the Bank's operations expanded further in the course of the
financial year 1978-79, though at a slightly less rapid rate than in the previous
financial year.

3. The Bank as Trustee for international government loans.

In conformity with the agreements in force, the Bank continued to perform
the functions of Trustee for the new bonds which were issued by the Government
of the Federal Republic of Germany, in accordance with the London Agreement
on German External Debts of 27th February 1953, in respect of the German
Government International Loan 1930 (Young Loan).

The financial year 1978-79 for the Young Loan ended on ist June 1979-
The interest in respect of the financial year was duly paid to the Bank and
distributed by the latter among the Paying Agents. Redemption of conversion
bonds in respect of the financial year 1978-79 was effected partly by purchases of
bonds on the market and partly by drawings. All the outstanding funding bonds
were redeemed on ist December 1972, whereas the final maturity date for the
conversion bonds is fixed at ist June 1980.
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German Government International Loan 1930 (Young Loan).
Conversion bonds.

Issue

American . . .

Belgian . . . .

British . . . .

Dutch

French . . . .

German . . .

Swedish . . .

Swiss . . . .

Currency

$
B.fr.

£

FI.

Fr.fr.

DM

S.kr.

Sw.fr.

Redemption value*

Bonds
issued

91,525,000

202,894,000

41,345,000

52,581,000

633,024,000

14,509,000

126,666,000

58,393,000

Bonds pu
or drawn for

in resp
the financ

1958-59 to
1977-78

31,235,000

66,498,000

13,459,000

16,904,000

208,703,000

4,567,000

41,979,000

18,719,000

rchased
redemption
ect of
ial years

1978-79

2,476,000

5,026,000

1,018,000

1,286,000

15,744,000

350,000

3,155,000

1,428,000

Balance
after redemption

57,814,000

131,370,000

26,868,000

34,391,000

408,577,000

9,592,000

81,532,000
38,246,000

* On the basis of values established by the German Federal Debt Administration for the 1st December 1978
maturity date, following the entry into force on 1st April 1978 of the Second Amendment to the Articles of
Agreement of the International Monetary Fund, which abolished par values. These values do not take into
account the revaluations of the Deutsche Mark in 1961 and 1969, the subsequent alterations, up to 31st March 1978,
in the exchange rates of currencies of issue not involving a formal change in their par values, and thereafter
the appreciation of the Deutsche Mark, the Dutch guilder and the Swiss franc in relation to the remaining
currencies of Issue.

T h e G e r m a n F e d e r a l D e b t A d m i n i s t r a t i o n ( B u n d e s s c h u l d e n v e r w a l t u n g ) i n f o r m e d

t h e T r u s t e e t h a t , f o l l o w i n g t h e e n t r y i n t o f o r c e o n i s t A p r i l 1 9 7 8 o f t h e S e c o n d

A m e n d m e n t t o t h e A r t i c l e s o f A g r e e m e n t o f t h e I n t e r n a t i o n a l M o n e t a r y F u n d , i t

h a d d e c i d e d t o a p p l y t h e e x c h a n g e g u a r a n t e e c l a u s e a t t a c h e d t o t h e Y o u n g L o a n

a n d t h e n c e f o r t h t o c a l c u l a t e t h e a m o u n t s d u e t o h o l d e r s o f c o n v e r s i o n b o n d s a n d

r e l a t e d c o u p o n s o n t h e b a s i s o f A r t i c l e 13 ( c ) o f t h e L o n d o n A g r e e m e n t o n G e r m a n

E x t e r n a l D e b t s o f 2 7 t h F e b r u a r y 1 9 5 3 . A s f r o m t h e i s t J u n e 1 9 7 8 m a t u r i t y d a t e ,

a m o u n t s p a y a b l e o n c o n v e r s i o n b o n d s a n d r e l a t e d c o u p o n s a r e t h u s b e i n g e s t a b l i s h e d

b y t h e G e r m a n F e d e r a l D e b t A d m i n i s t r a t i o n , f r o m c a s e t o c a s e , o n t h e b a s i s o f

t h e e x c h a n g e r a t e s o f t h e c u r r e n c i e s o f i s s u e o f t h e Y o u n g L o a n r u l i n g o n t h e

m a r k e t o n e a c h m a t u r i t y d a t e . T h e m a r k e t d u e t o b e s e l e c t e d i s t h a t o f t h e " l e a s t

d e p r e c i a t e d " c u r r e n c y o f i s s u e w i t h i n t h e m e a n i n g o f P a r a g r a p h 2 ( e ) o f S e c t i o n A

o f A n n e x I t o t h e L o n d o n A g r e e m e n t . P r i o r t o t h e a b o v e - m e n t i o n e d A m e n d m e n t

t h e G e r m a n F e d e r a l D e b t A d m i n i s t r a t i o n h a d m a i n t a i n e d t h a t o n l y p a r v a l u e s

n o t i f i e d t o t h e I n t e r n a t i o n a l M o n e t a r y F u n d w e r e a p p l i c a b l e u n d e r t h e e x c h a n g e

g u a r a n t e e c l a u s e .

O n t h e o c c a s i o n o f t h e m a t u r i t i e s f o r t h e L o a n o f i s t J u n e a n d i s t D e c e m b e r

1 9 7 8 , t h e B e l g i a n f r a n c w a s , i n t h e o p i n i o n o f t h e G e r m a n F e d e r a l D e b t

A d m i n i s t r a t i o n , t h e " l e a s t d e p r e c i a t e d c u r r e n c y " , a n d t h i s g a v e r i s e t o a s u b s t a n t i a l

u p w a r d a d j u s t m e n t i n t h e a m o u n t s d u e t o b o n d h o l d e r s o f t h e A m e r i c a n , B r i t i s h ,

F r e n c h a n d S w e d i s h i s s u e s o n i s t J u n e 1 9 7 8 , a n d t o a f u r t h e r s m a l l a d j u s t m e n t f o r

b o n d h o l d e r s o f t h e A m e r i c a n i s s u e o n i s t D e c e m b e r 1 9 7 8 .

T h e T r u s t e e , w h i l e w e l c o m i n g t h e d e c i s i o n o f t h e F e d e r a l D e b t A d m i n i s t r a t i o n

t o r e c a l c u l a t e t h e a m o u n t s d u e t o b o n d h o l d e r s a s f r o m i s t J u n e 1 9 7 8 , i s n e v e r t h e l e s s

o f t h e o p i n i o n t h a t a n a d j u s t m e n t s h o u l d a l r e a d y h a v e b e e n m a d e , s o far a s d e

f a c t o d e p r e c i a t i o n s o f c u r r e n c i e s a r e c o n c e r n e d , t o c o m p e n s a t e t h e b o n d h o l d e r s o f



issues whose currency of payment has progressively depreciated in value since 1971.
This question, as well as the wider one of whether de facto appreciations of
currencies should similarly give rise to application of the exchange guarantee, has
been brought to the attention of the governments of the countries in which issues
of the Loan were made and the Trustee has requested them to take the matter
up and do everything to ensure that an appropriate solution is reached.

The question whether the exchange guarantee was applicable in the case of
the revaluations of the Deutsche Mark in 1961 and 1969 was submitted in May 1971
to the court of arbitration provided for in the London Agreement. The final oral
stage of these proceedings took place in March 1979, and the decision of the
Arbitral Tribunal is expected to be delivered before the end of the current year.
The Trustee hopes that this decision will pave the way for resolution of the questions
still outstanding.

The Bank is also Trustee for the assented bonds of the Austrian Government
International Loan 1930, the service of which was carried out in conformity with
the relevant agreements.

The following table shows the position with regard to this Loan:

Austrian Government International Loan 1930.

Issue Currency

Nominal value

Bonds
assented

Bonds redeemed
In respect of

the financial years

1959 to 1977 1978

Balance
after

redemption

American . .

Anglo-Dutch

S w i s s . . . .

$
£

Sw.fr.

1,667,000

856,600

7,102,000

1,524,000

801,700

6,034,000

143,000

54,900

457,000 611,000

4 . T h e B a n k a s D e p o s i t a r y u n d e r t h e t e r m s o f t h e A c t o f P l e d g e c o n c l u d e d w i t h

t h e E u r o p e a n C o a l a n d S t e e l C o m m u n i t y .

T h e f o l l o w i n g t a b l e s h o w s t h e a m o u n t s o u t s t a n d i n g o n t h e s e c u r e d l o a n s

i s s u e d b y t h e E u r o p e a n C o a l a n d S t e e l C o m m u n i t y b e t w e e n 1 9 5 4 a n d 1 9 6 1 f o r

w h i c h t h e B a n k p e r f o r m s t h e f u n c t i o n s o f D e p o s i t a r y i n a c c o r d a n c e w i t h t h e

p r o v i s i o n s o f t h e A c t o f P l e d g e c o n c l u d e d b e t w e e n i t s e l f a n d t h e C o m m u n i t y o n

2 8 t h N o v e m b e r 1 9 5 4 .

D u r i n g t h e financial y e a r 1 9 7 8 - 7 9 t h e a m o u n t s r e c e i v e d b y t h e B a n k f o r t h e

s e r v i c e o f t h e s e c u r e d l o a n s c a m e t o t h e e q u i v a l e n t o f a b o u t 4 m i l l i o n f r a n c s i n

r e s p e c t o f i n t e r e s t a n d a b o u t 35 m i l l i o n f r a n c s i n r e s p e c t o f r e d e m p t i o n . B y t h e

e n d o f t h e financial y e a r t h e t o t a l a m o u n t o u t s t a n d i n g h a d b e e n r e d u c e d t o t h e

e q u i v a l e n t o f a p p r o x i m a t e l y 4 6 m i l l i o n f r a n c s .
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Series
of Se-
cured
Notes

1st

2nd

3rd

4th

5th

6th

7th |

8th |

9th)
10th

11th»

12th/
13th Ì

14th f

15th

16th

Secured loans

Dates
of

issue

1954
1955

1955

1955

1956

1956

1957

1957

1958

1960

1961

1961

Countries
of issue

United States
Belgium

Germany

Luxembourg

Saar

Switzerland

United States

Luxembourg

United States

United States

Luxembourg

Netherlands

of the European Coal and Steel Community.

Lenders

US Government
Caisse Générale

d'Epargne et de
Retraite, Brussels

Westdeutsche
Landesbank
Girozentrale,
Düsseldorf1

Caisse d'Epargne de
l'Etat, Luxembourg

Landesbank Saar
Girozentrale,
Saarbrücken

Public issue
Public issue

Public issue
Bank loans
Etablissement

d'Assurance contre
la Vieillesse et
l'Invalidité,
Luxembourg

Public issue
Public issue

Public issue

Public Issue

Etablissement
d'Assurance contre
la Vieillesse et
l'Invalidité,
Luxembourg

Public issue

Original
amounts of loans

$ 100,000,000

B.fr. 200,000,000

DM 50,000,000
B.fr. 20,000,000
L.fr. 5,000,000

DM 2,977,4502

Sw.fr. 50,000,000

$ 25,000,000

$ 7,000,000
$ 3,000,000

L.fr. 100,000,000

$ 35,000,000
$ 15,000,000
$ 25,000,000

$ 3,300,000
$ 3,300,000
$ 3,400,000

L.fr. 100,000,000
FI. 50,000,000

Amounts
unredeemed

on
1st April 1979

6,600,000

45,600,000

3,970,050
4,560,000

—

-

-

-

-

—

28,329,938

:

3,550,000

—
—

—

45,714,770

9,800,000

Rates
of

interest
%

3'/.

3%

3X
3%
3%

4 / 4

4 / 4

5 / ,

5

5

5%

5

4%
5%

4 %
47.
5

5 / 4

4 / /

Year of
final

matu-
rity or

re-
demp-

tion

1979

1982

1981
1982
1961

1977

1974
1975

1962
1962

1982
1978

1963

1980

1963
1964
1965

1986
1981

1 The original lenders, Rheinische Girozentrale und Provinzialbank and Landesbank für Westfalen Girozentrale,
were merged on 1st January 1969 under the name Westdeutsche Landesbank Girozentrale. - This loan,
which was contracted in French francs, was converted into Deutsche Mark in 1959. The original amount was
350,000,000 old French francs.

5 . T h e B a n k a s A g e n t f o r t h e E u r o p e a n M o n e t a r y C o - o p e r a t i o n F u n d .

T h e B a n k c o n t i n u e d t o p e r f o r m t h e f u n c t i o n s o f A g e n t f o r t h e E u r o p e a n

M o n e t a r y C o - o p e r a t i o n F u n d w h i c h i t h a s b e e n e x e c u t i n g s i n c e i s t J u n e 1 9 7 3 .

T h i s C o m m u n i t y i n s t i t u t i o n w a s s e t u p o n 6 t h A p r i l 1 9 7 3 b y t h e m e m b e r s t a t e s

o f t h e E u r o p e a n E c o n o m i c C o m m u n i t y t o a d m i n i s t e r t h e C o m m u n i t y e x c h a n g e

r a t e , o r " s n a k e " , a r r a n g e m e n t i n t r o d u c e d i n A p r i l 1 9 7 2 a n d t h e r e c i p r o c a l c r e d i t

f a c i l i t i e s a l r e a d y i n e x i s t e n c e o r e s t a b l i s h e d i n c o n n e c t i o n w i t h t h e " s n a k e " . T h e s e

a c t i v i t i e s w e r e e x t e n d e d w i t h t h e c o n c l u s i o n , i n M a r c h a n d A p r i l 1 9 7 6 , o f t h e first

C o m m u n i t y b o r r o w i n g o p e r a t i o n s , t h e a d m i n i s t r a t i o n o f w h i c h w a s e n t r u s t e d t o
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the Fund, and, in particular, with the introduction of the European Monetary
System (EMS) which superseded the "snake" mechanism on 13th March 1979.
Details of the EMS are contained in Chapter VII , pages 144-148.

As the Fund's technical Agent, the Bank performs two main sets of functions:
on the one hand, those connected with the operation of the "snake", the short-
term reciprocal credit facilities and, since March 1979, the European Monetary
System; and, on the other, those relating to the execution of financial operations in
connection with Community borrowing and lending.

In the first case, the Bank's rôle consists principally in the following:

(1) It keeps the Fund's accounts and records therein:

- the debts and claims vis-à-vis the Fund of the EEC central banks
participating in the "snake" arrangement and, since 13th March 1979,
in the EMS, which arise from interventions carried out by those central
banks in member countries' currencies and which are reported to the Agent;

- the immediate or periodic settlement of these very short-term debts and claims.

During the financial year 1978-79 the number and volume of accounting
operations varied considerably in line with the situation on the foreign exchange
markets of the EEC countries participating in the "snake". The last debts and claims
in connection with this arrangement were settled at the end of May 1979.

Operations carried out in the context of the short-term monetary support
arrangements are also entered in the Fund's books; operations of this kind were
effected in connection with the monetary support received by the Bank of Italy
between March and December 1974; they subsequently disappeared from the
accounts when this short-term credit was consolidated into medium-term financial
assistance, which was repaid in full in the autumn of 1978.

(2) Under the EMS the Bank carries out operations associated with the creation,
utilisation and remuneration of European Currency Units (ECUs), namely:

- concluding, in the name and for the account of the Fund, swap operations
with each of the EEC central banks participating in the new exchange
rate mechanism, involving, on the spot side, the transfer of ECUs to
the institutions in question against the transfer by them of 20 per cent, of
their gross gold and dollar reserves. These swap operations are renewable
every three months, when the necessary adjustments will be made, firstly, to
ensure that each central bank's contribution to the Fund continues to
represent at least 20 per cent, of its gross gold and dollar reserve holdings
immediately prior to the renewal date and, secondly, in order to take
account of changes in the price of gold or in dollar rates ;

- in the name of the Fund, entrusting the respective central banks with
the management of the gold and dollar assets they have transferred to the
Fund;
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- effecting transfers of ECUs between the central banks' "ECU reserves"
accounts, in particular in respect of the settlement of debts and claims
arising from interventions under the EMS exchange rate mechanism and
of the payment of interest calculated on the central banks' net positions
in ECUs.

In its function as Agent of the Fund for the administration of borrowing
and lending operations concluded by the Community in accordance with the
Regulations adopted by the Council of the European Communities in February
1975, the Bank is responsible principally for the following tasks:

- carrying out payments connected with these borrowing and lending operations;

- opening the necessary accounts in the Fund's books and recording such
financial operations;

- keeping a check on the due dates laid down in the borrowing and lending
contracts for the payment of interest and repayment of the principal;

- informing the Commission of the European Communities of the operations
carried out for the account of the EEC.

The payments mentioned above are effected through the accounts which the
Fund has opened in its name at the Bank; the accounts in question are, however,
merely transit accounts, as the sums received by the Fund under borrowing
arrangements entered into by the Community are transferred on the same value
date to the account specified by the central bank of the country receiving the
corresponding loan.

During the financial year 1978-79 the financial operations carried out by the
Bank in its capacity as Agent for the Fund related solely to the payment of interest
and commission. At 31st March 1979 it was administering a total of seven loan
operations, amounting to USf 1.6 billion and D M 0.5 billion, approximately five-
sixths of the proceeds of which had been lent to Italy and the remainder to Ireland.
All the borrowing and corresponding lending contracts carry a fixed rate of interest
varying between 7% and 8% per cent, according to the term of the loan (over
five years on average), the currency of issue and the date of conclusion of the
contract.

6. Termination of the OECD Exchange Guarantee Agreement.

The Agreement concerning an Exchange Guarantee, in which eighteen member
central banks of the Organisation for Economic Co-operation and Development
participated, came into force on ist January 1973, immediately following the
termination of the European Monetary Agreement. Its purpose was to provide for
an exchange guarantee to cover amounts held as working balances by a central bank
on account with another participating central bank in the latter's national currency.
The Agreement was established for an initial period of three years and was
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operated by the O E C D . A Commit tee for Monetary and Foreign Exchange

Matters was set up to supervise its implementat ion and the Bank acted as Agent in

connection wi th its application.

D u r i n g the first three years of the Agreement ' s existence there was only one

occasion on which compensation payments were made, owing to the devaluation

of a number of currencies in February 1973. As a result of a general review of

the Agreement in 1975 it was concluded that the arrangements had little practical

value under the system of floating rates, bu t it was decided to p ro long the Agreement

for a period of three years, from is t January 1976 to 31st December 1978. T h e

meetings of the Committee for Monetary and Foreign Exchange Matters were held

on an ad hoc basis.

T h e Agreement was never activated during this period and it was decided to

terminate it on 31st December 1978. T h e participating central banks agreed that

any balances outs tanding under the arrangements were to be settled wi thou t

compensation.

With the termination of the Exchange Guarantee Agreement the Bank's

functions as Agent also came to an end.

7. N e t profits and their distribution.

T h e accounts for the forty-ninth financial year ended 31st March 1979 show

a net operating surplus of 222,292,209 francs, compared wi th 204,477,506 francs

for the preceding financial year and 175,776,466 francs for the financial year

1976-77. The increase recorded in the year under review reflects the considerably

greater volume of the Bank's operations dur ing this period, partially offset by a

rise in the level of the Bank's costs of administration.

The Board of Directors has decided to transfer 1,716,058 francs to the

Provision for Exceptional Costs of Administrat ion. As a result of this transfer the

net profit amounts to 220,576,151 francs, against 191,050,134 francs for the previous

financial year and 167,920,050 francs for the financial year 1976-77. T h e allocation

of the net profit is governed by Article 51 of the Statutes.

O n the basis of this Article, the Board of Directors recommends that the

net profit of 220,576,151 francs be applied by the General Meet ing in the following

manner :

(i) an amount of 79,576,151 francs in payment of a dividend of n o Swiss francs

per share;

(ii) an amount of 56,400,000 francs to be transferred to the General Reserve

F u n d ;

(iii) an amount of 8,000,000 francs to be transferred to the Special Div idend

Reserve F u n d ; and finally



(iv) an amount of 76,600,000 francs, representing the remainder of the available
net profit, to be transferred to the Free Reserve Fund. This Fund can be
used by the Board of Directors for any purpose which is in conformity with
the Statutes.

The increase in the gold franc amount of the dividend this year as compared
with last year reflects the appreciation of the Swiss franc in terms of gold francs.

If the above proposals are accepted, the dividend will be paid on ist July 1979
to the shareholders whose names are contained in the Bank's share register on
20th June 1979.

The Balance Sheet, the Profit and Loss Account, and a summary statement
showing the movement during the financial year on the Provision for Building
Purposes will be found at the end of this Report. The Bank's accounts have been
audited by Messrs. Price Waterhouse & Co., Zurich, who have confirmed that the
Balance Sheet and the Profit and Loss Account, including the notes thereon, give,
on the basis described in Note 1, a true and fair view of the state of the Bank's
affairs at 31st March 1979 and of its profit for the year ended on that date. Messrs.
Price Waterhouse & Co.'s report is appended at the foot of the Balance Sheet.

8. Changes in the Board of Directors and in the Management.

On 16th January 1979 the Bank suffered a grievous loss in the death of
M. Henri Deroy. M. Deroy had been a member of the Board for nearly thirty-
one years and had served as its Vice-Chairman since ist November 1970. At the
meeting of the Board held on 13 th February 1979 the Chairman recalled M. Deroy's
remarkable professional and human qualities and his outstanding contribution to
the work of the Bank throughout an exceptionally long term of office.

Baron Ansiaux, whose mandate as a member of the Board was due to expire
on 7th August 1978, was re-appointed under Article 27(2) of the Statutes by
M. de Strycker, Governor of the National Bank of Belgium, at the meeting of the
Board held on n t h July 1978.

At the same meeting the Chairman announced that Dr. Mario Ercolani would
soon relinquish his appointment as Alternate to Prof. Baffi. The Chairman expressed
the Bank's appreciation of Dr. Ercolani's valuable services.

The mandate of Dr. Antonino Occhiuto as a member of the Board was due
to expire on 7th November 1978. He was re-appointed under Article 27(2) of the
Statutes by Prof. Baffi, Governor of the Bank of Italy, at the meeting of the
Board held on 12th September 1978.

The Chairman informed the Board at the same meeting that Prof. Baffi had
appointed Dr. Mario Sarcinelli to act as his Alternate in place of Dr. Ercolani.
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In December 1978 Dr. Johann Schöllhorn, whose mandate as a member of
the Board was due to expire on 31st December 1978, was re-appointed under
Article 27(2) of the Statutes by Dr. Emminger, President of the Deutsche Bundesbank.

The mandate of Dr. Jelle Zijlstra, who had been elected to the Board under
Article 27(3) of the Statutes, was due to expire on 31st March 1979. He was
re-elected at the meeting of the Board held on 13th March 1979.

At the same meeting Lord O'Brien of Lothbury was elected Vice-Chairman
of the Board for a period of three years from ist March 1979 to the end of
February 1982.

The sudden death of Mr. Dennis H. Stapleton on n t h October 1978
represented a great loss for the Bank. Mr. Stapleton, who had joined the Bank's
Legal Service in July 1950, had been promoted to the rank of Deputy Manager on
ist December 1968 and given responsibility for the administrative work of the
Bank. He had also been accorded the personal title of Deputy Secretary General
on ist January 1973. A tribute to Mr. Stapleton Y very valuable and faithful
services to the Bank was paid to him by the Chairman at the meeting of the
Board held on 14th November 1978.

Dr. Antonio d'Aroma, who had been Secretary General of the Bank from
ist January 1962 until 31st December 1974, Assistant General Manager from ist
January 1975 until 31st December 1977 and Special Counsellor since ist January
1978, retired at the end of September 1978. At the meeting of the Board held on
12th September 1978 the Chairman expressed to Dr. d'Aroma the gratitude of all
members of the Board and their sincere appreciation of the outstanding qualities
that he had shown in carrying out his important functions.

On 30th June 1978 M. Charles Altenhoff, Assistant Manager in the Banking
Department, retired after almost twenty-four years of valuable and devoted service.

The Chairman announced at the Board meeting held on 13th March 1979
that the Bank had decided to promote Herr J. Mix and Dr. H.W. Mayer to the
rank of Assistant Manager as from ist April 1979.

It was with deep regret that the Bank learned of the death of Dr. Antonio
Rainoni on 7th December 1978. Dr. Rainoni, who had joined the Bank in 1946,
had been a Manager in the Monetary and Economic Department from 1965 until
his retirement in 1976.
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C O N C L U S I O N .

H i s t o r i c a l a n a l o g i e s c a n b e a use fu l d e v i c e f o r o r g a n i s i n g a d i s c u s s i o n o f

p o l i c y p r o b l e m s , p r o v i d e d t h a t t h e y a r e n o t p u s h e d t o t h e p o i n t o f b e c o m i n g

m i s l e a d i n g . T h i s is a p r i n c i p l e w o r t h b e a r i n g i n m i n d w h e n t h e r e is a s t r o n g

t e m p t a t i o n t o d r a w a n a l o g i e s b e t w e e n t h e s p r i n g o f 1979 a n d t h e w i n t e r o f

1 9 7 3 - 7 4 . T h e p r i c e o f o i l h a s b e e n r a i s e d s u b s t a n t i a l l y ; p r i c e s o f i n d u s t r i a l r a w

m a t e r i a l s , e x p r e s s e d i n d o l l a r s , h a v e i n c r e a s e d b y m o r e t h a n o n e - t h i r d i n t h e s p a c e

o f a y e a r ; as a r e su l t , t h e t e r m s o f t r a d e o f i n d u s t r i a l c o u n t r i e s h a v e d e t e r i o r a t e d

a n d t h e i r d o m e s t i c in f l a t ion h a s a c c e l e r a t e d ; a n d , l a s t b u t n o t leas t , w e h a v e j u s t

e m e r g e d f r o m a p e r i o d o f a c u t e c u r r e n c y u n r e s t .

B u t t h e differences a r e still g r e a t . I n 1979 t h e w e s t e r n i n d u s t r i a l w o r l d is n o t

s t a n d i n g a t t h e e n d o f a l o n g p e r i o d o f fas t e x p a n s i o n c u l m i n a t i n g i n a s y n c h r o n i s e d

cycl ical b o o m ; o n t h e c o n t r a r y , m a n y c o u n t r i e s h a v e a s e r i o u s u n e m p l o y m e n t

p r o b l e m . A s f o r t h e i n t e r n a t i o n a l e c o n o m y , t h e p a t t e r n o f e x t e r n a l p a y m e n t s h a s

r e c e n t l y b e g u n t o m o v e i n t h e r i g h t d i r e c t i o n , a n d m a n y l a r g e i n d u s t r i a l c o u n t r i e s

a r e i n a m u c h b e t t e r p o s i t i o n t o c o n f r o n t t h e b a l a n c e - o f - p a y m e n t s c o n s e q u e n c e s

of a n O P E C s u r p l u s t h a n t h e y w e r e i n 1974. M o r e o v e r , w e n o w k n o w f r o m

e x p e r i e n c e t h a t e v e n l a r g e c u r r e n t - a c c o u n t i m b a l a n c e s c a n b e financed w i t h o u t

t o o m u c h t r o u b l e b y t h e i n t e r n a t i o n a l b a n k i n g s y s t e m . O n t h e o t h e r h a n d , t h e

p o s i t i o n o f t h e U S b a l a n c e o f p a y m e n t s is m o r e p r e c a r i o u s i n 1979 t h a n i t w a s i n

1973-74 -

H o w e v e r , d e s p i t e t h e s e m a r k e d differences b e t w e e n 1979 a n d 1 9 7 3 - 7 4 , a

c o m p a r i s o n is jus t i f ied b y t h e fact t h a t i n b o t h p e r i o d s t h e fast i n c r e a s e i n i m p o r t

p r i c e s a n d t h e d e t e r i o r a t i o n i n t e r m s o f t r a d e s u b j e c t e d i n d u s t r i a l c o u n t r i e s

s i m u l t a n e o u s l y t o i n f l a t i ona ry p r e s s u r e s ( in t e r m s o f c o s t s ) , de f l a t i ona ry i m p u l s e s

( in t e r m s o f d e m a n d ) a n d a l o s s o f real i n c o m e , a l t h o u g h i n 1979 all t h e s e

in f luences h a v e s o far b e e n m u c h w e a k e r t h a n i n 1 9 7 3 - 7 4 , as h a v e i n f l a t i o n a r y

t e n d e n c i e s o f d o m e s t i c o r i g i n — w i t h t h e s ign i f ican t e x c e p t i o n o f t h e U n i t e d S ta t e s .

T h e u p s u r g e o f c o m m o d i t y p r i c e s a p p e a r s t o b e d u e t o t h e a c c e l e r a t i o n o f g r o w t h

i n s o m e E u r o p e a n c o u n t r i e s a t a t i m e w h e n a s t r o n g U S e c o n o m y h a d a l r e a d y

b o o s t e d d e m a n d fo r i n d u s t r i a l r a w m a t e r i a l s . T h e i n c r e a s e i n t h e p r i c e o f o i l is o f

c o u r s e l a r g e l y a s c r i b a b l e t o t h e " e x t e r n a l s h o c k s " p r o d u c e d b y t h e c u t i n I r a n i a n

s u p p l i e s a n d t h e h a r d w i n t e r , w h i c h h a v e a g a i n d e m o n s t r a t e d h o w v u l n e r a b l e t h e

i n d u s t r i a l w o r l d is m a d e b y r e l y i n g s o h e a v i l y o n i m p o r t e d oil f o r i t s e n e r g y

s u p p l i e s .

T h e r e v i v a l o f E u r o p e a n g r o w t h c o m i n g o n t o p o f t h e e x p a n s i o n i n N o r t h

A m e r i c a a n d J a p a n is still a far c ry f r o m t h e s y n c h r o n i s e d b o o m w h i c h o c c u r r e d

i n 1 9 7 2 - 7 3 . N e v e r t h e l e s s , t h e w e s t e r n w o r l d is n o w f a c i n g p o l i c y p r o b l e m s w h i c h ,

t h o u g h o n a s m a l l e r sca le , a r e n o t u n l i k e t h o s e s t e m m i n g f r o m t h e 1 9 7 3 - 7 4 oil

cr is is , a n d th i s i n a n e n v i r o n m e n t w h e r e i n f l a t i o n a r y e x p e c t a t i o n s h a v e s u r v i v e d a

l e n g t h y p e r i o d o f l e ss - than- fu l l e m p l o y m e n t , w h e r e t h e a c c e l e r a t i o n o f E u r o p e a n
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growth is very recent and therefore not yet fully confirmed, and where the current
account of the major reserve-currency country is still in deficit.

Perhaps the best way of illustrating the international policy dilemma is to
outline two extreme scenarios for possible developments in the near future.

In the optimistic scenario the cyclical upswing in the United States dies a
natural and gentle death — this is the assumption of a "soft landing". Or we may
even assume, more realistically, that the US economy turns into a mild recession.
The effects of this on the domestic price level would be felt only gradually; but
its impact on the US trade balance and on international commodity prices would
be almost instantaneous. The downturn might even have a soothing influence on
the effective oil price. These external influences are, in turn, likely to have two
important consequences. On the one hand, they would consolidate the dollar's
recovery and put an end — certainly for the time being — to attempts to diversify
out of the dollar. On the other hand, the tailing-off of the commodity and oil boom
would alleviate inflationary pressures of external origin on the rest of the western
world and particularly, it is to be hoped, on Germany and Japan — although this
dampening effect on import prices might, of course, be partially offset by the
persistent strength of the dollar. On balance, both these major countries, which
have followed strongly anti-inflationary policies, would feel less inhibited about
allowing domestic demand to expand. In highly simplified terms, US-induced
world inflation would not "crowd out" Japanese and German growth. By the
same token, however, these countries would have to bear a greater responsibility
in underwriting a continuation of their expansion. This would be the best of all
possible worlds: world inflation would abate, the balance-of-payments adjustment
process would not be jeopardised, exchange markets could be kept calm and
growth in the western industrial world as a whole would continue at a moderate
rate.

In the pessimistic scenario the central assumption is that the cyclical upswing
in the United States degenerates into a genuinely "overheated" inflationary boom.
On this assumption, domestic prices could be expected to continue rising at a
fast pace, the international commodity and oil price boom would persist and the
improvement in the US current account would come to a halt or even be reversed.
The renewed weakness of the dollar might to some extent insulate the countries
with appreciating currencies from the rising dollar prices of commodities. But it
is unlikely that such insulation would be fully effective in a climate of world inflation.
These countries — especially Japan and Germany — would therefore intensify their
restrictive measures in order to prevent the external inflationary impulses from being
passed on to the domestic price system, and in so doing they would slow down
their own domestic expansion. Japanese and German growth would thus be
"crowded out" by US inflation, so that the process of external adjustment which
started about a year ago would tend to be reversed. This would be the worst of
all possible worlds: renewed currency unrest and international inflation culminating,
with the collapse of the protracted US inflationary boom, in a major world recession.

Needless to say, neither of these extreme scenarios is likely to be realised, and,
given the unpredictability of short-term cyclical developments in a world that is
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increasingly subject to "external shocks", it would even be hard to speculate
about whether the actual outcome will more closely resemble the first or the
second scenario, or whether it will simply combine elements of both. The only
merit of this scenario-building exercise is to direct the attention of policy-makers
to the desirability of the optimistic scenario and the dangers inherent in the
pessimistic one. What should be done to prevent the world from drifting towards
the latter rather than evolving towards the former?

Firstly, western countries should apply a radical policy of reducing oil
imports. As was pointed out in last year's Annual Report, this could be effected
through general energy-saving measures, the development of domestic oil production
or the substitution of other forms of energy for oil. Given the size and urgency
of the problem, all three routes will probably have to be followed. It would not
matter that much if the results were forthcoming only in the medium or long run.
The mere fact of policy action being taken right away, and being seen to be taken,
could have short-term effects on the supply and hence on the price of oil.

Secondly, it is of paramount importance that in the absence of unambiguous
signs of a cyclical cooling-off in the United States, i.e. in the absence of the
"natural death" evoked above, the burden of restrictive measures should fall much
more heavily on the United States than on the traditional surplus countries. It is
true that US monetary policy has taken a more restrictive stance since last autumn,
and this has probably contributed to the strength of the dollar since the turn of
the year. But can it be regarded as sufficiently restrictive in an economy where
domestic inflation is accelerating? After all, real interest rates are only barely
positive in the United States, while they are quite high in a number of other
industrial countries. And can US fiscal policy be considered sufficiently restrictive
when at the height of a cyclical boom the Government is still running a deficit —
though admittedly a much reduced one?

If by a combination of good fortune and the correct policies the world were
to steer closer to the optimistic than to the pessimistic scenario, this would provide
a welcome framework for dealing with most of the outstanding international monetary
problems raised in the main body of this Report: the interrelated problems of the
rapid growth of official foreign exchange reserves and the borrowers' market
for international bank lending; the consolidation and further development of the
EMS; and the "dollar overhang" and official reserves diversification. On the
other hand, all these problems could become intractable if the world approached
a situation bearing the main features of the pessimistic scenario.

To take, first of all, the interconnected problems of international reserve
growth and the borrowers' market for international bank lending, it seems likely,
as has been suggested in Chapter VII, that a radical improvement in the US
balance of payments, as implied in the optimistic scenario, would be both a
necessary and a largely sufficient condition for their resolution. If the US current
account were to improve to the point of running a surplus large enough to offset
the outflow of net direct investment, the net reserve position of the rest of the
world would cease to improve — except for the small increase caused by the SDR
allocations. If, moreover, US monetary policy remained tight enough to discourage



external lending by US banks, the creation of gross reserves would probably also
slow down substantially. Indeed, the simultaneous improvement in the US current
and capital accounts would, in addition, temper the borrowers' bias in the Euro-
dollar sector of international bank lending. This would happen for two reasons:
first, all other things being equal, the turn-around in the US current account would
increase the financing need of the rest of the world and, secondly, the reserve
losses incurred outside the United States would tend to mop up excess liquidity and
reduce incentives for external lending by the banks of the surplus countries.

As for the EMS, its first months of operation have undoubtedly been helped
by the greater calm in exchange markets and, in particular, by the reversal of
speculative capital flows out of the strong currencies and back into the dollar.
Anything approaching the optimistic scenario would create a beneficial environment
for further progress, while a renewed dollar crisis would be most likely to put a
strain on the structure of intra-European exchange rates.

However, consolidation and further progress within the EMS require more
than the mere absence of a new dollar crisis. They require, firstly, that whatever
changes in central rates become unavoidable as a result of the divergent trends in
the countries participating in the EMS exchange rate mechanism should be decided
upon and carried out swiftly and smoothly and, if possible, without giving a
one-way option to speculators. The more recent history of the now defunct "snake"
makes encouraging reading in this respect. But it must be realised that there are
obstacles in the way of such decisions which can be overcome only with a
combination of political will, technical skill and good luck.

The proper functioning of the EMS requires, secondly, the implementation
of policies leading to a stabilisation of exchange rates. In the shorter run, monetary
policy may certainly play a useful rôle in this respect, since interest rate differentials
have proved themselves quite capable of offsetting the impact on exchange rates
of differences in inflation rates. But it would be an illusion to believe that interest
rate differentials can stabilise exchange rates in the longer run. Moreover, recent
experience with monetary targeting in countries with an advanced and complex
financial structure such as the United States shows that it would be equally
dangerous to believe that the setting of comparable targets for monetary
aggregates — even if this were politically feasible — would in itself be sufficient to
produce an adequate convergence of inflation rates and lead at thé same time to
stable exchange rates. The co-ordination of policies should in fact cover much
broader areas than the limited one of monetary policy.

Last but not least, the world needs something approaching the optimistic
scenario if gradual solutions are to be found to the problems raised by the dollar
overhang and, in particular, by the trend towards the diversification of official
foreign exchange assets away from the dollar.

On the broadest possible definition, the dollar overhang reflects the desire
of US and foreign holders of dollar-denominated financial assets to diversify their
portfolios into assets denominated in other currencies. This desire has come about
partly as a natural result of the gradual decline in the relative weight of the
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United States in the world economy in terms of gross national product, trade and
financial markets — a relative decline which is simply the counterpart of the
relative increase in thè importance of Japan, Germany and other major countries.
The urge tó diversify has been strengthened by the currency unrest and the
depreciation of the dollar in relation to other reserve currencies. Official reserve
diversification is only a special case of this more general problem. Central banks
have been adjusting the currency composition of their foreign exchange holdings
to that of their country's external debt and to the currency pattern of their foreign
trade as well as for reasons of prudent portfolio management. There are clear signs
of a trend in this direction, at least in the case of those central banks that did not
acquire dollar balances as part of a deliberate policy of supporting the dollar rate.
The trend may become more pronounced if the US authorities decide to build up
their foreign exchange reserves — since, by definition, they will have to hold these
reserves in currencies other than the dollar.

This development raises some thorny long-run issues concerning the fate of
our international monetary arrangements. The most important of these is whether
the natural drift towards a multiple reserve-currency system should be regarded as
desirable, or whether it would be preferable to replace official dollar holdings by
SDRs. There is no easy answer to this question, first because it obviously does
not depend solely on what is desirable, but also on what is practicable, secondly
because one solution need not necessarily exclude the other, and thirdly because
when assessing the desirability of either of these two courses of action the basis
of comparison is not a well-functioning single reserve-currency system, but a poorly
managed one already comprising both de facto elements of a multiple reserve-
currency system and SDRs.

Whatever the answer may be, one thing stands out quite clearly at this
juncture: neither the broad problem of the dollar overhang nor the more narrowly
defined one of official reserve diversification can be satisfactorily resolved unless
confidence in the dollar is restored on a durable basis. This statement has two
implications. First, that a US inflation rate markedly higher than that of the other
major industrial countries would be bound to speed up the long-run trend of
diversification out of dollars. Secondly, that a large and persistent US current-
account deficit, aggravated by capital outflows, would add a "flow" problem to
the "stock" problem of dollar holdings by non-residents. Diversification at such
a speed and on such a scale would become unmanageable. No institutional tricks
could be devised to handle the situation, and there would simply be no option left
but to accept the anarchic development of new reserve centres, which would be
in nobody's interest.

Any further improvement in the US balance of payments would undoubtedly
raise policy problems for other western countries. They would not be able to
fight inflation by relying on the appreciation of their currencies against the dollar;
at the same time they would have to follow policies which would help, rather
than hinder, the international adjustment process. This might turn out to be a
difficult task in the presence of a strengthening OPEC surplus. On balance,
nevertheless, a repetition of the 1978 dollar crisis would have immediately
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disruptive effects far outweighing the difficulties that would have to be faced as
a result of renewed confidence in the dollar.

The broad conclusion of this Report can thus be summed up in two points.
First, both for the sake of less inflationary world growth and to help resolve some
of the outstanding problems of the international monetary system, the world needs
a further improvement in the US balance of payments. And secondly, such an
improvement, if and when it becomes apparent, imposes a duty on the strong-
currency countries to conduct policies that will make the change in the US external
accounts, and the implied cooling-off of the US economy, tolerable both for
themselves and for the rest of the world. This is a challenging task for policy co-
ordination among western industrial countries, the chances of which may perhaps
look dim in the light of past experience. But what is the alternative?

RENÉ LARRE

General Manager



BALANCE SHEET AND PROFIT AND LOSS ACCOUNT

AT 31st MARCH 1979



BALANCE SHEET
ASSETS (Before and after

G o l d

Gold francs
4,986,630,778

Cash on hand and on sight account with banks 93,015,952

Treasury bills 1,284,678,208

Time deposits and advances
Not exceeding 3 months
Over 3 months

34,434,042,155
24,242,827,905

58,676,870,060

Securities at term
Not exceeding 3 months
Over 3 months

1,773,808,116
2,483,989,919

Miscellaneous

4,257,798,035

1,109,621,163

Land, buildings and equipment
70,408,614,197

Note 1: The gold franc Is the equivalent of 0.290 322 58.. . grammes fine gold — Article 4 of the
Statutes. Assets and liabilities In US dollars are converted on the basis of 1 gold franc =
US $ 0.394 1. . . ; all other items In currencies are converted at central or market rates against
the US dollar.

Note 2: At 31st March 1979, gold payable against currencies on forward contracts amounted to
325,834,663 gold francs.



AT 31st MARCH 1979
allocation of the year's Net Profit) LIABILITIES

Before allocation

Gold francs
C a p i t a l

Authorised: 600,000 shares, each of 2,500 gold francs . . . 1,500,000,000

Issued: 481,125 shares 1,202,812,500

of which 25% paid up ~. ~. 77. 300,703,125

Reserves
Legal Reserve Fund . . . 30,070,313
General Reserve Fund 519,847,193
Special Dividend Reserve Fund 75,175,781
Free Reserve Fund 567.118,200

1,192,211,487

Deposits (gold)
Central banks

Sight 3,907,620,845
Not exceeding 3 months 49,449,781
Over 3 months 8,611,110

Other depositors
Sight 33,082,685

3,998,764,421

Deposits (currencies)
Central banks

Sight 855,352,936
Not exceeding 3 months 48,412,926,736
Over 3 months 12,555,564,510

Other depositors
Sight . . . 72,359,383
Not exceeding 3 months 384,774,237
Over 3 months 1,687,253,833

63,968,231,635

Miscellaneous ... 728,127,37s

Profit and Loss Account 220,576,151

Dividend payable on 1st July 1979 -

70,408,614,197

After allocation

Gold francs

300,703,125

30,070,313
376,247,193

83,175,781
643,718,200

1,333,211,487

3,998,764,421

63,968,231,635

728,127,378

79,576,151

70,408,614,197

REPORT OF THE AUDITORS TO THE BOARD OF DIRECTORS AND TO THE GENERAL MEETING OF THE BANK FOR
INTERNATIONAL SETTLEMENTS, BASLE

In our opinion the Balance Sheet and the Profit and Loss Account, including the notes thereon, give, on the basis described in
Note 1, a true and fair view of the state of the Bank's affairs at 31st March 1979 and of its profit for the year ended on that date.
We have obtained all the information and explanations which we have required. The Bank has kept proper books, and the Balance
Sheet and the Profit and Loss Account are in agreement with them and with the information and explanations given us.

Zurich, 30th April 1979 PRICE WATERH0USE4C0.



PROFIT AND LOSS ACCOUNT
for the financial year ended 31st March 1979

Gold francs

Net interest and other income 297,308,044

Less: Costs of administration:
Board of Directors 843,503
Management and Staff 53,069,564
Office and other expenses 21,182,768 75,095,835

Net operating surplus 222,292,209

Less: Amount transferred to Provision for Exceptional Costs of
Administration i,7i6,058

Net Profit for the financial year ended 31st March 1979 220,576,151

The Board of Directors recommends to the Annual General Meeting
that the Net Profit should be allocated in accordance with Article 51
of the Statutes as follows:

Dividend: 110 Swiss francs per share on 481,125 shares 79,576,151
141,000,000

Transfer to General Reserve Fund 66,400,000
84,600,000

Transfer to Special Dividend Reserve Fund 8,000,000
76,600,000

Transfer to Free Reserve Fund 76,600,000

Movement on the Provision for Building Purposes
during the financial year ended 31st March 1979

Gold francs

Balance at 1st April 1978 24,932,478

Add: Exchange difference 2,843,833
27,776,311

Less: Amortisation of expenditure incurred 18,755,841

Balance at 31st March 1979, incorporated in Miscellaneous (Liabilities) 9,020,470
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