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FORTY-SEVENTH ANNUAL REPORT

submitted to the
ANNUAL GENERAL MEETING
of the
BANK FOR INTERNATIONAL SETTLEMENTS
held in

Basle on 13th June 1977

Ladies and Gentlemen,

I have the honour to submit herewith the forty-seventh Annual Report of the
Bank fot International Settlements for the financial year which began on 1st April 1976
and ended on 31st March 1977.

After transfer of 2,856,416 gold francs to the Provision for Exceptional Costs
of Administration and §,000,000 gold francs to the Provision for Building Purposes,
the net profit for the year amounted to 167,920,050 gold francs, compared with
178,876,749 gold francs for the preceding year and 182,063,281 gold francs for the
financial year 1974-7s. '

The Board of Directors recommends that, in application of Article st of the
Bank’s Statutes, the present General Meeting should apply the sum of 47,920,050 gold
francs in payment of a dividend of 100 Swiss francs per shate,

The Board further recommends that 48,000,000 gold francs be transferred to
the General Reserve Fund, and the remainder of 72,000,000 gold francs to the Free
Reserve Fund. :

If these proposéls are approved, the Bank’s dividend for the financial year
1976~77 will be payable to shareholders on 15t July 1977.



Chapter I introduces the Report with a btief survey of the main economic
events of 1976 and early 1977 and presents an analysis of current policy issues in the
western industtialised world. On the domestic side Chapter II looks in more detail
at the course of economic recovery over the past year, while Chapter IIT examines
the twin problems of inflation and nnemployment. Chapter IV analyses developments
in the industrial countries’ domestic credit and capital markets, as well as the evolution
of their monetary policies. On the international side Chapter V, besides describing
last year’s trade and payments relationships, takes a look at wotld payments imbalances
since the oil ptice increases and their implications for the adjustment process. In
Chapter VI an account is given of international credit and capital markets in 1976,
together with an assessment of the risks for the banking system arising out of the
rapid growth of its international lending. Chapter VII examines the course of
exchange rates, the question of managed floating, gold and international liquidity,
Chapter VIII deals with the Bank’s activities during the financial year, the Balance
Sheet and the financial results.



L. ECONOMIC DEVELOPMENTS AND
POLICY ISSUES.

The economic scene over the past year presented a picture of kaleidoscopic
change. Both domestically and in the international economy encouraging
developments emerged side by side with others that give cause for concern. This
mixed picture makes it mote than usually difficult to assess the significance of
rapidly shifting business indicators, balance-of-payments statistics, reserve positions
and exchange rates.

_ As a resuit, almost every major development has lent itself to contrasting
interpretations, pessimistic or optimistic. The speed of the recovery has slowed
down; but is this not the surest way of achieving sustainable, non-inflationary
growth in the long run? Moreover, has last summer’s pause in activity not given
way since the winter to renewed expansion in some leading countries? The rate
of inflation has remained on the average disturbingly high; but some countries
have been more successful in fighting inflation than they themselves had expected,
while others have taken determined measures in that direction. Imbalances in
international payments have persisted; but some significant adjustment has
nevertheless taken place. The eatlier part of 1976 witnessed major exchange rate
changes; in contrast, the winter of 1976—77 proved remarkably calm. The
involvement of the private banking system in the financing of external deficits has
given tise to justifiable worries; but how else could the oil deficits have been
financed so expeditiously and on such a scale? Finally, in view of the absence of
any hard and fast rules governing adjustment, our present international monetary
arrangements may well deserve to be desctibed as a non-system; yet not only has inter-
national trade #of broken down, but it even registered a healthy expansion in 1976,

This Report will, of course, give a detailed description of evenis in 1976
and early 1977, especially in the field of monetary and financial developments. It
will also attempt to give as objective an account as possible of the contrasting views
on their interpretation and on the policy conclusions that can be drawn, But it will
not refrain from taking sides in the debate; on the contrary, it will try to evaluate
the many changes that have occurred in the western industrial countries since last
year, for better or worse.

This evaluation is presented in broad outline in this introductory chapter,
while the summary of the general policy recommendations has been left to the
Conclusion.

Positive developments on the international scene.

Despite appearances, most of the better news concerns the international scene:
to some extent the working of the adjustment process, but much more so the
financing of the continuing imbalances on current account.
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Admittedly, the total of world payments imbalances, as measured by the
sum of individual current-account sutpluses and deficits, remained as substantial
in 1976 as in the previous year, and therefore only 2 little lower than during the
record year of 1974. This was due both to the persistence (and the slight worsening)
of the global oil disequilibtium, and to imbalances between the non-oil industrial
countties and the LDCs. But there have been some favourable shifts in the
positions of majot individual economies. Paradoxical as it may seem, the most
impottant of these concerns the United States, which is at present running a
current-account deficit and thus carrying part of the global oil deficit — to which,
of course, the dramatic expansion in US imports of oil substantially contributed. At
the same time, Germany’s current-account surplus, though still large in absolute
figures, has become relatively small in relation to its gross national product, and
~might well decline furthet in 1977. The United Kingdom has taken drastic measures
to reduce its external deficit, and these, together with the coming on stream of the
Notth Sea oil fields, are expected to yield results some time during the current
year. The French trade figures have begun to improve significantly., Among the
latger LDCs, India and Atgentina registered surpluses in 1976, while Asia as a
whole (even excluding Japan) did better than in 1975. Yugoslavia turned its
current-account deficit into surplus, and many Comecon countries have reduced
their deficits,

There remain, of course, ample grounds for concern. Firstly regarding the
possible size of this year’s US cutrent-account deficit. While in the present
circumstances such a deficit conttibutes to world recovery and facilitates the
adjustment process elsewhere, it is in no one’s interest that it should reach excessive
proportions or become lasting. It would be a2 grave mistake to believe, merely
because the dollar floats, that the state and the structure of the US balance of
payments simply do not matter, A deep US current-account deficit, even if it
were offset by capital imports, could not be a permanent arrangement; and much
less so since in fact it is not. Secondly, it has become evident that, with oil prices
at their current level and in the absence of drastic energy economies, the oil
imbalance will not disappear. Thirdly, the large movements in exchange rates which
have occutred since the beginning of floating have so far produced comparatively
limited balance-of-payments adjustment. Finally, the deficits being run by the
Mediterranean countries have reached record levels, and seem in tnany cases to be
remarkably intractable. All this has to be acknowledged; but at the same time the
examples quoted above suggest that a reversal of individual extetnal imbalances is
quite possible, provided countries are ready to embark upon apptoptiate and
complementary adjustment policies.

Even more encouragingly, adequate funds have been forthcoming from both
ptivate and official sources to finance most of the deficits within the OECD area
as well as among the non-oil LDCs. Experience has confirmed — not unexpectedly
— that the overall supply of funds could adjust itself to the demand emanating
from deficit countries. In a global sense, there has been no shortage of international
liquidity. Again, this is not to deny that the accumulation of debt may leave some
. countries with an excessive burden of debt servicing. Nor should the potential
problems raised by the substantial involvement of the private banking system in
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balance-of-payments financing be overlooked. There is the problem of the risks
that have to be assumed by individual banks; there is also the question whether
the adjustment process is best served by this kind of financing. The imposing of
conditions is an essential part of the adjustment process, and it is uncertain, to
say the least, whether individual private banks are in a position to play the game
of conditional lending as efficiently, gradually and smoothly as international
organisations are supposed to do,

But this Report takes the view that the extetnal problems lying ahead can
be more easily solved than those which countries are facing domestically. By
themselves, the problems of adjustment and financing appear manageable both in
the sense that they are now better understood and because there is an emerging
consensus on how to solve them in practice. On the domestic front, on the other
hand, there is a lack of understanding as well as of consensus on policy choices.
Hence our relative optimism regarding balance-of-payments adjustment and financing
is of little comfort if countries are unable to come to grips with the deeply
worrisome twin internal problems of inflation and unemployment. The main policy
task for 1977 — and perhaps for some years to come — is how to devise
appropriate strategies for dealing with both these ills. If domestic policies are
successful in this respect, the management of the international economy will not
pose insuperable problems,

The central issues: Unemployment and inflation.

In this particular field the Report will strike a much less sanguine note and
its policy recommendations will be much less clear-cut.

Apprehensions voiced last year about the possibility of a synchronised
runaway boom have proved, happily enough, unfounded; but they have been
replaced by other, more complex, concerns. During the summer and the early
autumn of 1976 the recovery came to an unexpected halt even in those three large
countries — the United States, Japan and Germany — which had led the wotld
out of the recession. Since then expansionaty forces seem to have regained
momentum, especially in the United States and to some extent in the Federal
Republic, and business confidence has again improved in some other Eutopean
economies. Moreover, the continued “normalisation” of financial matkets and
balance-sheet structures as well as the skilful monetary policy being applied by
most countries have provided a healthy basis for moderate long-term growth.

It has become painfully clear, howevet, that the current and expected rate of
expansion will not reduce unemployment very soon to levels that were once
deemed acceptable. Moreover, except more recently in the United States, there ate
few signs of any strong revival in business investment. Yet it is widely recognised
that unless such a revival occurs, the strength of the recovery itself as well as the
solution of many longer-term problems remain uncertain. At the same time, the
underlying rate of inflation in the western industrial countries has since last
summer been displaying a dangerous downward stickiness except in those countries
whete exchange rate appreciation has contributed to the success of domestic
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stabilisation efforts — but unfortunately such exceptions cannot become the rule
everywhete.

The disconcerting coexistence of relatively slow growth, sluggish capital
expenditure and high unemployment with persistent inflation constitutes the major
challenge to policy-makers in the western industrial world. And it will not be easy
for them to face up to this challenge. Not only may the social burden of applying
the approptiate policy mix prove politically unacceptable, but in addition there
seems to be no general agreement, either internationally or within individual
countries, on just what the optimum combination of policies should be. This
disagreement to some extent reflects differences in policy priorities both between
individual countries and within each of them. But it also reflects more deep-seated
differences in the assessment of what is happening and why — in other words, in
economic analysis proper. Finally, the greatest source of confusion arises from the
fact that countries now diverge widely in terms of the particular nature of their
problems. In spite of floating, international trade still transmits expansionary o
deflationary impulses, and the behaviour of real output therefore remains similar
from country to country. But the substantial changes in exchange rates have
accommodated wide differences in inflation rates; moreover, sizable differences
among countties have appeared in the allocation of teal resources and the working
of the labour market. This suggests that it should be up to each country to find
its own optimum policy mix,

Finding the right answers to these questions is, of course, of paramount
importance to each country individually, but it is of equal importance for the
intetnational community as a whole. However good our understanding of the
process of balance-of-payments adjustment and however skilful our organisation
of appropriate channels of external financing, no institutional framework. will resist
the disruptive forces set in motion when countries respond in strikingly different
ways to the twin challenge of inflation and unemployment. Floating exchange rates
may accommodate small discrepancies between the policy approaches of individual
countries; or they may even absorb large ones over a certain period — as they
have so far. But it would be illusory to believe that they provide a basis for more
lasting independence of economic policies. In the longer run the western industtial
world will remain as interdependent under a régime of floating as under one of
fixed parities. Persistent large differences in inflation rates coinciding with
unacceptable levels of unemployment are apt under 4/ exchange rate régimes to
lead to protectionism and a breakdown of free trade — not to mention of free
capital movements. There are disturbing signs of this already happening —
although still only on a limited scale.

Hence the need for the international co-ordination of policy attitudes towards
fighting inflation and unemployment. Of course, the country-to-country differences
alluded to above necessitate widely differentiated policy approaches. Thus, while
all countries face the dilemma of inflation and unemployment, agreement among
countries should be sought in regard to responsibilities and objectives rather than
in regard to policy mixes or instruments — provided that the latter are internationally
consistent,



Outline of the Report.

In analysing the state of the cyclical recovery, Chapter II provides the
background to the rest of the Report. It taises two broad, interdependent issues:
why has the current expansion slowed down — even in countries that have
remained free of external constraints? What can or should be done about it? It
does not provide any simple answer to the first question, but suggests that the
weakness of capital expenditure, which is the focal point of the analysis, should
be attributed to the combined influence of inadequate profitability, high costs of
equity financing, excess capacities and numerous uncertainties surrounding business
activity — with all these factors together contributing to a lack of confideace in
strong, steady, balanced long-term growth, It follows that while there might be
good reasons for some countries to stimulate both aggregate demand and, directly,
capital expenditure, this should not be undertaken in a way that would generate
counter-productive expectations. “Fine-tuning” of demand management should be
abandoned, but the authorities should demonstrate their determination (and ability)
to ensure moderate medium to long-term growth.

While appropriate demand management will help to ensure a steady, moderate
expansion, the industrial countries will have to live for some time with higher-
than-normal unemployment. And, despite this, there is little assurance that they can
count on any spontancous further decline in the rate of inflation (Chapter I1I}. For
notwithstanding excess capacities and idle labour, anti-inflationary policies have
been yielding diminishing teturns in many countries since the summer of 1976.
The average underlying rate of inflation in the OECD area has remained obstinately
stable over the last twelve months, its decline in the countries with appteciating
currencies having been offset by acceleration elsewhere. Out of these circumstances
has arisen the vicious and virtuous circle approach, which the chapter discusses
by contrasting the German and Swiss experiences with those of the United
Kingdom and Italy. The “stabilisation” of inflation at current levels is cleatly not
feasible since no inflation rate has ever remained lastingly stable at such levels. It
is also unacceptable internationally, since it implies large absolute differences
between countries and therefore carries with it the danger of renewed unrest in
the exchange markets.

The common features of domestic financial and money markets (Chapter IV)
have been the continuous (although uneven) improvement of financial structures
and a complete lack of evidence of “crowding-out” of private expenditure by the
latge public-sector deficits, But the markets have behaved very differently according
to whether they are located in countries with declining inflation rates and no
external constraints or, on the contraty, in mote inflationary countries which have
had to fight simultaneously against internal imbalance and external deficit. In the
first group of countries, the concurrence of receding inflationaty expectations, the
temporary pause in the business revival and the moderate, steady growth of the
monetary aggregates has produced a further “normalisation” of the markets, and
implied on the whole a stabilisation or a downward trend in interest rates. In the
second, more numerons group of countries, monetary policy has had to be
deliberately restrictive. This led at various times during 1976 to sharp increases in



interest rates — followed, however, by substantial declines wherever the reversal
in the externmal position of the country made it possible to relax the restrictive
stance of policy.

International payments have continued to be dominated by huge and
sometimes persistent imbalances (Chapter V). As a direct result of the cyclical
recovery, the oil disequilibrium has again increased, the surplus being heavily
concentrated in a very small number of low-absotbing OPEC countties, This
suggests that there is little hope for its early disappearance. As pointed out above,
there have been some changes for the better in the external balances of the oil-
consuming countries: not only within the OECD area, but also among the non-oil
LDCs. However, the total imbalance in wotld payments — i.e. the sum of
individual deficits and surpluses on current account — did not decline in comparison
with 1975. Moreover, the heavy concentration of deficits in some LDCs as well
as in a dozen or so OECD countries should certainly be regarded with concern.
Nonetheless, the financing of these imbalances has not so far run into major
difficulties, thanks to the flow of private capital, bank lending and official funds.
The chapter ends with a discussion of the successes and failures of the adjustment
process and the rdle that could be played by exchange rate movements in facilitating
better adjustment. The conclusion is that, while there is scope for improving the
mechanism of adjustment, the wortld will have to live with substantial imbalances,
Is the flow of international financing likely to be adequate?

Judging by recent experience, the answer is undoubtedly “yes”. International
bank lending (Chapter VI) has continued to provide ample funds for the deficit
countries, both through the narrowly defined Euro-currency market and by means
of foreign lending in domestic currencies. The year 1976 saw a confirmation of
most of the trends that had emerged a couple of years earlier: the increasing role
of US banks’ lending either directly from the United States or through other
financial centres; the development of offshote centres; and the dominant share of
balance-of-payments financing in international bank lending. “Confirmation” is
pethaps an understatement: 1976 witnessed a strong acceleration of these tendencies,
especially during the last quarter. They have, of course, raised problems of their
own, especially in connection with the risks borme by the banks. The chapter
pleads in favour of better information and a strengthening of co-operation between
private lenders and international institutions.

Chapter VII describes exchange rate developments, the course of official
interventions and the gold market, and discusses the two topical, interdependent
issues facing intermational monetary policy today: the management of exchange
rates and the adequacy or insufficiency of international liquidity,

On the first of these issues, governments should certainly remain free to

[ LE . - .
manage” exchange rates, but under the international surveillance of the IMF,
Exchange tates should be allowed to reflect pronounced and persistent underlying
differences in domestic inflation rates; but it would be just as mistaken to allow
exchange tate movements to contribute to an accentuation of inflation differentials
as to prevent them from tesponding to the latter. Moreover, some external
imbalances will be cured only if there is a change in res/ exchange rates — and no
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such change will occur unless there are major shifts in domestic policies, An
assessment of each individual country’s exchange rate policy should therefore take
into account, on a case-by-case basis, a complex body of evidence and set of policy
objectives. Surveillance of exchange rate policies should not, because it could not,
tely on any simple, predetermined guidelines.

On the second issue, the Report stresses the difficulties of defining
unambiguously the concept of international liquidity. For a number of years now
the supply of deficit financing seems to have been determined by the demand for
it, and the chances are that there will not be — because there cannot be — a global
shottage of balance-of-payments financing in the future. Defined in this broad and
global sense, international liquidity is probably sufhicient. But thete can still be
specific shortages, for it is by no means certain that international loans will always
flow in the right ditections, or that adequate conditionality will be attached to
them. This points to the desirability of co-operation between official institutions
and private lenders; in this sense, international liquidity needs to be strengthened,
mainly by increasing the rescurces available to the IMF for granting conditional
credit.



II. THE COURSE OF ECONOMIC RECOVERY.

Over the past year the recovery in economic activity proved to be
disappointingly weak. Although the upswing was initially buoyant and promising,
it came to a fairly abrupt halt in the eatly summer of 1976. Signs of renewed
expansion did not emerge until late in the year and eatly 1977 — and even then
only in a few countries. Investment activity remains sluggish, and unemployment
is expected generally to remain high even if the recent revival of business confidence
is soon more broadly confirmed.

Several constraints inhibit active demand stimulation by governments. The
rate of inflation is still high in almost all countries, and even where it has
continued to decline there is acute concern that new stimulatory measures would
revive inflationary expectations. Public-sector budget deficits have remained
unusually large everywhere, giving rise to fears that further stimulus would take
them to intolerably high levels in both the short and the long run. Some countries,
moreover, ate manifesting a loss of faith in the efficacy of demand management
through discretionary fiscal policy. Finally, a large number of countries simply
cannot afford to undertake domestic expansion since they are already running
unsustainably large external deficits.

Recession and upswing: Some international compatrisons.

As recorded in last year’s Report, economic activity in the early months of
1976 seemed to be in a phase of strong recovery. On the basis of substantial
production increases in most countries during the first quatter, it appeared that the
ground lost in the recession would be speedily regained and that the momentum of
activity would carry output on to higher levels. While it was recognised that re-
stocking was playing a2 major réle and that many deep-rooted problems of a
structural nature remained to be solved, there was also gtowing concern that such
a synchronised buoyant upswing might fairly quickly lead to a re-emergence of
the inflationary strains experienced in the years 1972-73.

By late spring, however, the economic upswing had already begun to lose
its momentum and in the summer it came to a virtual standstill, even in the key
“strong” countries — the United States, Germany and Japan — where the sceds
of recovery had been thought to be most firmly implanted. Until neatly the end
of the year economic activity wavered along this plateau, giving rise to uncertainty
as to whether the western industrial world was simply experiencing a lengthy pause
or was tunning up against some more fundamental impediments to sustained
expansion,

More recent developments have to some extent helped to dispel the gloom.
‘This applies particularly to the United States where, despite a short interruption caused
by extremely bad weather conditions in early 1977, production has been rising
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quickly again since late 1976. In Germany output has once more been expanding
since late last summer, although at a more moderate pace than earlier in the
upswing. In Japan, on the other hand, domestic demand has tended to remain
weak, patticulatly in relation to growth potential, and the authorities have sought
in tecent months to give a measured dose of new stimulus. In all three countries,
it may be added, the authorities have repeatedly given reassurances that steps will
be taken, if necessary, to keep their economies on a moderate upward course.

The statistical profile of recession and tecovery, measured in terms of
changes in industrial production, is shown for the major western industrial
countries in the accompanying table. By the middle of 1976 production had more
or less returned to its mid-1974 level (which approximately marked the preceding
peak in most countries), the principal exceptions being Belgium, Sweden, Switzetland
and the United Kingdom.

Movements in Industrial production.’

Change over twelve months to Change Overall
June 1976 to change
Countries June June FEbma;{ 1977 éjeubr:'ﬁ;r??t“s!qu
1975 1876 annual rate
in percentages

United States . . . . . . .. -11.8 11.8 ) 3.7 1.1
Germany . . . . . . ... . - 7.8 10.3 . 2.9 3.9
Japan . . . e - —11.2 13,2 3.1 2.7
France . - . . . . . .+« .. — 10.4 10.7 3.6 1.8
Waly . % . . . ... n . —12.4 1.6 12.6 5.0
United Kingdom . . . . . .. — 8.8 1.8 8.9 - 2.8
Belgium . . . . ... .. .. —11.4 8.3 34 - 24
Canada . . . .. ... ... - 5.8 5.0 3.6 1.3
Netherlands . . . . . . ... - 8.7 7.8 - — 1.6
Sweden . . . ... ..., — &.5 1.8 - 3.4 - 7.2
Switzerland. . . . ... ... —16.6 2.2 7.8% - 11.4%

! Seasonally adjusted data. 2 To December 1976.

After the middle of 1976 the development of industrial production varied
from country to country but the picture was broadly. one of faltering recovery,
By February 1977 output in a number of countries was still below mid-1974 levels.
Moreover, given that potential output had continued to expand as a result of
additional investment and in some cases a growing labour force, unemployment
remained high or increased even further (see Chapter III).

The striking features of the present production cycle, namely its unusual
depth and the weakness of recovery, can be seen in the accompanying graph. The
course of the monthly industrial production index for each country is traced from
the preceding cyclical peak and compared with previous cycles in that country. It
is true, of course, that the current recovery as measured from the cyclical trough
has not differed greatly from previous cyclical upswings. The essential point,
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however, is that the troughs from which countties started were much deeper than
those of past post-war tecessions, Thus, it was possible for economic activity to
follow a “normal” recovery path for a considerable period and still remain well
short of full resource utilisation.

Consequently, the current recovery has left much morte slack than did
previous upturns at comparable stages of the cycle. In the United States, for
example, the two earlier tecoveries shown in the graph succeeded in restoring
a near-normal rate of capacity utilisation in manvfacturing industry. At the end of
1976, however, capacity utilisation stood at just over 8o per cent., according to
estimates of the Federal Reserve Board. While this was well above the 1975 low of
70 per cent., it was still far below the 1973 peak of 88 per cent. This partly
reflected the fact that, over the three intervening years, manufacturing capacity in
the United States increased by almost 1o per cent, and a more or less similar
development may be assumed to have taken place elsewhere. Survey data for
other countries generally showed that utilisation rates had climbed less than half-
way back from the trough to their previous cyclical peak.

Outside the westetn industtial countries, economic activity tended to expand
but at a rather laboured pace. Industrial growth in the eastern European countries
was somewhat less vigorous in 1976 than it had been the year before. As a group,
these countries oo are faced with the difficuliy of adjusting to the higher price
of energy, and they have also implemented measures to improve their trade
position and curb the growth of their external indebtedness. These measures, of
course, have had a dampening effect on their imports from the western countries.
Elsewhere, the economic situation of the non-oil developing countries showed
some modest improvement in 1976, as the economic recovery in the western
industrial countries led to a tevival in the demand for primary commodities. Although
the external payments deficit of some of these countries is still quite large, in most
it has been reduced to a level that can be sustained without a further retardation
of domestic development efforts.

Patterns of recovery: A varied picture.

Fluctuations in inventory investment have played an unusually important role
throughout the curtent business cycle, accentuating both the downswing and the
early phase of the upswing. As the economic outlook detetiorated sharply in 1974,
business firms sought to avert the danger of being left with a huge overhang of
inventories. Once the stock cycle had turned, in most cases during the. spring of
1975, the replenishment of inventories went ahead quite rapidly. In the United
States the swing in inventory investment between the second quarter of 1975 and
the first quatter of 1976 accounted for nearly half of the 5.9 per cent. growth
in real gross national product. In other industrial countries swings were generally
less pronounced than in the United States but they were still vety sharp by
historical standards. As a rule, of course, inventory fluctuations tend to be closely
related to the rate of change in final demand, Hence, when final demand slowed
down last year and inventoties were found to be piling up faster than planned,
business firms reacted by curtailing production.
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The question, then, is why real final demand slowed down so abruptly at
mid-year. In this connection, it would be helpful to examine how the components
of demand have behaved during the current recovery in relation to past cyclical
experience. The table below shows the total percentage change in these
components, measured from the preceding cyclical peak, for the current and two
previous cycles. It refers only to the six countries for which quarterly national
income data are available, but these countries account for about 8o per cent. of total
OECD output. Dates of the cyclical peaks in the individual countries were chosen
on the basis of industrial production movements. The real gross national product
data, which include spending on public and private services as well as on residential
construction, are of course broader in coverage than industrial production data,
However, they confirm that the current recovery in real output has been
considerably weaker in most countries than at comparable stages of past cycles.
But beyond this broad generalisation the differences in the behaviour of the
components of real final demand in individual countries seem to be as striking as
the similarities.

A cyclical comparison of cumulative changes in the components
ot real gross national product,

Real Consumption Investmeni?
Periods gross non- resi-
¥ national | prvate ublic resi- dential | Exporis | Imports
Countries compared product p P dontinl !
cumulative percentage changes from previous peak
Germany. . . . . . g6 — 1/69 10.8 8.7 5.2 11.8 | — 6.1 30.7 25.3
M7 — 174 9.0 6.2 13.0 — 6.5 — 3.8 42.7 23.5
1f74 — IV/76 2.9 8.3 8.8 7.4 —t1.2 3.8 20.0
United Kingdom . . V84 — i/68 8.7 9.5 12.6 17.0 24.7 19.7 17.1
1169 — 172 8.0 12.6 9.4 8.8 59 8.6 19.3
73 — IVT6 1.8 - t2 10.4 —13.9 0.9 13.0 Q.6
Japan ., . . . ., . /62 — 185 31.0 30.9 24.6 31.7 71.0 &82.4 ag.2
1V/64 — V67 33.0 26.6 17.0 40.4 50.4 ar.z2z 52.9
IVITE — IVfTE a.t 0.2 15.2 —12.9 — 0.5 50.0 7.3
United States . . . /60 - I1/63 11.2 10.9 15.3 2.0 13.4 22.0 13.0
1v/eg —Ij73 14.1 6.0 - 0.0 12.5 0.6 3f.2 26.1
V73 — 177 4.4 10.0 47 |— 79 {~— 3.9 7.8 10,3
Canada . . . ... I/60 — 1v/62 1.7 8.5 20.1 51 |— 93 9.7 |— 16
168 — IV 13.0 13.6 199 14.9 15.4 15.4 13.9
1174 — V76 4.5 14.6 7.7 05 |— 0.7 | — 0.9 8.2
France, . . . . . . 1764 — 1766 10.4 8.3 i2.1 15.8 28.0 15.7 9.6
/66 — i1/63 2.7 5.8 8.7 12.2 — 2.5 — 6.9 5.3
174 — /76 a.s 8.3 1.6 4.1 6.6 12.7

! For each counlry the most recent cycle, covering the period from the peak to the latest quarterty figures, is com-
pared with the performance over the same number of guariers in previous cycles, 2 Excluding chanpes in stocks.

Perhaps the biggest difference has been in the development of external trade
relationships in individual countries. Whereas Germany, against the background of
an appreciating Deutsche Mark, was quite successful in stimulating private domestic
demand (except housing) and in shifting it towards imports, private domestic
demand in Japan remained relatively weak and a very large increase in real net
exports of goods and services was recorded. In the United Kingdom private (but
not public) consumption, as well as plant and equipment investment, dropped off



markedly in this cycle; however, the concurrent improvement in real net exports has
to be set against a deterioration in the terms of trade. In contrast, private
consurnption in Canada and France was relatively strong and appears to have
contributed to weakness in the external accounts.

With regard to the similarities, there was a certain consistency in the
behavicur of individual demand components. Fixed investment in plant and equip-
ment temained unusually depressed almost everywhere (except Germany), but
particulatly in countries where consumption was especially weak, In the housing
sector, too, the construction of new dwelling units has been running well below
pre-recession peak levels.

Cyclical and structural change: Where do we stand?

The protracted economic pause after mid-1976 was a perplexing development
that took policy-makets by surprise. More recently, despite signs that the advance
has been resumed in some countries, doubts persist as to how vigorous this revival
will be and how long it can be sustained on 2 stable path. The present cycle has
certainly proved to be very different from previous ones in terms of depth, duration
and underlying causes. In most countries 1977 matks the fourth year since the
ptevious cyclical peak, and in many countries it appears that several more years will
have to pass before unemployment can be reduced to acceptable levels, This cycle
is clearly not the same, either quantitatively or qualitatively, as that of the 1930s.
But seen as an extended “‘growth” depression, in the sense that the growth of
output remains for many years well below its previous trend, it also differs appreciably
from most recessions since the war. Is the weakness of the current recovery due to an
abnormal cyclical response of public policy? Or are more fundamental structural
factors at work? As far as diagnosis and prescription are concerned, a number of
widely differing approaches have been adopted. The analyses proposed are not always
mutually exclusive, and their relevance may vary considerably from country to country,

According to one view, our present economic malaise is largely ascribable to
the fact that the policy-making authorities, particularly in the “strong” countries,
have been excessively cautious in stimulating aggregate demand. They ' failed
earlier, it is said, to appreciate that the major inflationary impulses of recent years,
such as the sharp rise in o0il and food prices, were mostly of an extraordinary and
transient natute., Nor did they adequately allow for the strong depressive impact
of these exogeénous price increases on expenditure. Hence, in seeking to combat
inflation by severely restraining domestic demand, the authorities unwittingly
contributed to a recession whose cumulative costs, measured in terms of
unemployment and lost output, far outweigh the costs of the feared inflation itself,
Over the past year propoments of this view have contended that a moderate
additional demand stimulus, given the extensive under-utilisation of capacity and
manpower prevailing, would not iraply unacceptable inflationary risks. Moreover,
such action is seen as a prerequisite for growth in world trade at a pace which
could help weaker countries to earn their way instead of accumulating ever-heavier
debt burdens.
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A second and contrasting view holds that economic “fine-tuning” by means
of discretionaty- fiscal policy has come to have little more than a transient impact
ont real output and employment, Furthermore, faster growth in the monetary
aggregates, though it may provide an effective short-run stimulus, tends over the
long tun merely to accelerate the rate of price inflation. At the same time, the
high level of unemployment is regarded as an inevitable consequence and cost
of past inflation, and hence the elimination of inflatibn is considered to be a
precondition for repewed, sustainable growth, In other words, given the high
sensitivity of modern goods and labour markets to wage and price expectations,
there is no longer any teliable short-term trade-off between unemployment and
inflation. Any further discretionary stimulus to economic activity would, by
enhancing inflationary expectations, soon lead to offsetting teactions in the private
sector. Business firms, expecting subsequently to be caught between rising costs
and a teturn to a policy of restraint, would postpone planned investment. Consumers,
expecting the value of accumulated savings to be further eroded, would spend less.
Investors, expecting interest fates to rise, would shift their funds away from the
capital and equity markets and into more liquid assets. Thus, according to this view,
the surest way to get back on a stable growth path is simply to persevere with a
policy of moderate, steady expansion of the monetary aggregates.

A third view regards our current problems primarily as a consequence of
long-term trends in both income distribution and sectoral financial positions. For
a number of years now, it is argued, the income share accruing to business firms
has undergone a steady erosion. This skewing in factor shares has materially
reduced firms’ ability and willingness to undertake new productive investment,
Over much of this time, furthermore, inflation mitigated that erosion by reducing
the real burden of outstanding financial liabilities and facilitating recourse to
additional borrowed funds at very low real interest rates. Then, from about 1974
onwards, companies experienced acute cash-flow problems and awoke to the need
for an extended petiod of balance-sheet restructuring. Their efforts took the form
of a reduction in costs and work fotces, the cancellation or postponement of
investment projects and the rebuilding of liquidity positions, partly through the
repayment or lengthening of debt. The process of financial restructuring is now
fairly well advanced in some countries, but the desire to avoid a renewed deterioration
may still be acting as an impediment to investment, Motreover, while the squeeze
on profit shares has eased up appreciably in various countries, profitability is
historically low and appears still to be discouraging new investment. In addition,
consumers have held back on spending and have been saving at an unusually high
rate. While this partly reflects the inroads on real financial wealth caused by persisting
inflation, uncertainties relating to income and employment prospects have also
conttributed to households’ cautious mood.

Finally, there is a genus of opinion that views present-day problems in still
longer-term perspective. Some observers, for example, believe that we have reached
a turping-point in the so-called Kondratieff cycle, involving long cyclical swings
that extend over periods of twenty-five to fifty years. A current interpretation holds
that the western industrial wotld’s remarkable economic advance over recent
decades has been based on the availability of cheap and plentiful sources of food,
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raw materials and energy. This situation is considered to have changed in a
fundamental way, so that further progress depends on the implementation of
fat-reaching structural adjustments based mainly on an upgrading and redirection
of national investment efforts, Along different lines, mention is sometimes made
of certain other long-term developments which seem to be acting as a constraint
on renewed growth, such as the emergence of extensive excess capacity in housing
construction, shipbuilding, iron and steel, and textiles.

This catalogue of diagnoses 1s a long one but it reflects the many imponderables
standing in the way of a balanced assessment of the present position and prospects.
In the following pages an attempt will be made to throw a little light on some
of these issues. The view that emerges will be an eclectic one.

The utilisation of resources: Adjustment versus accommodation.

Since the early 1970s individual industtial countries have been subjected to 2
seties of unusual external shocks: the breakdown of the system of fixed exchange
rates, an unprecedented bout of world inflation and a steep rise in the prices
of oil and other commodities. In teaction to the inflationary strains and external
deficits that emerged in 1973-74, national authorities adopted widely differing
policy stances, ranging from “adjustment”, mainly by combating inflation,
to “accommodation”, by sustaining domestic demand and employment. As a
consequence, countries have more recently found themselves on very dissimilar
terrain, as far as the contours of their particular problems ate concerned. While
it is true that the diffusion of recession left practically all of them with high
unemployment and weak aggregate demand, this does not imply that there has to
be a common solution. The fact is that each country seems to have its own
characteristic problems relating to the broad allocation of resources — between
domestic absorption and exports, between the public sector and the private sector
and between consumption and investment,

Personal consumption and saving. In this recovery, as in previous ones, the prime
mover was an acceleration in consumption spending and a closely related rebuilding
of stocks. Where available, quarterly and half-yeatly data for the principal industrial
countries indicate that consumption speeded up appreciably during the initial recovery
phase, though with considerable differences in timing. The additional spending
was concentrated mainly on durable goods, especially motor cars. In the United
States, for example, real outlays on durable goods incteased over the year to the
first quarter of 1976 by 17 per cent. but then slowed down to an annual growth
rate of under 4 per cent. over the remainder of the year. While data on durable
consumer goods expenditure are not generally available for other countries, new
car registrations in Germany and Japan suggest that similar developments occurred
in these two countries as well. Already in the first half of 1976, however, the
growth of consumption began to falter in one country after another, and in the
second half it was much below normal in practically all of them. This abrupt change’
of pace weakened business confidence and induced a renewed decline in stocks.
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Changes in real gross national product and its components.

Domestic demand

Real
gross Fé:f' Exports | Imports Consumption Investment
nationa - non-
Countries Years product mand Tatal private | public fesl- cesi-
dential | dential
annual rates of change, In percentages
Belgium . . 1962-73 51 4.9 10.8 10.3 4.7 4.6 5.8 4.5 4.5
1974 4.2 2.8 10.7 11.6 2.9 2.5 4.4 6.8 0.2
1975 - 1.4 .2 |— 99 | =108 0.9 0.9 TH0|— 385 |— &1
1976 23— 02 7.0 8.5 0.4 2.3 3.5 — 6.2 13.9
Canada 1962-73 5.6 5.6 2.4 2.0 5.6 5.4 55 6.1 6.8
1974 3.2 24 |— 2.3 8.9 5.2 4.9 6.6 7.0 | — 2.0
1875 0.6 30 |= T3 |~ 25 4.0 4.8 3.7 &0 |- 7.7
1976 a4.6 2.7 2.5 8.1 4.5 6.3 a0 | —as 18.9
France , . . 1962-73 6.1 6.1 11.1 12.0 8.2 5.5 5.5 7.9 7.8
1974 2.9 3.3 2.8 4.8 2.3 2.6 28 |— 0.3 4.9
1975 - 1.4 1.7 |=— 3.7 | — 7.2 1.3 32 27| — 46 |— 38
1976 4.9 a9.5 15.8 4.2 4.2

Germany . . 1962-73 4.6 4.6 100 8.9 4.4 4.6 3.8 5.5 3.5
1874 0.4 1.6 12,5 4.7 |- 14 0.2 45 |=- 8.2 | - B.7
1975 - 28— 28 |- 941 0.8 1.1 2.5 a.é 0.4 |— 9.0
1976 55 3.6 10.4 10.8 3.6 3.3 2.8 6.5 2.5
ltaly . . . . 16962-73 4.9 4.7 9.2 8.4 4.7 5.4 3.9 3.4 2.2
1974 3.2 4.2 9.3 2.1 2.7 2.5 2.3 3.9 2.6
1975 [ — 3.8 |— 05 34| —108 |- 33 |- 1.4 27 [—148 [-11.6
1976 5.5 3.0 11.8 12.3 2.8 3.2 1.9 36 | — 1.2
Japan . . . 1962=73 10.2 10.1 14.4 14,2 10.2 8.8 6.2 12.6 159
1874 - 1.3 ]— 1.8 19.2 1".7|— 25 1.4 4.3 | =104 | —11.7
18978 2.4 4.6 43| — 85 0.7 6.0 6.8 | — 5.9 7.9
1976 &.1 6.1 i5.8 7.6 3.0 4.3 4,3 3.6 9.8
Netheslands 1962-73 5.7 5.6 10.8 10.8 5.1 5.6 2.8 5.5 8.3
1974 2.4 2.4 3.0 Q.0 0.5 2.3 1.4 |- 1.3 | —13.7
1975 - 2.2 04| — 37|~ 2.7 1.3 3.0 26 |— 31 | = T
1976 4.2 2.7 9.2 8.7 2.6 4.0 4.0 { — 4.0 2.2
Norway. . . 1962-T3 4.2 4.2 8.0 8.0 4.3 4.0 8.7 4.5 7.3
1974 5.0 2.1 0.5 4.3 3.9 4.0 3.3 5.9 |— 0.3
1875 3.6 5.5 3.1 8.6 7.0 5.4 5.0 10.8 7.3
1976 5.3 5.4 7.3 10.8 T 6.1 4.5 13.7 | — 1.0

Spain 1962-73 &.9 6.8 12.6 12.0 6.8 8.2 5.8 8.3

1974 4.9 6.2 |— 1.6 4.7 5.3 5.6 5.7 4.4

1975 0.8 - 27 |- 2.0 0.9 2.1 3.6 —3.5

1976 1.7 7.4 5.1 1.6 2.3 3.9 —1.4
Sweden 1862=-73 3.8 3.8 8.1 7.5 3.4 2.9 4.4 4.1 2.7
1974 4.0 1.5 8.1 14.9 3.2 4.3 2.9 3.8 3.2
1975 0B |— 01 |— 20| — 21 2.1 2.9 55| — 1.8 2.1
1976 1.0 4.9 6.8 5.5 4.5 a.z 2.9 0.3 4.5
Switzerland . 1962-73 4.2 4.3 T.2 1.5 4.2 A2 3.6 4.t 5.3
1974 1.7 | — 0.4 18| — 06 ]— 141— 05 1.6 00 | —17.4
1975 — 80 |— 28 |— 70| —154 ]| — 56 |— 2.9 1.4 |— 8.3 | —39.3
1976 - D1 - 2.0 8.9 104 | — 2.0 | — 1.7 60 |— 69 |- 4.8
United 1962=-7T3 3.1 2.9 6.1 6.3 3.0 2.9 2.3 4.8 3.5
Kingdom . 1974 - 0.5 0.6 7.3 13— 1.2 |— 1.2 19 |— 14 |— 28
1975 — 2.4 03| — 41— &7 ||— 056 |= 1.0 4.6 | — 3.0 €.6
1976 1.4 - 6.7 4.9 ||~ 0.7 0.2 27 |= 83| —03
United 1962-73 4.0 4.0 7.5 8.1 4.0 4.3 25 4.7 4.2
States . . 1974 =17 |= 11 10.6 10— 18- 1.1 17— 158 | —278
1976 [— 19— 01 |— 7.0 | =170 | — 0.7 1.5 2.9 |—12.0 | —16.2
1078 5.9 4.3 59 | 182 4.9 5.5 2.9 0.6 | 200

* Equals change jn real gross national product minus net investment in inventories.




According to annual data, available for a greater number of countties, the
change in consumption spending last yeat varied considerably from country to
country. Comparatively large increases, higher than the 1962-73 averages, wete
recorded by the United States, Canada, Sweden and Norway. In most other countries,
including Germany and Japan, the rise fell within a range of 3-41% petr cent. and
was significantly below the long-term rate of growth., In the United Kingdom
and Switzerland total consumption spending actually declined, while in Spain its
growth was again unusually low. This varied pattetn appears to have been largely
the outcome of differences in the growth of real disposable income.

But, apart from these differences, why did consumption spending run so
quickly out of steam? One reason was the incidence of fiscal drag as nominal pre-
tax incomes continued to be pushed up by wage/price inflation, In 1976, according
to OECD estimates, changes in the impact of net taxes on houscholds (direct
taxes and social security contributions less transfer payments) significantly reduced
the growth of real disposable income in the United States, Canada, France, Germany
and Italy. Another reason was the leakage from the domestic income stream of
expenditure associated with highetr payments for oil imports.

Still another factor was the behaviour of personal saving., In many couatrics,
it is true, consumption continned to benefit from a decline in personal saving
ratios from their unusually high levels. But the decline was limited, or even for
a time reversed, and saving propensities generally remained exceptionally strong,
On the one hand, inflation continued to reduce the real value of financial assets
in many countries, and financial investors tried to make good this erosion of
wealth by higher rates of current saving. On the other hand, large-scale unemployment
and uncertainties about prospective income and job security encouraged a high rate
of saving based on precautionary motivations.

Ratios of personal saving fo disposabie income.!

1975 1978

196580 1970-74 13t 2nd 15t 2nd
Countries half half half half

in parcentages

Canada . ... ..... 5.9 7.9 10.8 9.6 11.0 8.1

Frange . . . . . ... . 15.4 17.1 1.7 16.3

Germany . . . . . . . . . 12.2 14.3 186.9 14.8 14.5 14.8
Japan . . e 18.8 21.6 23.8 22.9 22.7 22,22
United Kingdom . . . . . 8.3 10.7 15.0 14.7 14.9 13.6
United States . . . . . . 6.5 7.8 8.1 7.5 7.0 8.0

1 Seasonally adjusted data from national sources. 2 Third quarter,

The most important reason of all, perhaps, was that the growth of personal
disposable income was not sustained mid-way during the upswing by the usual
pick-up in dwelling construction and new investment in plant and equipment, What
were the obstacles to recovery in these sectors? '



Drwelling constraction. In past cycles housebuilding has generally been a stabiliset
of prime importance, Typicaily, as credit-market conditions ease during a recession,
mottgage funds become relatively cheap and plentiful, and new construction plays
a leading rdle in moving the economy upwards again. Subsequently, with plant
and equipment investment responding to rises in consumption and construction
activity, credit markets begin to tighten again, which in turn leads to a tapering-
off in dwelling construction.

Over practically the whole of the post-war period, moreover, housebuilding
in most countries recorded a strong underlying uptrend. In a number of cases this
trend owed much to official policies designed to encourage dwelling construction:
public housing, subsidies, fiscal privileges, savings schemes and the like.

But in the current cycle dwelling construction has not taken hold in the usual
way. In 1975 the trough of the recession in dwelling construction mote or less
coincided in most countries with that in overall industrial activity. In a number of
countries, such as the United States, Japan, Germany, the Nethetrlands, Sweden
and Switzetland, the trough was quite deep, marking the end of a downslide
of two or three years’ duration. The decline was also sharp and protracted in
France and Italy, but occurred with a sizable time-lag. Beginning in 1975, a faitly
buoyant recovery got undet way in the United States and Canada, and last year
signs of renewed advance were also evident in Belgium, the Netherlands and Sweden.
But elsewhere dwelling construction has remained relatively depressed.

How can the prolonged weakness in the housebuilding sector be explained?-
It seems unlikely that financing constraints are the main impediment. In most
countries the financial institutions that lend mortgage money have experienced large
inflows of new funds in recent years, and loanable funds are now generally in
ready supply. However, mortgage interest rates remain fairly high by historical
standards and may therefore be 4 detetrent to botrowing. This could easily be the
case if, as secems probable, borrowers’ expectations about the likely rise in house
ptices are now much less exuberant than in the past. Indeed, the weakest
segment of the housing market has been that concerned with multiple-unit
consttuction for sale or rent. This has been the case, for example, in France, the
Netherlands, Switzerland and the United States. In such undertakings, of coutse,
profit margins and expectations of long-term capital gains play a major réle. In
short, the recession in dwelling construction has been partly a reaction to the
slowing-down of inflation after a long period of accelerating price rises.

Some still longer-term factors may also have been at work. Historically, there
is some pre-war evidence of long housing cycles of some twenty years’ duration
and it is possible that post-war tendencies of this kind have more recently begun
to express themselves. In many countries housebuilding capacity was geared at an
early stage to the rapid production of new dwellings, and a high growth rate has
been maintained on average over many years. But for some time housing demand,
particulatly in Germany, Switzetland, the Netherlands and Scandinavia, has shown
signs of saturation. This tendency has been reinforced in some cases by demographic
trends, particularly marked in certain areas, towards a slowing-down of both
population growth and current household formation. In some countries, such as
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Germany and Switzetland, the authorities have seen a need to initiate a gradual
reduction in the size of productive capacity in this sector. All in all, the outlook
for housing is relatively buoyant only in a limited number of countries, while
elsewhere modest growth or even further decline may be expected.

Business fixed investment spending.

At the beginning of 1976 many observers had counted on a revival of business
spending on fixed investment goods to impart added thrust to the recovery later
in the year. This had been the normal pattern of past recoveries. However, at
the end of 1976 real expenditute on business fixed investment in most countries
other than Germany not only remained well below the pre-tecession peak but
also lagged far behind the pace of past cyclical experience. Indeed, in Japan, the
United States and Italy real plant and equipment spending had barely incteased at
all above the cyclical low reached in 1975. In Getmany business fixed investment
was sputred in part by the investment premium instituted in late 1974, but its
recovety has been modest in relation to the level of investment already attained
by 1970. The continuing weakness of business fixed investment spending played a
key role in the mid-year pause in the recovery. Without the sustaining impetus
of higher plant and equipment expenditure, the interacting expansion of employment,
disposable income and consumption spending simply petered out.

Real non-residential fixed investment.
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The incentive for business firms to undertake investment in new plant and
equipment is determined jointly by the rate of return they expect to earn on the
investment and the cost of capital — i.e. the rate of return that companies are
required to earn by their owners, given the yields that can be obtained on alternative
investments, While these elements are difficult to measure, partly because they relate
to expectations, it is still possible to form a tentative assessment of how they have
behaved during the current recovery.

The cost of capital is the cost to companies of financing new investment
projects. In the accompanying table the interest yields on corporate bonds in
selected years are shown for the United States, the United Kingdom and Germany.
While these long-term interest rates have lately receded from the all-time peaks
teached in 1974, they are siill quite high by historical standards, Of course, during
periods of rapid inflation it is extremely difficult to gauge whether nominal rates
are effectively high or low since they incorporate a ptemium to cover expected
inflation, In this connection, a more reliable measure — one that is less susceptible
to inflation though not altogether immune — is the dividend/price ratio on equity
shares. The dividend yield, while not precisely equal to the cost of capital, is
nevertheless likely to mirror large medium-term movements in this cost.

Yields on long-term corporate bonds and equity shares.

Dividend/price ratio for corporate

Yields on long-term corporate bonds equities
Countries 1984 | 1968 | 1972 | 1974 [ 1976 | 1984 | 1968 | 1072 [ 1074 [ 197¢
annual averages
Germany . . . . ... .. 62 [ 67 | @1 | 111 | @a2| 20 | 31 | 310 | a2 | 25
United Kingdom . . . . . 6.5 8.3 2.8 16.7 16.2 4.7 3.7 3.3 a.2 8.0
United States. . . . . . . 28 [ 60 | 82 | 95| 98| 3.0 | 31 | 28 | 45 | 58

The dividend yields for the United States, the United Kingdom and Germany
are shown on the right-hand side of the table, In all three countries the yield had
tisen to quite high levels in 1974 because of a large risk premium due to the
uncertainties of deep recession and rapid inflation. By 1976, however, the yield in
Germany had fallen to a level not far above that of 1972, a year marked by
large capital outlays. In the United Kingdom, on the other hand, the dividend
yield in 1976 temained well above those of comparable eatlier periods, and the
same was true of the United States, though to a much smaller extent. The
historically high level of dividend yields reflects to some extent the relatively low
level of stock prices, For instance, from 1963-65 to 1976 industrial equity prices,
adjusted for inflation, declined in Germany, the United Kingdom and the United States
by 45, 50 and zo per cent. respectively. This probably reflects 2 combination of
uncertainties concetning profits and the continuation of high inflationary expectations.
In any event, it would appear that the cost of capital has remained comparatively high
and has been one factor discouraging companies from undertaking new investment.

With regard to the other aspect of the incentive to invest, company profits
staged a much better come-back during the upswing in some countries than in



others. Up to the end of 1976 after-tax profits on a book-value basis more than
doubled in relation to their cyclical low in the United States and Japan, while a
smaller but still appreciable increase was recorded in gross trading profits in the
United Kingdom. Nonetheless, company profits in Japan and the United Kingdom
were still below pre-recession levels. In Germany company profits increased
substantially in the first half of 1976 — helped along by the recognition given by
the trade unions to the need for some improvement in company capital structures —
but this gain was partly eroded in the second half of the year. In certain countries,
on the other hand, persistent upward pressure from the costs side, combined in
some cases with regulations limiting price adjustments, exerted a2 continuing
squeeze on profits. Profitability has also been significantly influenced in some
countries by exchange depreciation or appreciation.

Then why, at least in countries where profits have made a good recovery,
did business fixed investment fail to pick up soonet? One consideration, already
alluded to, is that the rate of return on capital is still historically quite low in many
countries, particularly when measured in relation to the cost of capital. Last year,
according to preliminary estimates for the United Kingdom, the pre-tax rate of
return on capital earned by industrial and commercial companies was only a little
above the low of 3.5 per cent. to which it had plunged in 1975. In the years
1964-66 it had averaged 11.0 per cent. but declined fairly steadily thereafter. In
the United States, while there has been more of an improvement, the situation is
still not conducive to a revitalisation of investment. There the post-tax rate of
return on capital earned by non-financial cotporations is estimated to have risen
to § per cent. in 1976 from 3.5 per cent. in 1974, but it was still well below the
average of 8.0 per cent, recorded over the period 1964-66. This is not surprising,
consideting that there is still a high degree of unused capacity and that the
replacement cost of capital goods has risen sharply in recent years. This has been
confirmed in all instances where the principles of inflation accounting, howevet
diversely defined, have been applied to corporate accounts.

A second reason is that companies in most countries have taken advantage
of their higher profits to strengthen their financial positions. Over many years of
accelerating inflation companies had gradually burdened themselves with large
amounts of fixed-interest debt, much of which was at short term. Thus, as the
recession deepened and profits plummeted, many of them were faced with severe
cash-flow and debt-servicing problems. As a consequence, companies have recently
pursued unusually cautious financial policies, using their profits largely to retire
debt and strengthen their liquidity positons.

Looking ahead, there is unlikely to be a revitalisation of business fixed
investment unless the expected profitability of new investment improves materially.
Here a number of uncertainties have emerged in recent years and continue to
weigh heavily on investment decisions,

One majotr uncertainty has been the matter of price expectations. In this
respect changes in the inflationary climate over the past two years or so have on
balance had a depressive effect on the incentive to invest. From the mid-1960s
onwards, with inflationary expectations gathering force while real interest rates



temained low, the upward course of prices was apparently a strong stimulus to
investment, particularly in sectors where speculative gains could be sizable, such
as construction projects of all kinds. But then, after the 1973 inflationary boom
and the subsequent rise in energy prices, two things happened. One was that
national authorities, particulatly those in the United States, Germany and Japan,
gave high priority to the need to bring down inflation. The other was that thete
were large changes in relative prices, implying an increase in the variance of
prices about their mean course. Indeed, the uncertainty as to whether inflation will
accelerate or decelerate seems to lie close to the root of companies’ teluctance to
invest. In an acceleration of inflation they risk being caught between rising costs
and renewed policy restraint measures, while a deceleration of inflation implies
being saddled with a heavier burden of debt than earlier expected. And since
current rates of inflation (even where they are down to a single digit) have in the
past proved to be inherently unstable, only a gradual return to greater price stability —
i.e. to near-zero inflation — will allow the resumption of investment growth on a
sound, sustainable basis.

A related source of uncertainty lies in the flexibility of exchange rates.
Compared with the fixed-rate system, business firms dealing in internationally
traded goods now face new unknowns with respect to their market shares and
prices received or paid in their domestic currencies. It is true, of course, that flexible
exchange rates may help to avert the kind of cumulative investrmment distottions
that can develop when exchange rates are kept fixed too long at unrealistic levels.
And indeed, one reason for the weakness in fixed investment in some countries
is that their exchange rates have over recent years appreciated to more approptiate
levels. More generally, howevet, flexible rates inject an additional element of price
and market uncertainty that may itself act as a general deterrent to investment decisions,

In terms of production costs as well, uncertainties seem to have multiplied.
Higher fuel prices have altered the relative efficiency of many production
techniques, and it is far from clear how these prices will settle down in relation
to other factor prices. Similarly, there is great uncertainty about raw-material prices,
whose considerable volatility in the 1970s may have retarded investment in primary
processing industries, -

Within the governmental framework itself, a number of developments of
recent origin have weakened the incentive to invest. Here one may mention the
impact of new environmental constraints, uncertainties surrounding present and
future energy policies and, in some countries, the lack of political stability. All
these add up to cautious attitudes towards new investment,

In some countries, fortunately, the investment climate has recently been
improving, but the recovery pattetn is rather mixed. In the United States corporate
profitability and balance-sheet structutes are now much stronger and plant utilisation
rates have also increased, According to recent indicators, new capital appropriations
have moved to record high levels and nominal plant and equipment outlays ate
expected to rise by 15 per cent. or mote in 1977, In the United Kingdom the real
volume of manufacturing investment is expected to increase by over 1o per cent.
this year. In Germany, too, investment in machinery, equipment and industrial



buildings, which increased by 6.9 per cent. in 1976, is forecast to rise by perhaps
7-8 per cent. again this yeat. In France investment this year is expected to go up
by 12 per cent. in nominal terms, and 4 per cent. in real terms, in relation to 1976,
In Canada machinery and equipment investment picked up in late 1976, but industrial
construction was severely depressed. In Japan the recovery of business fixed
investment has proceeded very slowly, hampered by large excess capacity and
uncertainties on both the supply and demand sides, and is forecast to rise in the
current fiscal year by only 5 per cent. in current-price terms and to decline slightly
in real terms.

Cleatly, the factors inhibiting fixed investment vary in importance from
countty to country, and policies designed to counteract their influence must be
adapted accordingly. But there are sufficient similarities within the western industrial
world to warrant some general conclusions. First, policies should aim at re-
establishing adequate “teal” profitability on capital already invested. Without
a more normal flow of current profits, there will be no increase in capital expenditure.
Yet even higher cutrent profits are not enough in themselves: the depth and duration
of the recession, the sectoral imbalances, excess capacities and the numerous
uncertainties listed above have badly shaken the confidence of decision-makers in
the ability of western industrial countries to resume non-inflationary, balanced
growth. Hence the need for devising policies which would help restore this con-
fidence. Chapter IV will discuss the réle of monetaty policy in this respect. Let us
now turn to the question whether there is scope for stimulating final demand through
discretionary fiscal policy.

Fiscal policy and demand management.

Last year public-sector deficits receded somewhat from their unprecedentedly
high levels in 1975. This outcome was mainly ascribable to the progress of
economic recovery and the correspondingly reduced impact of the automatic
stabilisers. Moreover, national authotities were generally very cautious in applying
further discretionaty fiscal stimuli after about the spring of 1975. Some of them,
fearful of the extraordinary size of their deficits, sought deliberately to reduce
them, often within the context of a mediam-term programme. Last year, therefore,
fiscal policy took a moderately restrictive turn, which may itselt have been a
significant factor in the economic pause after mid-year. -

Despite large margins of economic slack in most countries, outsize public-
sector deficits have, for better or worse, become a serious inhibiting factor in
discretionary demand stimulation. But the extent to which this is true varies from
country to country, depending on the size and origins of the deficits, the balance-
of-payments situation, the existing degree of economic slack, the sensitivity of
ptice expectations to expansionary fiscal action and official priorities with respect
to inflation and unemployment.

How are these large public-sector deficits to be explained? And how is it
that, in spite of these deficits, there remains so much economic slack? The most
impottant single factor, of course, was the depth of the post-1973 recession, which
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automatically caused tax revenues to fall off sharply and necessitated large transfer
payments in the form of unemployment insurance and other social benefits.
Moreover, in varying degtrees national authorities introduced discretionary policies,
pattly with a view to cushioning the deflationary impact of higher oil prices on
private disposable income. As the accompanying table shows, the public sector’s
net financial deficit increased sharply in most countries from 1973 to 1975,

General government; Total expenditure and net financial deficit.!

Total expanditure Net financial deficit (—) 1
Countries 1965 | 1970 | 1973 | 1978 | 1076 | 1068 | 1970 | 1973 | 1978 | 1976
s a percentage of gross domestic product

Netherlands . . . . ... 348 | aa.8 | 48,1 | 554 | 574 | —08 | —0.8 11— 1.8
Sweden . . ..., ... 34.6 | 41.6 | s0.3%| 51.2 | 54.8 4.5 4.7 a.9? 07 3.0
United Kingdom . . . . . 35.3 | 38,8 | 40.6 | 46.1 .20 26! —36|— 52|—5.0
aly . . . .. ...... 329 | 32,7 | 40.0%| 48.2 | 462 J—3.2|—31|—6.4|—133|—92
Germany . . . . ., . .. 36.0 | 350 | 39.7%) 46.7 4580 | —0.4 0.5 1.5 ]— 58| —4.0

Belgium . ., . ... ... az.1 | 382 | 388 | 45.2 . | —24| =37 - 44
France ., . . . . . . ... 37.3 | 30,82 38.8 | 39.4 | a1.7 0.4 1.0 10|—23|—18
Canada . . ....... 28.1 | 34.6 ) 351 | 40.1 | 397 0.4 0.9 11— 28 ) —2a3
United States . . . . . . 276 | 310 | a2 | 35.2 | 343 0.1 |—1.0 0.5 |~ 43| —2.7
Switzérland. . ., , . . . 20.9 | 22.4%| 246 | 27.2 | 305 J—09|—08 | —1.8{— 18| —24
Japan . . ... . L. 19.6 | 185 | 20.6 | 25.0 . §—2.98% —0.0% —28Y— 7.4 —7.8°

' Based on national sources, Definitions vary from country ta country, Z New series. 3 Including public
anterprises.,

Already in 1973, even before the recession began, three countries were faced
with large public-sector deficits, ranging from just over 31; per cent. of gross
domestic product in Belgium and the United Kingdom to neatly 63, per cent. in
Italy. In all three countries, but especially the United Kingdom and Italy, this
outcome marked a deterioration compared with the previous cycle, measured from
peak to peak. Hence, as far as these countries are concerned, the large public-
sector deficits of recent years would appear to reflect a substantial element of
structural imbalance.

Interestingly, there appears to be no close relationship between the size of
public expenditure and that of the net financial deficit. For example, looking at the
peak year 1973, the three countries with large deficits had expenditure burdens
amounting to about 4o per cent. of gross domestic product, while the comparable
figures for Germany, Sweden and the Netherlands, which all recorded surpluses,
ranged between 40 and so pet cent. This suggests that differences in overall
budgetary results are to be explained rather in terms of the ability and will to levy
taxes than in terms of differences in spending propensities. By the same token,
the existence of constraints on the tax side may imply that expenditures in some
cases are simply too high.

At all events, concern over public-sector budgets does not relate merely to
the size of the deficits but also to the size and composition of government
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expenditure. In practically all countries there was a large, mainly cyclical, increase
in total public expenditure relative to gross domestic product between 1973 and
1975, but in many cases a strong upward ttend in this relationship was already in
evidence between the high-employment years 1965 and 1973 (see table). The
inctease in this proportion was comparatively low in Germany, France, the United States,
Switzerland ‘and Japan. All these countries, except France, have recently experienced
relatively strong external current accounts. Thus, while public-sector deficits do not
seem to correlate closely with balance-of-payments developments, it does appear that
long-term public expenditure trends have in some cases been an influential factor.

The rise in public expenditure has been attributable more to increases in
transfer payments than to the expansion of public consumption of goods and
services and public investment. Of the growth in total expenditure relative to
gross domestic product in the period undet review, the proportion accounted
for by the rise in transfer payments was over go pet cent. in Italy and the
Nethetlands, 6o-70 per cent. in the United States, Canada and Belgium, and 45-55
per cent. in Germany, France and the United Kingdom. In some countries, notably
Austria, Canada, Sweden and the United Kingdom, public consumption of goods
and services relative to gross domestic product showed a rising trend more in
nominal terms than in treal terms. This suggests the possibility that public-sector
wages and salaries recorded comparatively large rises over the period.

Present attitudes of governments regarding demand management vary con-
siderably from country to country, reflecting differences both in the state of their
public finances and in policy objectives.

In the United States the new Administration introduced in early 1977 a two-
year fiscal package of $31 billion designed to stimulate final demand and thus
fixed investment. The first-year measutes were to consist mainly of non-recurring
tax rebates, a scheme abandoned in April on the grounds that the recovery was
already showing sufficient strength. The other measures, which as signed into law
in mid-May will involve outlays of about § 20 billion, focus principzally on temporary
job-creating expenditure. In longer perspective, however, the Government intends
to lay the main emphasis on a programme of tax and regulatory reform aimed at
improving the investment climate.

In Germany the authorities take the view that the limits of non-inflationary
fiscal stimulus have been reached and that further stimulus is in any case unnecessary,
On the one hand, given that the public-sector deficit is very high by international
standards and that the social security accounts are likely to remain in deficit, any
deliberate further stimulus would now produce offsetting matket reactions. On the
other hand, expansion has been under way again since early last autumn and is
believed to be proceeding satisfactorily. In these circumstances, considerable emphasis
is being placed on a medium-term four-year programme of infrastructural investment,
recently raised to DM 16 billion, designed to complement and encourage private
fixed investment,

In Japan the authorities have not yet discerned any weakening in the capacity
of fiscal policy to influence aggregate demand. Fiscal measures, emphasising
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infrastructural investment and social benefits, have been introduced several titnes,
always in moderate doses, since 1974. New steps in late 1976 included incentives
for business fixed investment and dwelling construction as well as an acceleration
in public expenditure. Last year an expenditure shortfall occurred because of
patliamentary delays, but in the current fiscal year expenditure is projected to tise.
by 17 per cent. One institutional constraint i1s the Government’s reluctance to see
bond financing rise above 3o per cent. of expenditure, while another is the aim
within the context of a medium-term programme to eliminate the need for
“deficit bond financing” in the general account budget.

In the United Kingdom growing recognition of the pitfalls of budgetary fine-
tuning has led to a search for new approaches. With public expenditure tising
much faster than tax revenue, the public-sector budget position shifted from a
financial surplus equivalent to 2.6 per cent. of gross domestic product in 1970 to
a deficit of 5.0 per cent. in 1976. Probably no more than half of this deficit can
be explained in cyclical terms, and the Government has been seeking, largely by
means of a medium-term programme of expenditure retrenchment, to bring down
the overall size of the deficit. But in March 1977, with unemployment tising to
record levels and the balance-of-payments outlook much improved, the Chancellor
of the Exchequer iniroduced budget concessions equivalent in a full year to
approximately 1.7 per cent. of gross domestic product. However, about two-fifths
of the proposed concessions were made conditional upon the satisfactory conclusion
of a new pay policy agreement to take effect in August,

In f#aly, too, the public-sector budget position has deteriorated shatply, rising
from a net financial deficit equivalent to about 3 per cent. of gross domestic
product in 1970 to one of about 13 per cent. in 1975. This was partly due to cyclical
factors and steps taken to soften the impact of a latge oil deficit. But a number of
burdensome structural changes also occurred, such as improved social benefits, a
substantial rise in public-sector wages and salaries, the indexation of some types
of expenditute, a failure to adapt public-utility prices to costs and, finally, a large
growth in subsidies to public enterprises. As the main effect of these changes was
to increase personal disposable income, consumption and imports, the principal
medium-term task will be to reduce the deficit and make room for productive
investment. In the autumn of 1976 a number of austerity measures were taken,
largely of a budgetary nature, and in April 1977 budgetary retrenchment figured
prominently in the Government’s letter of intent for an IMF loan. In patticular,
the aim is to bring down the public sector’s cash deficit from 13.4 o 9.7 per cent.
of gross domestic product.

This diverse picture of budget problems and aims catries over to other
countries as well, In France, where the public is highly sensitive to signs of fiscal
imbalance, the Government’s stabilisation plan last September was directed towards
bringing about a quick teturn to budgetary equilibrium, though it is now expected
that a deficit of Fr.fr. 13 billion will emerge in 1977. In Belgium and the Nethetlands
strong trend increases in transfer payments and debt interest, with their attendant
financing problems, are seen as contributing to both demand and cost inflation, and
medium-term plans call for greater restraint on expenditure. In Sweden and Canada,



both of which sought to sustain demand after the oil crisis, fiscal action has recently
moved along different lines. In Sweden the public sector’s stimulatory impact
dropped off shatply from 1974 to 1976, while in Canada budget policies in 1975
and 1976 included a large measure of discretionary stimulus.

What general policy inferences can be drawn from this diversity of
expetiences? Is pessimism regarding demand management justified? Or should one
accept the view of those who, in the presence of slack overall demand, are in favour
of additional fiscal stimulus? To give even a highly tentative answer to these difficult
questions, certain distinctions need to be drawn.

In its free-wheeling, fine-tuning sense, demand management should indeed be
renounced. This is not only because of uncertainties concerning its relative impact
on prices and output, but also because we ate simply unable to foresee accurately
the near-term coutse of economic activity, And in this state of ignorance — which
is unlikely soon to disappear — shifts in fiscal stimulus tend only to increase
uncertainty. To give a specific example, when the German Government forecasts
5 per cent. growth in real gross national product for 1977 — after 5.4 per cent.
growth in 1976 — while some other forecasters believe that growth #il/ be only
3—4 per cent., it would be unwise to ask Germany to increase its deficit spending.
We must acknowledge that forecasting has all too often proved unreliable and that,
with inflationary excesses so vivid in everybody’s memory, a fundamental change in
German fiscal policy might be a mistake. It would run the risk of setiously under-
mining confidence in a country whose policies have counted as one of the rare
successes in the western industrial world,

This does not, however, amount to endorsing the extreme view that govern-
ment deficits should be reduced irrespective of the degree of employment — that
is, whete these deficits have emerged as a result of deficient ptivate-sector demand.
There has been no evidence of “crowding-out” since the beginning of the recession.
Cleatly, where inflation is still rapid and the balance of payments in deficit, fiscal
policy should remain ot become relatively restrictive. But where the rate of inflation
is slackening and where there are no external constraints, there is no justification
for a discretionary short-term reduction in the public sector’s borrowing requirement.
Such a reduction should be the spontaneous result of the upswing of the economy.
And one could even argue -— with two important provisos — that deficit spending
should be increased, patticularly in the so-called “strong™ countries, if and when
it appears telatively certain that private demand has become stagnant, This has not
happened so far; but governments in these countries should make it clear that in such
citrcumstances they would not hesitate to undertake fiscal expansion. While it is true
that rising government spending in 1973-74 — in the midst of clear-cut demand
inflation — proved disastrous for many countries, a budgetary stimulus in the context
of stagnant private demand and high unemployment need not have the same
consequences,

The fitst proviso to this “stand-by” policy recommendation is that any dis-
ctetionary demand stimulation should give priotity to investment ovet consumption.
This may be unpopular in the short run, but it is the only way to ensure long-term
full employment. The second is that since in many countries the level of taxation



-seems to have reached the limits of economic and social tolerance, and since there
is justifiable concern over the global size of government expenditure, the increase
in the public sectot’s botrowing requirement should take the form of tax cuts rather
than of additional government spending.

To create a climate of confidence, fiscal policy shonld above all aim at longer-
term objectives. As some cyclical disturbances are unavoidable, the authorities should
refuse to be goaded into reacting immediately at the slightest sign of faltering
tecovery, but should rather focus their attention on the need to maintain the economy
on a moderate growth path. What has to be borne in mind is that business firms’
investment decisions are based on medium to long-term projections. And these
decisions will be positive only if there is confidence that government policy will
avoid the pitfalls of stop-go reactions and stick to declared medium to long-term
objectives.



III. INFLATION AND UNEMPLOYMENT.

Side by side with mounting unease over slack activity and persisting
unemployment, considerable concern has emerged in recent months about near-
term price prospects. It seems that the fight against inflation is now running up
against certain deep-seated barriers, while some backsliding may in any case have
to be expected should recovery regain momentum. It may well be, therefore, that
the western industrial countries are entering a critical phase in the behaviour of
prices and wages. This uncomfortable prospect, however, does not detract from the
fact that some countries have up to now made considerable progress in bringing
inflation under control. Nor does it imply that efforts to counteract inflation have
become ineflective and should be abandoned. If anything, these efforts may have
to be strengthened.

Price inflation: Recent trends and present prospects.

In surveying recent developments, it is no longer easy, as in the past, to
_ genetalise about international inflationary tendencies. The principal reason is that
the change-over from a system of essentially fixed exchange rates to one of managed
floating has been associated with a marked increase in the dispersion of countries’
inflation: rates. Thus, whereas in 197z the rise in consumer prices in the ffteen
countries shown in the table below ranged from 3.4 per cent, for the United States
to 7.9 per cent. for the Netherlands, in 1976 the increases were scattered over a

Consumer prices.

Twelve-month rates of change to
1972 1973 1974 1975 1976 1977
Countiies ] b [I’.‘ ber | Decemb D b June [ December | March
in percentages

Austrle. . . . ... .. 7.6 7.8 9.7 6.8 7.5 7.2 5.0
Belgiom . . . ... . 6.4 7.3 15.7 1.0 9.4 7.6 7.0
Canada . . ...... 5.1 8.1 12,5 9.5 7.8 5.8 7.6
Denmark . . . . .. .. 7.1 12,6 18.5 9.6 7.7 7.7 8.6
Finland . . . . .00 0y 7.3 14.1 16.9 18.1 13.8 12,3 11.6*
France . . . . ..... 6.9 8.5 15.2 0.6 9.2 9.9 9.1
Germany . . . . . . . . 5.3 7.8 5.9 .4 4,5 3.9 3.8t
ftaly . . ........ T4 12.5 24.5 11,1 16.3 22.0 21.8
dapan ., ....... 5.3 19.0 22,0 7.7 o.5 10.4 9.4
Nethertands . . . . . . 7.9 8.2 10.9 8.1 9.4 a.3 6.8
Spaln .. ....... 7.3 14.2 17.9 14.1 18.0 19.8 21.2°
Sweden . . ... ... 6.2 7.5 11.8 8.9 11,14 9.6 9.5
Switzerland. . . . . . . 6.9 11.9 7.8 3.4 1.1 1.3 1.1
United Kingdom . . . . T.7 10,6 19.2 24.9 13.3 15.1 17.5
Unlted States. . . . . . 3.4 a8 12.2 7.0 59 4.7 6.8

taprl, 2 February. ¥ January.
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much wider range, falling between 1.3 per cent. for Switzerland and 22.0 per cent.
for Ttaly.

Viewed individually, however, a number of countries made notable further
headway in squeezing out inflation in 1976. For the third year in succession,
Germany and Switzerland cut back the rise in consumer prices, thus reducing
inflation rates to well below those experienced under fixed exchange rates.
Similarly, for the second year running, the United States, Canada, Belgivm,
Denmatk and the Netherlands brought down price inflation — to rates not very
different from those recorded in 1972. However, rises in consumet prices in France,
Japan and Sweden, after declining during 1975, flattened out during 1976 at rates
still well above those prevailing in 1972. In Italy, on the other hand, consumer
price inflation accelerated over most of 1976, largely reversing the progress of the
previous year. In the United Kingdom, following a dramatic reduction in early
1976, inflation speeded up again in the second half of the year. In early 1977
the rise in consumer prices in France began to slow down under the influence of
the September 1976 stabilisation programme, but in the United States and Canada
it spurted ahead again, partly owing to adverse weather conditions.

The factors impinging on individual countries’ price levels can be examined
under three headings. The first concerns developments in the international
commodity markets, especially for industrial materials. In these markets world
demand conditions are still the principal determinant in setting prices which, for
the individual countries, are largely of an exogenous natute, Secondly, consideration
must be given to exchange rate changes as a source as well as a reflection of
domestic price movements, Thirdly, inflation rates may be influenced by a variety
of domestic factors, whethet of a demand, cost ot institutional nature.

International commodity prices: Will history repeat itself?

One reason for current unease with respect to inflation has been the
apparently high sensitivity of intetnational commeodity prices to changes in world
demand over recent years. At the 1975 trough of world recession, commodity
prices had dropped off sharply from theit peak levels of early 1974, and even in
the eatly spring of 1976 they were still well below theit previous peaks. The
benefit of declining industrial-material prices, in particular, gradually filtered
through to domestic consumer prices, thus contributing to the better petformance
recorded in most countries over the past year. Of course, the impact of the
movements in commodity prices on individual countries depended on the
development of theit exchange rates, as can be seen in the lower section of the
graph.

Around the middle of 1975, however, commodity prices began on average to
rise again, largely in response to the turn-round in the inventory cycle. Increases
were initially recorded by beverages and hbres, but by late 1975 metal prices had
begun to rise as well. By mid-1976 the “Economist” index had recovered a large
part of its previous losses. From about July, however, markets for industrial
materials began to weaken, and the decline continued irregularly until late in the
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year. The widesptead pause in economic activity was, with little doubt, the main
factor behind this reversal of trend. In addition, ample supplies of meat and high
worldwide grain production had a strong restraining influence on food prices
throughout 1976.

The latest phase commenced around the turn of the year. Once more, with
the quickening of activity in Germany, Japan and the United States, commodity
ptices have climbed upwards, in some cases fairly strongly. In the food and beverage
sector special factors have again been at work. With coffee supplies sharply reduced
by climatic setbacks, coffee prices soared, dragging up prices of cocoa and tea as
well; recently, however, they have fallen back somewhat. Metal prices, after
returning to their eatlier 1976 peaks, have also subsided a little. Finally, the price
of crude oil, not included in the “Economist” index, was again increased at the
beginning of 1977, this time on a two-tier basis by §—10 per cent.

From the standpoint of domestic inflation, the renewed rise in international
commodity prices has been a cause of concern. But these prices cannot be viewed
solely in this light, because they are also a vital factor in the export earnings of the
primary producing countries, many of which now find themselves burdened with
latge external deficits and debt-setvicing obligations. Here the important point is
that greater cyclical steadiness in commodity prices, and more stable terms of trade
for the primary producing countries, would actually be welcome, It is not a gradual
rise in such prices that is undesirable but rather the highly disruptive swings of the
kind witnessed since 1971.

The main ground for concetn is whether, as recovery progresses, a tise in
commodity prices might get out of hand, leading to a repeat performance of the
inflationary outbreak of 1973—74. To evaluate the current situation, it may be
useful briefly to reconsider the sources of the previous commodity boom. As is
now well known, international commodity prices recorded a threefold rise over the
two-year period 1972-73, and the price of crude oil was raised by a multiple of
four in late 1973. In earlier worldwide cyclical booms, such as the strong expansion
of 1968-69, commodity prices had also risen, though by a completely different order
of magnitude.

A fundamental difference between the two periods seems to be that the
international synchronisation of the upswing was greater in the later cycle
than in the earlier one. As the graph shows, the upswing in OECD industrial
production was steeper and more pronounced in the years 1972-73 than it was
in 1968-69. The greater synchronisation is also reflected in the nearly parallel
movement of real imports by the principal countries in the later period, compared
with the widely disparate movement in the earlier one. In 1973 the peak twelve-
month rate of increase in commedity prices coincided almost exactly with the
peak rate of increase in imports into Japan, the United Kingdom, France and
Italy, while in Germany, the United States and Canada the rate of import growth
was declining but still high.

Besides the synchronisation factor, other fotces were also at work., One was
that the unexpectedly steep rise in consumption in 1972-73, after several years of
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low investment, led to production bottlenecks, especially in some of the basic
industries, and may have contributed to a high marginal propensity to import.
Another was the grain crop shortfalls experienced in 1972 and 1974, which sharply
curtailed supplies in trelation to growing demand. Still another was the widespread
speculative buying of commodities, often as a hedge against exchange rate
uncertainties under floating as well as against rising prices,

These observations pose a fundamental question: is it likely that a high
degree of demand synchronisation will be repeated this time round?

It seems improbable, at least a priori, that a closely synchronised, rapid
expansion lies ahead. The many countries now faced with large external deficits and
financing problems have little choice but to restrain domestic demand and await
an export-led recovery. A number of them will in any case want to act along these
lines, because they no longer entertain any illusion that flexible exchange rates imply
greater freedom to pursue domestically orientated policies, Finally, the countries
under less external constraint, particularly the United States, Germany and Japan, -
are following much more cautious expansionary paths than in the previous
upswing. Admittedly, just such a synchronised upswing appeared to be under way
up to the middle of 1976. However, the main element of this advance, common
to most countries, was an extensive re-stocking of final goods inventories after
theit earlier decline,

There is also the question whether there is likely to be any major recurrence

of the heavy speculative buying of commodities that occurred during the 1972-74

price boom. One important factor at the time was the hedging and speculative
Industrial production and inventory behavlour in selected countries,
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activity prompted by widely fluctuating exchange rates, accentuated in some cases
by increasing difficulties in securing raw-material supplies, A tangible aspect of the
situation was the accumulation and hoarding of latge stocks of raw materials by
. manufacturers,

In major countries where measures of changes in real inventotries are
available — Japan, the United Kingdom and the United States — raw-material
inventories were run up dramatically in 1973 and the first half of 1974. In each of
these countries inventories had been stagnant during the preceding eighteen
months. The reversal of this cautious inventory behaviour first exacerbated and
then prolonged the pressures on commodity prices alteady stemming from the
intense world demand for finished goods.

Unusually large raw-material stocks were built up again during the second
‘quarter of 1976 and prices moved sharply upwards. But this episode was brief
and apparently less widespread geographically than during the previous boom.
Moreover, it does not appeat likely that speculative hoarding of raw materials
will reassert itself during the coming phase of world economic recovety. Raw-
material stocks, in relation to sales, are much higher now than at the end of
1972 — the increase being particularly large in the case of Japan.

Exchange rates and domestic inflation.

It is too early to pass judgement on the net inflationary implications of
floating exchange rates for the world as a whele. One possible inflationary effect
is that traders, faced with greater uncertainty, add a risk premium to their prices —
but this should be a small, once-for-all effect. Another is alleged to be that individual
countries, feeling themselves able to manage with smaller reserves, behave for a
time in a more inflationary way — an argument discussed, and dismissed, in
Chapter VII. A third possibility, given that domestic prices and wages tend to
be flexible in the upward direction only, lies in a kind of international “ratchet”
effect. But this would be most likely to happen in a wotld in which individual
exchange rates tended to move faitly strongly and both up and down; and it
would imply that accelerating inflation in some countries cannot be matched by
deceleration in others. While this third argument has plausibility, it is not yet
established that a floating rate system is, on balance, more inflationary than a fixed
rate one.

It is nonetheless true that, since the move to generalised floating in early
1973, both exchange rates and inflation rates have fanned out over a wide spectrum.
By and large, this development reflects the simple fact that, freed of their
obligation to intervene in the exchange markets, individual countries have become
directly responsible for their own monetary behaviour. The disparate exercise of
this responsibility must be put down partly to national differences of an economic,
social and political nature and partly to differences in certain transmission
mechanisms (e.g. indexation arrangements) at work in some countries. In these
circumstances, therefore, the move to a floating régime has inevitably led to a
greater dispersion of inflation rates.
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Incontrovertibly, flexible exchange rates do compel countries to “swallow
their own inflation”. But have rate movements done more than this? Have they
tended actually to aggravate underlying differences in inflationary propensities?
This appears clearly to have been the case. At one extreme, couatties with strong
anti-inflationary leanings, with reputations for forceful policy management, have
found that appreciation has reinforced the direct domestic impact of their policies.
As a by-product of these policies, usually focusing on monetary control, appreciation
has tended to “lead” relative changes in purchasing power parity, thus helping by
lower domestic-currency ptices of internationally traded goods to quicken the
decline in domestic price inflation, At the other extreme, countries where policy
action has been hamstrung by social and political constraints have been exposed
to a kind of depreciationfinflation spiral, with each decline in the exchange rate
tending to feed back as a new domestic inflationary impulse.

In their initial phase, therefore, floating exchange rates have lent themselves
to  “virtuous™ circles of appreciationfprice stability and “vicious” circles of
depteciation/ptice inflation. To say this is not to imply that a country caught
in such a vicious circle cannot break out of it or should not be expected to do
so. But it is the counsel of petfection to insist, while denying the existence of
such divisive tendencies, that the weaker countries have only to adopt strong
policies in order to set matters right. Their problems of adjustmens, difficult in
any case, ate complicated under floating by expectational effects and “overshooting”,
in which rate declines are subsequently validated by the inflationary process that
they set in motion domestically.

What has happened so far may well reflect a transitional phase of a
protracted process of international adjustment and adaptation. Typically, the
countries emerging from the recession with high inflation rates are those where
institutional artangements for the maintenance of real incomes, such as formal or
de facto indexation of wages and social benefits, have been very ill-suited to the
exigencies of adjustment under floating. However, any modification of such
arrangements usually involves slow, painful political adaptations and requires wide
public support or acquiescence. In some circumstances, moteover, the successful
application of stabilisation measures may critically depend on the suppott of the
international economic community.

Evidence bearing on this line of argument may be found in the contrasting
floating rate experiences of the four countries shown in the accompanying graph.,
Germany and Switzerland represent the virtuous circle case, while Italy and the
United Kingdom illustrate episodes of the vicicus circle phenomenon.

The first striking fact to emerge from these graphs is that both the United
Kingdom and Italy got in#o the vicious circle because of domestic developments.
In the case of the United Kingdom the responsibility lies principally with monetary
policy: one need not be an orthodox monetarist to regard the 30 per cent. rise in
the money supply (My) in 1973 as the main factor behind the sharp decline in the
value of stetling during the same year. However, the situation was seriously
aggravated for a time by the “threshold” system of wage indexation that came into
operation in the spring of 1974 but was terminated in the coutse of 1975. In Italy
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the money supply (M.} was alteady expanding at an excessive rate in 1973 (and
more so in eatly 1974), but the wage explosion during the same year also played
an important téle in weakening the lira on the foreign exchanges. In both Germany
and Switzerland, by contrast, the growth in broad money supply and the increase
in wages remained relatively moderate during that critical year; this fact, taken in
conjunction with the tight policies pursued earlier, helps to explain the initially
strong appreciation of both currencies.

Thus the two pairs of countries found themselves in drastically different
situations when the wotldwide rise in prices occurred in 1973—74; the consequences
are demonstrated by the behaviour of import prices (measured by average value
indices) expressed in domestic currencies. Admittedly, even Germany and Switzetland
had to “absorb™ impoft ptice increases reaching rates of 25-35 per cent., but during
the same period the rate of increase went as high as 8o per cent. in Italy and
60 per cent. in the United Kingdom. It is no wonder that the inflation in consumer
prices and wages in the latter two countries reached a much faster rate in 1974-75
than in Germany or Switzerland.

The expetience of more recent years provides a vivid demonstration of how
difficult jt is to get ow of the vicious circle unless governments can and will use
all the policy tools at their disposal — including intervention in the foreign
exchange market. The emphasis is on the word 4/ — for intervention alone is
obviously not an alternative to an appropriate domestic policy.

Italy applied monetary restrictions in 1974 with success: by early 1975 the
rate of growth in the money supply had fallen to 16 per cent. At the same time
the depreciation of the litza slowed down, partly under the influence of matket
interventions. With additional help. coming from falling commodity prices, the
result was a marked deceleration in the tise of consumer prices in 1975,

Wages were not brought under control, however; during the first half of
1975 the twelve-month inctease rose to more than 3o per cent., aggravated by new
concessions granted in respect of Italy’s comprehensive system of wage indexation,
At the same time, monetary policy again became expansionary, and by the end of
the year the monetary aggregates were once mote growing as fast as during the
winter of 1973—74. In these circumstances the pegging of the lita turned out to be
a hopeless exercise, and the removal of the peg in January 1976 was inevitably
followed by a sharp depreciation of the Italian currency. This resulted in a rapid
rise in import prices followed by a renewed bout of inflation, first in consumer
prices and then in wages.

The lesson to be drawn from the Italian experience is obvious. The respite
provided by the relative stabilisation of the lira over the past year should be used
to cut back both wage inflation and the fast growth of monetary aggregates in
order to enable Italy to break out of the vicious circle. The Italian Government’s
recent letter of intent to the IMF indicates that this urgent task is being accorded
high priority in current policy deliberations. While a number of initiatives have
already been launched, it remains to be seen how far the authorities will succeed
in further developing, and finding acceptance for, a far-reaching stabilisation
programme of the kind needed in the present citcumstances.



The case of the United Kingdom is similar in one respect: the recent
acceleration in consumer price inflation was closely associated with the depreciation
of the pound sterling in 1976 and the simultaneous rise in import prices. But here
the similarity ends, because for some time now domestic developments have not
been actively feeding inflation. Slack demand and the adoption of an incomes
policy enabled the United Kingdom to achieve a dramatic reduction in the rate of
inflation from the autumn of 1975 to the summer of 1976. The 1976 fall in the
external value of sterling was ascribable ptimarily to the conversion of sterling
balances by holders abroad tather than to an excess supply of sterling in the hands
of residents, Since eatly 1975 the rate of growth in the money supply has averaged
about 10-12 per cent., which is only a little higher than the corresponding figures
tor Germany. This implies a substantial decline in real money balances. Moreover,
by the early months of 1977 the twelve-month increase in wages had fallen to
about 10 per cent. The implication of this — together with the better petformance
of stetling since late 1976 — is that Britain now stands a fair chance of being
able to break out of the vicious circle, provided, of course, that the voluntary pay
restraint policy can be extended on a satisfactory basis when the present phase
comes to an end in August.

Prices, wages and profits: The domestic aspects.

It is generally the case that monetary and fiscal policies, through their effect
on aggregate demand, do after a time exert a strong influence on price and wage
behaviour., As these policies are discussed elsewhere in the Report, and as the
economic situation last yeat was everywhere characterised by slack demand and
high unemployment, this section focuses on other domestic aspects of the
inflationary process.

Against the background of diverse movements in international commodity
prices, and even more divergent fluctuations in exchange rates, the main
components of the major countries’ cost of living changed in a disparate manner
last year. Very broadly, following with a lag the decline in primary commodity
ptices, the domestic prices of manufactured goods and, in some cases, those of
food rose more slowly during 1975-76. But with world commodity prices again
moving upwards for quite some time, it must be expected that these rises will
continue to filter through to prices at the consumer level.

The movements in the major price components help to identify some of the
principal domestic sources of inflation. For example, the index of food prices rose
considerably less than the overall index in the United States and Canada, whereas
in France, Italy and the United Kingdom it went up by more, mainly as a reflection
of a 7% per cent. rise in the European Community’s agricultural support prices.
Moreover, much of western Europe was plagued last summer by severe drought
conditions, while in North America harvests were generally quite favourable.
Mote recently, however, severe climatic setbacks in the United States have given
an upward push to food prices in that country. In the European Community, on
the other hand, the increase in agricultural support prices is being held down in

1977 t0 3% per cent.
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Consumer prices: Movements in major components.

Twelve All items Food Non-food Services'
Countries months commodities
1o
March in percentages
United States . . . . . . .. 1974 10.3 18.2 8.0 7.7
1978 10.3 7.7 11.4 11.0
1976 6.2 4.3 5.0 2.0
1977 &.4 5.8 6.2 1.2
Canada ... ... PN 1974 10.4 18.7 ] T.3 7.3
1975 1.3 12.6 - 12.2 12.8
1876 2.0 6.7 7.8 14,3
1877 7.4 4.7 . 6.9 10.1
Japanp . . . . . .., PR 1974 22.9 27.0 25_.0 14.9
1975 4.9 5.6 1t.1 18.7
1976 8.3 8.5 4.3 14.5
1977 9.4 8.7 1.0 181
Gormany . . . . . . . s . 1974 7.2 6.0 9.8 T.2
1975 5.9 5.2 8.7 7.3
1976 5.4 1.4 4.4 5.0
1977 3.9 2.8 3.0 4.7
Framce . . . . . v v v o o u s 1874 12.2 12,5 . 13.3 10.4
1875 13.5 1.7 14.8 13.4
1976 9.6 11.0 7.4 121
1977 9.1 11.8 .6 10.4
United Kingdem ., . . . . . . 1974 13.3 1r.8 1079 9.3
1978 21.4 25.6 23.1 20.1
1876 19.8 15.4 19.4 30.6
1977 16.7 21.8 18.7 11.7
Maly . . ... ........ 1874 16.0 14.4 24.8 - 8.4
1975 20.3 22 19.5 18.3 ’
1976 13.9 i4.4 11.8 16.5
1977 21.8 19.92 25.8% 15.0%

¥ Excluding rent, except for Frange and Iialy. 2 Febiruary.

In the services sector prices have risen more slowly in most countries over
the past year or two. However, with the notable exception of Italy and the
United Kingdom, price increases for setvices continued to be high last year
relative to the average rises for other cost-of-living components. This is no doubt
mainly a reflection of the relatively low rate of productivity growth in the
Services Sectof.

The principal domestic element influencing the pace of inflation is, of course,
the interaction of wages and prices. Last year, as shown in the table below, the
range of increases in nominal earnings (or wage rates) was extremely wide,
extending from around 2 per cent. in Switzerland to neatly 33 per cent. in Spain.
In the majority of countries, however, the growth of nominal earnings slowed
down, in most cases for the second consecutive year. The main exceptions were
Italy and Spain, but elsewhere too — in Germany and the United States — new
contract settlements have pointed to a certain firming of wage behaviour. The
same was ttue for Canada and France, despite stabilisation programmes designed
to bring down the rate of increase,

Progress in reducing unduly high rates of wage increase was particularly
marked in Belgium, Denmark, Finland, the Netherlands and the United Kingdom.



Except in Finland and the United Kingdom, this process appears to have resulted
last year from a virtuous circle of exchange appreciation, decelerating price inflation
and falling wage claims. Moreover, in all these countries government prices and
incomes policies, though differing widely in scope and nature, can claim much credit
for the improvement. While in Sweden nominal earnings rose much less than in
the previous yeat, this rise must be seen as the second phase of an unusually large
two-year settlement negotiated in the spring of 197s.

Earnings in industry: Nominal and real.

Naminal earnings' Real earnings’
Countrias 13%2?;73 1974 1975 1976 1969-73 J 1974 1275 1976
ge average
in percentages

Ausfrla , ., . 7.9 15.3 10.4 T.2 2.2 S.1 3.3 —_
Belgium. . . 12.9 24.4 16.2 2.5 T.2 7.5 4.7 1.8
Canada . . . 8.4 16.6 13.8 12.9 3.8 3.8 3.9 6.7
Denmark . . 15.1 21.6 14.8 11.9 7.2 5.3 s 4.7 3.9
Finland . . . 13.9 24.9 17.2 14.3 8.4 8.6 — 0.8 1.8
France . . . L7 20.3 4.8 5.1 4.8 4.4 4.7 +.7
Germany ., . 2.7 13.3 7.0 6.6 7.4 7.0 1.5 2.8
Maly . . .. i5.¢ 24.0 20.3 28.9 8.4 -0.4 8.2 57
Japan. . . . 19.6 25.6 14.5 11.2 7.T 3.0 6.3 o.7
Netherlands? 12.5 16.8 13.9 8.0 4.9 5.1 4.4 - 0.3
Spain . , . . 16.4 30.7 27.4 327 7.5 10.9 11.7 10.6
Sweden . . 10.3 13.7 18.7 11.0 3.6 1.9 2.0 1.3
Switzerland . 7.8 0.7 57 1.7 1.2 2.9 2.2 0.4
United

Kingdom . 12.1 27.86 20.7 12.3 4.1 T.0 — 3.4 - 2.4
United States 5.6 8.7 8.8 7.0 1.0 - 34 —-0.2 2.2
! Changes from December to December in monthly, weekly or hourly earnings, except for figures in jtalics, which

are wage rates, 2 Qctober.

In assessing the goals and impact of price/wage policies, it is important to
consider the behaviour of real earnings. The comparative behaviour of real wages
cannot be judged by a. single yardstick, for trend rates of increase in labour
productivity for the economy as a whole vary considerably from country to
countty, The result is a similar variation in the scope for growth in real compensation
to workers. The table on page 47 illustrates the dispersion in productivity trends,
although depressed levels of production last year may substantially distort the
underlying rate of productivity growth in some countries. However, industrial
countries have in tecent times had two strong reasons for retarding or even
temporarily reversing the normal advance in real earnings — namely a sharp
deterioration in their terms of trade and, in a number of cases, a prolonged
squeeze on the returns on capital investment,

The deterioration in their terms of trade caused by higher prices for oil has
required some gradual cutback in teal income growth for the industrial countries —
sufficient to provide an increasing flow of expotts to the oil-producing countries.
The necessary external adjustment was aggravated for some countries by an
existing need to correct an overvaluation of their currencies, while in countries
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such as Germany and Switzerland a prior undervaluation of the currency alleviated
the overall adjustment burden. In all cases, it was inevitable that a substantial part
of the cut in real income would have to be borne by the large share of national
income going to labour,

Meanwhile, the origins of depressed rates of return in the industrial countries
could be traced to very high wage increases in the late 1960s and eatly 1970s. In
many countties exchange rate revaluations and domestic price controls prevented
firms from fully recouping these costs through increased prices. The resulting
distortion in factor prices was most clearly signalled by the squeeze on profits even
at the crest of the 1972-73 cxpansion. Thus, on domestic grounds alone, many
countries saw a need to correct the distribution of income from labour to capital,

Over the past year ot two, the growth of real earnings has slowed down
substantially in many industrial countries. These declines suggest that internal
adjustments to less favourable terms of trade and a revival in profitability have
been taking place, although cyclical factors somewhat obscute the undetlying
improvement in profits. However, while the contaimment of real wage increases has
helped to resolve certain structural problems, it may complicate the cyclical problem
of aggregate demand management. In particular, as profitability recovers, it is
important that a pick-up in investment should not lag far behind. Otherwise, the
slower growth in labour incomes will simply weaken consumption and contribute
to overall economic sluggishness.

In Germany and the United States real earnings rose moderately last year,
while in Japan and Switzetland they remained virtually unchanged. All these
countries have relied primarily on demand-management policies to contain the
wage/price spiral,

Much the same improvement secems to have occurred in the Benelux and
Scandinavian countries. While none of these countries has a formal incomes
policy, each has had recourse to measures comprising elements of such a policy.
All have relied to some degree on price-control regulations, at least as regards
prior notification procedures and limits on the extent to which cost increases can
be passed on. And, where wage-indexation arrangements have played an important
role, efforts have been made to modify these arrangements. Thus, Belgium
suspended indexation for a time in respect of higher incomes, and the Netherlands
has also sought to adjust the degree of indexation. In Denmark a new wage
agreement in the spting of 1977 provided for adjustments which, excluding wage
drift, amounted in nominal terms to only 6 per cent,

The United Kingdom exemplifies the case of a country that, untll 1973,
had “financed” an excess of real wage growth relative to productivity gains by
a growing external deficit and, against a background of price controls, by a sharp
constriction of profits,. However, the significant reduction in real earnings since
1975 has gone some way towards correcting this situation. Most of the improvement
stemmed from the first two phases of incomes policy, which set general limits for
pay increases, but larger-than-expected depreciation and inflation also played a role.
The cumulative influence of such real-wage adjustments may now facilitate a



much mote rapid recovery in employment than would otherwise have been
possible, The Government is now secking to extead the pay policy for another
year, though on a more flexible basis, and in its March 1977 budget offered tax
cuts conditional upon such an extension.

The recent behaviour of real wages in Italy casts some useful light upon
the question of the wagefprice spiral. In the context of the recent negotiations
for an IMF loan, considerable attention was focused on Italy’s comprehensive
wage-indexation arrangements (the “scala mobile” scheme), and the Government
has sought, with limited success, to render its application more selective. As
elsewhere, such a system can setiously compound the problem of inflation when
an initial price increase derives from changes in supply conditions, indirect taxation
and public-service prices or from adverse shifts in the terms of trade. In Italy,
however, a critical obstacle to the containment of labour costs in recent years has
been the size of negotiated wage settlements superimposed on the cost-of-living
adjustments.

As far as wage indexation is concetned, therefore, the basic question is
whether it can be adapted flexibly to changing national circumstances. For in
normal circumstances, free of exogenous price disturbances, wage indexation has
been found by some European countries to have a calming effect on labour markets.
Similarly, the use of cost-of-living escalators in the United States, where they have
come increasingly to replace deferred nominal rises in multi-year wage contracts,
has helped to restrain wage increases over the past two yeats. Fortunately, however,
the wider use of such escalators occutred after the dollar devaluations and the
subsequent sharp rises in world-market oil and commodity prices.

Cyclical and structural unemployment.

In most countries idle labour continues to be a vety serious problem and is
expected to remain so for some time. The measurement of unemployment, and
the assessment of its many dimensions, is a complicated matter. Even on the most
superficial level — that indicated by overall rates of unemployment — the coverage
of the available indices is very different from country to country, and there are
no reliable comparisons of the amount of short-time wotking. Thus, the rates of
unemployment shown in the table below are significant only for indicating trends
in each country individually — and even then with qualifications.

These data make it clear, however, that, even though induvsirial output has
returned to around its previous peak levels, recent unemployment rates remain
generally well above the maximum annual rates recorded from 1957 to 1973.
This is partly to be explained by the exceptional depth of the recession and
dutation of the recovery, both seen as patt of a “growth” deptession in which
productive potential has continued to rise {Chapter II). Another cause is factor
price imbalance, which has induced firms to hold back on fixed investment, reduce
theit work force and lean towards investments of a labour-saving nature,

In some countries, for example the United States and Canada, the rapid rise
in the labour force in recent years helps to explain the severity of unemployment,



— 46 —

Unemployment rates.!

Highest annualt
. average rate during 1974 1975 1976 1976 1977
Countries 1857-85 I 1966-73 Dec¢ember | Deacember June December April
in percentages
Belgium , . . . .. .. 6.3 4.5 53 8.7 8.1 9.8 o.5
Canada . . ... ... T.1 6.4 £.9 7.0 7.0 7.4 8.3
France . . . ... ... 1.4 2.2 2.9 4.4 4.1 4.3 4.8
Germany . . . . ... 35 2.4 2.6 4.8 4.8 4.5 A6
Waly . .. ....... 8.2 3.9 3. 3.5 38 3.92 .
Tdapan .. L L. L 1.5 1.4 1.7 2.1 2.1 1.9 1.97
Netherlands ., . . . .. 2.3 2.7 4.0 5.4 5.6 5.2 5.1
Sweden , ., .. ... 2.5 2.0 1.5 1.6 1.5 1.5 1.8
Switzerland . . . . . . - - 0.1 1.0 0.7 0.6 0.5
United Kingdom . . . . 2.4 a.8 2.8 5.0 5.4 5.6 5.8
United States. . . . . . 6.8 5.9 1.2 8.3 7.5 T.8 1.0

' As percentages of the civilian labour force (in Belgium the insured labour force), Seasonally adjusted series
except for Belgium, 11aly, Sweden and Switzerland. 2 Dctober. ? February.

especially among young people and women. Often workers who drop out of
the labour force at an earlier stage of the cycle re-enter as recovety progresses,
thus swelling the unemployment statistics even as employment increases. In the
current recovery the United States and Italy have experienced such phenomena,
with both employment levels and the civilian labour force expanding fairly briskly
since mid-1976. However, in other industrial countries, employment growth has
been sluggish and the labour force has grown very little. Indeed, the declining
trend of the labour force in Germany and Switzerland over recent years has
helped to keep the rate of unemployment much lower than it would otherwise
have been.

Since December 1975 the unemployment rate has fallen off in the United
States, the Netherlands and Getrmany, but it is still unusually high in all three
countties, There has also been a decline from already low levels in Japan, where
employers traditionally seek to avoid lay-offs, and in Switzetland, where there has
been a sizable net outflow of foreign workers., In other countries, however,
unemployment has further increased over the past year or so.

As regards macro-economic policy, governments have generaily responded
tather cautiously to the disappointing development of the employment picture.
While this is partly due to their concern about inflation and external balance, it
also reflects the view that the unemployment problem is to some extent a structural
one not amenable to demand management. The structural elements have to do
mainly with the difficulties being expetienced in certain industries or geographical
areas, but they also stem partly from the changing age distribution and composition
of the labour force.

In these citcumstances, therefote, governments have turned increasingly to
selective measures in trying to cope with unemployment. Some of these measures
are designed principally to cushion the impact of unemployment on particular
groups of individuals and have consisted largely of improvements in the amount



Active labour force, employment and productivity.

1961=-70 ) 1970-76
Countries Iahé&ucrﬁf?}ce‘ em?l\g:riment Productivity® Iabaﬁ“f‘;ce' emcgl‘g;::?nent Productivity®
annual compound growth rate, in percentages

Austia. . ... .. .. - 1.2 0.3 4.4 -0.1° — 0.2 4.0°
Belgium . . . .. ... 0.5 0.8 4.1 2.3% 0.47 34>
Capada .. ...... 2.7 3.0 2.4 3.5 3.2 1.4
Denmark . . . . . . . . 1.3 1.4 2.3 0.9 0.2% 212
Fintfand . . ... ... 0.3 0.2 4.7 0,7% 0.2 3.3
France . . . . ... .. 0.8 +.0 4.7 0.9? — 0.2 4.0
Germany . . . ... .. - 0.2 4.6 — 0.4 —1.1 3.5
Waly . .. .. ... .. - 0.9 -7 5.8 0.6 0.3 2.6
dapan . .. ... ... 1.4 1.4 8.7 o.7° 0.8 5.1
Wetherlands . . . . . . 1.2 1.2 4.4 0.4* —0.2* a2
Horway, . . . . .. .. 0.7 1.5 2.3 2.5 1.7 1.9
Spain ... ... ... 0.8 ¢.8 €.6 0.99 0.3 4.5
Sweden . ... .... 0.7 0.8 3.6 1.0 1.0 11
Switzerland ., ., . . 0.9 0.9 3.5 - L7 — 2.0 2.6
United Kingdom . . . . 0.2 0.1 2.7 0.5 - 1.6
Unlted States . . . . . 1.8 2.0 2,2 2.0 1.8 0.9

? The active labour force comprises the civilian labour force, both employed and unemployed, and the armed
forces. T The chanpe in real gross national product per employed clvilian worker, 2 1975,

and duration of unemployment benefits. In some countries these benefits have

come to be quite generous — so much so that they have been criticised as

constituting a disincentive to job-secking and work. Be that as it may, they have

helped to make prolonged high rates of unemployment socially and politically

more bearable than they would otherwise have been.

In certain of the Scandinavian countries, where exports of ptimary and semi-
finished products are important, stockbuilding has been subsidised in order to
sustain employment. However, with the world recession lasting longer than
expected, these programmes have trun into difficulties. In Sweden, where subsidies
helped last year to maintain stockbuilding at almost 2 per cent. of the gross national
product, the programme is now being reduced. Similar planned cutbacks in Norway
have been postponed.

For many countries a4 major weapon in tackling unemployment has been
selective initiatives in the field of fixed investment, A number of them have laid
considetable stress on job-creating public works of a conventional nature, often
in areas of high unemployment or slow growth., Some, however, have taken the
broader form of a medium-term public investment programme, with the principal
emphasis on infrastructural outlays (Germany) or investment in nationalised
industries (France). In the Nethetlands the Government has proposed a2 medium-
term investment policy designed to promote job-creating investments up to 1980.
This programme, which aims primatily at reducing private investment costs,
features among other things a system of premiums that vary according to the
type and location of the investment undertaken. At a further remove, ptivate
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investment incentives of familiar kinds — for example tax credits, depreciation
allowances, interest subsidies — have been introduced or strengthened in a number
of countries. And at least two countries (the Netherlands and the United Kingdom)
have made certain tax adjustments to reduce the effects of inflation on taxable
profits.

Inflation and unemployment: The policy choices.

The cumulative losses entailed in the large-scale underemployment of
manpower and resources have been a matter of growing concern and impatience,
Accotrding to one body of opinion, the fight against inflation has become excessively
costly in terms of real output and employment, while yielding little further benefit
in lowering price and wage pressures, In these terms, there is a pressing need for
more active demand-management policies, particulatly in the leading countties,
aimed at moving back fairly quickly to high levels of activity.

This Report, while fully acknowledging the gravity of the unemployment
problem, does not subscribe to this view., It recognises a réle for prudent
demand tnanagement aiming at reasonably steady growth rates, as well as for
selective measures to promote mote investment, better training, increased mobility
and, generally, higher employment. But basically it sides more with the thesis that
the accelerating inflacion of the 1960s and early 1970s was largely the outcome of
the extreme preoccupation with sustaining full employment while neglecting the
potential effects of tight labour markets and capacity shortages on the stability of
ptices. Moreover, it sees the sesultant high and more variable rates of inflation,
together with the extremely sensitive inflationary expectations that these have
engendered, as having themselves been a major cause of demand weakness and
unemployment. Finally, it takes the view that, while the propagation of inflation
is at present very much a reflection of persisting cost-push elements, the memoty
of demand-pull dangers is still vivid and not far below the surface.

The reasons undetlying these views are discussed in various patts of the
Report. The conclusion is that present-day markets have become keenly attuned
to fears of inflation. In the financial sphere, any strengthening of inflationary
expectations now leads investors to run for liguidity, thus tending to raise long-
term intetest rates and reduce the availability of long-term capital for investment.
In the industrial sector, capital expenditure by business firms is discouraged in
two ways: first, by the fear of being caught between rising costs and a new phase
of policy restraint — or, worse, being subjected to a new tégime of price controls;
secondly, by the experience that inflation itself creates additional uncertainties,
The rate of inflation goes up or down but it never stays stable; moteover, a high
average rate of inflation almost certainly entails an increased variance of individual
price changes. In the household sector, inflation has come to be associated with
income 2nd job uncertainties, as well as with losses in the purchasing power of
holdings of financial assets, and has thus prompted less spending and more saving.

In these citcomstances it has become increasingly perilous for policy-making
authorities- to ignore the inflationary consequences of their actions. If they do so,



market reactions may render their interventions self-defeating, leaving the inflationf
unemployment dilemma even more acute than before. In assessing the “costs” of
inflation, therefore, one has to consider the extent to which inflation itself is a
cause of unemployment. Not should one minimise the more familiar costs
associated with distributional inequities, inefficiencies and distortions in resource
allocation and the social and political disorder stemming from the continual
jockeying for position in terms of income shares.

But what ate the alternatives? Have the long-sustained efforts to bring down
inflation rates been as futile as is sometimes made out? In fact, progress has
been far from negligible. Whereas in 1974 most industrial countries recorded
increases in consumer prices of between 10 and 25 per cent, a large number of
them had reduced these rates by the spring of 1977 to between 6 and ¢ pet cent.,
with price inflation in Germany and Switzetland being already well below this
range. It seems clear, too, that slack demand and labour-market conditions did
have a beneficial effect — that associated with the so-called Phillips curve — in
damping down inflacion. Moreover, in Germany and the United States this
progress has for two years now been combined with an appreciable reduction in
unemployment, and other countries may be apptoaching a turning-point in this
regatd. Finally, ptofits, which in many countties had become severcly depressed
when demand-pull changed over to cost-push inflation, appear in some countries
to have improved markedly over the past year or two. But in all these respects
there is still some distance to be travelled and time and patience are needed.

As far as demand management is concerned, thetefore, it would appear
desirable for countries to continue to aim at moderate, sustained growth. For
those in balance-of-payments difficulties, domestic demand expansion should lag
behind that elsewhere in ordet to make room for an export-led recovery, Moteover,
experience has repeatedly shown that exchange rate depreciation, while pethaps a
necessary complement to such a policy, is never a substitute for it.

A policy of moderate growth is clearly not a do-nothing policy. Ir implies
an assured expansion, within reasonable limits, of the monetary aggregates, and
this in turn may imply, though at a gradually diminishing rate, some monetary
financing of public-sector deficits. However, it would mean that, if demand
management alone is relied upon, considerable further time will be needed before
satisfactory levels of employment can be restored.

How might countries speed up this process? One way could be by committing
themselves publicly to certain broad goals with respect to lowering ot containing
inflation. These goals, if made credible, could help to establish the expectational
framework needed for a faster return to domestic equilibrivm.

In addition, progress towards resolving the inflationfunemployment dilemma
could be speeded up in many cases by what can be broadly defined as an incomes
policy. Under this heading or the even broader one of a consensus approach to
income distribution, understandings reached for limired periods can do much to
establish the prerequisites for stable growth. As seen eatlier, the wide international
differences in inflation rates are attributable more to differences in indigenous
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transmission or propagation mechanisms than in the initial inflationary impulses
themselves.

Of course, inflationary mechanisms and habits are often deeply entrenched
and highly resistant to change. This is particulatly so with respect to blanket
wage-indexation arrangements, whether formal or de facto, but it is also evident
in the reluctance to accept needed adjustments in real incomes or in relative prices
and wages. Yet there are circumstances in which such adjustments would be highly
appropriate. Such is the case, for example, in the event of 2 national real income
loss because of a detetioration in the terms of trade through, for example, higher
oil or commodity prices. It can be equally necessary whete, as in many countries,
a growing squeeze on profitability has seriously impaired the incentive for business
firms to undertake job-creating investment.

From the standpoint of the groups concerned — labour and management
in particular — the acceptance of greater moderation in wage and price behaviour
is obviously not easy. This is especially true if, as is now the case in a number
of countries, there i3 an evident need to increase the relative share of profits as
a basis for higher investment and growth. But even such relative adjustments,
where policy-making authorities can establish a good case for them, may bring
tangible benefits all round within a short time span. For, in the absence of
appropriate wage/price behaviour, the authorities’ only means of resisting inflation
is to restrain aggregate demand, which inevitably results in weaker market
conditions and unemployment. By the same token, with any given policy of demand
management, more moderation in wage and price increases implies greater scope
for increases in real incomes and employment. In addition, such moderation may
also imply more freedom for the authorities to introduce additional measures of
demand stimulus.



IV. DOMESTIC CREDIT MARKETS AND
MONETARY POLICY.

The imprint of weak economic recovery was cleatly visible in all the major
financial markets last year. Yet there wete marked differences from one country to
another, stemming from divergences in rates of inflation and from the continuing
polarisation of economies with respect to the strength of their external positions.

As for the similarities between countries, the restructuring of over-extended
balance sheets continued generally to be a financial preoccupation in the enterprise
sector, though there has been some revival in short-term business borrowing in
countries where the recovery has regained strength. At the same time, the personal
sector increased its borrowing but continued to accumulate liquid assets at a high
tate. The improvement in private-sector liquidity was associated with further public-
sector deficits, which generally fell back somewhat from their 1975 peaks but were
nevertheless very large by previous standards.

The differences from country to country were reflected in the different
otientations of monetary policies. In those countries with relatively low rates of
inflation and basically strong external positions — the United States, Germany,
Japan and Switzerland — stable monetary policies were designed to bring about
a further moderation of inflation but also to accommodate the cyclical recovery..
In virtually all other countries external weakness — mostly mirroring domestic
imbalances — necessitated a marked tightening of monetary policy, In some
countries the monetary defences could be partially dismantled once disturbances in
exchange markets had passed. But in others increased awateness of external
vulnerability has continued to influence monetary policies.

The divergences in countries’ positions and monetary policies were cleatly
reflected in the behaviour of interest rates. The steep slide of both long and
short-term rates in 1975 was followed last year in the fitst group of countties by
near-stability or moderate further falls, though since the beginning of 1977 short-
term rates have firmed in some markets. In other countries, however, rates moved
back up to establish new peaks and remained comparatively high, except where
the reversal of the external position was very marked.

The pattern of sectoral financial positions.

With economic recovery the abnormal pattern of financial balances seen
eatlier during the deep recession began to reverse itself. Key influences were the
turn in the stock cycle, some recovery in business profits, the decline in personal
savings ratios and the impact of rising activity levels on government budget deficits.

Almost everywhere the public-sector deficit contracted somewhat last year
from the record levels reached in 1975 (see Chapter II), Japan, Belgium and the
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Netherlands being notable exceptions. To a large extent, of course, this development
was reflected in a decline in the private sector’s financial surplus, which, however,
still remained very high by historical standards. In the graph external balances
approximately represent current-account positions, with a positive sign indicating
a surplus for the country concerned.

Over the years there seems to have been a clear, positive relationship between
movements in public-sector balances and those in the external current-account
position in the United Kingdom and the Netherlands — though it has been less
close recently than in catlier years. To some observers this has suggested that the
budgetary position is a key determinant of the external balance. In Italy the
deterioration in the external position since the mid-196os seems to be related to
the adverse trend in the public finances. Of course, in recent years public-sector
deficits have been deliberately accepted in a number of countries as a domestic
counterpart of external oil-related deficits, In most countries, however, changes
in external current-account positions appear usually to have been more related to
fluctuations in the private-sector surplus, while, moving counter to both, the
public-sector deficit appears to have constituted a stabilising element,

Over the past two or three years public-sector deficits have, besides helping
to sustain demand, made 4 major contribution to financial restructuring by enabling
households, enterprises and financial institutions to acquite sound assets while
moderating their own botrowing. In patticular, the growth of security claims on
the public sector made a useful addition to the second-line liquidity of the
economy without contributing unduly to monetaty growth and inflationary
potential. But where public-sector deficits contributed to excess money creation
or to external imbalance, they have been less beneficial and in some cases positively
harmful.

Within the private sector the corporate-sector deficit, which had been cut
back sharply in 1975, expanded again last year in many countries as gross investment
(including stockbuilding) picked up. The personal sector’s financial surplus fell in
a number of countrics between 1975 and 1976 but in a long-term perspective
remained high everywhere,

The financing of the corporate sector. Last year patterns of financing in the
cotporate sector were still influenced by efforts to testore cash flow and improve
balance-sheet positions. In a number of countries these had deteriorated progressively
over many years and had then been eroded further during the 1972—74 inflationary
boom. Though the restructuring process is now far advanced in many countries,
companies are generally still showing -reluctance to speed up their investment
activity.

Some of the remarkable shifts in corporate financing in recent years are
illustrated in the table below. (For Germany the figures relate to the enterprise
sector excluding housing.) Broadly speaking, the 1972-74 petiod of weakening
internal financing capacity, heavy short-tetm borrowing and deteriorating liquidity
positions was followed over the next two years by a marked swing from short



to long-term bortowing and a fast accumulation of liquidity. At the same time,
reliance on extermal financing fell substantially, reflecting at first a cutback in
investment but then, increasingly, the generation of internal financing resources.
This improvement seems to have begun ecarliest and gone furthest in the United
States and Germany, but a considerable strengthening is also apparent in the other
countries, In making comparisons with earlier years it should be botne in mind
that the figures for 1975 and 1976 are expressed in relationship to very depressed
levels of gross national product.

Corporate sector: Saving, investment and financlal transactions.

Corrasponding changes In
sGarv‘?:s Gross Financial b [ t
Countries Y%T‘ ando invest- deficit quuld‘ singgtbgg:? i::gb?ergj i)t_her.
annual capital | ment () (=} assets nesg? ness? claims:
average iransfers (increase~)|(increase-) (net)
as A percaniage of gross national product
United States 1963-65 7.9 — 8.3 — 0.4 0.5 - 14 — t.4 1.8
1973 &.4 — 9.5 - 3.1 0.5 - 2.7 - 2.9 2.0
1974 8.5 - 8.5 - 4.0 0.2 - at - 2.8 1.7
1978 6.8 - 6.3 0.8 1.2 0.8 — 3.3 1.8
1976 7.2 — a2 — 1.0 1.3 — 0.3 — 2.8 0.8
Japan. ., . . 1983-65 11.9 - 18.1 — 6.2 71 — 13.9 - 2.5 3.1
1873 12.9 — 1941 — 8.2 4.4 —13.6 - 1.8 4.8
1974 10.9 — 18.6 - 7.7 2.4 — 8.8 - 1.1 0.9
1975 2.8 -—12.4 - 3.8 4.4 -10.3 - 1.9 4.2
1976 . . — 3.2 4.3 - 81 - 1.2 2.8
Germany® . . | 1983-65 12.8 - 16.8 - 4.3 0.9 - 1.2 - 3.2 —- 0.8
1973 11.4 — 15.4 — 4.0 1.5 — 0.9 - 2.7 - 1.9
1974 10.6 — 13.1 — 2.5 0.4 - 1.5 - 2.3 0.8
1975 11.1 —12.1 - 1.0 1.6 0.2 — 3.2 - 0.3
1976 12.3 - 137 - 1.4 1.5 - 1.0 — a.t 1.2
France ., . . 1973 T.4 —i12.3 - 4.9 1.4 - 3.5 — 4.4 1.6
1974 8.0 -12.7 - 6.7 1.8 - 6.1 — 4.8 2.4
197% 5.6 - 9.0 — 3.4 22 | — 08 - 5.7 0.7
1976 6.1 —11.4 — 5.3 0.7 - 1.9 — 6.3 2.2
United 1963-€5 8.8 — 8.8 0.2 0.5 — 1.8 — 1.8 3.3
Kingdom . 1973 11.5 —11.5 0.0 3.6 —_ 6.2 - 1.5 4.1
1974 10.7 — 14.6 - 3.9 0.1 - 5.4 — 0.1 1.5
1976 88 — 9.1 — 0.3 2.4 — 0.8 - 1.5 - 0.6
1976 10.0 - 10.5 — 0.5 1.5 - 241 - 1.3 1.4

1 Mainly deposits and short-term paper. In the United States includes all government securities, 2 Includes all
bank loans except mortgages in the United States, long-term bank loans in Germany and medium and Jong-term
credits in France. Includes some loans from non-bank financlal institutions and for the United States and
Germany issues of short-term market paper. 3 Mainly issues of bonds and equities butin some cases also
morigage toans and leng-term credits. 4 Mainly non-market claims, notably trade credit and participation
trangactions with non-residents. Includes the glatistical discrepancy. % Enterprise sector excluding housing.

The improvement in balance-sheet positions seems to have offset the sharp
weakening of the early 1970s but not to have restored the full strength of earlier
years, For example, the ratio of the deposit and government-security holdings of
US corporations to their total curtent liabilities rose from an unprecedentedly low
figute of less than ©.16 in late 1974 to reach nearly o.20 by mid-1976, which
approximately restored the liquidity standards that had prevailed in the 1969-71
period. In the early 1960s, however, the ratio had stood at over o.35. In the
United Kingdom the ratio of commercial and industrial companies’ liquid assets



to their bank advances rose gradually during 1975 and 1976 but in late 1976 was
still much lower than it had been at any time prior to 1973. Of course, continuing
inflation may have induced companies to economise on their holdings of liquid
balances. In Germany corporate financial assets seem to have increased considerably,
the rise last year partly taking the form of acquisitions of securities; however, debt/
equity ratios are now much higher than they were in the 1960s. In Japan the
strengthening of cotporate finances was associated with moderate short-term
borrowing for the third year tunning,

The restructuring process being quite advanced, at least in the United States
and Germany, there was some revival during the year in short-term borrowing —
which was used, together with internally generated funds, to finance a modest
increase in business investment. With the financial worties of recent years still a
vivid memory, the reluctance to suffer another deterioration in balance-sheet
positions may help to explain why business capital spending has, in fact, remained
rather weak.

Enterprises continued last year to draw fairly heavily on capital-market funds.
In the United States public bond issues by domestic cotporations, at §$26 billion,
reached about 85 per cent. of the record 1975 volume and — of particular benefit
to lower-rated industrial corporations —— private placements of debt securities
increased by so per cent. to over $15 billion. The total volume of stock issues,
at $r11 billion, was about the same as in 1975, though the pace of offerings
slowed down in the second half of the year. In France, Germany and the
United Kingdom, too, share issues last year fell only slightly below the high 1975
volumes, Net bond issues by the enterprise sector ran at high rates in France
but — as in 1975 — were small or even negative in Germany and the United
Kingdom. In Japan net issues of bonds by corporations (other than electricity
undertakings) fell to about one-quarter of the 1975 level and the volume of equity
issues was approximately halved.

At an unusually late stage in the recovery process, corpotrate demand for
bank credit strengthened in some countries last year. In the United States
business loans from banks, after falling for two years, moved up in the autumn,
In Germany there was a quickening in business borrowing from banks, particularly
at long term, which may have been related to the comparatively good increase
in fixed investment in that country. A strengthening of business borrowing from
banks could be observed in France, Italy, Belgium, the Netherlands and the
United Kingdom. In most cases, however, the rise did not seem to portend a
sustained recovery of fixed investment but was instead associated with re-stocking,
continuing inflation and “temporary factors. In Japan business demand for bank
credit seems so far to have remained fairly weak.

Borrowing and lending in the personal secior. Last year the personal sector’s net
financial investment (i.e. net recorded financial transactions) declined in the United
States, Germany and France, teflecting a slow growth of disposable income and
a pick-up in consumer spending, but it increased further in Japan and the United
Kingdom. These divergent developments were mainly associated with differences
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Personal sector: Changes in financial assets and liabilities.

Corresponding changes in
financial flnancial assels
Years Net liabilltieg

or financial | (increase money-

Countries annual | Investment —) tota cu;l;&:cy market
deposis! | paparand | - other

as a percentage of gross national product
United States® . . . . . 1963-65 2.6 - 5.7 8.3 5.0 ¢.5 2.8
1973 3.8 - 7.2 11.0 8.2 1.6 3.2
1974 5.5 — 4.2 9.7 4.5 2. 3.1
1975 6.9 — 4.1 11.0 €.0 1.4 3.6
1976 4.9 - 6.0 10.9 c.6 0.3 4.0
Japan . .., ... ... 1863-65 8.2 - AT 12.9 2.8 1.7 1.4
1873 8.9 —t10.1 18.0 15.0 1.5 2.5
1974 10.8 — 4.8 15.3 12.0 1.3 2.0
1875 10.8 - T.2 18.0 13.3 2.2 2.5
1976 1.8 -— &.4 17.9 12.8 2.5 2.5
Germany* , . ., ... 1963-65 2.7 — A2 6.9 4.6 1.2 1.1
1973 3.1 - 5.0 8.1 5.2 1.8 1.4
1974 5.4 — 2.8 8.0 5.5 1.1 1.4
1975 &.8 — 2.7 9.5 7.0 1.0 1.5
1976 5.2 — 3.3 8.5 5.2 1.9 1.4
France . . . . ... .. 1973 a.6 — 6.4 10.0 7.3 .4 1.3
1974 4.8 — 5.0 2.6 7.5 Q.1 2.0
1976 6.7 -1 8.8 8.9 (1 ) o.8
1976 5.4 — 4.9 10.3 9.0 0.5 0.8
United Kingdom . . . . | 1863-65 3.4 — 2.6 8.0 4.0 - 1.5 3.5
1973 5.2 — 5.8 11.0 8.8 -— 1.6 4.0
1974 7.8 — 2.9 10.7 6.7 0.0 4.0
19758 5.3 — 3.3 8.6 4.7 — 0.4 4.3
1976 6.1 - 4.2 10.3 4.8 0.9 4.6

* Includes funds placed with savings institutions providing housing loans and, in the case of Japan and the United
Kingdom, trust ¢lalms and liquid national savings respectivaly. 2 Includes unit frust claims, 2 Househalds
plus farm and non-farm unincorporated enterprises. 4 H hotd and ing sector combined. Exchudes
unincorporated enterprises.

in the strength of the revival in botrowing. Asset accumulation remained high or
increased in all countries.

An upturn in short-term consumer credit in conjunction with spending on
consumer durables was, of course, a normal cyclical phenomenon. Striking, too,
was the strong rise in mottgage borrowing evident last year in the United States,
Germany, the United Kingdom and Japan. However, in the current cycle, much
of this borrowing was associated with the transfer of existing dwellings and even
with non-housing expenditures. In relation to gross national product total personal-
sector borrowing last year was quite modest compared with the 1972—73 upswing
but it nevertheless accounted for much of the increase in total bank credit. In the
United States, for instance, consumer and real-estate loans tepresented three-
quarters of the total growth of bank lending. In addition, the non-bank financial
institutions also expanded their mortgage lending substantially. In fact, the tise in
borrowing by households virtually offset the effect on total credit-matket flows of
last year’s decline in government borrowing.

Asset accumulation in the personal sector, though falling slightly in relation
to the gross national product in three of the countries included in the table, was



still very large by historical standards. In all countries, indeed, personal-sector asset
accumulation throughout the 19705 bas been far more substantial in relation to gross
national product than it was in the early 1960s. In the 1972-73 expansion, however,
household botrowing was at high levels and it was not until the recession set in that
the sector’s net financial surplus became large.

In Germany, the United Kingdom and to a lesser extent in France and Japan,
there was some shift towards investment in securities last year, particularly in
government papet. In the United States, however, the carlier trend away from
money-market and security investinents continued. Insurance claims, traditionally
a large proportion of recorded personal-sector asset accumulation in the United
States and the United Kingdom, seem to have increased in importance ovet the
last two years in many countries, probably reflecting efforts to compensate for the
erosion of the real value of claims brought about by inflation,

But deposits again accounted for a large share of personal-sector asset
accumulation. Households® acquisitions of liquid claims, which had increased so
strongly when high rates of inflation were cutting sharply into the value of existing
financial assets, slowed down somewhat last year in most countries where inflation
rates were falling. It is interesting to note, however, that in relation to gross national
product the accumulation of liquid assets by households in the United Kingdom
has proceeded at a much slower rate in the last two inflationary years than during
the 1973-74 phase of monetary explosion.

The financing of public-sector borrowing requivements. Reflecting the contraction in
budget deficits, declines occurred last year in central-government and overall public-
sector fimancing requirements, which include bortowing for lending putposes.
Among major countries, only Japan, Belgium and the Netherlands recorded further
increases, Everywhere, however, the requirements were much larger in relation
to gross national product than they had been before the recession. The table on the
following page gives a rough breakdown of the financing relating to the central
government, except in the case of Germany where it applies to all public authorities
other than the social security system.

Financing from domestic non-bank sources increased last year in the
Netherlands, while in France and the United Kingdom it coveted a much larger
propottion of the reduced amount of finance required. In France a long-term
government loan was issued and considerable success was enjoyed by a new form
of Treasury bill for public subscription with interest rates set to inctrease
progressively over time. In the United Kingdom sales of gilts to the non-bank
sector were very large, patticularly towards the end of the year. Sales of
government securitics to domestic non-banks also increased in Japan and again
reached fairly high levels in the United States, Germany and Belgium. In some
countries sales of short-term securities continued to account for a large part of
the total, but in the United States, in particular, strong efforts wete made to
lengthen the maturity of the public debt.

Central-government recourse to monetary financing decteased in absolute
terms last year in France, Germany and the United States, but it increased in



Goavernment financing.’

ether- | United United
Htems Years Belgium | France |Germany taly Japan h: ands | Kingdom Sta%e s
as a parcentage of gross natienal product
Public-sector
financing
reguirement® . , |} 1973 3.8 —0.5 1.0% 1.2 . 1.4 4.0* 1.0
1974 3.8 0.1 2.7° 9.7 . 2.7 5.8* 1.7
1975 5.9 3.6 8.3° 14.7 . 5.2 7.8% &1
1975 6.5 1.7 4.3 11.8 . 5.1 5.0° 4.3
Centrat-governmant
fimancing
requirement ., , .| 1973 4.0 —0.8 0.3 9.1 0.8 —-0.3 2.2* 1.0
1974 a7 —0.3 1.0 8.6 2.0 0.6 4.2% 1.3
1978 8.8 3.0 3.3 12.4 a7 3.1 8.1% 8.7
1976 5.8 1.1 2.7 9.5 4.8 3.7 5.6% 4.0
mel by:
Centralbank . , . .| 1973 | —0.03 | —0.47 | —0D.15* €.08 1.11 | —1.06 0.65 |
1974 0.18 017 [ —07 &.44 2.27 | —0.86 0.14
1975 | —0.03 1.38 0.88° 4,758 1.47 0.08 1.66 0.25
1976 0.76 0.74 | —0.37° £.84%| 0.6 0.47 0‘1 . 0.47
Banks . ... ... 1973 230 | —0.54 0.81% 1.08 | —0.22 | —0.47 |]_ ;'?: —-0.58
1974 1.26 | —0.03 2.16° 1.5 | —0.26 0.16 : 0.16
1976 1.38 0.81 4.32° 4.18 1.38 0.88 2.00
1976 1.72 | —0.33 3.41° 0.46 2.40 0.86 0.96
Other domestic
sources, . . ., . . 1973 1.89 0.25° 1.83 1.24 2.25 0.88
1974 2.31 0.66% 0.58 1.38 2.29 0.83
1975 4.82 1.04° 3.46 2.20 5.68 2,94
1976 3.43 0.96 0.65° 219 [|-0.11 2.53 4.60 2.15
—0.48 0.00
Foreign sources . .| 1973 | —0.20 0.86 0.06* 0.13 0.81 - —0.757 0.027
16974 | —0.08 0.89 0.08° o.01 1.72 —_ 1.797 0.167
1976 | —0.07 0.28° - - 0.48" 0.517
1976 - 0.56° 0.01 -0.13 1.117 0.487

! 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. 3 All public
authorities othesr than social security, 4 Excludes financing of public corporations. % Includes central-
governmant lending to public corporations (equivalent to approximately 1.3 per cent. of GNP In 1976).  * Gnly
short-term debt relavant for the monetary base. 7 Includes drawings on {+) and additions to {—} official
external monetary reserves.

Belgium and the Netherlands and remained an important source of government
financing in all countries other than the United Kingdom, whete there was a
temarkable turn-round in the situation. Credit from the banking system covered
over one-third of the total requirement in Belgium, France, the Netherlands and
the United States and over two-thirds in Germany and Japan. In Italy nearly two-
thirds of the central goverament’s financing requirement was covered by borrowing
from the central bank.

Poreign sources of funds covered some of the total financing requirement in
the United States and even mote in the United Kingdom. The unusually large
figure for Germany reflects both loans raised by the public authorities from foreign
banks and the sale of government paper by German banks to non-residents.

In some countries, notably the United States, Germany and Japan, large
government financing requirements do not appear up to now to have led to



undue pressure on interest rates or excessive monetary creation. Government
tecoutse to the banking system, though large, seems merely to have counterbalanced
the weakness of private credit demand, thus helping to keep monetary expansion
on a fairly even course. Moreover, extensive recourse to the capital market did
not, except temporarily, prove inconsistent with a stable or downward trend in
interest rates. In fact, expectations of receding interest rates, by leading to increased
sales of government securities, facilitated monetaty control. It has been suggested
that aggressive government borrowing at long term prevented interest rates from
falling as much as they might otherwise have done, thus discouraging private
investment (see Chapter II), but againsc this must be set the beneficial effect of
the deficits in sustaining demand and improving private-sector liquidity in the
broad sense. '

In some of the other countries extensive monetary financing of the public
sector seems to have again posed problems of monetary control and to have
conttibuted to inflationary pressures and external weakness. The fact that it was
in the mote vulnerable countries that interest rates did rise seems to underline the
key influence on them of closely related expectations regarding inflation and
exchange rate developments. Indeed, the uncertainty of the interest rate outlook
at times contributed to the difficulty of financing budget deficits by non-monetary
means, In some high-inflation countries the limited issue of public debt instruments
with some form of variable interest rate has recently been under consideration as
a way of reducing the uncertainties faced by both borrowers and lenders in making
long-tetmn  financial commitments. Such a loan was announced in the United
Kingdom for issue in late May.

Monetary developments and policies.

Continuing inflation and external imbalances have substantially narrowed the
monetaty policy options which seem to be open to the various countries. On the
one hand, it has become increasingly accepted that the attempt to apply strong
monetary stimulus is likely to result in high rates of inflation in the medium
term and, in 2 context of extreme sensitivity to inflation, may do little to stimulate
output in the short run. On the other hand, in all but a few countries weak external
positions have seemed increasingly to call for policies of monetary restraint. At all
events, the stance of monetary policy last year seems in the so-called strong countries
to have been no more than accommodative while in most others it was largely
restrictive.

Monetary policy. In the United States, Germany, Japan and Switzerland
monetaty policies with a distinct medium-term orientation were continued with
little change from the previous year. Except in Japan, the central aim was to
stabilise the growth of the money supply. In the United States the Federal Reserve
continued regularly to set medium-term targets for monetary growth. The basic
intention was to lower the targets as inflation abated, but only minor changes
were made last year. In Germany the aim in 1975 had been an 8 per cent. growth
in central-bank money, and the same target, though on an annual average basis, was
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maintained for 1976 and 1977. In Switzetland a 6 per cent. target for the average
growth in M, in 1976 was followed by a 5 per cent. target for 1977. In Japan
the authorities kept “window guidance” ceilings on bank credit expansion in force as
a precaution, even though the demand fort bank credit was weak. In setting them and
in influencing the financing of the Government’s borrowing requirement, the authorities
were guided by forecasts of monetary expansion, albeit unpublished ones.

Policies which were largely designed to consolidate the progress already made
in dampening inflation left only limited scope for stimulating demand in the
short run. However, by not reducing the targets commensurately with the decline
in inflation and by applying them with some flexibility, the authorities sought to
provide scope for expanding economic activity.

Changes in the setting of policy instruments during the year reflected this
moderately permissive attitude, which was no doubt influenced by concetn about
the pause in growth during the second half of 1976, After a period of rapid
monetaty expansion the US authorities conducted restrictive open-market operations
in the summer, Thereafter, they were more accommodating, providing the banks
with sufficient reserves to meet the still limited demand for bank credit. The
easier stance was also signalled in traditional ways by a loweting of the banks’
reserve requirements in August and December and a cut in the discount rate
from 5% to 3% per cent. in November. In Germany the pattern during the year
was somewhat different. The authorities increased the banks’ reserve requirements
in the spring and took open-market action in the autumn of 1976 to rein in the
banks’ free reserves, thus counteracting the expansionary influence of official
exchange-market intervention under the joint curtency float arrangements and changes
in government deposits at the Bundesbank. The banks’ rediscount quotas were
raised in two stages in March and June 1977 as technical steps to help ensure
adequate monetary expansion, In Japan “window guidance” ceilings wete eased
during the year and the discount rate was brought down from 614 to 5 per cent. in
two stages in March and April 1977.

In other countries, most of which had higher rates of inflation, actual ot
potential external weakness had by last year come to be considered a significant
constraint on monetary policies. With long-standing external current-account
deficits likely to continue or increase, and external indebtedness in some cases
high, the attractiveness of financing deficits by officially inspited botrowing abroad
had diminished. Monetary authorities had also become increasingly aware of the
risk that exchange depreciation could give a sharp boost to domestic inflation,

The deep-rooted problems of Italy and the United Kingdom seem to have
been compounded by recent difficulties of monetary control. In Italy, where the
Government’s finances and privileged export credit facilities had caused an
explosion of the monetary base, the lira began to fall sharply in early 1976,
touching off a vigorous wagefprice spiral. The emergency measures adopted last
year — including the so per cent. import deposit requirement, increases in banks’
reserve tequirements and a progressive increase in the discount rate from 6 per
cent. at the beginning of the year to 15 per cent. in October — helped to slow
down the expansion of the fiee element of the monetary base. But the Treasury
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deficit was still enormous and ptivate demand for bank credit expanded strongly,
With the authorities having long sought to moderate the rise in interest rates,
quantitative credit ceilings had to be imposed in an effort to prevent the increase
in total domestic credit from substantially exceeding the Lit. 29,500 billion limit
set for the year. The ceilings have been extended to cover the period ending
March 1978.

In the United Kingdom interest rates had been lowered at the beginning of
1976, When sterling came under ptressure in the spring, domestic credit expansion
accelerated and, though held back for a time by outflows of funds, monetary
expansiont moved up to very high rates in the third quarter. The Bank of England’s
minimum lending rate had been fraised by 214 percentage points in April-May
but, though sterling remained under intermittent pressure, the authorities were
teluctant to encourage a further rise in interest rates. Finally, however, in
September-November calls for special deposits were announced, marginal reserve
tequitements on banks’ interest-bearing deposits (“the corset”) were reintroduced
and the minimum lending rate was increased to 15 per cent.

After the announcement of international support arrangements, sentiment in
the stetling and gilt markets was sharply reversed. In a context of capital inflows
and a declining public-sector borrowing requitement, domestic credit and the
money supply actually contracted in early 1977. This counterbalanced the
acceleration which took place during the summer of 1976, so that by mid-April
1977 the twelve-month rate of increase in the sterling money supply (M) fell to
only 7.5 per cent. The authorities sought at times to moderate the decline in interest
rates. But by mid-May 1977 the minimum lending rate had been reduced to 8 per
cent., prompting some discussion as to whether, given the continuing high rate of
inflation, interest rates were not perhaps coming down too fast and too far,

In France, where the underlying economic problems had been less severe,
the authorities encouraged high money-market rates in order to limit the depreciation
of the franc and signalled this policy by increasing the discount rate from 8 to
10Y per cent. between July and September. They also took measures in the
autumn to help moderate domestic inflationary fotces: the norms for bank credit
expansion were tightened, a reserve requirement on the increase in bank lending
was teintroduced and a 121 per cent. upper limit on the growth of the money
supply during 1977 was announced.

But it was those countries whose currencies were linked to the Deutsche
Mark in the Buropean joint float that gave the highest priority to resisting
exchange-matket pressutes on theit currencies, permitting or encouraging domestic
interest rates to rise to the extent necessary for this purpose. During periods of
turbulence within the “snake” in March-April and July-October, the authotities
in Belgium, for instance, permitted their sales of foreign exchange to bring about
a tightening of money-market conditions and enhanced this effect by limiting the
availability and raising the cost of central-bank credit. In the process, the day-to-
day money rate, which had stood at 4 per cent. in January, reached a peak of
18.5 per cent, at the beginning of October before retreating to an average of 7.4
per cent, in December. In the Netherlands, too, money-market testraint techniques
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were used to help counter speculation against the guilder which arose for a time
between July and October. With the external current account basically strong,
however, the policy of encoutraging capital outflows by relatively low domestic
interest rates was soon restored and, following a sharp acceleration in monetaty
expansion, ceilings on bank lending were introduced in the spring of 1977. In
Denmark and Sweden defensive measures included ceilings on bank credit designed
partly to divert credit demand to foreign sources,

Developments in monetary aggregates. Rates of growth in the money stock have
generally continued to fluctuate over a wide range. In many countries twelve-
month rates of growth in the broad money stock moved upwards in late 1975 and
during the first half of 1976 to treach levels which, in the Benelux countries, France
and Traly, were close to the previous peaks recorded in the early 1970s. With
Italy, the Netherlands and the United States the principal exceptions, there was a
considerable slowdown in most countries in late 1976 and early 1977, teflecting the
pause in the recovery and in many cases restrictive policies, together with the
calming of exchange-market conditions. In the United States, Germany and Japan
monetaty growth rates remained faitly moderate by past standards, but those in most
other countries continue to reflect the high underlying rates of inflation,

Credit to the public sector is still a major factor in monetaty expansion.
Its contribution to monetary growth fell last year in France, Germany, the
United States and the United Kingdom —- reflecting, in varying degtees, a
contraction of public-sector deficits and increased recourse to non-monetary
financing — but rose further in Belgium and Italy. In France and the Netherlands
bank credit to the public sector, together with public-sector borrowing abroad,
accounted for less than one-fifth of domestic credit expansion last year, but in the
other countries its contribution ranged from about one-third to over one-half.

Bank credit to the private sector recovered or accelerated quite sharply last
year, notwithstanding the modest pace of the economic revival. In some cases, as
explained earlier, the expansion reflected mortgage and consumer lending as well
as bank credit to companies for purposes of stockbuilding and financial restructuring.
But it is significant that there was a pronounced rise in some of the countries which
experienced external payments difficulties during the year., Apart from the influence
of relatively high rates of inflation, an expansion of bank credit seems to have
occurred in conjunction with outflows of funds (or shifts in the terms of external
commercial payments) and unusual rises in the relative return on domestic money-
market assets. In such cases the large increase in domestic credit was directly
associated with the external weakness. It was reflected, moteover, in the negative
impact of the external sector on money creation in these countries as well as in
ptessure on exchange rates, '

The tendency last year for a recovery in credit to the private sector partially
to supplant bank lending to the public sector as a source of money creation can
be seen in longer-term perspective in the graph opposite. The curves show twelve-
month percentage changes in broad money aggregates and the contribution to these
movements of twelve-month changes in the various counterparts.
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Changes in the money steck and
the contributions of its counterparts,
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In the United States there has long been a tendency for bank lending to
the public and private sectors to move in opposite directions, the former
complementing the latter in a broadly anti-cyclical way. In most other countries
developments in the money stock have, as a general rule, closely reflected fluctuations
in credit to the private sector. In France, Japan and Germany, in particular, a
strong counter-cyclical réle played by credit to the public sector was a rather novel
feature of the recent recession. In Italy and the United Kingdom, on the other
hand, monetary financing of the public sector had been following an upward
trend for some time. In Belgium and the Netherlands the contribution to money
creation of credit to the public sector was large in 1975 and 1976 but not unprecedented.
Somewhat surprisingly, changes over the years in credit to the public sector in
Belgium seem at times to have been positively correlated with those in credit to
the private sector.

The external counterpart of changes in the money supply is, broadly
speaking, a measure of the overall balance-of-payments position. In the long run
there has been a tendency in a number of countries for wide flactuations in
domestic credit expansion (total bank lending to the private and public sectors)
to be mirrored in opposite movements in the external counterpart. This tendency
is discernible not only in the years when exchange rates were rigidly fixed but
also in the recent period. But wheteas in the United Kingdom changes in the
external counterpart appear often to be negatively related to those in bank lending
to the public sector, in Italy they seem rather to be inversely associated with
movements in credit to the private sector. However, as a long-term trend, the
growing monetary financing of the public sector in Italy has also been associated
with the adverse movement of the external balance. Inverse relationships between
domestic credit expansion and the external position are clearly evident in Belgium
and the Netherlands, and have been in eatrlier years in France. Some such
relationship, admittedly much less clear-cut, seems to have existed in Germany
also, at least until the time of floating, In some cases these relationships may
reflect the fact that outflows or inflows of funds (or changes in the current account
of the balance of payments) in response to non-monetary forces increased or
decreased the economy’s need for credit from domestic banks. But more often
they seem to have resulted from incentives to inflows or outflows of funds arising
from domestic monetary policies which were significantly tighter or more lax than
those being followed in key centres elsewhere.

The use of monetary targets: Problems and policies.

The practice of establishing and publishing official targets for the growth of
monetary aggregates has been adopted by monetary authorities in quite a number
of countries in recent years. This approach has been employed since 1975 in the
United States, Germany, Switzetland and Canada, and last year norms were
published for the first time in France and the United Kingdom. In the Nethetlands
the authorities have formulated an objective for the growth of money expressed
in terms of the relationship between the latter and the rate of expansion of net
nationzl income.
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Published monetary targets and actual rates of monetary expansion,

Monetary Tarpet | Actual result
Country aggregate Target period increase as a percentage
Canada. . .. .. M,y i1f1975 — Iij1978 10—15 12,0
February-April 1976 = 1/1977 g—12 .
France . . . . .. M2 12 months ending December 1976 - 12.8
12 months ending December 1977 12.5% .
Germany . . , . . Central-bank 1975 average — 1978 average 8.0 9.2
money 1976 average — 1977 average [-Xi] '
Switzerland . . . . M, 1975 average — 1976 average 6.0 8.0
1876 average — 1977 average 5.0 .
United Kingdom Domestic credit 12 monthg to mid-April 1977 £9.0 billian® £4.7 billion
expansion 12 months to mid-April 1978 E7.7 biltion® .
Sterling money 12 months to mid-April 1977 9—13* 7.5
supply (M3) 12 months to mid-April 1978 9—13?
United States* . . M, 111976 — 111977 45— 7.0 6.1
11977 — 11978 4.56— 6.5 B
Mz 171976 — 1f1977 7.5—10.0 10.8
11977 — /1978 7.0= 9.5 .
M; 111876 — /1977 9.0—12.0 12.7%
11977 — 1}1978 8.5—11.0 '

! Rate of expansion from 1111975 to February-April 1878, a period chosen to avoid the influence of postal atrikes.
2z I.tl_ppelr éimlt. 1 Range stated to be consistent with the target for DCE. 4 Medium-range targets, % March
estimated.

The above table compares the norms announced with the actual expansion
of the variables concerned in the most recent completed period and sets out the
norms for the current period.

In the United States the Federal Reserve has regularly announced target
ranges for the growth of M;, M, and M, during overlapping twelve-month
petiods ending in successive calendar quarters. The ranges allow for some margin
of error and the targets can be varied over time to provide both for a gradual
slowdown in the underlying rate of inflation in the economy and for changes in
the public’s preferences for different types of monetary assets. With a view to
steering monetaty growth along the medium-term coutse so established, short-
term tolerance limits are set at the monthly meetings of the Open Market
Committee in order to guide the System Account Manager in market operations.
These limits cover overlapping two-month periods and refer to the average
growth of the three monetary aggregates and to the Federal funds rate. The relative
importance attached to the achievement of the targets for the different aggregates
has changed from time to time.

In Germany 8 per cent. targets were established for the annual average
increase in the central-bank money stock in both 1976 and 1977. In announcing
the target for 1977 the authorities explicitly stated that in view of the strong
expansion in central-bank money in late 1976 an 8 per cent. increase on an annual
average - basis implied a tise of only 6-7 per cent. in the course of the year.
Central-bank money is defined in Germany as the currency in circulation plus
banks’ required resetve holdings in respect of liabilities to residents calculated on
the basis of unchanged coefficients. Hence, although it is an item in the central
bank’s balance sheet, central-bank money cannot be controlled in a precise or direct
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way by the monetary authorities in the short run. It is influenced instead by action
affecting banks® free reserves and the cost of central-bank credit. In effect, central-
bank money is a weighted sum of the components of the broad money supply, the
weights for the deposit elements being equivalent to the reserve ratios. These differ
accotding to the type of deposit in a way which to some extent reflects differences
in the degree of their liquidity. Once established, the targets for the year have not
so far been changed subsequently.

In Canada target ranges have been set for M;: a consideration which influenced
the choice of this aggregate was that the behaviour of other aggregates depends
significantly on changes in differentials between interest rates, some of which are
determined by institutional factors outside the direct contrel of the authorities in
the short run. The lower end of the range of each of the targets announced so
far has corresponded to the limit on wage increases under the Government’s
incomes policy for the period concerned, while the upper limit has provided what
is considered to be an adequate margin for manoeuvre., In seeking to achieve its
target, the Bank of Canada relies mainly on its ability to influence money-matket
rates of interest. In Switzerland the target variable is also M, but the target values
have changed little over time.

In France a 123 per cent. upper limit in respect of the growth of M, in
the course of 1977 was announced in September 1976 by the Government as part
of an economic stabilisation programme which included, inter alia, steps to reduce
the budget deficit and restrictive norms for bank credit expansion. The target
figure was slightly less than the official estimate of the growth of nominal gross
national product between 1976 and 1977 and proved to be a close approximation
to the rate of monetary cxpansion actually recorded in 1976, In the United
Kingdom a 1z per cent. norm for the growth of M; during the fiscal year
ending March 1977 was announced by the Chancellor in July 1976 along with
cuts in government expenditure designed to reduce the public-sector borrowing
requitement. This norm was superseded last December by limits on domestic
credit expansion set, in agreement with the IMF, at £9.0 and 7.7 billion for the
twelve months to mid-April 1977 and 1978 respectively. Given the assumptions
concerning the development of the balance of payments, these targets were
considered to be consistent with a 9-13 per cent. growth of M, redefined to
include only sterling elements.

In the Netherlands the authorities have for many years attached importance
to the development of M, in relation to net national income (the “national
liquidity ratio”). This ratio rose from 37.5 to 41 per cent. in the course of 1976
and the Netherlands Bank has stated that a reduction of at least 1 percentage point
per year should be aimed at between now and 1980, In Italy, it may be added, a
limit has been set in agreement with the IMF in respect of the expansion of
credit granted through both bank and non-bank channels. It has been fixed at
Lit. 30,000 billion for the twelve months ending March 1978. On the basis of
assumptions regarding the balance of payments and the economy’s acquisitions of
non-monetary assets, an implicit notm for the expansion of money may be deduced
from this limit,
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Finally, it should be noted that in addition to these published targets
unpublished monetary targets or forecasts — to which varying degrees of
importance are attached — are now being formulated as a guide for monetary
policy in several European countries and in Japan. '

Actual results: How close to the mark? Actual monetary expansion over the
target petiods is compared with the original objectives in the table on page 6s.
For the United States and Germany the course of monetary expansion in relation
to the targets is compared in the following graph.

The United States and Germany:
Monetary targets and the growth of money,
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Although monetary expansion was faitly moderate and stable in both these
countries, technical difficulties in exercising monetary control and the need to take
other objectives into account caused the growth of the money stock to move
relatively far off course at times. In the United States the growth of M,
occasionally fell below the lower limit of its target range, while that of M; and
M, tended to move beyond the upper boundaries. These divergences seem to
have been influenced by the development of new negotiable savings deposits, by
regulatory changes and by relative declines in interest rates on short-term
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secutities. In Germany constraints imposed by the European joint float arrangements
seem to have contributed to a temporary swelling of bank reserves and, indirectly,
to an acceleration in the growth of central-bank money. However, though the
authorities were aware of this at an eatly stage, they deliberately refrained from taking
more restrictive action. In Switzerland, too, the authorities permitted the expansion
of M, to exceed a target which, considered in relation to the rate of inflation, may
itself have seemed liberal. However, the rise reflected, at least in patt, an increased
propensity to hold cash balances as interest rates came down: the growth of M,
was very moderate.

In Canada the growth of M, displayed a persistent tendency to fall below
the lower limit of the target range and the authorities responded by progressively
lowering Bank rate. In the United Kingdom monetary expansion accelerated sharply
in the summer of 1976, but when sentiment in the gilt-edged and foreign exchange
market changed, domestic credit expansion began to contract and the growth of
the money supply slowed down markedly. Over the whole of the twelve-month
period ending mid-April 1977, domestic credit expansion was well within its
designated limit and the growth of sterling M, was also well below the lower end
of its normative fange.

The problems of targeting. Although a great many central banks have now
adopted monetary norms, each has been at pains to point out, when announcing
or explaining targets, that a wide range of considerations other than the growth
of money would continue to be taken into account in the formulation of monetary
policy. Indeed, the approach is beset with difficulties and limitations.

For instance, it is nowhere possible to control monetaty growth very
precisely on a week-to-week or even month-to-month basis. Short-run fluctuations
have been quite large in countties where the authorities have sought to achieve
their target mainly by influencing money-market interest rates and bank reserves,
as well as in countries where they have relied on more or less direct controls on
monetary financing of the public sector and bank credit to the economy. In the
short run the money supply may be affected in uapredictable ways by shifts in
Treasury accounts, external payments and clearing balances. The public’s preferences
for cash ot various types of bank deposits may change, as may bank attitudes
to the holding of free or borrowed reserves. Sudden large swings in sentiment
in the exchange matkets, disturbances looming in private credit markets and
changes in the willingness of the public to acquire government securities —
especially where public-sector deficits are chronically large — may affect the ability
of the authorities to control the development of the money supply in the short
run and, indeed, the appropriateness of doing so.

It is often argued that for purposes of stabilising or bringing down rates
of inflation the inevitable short-run fluctvations in monetary expansion may not
matter much. It is not easy, however, to distinguish between random disturbances
and emerging trends, Moreover, with regard to interest rates and exchange rates,
which are of vital importance where inflation is concerned (see Chapter III); the
authorities are in something of a dilemma. The attempt to keep monetary
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growth within narrow limits in the short run may at times result in sizable
fluctuations in interest rates and, as a consequence, in exchange rates. It is also
true, however, that the failure of the authorities to keep the growth of money
closely in line with their published targets can itself be destabilising.

Over a slightly longer period of time the income velocity of money tends,
of course, to vary systematically over the trade cycle. The main reason for this is
that the public’s preferences for different types of monetary assets are influenced by
differences in interest yields, and to some extent this factor can be taken into
account in setting and revising monetary targets. But not fully, for some of the
interest rates involved are set by custom, agreement or regulation and may change
from time to time independently of monetary conditions.

Moreover, as a result of the economic disturbances of recent years and,
indeed, of the new emphasis on policies deliberately orientated towards steering
the aggregates, the demand for money seems to have become more difficult to
predict in many countries. It may be noted that efforts to bring the expansion of
the broad monetary aggregates under control following their explosion in 1972-73
were associated in many countries with an atypically slow fall, or even a rise, in
the income velocity of circulation of the money supply. To some extent, no doubt,
this was a reaction to eatlier declines in velocity that had been equally atypical.
Against this background the question may arise whether some countries are now
placing too much reliance on the capacity of velocity to rise cyclically and thereby
help finance the upswing in output. It has been pointed out, in particular, that even
when prospective inflation is taken into account, long-term interest rates in some
countries with moderate inflation rates scem unusually high at present and that this
may be tending to delay a recovety in investment. According to one view, slightly
easier monetary policies in these countries might have permitted real interest rates
to come down, The alternative view is that policies less restrictive than the ones
actually followed would have been less successful in calming inflationary expectations
and would merely have hindered the decline in nominal interest rates,

The telationships between the expansion of the various monetaty aggregates
on the one hand and developments in the price level and economic activity on
the other may also change as a result of structural developments and innovations
in the financial system. For instance, the greater willingness of banks to provide
money-transfer facilities in respect of interest-bearing deposits seems in some
countries to have incteased the income velocity of circulation of M, in tecent
years. In principle, problems associated with changing relationships among the
vatious types of assets can to a large extent be avoided by choosing a very broad
aggregate as the target variable, though this may imply the use of targets that
are not very amenable to official influence. Moteover, even an aggregate of this sort
will be affected by shifts in preferences between deposit assets and securities.

Norms for domestic credit expansion. For a variety of good reasons, attention
in tecent years has been focused mote on developments in the money supply
than in changes in total bank credit. However, in some circumstances there are
cogent reasons for also keeping a check on developments in the total assets of
the monetary system. Apart from vatiations in the non-monetary liabilities of the



banks, the difference between the change in bank credit and that in the broad
money supply mainly reflects changes in the external position of the banking system
ot, broadly speaking, the overall external balance of the economy.

In fact, notrms for broad bank credit aggregates ate similar in most respects
to norms for the growth of the money supply, but they embrace, in addition,
domestic monetary impulses which are transmitted into external deficits and surpluses
and not into domestic money expansion. In circumstances where the authorities
intervene to support the exchange rate, domestic credit expansion is a more relevant
control variable than the money supply. Restrictive notms for domestic credit
expansion may be particularly appropriate for countries which need to give high
priority to correcting external deficits. Since external financing of the public sector
may help to support the exchange rate and contribute to expansionary monetaty
impulses in much the same way as use of official foreign exchange reserves, it
may be appropriate to include it in domestic credit expansion, as is done in the
United Kingdom. The difference between changes in domestic credit expansion
and those in the money stock will then reflect, on the external side, the current-
account balance plus net ptivate capital flows.

The usefulness of monetary morms, The adoption by central banks of the
monetary norms approach to monetary policy seems to have had less to do with
short-term objectives than with the awareness that rates of monetary expansion
tend to be closely reflected in rates of inflation over the longer run,

In addition, nominal interest rates had become manifestly unreliable as
indicators of the stance of monetary policy in inflationary conditions, and it was
considered that developmeats in the monetary aggregates could provide a useful
yardstick even in countries where interest rates continued to be the major tactical
instrument of policy. '

Equally important, the announcement of targets has also enabled the monetary
authorities in a number of countrics to exercise more influence over the sources
of money creation and to convey to the public their firm intention of bringing
rates of inflation down. Policies orientated towards control of the monetary
aggregates seem to bhave been particularly effective in bringing down rates of
inflation in the United States, Getmany and Switzerland. In Getmany, for
instance, the targets apparently exerted a moderating influence on wage claims
in annual negotiations, and more recently, in France and the United Kingdom, the
adoption of monetary norms has helped to express the authorities’ resolve to
reduce the public-sector deficit. In recent years the outlook for increases in the
general price level has obviously played a growing réle in wage and price formation
throughout the economy. In these citcumstances monetary targets could contribute
in 2 useful and faitly direct way towards stabilising and moderating inflationaty
expectations. And they have also helped to underline the consequences, in terms
of output and unemployment, of wage and price increases beyond the limits
compatible with the norms.

On the other hand, experience also shows that many economies, particulatly
the more open ones with vulnerable external positions, may need to pay close



attention not only to the growth of the money supply but also to other indicators,
including domestic credit expansion. While the risk of exchange-market pressures
may be considerably teduced by conscientious efforts to adhere to restrictive
monetaty norms, many countries have found it useful also to influence interest
rate differentials directly. However, to be effective the differential ought to be large
enough to take account of differences in countries’ prospective rates of inflation.
Even so, given that exchange markets react to a variety of short-term factors,
crisis situations cannot be excluded. In such circumstances some countries have
found it advantageous, on balance, temporarily to countenance very high levels of
domestic rates.

Interest rates.

After a sharp slide in 1975 interest rates in the strong countries generally
edged down further last year under the influence of the pause in recovery, the
calming of inflationary sentiment and the generally accommodative stance of
monetary policy. Money-market rates fluctuated within a nartow range, and their
movements, which were not co-ordinated among countries, largely reflected
modifications in the stance of monetaty policy. In the United States 2 downward
tendency was interrupted for a time in the spring, when the Federal Resetrve took
action to slow the growth of the money supply. Short-term rates turned up again
in early 1977, partly in reaction to the strengthening of the economic recovery.
In Germany the three-month interbank rate fell to a trough in eatly 1976 but rose
by about 1 percentage point between April and July when measures were taken
to tighten bank liquidity. In Japan the call-money rate edged up for a time in
the summer and again around the turn of the year but moved downwards this
spring. Banks’ prime lending rates in the United States rose briefly in the summer
of 1976 in sympathy with money-market rates, but then fell back and were not
adjusted upwards again until May 1977. In Germany the lower range of rates quoted
in respect of large current-account credits fell in the spring of 1976 and thereafter
changed very little. In Japan banks’ minimum overdraft rates, which are linked to
the discount rate, wetre not changed in 1976 but were lowered in the spring of 1977,
Fluctuations in short-term rates were reflected only to a very limited extent in
capital-market yields, which displayed a downward tendency in all countries.

An unusual aspect of the sitwation in the United States, Getmany and
Japan is that interest rates continued to fall for so long during a phase of
cyclical recovery. In most cases long and short-term interest rates still stand well
below the levels they had reached at the beginning of the expansion. Though the
weakness of the recovery may have been one factor, this development mainly
reflected the progressive downward revision of inflationary expectations as curtent
rates of inflation moderated.

In 2 number of other countries the pattern of movements in short-term
interest rates was dominated by exchange-market developments and the efforts
made by the authorities to defend currencies against depreciation.

Among the “snake™ countries, whose currencies were affected in very different
ways by the crisis in March 1976, money-market rates in Belgium and the
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Netherlands moved in opposite directions in the January-June period. In the
autumn ctisis, however, when both currencies were temporarily on the defensive,
money-market rates in both countries bounded up to levels close to their mid-
1974 peaks. Thereafter they came down rapidly and by the spring of 1977 were
at much the same level as in the early months of 1976, In the Netherlands, for
instance, the rate on Treasury loans to local authorities stood in April 1977 at
about 4.9 per cent. on a monthly average basis. In the course of 1976 it had
touched a low of 3 per cent. in March and then reached a peak of over 12 per cent.
in September. In Denmark and Sweden short-tetm interest rates also moved up
steeply in the September crisis but have moved downwards since that time.

In the United Kingdom money-market rates fell by some 3 percentage
points between October 1975 and March 1976 but rose by about the same amount
in April-May and by another 1 or 2 points in September. After a further steep
rise the three-month interbank rate reached 15.2 per cent. by the end of October.
Then the tide turned and, though the authorities to some extent resisted the
decline in market rates, three-month money traded at only 8.75 per cent. by the end
of April 1977. In Italy shott-term intetest rates rose very steeply between January
and June, the interbank rate going up from 8.3 to 19.7 per cent. Subsequently,
a decline occurred, but it was limited and irregular. In France the swings duting
the year were much less marked: the day-to-day money rate was ratcheted up in
successive periods of external weakness from around 6 per cent. in January to about
10 pet cent. in December. In eatly 1977, however, some decline was evident.

In most of these countries the banks’ prime lending rates followed an
trregular course rather similar to that of money-market rates, though the swings
wete, of course, smaller. A notable exception was Italy, where the prime lending
rate moved up from 12 per cent. in February to 20 per cent. in July and stayed
at ot above that level into the spring of this year., A different type of exception was
France, where on domestic grounds the rise in bank lending rates was kept to very
modest proportions, though this seems to have had an adverse influence on bank
profitability. In Belgium, the Netherlands and the United Kingdom prime rates
bad by early 1977 approximately returned to their levels of a year earlier.

Bond yields rose considerably during the year as a whole in Italy and
Denmark, and in the Netherlands and the United Kingdom they recorded a short-
lived rise in the second half of the year. In France and Belgium long-term rates
scarcely reacted to the swings in money-market rates but rose slightly on balance.

It is not possible either from the domestic or international point of view to
judge the appropriateness of a country’s interest rates without taking into account
its prospective rate of inflation. Domestically, if interest rates are too low relative
to expected inflation, inflation tends to persist along with all its contractionary
effects on economic activity as discussed in Chapter III. Externally, thete will be
an incentive for outflows of funds, partly because expectations as to exchange rate
movements and relative rates of inflation will be closely linked. In countries where
rates of inflation are still high, credible restraint programmes should give scope
for a retutn to a more normal level of nominal interest rates, but only insofar as
inflationary anticipations are revised downwards.



V. INTERNATIONAL TRADE AND PAYMENTS.

Although the vast global payments imbalances which had characterised the
two preceding years pessisted in 1976, some more encouraging tendencies became
evident both in world trade and in some individual countties’ balances of payments,
~ Firstly, the recovery in the industrial countries brought a resumption of world
trade growth. The upsurge was particularly vigorous during the first half of 1976
and despite the moderate pace of recent business expansion it is still progressing at a
historically satisfactory rate. Secondly, some significant adjustments took place in the
batance-of-payments positions of individual countries and others are likely to occur
during 1977, Last but not least, and notwithstanding problems in some individual
countries, there seem in general to have been no major difficulties in financing the
persistent imbalances.

More than three years have now elapsed since the oil price increases in the
winter of 1973—74 set in motion the great upheaval in the world’s balance-of-payments
structure. The concluding part of this chapter sums up the events of these three
years and discusses the chances of adjustment for the main groups of countties with
imbalances.

World trade.

1976 was a year of rapid growth in world trade. With demand from the industrial
countries as the main driving force, it expanded by 11% per cent. in real terms — a
rather dramatic reversal of the 4% per cent, decline recorded in 1975. In value terms
the contrast between the two years was less sharp, since the average price of inter-
nationally traded goods rose in dollar terms by only 1 per cent. in 1976, as against
8 per cent. the year before; nevertheless, the §106 billion inctease in the dollar value
of wotld trade was two and a half times as great as in 1975 and brought total world
trade turnover close to the $1,000 billion mark. Looking at developments during
the course of last year, the growth of trade volume was most rapid in the first half,
when it reached an annual rate of 14 pet cent.; but even in the second six months,
when it reacted to the weakening of expansion in the industrial countries, the growth
rate on an annual basis was 8 per cent. — equal to the annual average for the 1960s.

The cyclical tecovery within the deweloped areas of the world (desctibed in
Chapter 1I} has been accompanied by strong import demand. Between the second
half of 1975 and the first half of 1976, industrial production in these areas rose at
an annual rate of 15 per cent., helping to generate even faster import growth; and in
the second half, despite a sharp falling-off in the rate of industrial expansion, import
demand remained strong, rising at an annual rate of 11 per cent. This was partly
because stocks continued to be rebuilt, although less rapidly than at the turn of the
cycle, and partly because of precautionary oil imports ahead of the end-year price
increase. Taking 1976 as a whole, the volume of imports into the developed countries
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Exporis (f.0.b.) Imports (c.i.t.)
1976 1978
Areas 1978 ist 2nd 1975 18t 2nd
Year half halt Year half half
in billions of US dollars (volume Indices 1974 = 100 in brackets)
Developed areas
Western Europe!:
EEC . . . .. ... ... 295.0 323.3 156.3 167.0 297.9 33r.2 163.9 173.3
Other tountries . . . . . 70.1 76.5 371.3 39.2 a97.9 104.3 49.9 84.4
Tolal, . .. ... ... 365.1 399.8 193.6 2068.2 395.8 441.5% 213.8 227.7
{o4.7) | (105.2) | (104.2) | (106.1) | (94.8) ) (106.8) ) (106.0} | (107.6)
United States . . . . . . . 107.6 115.0 57.0 58.0 103.4 129.6 61.0 68.6
Canada . . . .. ... .. aze 40.2 20.0 20.2 36.4 40.6 20.8 19.9
dJapan . . .. .. .. 5%5.8 87.3 30.8 36.5 57.9 4.8 30.7 34.1
Other countries' . . . . . 24.8 26.1 12.7 13.4 28.7 27.0 13.5 13.8
Total developed areas . 5871 648.4 3141 334.3 520.2 703.5 339.8 363.7

(ve6.4) | {106.8) | (105.3) | (108.2} | (92.5) | (104.8)|{102,5)|(107.1)

Developing areas

OPEC® , ., .. ..... 1M 133 62 T 54 68 3 37
{85} {97} feo} |(103) |(144) |(177) |{163) |(191)
Otherareas , . . .., .. o7 11 £3 s8 131 135 66 69

{103) {ro9) {r08) {110) {®s) {vé) {97) {95)

Total developing areas . 208 244 115 129 185 203 o7 106
{97} (ro6) {103) (108) {106) {115) fri12) f(t19)

Centrally planned
economies® . . . ., ., es 94 44 50 100 104 51 83

Grand total* , . . . . . B8RO 286 473 513 805 1,011 488 823
{96) (108) (104) (108) {95) {107) {105) {109)

1 Australia, Israel, New Zealand, South Africa. 2 Algeria, Ecuador, Gabon, Indonesia, Iran, Iraq, Kuwalt,
Libya, Nigeria, Qatar, Saudi Arabia, United Arab Emirates, Venczusla. 3 Bulgaria, People's Republic of
China, Czechoslovakia, German Democratic Republic, Hungary, Poland, Rumania and USSR, 4 Volume index
excludes centrally planned economies,

rose by over 13 per cent.,, while industrial production in these countries increased
by 1o per cent.

In a considerable number of cases developed countries’ impott growth rates, |
indicated below in brackets, were more than twice as fast as the rise in their
industrial production. This was true not only of countries whose economies were
telatively buoyant, such as the United States and Austria (23 per cent. each), France
(21 per cent.), Germany (16% pet cent.) and Australia (13 per cent.), but also of
others where domestic conditions were sluggish, such as Switzerland (13 Y% per cent.),
Sweden (7 pet cent.) and the United Kingdom (6 per cent.). Among the major
countries, the only exception to the general pattern was Japan, whose 101 per cent,
import growth rate fell short of the increase in industrial production. Of the smaller
developed countries, some which were striving to reduce their cutrent payments
deficits, such as Finland, South Africa and Yugoslavia, registered declines in import
volume.

The other expansionary influence on world trade in 1976 was the import
demand of the OPEC comntries, which increased by a further 23 per cent. in real
terms. Although this represented a sharp deceleration compared with 1974 and
1975, in value terms the rise came to $14 billion, about the same as in 1974 but
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one-third short of the 1975 figure. Moreover, the boost to oil revenues in the
second half of 1976 was accompanied by a tenewed strengthening of OPEC import
demand, which appears to have been sustained in the early months of this year.
The United States, Japan and Germany continued to dominate the QPEC market
in 1976, supplying almost 6o per cent. of the dollar value of imports originating
from the Group of Ten and Switzerland, The most significant improvements in
market shares were, however, recorded by Germany, Sweden and Switzerland,
largely at the expense of Japan and France.

In contrast to the expansionary factors noted above, the import demand of
the ron-0il develo ping conntries and — in their trading relations with developed countries —
that of the centrally planned economies temained weak. The non-oil developing
countries remained under great pressure to reduce their external deficits, but the
recovery in their export revenues meant that the burden of adjustment was no
longer placed entirely upon domestic growth and imports. After contributing to
the overall decline of world trade in 1975 through a 5 per cent. volume contraction,
their imports recorded a slight increase last year.

In the eastern European centrally planned economies, several years of rapidly
growing imports from western industrial economies had produced sharply widening
deficits vis-i-vis those countries. Financial pressures brought a reversal of this
trend in 1976, with several countries — Bulgaria, Hungaty, Poland and Rumania —
cutting back the value of their impotts from the West. On the other hand, despite
its deficit, the German Democratic Republic increased its imports from developed
countries at almost as fast a pace as in 1975. In addition, the USSR, benefiting from



a greater degree of flexibility on the export side on account of oil, and Czechoslovakia,
with only limited foreign indebtedness, allowed their imports to expand further,
The total value of imports into the eastern European economies from developed
countries rose by less than 3 per cent. to $28 billion in 1976, implying that there
may even have been a fall in real terms. Within the eastern European area, the dollar
value of trade turnover is estimated to have risen by about 10 per cent. last year,
substantially less than in 1975. This was mainly the result of much smaller price
increases, especially for raw matetials and fuels. An even greater reduction in imports
from westetn developed countries was achieved by China in 1976; at just over
$ 4 billion, their value was down by almost one-quarter,

On the export side, too, the pattern of growth in 1976 was largely a reflection
of the industrial recovery; a good deal of the resultant import demand was met by
the developed countries themselves, but demand for raw materials and fuels was
also significantly higher. The developed countries’ total exports rose by 11 per cent.
in volume, somewhat less than the growth of their imports, But although as a
group they thus exercised a net expansionaty influence on the rest of the world,
the opposite was true in many individual cases. In some of the countries of this
latter group, such as Canada and the United Kingdom and, among the smallet
economies, Finland, Istacl, New Zealand and Yugoslavia, this reflected in part the
impact of the adjustment process on imports; in Japan, on the other hand, the key
factor was a 23 per cent. volume increase in exports. Thus, within the developed
areas of the world the net expansionary boost to world trade was provided by a
rather limited group of major countries, including the United States (whose exports
rose by only 31 per cent.), France, Germany and Italy.

The strength of industrial demand for raw materials and fuels was felt by all
the other main groups of countries, The volume of exports from non-oil developing
countries rose by 6 per cent. in 1976, continuing the recovery that had got under
way in the second half of the previous yeat. Similarly, the demand for oil
strengthened, with OPEC exports showing a rise of 13 per cent. Undetlying this
were two main factors: sharply increased sales to the United States, whose own
production continued to fall back; and heavy shipments of oil towards the end of
the year in anticipation of the increase in OPEC prices. At the same time, the
centrally planned economies improved their export performance, both in raw
matetials and manufactured goods; the USSR, for instance, inctreased the volume
of its oil expotts to non-communist countries by no less than 44 per cent. Taken
together, the eastern European countries faised the value of their exports to
developed market economies by 16 per cent. to nearly $20 billion, implying that
there was a significant rise in volume.

The very modest increase in the average dollar price of internationally traded
goods during 1976 was due to a number of factors, including the petsistence of
excess capacity in manufacturing industry, generally good wotld harvests and the
better overall performance of the dollar in the exchange markets. To some extent
the effect of the latter development was to understate last yeat’s rise in trade prices,
since it meant that the continued increase in many countries’ export prices in
domestic currency terms was only partially reflected in the dollar figures.



Last year’s overall stability of trade prices masked a number of movements
in relative prices and hence in the terms of trade of different countties or economic
groups. Thus, industrial recovery was accompanied by a surge in raw-material
prices, the “Economist” dollar index rising by 18 per cent. in 1976. However, spot
commodity prices usually reflect transactions at the margin, and the export prices
of non-oil primary producers rose by a more modest 7% per cent. on average. Oil
prices rose, year on year, by 6 per cent,, partly a reflection of the October 1975
OPEC increase, and partly the effect of stronger demand pushing the market price
from a discount to a premium on the “marker” price, In all, price developments
in 1976 resulted in a small terms-of-trade loss for the developed countries. The
most significant changes were deteriorations of 10 and 7 per cent. for South Africa
and Spain, and gains of between 5 and 7 per cent. respectively for Switzerland,
New Zealand and Ireland. As a counterpart, the terms of trade of the non-oil
developing countties improved by 5 per cent. — teversing less than one-third of
the adverse movement in 1974 and 1975 — and those of OPEC by 31; per cent.
despite the view that the purchasing power of these countries’ revenues declined
sharply in 1976.

Balances of payments.

The wotld curtent-account balance-of-payments situation in 1976 was dominated
by two developments: an increase in the OPEC current-account sutplus from §35
to 43 billion; and 2 redistribution of the overall deficit of the rest of the world.
The developed countries” combined deficit rose from $12 o 29 billion, while that
of the non-oil developing countries declined by about $12 billion, from $3z2 to
20 billion, and, to judge from their trade account, that of the centrally planned
economies by $4 billion to about §5 billion.

Within these various groups there continued to be wide differences in
petformance last year. Among the OPEC conntries, the increase in demand for oil
from the industrial countries, together with the further rise in oil prices, meant
that the total surplus was more evenly distributed than in 1975, with only Algeria
and Indonesia registering significant current deficits. A major portion of the total
OPEC current-account surplus continued to accrue to the “low absorbers” — Saudi
Arabia, Kuwait and the United Arab Emirates; but in addition a number of
countries with a higher capacity to absorb imports — including Algeria, Iran,
Traq and Libya — imptoved their current-zccount positions last year. In contrast,
extra spending on imports outweighed the increase in oil revenues in Indonesia,
Nigeria and Venezuela.

In the deweloped areas, three-quarters of the $17 billion increase in the
combined current deficit was accounted for by the United States, whose 1975
surplus of $11.7 billion was replaced by a small deficit, Other evidence of a better
balance among the members of the Group of Ten included a reduction of nearly
$1 billion in Germany’s surplus, the conversion of the BLEU surplus into a modest
deficit, and reductions in the deficits of the United Kingdom and, to a lesset extent,
Canada., On the other hand, the combined deficits of France, Italy and Sweden



increased from $2.3 to 11.1 billion. More recently, signs of improvement have
begun to appear in the first two of these countries, while since eatly 1977 the
United Kingdom has been mote or less in balance and the Canadian deficit has

declined further.

International current-account transactions.'

T’adieobadgr"e Services and transfers Current balance

Countries and
areas 1974 | 1975 | 1976 | 1974 | 1075 | 1976 | 1074 | 1978 | 1076

i billions of US dollars

Developed areas

BLEU? . . ... 0.9 05| — 09 0 0.2 0.6 0.9 0.7 | — 0.3
Canada . . . . . 17| — 08 12| —32 | — 43| —56 | — 1.8 | — 48| — a4
France . . . . . — 3.9 15| —44| —20|—15|—13]|— 595 o | — 57
Germany . . ., . 22.2 17.7 16.4 —12.4 —13.8 —13.4 9.8 3.9 3.0
Italy . . . ... — 8.5 — 1.2 — 4.0 0.5 0.5 1.1 - 8.0 - 0.7 — 2.9
dapan. . . . .. 1.4 5.0 99| — 61| —57| —62|— 47 | —~ 07 3.7
Netherlands . . . 0.7 1.0 1.2 1.3 0.6 1.2 2.0 1.6 2.4
Sweden. . . , . 0.7 0.8 0.5 - 1.6 — 2.4 — 3.0 — 0.9 — LB — 2.5
Switzerland . . . [ — 2.0 0.2 0.6 2.2 2.4 2.8 0.2 2.8 3.4
United Kingdom. | —12.2 | — 7.2 | — 6.4 4.3 3.5 ag| —79 | — a7 — 2.5
United States . . | — 5.4 8.0 | — 9.2 4.9° 2.7 8.6 | — 05* 1.7 | — 0.8
Group of Ten
and Switzer-
fand . . .. — 4.4 26.7 4.9 —12.1 —17.8 —11.3 —16.5 8.9 - 6.4
Other countries . —27.2 -271.8 -28.0 8.8 7.2 5.4 —18.4 ~20.6 —22.6
Total devel-
oped areas . -31.6 - 1.1 -23.1 — 3.3 —10.6 — 5.9 -34.9 —-11.7 —28.0
of which:
OECD* . . . —25.5 6.2 -18.2 — 5.2 —12.2 - 7.9 -30.7 — &.0 —-26.7
Developing
areas®
OoPEC., . . ... 20 62 71 -25 -27 —26 65 as 45
Other areas . . . —18 —22 —12 — g —10 — 8 —25 —32 —20
Total develop-
ing areas . , T4 40 59 —34 —37 —34 40 3 25
Centrally
planned
economies . .| — 3 — B -5 . . . '

1 On a transactions basis. 2 Partly on a cash basis; exports and imports partly ¢.i.f. 2 Excluding special US
Government grants amounting to $3.1 billion.  * Total developed areas excluding Israel, South Africa and
Yugoslavia. = Partly estimated.

In the group of smaller developed countries the total deficit rose by a further
$2 billion last year, to reach $221 billion, which is equivalent to 4% per cent.
of their combined GNP. Only a few of these countries managed to improve on
their previous year’s petformance, the most notable example being Yugoslavia,
which moved dramatically from a deficit of more than $1 billion to a small
surplus — the first recorded by any member of this group since 1973. Finland and
Istael both reduced their current deficits by about $1 billion, although at $1.1 and
1.; billion respectively these were still very large. South Africa and New Zealand
achieved smaller improvements. More than offsetting these positive developments,
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however, a2 combined deterioration of $4 billion was experienced on current account
by Denmark, Austria and Norway, whose deficits amounted to $1.9, 1.5 and 3.7
billion tespectively. In addition, those of Spain and Australia both widened by
almost $1 billion, to $4.4 and 1.5 billion,

The $12 billion reduction in the combined current payments deficit of the
non-0i] developing countries last year reflected favourable volume and price developments.
While much of the imptovement came from the expansion of world trade, a not
insignificant part reflected the attempts of a number of these countries to reduce
their deficits through demand management or direct controls on imports. In
patticular, substantial progress appears to have been made by the Asian countries,
aided by good hatvests and growing manufacturing capabilities; the most spectacular
case was that of India, whose current balance, excluding official transfers, swung
from a $1.1 billion deficit in 1975 to a $1.2 billion surplus last year. Other countries,
including South Korea and Taiwan, also significantly improved their cutrent
payments positions.

In Latin America, corrective measures enforced by fimancial circumstances
in Argentina and Chile had already met with some success by 1976, but in general,
both in that area and elsewhere in the developing world outside Asia, many
countries had delayed the necessary adjustment, preferring to accumulate large
cutrent deficits while the external financial going was good. Consequently,
substantial deficits remained in 1976 in countries such as Brazil, Mexico, Morocco,
Egypt and the Philippines. Between them, these five accounted for one-half of the
combined deficit of the non-oil developing countries last year.

In the cemtrally planned group of comntries, the progressively widening trade
deficit with developed countries was brought under control in 1976, mainly as a
result of import restraint. Eastern Europe’s deficit fell from $9 to 7 billion, the
major improvements occurring in the USSR, Poland and Rumania. More than
three-quarters of the 1976 deficit was borne by the first two of these countries.
Finally, it is estimated that China reduced its trade deficit vis-a-vis the western
developed ateas in 1976 to §$r.2 billion, half the previous yeat’s figure, and that its
overall trade account shifted from balance to a $1 billion surplus.

Developments in individual conntries. By far the largest swing on current account
in 1976 was experienced by the Ulwited States, where the 1975 surplus of $11.7
billion gave way to a $0.6 billion deficit. Reflecting a continuation of relatively
faster expansion in the United States, as well as increasing US dependence on
imported oil, the adverse shift in the trade balance was even larget, from a $9
billion surplus to a $9.2 billion deficit. The value of total imports (f.0.b.) rose by
nearly $26 to 124 billion and their volume by 23 per cent. Fuel imposts, which
rose by almost one-quarter in real terms to reach $37 billion in curtrent prices,
accounted for one-third of the total increase; but the much larger category of non-
oil imports also rose by 24 per cent., with the most rapid increases being shown
by industrial materials, motor vehicles and other consumer goods. Imports from
non-oil developing countries, especially in Asia, were appreciably higher, while
more than three-quarters of the $11.4 billion increase in imports from developed
countries was supplied by Canada and Japan. Expotts rose by $7.6 to 114.7 billion.
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In volume terms the increase was a modest 34 per cent., well short of the growth
in world trade. Agricultural exports registered a small advance to $23.4 billion,
a 12 per cent. volume increase — including higher deliveties to drought-affected
Europe — having been largely offset by lower prices as 2 result of good harvests
elsewhere. More significantly perhaps, the $6.5 billion increase in non-agricultural
exports represented a rise of only 1 per cent. in volume terms; deliveties of capital
goods showed a decline from 1975, reflecting low levels of fixed investment
clsewhere.

The weakness on trade account in 1976 was partially offset by a strong recovery
in the invisible balance, where the sutplus rose from $2.7 to 8.6 billion. Net
investment income was up from $6 to 10.5 billion, largely reflecting higher profits
in the petroleum sector and the effects of the earlier upsurge in bank lending overseas;
in addition, teceipts from militaty sales and contracts rose by $1.3 billion.

A large part of the deterioration on curtent account was offset by developments
on capital account, the balance having shifted from a $7 billion net outflow in
1975 to zero last year. Neatly all of this change can be accounted for by the increase
from $4.6 to 10.5 billion in unidentified net capital inflows. Identified capital trans-
actions produced a net outflow of §10.5 billion in 1976, $1.1 billion less than the
year before. Within this fairly stable total there were two broadly offsetting changes
in 1976: a substantial increase in outflows of US private capital, with net outflows
on pottfolio account doubling from $3.7 to 7.4 billion, mainly as a result of a
further sharp rise in foreign bond issues in the United States; and a substantially
highet level of foreign capital inflows, largely explained by prepayments for
armaments and increased purchases of Treasury securities by private non-residents.

The deterioration in the US foreign trade account was virtually continuous
during 1976, with the result that the $4.3 billion trade surplus recorded in the
second half of 1975 had given way by the cortesponding period of 1976 to a
$6.4 billion deficit. In the first quarter of 1977 the trade balance worsened still
further to a seasonally adjusted deficit of $6.9 billion. Shatply increased fuel
deliveries necessitated by the extremely severe winter contributed to a 7 per cent,
increase in import volume, while at the same time exports actually declined.

After the United States, France suffered the largest deterioration on cutrent
account in 1976, moving from balance to a $5.7 billion deficit. Furthermore, the
net inflow of capital declined sharply from $5.2 to 1.7 billion, causing a dramatic
swing of more than $¢ billion in the overall balance to a deficit of $4 billion,

The change on current account mirrored closely the shift in the foreign trade
balance from a $1.5 billion surplus to a $4.4 billion deficit. The volume of imports
rose by neatly 21 per cent.,, more than twice as fast as that of exports; imports,
particularly those of manufactured goods and industrial materials, were strongly
stimulated by the consumption-led domestic economic recovery, while the summer
drought adversely affected the balance of trade in agricultural goods, as well as
adding to fuel imports. In addition to the widening of the real trade gap, the terms
of trade worsened by over 2 per cent. during the latter half of the year, partly as a
result of the depreciation of the franc, On capital account, the $3.5 billion decline
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in total net inflows occurred despite an increase from $2.8 to 4.5 billion in net
foreign borrowing by French corporations. In the rest of the capital account, net
inflows of short-term non-banking funds fell by $2.4 billion, while net outflows
on portfolic transactions and long-term trade credits went up by about §1 billion
each. '

Near the end of the year the current-account balance began to improve and
in the first quarter of 1977 imports levelled off to produce a sharp fall in the trade
deficit to $1 billion.

Italy also experienced a setback on cutrent external account in 1976, the deficit
widening from $o0.7 to 2.9 billion. While the balance on invisible transactions
improved by $0.6 billion, the foreign trade deficit more than trebled, from $1.2
to 4 billion. Exports showed a 12 per cent. volume gain year on year, but the
strength of domestic demand caused imports to grow even faster, by over 1§ per
cent. In addition, the trade balance was adversely aflected by a 4 per cent. worsening
of the terms of trade, partly due to the decline of the lira. The seasonally adjusted
growth of import volume during the year was intermittent; after rising strongly
in the first quarter, it flattened out in the second quarter — when an import deposit
scheme was reintroduced — and actually fell by nearly 3 per cent. in the third before
rebounding in the final quarter by 13 per cent. Consequently, although exports rose
fairly steadily throughout the year, the seasonally adjusted trade deficit in the second
half of the year was even larger than in the first half.

Contrary to what happened in France, Italy’s capital account improved last
year from net outflows of §1.4 billion to net inflows of §1.5 billion. The progressive
tightening of monetary policy during the year, the import deposit scheme and the
tax on foreign currency purchases introduced in October together produced a very
large swing in net trade credits, from an outflow of $0.3 billion to an inflow of
$2 billion.

Reacting to the previous quartet’s very sharp rise, imports fell back in the
first three months of 1977 and there was a substantial decline in the current deficit.

In 1976 the curtent-account sutplus of Germany contracted further to $3
billion — less than one-third of its 1974 peak. While the customary large invisibles
deficit fell slightly, from $13.8 to 13.4 billion, the even larger trade surplus declined
by $1.3 to 16.4 billion. The 13% per cent. growth in export volume not only more
than reversed the 10% per cent. fall recorded in 1975 but also exceeded the growth
of wotld trade, suggesting that German exports remained competitive. Exports of
consumer and semi-finished goods expanded vigorously, the most buoyant markets
being those of OPEC and EEC countries, the dollar value of German expoits to
which went up by 21 and 19 per cent. respectively. On the import side, growth
was even stronger, amounting to 16 per cent, in real terms; while in part this
reflected the relative strength of the German economic recovery, the fact that
imports rose nearly three times as fast as real GNP indicates the improved
competitive position of foreign suppliers on the German market. The volume of
capital goods imports rose by z1 per cent., including an even larger increase in
imports of motor vehicles, Imports from the United States and the United Kingdom
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Adjusted
overall
Current Capital Overall Adjust- balance
balance bal bal 2 ts?  |(=tatal external
Countries Years monetary
movements)d
in milllans of US dollars

Austria, . . . ... ..., 1975 - 320 + 1,350 + 1,030 —_ 80 + 940
18976 - 1510 + 510 — 1,000 -— 70 - 1,070
Belglum-Luxembourg’ 1975 —+ 700 + 840 + 1,540 + 20 + 1,560
1976 — 280 - 60 - 340 + 280 —_— 60
Capada . . .. ... ... 1975 — 4,900 + 3,400 - 1,500 + 140 — 1,360
1876 — 4,370 + 4,840 + 470 + 270 + T40
Denmark . . . ... .. .. 1878 — 490 + 130 — 360 + a0 - 330
1976 - 1,910 + 1,980 + 70 + 70 + 140
Finland . . ., . ... .. 1975 - 2,180 + .1,?50 — 430 - 10 - 440
1976 — 1,140 + 930 - 210 - 10 — 220
France . . . . . . . .. .. 19756 Q ¥+ 5,200 + 5,200 —_ 180 + 5,020
1976 — 5710 + 1,680 - 4,030 + 520 - 3,510
Germany . . . . . . .. .. 1878 + 3,890 — 3,630 + 260 - 800 —-— 540
1976 + 3,040 - 2,280 + T60 + a0 + B840
Greece® . . . ... .. .. 1975 - 1,080 + &30 — 460 - 460
1876 - 1,080 + 1,040 - 50 . _ 50
freland . . . . . ... ... 1975 - 70 + as0 + 280 —_ 40 + 240
1976 - 340 + 480 + 140 + 89 + 220
Waly . . . .. ... ... 1976 | ~ 680 — 1,370 — 2,020 + 20 -~ 1,930
1976 -~ 2,860 + 1,500 - 1,360 + aso0 -~ 1,010
dJapan . .. L L. L L .., 19758 - G20 1,940 - 2,620 -_— 130 - 2,750
1976 + 3,700 —  T90 + 2,910 + 10 + 2,920
Metherlands . . . . . . ., 1975 + 1,580 — 1,320 + 270 + &30 + 800
1976 + 2,370 - 3,620 — 1,250 + G610 — 640
Norway. . . . . v v v o v . 18975 — 2,460 + 2,820 + 360 —_ 290 + T0
1976 — 3,720 + 3,580 - 140 + 310 + 170
Pottuoal‘ .......... 1978 — 820 — 180 — L0010 - 140 — 1,150
1976 — 1,230 + 260 - 970 - B0 — 1,020
Spain ., ... ... .. 1975 - 3,540 + 2,000 — 1,540 [+] — 1,540
1976 — 4,440 + 2,610 1,830 - 200 — 2,030
Sweden . . . ... .... 1975 — 1,630 | + 2,880 | + 1,250 | — 280 + 970
1978 - 2,470 + 1,740 - 730 e TO — 800
Switzertand. . . . . .. .. 1975 + 2,590 + 2,800 + 5,190 ' + B.180
1976 + 3,440 — 7860 + 2,580 + 2,680
Turkey . . . .. ..., 1975 | — 1,880 + 240 - 1,840 . — 1,640
1976 - 2,000 -+ 80 — 1,920 B — 1.920
United Kingdom , . . . . . 1975 — 3,710 + 210 — 3,500 + 100 — 3,400
1976 — 2,550 — 1,270 - 3,820 + 20 — 3,730
Unlted States ., . . . . . . 1978 4+ 11,700 — 7.080 + 4,660 + 30 + 4,680
1976 —  B00 - 20 — 620 + 50 - 570
Yugoslavia . . . . .. .. . 1978 — 1,040 + 780 — 260 — 260
19768 + 150 + 810 + 2960 + 960

Mote:

positions, are treated ae financing items.

1 On a transactions basis,

gains or lasses in monetary items resuiting from exchanae rate movements.
a%!ustments and discrepancies in coverage.
6 Metropolitan

artly on a cash basis.

I"'a:)rlr.ma‘lI

Wherever possible, capital balances and overall batances of payments are shown exclusive of changes in
commercial banks® short-term foreign positions, which, | with ¢ ges in net officlal monetary
2 Equal to the sum of actual transactions; excludes, wherever possible, valuation
2 Differences malnly due to valuation
ual to the sum of the last two ¢olumng in the table on page 83.
vig-a-vis the resl of the worid.




expanded strongly, as did those from centrally planned economies and non-oil
developing countries, the latter including a larger volume of finished goods in
addition to the usual raw materials.

On capital account, the net outHow of $2.3 billion in 1976 was $1.4 billion
lower than in the previous year. There wete substantial shifts in the pattern of capital
flows, the most notable being the sharp curtailment of net exports of long-term
capital from $6.8 billion in 1975 to virtually zero. This was the result of two factors:
purchases (partly speculative) of German securities produced a net inflow of $1.5
billion on portfolio account, after a $1.7 billion net outflow in 1975; and net long-
tetm banking outflows came down from $4.6 to 1.5 billion. These developments
were to 2 considerable extent offset by a §$5.1 billion swing in net short-term capital
movements, to produce an outflow of $2.1 billion. This resulted largely from 2
turn-round in trade credits, For the year as a whole, Germany had an overall
payments surplus of $0.8 billion, compared with one of less than §o.3 billion in

1973,

As well as declining between 1975 and 1976, Germany’s current-accouant
surplus also fell during the course of last year, from $1.2 to o.4 billion between
the first and final quarters, despite stable quarterly trade surpluses of around $4
billion, In the first quarter of 1977, with no change in the level of the trade
surplus, the current-account surplus rose to $0.8 billion,

The current accounts of Belgium-Luxembonrg and Sweden both deteriorated by
close on $1 billion in 1976, recording deficits of $o.3 and 2.5 billion respectively.
In the case of Belgium-Luxembourg the shift into deficit was wholly atcributable
to trade, with a partly offsetting improvement on invisibles account. The $0.8
billion capital inflow of 1975 gave way to a small outflow, and the overall balance
moved from a surplus of $1.5 billion to a deficit of $o.3 billion. Sweden’s increased
current deficit was largely the result of higher net payments for invisibles, especially
in the investment income and travel categories. Although long-term borrowing
continued close to the previous year’s level of §2.5 billion, thete were higher net
outflows on account of ditect investment, trade credits and loan repayments, so
that total net capital inflows dropped from $2.9 to 1.7 billion. Consequently,
Sweden’s overall balance also deteriorated sharply from a $1.2 billion surplus to
a $o.7 billion deficit.

Among the industrial countries whose current-account positions improved
last year, Japan registered by far the largest gain. Its current balance shifted by
$4.4 billion to a surplus of §3.7 billion, the first since 1972, 2 moderate Increase in
the invisibles deficit to $6.z billion having been dwarfed by a doubling of the trade
surplus to nearly $10 billion. With the help of highly competitive pricing — on
the average, dollar export prices in 1976 were still below those prevailing two
yeats earlier — export volume rose by over 23 per cent.; sales of consumer durables,
machinery and vehicles to other industrial countries, especially the United States,
increased very rapidly during the first half of the year, but then flattened out as the
general industtial recovery weakened. By contrast, imports grew steadily throughout
1976, but were only 101 per cent. higher year on year, and still significantly below
1973 levels.



On capital account, the net outflow shrank further to $o.8 billion. This
followed a three-year period in which the cumulative outflow had amounted to
over $14 billion, Net long-term capital exports increased from $0.3 to 1 billion,
as net outflows in respect of direct investment, trade credits and other loans all
rose; but these movements were more than offser by the reversal of short-term
flows, including unidentified items, from a $1.7 billion outflow in 1975 to small
net receipts in 1976. Consequently, the overall balance shifted from a deficit of
$2.6 billion to a surplus of §2.9 billion.

On a seasonally adjusted basis, more than two-thirds of the 1976 current
sutplus was recorded in the first six months. But its decline from $2.6 to 1.1 billion
in the second half of the year was followed by a renewed upsurge of exports which
resulted in a current surplus of §2 billion in the first quarter of 1977.

The current-account deficit of the United Kingdowr fell by a further §1.2 to
2.5 billion in 1976. On trade account, the volume growth of both exports and
imports was slow by comparison with most other industrial countries. Year on
year, exports rose by 8 per cent., with deliveries to EEC and OPEC countries
showing the largest gains. Most of the increase occurred in the first halt of the year
in paralle] with the world recovery; this momentum was not maintained in the
second half, however, despite the progressive depreciation of sterling from March
onwards, Import volume grew by just 6 per cent, to reach a level only slightly
higher than that recorded in 1973. The tutn in the stock cycle boosted imports of
industrial materials, while imports of vehicles rose sharply. Domestic oil production
generated import savings of §1 billion, compared with only §100 million in 1975;
but equipment imports and debt-servicing costs meant that North Sea operations
continued to have 2 negative influence on current account in 1976, although
towards the end of the year this gap was rapidly closing. All in all, the trade
deficit came down from $7.2 to 6.4 billion. In contrast to the trade account,
invisibles clearly benefited from sterling’s decline in 1976, the surplus rising by
$0.4 to 3.9 billion as increased net receipts from travel, investment income and
other private services more than offset higher public-sector outgoings for debt
interest and transfets,

On capital account, the previous year’s small net inflow gave way to a $1.3
billion deficit. In the private sector the deterioration was broadly based, an obvious
contributory factor being the leads and lags associated with the weakness of sterling.
The net inflow in respect of private direct and portfolio investrent fell from §1.6
to 0.6 billion, while net short-term funds, including trade credits and the balancing
item, switched from an inflow of $0.6 billion to an outflow of $o.5 billion. On
the other hand, the official long-term capital account (excluding official borrowing
under the exchange cover scheme, which is treated as a financing item) moved from
a deficit of over $o.5 billion to a small surplus in 1976, partly reflecting renewed
purchases of government stocks by private non-residents towards the end of the
year. The deterioration on capital account pushed the overall balance further into
deficit, from $3.5 billion in 1975 to $3.8 billion in 1976.

During the course of the first quarter of 1977 further improvements in the net
oil balance and on invisibles account brought the current external account into
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equilibrium. For the quarter as a whole there was still a current-account deficit of
$o.5 billion — with the seasonally adjusted volume of exports flat, while that of
imports rose by 3 per cent. — but the whole of this occurred in January. And in
April, when exports rose quite sharply, the current external account showed a
significant surplus.

Among the countries with persistent surpluses, Switzerland and the Netherlands
both improved their current-account positions further in 1976. In Swirgerland the
surplus rose from $2.6 to 3.4 billion, with trade and invisibles contributing equally
to the increase. The whole of the $o0.4 billion increase in the trade surplus to
$0.6 billion stemmed from 2 § per cent. terms-of-trade gain, for despite continuing
domestic recession the growth in imports was faitly rapid (13% per cent. in real
terms), and exceeded that in exports (11 per cent.}). On invisibles account, most
of the gain stemmed from higher net investment income. On capital account, the
policy of encouraging capital exports was continued on a larger scale than in 1975,
issues of foreign long-term bonds (net of repayments) and medium-term Swiss franc
notes tising from $3.5 to 5.2 billion. At the same time, net inflows of other forms of
capital, mainly short-term or unidentified items, fell back sharply, so that the capital
balance shifted from net inflows of $2.6 billion to net outflows of $0.8 billion.
Consequently, the overall surplus, although still large at $2.7 billion, was almost
halved by compatison with 1975. The Netherlands’ current-account surplus increased
by $0.8 to 2.4 billion in 1976 as a result of a recovery in net invisible receipts,
especially investment income and official transactions, and a small volume
improvement on trade account. On capital account, the total net outflow amounted
to over §$3.6 billion, almost three times the previous year’s figure; net banking
and other long-term credits to non-residents went up from $o0.7 to 2.2 billion
and net cutflows for direct and portfolio investment also rose shatply. Conse-
quently, the overall balance swung from a surplus of $e.3 billion to a deficit of §1.3
billion.

Canada also achieved a small current-account improvement in 1976, although
the deficit, at $4.4 billion, remained large. Benefiting from the US expansion, the
trade account improved by $1.8 billion to a surplus of $1.2 billion; this was,
however, largely offset by higher debt-service payments and travel expenditure. On
capital account, Canada attracted funds on a very large scale in 1976; net long-
term inflows rose from $4 to 7.7 billion, wholly on account of funds raised in
New York and on international markets. With a part of these funds being
reinvested abroad at short term, the overail balance moved from a $1.5 billion
deficit to a $o.5 billion surplus.

Financing of surpluses and deficits.

Developed conntries. The largest external monetaty surplus among the Group
of Ten countries in 1976 was that of $2.9 billion registered by Japan. Net official
monetary assets went up by $3.5 billion to just over $16 billion, while the banks’
net external indebtedness increased by 2 further $0.6 billion to over $14 billion.
The improvement in the official monetary sector was more than accounted for by



additions of $4 billion to dollar reserves; of that amount, $3.5 billion accrued
during the first three quarters of the year as a result of large-scale official
interventions in the exchange market. These were partly in response to net inflows
through the banking system, which in the first six months of the year amounted to
$1.5 billion. In the final quarter, when there was little further net official
intervention, dollar reserves rose by §o.5 billion mainly as the result of other,
longer-term, assets coming to maturity. Official holdings of such assets declined
over the year by altogether $0.8 billion, while Japan’s IMF reserve position
increased by $o.5 billion, In the first quarter of 1977 the overall external monetary
surplus of $o.5 billion was fully reflected in a further rise in net official monetary
assets.

In Switgerland the external monetaty surplus for 1976 was $z.7 billion,
virtually all of which went into reserves. Excluding changes in end-year swaps
between the banks and the Swiss National Bank, however, net official monetary
assets rose by only $1.3 billion, the same amount as in the preceding year. Last
year’s reserve increase (excluding swaps) was concentrated in the first six months,
when total official intetvention to modetate the rise of the Swiss franc came to
$4.3 billion, of which only $1.5 billion was returned to the market under the
conversion rule for foreign capital issues in Switzerland. Following the measures
adopted in June to curb the taking-up of speculative Swiss franc positions, the
authorities became net sellers of foreign exchange; during the second half of the
year, sales of dollars for capital export amounted to $4.7 billion, against total
official market intervention of $3.2 billion. Adjusted to exclude end-year operations,
the Swiss commercial banks’ net external assets rose by $1.4 billion in 1976; the
third quarter saw a $1.9 billion outflow through the banks, much of which was
reversed in the final quarter. During the first quarter of 1977 net official assets
declined by $2z billion, almaost all of which can be accounted for by the unwinding
of end-year swaps with the banks,

In Germany the overall external monetary position, which had deteriorated
by $o.5 billion in 1975, showed a $0.8 billion surplus last year. Within that modest
surplus, net official monetary assets rose sharply by $3.5 billion, to a large extent
in response to net inflows through the banks of $2.7 billion, There were
substantial fluctuations in the official and banking sectors’ external monetary
positions over the year, reflecting the disturbances that occurred in the exchange
matkets and their unwinding, The first-quarter currency crisis added $3.7 billion
to net official assets, §2.2 billion of which had a counterpart in banking inflows;
in the second quarter a partial reversal of these movements brought a2 §1.3 billion
decline in net official assets and a $1.1 billion outflow through the banks. Renewed
upward pressure on the Deutsche Mark between July and October then contributed
to a further $2.2 billion increase in net official assets, accompanied by a $1.5 billion
inflow through the banks; folliowing the October realignment of central rates
within the joint float, net official assets declined by $r.1 billion in the last two
months of the year but the banks’ net foreign position, owing to end-year inflows,
showed on balance no change. In the first quarter of 1977, when the overall
balance-of-payments surplus was $1.2 billion, net banking outflows (partly a



Developed countries: External monetary positions.?

Net Claims Total Com- Total Changes?
& an, or
Counte End | Gola® | foreign |liabilties official | mercial | foreign Offisat [ Commer.
ountries o |exchange @, assets cialbanks
year IMF tnet) | (net) (net} (net) {net)
In milllons of US dollars
Austria , . ., . .| 1978 855 3,245 3| 4410|—=1200( 3210+ 990 | — 50
1976 850 ) 3,008 510 4,365 |—2,220) 2,145 — 45 | — 1,020
Balgium-
Luxembourg .| 1975 1,780| 2,725 1,415| s5920(— es0| S0700+ 525 |+ 1,035
1976 1,780 2,155| 1,408| 5.340[— 330| 5,010~ 580 ]+ s20
Canada. . . .. 1975 o00| 3,055 1,206 5,60 |— 385| asB0s— sB10|— @880
: 1976 880, 2,475| 1,506 4,860 6BO| 5540 — 300 ]+ 1,095
Denmark . . . .| 1975 75 €058 170 B30 135 sas | — 80 | — 280
1976 75 525 178 775 aso| tesf— 5|+ 218
Finland . . . . . 1975 35 355 | — 5 385 |- 630 |— 245 0}~ 440
1976 as 355 | — 150 240 | — 705 |— 465|~ 145 | — 75
France . . . .. 1975 | 14,135 6,330 | 1,015] 21,480 . . + 2.878% + 1,140
1976 | 12,840 | 3,205 | 1,245 17,290 . . — 2,800% — 620
Germany . . . .| 1975 | 4,968 | 23,305 ass0| 31,910 1,320 33,230 - 1,020 |+ 485
1976 | 4,968 | 25,935 4.510] 35,410 [ —1,335 | 34,075 | + 3,500 | — 2,685
Greece . . . . . 1975 150 | — 250 — 205| — 30s5 35 |— 270 — ass |+ 5
1878 150 | — 230 | — 270 — 380 Bl— N5 — as [v]
Ilreland , . . . .| 1975 20| t1.415 95| 1,830 — a36| 1098+ 265 |— 25
1978 20{ 1.680 136| 1835)— 520 1,315+ 308 | — f:1.3
Maly ...... 1975 | 3,480 | —1,84% | —2,780 | — B45 ] — 7725|1670 - 25056 |+ 576
1976 | 9,320 | — 400(|—2,7680| sae0l—2005 31851+ 1.265% — 2,270
Japan. , ., . .. 1975 #8667 10,355 1,325 12,545 |-13,830 | — 985 ) — 815 |~ 1,035
1976 860 | 13,340 1,865 16,065 [-14,128] 1,940 + 3520 - =08
Netherlands, . . | 1978 | 2,208( 3,335 1480] 7,110 s00| 7810+ 2800+ 645
1976 | 2,205| 3.470| 1,665 7,430|— 460 698T0f[+ 320 |- 980
Norway . . . . .| 1975 40| 1,820 238 | 2095 |— 120 1,865|+ 105 |— as
1976 40| 1,880 390 | 2,3i0)— 170 2,140+ 2t5 | — 40
Portugal . .. .| 1975 1,135 15 10 1,160 185 1,345 — 1,075 | — 75
1978 1,125 | — 865 | — 190 70 250 320 — 1,000 | + a5
Spain . . ... 1975 600) 5,180]|— 440 s5.320(—2815| 2505]— 710|-— @835
1976 600! 4,240 | — S50 | 4,280 |--3,805 475 | — 1,040 | - 990
Sweden. , ., . 1975 238 | 2560 235 | 3.030 738 | 3,768 )+ 1,335 | - 350
1976 23s| 1,805 395 | 2,435 538 | 2970(— 8985 |— 200
Switzerland . . .| 1975 | 3,515 | 6.850 95( 10,460 | o450 19910+ 1,535 | + 3858
1976 | 3,515 | 9,255 290 ) 13,060/ 9,525 22,588 (| + 2,600 | + 75
Turkey . . . .. 1975 146 | —1,230 | — 210 | —1,298 - 1,640
1976 145 | —2,985 | = 370 —a.210 —- 1,915 .
United Mingdom . | 1075 890 | —5,585°( 1,208 ) —3,400) . . — 3,190 | — =218¢
1976 890 | —9,600% —1,320 [-10,030 . . — 6,540 | + 2,810%
United States . . | 1975 | 11,600 |-80,5807 4,550 |-64,430 | 5,405%-59,025 | — 3,490 { + B.170
1976 | 11,800 |-91,5307 &,830 [-73,100 | 13,610%-59,500 | — 8,670 { + 8,105
Yugoslavia . . .| 1975 60 800 [ — 145 715 . . — 265
1976 60| 1,980 — 360| 1,880 . . + 985
? For most countries the figures do not correspond exactly le published ones. 2 |n France since January 1975

and in Maly since end-1976 gold is valued at market-related prices; in one-third of the countries it is vatued at
the old official price of $42.22 per ounce and in the remainder via SDRs, being converted to dollars at prevailing
dollar/SDR rates. 3The sum of the last two columns is equal to the adjusted overall balance in the tabte on
page 83, § Excludes changes arising from revaluation of gold. % Includes, as liabilities, government Eurg-
currency horrowing and other public.sector borrowing under the exchange tover scheme, $Includes changes
in the banks' foreign currency positions vis-a-vis non-residents, in their sterling claims on non-residents and
in alt sterling Uabitities to non-residents, official and private, ? Equals convertible currency assets minus bank-
reported liabilities to foreign official institutlons. ¢ Banks' short-term claims on foreigners minus their
short-term liabilities to non-official foreigners.




consequence of the reversal of end-year operations) amounted to $o.9 billion, Net
official external assets therefore showed only a small increase.

Of the other Group of Ten countries, only Cansds recorded an overall
external monetary surplus last yeatr, amounting to $o.7 billion, Net official
monetary assets declined by $o.3 billion but the banks’ net foreign position
improved by $1 billion. Within the official monetary sector, Canada’s IMF reserve
position went up by $o.3 billion during the year and foreign exchange reserves by
$o.2 billion. The latter put on $06.6 billion in the first half of the year, subsequently
declining by $o.3 billion in the third quatrter as the Canadian dollar began to
weaken; but the exchange matket disturbances that followed the Quebec provincial
elections had little net impact on the exchange reserves during the final quarter,
since losses of $0.8 billion in November were neatrly all recouped in December.
In the first quarter of 1977, however, intervention to support the dollar cost §o.7
billion from the reserves.

Among the Group of Ten countries with external monetary deficits last year,
the United Kingdom registered the largest, of $3.7 billion. In addition there was a
$2.8 billion net outflow of funds through the banks, almost ali of which can be
accounted for by a run-down of official sterling balances, so that the total of net
official external financing required during the year was $6.5 billion. Oil-exporting
countries reduced their official sterling holdings by $2.4 billion, mostly in the
second and third quatters. Othet official sterling holdings were largely unchanged
on balance, while private holdings rose by nearly $o.5 billion. In addition to the
withdrawal of stetling balances, other banking outflows included a $1.t billion
increase in the banks’ short-term stetling claims on non-residents during the first
three quarters, only partly reversed in the final quarter.

The pressutes on sterling emanating from the balance-of-payments deficit and
the banking outflows were concentrated in the eleven months up to November,
During that period official financing of $7 billion was required; the reserves,
however, fell by less than $o.3 billion, so that virtually all the dollars sold by the
authorities in the market came fromm vatious forms of foreign borrowing. The
most important single element was the $3.1 billion raised by public-sector bodies
under the exchange cover scheme, almost four times the previous year’s figure; in
addition, $2 billion was drawn on the IMF — more than half of it under the oil
facility — and $1.5 billion on the §5.3 billion stand-by facility made available by
monetary authorities of the Group of Ten and Switzerland and the BIS in June.

The subsequent renewal of confidence in sterling had produced a §4.2 billion
improvement in the net official monetary position by Aptil of this year. The
reserves rose by $5 billion, only $0.8 billion of which had a counterpart in higher
official liabilities. Fresh borrowing from the IMF ($1.z billion) and the Euro-
currency market ($1.1 billion) was to a large extent offset by repayment of the
$1.5 billion drawn earlier on the central-bank facility. :

The external monetary position of Framce also worsened substantially in 1976
although, mainly owing to upward valuation of monetary assets, the §3.5 billion
deterioration was less than the overall balance-of-payments deficit. The monetary
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deficit was met mainly by a reduction of $2.9 billion in net official assets, all of
which occurred in the first quarter prior to the franc’s departure from the “snake”.
Duting those three months the foreign currency reserves fell by $1.6 billion, while
at the sarme time thete was a $1.5 billion increase in liabilities associated with
support for the franc within the “snake”. In April, when these liabilities were
settled, foreign exchange reserves fell by $1.3 billion. During the remainder of the
year, net official assets barely changed on balance, except in July and August, when
renewed support for the franc contributed to a $o.4 billion fall in exchange
teserves. In the banking sector there were net inflows of $0.6 billion during the
year, In the first quarter there was a substantial $1.1 billion outflow, which formed
part of the pressure that led to the reserve losses; subsequently, however, the banks
began to attract funds, incurting net liabilities of nearly $1.8 billion duting the
rest of the year, over half of these in the third quarter when domestic interest
rates were stepped up sharply,

Despite the substantial deterioration in the current balance of payments [faly's
external monetary deficit was halved to $1 billion in 1976, Moteover, with net
inflows of $2.3 billion through the banks, the net official monetary position actually
improved by $1.3 billion. Over the course of the year, however, it fluctmated very
considerably, In the first five months, when gross exchange reserves were so low
that offictal intetvention in the market was suspended for six weeks, the $1.8
billion detetioration in the net official monetary position was more than accounted
for by borrowing: $1 billion was taken up from the EEC, $o.5 billion redrawn
from the Bundesbank under the 1974 loan agreement and $o.5 billion drawn on
the Federal Reserve swap line. Just before mid-year, pressures on the lira eased and
during the three months June-August the net official position improved by §2
billion, including repayment of the earlier drawing on the Federal Resetve. After
a temporary setback in September the recovery continued in the final quarter, when
net official assets rose by a further $1.9 billion. The increase in the banks’ net
liabilities, though continuing throughout the yeatr, was largely concentrated in the
second and final quarters.

In the first three months of 1977 most of the §1.8 billion overall payments
deficit was financed by a further $1.4 billion addition to the banks’ external
indebtedness. Moreover, the decline of $o0.4 billion in net official assets would
have been greater but for receipts of the same size from Libya as a result of
transactions with the Fiat company.

In 1976 the net external monetary position of the United States showed a
small $0.6 billion deterioration. The net short-term claims of the banks on non-
residents rose by $8.1 billion, while net official external liabilities went up by
$8.7 billion.

Official reserve assets rose by $2.5 billion during the year, almost the whole
of which can be attributed to the increase in the US reserve position with the
IMF. For the year as a whole, foreign currency holdings rose by just $o.2 billion,
2 $1.3 billion increase in balances resulting from British, Italian and Mexican swap
drawings in the first half of the year having been later mostly reversed. Liabilities
to foreign official holders of dollars, on the other hand, showed a substantial $11.2
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billion increase, almost three times the previous year’s figure. The whole of this
rise was accounted for by countries in Asia, which includes the Middle East.

In the banking sector the net outflow of short-termn funds was heavily
concentrated in the first and final quarters, when it amounted to $2.8 and 5.3
billion respectively. For the year as a whole, the banks’ gross short-term claims on
non-residents increased by $18.8 billion, a substantial advance on the 1975 total
of $11.2 billion. A large past of last year’s lending appears to have been channelled
to the Euro-currency matket and to the branches of US banks in the Caribbean
and Far Eastern offshore financial centres. At the same time most of the $ro.6
billion increase in US banks’ liabilities to non-official foreigners was vis-a-vis banks
in the rest of the world.

In the first three months of this year the net official position deteriorated by
$4.2 billion. Official assets rose by $o.4 billion, corresponding broadly to an
increase in US claims under the GAB; but this was heavily outweighed by a $4.6
billion expansion in official liabilities as foreign countries’ dollar reserves held in
the United States rose further.

In 1976 both Sweden and the Netherlands experienced significant deteriorations
in their net external monetary positions, amounting to $0.8 and o.6 billion
respectively. As in 1975, the figure for the Netherlands cannot be reconciled with
balance-of-payments data, which indicate a $1.3 billion overall deficit. Sweden’s
deficit was met mainly out of exchange reserves, which fell by $o0.7 billion, By
contrast, that of the Netherlands was more than covered by short-tetm banking
inflows, permitting a $o.3 billion increase in net official assets over the year as a
whole. During the second quarter, however, large-scale outflows of funds, including
$0.8 billion through the banks, caused net official assets to fall by $1.2 billion; net
banking inflows of §1.8 billion during the rest of the year were accompanied by
a $1.3 billion improvement in the official monetary position.

In matked contrast to 1975, the external monetary position of Belginm-
Luxcembowrg deteriorated marginally last year, This small movement, amounting to
$60 million, concealed a $o.5 billion short-term outflow via the banks, coupled
with a slightly larger reduction in net official assets. The quarter-by-quarter
movements in the net official position were volatile, reflecting the varying fortunes
of the franc in the exchange matket. Major falls of $1.3 and 1 billion in net
official assets occurred in the first and third quarters, and were only partially offset
during the rest of the year. Banking transactions formed an impottant counterpart
to these official movements, especially during the first nine months of the year
before the franc began to strengthen significantly. In the fourth quarter the banks’
net liabilities registered an increase of $o.z billion and this process continued in
carly 1977. Net official assets, on the other hand, rose by $o.9 billion in the final
quarter and by a further $o.3 billion in the first three months of this year.

Three of the smaller developed economies, .Awstria, Poringal and Spain, all
experienced major deteriorations in their net external positions last year. In the
case of Austria, the monetary deficit of $1.1 billion was almost wholly covered by
banking inflows, but those of Portugal and Spain, amounting to $1.0 and 2.0
billion respectively, both trequired official financing of about $1 billion. In addidon,



the pet short-term indebtedness of Spanish banks rose by $1 billion, to 2 total of
$3.8 billion.

Qil-excporting countries. The funds available for investment by OPEC countries
are estimated to have been little changed from 1975, at $35.3 billion. Overall, the
proportion of total investible funds placed at short and long term was about the
same as it had been in 1975. Within these two broad categories, however, the
identifiable pattern of placement of the oil exporters’ funds changed somewhat in
1976. In the short-term category stetling deposits and holdings of UK Treasury
bills were reduced by $2.6 billion, and liquid investments in the United States rose
less than in 1975, while foreign currency deposits in the United Kingdom and
elsewhere grew faster than the year before. At longer term the reduction in loans
to international agencies and in the amount of funds invested under special bilateral
arrangements reflected the ending of the IMF oil facility and a slowdown of OPEC
aid to other developing countries. Investments in equities and real estate remained
at the high levels reached in 1975, while purchases of longer-term government
securities in the United States and the United Kingdom rose from $2.4 to 4.4 billion,

Qil-exporting countries: Estimated deployment of investible surpluses.'

1974 |_ 1975 _[ 1976
in billions of US dollars

Items

Bank deposits and money-market placements:

Drollar deposits in the United States . . , . . . . . . . .. 4.0 0.8 1.8
Sterling deposils in the United Kingdom . . . . . . . . . . 1.7 o.2 - 1.4
Deposits in foreign currency markets . . . .. . .. L L. 22.8 9.1 12.6
Treasury bills in the United States and the United Kingdom. 8.0 — 0.4 - 2.2

Total. . . . . ... .. 36.5 8.5 10.6

Long-term investmants:

Special bilateral arrangements . ., ., . . . .. ... ... 11.9 12.4 C10.3

Loans to international agencies . . . . . . . . ... ... 3.5 4.0 2.0
Government securities in the United States and

the United Kingdom. . . . . . . . . . v v v v v v .. 1.1 2.4 4.4

Other2 . . . . . L e e e e e e e e e 4.0 7.4 8.0

Total. .. .. ... ‘e 20.5 28.2 24.7

Total new investments . 57.0 a5.7 35.3

1 Source: Bank of Enptand, 2 Including equity and property investments in the Unlted States and the United
Kingdom, and fareign currency lending.

Nou-oil developing countries. The estimated $12 billion reduction in the non-
oil developing countries’ current external deficit in 1976 significantly eased the
group’s financing problems. Their $20 billion deficit (which includes receipts of
about $8 billion from official transfers) was more than covered by aid and other
official inflows totalling $12 billion and private capital inflows of $15 billion. The
corresponding figures for 1975 were $11 and 18 billion respectively. Last year’s
private inflows included gross new borrowings of $18 billion — $1-2 billion more
than in 197§ — from banks in the Group of Ten countries and Switzetland and
from Caribbean and Far Eastern branches of US banks. The developing countties’
total reserves rose by neatly $11 billion and their net IMF drawings by $1.9 billion.



Current payments imbalances and the adjustment process in a longer-term
perspective.

Looked at in a longer-texrm perspective, last year’s overall balance-of-payments
results, although showing some shifts of current-account balances in the right
direction, followed the same broad pattern of imbalances that emerged following
the 1973 oil price increases. The biggest element has of course been the curtent-
account surplus of the OPEC countries, together with the cortesponding deficit
of the rest of the world, which resulted directly from those price increases. For
the three years 1974-76 the cumulative OPEC current-account surplus is estimated
to have amounted to $145 billion. This is an irpressive amount, over fourteen
times the corresponding figure for 1971-73; at the same time, as a result of the
industrial recession of 1974-75 and the OPEC countties’ relatively rapid capacity
to absorb imports, it is significantly lower than many forecasts made at the time
when oil prices were raised.

Current-account imbalances since the ail crisis.

Cumulative current balances
Countries and areas 1971-73 | 1974.76 1971-73 | 197476
in billiong of US dollars as a percentage of GNP
Developed areas
BGErmanY . . . . v v v h s v e e e 6.0 16.7 0.7 1.3
United States . . . . . .. ..., .....- 0.3 10.6 L] 0.2
Switzetland . . . . . .., L0 L. 0.6 5.2 0.4 3.a8
Nethetlands . . . . . . . . . . ... ... 3.4 6.0 2.4 2.5
BLEV . . ... .. ek a ae e e e 3.1 1.3 2.8 0.7
dapan. . . . . L oL L L e 12.3 - 1.7 1.3 — 0.1
Sweden . . . . . . . .. . .. 1.7 - 5.0 1.3 - 2.5
Canada . . ., . . . . . . ... ... - 0.3 —10.8 —0.1 — 2.2
France . . . . . . .. ... ... 0.1 —11.6 -] — 1.2
Baly., . . .. .. o0 0., : 1.8 —11.6 0.5 —2.4
United Kingdom . . . . . ., ... ... . 0.9 — 141 0.2 — 2.2
Group of Ten and Switzerland . . . . . . 29.9 — 14.0 0.4 - 0.1
Othercountries . . . . ... ... .. .. — 38 —61.6 — 0.4 —d.4
Total developed areas . . . . . . . . .. 26.3 — 75.8 0.3 — 0.8
OPEC . . . . . . e e e 10 148 . .
Other developing areas . . , ., ., . ., . — 20 - 77
Centrally planned economies?. . . . , |, 1 — 17 .

1 See footnot_es to the table on page 79. 2 Excludes services and transfers,

The second major element in the post-1973 world payments disequilibrium
has been the worsening of the non-oil imbalances. The most obvious aspect of this
is the fact that the total of gross current-account deficits in the oil-importing world
during 1974-76, at an estimated $210 billion, was almost half as large again as the
cumulative OPEC surplus; moreover, most of this excess had a counterpart in
cumulative current payments surpluses of $41 billion in a group of industrial
countries — the BLEU, Germany, the Netherlands, Switzerland and the United



States — which should in theory have been carrying a significant proportion of the
counterpart to the OPEC surplus. Japan, although having recorded a small cumulative
current payments deficit for the three years 1974—76, cleatly has belonged since 1976
to the group of surplus countries.

The deficit areas of the oil-imporiing wotld fall into three main groups:
five major industrial countties — Canada, France, Italy, Sweden and the United
Kingdom — with cumulative deficits of §3 billion in 1974—76 against a §4 billion
cumulative surplus in the three preceding years; the rest of the developed world,
whose cumulative deficits rose between the two periods from less than $4 billion
to almost $62 billion; and the non-oil developing countries, whose total deficit
went up from $20 to 77 billion. Within these various groupings the greatest
attention has been focused on the deficits of Italy and the United Kingdom — the
largest in the developed world — and on the position of the non-oil developing
countries. Recently, however, the United Kingdom deficit has been eliminated and
that of Italy might disappear by the end of the yeat. As for the non-oil developing
countries, the table shows that as a group they have not borne a disproportionate
share of the oil imbalance; indeed, their combined deficit of $20 billion recorded
in 1976 was probably not much larger than before the oil price increase when account
is taken of the intervening changes in world levels of prices and economic activity,
One indication of their present position is the extent to which they have been able
to add to reserves during 1976 and so far in 1977,

Developed countries outside the Group of Ten, on the other hand, have not
only seen a seventeenfold increase in theit combined current payments deficit between
1971-73 and 1974-76 — in relative terms larger even than the increase in the OPEC
surplus — but there is as yet no sign of improvement in their overall position.

Whatever its recent brighter features, the general situation remains very
unbalanced, not only between OPEC and the oil-importing countties but within
the latter group too. What, then, are the prospects for attaining a better balance and
what should the adjustment process be?

In considering these questions the distinction, however blurred, between oil
imbalances and non-oil imbalances remains as valid as it was in January 1974,
when the Committee of Twenty stressed the need for countries, in reacting to the
oil price increases, not to “adopt policies which would merely aggravate the
problems of other countries”. Now as then, the traditional instruments of
adjustment policy are not applicable to the oil imbalance. It could not be conjured
away through demand-management policies in the oil-importing countries, except
at the cost of an inconceivably severe recession, Nor would appreciation of OPEC
currencies make much difference to the total either of these countries’ foreign
exchange receipts or, in the absence of import-competing industries, of their
imports. While the need to pursue policies that will reduce dependence on OPEC
soutces of oil remains pressing, the OPEC surplus, being now concentrated mainly
on the “low absorbers”, is going to continue to be very large for the foreseeable
future and the corresponding deficits will therefore have to be financed.

While the continuing absence of adequate energy policies undoubtedly
constitutes a failure of political will-power in the oil-importing world, even more



serious has been the failure to control payments imbalances that were unrelated to
oil — unrelated, that is, except in the sense that the oil price increases showed very
clearly, particularly in the developed wotld, which countries were more, and which .
less, able to stand up to shocks of that magnitude. The need to adjust non-oil
imbalances is now more widely recognised, but opinions vary about how this should
be done,

From what has already been said above it is clear that the problems of the
non-oil developing countries taken as a whole are less severe than is sometimes
alleged. Not only has their position worsened less than that of the deficit countries
of the developed wotld, but their difficulties centre mainly on a relatively small
number of countries. During the three years 1974-76 five countries — Brazil,
Mexico, Egypt, Pakistan and Peru — accounted for about half of the non-oil
developing world’s $77 billion total current payments deficit. What is required,
therefore, is a major adjustment effort in certain countries, together with the avoidance
of new excessive deficits in the future. As regards the role of exchange rate movements
in the developing countries, it has to be remembered that in many of them thete ate
only limited possibilities, except in the longer run, for import substitution or for
shifting factors of production from the domestic to the international sectors of
their economics, The effectiveness of exchange rate depreciation in re-establishing
external balance will thetefore be limited. All the same, these countries will need
to avoid, or cotrect, overvalued exchange rates if they are to keep their deficits within
sustainable limits.

The biggest problems concerning the adjustment of non-oil imbalances, how-
ever, lie within the developed world, and it is among these countries therefore that
the principal controversies about how to adjust have emerged. In this connection
much has been heard about the need for symmetrical adjustment between surplus
and deficit countries, with the latter emphasising the desirability of action by the
former. In particular it is argued that the pursuit of more expansionary domestic
policies by the main surplus countries would not only promote adjustment but
would do so in the way that is most appropriate to the present relatively depressed
state of the world economy in general. In addition, these countries are urged to act
more directly on their payments surpluses through appreciation of their currencies.

To the demand-management argument, the largest surplus countries have in
effect replied that their present growth rates are not unsatisfactory but that if their
economies should show renewed signs of a slackening of activity they would
take appropriate action. In the meantime they ate not prepated to run the risk of
throwing away their hard-won gains in the fight against inflation for the sake of
a little extra growth. In their favour it must be said that today it is more important
than ever that some countries should continue by theit example to show that sound
monetary and fiscal policies can bring and keep inflation under control.

So far as the exchange rate argument is concerned, developments in the
surplus countries during 1976 and early 1977 have been broadly in line with the
goal of achieving a better distribution of the OECD deficit. The effective exchange
rates of the Deutsche Mark, the Swiss franc and the yen all appreciated, as did also
those of the Belgian franc and the Dutch guilder. In other words, the surplus
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countries did allow their rates to go up — although the Swiss authorities called
a halt to the rise of the franc in mid-1976; beyond that, it does not seem reasonable
to ask surplus countries to force their rates up, nor would it be practical politics
for them to attempt to do so. Moreover, since exchange rate appreciation has
proved very effective in helping to bring inflation under control it may not of
itself contribute to a better international payments balance, at any rate not very
quickly.

For a vaticty of reasons, therefote, the main responsibility for initiating adjust-
ment lies with the deficit countries. It is in the interests of stability, both domestic
and international, that this should be so — and in any case there is no way of
obliging the surplus countries to take it over. But this conclusion leads to others
that concern the surplus as well as the deficit countries, First, the surplus countries
must be ready to accept the consequences that successful adjustment by the deficit
countries will have for their balances of payments. Secondly, the cortection of the very
large deficits at present being run by some countries is going to take time and it
would be unwise, whatever the mistakes made in the past, to force the pace now.
Thirdly, financing will have to be provided during this relatively extended adjustment
process. And fourthly, such financing should, consistently with the previous aims,
as far as possible tend to ensure that adjustment actually takes place. The implications
of these conclusions for the future provision of international liquidity are taken up
in Chapter VII of the Report.



VI. THE INTERNATIONAL CREDIT AND
CAPITAL MARKETS.

Owing to a combination of large balance-of-payments financing requirements,
weak domestic credit demand and ample supplies of new funds, 1976 was another
boom year in the international financial markets. Activity was brisk in both the banking
and bond-market sectors, with the two taken together providing approximately
$95 billion of net new credit.

Looking at the international banking sector on the broadest basis for which
statistics are available, the gross external claims of banks in the Group of Ten
countries and Switzerhind and of the branches of US banks in the Caribbean and
Far Eastern offshore centres rose by %103 billion, or 24 per cent., to $548 billion.
Of that increase, the redepositing of funds among the reporting banks would
seem to have accounted for some $35 billion. Excluding this considerable
element of double-counting, total net new international bank lending may be
estimated to have accelerated between 1975 and 1976 from $40 billion to $70
billion. By far the largest part of this growth was in claims on countries outside
the Group of Ten and the offshore centres, which went up by $53 to 202 billion,
compared with a $34 billion increase in 1975.

As in 1975, the most buoyant segment of international banking was foreign
lending by US banks through their branches in the offshore centres of the Caribbean
and Far East: these branches showed an increase in their external assets of $z4 billion,
or 47 per cent, In addition, direct foreign claims of banks in the United States rose
by $2z1 billion, or 35 per cent.; however, §11.5 billion of this was channelled through
the offshore centres and is therefore to a large extent alteady included in the above
figures for the offshore branches of US banks.

Growth was somewhat slower, but still very considerable, in the European
centres, i.e. the European Group of Ten countries and Switzerland. The external
claims in both domestic and foreign currencies of banks located in those countries
rose by $s5s5.7 billion, or 19 per cent. This was motre than the $s0.5 billion
increase registered in 1975, but the figures for both years are strongly influenced by
exchange rate effects, In 1975 the easing of most European currencies against the
dollar had reduced the dollar value of the banks’ positions in these curtencies,
whereas in 1976 the renewed weskening of the dollat had the opposite effect.
Excluding these valuation changes, the growth of the reporting European banks’
external claims slackened from §s8 billion in 1975 to $46.5 billion in 1976, or
from 24 tc 16 pet cent.

To take the Euro-currency component of this lending, the increase in the
reporting European banks’ external claims in foreign currency in 1975 and 1976
amounted to $43 and 47 billion respectively. Net of valuation effects there was a
slowdown from $47.5 to 41.5 billion. For a more accurate assessment of the total
amount of net new Euro-cutrency credit intermediated by the teporting European



Estimated lending in international markets.
Changes in external claims of banks in domestic and foreign currencies
and international bond issues.

Changas Amounts
r
standing
Lenders 1973 1974 1975 976 1976

in billions of US doftars

Banks in European Group of Ten couniries . ., . + g2.2 + 35.0 + 50.5 + 55,7 353.0
of which in foreign currency {Euro-currency . .
markel) . . . .. e e + 56.8 + 26.8 + 43.0 + 47.2 305.3
Banks In Canadaanddapan . ., . . . . .. .. + 5.4 + 6.1 - 0.3 + 5.0 38.2
Banks In the United States . . . . . . . . . .. + 6.0 + 19.8 + 13,5 + 20.8 B8U.6
Branches of US banka in offgshore centres’ | | | + 14.1 + 128 + 165.0 + 238 TA.9
Total (all reporting banks} . . . . . . . + B7.7 + 72.2 + 78.7 +105.3 547.7
minus: double-counting dug to redepositing
among the reporting banks . . . . . . . . . 38.7 35.3 217.7
A = det new internatlonal bank lending® . . . . . . 40,0 70.0 330.0
Euro-bond and foreign bend issues . . . . ., . 9.9 12.3 22.0 32.9 .
minus: redemption payments and
repurchases. . . . . . . . . .. ... . . a.5? 4.4?
B = Net new international bond financing . . . . . 18.5 28.5
A+B = Total new bank and bond financing . . . . . 58.5 88.5
minus: double-counting® . . . - . .. .. .. . . 1.8° 3.8%
Total net naw bank and bond flinancing . . . . 57.0 85.0 .

1 Bahamas, Cayman Islands, Panama, Hong Kong and Singapore. 2 In addition fo direct ¢claims on end-users,
these estimates include certaln interbank positions: first, claims on banks outside the reporting area, i.e. outside
the financial and offshore centres, the assumption being that these peripheral’’ banhs 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 re?orting area to the extent that thesa banks switch the
funds inta domestic currency andjor 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 guestion, e.g.
dollar ¢laims of banks in London en banks in the United Skates; here again the assumption Is that the borrowing
banks obtain the funds mainly for domestic Furposes and not for re-lending to other banks in the reporting area;
a deduction is made, however, in respect of working halances and simllar items, Whils the persistence of some
alement of double-counling in these estimates cannot be ruled out, it should he 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. ? These
figures are based on very rough %uesses and are inserted here mainty for purposes of lllustration. But afthough
the margins of etror are large in retation to the size of the figures, they are unlikely to alter significantly the figure
for total net new International financing. 4 Bonds taken up by the reporting banks, to the extent that they are
in¢luded in the banking siatistics as claims on non-residents; bonds issued by the reporting banks mainly for
the purpose of underpinning their internalional lending activities.

banks, however, these figutes have to be adjusted for a number of factors:
redepositing among the reporting banks has to be excluded to avoid double-
counting; account has to be taken of the banks’ foreign currency lending to
domestic non-bank customers, as well as of their switching of funds from foreign
to domestic currencies. Differences in these fields, notably a larger amount of
foreign currency lending to domestic non-bank customers, operated in such a way
as to make the 1976 net growth of the Buro-currency market mote rapid than
the increase in the reporting European banks’ gross external claims would suggest.
Thus the net growth of the natrowly defined Euro-cutrency market may be
estimated to have accelerated from $:8 billion in 1975 to $42 billion, or from
about $31 to 37 billion if valuation effects are excluded. The net total of Euro-
currency credit outstanding at the end of 1976 may be put at around $247 billion.



While the continued buoyancy of international bank lending in 1976 was perhaps
not entirely unexpected, the performance of the international bond market surpassed
many hopes that had been placed in it at the beginning of the year. The issue volume
tose by neatly 50 per cent. to §32.9 billion, thereby exceeding its 1973 level mote
than three times over. For purposes of comparing this figure with the data on intet-
national bank lending, it is, however, necessary to take into account redemption
payments on outstanding issues and repurchases. Conversely, the growth in the
reporting banks’ foreign claims undoubtedly includes certain holdings of international
bonds; moteover, the banks themselves were borrowing in the intetnational bond
market. After adjustment for these factors, it may be sufficient to add only about
$25 billion to the $70 billion expansion of bank credit in order to obtain an
estimate of the total net volume of funds channelled through the international
financial markets in 1976.

The resultant figure of $95 billion for net new international lending may
appeat large even in relation to the sum total of about 370 billion of individual
countries’ current-account deficits. But these two magnitudes, though in some
way loosely related, are not strictly comparable. For one thing, there was in 1976
a substantial amount of foreign borrowing by residents of surplus countries such
as Germany and some of the OPEC members. At the same time there were sizable
flows of new funds into the international markets from deficit countries, with the
result that several countries’ external financing requirements were larger than their
current-account deficits. Finally, external borrowings in several countries exceeded
financing needs, giving rise to substantial increases in official reserve holdings
which were themselves partly invested in the international markets. On the other
hand, the international markets are not the only source of balance-of-payments
finance; in addition to a considerable amount of official lending, current-account
imbalances wete partly offset by other types of capital flows,

Main factors at work in international markets.

With the renewed widening of the OPEC countries’ combined surplus, the
international monetary scene in 1976 continued to be dominated by large current-
account imbalances. The massive balance-of-payments financing requirements of
many oil-importing countries tneant that their interest rate policies and foreign
exchange regulations were designed to encourage residents to have recourse to
foreign botrowing; moreover, public-sector entities themselves and supranational
institations {on behalf of the deficit countries) were heavy takers of funds in the
international financial markets.

In addition to the persistence of the large oil imbalance, its reshuffling among
individual groups of oil-importing countries helped to fuel the demand for credit in
the international markets, Countties whose current-account position deteriorated ot
remained very unfavourable — chiefly a number of developed countries both within
and outside the Group of Ten -—— tended to step up their recourse to foreign
borrowing; at the same time a number of countries whose current account
improved in 1976 used the opportunity of favourable market conditions to rebuild
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their gross reserves, which in the two preceding years had declined in relation to
the volume of their international transactions. This was particularly true of the non-oil
developing countries, which added to reserves an amount nearly equal to the
$12 billion decline in their combined current payments deficit (see Chapter VII).

Moreover, the increase in the combined OPEC surplus was not spread uniformly
among oil-exporting countries. Some of the “high absorbers” among these countties
substantially increased their botrowing on the international market, with the result
that new lending to OPEC members also accelerated markedly in 1976. The only
large group of countries whose combined new borrowings decelerated, in line with
an improvement in their combined current-account position, were the eastern European
countties; despite the slowdown, howevet, their takings remained very substantial,

Apartt from this widespread borrowing related directly or indirectly to balance-
of-payments considerations, tecourse to the international markets in 1976 was motivated
by several other factors. In some countties the fear that latge anticyclical or
structural budget deficits might lead to indigestion and crowding-out effects in the
domestic financial markets induced the public sector to tap foreign markets. Even
in a number of countries where monetary policy was not tightened for balance-of-
payments reasons recourse to external borrowing was had by the private sector
because of the low cost of international credit. Finally, the international market
continued to be used for the financing of latge investment projects.

With interest rates moving closely in line with, or even declining slightly
in relation to, those prevailing in domestic markets, the international markets did not
seem to have any diffculty in coping with the heavy demands made on them in 1976.
Funds for new lending were amply available for a number of reasons. The banks
remained very liquid despite the upswing in economic activity, particulatly in those
countries where monetaty policy was not constrained by balance-of-payments deficits.
As the recovery in domestic investment failed to materialise, they compensated
for the weakness of private domestic credit demand by increasing their international
lending activities. The US banks with their foreign affiliates would seem to have
accounted for over half of total international bank lending in 1976, Moreover, the
international lending potential of the German and Swiss banks was strengthened
by the positive impact of the renewed appreciation of the Mark aod Swiss franc
on the dollar value of their capital base.

Funds from surplus countries were at times supplemented by hot money shifted
for political ot economic reasons from countries with weaker balance-of-payments
positions, The reinforcement of barriers against capital flows into Switzerland helped
to channel these funds to the international markets, from where they were in patt
re-lent to their countries of origin.

In addition to the growth in the OPEC surplus itself, confidence factors also
played a part in the substantial increase in the supply of new oil funds to the inter-
national market. Partly as a result of the movement out of sterling, identified deposits
by OPEC countries in the Euro-cutrency market accelerated sharply and there is
also evidence that OPEC investors played a mote important réle in the intetnational
bond market.
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Finally, for the first time since 1973, the US balance-of-payments deficit itself
may be said to have contributed to the supply of funds available in the international
matket. With US net capital expotts, including last year’s substantial foteign lending
by US banks, exceeding the inflow of funds from OPEC countries, and with the
US current account in deficit, official dollar balances of oil-importing countries
also recorded an appreciable increase in 1976. Since a number of these countries tend
to place a large part of their reserve accruals outside the United States, the supply of
new funds to the international markets was also boosted by official deposits from
oilimporting countties, notably those of the developing world. With the US current
account now in substantial deficit, this source of funds is unlikely to disappear in
ihe uncai fuivie unless there is a sharp rise in US interest rates and strong US
domestic demand for bank loans.

For the banks the combination of large new supplies of domestic and inter-
national funds with the low level of credit demand from domestic customers meant
that conditions in the international financial markets were in some respects those
of a buyers’ market. There was no shortage of potential botrowers, but since most
of the demand came from countries with weak payments balances and high levels
of foreign indebtedness there was a shortage of first-class borrowers. Moreovet, the
difficulties experienced by some developing countties in meeting their debt-service
obligations added to the banks’ selectiveness. As a result, there was a scramble to
accommodate borrowers considered to be in the firstclass category and such
borrowers accordingly succeeded in moving loan conditions in their favour, The
margin over LIBOR which they were charged by the banks declined from about
1% per cent, in 1975 to slightly below 1 per cent. in early 1977, while at the same
time the average size of loans granted showed a substantial increase. On the other
hand, botrowers in countries with a high level of foreign indebtedness and little
prospect of an improvement in their payments balances found it increasingly difficult
to obtain financial accommodation in the international markets and were, if
anything, subject to tougher loan conditions than in 1975,

The question of risks.

The banks® heavy involvement in recent years in international financing and
patticularly in lending to developing countries has, on balance, been a stabilising
factor in the world economy. It does, however, raise two major questions: how does
bank lending affect the working of the intetnational adjustment process? Have the
tisks botne by the banks become excessive ? In view of the sharp acceleration in bank
lending last year and of its further potential expansion — there are no signs of any
slackening in the demand for deficit financing — both questions deserve consideration.
The fitst is taken up in the next chapter; only the prudential problem is dealt with here.

The main point to be made in this respect is that not one but fwe parallel
developments have been taking place in international bank lending. One, which
has been described above, is the sheer quantitative expansion of international claims.
The other is an impottant change in the structure of risks: a gradwal shift from
lending to ptivate corporations towards loans granted to public-sector institutions
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ot guaranteed by the borrowing country. This second development may have
improved the quality of the banks’ loan portfolio by diminishing the share of
commercial risks; but what about the corresponding rise in the country or
“sovereign” risks?

According to one view, this change in the structure of international risks borne
by the banks has been sufficiently beneficial to offset the potential danger arising
out of the sharp increase in the total of international commitments. The sovereign
risk, so the argument goes, is after all much less dangerous than the commetcial one,
It consists of the possibility that balance-of-payments deficits might prevent a country
from servicing its debts; in other wotds, that official and private borrowers in that
country might be unable to obtain the foreign exchange they need to pay interest
and repay the principal. There might be the additional risk that for political reasons
a government halts the servicing of its own and other residents’ debts to banks or
othet lenders abroad. But while private firms are liquidated in the event of bankruptcy,
a country will hardly cease to exist as a result of external insolvency. It is therefore
less likely that the claims will be wiped out altogether; the problem might instead
take the form of a temporary illiquidity or the freezing of the claims. In shott, the
danger is one of rescheduling or a2 moratorivm rather than bankruptcy.

Admittedly, this argument carries weight and is supported by evidence gathered
from many years of banking practice: losses incurred on international loans granted
to public institutions ot guaranteed by sovereign countries have been much smaller
than those resulting from domestic lending or from foreign lending to private
customers. This is not, however, the whole story: country risks d¢ add new
dimensions to private banking in many ways.

Firstly, the expertise required to evaluate them is quite different from that used
in assessing the creditworthiness of an individual firm. It is necessary to appraise a
country’s overall economic and political development and to relate the data on the
amount and the structure of its external indebtedness to a number of macro-economic
figures, such as current and prospective foreign exchange earnings. While all banks
have long-standing experience in assessing commercial risks, this kind of evaluation
has taken them into a field new to most of them, Some very large banks have responded
to this challenge with speed and efficiency, but it is doubtful whether others —
medium or even large-sized — are really able to cope with it

Secondly, even if the banks acquire the necessary expertise in this new field of
activity, they may run into the difficulty of obtaining appropriate information from
the debtor countries. This may happen either because the debtor countries them-
selves are ill-equipped to supply them with the data or, altetnatively, because the
strong competition prevailing in international bank lending may lead o a weakening
of bargaining positions fesulting not only in smaller profit margins but also in
less adequate information,

Thitdly, since an individual country risk may comprise a whole range of credits
to individual borrowers resident in that country, the amount at stake will quite often
be substantial even for the very large banks, and perhaps excessive for the not-so-large
ones. Moreover, it is likely that the country will have borrowed from other banks



as well; so that should a country suspend interest payments even temporarily
or, wotse still, enter into a formal debt moratorium, this could affect 2 whole series
of banks simultaneously and thus trigger off a chain reaction.

Last but not least, it should not be forgotten that as a result of the much faster
growth of international bank lending than of domestic credit, the structure of the
balance sheet and profit and loss account of many banks has undergone a rapid change
over the last few years. In itself such a change is not necessarily dangerous, provided
that the organisation of the banks, especially in the area of internal control and
supetvision, is adapted accordingly. There is always a danger that logistics may
not follow with appropriate speed the sudden acceleration of commercial growth.

The solution to these preoccupations does not lie in a move towards some
sort of mandatoty international banking supervision. This is simply not feasible,
and probably not even desirable. As for national supervision, practice will, of course,
evolve differently from country to country, according to traditions and the size of
the problems. But international progress could be achieved by steeting efforts in
two directions. On the one hand, by improving the information on bortowing
countries available to lenders: there must surely be ways and means of achieving
this objective, not only by publishing more statistics but also by encouraging lenders
to seek, and borrowers to supply, better figures whenever it comes to negotiating
new international loans. On the other hand, since it is clear that the smooth functioning
of the international economy makes it desirable that banks should continue to
participate in balance-of-payments financing and as this is indeed likely to happen,
there is scope for more co-operation between the banks and international institutions,
In other words, official organisations should take a larger share in futare lending.
This should also help to improve the working of the adjustment process, as is
pointed out in Chapter VIL

Developments in the narrowly defined Euro-cutrency market.

In 1976 the Euro-currency market once again demonstrated its ability to
prosper under any kind of cyclical constellation. Its growth had proceeded at a
well-sustained pace during 1975 at the height of the recession, and it continued
to do so in 1976, the first year of recovery. The gross external assets of the banks
of the eight teporting European countries rose by $47.2 billion to $305.3 billion
and their liabilities by $52 billion to §310.7 billion, with the market’s underlying
rate of expansion showing a considerable acceleration in the course of the yeat.
The §4.8 billion widening in their external net debtor position resulted from the
banks’ net use of foreign currency funds for domestic lending and reflected a
pick-up in the demand for Euro-currency funds within the reporting European
area itself.

As usual, most of the expansion occurred in the dollar sector of the market,
with the banks’ assets and liabilities in that currency advancing by $33.8 and 40.5
billion, or 18 and z1 per cent., respectively. The dollar value of the banks’ other
foreign currency assets and liabilities expanded by $13.4 and 11.4 billion, or 20 and
16 per cent., but, as indicated on page 97, a substantial part of these increases was
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External positions of reporting European banks in dollars
and other foreign currencies.

Dollars Other forelgn currencies
End o;! 'f;’."‘}h of which
vis-2-vj5 -
of month Total non- | Total [ ¥-d-Vis |, tecnel Swiss | Pounds | Dutch | French
banks banks | Mark | irancs [ sterling | guilders | francs
in milllons of US dollars
Assets
1968 Dec. . . . 30,430 5,150 7,270 1,240 3.820 1,B82¢ &10 290 240
1869 Deoc. . . . 47,830 6,090 | 10,540 2,230 5,990 2,980 580 370 150
1970 Dec. . . .| 60,370 | 11,850 | 17,880"| 4,680 | 10,110 5,080 810 560 400
1971 Dec. . . . 71,800 | 14,360 | 28,630 6,750 | 16,220 8,180 1,620 700 499
1972 Dec. . . . 28,000 | 18,340 | 33,840 8,000 | 20,390 7.780 2,180 720 700
1973 Dec. | . .| 133,780 | 23,880 | 54,840 | 11,990 | 31,400 | 14,590 3,150 1,320 1,750
Dec. 112, 132,110 | 24,730 ; 55,510 | 13,980 | 31,410 | 15,000 3,080 1,240 1,760
1974 March .| 146,100 | 28,710 | 58,530 | 14,090 | 32,950 | 15,800 3,090 1,220 1,700
June . . .| 154,170 | 31,300 | 59,670 | 14,790 | 33,730 | 16,110 3,130 1,320 1,290
Sept.. . .| 148,970 | 31,300 | 52,750 | 15,250 | 30,390 | 13,250 2,490 1,480 1,360
Dec. | 155,450 | 34,350 | 58,950 | 18,030 | 34,620 | 14,330 2,040 1,870 1,480
Degc. 12, .| 156,230 | 34,920 | 58,940 | 18,080 | 34,950 | 14,420 2,050 1,880 1,480
1978% March . .| 157,770 | 37,360 | 64,360 | 20,070 | 40,100 | 13,9200 1,940 2,060 2,130
June . . .| 167,230 | 37,260 | 65,140 | 20,610 | 39,020 | 14,140 2,810 2,460 2,300
Sept.. . .| 174,620 | 38,430 | 64,250 | 19,870 | 39,320 | 14,050 2,560 2,170 2:.270
Dec. . . .| 190,180 | 40,870 | 67,950 | 20,450 | 41,620 | 15,430 1,980 2,100 2,570
1976 March 188,990 | 42,000 | 72,250 | 20,970 | 44,130 | 16,140 2,420 2,500 2,320
“June . . .| 195,990 | 44,720 | 70,620 | 20,780 | 41,060 | 17,180 2,310 2,470 2,360
Sept. 201,720 | 46,670 | 76,160 | 22,430 | 45,120 | 17,590 2,490 3,000 2,360
Dec. . . .| 224,020 | 50,820 | 81,300 | 22,690 | 48,680 | 17,930 2,150 3,780 2,570
Memorandum item
Positions vis-i-vis residents
1975 Dec. . . . 66,540 | {7,410 | 22,820 6,580
Fe7s March . . 67,020 | 17,670 | 23,940 6,690
June | .. 68,320 | 17,970 | 23,270 6,740
Sepl. . 67,200 | 19,4560 | 24,830 7.300
Dec. . .. 74,740 | 21,330 | 26,920 7,560
Liabilities
1968 Dec. . . . 28,870 5,240 6,840 1,530 3,010 2,290 800 250 230
1968 Dec. . . . 46,200 | 10,460 | 10,520 1,340 4,640 4,030 ato 350 210
197¢ Dec. . . . £g,700 | 11,240 | 18,590 2,450 8,080 £,720 240 550 420
1971 Dec. . . . 70,750 9,980 | 26,970 2,740 | 14,630 T. 760 2,110 as0 440
1972 Dec. 26,730 | 11,810 | 35,200 3,620 | 19,540 8,810 2210 1,360 1,080
1973 Dec, l . .| 130,470 | 16,370 | 80,960 £,610 | 32,140 | 17,060 4,790 2,280 2,160
Dec. 3. .| 131,380 | 17,470 | 60,720 5,630 | 32,020 | 17,160 4,560 2,280 2,130
1974 March . 143,980 | 18,860 | 65,180 6,310 | 33,310 | 20,390 4,470 2,090 2,180
June . . .| 151,680 | 19,660 | 57,840 7,210 | 35,450 | 19,850 5,100 2,290 2,080
Sept.. . .| 146,930 | 19,930 | 60,180 7,410 | 30,740 | 17,090 4,300 2,370 2,440
Dec.l . .| 156,180 | 22,440 | 54,750 2,100 | 34,220 | 18,250 3,560 2,760 2,270
Dec, 11*. .| 156,430 | 22,210 | 54,240 9,080 | 34,380 | 18,250 3,580 2,780 2,270
1976 March .| 165,360 | 21,000 | 71,200 8,260 | 40,330 | 16,180 3,920 3,440 3,080
June . . .| 183,090 | 21,620 | 70,520 7,880 | 40,080 | 15,480 3,690 3,820 3,600
Sept.. . .| 170,920 | 22,150 | 87.650 7,220 | 38,710 | 14,760 3,280 3,740 3,330
Dec. . . .| 189,470 | 24,280 | 69,200 &,690 | 99,940 | 15,290 2,140 3,550 3,350
1976 March .| 188,330 | 25,31Q | 70,940 7,600 | 40,330 | 15,010 3,780 3,630 3,420
’ June . . .| 198,140 | 26,250 | 69,740 8,000 | 38,160 | 15,790 3,730 3,620 3,160
Sept. J 203,300 | 27,630 | 74,680 8,500 | 4,540 | 15,960 3,920 3,580 100
Dec. . . .| 230,040 ) 29,550 | 80,610 8,870 | 47,230 | 15,880 3,880 3,530 3,220
Memoran dum flem
Positions vis-4-vis residents
1975 Dec, 58,170 ¢.400 | {2,760 3,210
1976 March 58,760 ¢,650 | 21,080 3,620
June . . . 57,720 ,560 | 20,630 3,820
Sept. . . . 54,300 ¢,070 | 26,040 4,520
Dec, . . . 44,060 | 10,660 | 23,710 4,290

1 $570 million of the 1970 increase in assets and $360 million of that in IIang!}ﬁel?: Is duaﬁto the inclusion of positions

In certain currencies not reporied prwiousi;
include the Euro-currency positions of the BIS
do incorporate cerfain long-term positions not reported previously,

2 As from D

reported previously by some of the banks as well as some miner chanpes in the coverage of the statistics,

M} the figures no longer
{previously reported under the tigures for the Swiss banks} but
2 [ncludes certain Jong-term pesitions not




due to valuation changes, resulting notably from the renewed appreciation of the
dollar exchange rates of the Deutsche Mark and the Swiss franc. Despite these
valuation effects, the dollar’s share in total outstanding Euro-currency assets remained
virtually unchanged at about 75 per cent. and the shares of the Deutsche Mark and
the Swiss franc were stable at 16 and 6 per cent, respectively.

Even apart from valuation changes, the development of the banks’ gross and
net positions in individual currencies was influenced to a considerable extent by the
exchange markets. The banks’ net asset position in Deutsche Mark, for example,
rose sharply during the currency unrest in the first quarter while their net liability
position in sterling widened. Over the year as a whole, however, major increases
occurred oply in the banks’ net position in Swiss francs and Duich guildeis. The
banks’ net assets in Swiss francs rose from $o.1 to 2 billion, the greater part of this
movement occurring in the first half of the year when the franc was under strong
upward pressure in the exchange market. The banks’ net position in guilders shifted
gradually from $ 1.4 billion of liabilities to $o.3 billion of assets, in spite of a temporary
halt in the trend during the second quarter, when the guilder itself came under attack
in the exchange markets. Needless to say, the improvement in the banks’ net positions
in strong cutrencies does not necessatily imply that the banks themselves were taking
open positions; more probably it reflected theit spot covering of forward sales of
these cutrencies to customers.

With regard to the contribution of the individual centres to the growth of the
market, banks in the United Kingdom accounted for $19.8 billion, or about 42 per
cent., of the growth in Euro-currency assets. As in 1975, this was somewhat less
than their share in outstanding positions. The main reasons for the mote modest
r6le of the London market-place even within the reporting European area would
seem to have been the greater concentration of the US banks’ new international
business in New York and the Caribbean area, as well as the contraction of the UK
banks’ capital base for Euro-currency transactions as a result of the depreciation
of sterling.

Banks in Belgium-Luxembourg and France, the two most impottant matket
centres on the Continent, recorded quite a strong expansion in their Euro-currency
activities, Their external assets in foreign currency advanced by $10.4 and ¢ billion
respectively and their market shares each rose from 15 to about 16 per cent. The
French banks’ external net position shifted from $o.9 billion of assets to $o.7 billion
of liabilities. This $1.6 billion inflow, which was certainly helpful in financing the
country’s massive current deficit, was largely the result of tailoring interest rate policy
to’ balance-of-payments requirements,

Reflecting the economic and political uncertainties besetting the country, the
external assets in foreign currency of banks in Italy showed a renewed decline in
1976, although the downward movement was partly reversed after the middle of
the year. As a result, the Italian banks’ market share, which some years ago had
amounted to 14 per cent., shrank further from 6 to 4 per cent. Since the banks
maintained their external liabilities unchanged, the decline in assets meant that their
net position shifted from approximate balance to external net debts of $2.7 billion,
This inflow through the banks, together with a substantial amount of official



— 106 —

External assets and liabilitles of banks _
in individual reporting countries, the Unlted States, the Caribbean area
and the Far East in domestic and foreign currencies.

1974 1975 1976
Dec. Dec. March | June | Sept, | Dec.

in miflions of US dollars

Belgivm-  Assets Domestic currency 1,650 1,720 1,790 1,880 2,290 2,440
Luxem- Foreign currencies 32,210 39,070 40,900 40,580 45,230 49,420
bourg Liabillties Domestic ¢urrency 2,500 2,850 2,540 2,840 2,840 3,350

Foreign currencles arz280 37,880 39,220 39,220 43,580 47,530

France Assets Domaestic currency 1,080 1,180 1,160 1,170 1,400 1,450

Foreign currencies 31,820 39,020 40,200 40,730 42,580 47,990
Liabilities Domastic currency 3,680 4,370 3,670 3,880 3,820 3810

Foreign currencies az.B10 38,110 28,820 39,650 42,520 48,660

Germany  Assets Domaestic currency 14,210 21,010 21,580 21,440 22,030 25,500

Foreign currencies 8,360 10,640 10,240 10,940 12,000 14,330

Liabilities Domestic gurrency 11,250 13,620 15,280 13,970 15,040 17,380

Foreign currencles 7,680 2,310 8,130 9,620 10,820 13,730

ftaly Agsets  Domestic currency 600 440 aso 430 340 260
Foreign currencies 12,510 14,980 10,720 9,020 2,470 12,280

Liabilities Domestic currency 1,330 1,620 1,360 1,670 1,410 1,420

Foreign currencies 13,610 15,040 11,340 10,560 11,260 14,950

Mether- Agsets  Domestic currency 2,670 3,460 3,650 2,940 4,170 4,170
lands Foreign currencies 13,350 17,350 17,480 19,170 19,350 22,000
Liabilities Domaestic currency 2,070 2,150 2,640 3,140 3,730 4,080

Foreign currencies 12,600 18,370 16,040 16,730 16,850 19,580

Sweden Asgels Domestlc currency 430 570 700 T30 270 810
Foreign currencies 2,060 2,570 2,840 2,750 2,760 2,920

Liabilities Domestic currency 510 580 520 590 690 870

Foreign currencies 1,040 1,750 2,080 2,150 2,160 2,280

Switzerland Assels  Domestic currency 8,160 2,070 2,760 10,400 11,080 10,870
Foreign currencies 12,300 16,260 17,880 18,300 18,850 18,370

Liabilities Domestic currency 8,510 4,630" 4,850 4,890 4,880 5,080

Foreéign currencigs 10,560 12,020 12,440 12,730 12,910 15,290

United Asgsets Domestic currency 1,850 1,700 1,770 1,920 1,980 1,800
Kingdom Foreign currencies 102,860 | 118,240 | 121,000 | 125,020 | 127,840 | 138,000
Liabllities Domestic currency 9,530 9,240 8,680 7,310 7,080 7,130

Forelgn currencies 114,490 | 128,210 | 134,220 | 135,220 | 137,890 | 148,620

Total Assets Domestic currency 31,650 39,150 40,790 41,930 44,270 47,700
Forelgn currencles 215,170 | 258,130 | 261,240 | 266,610 | 277,880 | 305,320

Liabilities Domeslic currency 39,380 38,860 39,540 36,290 39,600 42,900

Foreign currencies 220,770 | 258,670 | 260,270 | 265,880 | 277,880 | 310,650

Canada Agsets Domestic currency 410 460 470 500 470 460
Foreign currencies 13,540 13,380 14,720 15,210 16,830 17,070

Liabilities Domestic currency 1,610 2,010 2,110 2,090 1,920 1,960

Foreign currencies 11,730 12,070 12,830 13,480 13,900 14,620

Japan Aggets Domestic currency 1,370 1,530 1,690 1,820 1,900 2,080
Foreign currencies 19,240 18,830 19,590 19,210 19,910 19,560

Liabilities Domestic currency aTo 1,480 1,960 2,080 1,890 1,880

Foreign currencies 24,080 25,210 26,740 27,140 27,880 27,180

United Assets Domastic currency 44,860 58,330 61,940 56,460 59,720 8,770

States Foreign currencies 1,280 1,440 1,480 1,720 1,800 1,790
Liabillties Domestic currency® | 59,630 58,180 58,440 51,980 | 63,110 58,840
Foreign currencies 770 560 570 690 T10 750

Caribbean

areaand Assels Foreign currencies* 33,230 51,080 57.870 63,850 67,960 74,930
the tI::;at Liabllities Foreign eurrencies® 33,230 50,980 58,090 64,610 68,830 74,080
Eas

! Break In series due to change in coverage. 2 Excluding US Treasury bills and certificates held in custody on
behalf of non-residents. 3 Figures for 1974 relate to branches of US banks in the Bahamas, Cayman lslands
and Panama; data for 1975 and 1978 cover branches of US banks In Hong Kong and Singapore ag well,  # including
negligible amaunts in demestic currencies.
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External assets and llabilities of banks in
individual reporting countries and in the Caribbean area
and the Far East in dollars and other foreign currencies,

19714 1875 1976
Dec. Dec. March | June | Sept. [ Dec.
in millions of US dollars
Belglum~ Asgsets USdollars . . . . . . . 18,210 | 18,670 | 20,200 | 20,700 | 22,080 | 25,020
Luxem- Other forelgn currencies 17,000 | 20,400 | 20,700 | 18,980 | 23,150 | 24,400
bourg Liabitities USdollars . . . . . . . 13,350 17,960 ) 18,890 | 18,040 ]| 20,950 | 22,950
Other foreign currencies 17,830 19,200 | 20,230 | 20,180 | 22,630 | 24,580
France Assets USdollars . . . . . . .| 24,210 | 29,6900 | 29,110 30,540 | 31,640| 38,180
Other foreign currencie 7,810 9,330 | 11,080 10,150 10,940 11,810
Liabilities US doltars . . . ., . . . 2 ee0 | 27,000 £6,85C ; 20,130, 20,220 ! 24 akn
Other foreign currencies 9,860 11,110} 11,930 | 11,520 12,200 | 12,610
Germany Assets USdollars . . . . . . . 6,140 7,700 7.260 7,470 8,480 | 10,570
Other foreign currencies 2,220 2,940 2,080 3,470 3,520 3,780
Liabllities USdollars . . . . . . . 8,160 7,400 7,340 7,550 8,510 11,280
Other foraign currencies 1,520 1,910 1,790 2,070 2,310 2,440
ltaly Agsety USdollacs . . . . . . . 9,770 12,100 8170 §,890 &,930 9,500
Other foraign cusrencies 2,740 2,880 2,550 2,130 2,540 2,700
Liabilities USdoMars . . . . . . . 10,440 | 11,830 8,680 8,060 8,430 | 11,660
Olher foreign currencies 3,170 3,210 2,660 2,500 2,830 3,220
Netherlands Assets USdollars. . . .. .. 7,860 | 10,400 | 10,740 | 12,180 | 12,170 | 13,920
Othar foreign currencies 5,390 6,950 6,720 6,980 7,180 8,080
Liabilitieg US dollars . . . . . . . 6,280 10,670 | 10,500 11,260 11,090 12,390
: Other foreign turrencies 5,320 8.700 5,540 5,470 5,760 7,180
Sweden Asgsets USdollars . . . . . . . 1,320 1,780 1,820 1,850 1,940 2,040
Other foreign currencies T40 T80 920 200 820 aeo0
Llabilities US dellars . . . . . . . 560 1,020 1,210 1,280 1,320 1,420
Other foreign currencies 480 730 B850 870 830 870
Switzetland Assets USdollars ., . . . . . . 8,930 12,890 | 14,130 ] 14,430 | 14,720 | 14,120
Other foreign currencies 3,370 3,370 3,750 3,870 4,130 4,250
Liabilities USdofiars . . . . . . . 8,150 9,420 2,430 9,810 29,8501 171,800
Other foreign currencies 2,410 2,600 3,010 2,920 3,060 3,490
United Assets USdollars . . . . .. . 82,680 | 95,940 | 97,460 1101,920 103,760 [112,580
Kingdom Other forelgn currencies 19,870 | 21,200 | 23,540 | 23,100 | 23,880 | 25,420
Liabilities USdollars . . . . . . . 88,840 |104,170 |106,290 (111,010 |[112,820 122,480
Other forelgn currencies 22,650 24,040 | 24,930 | 24,210 | 24,970 | 26,140
Total Asgsets USdollars . . . . . . . 156,230 (190,180 | 188,990 |195,990 (201,720 |224,020
Other forelgn currencies 58,040 | 67,950 | 72,280 | 70,620 76,180 | 1,300
Liabilities US dollars . . . . . . . 156,430 |189,470 |189,330 | 196,140 |203,300 230,040
Other foreign currencies 84,340 | 69,200 | 70,240 | 68,740 | 74,680 | 80,810
Canada Assets USdollars . . . .. . . 12,700 12,640 | 13,970 | 14,330 | 18,030 | 16,120
Other forelgn currencies 840 750 750 aBo 200 a50
Liabilltles US dollars . . . . . . . 14,090 11,660 | 12,340 | 12,890 | 13,310 | 13,880
Other foreign currencies 540 510 490 590 590 640
Japan Asseis USdollars . . . . . .. 17,150 16,980 | 17,780 | 17,380 | 18,010 | 17,530
Other foreign currencies 2,090 1,870 1,810 1,830 1,300 2,030
Liabilithes USdollars . . . . . . . 22,960 | 24,340 | 25,730 | 26,200 | 26,920 | 26,200
Other forelgn currencles 1,120 ato 1,010 a40 240 o960
Caribbean
area and Assets  All forefgn currencles? | 33,230 | 51,080 57,870 63,850 67,960 74,930
the l-;ar Liabilitles All foreign currencles?® | 33,230 | 50,960 | 58,090 | 64,610 68,830 | 74,080
East

' Figures for 1974 relate to branches of US banks in the Bahamas, Cayman Islands and Panama; daia for 1875 and

1976 cover branches of US banks in Hong Kong and Singapore as well.

currencies.

1 Including negligible amounts in domestic
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borrowing, not only offset Italy’s curtent-account deficit, but resulted in a sizable
increase in official reserve holdings. It was essentially induced by new regulations
requiting Italian residents to have trecourse to foreign curtency botrowing to
finance both the prepayment of imports and delayed export recetpts, as well as by
a ceiling on the banks” credit expansion in lire. Under the impact of these measures
the Italian banks’ foreign curtency credits to residents soared from $ 1.4 to 3.8 billion,
a development which continued during the first quarter of 1977.

Looking at the countries with large current-account surpluses, it may be seen
that banks in Germany showed rapid growth in their Euro-currency business,
with their external assets in foreign currency expanding by §$3.7 billion, ot
35 per cent. In addition, they built up their external assets in domestic currency
by $4.9 billion. However, in contrast to preceding years, the German banks
seem to have become mote active as intermediaries rather than as net suppliers
of funds to the international market. Owing to a sharp acceleration in the growth
of their liabilities vis-3-vis non-residents, their external net creditor position in
domestic and foreign currency, which had jumped from $3.6 to 8.7 billion in
1975, edged up by only $0.4 billion. Similarly, banks in Switzerland, which had been
large net exporters of funds in 19735, showed only a slight inctease — of $o.2 to
8.9 billion — in their external net creditor position. These figutes do not, however,
include the funds which the Swiss banks channel into the international matrket on
a trustee basis. Whereas the external net positions in foreign currency of banks in
Germany and Switzerland actually declined — a development which was undoubtedly
related to the strength of the Deutsche Mark and the Swiss franc on the exchanges —
the Dutch banks’ external net creditor position in foreign currency widened from
$1.0 to 2.4 billion. Most of this outflow occurred duting the second quarter when
pressures against the guilder were building up in the exchange market. On the other
hand, the Dutch banks’ external net position in guilders dropped from §1.3 to
o.1 billion in the course of the year.

Net of double-counting, the total volume of Euro-credit outstanding through
the reporting European centres may be estimated to have expanded from $205 to
247 billion, ot by about 20 per cent., in 1976, On the uses side of the market, the
absorption of Euro-currency funds within the reporting Buropean area picked up
sharply from about $1.5 billion in 1975 to $12 billion in 1976. Ditect claims on the
non-bank sector rose by about §8 billion, the largest items in this increase being new
Euro-currency credits to residents by banks in Iraly, the United Kingdom and
Switzerland of $2.4, 1.1 and 0.6 billion respectively, and $1.5 billion of new credits
extended to the German non-bank sector by banks outside Germany.

Outside the reporting Buropean atea, claims on the United States went up by
$1.7 billion last year after having declined by neatly the same amount in 1975; the
increase in claims on the US banking sector came to more than the whole of this
growth, whereas claims on the US non-bank sector contracted from § 4.2 to 3.7 billion.
Claims on Canada showed a similar development, tising by $1 billion last year after
a $0.4 billion decrease in 1975. Claims on Japan — representing esseatially loaas to
the Japanese banking sector — which had gone up by $2.4 billion in 1975, grew by
a further §1.9 billion in the first quarter of 1976. During the rest of the year, however,
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Estimated sources and uses of Euro-currency funds.

Eu’:: p:ar‘t.: I:larea Oth Ohﬂ- Qil- | pevel
"’ United [Canadal QS | rern| Danic. | #*Port-| oping | Un-
g which | States | 2 | Gped Eorope3| ing ing | coun- alloc; Total
nd of meonth Total' | Non- Japan § oo cen- | COUN- [ tries ated
bank? tries tregs | ries
in billions of US dollars
Uses
1973 Dec, . . .| 49.0 29.5 13.5 12.7 14.7 7.4 18.7 3.3 11.0 1.7 132.0
1974 Dec. . . .| B1.5 41.3 18.2 18.2 20.4 10.3 268.7 a.5 5.7 2.7 177.0
1975 March . .| 64.3 | 44.3 15.4 20.1 21.7 12.2 29.4 a.8 15.8 a.3 186.0
June . . .| 63.6 45.0 16.1 20.2 24.3 12.8 30.5 4.3 16.8 3.4 192.0
Sept. . .| 624 43.2 16.7 21.2 23.9 13.8 330 4.8 17.5 3.0 196.0
Dev. - .| B30 43.5 8.6 £5.2 25.8 i5.5 35.5 e ] 8.8 2.2 2022
1978 March . .| 65.0 44.4 16.1 22.4 26.3 17.4 34.9 6.0 19.9 3.0 211.0
June . .| &4.4 45.1 16.9 22.8 27.8 18.5 38.0 5.9 21.3 2.8 219.0
Sept.. . .| 88.2 48.3 17.7 22.9 ao. 19.6 38.3 8.1 228 2.6 230.0
Dec. . . .| 75.1 51.5 18.3 21.6 33.0 20.8 40.7 2.8 24.7 3.2 2471.0
Sources
1973 Dee. . . .| 50.8 27.5 8.5 9.8 17.7 3.7 12.5 10.0 14.6 3.4 132.0
1974 Dec. . . .| B7.8 38.2 11.9 8.7 18.5 51 17.8 29.1 i5.5 2.8 177.0
1975 March . .| 73.0 ar.e 12.6 8.8 17.8 4.5 18.2 31.8 16.1 3.3 186.0
dJune . . .| 75.7 | 35.5 13.3 .1 18.3 X 21.3 | 325 16.1 2.9 192.0
Sept.. . .| 77.3 as.0 14.3 8.9 19.4 4.5 20.5% 32.3 185 3.3 196.0
Dec. . . .| 7o.5 as.5 15.4 8.3 19.9 5.4 21.8 34.6 16.2 a9 205.0
1976 March . .| 82.0 40.0 15.0 8.0 20.8 5.0 24.1 34.4 16.5 4.4 211.0
June . . .| B81.2 41.0 17.4 8.8 19.3 5.2 26.8 37.4 171 4.8 2190
Sept.. . .| 849 42.7 17.4 10.0 20.6 5.3 27.0 41.1 18.9 5.4 230.0
Dec, . ., .| 87.6 447 16.8 10.6 21.3 8.4 a0 45.2 21.3 5.8 247.0

1 Includes: (a) under "'Uses", the banks' conversions from foreign currency Inte domestic currency and farelgn
curtency 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", deposita by official monetary
ingtitutions of the reporting area, the banks' conversions from domestic into forei?n currency and foreign
currenty funds obtained by the reporting banks from the banks in the country of issue of the currency in question
{such as funds received in Deutsche Mark from German banks). 2 On the “Sources' slde includes trustee funds
to the extent that they are transmitted by the Swiss banks 1o the other banks within the reporting area and to the
extent that they are not reported as liabilities vis-A-vis non-banks outside the reforﬁng area by the Swiss
banks themselves, 3 Excluding gositions of banks located In the Federal Republic of Germany vis-A-vig the
German Demaocratic Republic. 4 Bahamas, Barbados, Bermuda, Cayman Islands, Hong Kong, Lebanon, Liberia,
Netherlands Antilles, New Hebrides, Panama, Singapore, West Indies, % Algeria, Bahrain, Brunel, Ecuador,
Gabon, Indonesia, Iran, Irag, Kuwait, Likya, Nigeria, Oman, Qatar, Saudi Arahia, Trinidad and ﬁ‘obago, the United
Arab Emirates, Venezuela, 4 Including posltions vig-a-vis international inatitutions.

they declined by $1.5 billion, a development which has to be seen in the context
of the strengthening of Japan’s balance-of-payments position. Moteover, there was
a slowdown from $3.9 billion in 1975 to $5.2z billion in the funds channelled by the
reporting Buropean banks to the offshore centres.

Lending by the reporting European banks continued at a high level vis-a-vis
countries outside the Group of Ten. New credit-granting accelerated vis-3-vis
“Other developed countries”, from $5.4 billion in 1975 to $7.2 billion, vis-d-vis
oil-exporting countries from $1.8 to 4.3 billion, and vis-3-vis non-oil developing
countries from $3.8 to 5.2 billion. New credit to eastern Europe went up somewhat
less than in 1973, viz. by $4.9 billion, but this still represented a rate of expansion
of over 30 per cent. and raised the total outstanding to twice the amount recorded
two years earlier. Moreover, it may be worthwhile noting that at the end of 1976
Euro-market claims on eastern Europe were only 16 per cent. less than total claims
on developing countries,

On the sources side of the market, one significant feature was a sharp acceleration
in the inflow of funds from oil-exporting countties. After increasing by $5.5 billion
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in 1975, new identified deposits by these countries rose by $10.6 billion last year.
Wheteas in previous years London had received more than 75 pet cent. of the OPEC
countties” Buro-currency deposits, in 1976 nearly half of the new funds were placed
in the continental European centres. The bulk of the oil funds went into the dollar
sector of the Euro-market, with other deposits, notably in the Euro-Deutsche Mark
sector of the market, increasing by only $1.4 billion.

Another significant feature on the sources side was a pick-up in the supply
of new funds to the market by non-vil developing countries from $o.7 billion in
1975 to $5.1 billion, which was neatly as much as the increase in the banks’ claims on
these countries. Hence, in contrast to previous years, developing countries as a
group were not major net takers of funds from the Euro-market in 1976.

A substantial acceleration from $7.1 billion to about $14 billion was also
registered in the amount of new funds obtained by the Euro-market from non-
European Group of Ten countries and the offshore banking centtes, a development
which was probably related to the tecovery in the demand for Euro-currency funds
within the reporting European area. The supply of new funds from the latter area
itself slowed down, from about $12 billion in 1975 to roughly $8 billion. There
were larger direct deposits by non-banks but, in contrast to 19735, the reporting
banks themselves did not act as large-scale suppliers of new funds to the Euro-market.

Total international bank lending,

The tables on pages 112-113 and 114 provide a broad picture of the réle of banks
as international financial intermediaries, They show the total external assets and
liabilities of banks in Group of Ten countries and of the foreign branches of US banks
in certain offshore centtes vis-a-vis individual countries and groups of countties.
As already explained in last year’s Annual Report, the positions recorded vis-i-vis
the Group of Ten countries and the various offshore centres are strongly influenced
by the part played by these countries as market centres, but they tell very littdle about
their importance as suppliers of funds to, or users of funds from, the international
market. From this point of view, the value of the tables lies primarily in the information
they provide on the repotting banks’ positions vis-d-vis countries that are not
international financial centres themselves, Moreover, it should be noted that the
figures include both long and short-term positions and positions vis-3-vis both the
bank and non-bank sectors. It may be assumed, however, that the bulk even of
short-term funds lent to banks located in countries that ate not international
financial centres ate used by these banks for domestic lending, though a certain
amount of on-lending to third countries cannot be excluded.

Furthetmore, it should be pointed out that the figures mentioned below for the
banks’ positions vis-a-vis individual countries will be somewhat larger than those
shown in the table on pages 112-113, since an attempt has been made here to allocate
the residual items given for the individual geographical areas.

As can be seen from the table on page 114, the reporting banks’ claims on
non-oil developing countries (excluding offshore centres) may be estimated to have
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gone up by $18 to 81 billion, in comparison with an increase of about § 16-17 billion
in 1975. Only 29 per cent. of the 1976 lending was accounted for by the narrowly
defined Buro-market; 44 per cent. was provided by the US banks’ branches in the
offshore centres and another 18 per cent, represented funds lent from the United
States direct. Since the affiliates of US banks are also very active participants in the
Euro-matket, it may thus be estimated that the US banks and their foreign affiliates
alene accounted for over two-thirds of new lending to developing countries in 1976.
As to the geographical distribution of the credits, Latin America received $13.9
billion, or 78 per cent., whereas the reporting banks’ claims on non-oil developing
countries in the Middle East, “Other Asia” and “Other Africa” went up by only
were Brazil and Mexico; they took up about §6.5 and 5 billion respectively (including
their estimated chare in the residual item) and at the end of the year accounted
for over so per cent. of the reporting banks’ claims on non-oil developing countries,
In Asia the largest borrowers were South Korea and the Philippines, receiving
about $0.6 billion each.

Perhaps more surptising than the sharp 1976 increase in the reporting banks’
lending to the developing world was the sharp increase in their liabilities vis-3-vis
that group of countries. These had gone up by only about $3 billion in 1975, but
it is estimated that in 1976 they advanced from $37 to 5o billion. Of this $13 billion
increase, 40 per cent, was deposited in the nmarrowly defined Euro-market and about
25 per cent. each with banks in the United States and their branches in offshore centtes
respectively. A substantial part of these funds, particularly of those deposited in the
United States and the Euro-market, undoubtedly represented official teserves, which
accrued to the developing countries largely as a result of their own borrowing from
banks abroad. In fact, the largest depositors were Brazil (about § 3 billion) and Mexico
($1.2 billion). On the whole, however, the distribution of deposits and borrowings
was not fully matched, and at $4.3 billion “Other Asia’s™ share in the supply of new
funds was considerably larger than its share in borrowings. As a result, developing
countries in “Other Asia” supplied a net amount of $ 2.5 billion to the market, whereas
Latin America was a net taker to the extent of about $8 billion.

The repotting banks’ new lending to oil-exporting countries accelerated sharply
from about $3 billion in 1975 to nearly §10 billion in 1976, The latgest borrowers
within this group were Venezuela, Iran and Indonesia. Moreover, the above
figute includes an increase of about $z billion in claims on Bahrain, reflecting
that _country’s emerging réle as an offshore banking centre. Liabilities to oil-
exporting countries, after having expanded by $8-9 billion in 1975, rose by $12.4
billion, or only §2.6 billion more than the banks’ claims on these countries. Nearly
60 per cent, of these funds seem to have been obtained from the “low absorbers” in
the Middle East, while the “high absotbers” in that area supplied over $3 billion,
and approximately $1 billion was provided by Indonesia. As much as 85 per cent,
of the new oil funds were deposited in the Euro-market, 12 per cent. with banks
in the United States and only 5 per cent. with the US banks’ branches in the offshore
centres; owing to the movements out of sterling, deposits in Eutopean domestic
markets showed, on balance, a decline.
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External positions in domestic and forelgn currency of banks in
Group of Ten countries and Switzerland and of the
foreign branches of US bhanks in the Caribbean area and the Far East.

In millions of US dellars,
end-December 1976,
Liabiiities/agsets Liabilities | Assets Liablities/assets Liabillties | Assets
Group of Ten Eastern Europe {contd.)
Belgium-Luxembourg HCJU 22,283 27,765 Poland 843 5,442
France HCJU 30,906 27,000 Rumania 295 732
Germany, Federal Rep, HCJU 22,325 28,338 Soviet Union cu 3,724 10,345
Italy HCJuU 10,206 16,749 Residual HCJU 695 2,884
Netherlands HCJU 18,604 13,240
Swedon HCJU 2,813 5,372 Tolal 7,666 | 28,073
Switzerland CJu 59,253 12,937
United Kingdom HCJ 75,074 62,134
Canada HJU 12,607 9,382 | Caribbean area
Japan HCU 10,247 34,073 | Bahamas W 16,656 34,682
United States Hcd | 6,26t | s3zvo | Barbados 37 848
Bermuda J 3,300 893
Total 320,459 270,230 Cayman Islands G079 5,970
Cuba JU a4 1,007
Dominican Republic 7 153
Haitl 13 13
ther co
© wester rl: I-‘Etl.: ir:.:::i ;ﬂ Jamaica 68 394
Neth. Antilles 1] 1,711 1,421
Andorra 54 5 Panama N 5,543 7,868
Austria cu 5,348 5,367 | Trinidad and Tobago 398 24
. Cyprus 322 116 | West Indies (UK) 599 332
Denmark cu 1,706 4,703 | Residual HCJU 4,935 9,839
Finland cu 1,009 3,588
Gibraltar Bd 4 Total 39,530 63,260
Greece CJu 3,088 2,890
fceland 75 204
Ireland C 1,481 1,634 Latin America
Liechtensteln 252 469 Argentina JU 3,138 3,402
Malta 20 5 Belize 24 9
Monaco 22 1 Bolivia 100 273
Norway cu 2,141 5,239 Brazil Ju 8,780 21,215
Portugal cu 820 865 Chile Ju Ti8 1,083
Spain cu 5,348 7.773 Colombia Ju 913 1,632
Turkey cJdu 545 2,083 Costa Rica 86 238
Vatican 118 —_ Ecuador J 283 494
Yugoslavia CJu 1,818 2,223 El Salvador 83 125
Residual HCJU &,865 5,477 Guatemala 111 171
Guyana 35 a9
Total 32,563 42,723 Honduras 77 180
Mexico Ju 4,400 17,850
Micaragua 55 340
Cther developed Faraguay a2 57
countries Peru Ju 369 2,829
Australia cu 970 2,4gy | Surinam 138 &
New Zeatand P 297 asa Uruguay u 508 168
Venezueia Ju 7.260 5,326
South Africa cu 775 8,969 | pesidual HCJU | 5,440 5,860
Residual HCJ 349 1,480 ' :
Total 2,391 11,784 Total 30,524 62,278
Middle East
Eastern Europe® Qil-exporting
Albania 83 5 countries: ¥
Bulgaria 355 1,973 a) Low absorbers:
Czechoslovakia a5g 866 Kuwait, Qatar,
German Democratic Republic 616 3,575 Saudi Arabla and the
Mungary 299 3,061 Unitad Arab Emirates 30,173 2,024




Liabilities/assets Liabilities | Assets Liabilities/assets Liabilities | Assets

Middle East (contd) Other Africa (contd.)

b) High absorbers: Somalla 77 F<]
Bahraln, Iran, Iraq, Sudan 142 298
Libya and Oman 11,438 6,359 Swaziland ] 13

Other countries: Tanzania 145 ]

Egypt JuU 2,018 1,242 Togo 35 22

Israel Ju 2,875 2,538 Tunisia 308 83

Jordan 510 s2 | Uganda 46 15

Lebanon 2,582 339 | Upper Volta 8 2

Syria 497 183 Zaire 1] a4 a1

Yeamen 616 31 Zambia dJd 158 393

Yemen P.D, Republic 245 3 | Resldual cu 1,153 1,778

r
Residual HCJU 8,520 2,542 Total 0,167 11,693
Total £9,3T2 15,303 Other Asia
Afghanigtan 82 -
Bangladesh 118 4
Brunel B8O 24
Other Africa Burma 50 21
- Afars and Issas Cambodia 42 -
French Territory 36 2 Chlna [}] 1,382 ao

Algeria J 2,150 1,746 Fijl a 17

Angoia 102 a0 French Polynesia 17 21

Benin 31 a3 Hong Kong Ju 5,670 7327

Bolawana/Lesotho 34 a8 India Ju 1,103 468

Burundi 21 7 Indonesla Ju 1,444 3,439

Cameroon 7T 80 Korea N. 222 390

Canary Islands - =] Korea S. Ju 2,150 3,202

Centra) African Empire 18 2 Malaysia J 1,334 245

Chad 14 5 Nepal 48 1

Congo 52 &1 New Hebrides 3s 93

Ethiopia 289 1 Pakistan J 383 162

Gabon 89 273 Papua-New Gulnea 85 22

Ghana a2 20 Philippines Ju 1,836 2,611

Gulnea k<) a7 Sidim/Bhutan 17 11

Ivary Coast 388 392 Singapote HJ 5,597 8,626

Kenya J 445 103 8rl Lanka a1 9

Liberla dJ 1,081 4,400 Taiwan Ju 2,330 2,561

Malagasy B9 2 Thalland Ju 063 1,433

Malawi 43 83 Vietnam 121 47

Mali 12 1 Residual cu 2,102 1,762

Mauritania 75 8

Mauritius 39 5 Total 20,084 34,197

Moroceo U T28 541

International

ﬂ:;?:;:ique 93 2§ insitutions us 3,930 1,162

Niger 53 16 Unallocated HCJU 8,881 5,966

Nigeria J 478 263 Grand tofal 843,576 |547,569

Rhodesia 34 ar

Rwanda 71 3 Memorandum jfem:

Senegal ) 65 713 Qil-exporting

Slerra Leone 41 14 countrles HJU 52,723 23,133

Note: A full country breakdown of the namrilnu banks’ liabilities and assets is available only for banks in

Belgium-Luxembourg, France, the Fadecal Republic of Germany, Italy, the Netherlands, Sweden and the United

Kingdom and for the branches of US banks in the Caribbean area and the Far East, For banks in the other reporting

countries — Canada, Japan, Switzerland and the United States — the country breakdown is less than complete

and its extent is indicated by the use of Lhe letters C (Canada), J (Japan), H {Switzerland) and U (United States).

:I'he_ llabilitles of b?nl:s in the United States exclude US Treasury bills and c¢ertificates held in custody by the
OI'I haklalf o I"IDI'I-I [} Y

! Forelgn branches of US banks in the Bahamas, Cayman lslands, Panama, Hong Kong and Singapore.
2 Excluding positions of hanks located in the Federal Republic of Germany vis-a-vis the German Democratic
Republic., 3 Includes posltions of Japanese banks vis-A-vis Kuwait, Saudi Arabia, the United Arab Emirates,
Iran, Iraq and Libya only, % Incluedes, partly on an estimated basis, the positions of US banks vls-4-vis Middle
Eastern countries other than Egypt, lsrael and Libya (which is included under the residual for *“Qther Africa').
S Excludes, except in the case of Dutch and UK banks and the foreign branches of US banks in the Caribbean
area and the Far East, regional institutions which are inciuded under the residual ltems for the respective areas,
The positions vis-d-vig the BIS are included under Switzerland, except for the US banks, which report them under
the residual for “'Other countries in western Europe™,




External positions, in domestic and forelgn currency, of banks in
the Group of Ten countries and Switzerland and of the foreign
branches of US banks in the Caribbean area and the Far East.'

1975 1276
December | march | June l September | December
in billions of US dollars
Banks' claims on:

Group of Ten countries and Switzerland . . . . 2381 238.7 241.0 248.8 270.2
of which: Reporling Eurapean area . . . . . . 165.4 166.6 164.0 170.8 193.4
United States . . . . . P 20.7 31.7 32.1 33.8 33.3

Canada . . . . .. oo v v o v+ 7.7 .9 5.6 9.3 ¢4

dapan ... 0000 31.9 33.8% 34.3 34.9 34.1

Offshore banking centres® . . . . . . . ... . €1.9 67.2 72.5 76.8 83.7
Other countries in western Europe . . . . . . . ane 32.6 35.0 368.3 42.7
Australia, New Zealand and South Africa . . . 9.0 10.0 10.7 11.4 11.8
Eastern Europe . . . . . . . . v v v v 4 e s 21.6 23.8 25.1 26.8 29.0
Qil-exporting countries . . . . . . . .. .. . 14.3 18.8 17.3 20.0 2441
Mon-oil developing ¢countries, . . . . . . . . . 63.0 65.7 70.2 T8 80.9
of which: Latin America® . ., , ., ., . ..., 43.5 46.1 49.6 51.8 57.4
MiagdleEast . . .. .. ...... 3.3 3.0 3.2 3.5 4.4

Other Asia . . . . .. .. ... . 2.9 13.2 13.9 714.3 14.7

Other Africa . . . . . . .« .+ . 3.3 5.4 3.5 3.9 4.4
Unaflocated® . . . . .. ... ........ .0 5.0 4.9 4.5 5.2
Total . . .. - . . o0 e 441.7 489.3 476.7 500.1 547.8

Banks' labilities to:

Group of Ten couniries and Switzerland . . . . 270.1 277.8 284.3 294.4 320.5
of which: Reporting Europearrarea . . . . . . 209.1 210.8 210.6 2716.5 241.4
United States . . . . . ... ... 42.0 45.8 51.9 54.2 56.3

Camada . . . ... ... ..... o9 1.3 11.8 2.6 12.6

Japan . . .. . 00 s o.7 0.2 10.0 .7 10.2

Offshore banking centres® . ., , ., . . . ., . .. 40.8 44.8 49.4 51.6 86.2
Cther countries in weslern Europe . . . . . . . 31.1 30.3 29.4 31.1 3z.e
Australia, New Zealand and South Africa . . . . 2.1 2.6 2.2 2.1 2.4
Eastern Europe . . . . . . . . . v v v v v on s 8.3 5.7 8.2 6.1 7.7
Oil-exporting countries . . , ., . . ... ... 51.8 852.4 B4.6 59.1 64.2
Non-olf developing countrles, . . . . . . ... 36.7 3r.8 41.4 43.1 48.4
of which: Latin America® . . . . . ... ... 16.3 16.5 17.6 17.7 22,3
Middle East . . . . . . ... ... 5.9 6.2 6.7 6.7 7.1

Ofher Asia . . . . . v v v v v 10.4 10.8 12.4 13.5 14.7

Other Africa . . . . . . . ... .. 4.1 4.3 4.7 52 5.3
Unallecated® . . . . . .. . ... ... ... 8.2 8.1 9.2 8.7 10.6
Total . . . .. .. 4471 459.5 476.7 496.1 543.6

Note: The figures in this table are partly bagsad on estimates.

t Forelgn branches of US banks in the Bahamas, Cayman Islands, Panama, Hong Kong and Singapore.
2 Bahamas, Barbados, Bermuda, Cayman Istands, Hong Kong, Lebanon, Liberia, Netherlands Antilles, New
Hebrides, Panama, Singapore, West Indies, % Including those countries in the Caribbean area which cannot
be considered as offshore banking centres. 4 Including Infernational instilutlons,

Credits to eastern Europe rose by $7.4 billion to $29 billion. Two-thirds of
" the increase was accounted for by the Euro-market, while another 19 per cent. was
provided in the form of credits in domestic cutrency by the banks in the same
treporting European countries. The largest borrowers were the Soviet Union, which
(after allocation of the residual item) received over $2.5 billion, Poland (about $1.8
billion), the German Democratic Republic (over $1 billion) and Hungary (about
$1 billion), The reporting banks’ liabilities to eastern Europe — mainly vis-d-vis
the Soviet Union — rose by $1.4 billion.



Reflecting continued large current-account deficits and the resultant financing
requirements, the reporting banks’ claims on developed countries outside the Group
of Ten rose by $13.7 billion, or over one-third, to a total of §354.5 billion. Liabilities
to these countries edged up by only $1.8 billion to §35 billion. The largest borrowers
were Spain, South Africa (about $z.7 billion each) and Denmark (over $2 billion).

The $21.8 billion expansion shown in the reporting banks’ assets vis-d-vis
offshore centres includes increases in claims on Singapore and Hong Kong of about
$3 and 1.5 billion respectively. In addition to their réle as offshore centres, these
two countries are of course capital importers, and some part of this $4.5 billion
may therefore have been used locally. Moreover, the present reporting covers only
the activities of the branches of US banks in these centres, which would seem to
account for much less than so per cent. of business there. It is therefore likely
that these two centres undertook a substantial amount of international lending,
notably to the developing countries, that is not reflected in the present statistics.
Moreover, the 1976 increase in claims on offshore centres includes a $0.8 billion
tise to roughly $4.8 billion in claims on Liberia, which is really an offshore centre
for shipping companies and not for banking. The parent companies of most firms
registered there have their seat in the developed countries, so that the larger part of
credits to Liberia actually represent claims on developed countries. The same is pattly
true of Panama, which is an offshore centre both for banking and for shipping
companies. The reporting banks’ assets vis-a-vis Panama rose by about $1 to 8.5
billion last year.

Interest rate developments,

Despite the large volume of business transacted, 1976 was a relatively calm
year from the point of view of interest rates in the main sectors of the Euro-currency
market. Quotations tended to follow very closely the trend of interest rates on
domestic markets, where credit demand was rather subdued. Really pronounced
fluctuations occurred only in some of the smaller market sectors, notably the Euro-
French franc, the Euro-guilder and the Euro-sterling sectots, where exchange rate
considerations wete at times of overriding importance.

After staying close to 5% per cent. in the early part of the year, three-month
interbank rates on Euro-dollar deposits firmed to over 6 per cent. in May-June,
when the temporary strength of the economic upswing led to some tightening of
US monetary condri}ons. However, with the subsequent slackening in the pace of
recovery, market conditions eased again and the Euro-dollar rate receded to 4%
pet cent. in early December — its lowest level since mid-1g972. It then fluctuated
around 53 per cent, before firming to about 53, per cent, in eatly May 1977, when
the US money-market climate began to show a resemblance to that of a year earlier.

Reflecting the dissipation of fears that a strong economic recovery might soon
lead to a marked tightening of credit conditions, the decline in rates for one-year
Euro-dollar deposits in 1976 was more pronounced than that in shorter-term rates
and resulted in a flattening of the yield curve. On the other hand, the yield
differential between Euro-bond rates and Euro-dollar rates. on deposits of six
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Interbank rates on three-month Euro-currency deposits

and differentials over domestic rates,
Wednesday figures, in percentages per annum,
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months and upwards, which was already quite substantial in 1975, widened still
furthet.

In line with developments on the German domestic market, where capital-
matket yields and short-term interest rates moved in opposite directions duting part
of 1976, three-month Euro-Deutsche Mark rates cased somewhat in the first four
months and then firmed during the rest of the year. In December they were quoted
only slightly below Euro-dollar deposit rates,

The strengthening of Swiss defences against money inflows, the influence of
exchange rate considerations on Swiss monetary policy and the weakness of domestic
credit demand conttibuted to a decline in the Euro-Swiss franc rate from about
3% pet cent. in late 1975 to a low of % per cent. in the early summer of 1976. In early
1977, however, the slight weakening of the Swiss franc on the exchange markets
permitted some tightening of Swiss domestic money-market conditions and by
mid-May the three-month Euro-Swiss franc rate had moved up to around 4 per
cent,

EBuro-French franc, Buro-guilder and Euro-stetling rates were occasionally
pushed up to very high levels in 1976 under the impact of speculative attacks on these
three currencies. For instance, the three-month Euro-guilder rate soated from around
3 pet cent. in March to a peak of about 16 per cent. in August and then gradually
moved back to around 3 pet cent. in May 1977, by which time the exchange markets
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Euro-dollar deposit rates and Euro-dollar bond yislds.
Weekly averages and end-of-month rates.
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had completely teversed their assessment of the guilder. The Euro-sterling rate
jumped to a peak of 20 per cent. during the height of the exchange-market crisis
in October, but with the recovery of sterling it gradually eased to about 8 per
cent. in May 1977.

The international bond markets.

The weakening of inflationary expectations, the lack-lustre performance of
equity matkets, a gradual and steady rise in bond prices with prospects of further
capital gains, and the substantial premium of bond yields over shorter-term interest
rates combined to make 1976 another record year for the international bond markets.
The volume of new BEuro-bond issues soated by $4.7 billion to $14.9 billion, more
than twice as high as the previous cyclical peak recorded in 1972. The fact that
public issues accounted for the whole of the 1976 increase, whereas private
placements actually recorded a slight decline, provides further evidence of the
matket’s undetlying strength,

Rates of expansion wete equally high or even higher in respect of foreign
issues in national markets, the total volume of which rose by $6.2 billion, or over
50 pet cent., to $18 billion. As in 1975, the bulk of such botrowing was accommodated
by the matkets of two countries, Foreign issues in the United States rose by 5z pet
cent. to $10.3 billion, well over half of which was accounted for by Canadian
bortowers alone. Foreign issues in Switzerland, mostly in the form of private
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International bond issues.’

Euro-bond issues Forelpn issues
of which of which
Borrowlng
countries Years Total us Deutschel Private Total in in Private
or areas dollars Mark place- United | Switzer-] place-
ments States land mants
In milllons of US dollars
Western Europe. 1974 1,430 430 370 800 1,400 360 650 1,130
1975 4,570 1,350 1,770 1,450 2,840 840 1,760 1,360
1976 5,440 3,750 1,200 as50 4,860 1,180 3,210 2,730
Canada. . . .. 1974 440 80 - %0 1,960 1,830 30 800
1975 1,150 610 —_ 310 3,580 3,100 280 830
1978 3,010 1,570 40 150 5,870 5,630 340 3,850
United States . . 1974 110 100 — 10 a0 — a0 a0
1975 310 220 -— a0 140 - 40 120
1976 410 400 - 120 30 —_ -_— 30
Other daveloped
counfries®, . . 1974 330 220 110 10 150 30 120 130
1975 2,220 1,340 700 G610 1,010 380 [-1+1e) 650
197¢ 2,070 1,510 510 310 1,480 690 790 &80
Rest of the
world® , . . . 1974 140 120 — 10 790 650 20 520
1975 470 230 a0 150 480 460 20 240
1976 1,040 450 300 160 810 600 110 200
International
ingtitutions . . 1974 2,070 1,830 160 1,780 3,410 620 20 2,650
1275 1,480 1,060 340 840 3,980 1,580 670 1,340
1976 2,960 2,050 730 | 1,710 4,960 2,270 70 1,650
Total isgues
placed . . . . 1874 4,520 3,080 640 2,960 7,790 3,580 290 5,260
1975 10,200 4,810 2,890 3,440 | 11,830 6,760 3,370 4,540
19786 14,930 9,730 2,780 3,300 | 18,010 | 10,270 5,220 9,120

1 Based on IBRD and OECD sources. * Ausiralia, Japan, New Zealand and South Africa, 2 Including eastern
European countries,

placements of notes, went up by 55 pet cent. to §5.z billion. This very large total —
equivalent to g per cent. of Switzerland’s gross national product — was due to the
strength of the country’s balance-of-payments situation, the weakness of domestic
credit demand and the large money inflows which had to be reinvested abroad.

Rising bond prices and the very large premium of bond yields over shorter-term
interest rates provided a strong stimulus to activity in the secondary matkets where
turnover reached unprecedented levels, The favourable market climate was also
reflected in a sharp increase in the average size of individual Euro-bond issues, with
that of dollat issues nearly doubling to about §s50 million. On the other hand, there
was only a modest lengthening of maturities. Although the trend towards shorter
maturities discernible since 1973 seems to have been reversed, the average term
remained well under ten years and it was only in the latter part of 1976 that some
ptime botrowers succeeded in raising funds in the twelve to fifteen-year range.
Moreover, the market appears to have become mote selective, lesser addressees
having occasionally to concede up to 200 basis points more than prime issuers.

On the demand side of the international bond markets, borrowers from OECD
countties continued to play a dominant réle, their share in total issues amounting
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to $23 billion, or 7o per cent. Canada, which had a particularly large current-account
deficit, was by far the largest receiver of funds, with public and private-sector
borrowers raising $8.¢ billion, nearly double the 1975 figure. France and Japan
ranked second and third, with $2.7 and 2 billion respectively. Other OECD
countries, such as the United Kingdom and the Scandinavian countries, were also
able to meet a larger share of their financing requirements in the international bond
markets. Borrowing by US residents in the international capital markets remained
on a small scale.

The prominencc of balance-of- -payments considerations and public-sector

borrowers in thc market their ta.kmgs increasing from $10.3 billion in 1975 to §15.7
billion. But private corporations also took advantage of the favourable conditions
prevailing in the international bond markets, using the proceeds largely for the
imptovement of their balance-sheet structures. They raised $9.3 billion, against
$6.2 billion in 1975. Banks in particular, whose capital ratios had been strained in
recent years by inflation and the rapid expansion in their international activities,
stepped up theit recourse to international bond finance, partly in the form of
issues of floating rate notes. Issues by international organisations rose from $5.5 to
7.9 billion. A large proportion of the proceeds were channelled to non-oil developing
countties whose capacity to tap the international capital markets directly remained
fairly limited. Similatly, botrowers from eastern European countries accounted fot
only a very minor shate of total issues and relied on bank credit for most of their
external financing requitements.

Little statistical material is available on the sources of the funds supplied to the
international capital markets, and especially the Euro-bond matkets. It seems, however,
that the banking sector itself played a major réle, absorbing a sizable proportion
of new issues. With domestic credit demand very weak, the temptation of the large
yield spread between bond tates and short-term interest rates was undoubtedly hard
to resist. In addition, the receptivencess of the international bond markets seems to
have been enhanced, patticulatly in the first half of the year, by funds from weak-
cutrency countries, which also helps to explain the very large plac.tng power of
Swiss banks. The OPEC countries, after having shown reserve in previous years,
seem to have made greater use of the international bond market as an outlet for their
surplus funds, Finally, the markets undoubtedly received support from the
reinvestment of the growing amount of amortisation and interest payments on
eatlier issues. ° '

In the Buro-bond market proper, issuing activity was strongly concentrated
in the dollar sector, which benefited from the US cutrency’s moderate strength on
the exchanges and the gradual downward movement of long-term interest rates in
the United States. The share of dollar issues recovered from its unusually low level
of 47 pet cent. in 1975 to 65 per cent., while issues in Deutsche Matk contracted from
28 to 19 per cent. After making their début in 1975, issues in Canadian dollars,
encouraged by the abolition of the Canadian withholding tax on interest payments,
continued to expand vigorously and pushed up their market share from 6 to 10 per
cent. The share of the guilder, on the other hand, dropped from 6 to 3 per cent,
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Yields on International and domestlc markets of US dollar and DM bonds.*
End-of-month figures.
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*US domestic bond yields are calculated to final maturity, the others to average maturity.

and in view of the renewed attraction of the dollar and the weakness of certain
European currencies thete were hardly any issues in composite units of account.

Euro-bond yields, particulatly on dollar issues, moved closely in line with
- coupon rates in the corresponding domestic markets. As well as illustrating the
increasing intercommunication between domestic and international markets, this
also shows that the Euro-bond matket had no difficulty in accommodating the
heavy borrowing demand. Yields on dollat bonds eased by about 3; percentage
point over the year and those on DM bonds by 11 per cent,

Despite some uncettainty about interest rate developments, activity in the
intetnational bond markets was well maintained in the first four months of 1977
This was especially true of the Euro-bond market, where the issue volume
substantially exceeded the monthly avetage for 1976, Foreign issues in the United
States, on the other hand, slowed down markedly, largely as a result of smaller
takings by Canadian borrowers. In early May the firming of US short-term interest
rates brought about a temporary change in the matket climate. Dollar bond quotations
eased and, with new issues selling at sharp discounts, some scheduled new loans
were held off the Euro-bond market. However, by the end of the month the market
seemed to have adjusted to the higher level of US short-term interest rates and thete
was little sign of a slackening of activity.
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VII. THE INTERNATIONAL MONETARY SCENE.

This chapter reviews the major international monetaty developments of the
past year and a half. The first two sections describe the evolution of the exchange
rates of the principal currencies and the large-scale intetventions in the exchange
markets undertaken by the monetary authorities of most of the leading countries,
while the third section discusses the appropriate réle of exchange rate management.
The fourth section gives an account of gold production and gold-market developments
last year, Lastly, the very rapid growth of global reserves in 1976 is described and
explained, and the questions of the adequacy of the present level of international
liquidity and of the channels through which futute balance-of-payments financing
should be provided are examined.

Exchange rate developments.

Most of 1976 was a petiod of major turtbulence in the exchange markets, with
a further polarisation between weak and strong currencies, There were dramatic
declines in the value of the lira and sterling, together with a lesser, though still
significant, weakening of the French franc and, later in the year, the Canadian dollar,
At the other end of the spectrum, the Deutsche Mark and the Swiss franc appreciated
strongly, though from mid-1976 onwards the latter cutrency began to ease again
quite substantially. In addition, there were two periods of major tension within the
joint float of European currencies, leading in mid-March to the withdrawal of the
French franc and the suspension of the Benelux “wotm™ arrangement and in mid-
October to differential upward adjustments of the Deutsche Mark against other
patticipating currencies. The dollat, despite a very large deterioration in the curtent
balance of payments of the United States, remained telatively stable on the trade-
weighted basis.

More recently, conditions in the exchange markets have been much quieter,
Sterling has recovered strongly since last November and the other currencies that
had eatlier been the weakest have mostly been much steadier too. The principal
exchange rate movements so far this year have been a marked strengthening of the
Japanese yen, some weakening of both the US and Canadian dollars, and a further
realignment of central rates within the European joint float in April, consequent
upon the decision of the Swedish authotities to devalue the krona,

Of the three major cutrencies that have declined sharply since the beginning
of 1976, the lira was the first to weaken and, taking the whole petiod, it has fallen the
furthest of any. The whole of the decline occutred in a little mote than three months
from 21st January 1976, when the virtual exhaustion of the country’s exchange
reserves led to a six-week suspension of official quotations for foreign currencies.
Coming after more than a year during which the exchange rate had been held
unchanged in the face of rapid inflation, this led to a widening of the trade-weighted
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post-Smithsonian depteciation of the lira from about 2314 per cent. to almost 43 per
cent. by the end of Aptil. Over about the same period the lira fell against the dollar
from Lit. 687 to Lit. 916,

In early May measutes were taken to stop the slide. Virtually all foreign
currency purchasets were required to deposit so per cent. of the lita countervalue
in non-interest-bearing accounts at the Bank of Italy for three months; the maximum
period for conversion of export proceeds was reduced to seven days; and expotters
granting foreign currency trade credits of up to 120 days wete required to convert
30 per cent. of the value of such credits into lire within seven days, A rapid improve-
ment of nearly 10 per cent. occurted in the dollar exchange rate, as well as a narrowing
of the trade-weighted depreciation by some 5 percentage points. Helped by the
seasonally favourable balance of payments, the lira was then steady at around those
levels until late August.

Subsequently, however, the trade-weighted exchange rate gave up nearly all
the gains registered since carly May, ending the year over 42 per cent. below the
post-Smithsonian level. Against the dollar 4 rather less pronounced decline brought
the rate to Lit. 875 at the end of December. The rencwed weakness of the lira was
not halted by the announcement in October of economic stabilisation measures,
tighter monetary policy and further measures aimed directly at the exchange market.
These included a special tax — at first fixed at 10 per cent., subsequently reduced
to 7 per cent. — on purchases of foreign exchange; an increase to so per cent. in
the proportion of foreign currency export credits required to be financed in foreign
exchange; and the prolongation of the import deposit scheme, on a gradually
declining basis, until April 1977.

So far this year both the trade-weighted and the dollar exchange rates of the
lita have remained very steady. In terms of its real cost to Italian residents in the
exchange markets, however, the lira has appreciated significantly since the special
tax on foreign exchange purchases was progressively abolished between 3rd January
and 18th Febtuary.

The second curtency to come under strong pressure in 1976 was the French
franc. The pick-up of the economy following the stimulatory fiscal measures taken
in late 1975 had turned the foreign trade balance into deficit, as well as arousing
fears that inflation would accelerate. The outbreak of the lira ctisis therefore found -
the franc in a vulnerable situation, which was further aggravated in early March
by the weakness of sterling, and heavy reserve losses led to the decision to withdraw
from the “snake” on 15th March.

Except very briefly, this did not at first lead to any significant decline in the
exchange rate, which on the trade-weighted basis soon settled down about two
percentage points below its eatlier level. Between late May and late August,
however, under the combined impact of renewed inflation fears and concetn about
the balance-of-payments effect of the drought, there was a further rather heavy fall
in the rate. The trade-weighted post-Smithsonian appreciation of neatly 215 per
cent. turned into a depreciation of neatly 5 per cent., whilst against the dollar the
rate went down from Fr.fr, 4.72 to nearly Fr.fr. 5. Expectations of corrective action
by the new Government then brought some improvement in the exchange-market



Effective post-Smithsonian exchange rates.*
Friday ligures, Indices: 215t December 1571 = 00,

—
160 |~ (semi-hogaritmic stale)

Ny, -1 150

o - ‘_’J/\m
130 — g — 130
DM
120 M% /NJN‘ - 120
o |- Cen.§ Yen, - 10
) /\V‘ - ’J;\ﬁ-{::".m __,a"'
100 PP Er e R e TS L '___'ﬁh\ gp— L

gy

[ ™
- e
e TR
Fr.fr. —~ 80

20

80 -
70 |- ) 70
eo’—ﬁ 60
i T N NN A R 55

1974 1875

NP223F

Source: Bank of England, * As from March 1977 the serles was put on a new basls by extending the coverage
from eleven to twenty-one currencies and updating the trade walghts from 1969 to 1972,

situation; in late September and October, however, there was a further increase of
over 3 percentage points in the franc’s trade-weighted depreciation. At the end of
the year it stood at neatly 8 per cent., a deterioration of 13 petcentage points since
mid-Match, So far in 1977 the franc has on balance strengthened slightly and in late
May the dollar rate was about Fr.fr, 4.95%.

Taking the period since end-1975 as a whole, the decline of sterling on the
trade-weighted basis has been greater than that of the French franc. Moreover, the
exchange-market pressures in both directions were also heavier, with a. widening
of the trade-weighted depreciation from 3o to neatly 49 per cent. between eatly
March and late October followed by a strong recoverty from November 1976
onwards. But for very substantial official intervention, the movements of the exchange
rate in both directions would have been larger.

The dramatic decline of sterling began on 4th March and on the next day the
pound went below §z for the first time. Between then and early June, under the
combined influence of the current payments deficit, leading and lagging by traders
and very large reductions of official sterling balances in the hands of OPEC countries,
it planged to §1.70, the trade-weighted depreciation widening from 31 to neatly
42 per cent. At that point the negotiation of a §5.3 billion six-month ctedit facility
from the central banks of the Group of Ten countries, Switzerland and the BIS,
together with improved prospects for a second year of incomes policy, temporarily
improvéd the situation. In September, however, a further sharp fall in sterling set
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in, the low point being teached in late October when the dollar rate touched $1.55%
and the trade-weighted depreciation neatly 49 per cent. Neither the announcement
in late September that the Govetnment was applying to the International Monetaty
Fund for a $3.9 billion stand-by credit nor the raising of the Bank of England’s
minimum lending rate in successive steps from 11% to 15 per cent. succeeded in
checking the decline, Among the factors which contributed to it were the tevelation
that official sterling balances had declined by neatly £1 billion during the second
quarter and press reports in late October to the effect that the IMF considered $1.50
an appropriate rate for the pound.

The tutning-point came just at the end of October and from then on
confidence in stetling steadily strengthened. Domestic interest rates stood at record
levels; there were growing prospects of a successful conclusion to the negotiations
for the IMF credit facility, a condition of which would be measures to reduce the
public sector’s fnancial deficit and to set limits for domestic credit expansion;
negotiations were under way for a multilateral central-bank facility to protect the
exchange rate from the effects of any further withdrawals of sterling balances; and
in November stetling lending by UK banks to finance trade between third countries
was prohibited altogether. Against that background the trade-weighted depreciation
of sterling had by mid- January 1977 nartowed to below 43 per cent. and the dollar
exchange rate had risen above $1.70. With the successful conclusion of both the
IMF credit in January and the sterling balances facility in Februaty, sterling remained
in strong demand but the authorities preferred to recoup earlier exchange losses
tather than allow any further rise in the exchange rate.

For the Canadian dollar, too, the period under review was one of considetable
volatility, reflecting large changes on the capital account of the balance of payments,
with on balance a significant decline in the exchange rate, more marked against the
US dollar than on the trade-weighted basis. During the first half of 1976 the Canadian
dollar was very firm, an exceptional volume of long-tetm capital inflows more than
offsetting the very large current payments deficit. By late June it had risen from
US$0.96 in August 1975 to a two-year high of almost US$ 1.04, while on the trade-
weighted basis a post-Smithsonian depreciation of about 3% per cent. had turned
into an appreciation of over 6 per cent.

During the following four and a half months to mid-November the rate eased
a little on balance as a result of somewhat lower, though still substantial, capital
inflows. The victory of the separatist party in the Quebec elections, at a time when
intetest rate differentials between Canada and the United States had lessened, then
plunged the exchange market into great turbulence, to a considerable extent as a result
of feats that Canada’s capacity to borrow abroad might be seriously affected. Within
three weeks the trade-weighted exchange rate fell just below its post-Smithsonian
level, whilst against the US dollar the Canadian currency declined from over
US$1.02 to below US$o.97%. After a temporary recovery to little below parity
in eatly January this year the Canadian dollar fell to 2 low point of US §o.94% in
mid-March, Since then indications that Canada’s credit rating in the US capital market
has not been affected, together with a Federal budget that was judged internationally
as being cautious, have brought about some improvement in the rate, to US§o.95%
in late May,
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Among the strong curtencies, the Deutsche Mark showed the greatest further rise
during the period under seview. In the course of 1976 its trade-weighted appreciation
widened from 16%; to about 30 per cent., around which level it has since fluctuated
natrowly. About half of this rise occurred during the first two and a half months
of the year, parallel with the weakness of the lira, the French franc and the pound;
most of the rest took place duting September-November, when these three currencies
were again depreciating and when in addition there was a minor realignment within
the “snake”. Against the US dollar the Deutsche Matk rose from just under DM 2.62
at the beginning of 1976 to a peak of DM 2.34% in early January this year. After
easing to over DM 2.42 in late January and early Febtuary, by late May the Deutsche
Mark had strengthened again to about DM 2.36.

Reflecting the strong shift into surplus of Japan’s current balance of payments,
the yen rose on the trade-weighted basis duting the first nine months of 1976 from
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a cumulative post-Smithsonian depreciation of about 1 per cent, to an appreciation
of §% per cent. and against the dollar from Yen 305 to Yen 287. A reduction (which
proved temporary) in the cutrent payments surplus, together with uncertainties
about the results of the December parliamentary elections, then brought some reaction.
But the election results, together with a renewed surge of exports, cattied the trade-
weighted appreciation, which by early December had fallen to about 1% per cent.,
to over 7 per cent. (equivalent to 8 per cent, on the new basis) in early March, and
to 11 pet cent. (on the new basis) a month later, Over the same period the appreciation
against the dollar amounted to 10 per cent., from about Yen 297 to just under Yen 271.
By late May the trade-weighted appreciation had fallen just below 1o per cent., whilst
the spot rate against the dollar had eased nearly to Yen 278.

Taking the period under review as a whole, the exchange rate of the Swiss
franc showed relatively little change. At the end of 1975 it stood at Sw.fr, z.59 to
the dollar and, on the trade-weighted basis, 41 per cent. above its post-Smithsonian
level. Nearly seventeen months later, in late May 1977, the dollar rate was around
Sw.fr. 2.51% and the trade-weighted appreciation only a few percentage points higher
than the end-1975 figure. In between those two dates, however, the franc showed
very large fluctuations, despite substantial market interventions by the authorities.
Between end-1975 and early June last year its trade-weighted appreciation rose by
over 13 percentage points to over §4% per cent,, while against the dollar the rate
moved to Sw.fr. 2.38Y, also the highest level ever reached. During that phase the
franc rose strongly not only against the weak currencies, but also vis-d-vis the
Deutsche Matk and other “snake™ participants. By early June 1976 the DM rate
had reached Sw.fr. 0.92%, up from about parity at the beginning of the year and
about 2714 per cent. above the level of two yeats earlier.

The authorities then announced their intention of intervening massively, if need
be, to correct excessive movements of the rate and at the same time they imposed
further direct controls aimed at reducing pressure on the franc., The ceilings on
forward sales of francs to non-residents wete drastically lowered; agreements were
reached with commercial banks that the latter should not use their offices abroad for
speculative transactions relating to the franc; and, in addition, the banks agreed not
to make Buro-franc deposits, or other direct placements of francs, from Switzerland
in the names of their offices abroad. Since then the franc has declined quite con-
siderably. On the trade-weighted basis the downward movement had by late May
1977 reduced the post-Smithsonian appreciation to about 451 per cent., while on
the same date the rate for the Deutsche Mark was about Sw.fr. 1.07 and that for
the dollar Sw.fr, 2.51%.

The effective exchange rate of the US dollar was fairly stable during the period
under review. In 1976 it ranged from 234 per cent. below the post-Smithsonian level
at the beginning of June to about 5% per cent. below at the end of the year, while
so far in 1977 it has on balance gone down a little further, This relative stability in
trade-weighted terms was, of coutse, the net outcome of much larger movements
in both directions against individual currencies. Moreover, during the course of
1976 and the eatly months of 1977 the range of fluctvation of the dollar against
other strong cutrencies was not insignificant,



This can be seen from its movements vis-a-vis the “snake” currencies, which
since end-1975 can be conveniently divided into four phases. The first phase, covering
the period from the beginning of 1976 until near the end of July, was one of fairly
marked stability, The dollar was little affected by the European currency disturbances
in early 1976; at their highest, on 1st April, the “snake” currencies were ranged
between 31 and just over 5% per cent. and at their lowest, on 15t June, between
1 and 2% per cent. above the patticipants’ nominal central dollar rates. Duting a

- second -phase, from near the end of July to early January 1977, the “snake” band
rose from 1%—4 to 11%-14 per cent. above the participants’ central dollar rates, the
dollar being affected first by the expectations of a DM revaluation that gave rise to
tension within the “enake” and later by the easing of US interest rates. In a brief

third phase, the “snake” band declined by 4 percentage points against the dollar
within three weeks, but it began to recover just before the end of January and by
late May 1977 the participants in the “snake” were in a band stretching from 11 to
13Y; per cent. above their nominal central dollar rates.

Movements of spot exchange rates within the joint float of European currencies.
Weekly averages, in percentages.
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The “snake” itself experienced two petiods of major tension in 1976, In the
first of these, which started immediately after the Italian authorities’ withdrawal
from the exchange market in January 1976, the Deutsche Matk went to the top
of the band and the Danish krone was at first the weakest currency. The French
franc came under very strong pressure following the sudden weakness of sterling
on 4th March and ten days later the decision was taken, after severe reserve losses,
to withdraw it from the “snake”. At the same time pressure on the Belgian franc
inside the Benelux “worm™ led to this atrangement being suspended. However,
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firm measutes by the Belgian and Danish authorities brought the crisis to an end
by 2:nd Matrch.

The second period of tension, essentially resulting from expectations that
Germany’s lower rate of inflation would lead to a revaluation of the Deutsche Mark
against other participating currencies, began in mid-July. With the Deutsche Mark
at the top of the band, all the other currencies moved down to, or near, their lowet
limits. The Belgian franc, the Danish krone and the Dutch guilder were under
the heaviest pressure and the authorities in these countries took vigorous action to
defend their currencies, allowing short-term rates in their markets to rise dramatically
through a combination of heavy intervention in the exchange matkets and other
testrictive monetary measures. Late in August the guilder responded by strengthening
considerably; the Belgian franc too improved, though to a lesser extent, and in
addition pressure on the Danish krone diminished. Until mid-October, however, a
considerable gap continued to separate the Deutsche Mark from all the other
patticipating curtencies except the guilder, and substantial intervention was required
from time to time.

An adjustment of patticipants’ exchange rates was then decided upon, with
effect from 18th October, The German authorities announced a 2 per cent, upvaluation
of the Deutsche Mark which, together with downward changes of central rates
by the Scandinavian participants, resulted in adjustments of 2 per cent. between
the Deutsche Mark and the Benelux currencies, 3 per cent. between the Deutsche
Mark and the Swedish and Norwegian currencies and 6 per cent. between the
Deutsche Mark and the Danish krone. The adjustment was immediately successful,
the Danish krone quickly rising to the top of the band, while the Deutsche Mark
plunged towards the lower edge, subsequently replacing the Swedish and Norwegian
currencies in that position. The guilder initially experienced a rather pronounced
drop, but soon retutned to the upper edge of the band, whete it joined the Danish
krone towards the turn of the year. With the Deutsche Mark under continued
downward pressutre from eatly November, the other central banks were able to
tepay the support received earlier from the Deutsche Bundesbank.

Batly in 1977 the Deutsche Mark moved away from the lower edge of the
band, its place being taken by the Norwegian krone and subsequently the Swedish
krona, while the Danish krone and the Dutch guilder remained the strongest
currencies. By the end of March the Deutsche Mark had joined the Swedish krona
at the lower edge of the band, but no large-scale intervention was required. It was
in that situation of relative calm that a further realignment of participants’ currencies
took place with effect from 4th April, the initiative being taken by Sweden, which
was confronted with serious balance-of-payments difficulties. The central rates for
the Swedish krona against the Deutsche Mark, the Belgian franc and the
guilder were adjusted downwatrds by 6 per cent., the Norwegian and Danish
currencies following half of the way with 3 per cent. downward adjustments, The
Swedish krona, which during almost all of March was the weakest currency, has
subsequently strengthened, its place at the bottom of the “snake” having been
taken by the Deutsche Matk., For much of April the Danish krone was the
strongest cutrency in the “snake”, but since then its place has been taken by the
guilder which in eatly May came under strong upward pressure,
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Official intervention in the exchange matkets,

The year 1976 and the early months of 1977 saw a very heavy volume of
official intervention in the exchange markets, partly but by no means wholly related
to petiods of currency disturbance. The Group of Ten countties, including
Switzetland, can be divided into two main categories so far as their intervention
policies are concerned, according to whether they limited themselves to intervention
designed merely to smooth out day-to-day market conditions ot whether, in
addition, they operated in the matkets in a way that brought about substantial
changes in their net official reserves, including official, or officially inspired,
borrowing. In the interpretation of countries’ reserve figures it has to be borne
in mind that such changes aic not always a icliable guide to the size oi even, in
some cases, the direction of official intervention. For example, reserves can be
affected by central-bank transactions with their own governments as customers or
by income from the investment of foreign exchange holdings. In addition, changes
in teserves are sometimes deliberately manipulated, for instance through the use
of swaps or outright forward transactions.

On the basis of the relevant data, but with these qualifications in mind, the
United States belongs in the first of the categories mentioned above, as did Canada
until the November 1976 provincial elections in Quebec, while all the other Group
of Ten countries, including Switzerland, belong in the second. Germany, however,
may be said to have a foot in both camps, belonging with the United States so far
as the Deutsche Markfdollar rate is concerned but with its fellow pasticipants so
far as interventions within the framework of the European joint float are concerned.

In the United States total interventions by the Federal Reserve Bank of New
Yotk during the twelve months ending in January 1977 are reported to have
been about §1 billion. This figure includes both market sales and market purchases
of foreign exchange, the great majority of which were in Deutsche Mark. Roughly
half of these interventions occurred between February and May 1976, with net sales
during the European currency disturbances in February and March being followed
by net purchases in April and May as market conditions were reversed. Following
a period of two and a half months without any intervention, the other half occurred
between mid-August 1976 and end- January 1977.

During most of 1976 Canada’s market interventions wete of basically the
same kind as those of the Federal Reserve, producing no substantial net change
in official resetves, but with the difference that they were much more frequent and
that the amounts involved were much larger. Since the November elections in
Quebec, however, Canada has moved into the second group of countties. Between
then and the end of March 1977 its foreign exchange reserves have fallen by about $0.8
billion, a decline of that amount last November having been followed by a §0.7 billion
recovery in December, when the Canadian dollar strengthened temporarily, and a
subsequent decline of the same size in the course of the first quarter of 1977,

Much larger cumulative reserve movements occurred in the three major
countries whose currencies declined sharply in value during 1976, In Italy a
cumulative deterioration of the official net external monetary position (decline in
reserves plus increase in official foreign borrowing) of $1.8 billion during the first



five months of the year — which included the six weeks during which there was
no intervention — was followed by a cumulative net improvement of over $3 billion
duting the remainder of the year. This improvement was achieved by dint of
further official borrowing as well as exchange control and other administrative
measures that led to foreign currency borrowing by the non-bank sector. This
bortowing was an Impotrtant factor behind the substantial increase in the
Italian banks’ net foreign liabilities which, for the year as a whole, amounted to
$ 2.3 billion.

In France net reserve losses of rather more than $3 billion in less than two
months were the factor that led to the decision to withdraw from the “snake” in
mid-Match 1976. Subsequently, interveation was on a much smaller scale, with
reserve losses of $o.4 billion during the period of pressure in July and August.
In addition, however, the exchange rate also received substantial support during
the year from officially encouraged foreign borrowing by French enterprises, in
both the public and the private sectot.

In the United Kingdom some idea of the net magnitude of official support
operations for the pound between March and November 1976 may be obtained
from the fact that in the course of the first eleven months of the year the sum of
reserve losses and net public-sector borrowing abroad of various kinds amounted
to about $7 billion. Since the reversal of the situation towards the end of last year
intervention has been very large on the other side of the market. The increase in
reserves between December 1976 and April this year (excluding that part of it
which resulted from further net public-sector borrowing) came to $4.2 billion,

Both of the Group of Ten countries with independently floating currencies
and a balance-of-payments surplus also intervened on a large scale during the period
undet review. In Japan a large part of the §4 billion rise in exchange reserves during
1976 will have resulted from official net purchases of dollars on the market. Since
November 1976, however, the substantial appreciation of the yen has been
accompanied by 2 fairly stable level of reserves, In Switzerland the National Bank
purchased a total of §$7.5 billion in the foreign exchange market during 1976, as
against 2 cotresponding figure of rather more than $4 billion for 1975. However,
this figure has to be seen in the light of the fact that the authorities continued to
require that the proceeds of foreign borrowing in Switzerland be converted
immediately into dollars at the National Bank. This measure was originally taken
to ensure that these proceeds were in fact exported but there can be no doubt that
it significantly reduced market demand for foreign exchange in Switzerland. At
$6.2 billion last year, such conversions by the authorities wete only $1.3 billion
short of their total gross market purchases of foreign exchange.

Within the European joint float, last year’s disturbances led to interventions,
partly in participants’ currencies and partly in dollars, on the largest scale seen
since the “snake” came into operation in 197z. In Belgium, the net reserve
position of the National Bank showed four big changes during 1976, two positive
and two negative, corresponding to the two periods of tension within the “snake”
and their respective aftermaths, These can be roughly seen from the quartetly
movements of net reserves: losses of §1.3 billion during the first quarter, gains
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of $o.7 billion in the second, further losses of $1 billion in the third quarter and
gains of the same size in the final three months of the year.

In the Netherlands reserves rose by $0.6 billion in February, to a large
extent reflecting the strength of the guilder inside the Benelux “worm™. These gains
were mote than reversed between mid-March and mid- June, when reserve losses
totalled $1.2 billion, and in addition net resetves fell by about $o.3 billion between
late July and late August. Subsequently, when the guilder strengthened, the
authorities purchased substantial amounts of foreign exchange in the market and
by the end of the year the reserves were back at their end-March level.

In Sweden reserve losses of $1.1 billivn owuited beiween June aind October
as a result of large-scale support given to the krona in the markets. During the
final two months of the year $o.3 billion of these losses were recouped. As in
some other countries, the figures do not indicate the extent of exchange rate
management in the broadest sense, since the Government continued to encourage

large-scale borrowing to finance the current payments deficit.

The other side of the medal to resetve losses in these four “snake” countries
was the $4 billion increase in Germany’s reserves last year, Total support,
direct and indirect, given by Germany to its partner countries during the periods
of tension in the joint float was much larger than that, amounting to $3.9 billion
in the first-quarter crisis and to $3.8 billion during the July-October crisis, Partly
offsetting this, there were quite marked, though smaller, declines in Germany’s
reserves after each of the crises within the joint float; for the most part, however,
these declines did not reflect intervention by the German authorities in the
exchange markets, but rather repurchases of their currencies from the Bundesbank
by the monetaty authorities of other participants in the joint float.

The management of exchange rates.

The foregoing account of exchange rate developments and central-bank
interventions in the exchange markets shows that the controversy about the
appropriate réles of exchange rate management and exchange rate adjustment is
fat from ended. Those countties, first and foremost the United States, which are
in favour of and practise largely unmanaged floating argue that management,
understood to include large-scale official intervention, prevents exchange rates from
playing their appropriate part in the adjustment process and thus contributes to
the petrpetuation of payments imbalances — as well as transmitting inflation from
weak-currency countries to the rest of the world. On this view exchange rate
instability is basically caused by differences in countries’ domestic economic policies
and the resulting differences between their inflation rates. Unmanaged exchange rate
movements are in general said not to be an independent cause of differences in
inflation rates; in particular, it is argued that depreciating currencies ate not an
independent source of inflationary pressure in the countries concerned,

On the other hand there is the view that markets, left to themselves, cannot
be relied upon to form realistic and stable rates of exchange, owing to the great



vatiety of influences to which they may be subject. Besides those that emanate from
the basic balance of payments — a country’s foreign trade and other current
transactions, as well as its structural position as a net importer or exporter of
long-term capital — these influences include changes in the preferences of both
tesidents of a country and non-residents for holding assets in that country’s
currency as opposed to other currencies. The first of these two sets of influences
is, in general, relatively slow to alter; the second, however, can produce rapid
modifications of exchange-market conditions, This may happen, for example,
as a tesult of shifts in relative short-term intetest rates; ot it can come about
through factors affecting confidence in a currency, such as market treassess-
ments of a country’s economic and monetary policies or purely political develop-
meats.

Hence, there is a danger of unmanaged floating leading to an exchange rate
level which clears the market on the basis of asset preferences but which overshoots
the mark from the point of view of the basic balance of payments. This danger is
increased by the fact that once changes in asset preferences disturb market
equilibrium, an exchange rate may sometimes have to move a long way before
market operators are convinced that there is little risk of the downward or upward
movement going any further. Moreover, such overshooting, when it involves a
large exchange rate movement, can itself be an independent source of current-
account payments imbalances and of differences between countries’ inflation rates
since its price effects will typically be felt, via the changing cost of imports, more
rapidly than its real effects on the basic balance of payments. In other wortds,
overshooting can set in motion “vicious” and “virtuous™ citcles of exchange rate
and price movements.

As is often the case with such controversies, thete is truth in both points of
view. It is beyond dispute that sustazined exchange rate stability is incompatible
with wide differences in inflation rates and that faulty domestic policies have been
the most important reason for the emergence of such differences in recent yeats.
Furthermore, official intervention, or other measures that directly affect the balance
of market supply and demand for a currency, have on a number of occasions been
used to accommodate such differences and to put off adjustment measures. In the
absence of such measures, intervention by countties with basically weak currencies
is in any case bound to come to an end some time — when reserves and credit
facilities are exhausted. A good example of this was the Italian experience in 1975,
when the exchange rate was maintained unchanged during more than a yeat’s rapid
inflaion of domestic origin, only to fall shatply in early 1976 when no more
foreign exchange was available to support it.

It can, moteover, be convincingly argued that in countries where the domestic
economic and financial situation becomes, and remains for some considerable time,
out of the authorities’ control there is no such thing as an equilibrium exchange
rate or, to put it differently, that the equilibrium rate is constantly shifting
downwards. In such situations there can be substantial movements in telative
exchange rates but no change in real rate relationships because the rest of the
adjustment process has been missing.



It does not follow from this, however, that official intervention, or other
means of exchange rate management, should be limited to smoothing out minor
disturbances in the markets, By definition, exchange rate management is still
required in those quite large areas of the monetary system where rates are still fixed
in one way or another. This applies to the many small countries whose exchange
rates ate linked to a major currency, usually the dollar, And it also applies, within
their own area, to the participants in the European joint float. Belgium, Denmark
and the Netherlands successfully maintained their places in the “snake” last year,
when their currencies came under severe pressure, through a combination of official
intervention in the market, drastically restrictive monetary policies and a modest
realignment of cemirai exclange raics. Those pressures arose largely onr of the
differences between their inflation rates and that of Germany, and their decisions
to stay in the “snake” show that they believe they have a better chance of reducing
those differences in a framework of fixed, but adjustable, rates between their own
currencies and those of their main trading partnets.

As regards the management of exchange rates that are floating independently,
a distinction has to be made between countries whose inflation rates are widely
different and those where they are similar. In the first group, as already mentioned,
exchange rate management without the rest of the adjustment process leads to an
impasse. But, equally, the rest of the adjustment process may not work without
some direct official management of the rate. If the authorities in a deficit country
which is making a real effort to cotrect the underlying situation do not support
the rate, when necessary, until the corrective measures have had time to bite,
market confidence may be adversely affected. This may lead to a further depreciation
of the cutrency, thus raising both import prices and inflationary expectations and
complicating the task of bringing inflation under control. Conversely, when the
market takes the view that a chronic deficit country has made a major breakthrough
in bringing its external position and domestic inflation under control it’may be
wise for the central bank to intervene in order to prevent an excessive appreciation
of the currency.

Howevet, exchange rate instability in recent years has by no means been
limited to cases where inflation differentials were the underlying cause, Since 1973
Germany and the United States have experienced broadly comparable inflation
rates, together with quite wide movements of the dollarfDM exchange rate —
even if not on the scale of the sterling and lira depreciations or the appreciation of
the Swiss franc, Nor can these movements be explained solely by differences in
these countries’ interest rates. During 1973-74 they were the product of major
external shocks — the final breakdown of the Bretton Woods system in Match
1973, the oil price increases and the removal of controls on US capital exports.
And more recently still, although the dollar/DM rate has been less volatile, its
movements do not appeat to have reflected simply changes in relative economic or
financial conditions in the two countries. Such movements are liable to have real
economic costs, for example by making investment decisions more uncertain, and
it is hard to see what would be lost if efforts were made to smooth them out by
official intervention — the mote so since movements of the dollarfDM rate have
conseguences for othet currencies,



To a considerable extent, these differences of view among the industrial
countries reflect the differences that exist between the relatively closed economies
of North America and the relatively open ones of Europe. The latter are much
mote vulnerable than the former to both the price and real effects of exchange rate
movements. There is also, under today’s conditions, an understandable difference
between the views of the deficit and those of the surplus countries, with the former
obviously mote anxious to avoid a vicious circle of currency depreciation than are
the lattet to avoid a regular upward movement of their currencies — although the
rise of the Swiss franc had by mid-1976 gone so far that the authorities intervened
very strongly to stop it. Looking mote broadly at the international monetary system
as 4 whole, for most countries a largely unmanaged exchange rate is not a feasible
policy, and even in those countties where it is feasible it is not always necessarily
the best policy. Exchange rate management will therefore continue to be a necessary
adjunct to sound domestic policies, which means that most countries will continue
to need teserves for that purpose. In other words, the breakdown of the fixed
tate system has not led to a worldwide reduction in demand for reserves.

Gold production and the gold market.

After five successive years of decline, world gold production {excluding that
of the USSR and other eastern European countries, mainland China and Notth
Korea) showed a very slight inctease in 1976, from 940 to 943 metric tons. At that
level it stood 25 per cent. below the 1970 peak of 1,265 tons.

South African production amounted to 709 tons — one ton more than in
197§ — and had it not been for a shortage of labour towards the end of the year
output would have been slightly higher still. The quantity of ore milled rose by
2.5 per cent; at the same time thete was a roughly equal decline in its average gold
content, though this began to increase during the latter part of the year. The
South African industry’s average working costs were r15.5 per cent. higher than in
1975 and the average price received by the mines for their output was 7 per
cent. (23 per cent. in dollar terms) lower than the year before. Average profits
from gold mining therefore fell by 31 per cent., nearly three times as much as in
1975. Between the third and fourth quarters of the year, however, profits rose by
18 per cent,, reflecting the strong recovery of the market price,

Gold production in Canada and the United States also showed little change
from the preceding year, at §3 and 32 tons respectively. Among other minor
western gold producers, some expansion in the output of Papua-New Guinea,
Colombia and the Philippines was offset by declines in certain other countries’
production.

While overall western output of gold was little changed in 1976, market sales
by communist countries are estimated to have risen by 200 tons, to some 350 tons.
In addition, the market was also supplied with gold from western official gold stocks,
These ate reported to have declined by 270 tons in 1976; but this figure includes
a fall of 160 tons in South Africa’s gold reserve which is believed to have been
essentially due to gold swaps concluded between the South African Reserve Bank



World gold production,

1929 1940 1948 1983 1970 1873 1974 1975 1976

Countries
in metric tons

Soulh Africa , . ., 322.9 4326.9 371.0 371.4 |1,000.4 B8%55.2 758.5 708.1 709.1
Canada . . . ... 60.0 168.9 88.5 126.1 74.9 80.8 s52.8 &51.4 52.5
United States . . . &64.0 t51.4 49,0 60.9 54.2 36.6 as.1 T 32.2
Papua-New Guinea . . . . 0.7 22.5 22.86 19.3 21.0
Rhodesia . . . , . 17.4 . 28.7 16.9 15.6 16.8 15.8 20.0 20,0 20.0
Ghana . .. ... 6.4 2%.6 18.2 22.7 22.0 22.7 ig.1 17.7 16.9
Philipplnes . , . . 5. 34.8 _ 14.9 18.7 17.8 16.7 15.8 16.3
Anstealin . . ., , 13.3 51.1 258.6 33.4 19.3 17.2 18.2 16.4 18.8
Colombia ., . . . . 4.3 19.7 13.6 13.6 6.3 8.7 8.3 9t iZ.a
Mexico . . . ., . 20.4 27.4 13.1 15.0 6.2 4.1 4.2 4.0 4.0
dJapan. . . . ., .. 9.3 12.6 1.3 T 7.9 5.9 4.2 4.3 3.1
Zaire . . .. .., 4.9 17.4 10.3 1.5 5.6 4.2 3.9 .2 2.9

Total listed . 529.0 270.6 807.5 692.2 |1,231.8 |1,068.3 861.6 902.4 905.9
Other countrles . 41.5 194.4 55.0 62.0 a5.7 385 39.3 39.9 40,7

Estimated .
waorld total* 570.5 [1,165.0 G66.5 784.2 |1,267.5 [1,107.8 [1.000.8 942.3 246.6

* Excluding the USSR, eastorn Europe, mainland China and North Korea.

and a group of commercial banks in March 1976 which did not have the effect of
increasing market supplies of gold. Excluding the change in South Africa’s gold
reserve, the reported fall in western official gold stocks last year comes to 110 tons,
a figure which reflects rather closely the 121 tons sold by the IMF through public
auctions between June and December 1976, Adding together western gold output,
estimated sales by communist countties and the reported decline in western official
gold stocks excluding South Africa, total supplies of new gold coming onto the
market in 1976 may be put at rather more than 1,400 tons, an increase of 25 per cent,
on the 1975 figure.

Estimated sources and uses of gold.

1873 1974 1975 1876
ltems
in metric tons
Producion . . . . . . . . . r 0 st e e e e e 1.110 1,000 40 245
Estimated sales ;)y communist countries ., . . . . . ..., 330 1%0 150 aso
Decline in western official gold stocks {net) . . . . . . . .. 40 35 as 110*
Tota) (= estimated non tacy absorption) . . . . 1,480 1,188 1,125 1,405

* Excluding the decline of 150 tons i South Africa’s gold reserve,

Taken as a whole, 1976 and the first months of 1977 were a period in which
the market price of gold continued to fluctuate sharply. The decline that had
begun early in 1975 continued during the first eight months of last year until the
cumulative fall between end-December 1974 and end-August 1976 amounted to
about 395 per ounce, or nearly so per cent. It has since been followed by a
sharp recovery which by late March 1977 had taken prices above 3150 per ounce.



This tecovery was firmly based on a strong revival of demand for gold, since
there was a sharp increase in market supplies between the third and fourth quarters
of last year. The revival of demand has included substantial buying from the
Middle East,

Gold-market prices.
Friday figures, n US dollara per fine ounce.
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The year 1976 opened with a falling market as the Interim Committee of
the Board of Govetnors of the IMF, meeting in Jamaica on 7th and 8th January,
confirmed the agreement reached in August 1975, in the context of wider
arrangements relating to the future of gold’s monetary réle, to sell one-sixth of the
Fund’s gold stock, ot 778 tons, by public auction over a four-year period, with
that part of the proceeds in excess of the old official price to be allocated to a
Trust Fund for the benefit of low-income developing countries. Between 7th January
and 22nd January the matket price of gold fell by $15 to $124 per fine ounce. A
moderate recovery took quotations up to $134 per fine ounce in mid-March but
by the end of that month they were just below the §130 level, There then followed
a period of relative price stability, with the announcement on 6th May that the
IMF auctions were to begin in early June having little immediate effect on the
market, but by 1st June, on the eve of the first auction, the price had slipped to
just over $126 pet fine ounce.

At the first auction 24 tons were sold at a common price of §126 per ounce,
total bids having been received for more than three times that amount. The market
ptice, after rising to just over $127 per ounce immediately afterwards, tesumed its
downward trend as it became clear that indirect central-bank bidding at the auction
had been very modest, to reach $122 per fine ounce on 13th July just before the



second auction, This time the auction price was $122.05 and a sharp fall in the
matket price, to $107.75 per fine ounce, followed at once as a consequence of quite
widespread speculative selling. As bids on behalf of central banks had again been
small, it was anticipated that subsequent auctions would depress the price further,
In addition, it was widely expected that the USSR might shortly make substantial
gold sales to replenish its foreign exchange balances. After a slight recovery towards
the end of July, the market took a further downward turn from mid-August and
by the end of that month quotations were only just above §r103.05 per ounce,
their lowest level since December 1973.

That ptoved to be the turning-point. A strong revival of demand then set
in, with the result that by late September the marker price reached $izo. In
November it went over §130, in Febtuary of this year it passed the $140 level
and in late March reached a peak of neatly $154 per ounce. At first the reversal
of the trend owed much to the covering of short positions taken up in the summer
of 1976, but it subsequently broadened out into a strengthening of both industrial
and investment demand, with heavy buying from the Middle East and the Far East.
Fears of a revival of inflationary pressures, as well as disappointment with the
performance of equity markets, probably contributed to the increase in investment
demand for gold. The strength of demand during the final quarter of 1976 and
into the first months of 1977 is all the more remarkable since, in addition to the
regular Fund auctions of 24 tons every six weeks, this period also saw substantial
sales of gold by the USSR.

In January this year the Fund carried ocut the first part of its four-year
programme of restituting one-sixth of its gold stock to member countries at the
old official price. The total amount restituted to 112 countries was 187 tons. Feats
that the restitution sales might lead to market sales of the gold by some of the recipient
countries caused a temporary interruption of the upward price trend on the market
in January. More lasting so far has been the market’s inability, after a 5o per cent.
rise in little over six months, to sustain a level of prices above §150 per ounce. From
the late March peak of $153.60 quotations had by the end of April come down to
around $146 per ounce and in late May the price was a little below $145 per ounce.
In March the Fund’s auction system was changed from 24 tons once every six weeks
to 16 tons on the first Wednesday of each month.

Reserves and international liquidity.

Developments in 1976 showed once again that global reserve statistics are
of doubtful value for assessing the overall international liquidity sitwation. The
identified cash surplus of the OPEC countries, and the reported increase in their
reserves, was of the same order of magnitude as it had been in 1975 and at the
same time balance-of-payments constraints in the rest of the world can hardly be
said to have lessened; yet the estimated increase in global reserves came to $30.6
billion, over four times as much as the year before.

By categories of assets, last yeat’s teserve growth was again concentrated in
official foreign exchange holdings and IMF teserve positions, which rose by $25.4
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and §.8 billion respectively. Holdings of exchange reserves in the United States
went up by $11.2 billion last year; sterling reserves held in the United Kingdom,
however, fell by $3.8 billion, of which $0.8 billion reflected the decline in the value
of the pound and the rest withdrawals of balances by official OPEC holders.
Reserves placed outside the traditional reserve centres therefore appear to have
increased by $18 billion. Of that amount, identified official deposits in the Euro-
currency market, together with official deposits of foreign currencies in Canada
and Japan, accounted for something over $11 billion, And valuation changes
alone, ie. the depreciation of the US dollar, may be estimated to have increased
the dollat value of reserves held in Deutsche Mark and Swiss francs by over §1
billion. The larger expansion of IMF resetve positions in 1976 reflected the final
transactions under the oil facility and the effects of the 45 per cent. extension of
member countries’ access to the Fund pending the coming into force of the sixth
general increase in quotas.

What then is the explanation of this paradoxical-seeming acceleration of
global reserve growth during 1976 in the face of the persistently large OPEC
payments surplus and relatively modest OPEC reserve growth? To some extent
it was a consequence of changes in the value of the US dollar rather than of
transactions tesulting in the creation of reserves. Thus, whereas in 1975 the
appreciation of the US dollar had reduced the dollar value of non-dollar reserve
assets by more than $5 billion, in 1976 they were on balance very little affected by
movements in the value of the dollar. Even allowing for this difference between
the two years, however, the underlying increase in global reserves during 1976 was
two and a half times as large as in 197s.

The big change between the two years was the turn-round in the reserve
position of the oil-importing world, from losses of $3.1 billion in 1975 to gains of
$21.3 billion last year. Both developed and non-oil developing countties shared
in this improvement, the former’s total resetves going up by $10.5 billion, after
a $1.3 billion decline in 1975, and those of the latter group, which had fallen by
$1.8 billion in 1975, rising by a record $10.8 billion.

As regards the non-oil developing countties, the explanation of last yeat’s
big teserve gains is to be found in the combination of a substantial decline in
their current payments deficit and the continuation of foreign aid and capital
inflows, including a high volume of bank bortowing, at the same levels as in 1975.
Most of last year’s reserve gains in this group of countries were concentrated on
a relatively limited number of countries in Asia and Latin America. The largest
individual gains were recorded by Brazil (§2.5 billion), India ($1.7 billion), Korea
($1.4 billion), Argentina ($1.2 billion) and Malaysia ($o0.9 billion). In addition,
however, a number of other developing countries showed smaller reserve gains.

In the industrial parts of the world, however, the larger resetve gains
occutred despite a deterioration on the combined current account of the balance
of payments. They were made possible by a redistribution of the industrialised
wotld’s combined current deficit, together with a higher level of borrowing by
deficit countries. Nearly the whole of the industrialised countries’ reserve increase
accrued to the Group of Ten countries and Switzetland, which together gained



Changes in global reserves, 1974-76.*

Gold opelon, regerve SDRs Total
Areas and periods positions
in millions of US dollars
Group of Ten + Switzerland
/74 L + 520 + 1,735 + 1,748 + 380 + 4,390
1876 . o . v 4 v o0 - 1,808 + 45 + 1,620 - 230 + 730
1976 ... ... e e - 280 + 5,650 + 4,340 + 15 + 9,745
Amounts aulstanding al
end-19768 . . .. ., NN 33,555 70,835 2,715 T.775 124,580
Other developed countries
L L T T - + z= c- 2500 - 14K — 215 — 2,883
1975 . . . s e e e —_ 220 - 1,335 - 355 -_ 80 — 2,000
1876 . . . . . . .. o - 240 + GO0 + 400 -_ 128 + 725
Amounis outstanding at
end-1978 . . .. ... . 3,965 21,695 1,045 T40 : 27,485
Developing countiles
other than oll-exporting
countries
1OT4 . . L i e e e -_— 50 + 3,075 -_ 155 + -3 + 2,875
1975 . . . o0 e . - -] - 1,430 —_ 100 - 215 - 1,825
1976 . . . . . v v v v - 10 -+ 11,030 —_ 130 —_ 110 + 10,780
Amounts ouistanding at
end-1976 . . . .. ... 2,100 35,500 480 1,140 39,220
Total oil-importing countries
1974 .. ..., At + 528 + 2,220 + 1,445 + 180 + 4,370
995 . ... ... PP - 1,908 — 1,B20 + 3,165 - B35 — 3,095
1976 . . . ... ..., . -~ B0 +17,370 + 4,810 -— 220 +21,250
Amotnts oulstanding at
end-f976 . . . v . 4 .. 39,820 127,730 14,260 9,655 191,265
Oll-exporting countries
1974 . . . v o v v v e e + 80 + 31,040 + 1,945 + 40 +33,075
1915 . . . e —_— 80 + 7,310 + 2,785 — 50 + 9,995
19786 . ... ... ... . + -1:3 + 8,010 + 1,215 + 20 + 5,300
Amounts oulstanding at
end-1976 . . . . .. ‘. 1,508 59,050 6,350 400 67,305
Al countries
18974 b e e e e N -+ 575 +33,260 + 3,390 + 220 + 37,445
1978 . . . e e — 1,985 + 5,480 + 3,950 — 885 + 6,800
1976 . . . ... . ... . — 455 + 25,380 + 5,825 — 200 + 30,650
Amounis oulstanding at
end-fo7d . . . .. 41,125 186,780 20,610 10,055 258,570

* Inciuding valuation changes,

$9.7 billion, And here the determining factor was that four-fifths of the deterioration
in the Group’s curtent balances of payments, from an $8.9 billion surplus to a
$6.4 billion deficit, occurred in the United States. That country’s reserves — which
in practice consist almost entirely of claims on the IMF — actually rose last year
by $2.4 billion, reflecting the substantial use of the dollat in Fund drawings. The
deterioration of the US current payments balance left three other Group of Ten
countties — Germany, Japan and Switzetland — with substantial current-account
surpluses of $3.0, 3.7 and 3.4 billion respectively; very broadly, these were reflected
in reserve gains of $3.8 billion each in Germany and Japan and $z.5 billion in
Switzetland. France and the United Kingdom alone in this group suffered really
substantial reserve losses, of $2.9 and 1.3 billion respectively, with the latter figure
{thanks to substantial botrowing by the public sector) representing only a fraction



of the Bank of England’s total intervention during the year. And in Canada and
Italy capital inflows converted current payments deficits of $4.4 and 2.9 billion into
teserve gains of $o.5 and 1.9 billion respectively.

In the group of “Other developed countries”, where the combined current
payments deficit increased slightly to $22.6 billion, the overall improvement in the
reserve position, from a loss of $2 billion to a gain of §o.7 billion, was the result of
higher foreign borrowing. The largest individual reserve movements in this group
last year were Yugoslavia and Ireland’s gains of $1.2 and o.3 billion and Spain
and South Africa’s losses of $o.8 and o.3; billion respectively,

The OPEC countries’ reserve gains in 1976 wete more widely spread than
they had been the year before and in addition there wete some very sizable changes
between the two years in the positions of individual membets of the group. Saudi
Arabia once more showed the biggest increase, but at §3.7 billion this was only
40 per cent. of the 1975 figure and, at the same time, it represented a much smaller
proportion of total OPEC reserve growth. Irag’s reserves, which in 1975 had
declined by $0.6 billion, increased last year by $1.9 billion; and four other OPEC
countries also showed substantial reserve gains — Indonesia, Libya and the United
Arab Emirates, with rises of about $1 billion each, and Algeria, whose reserves
went up by $0.6 billion. Only two OPEC countries, as against five in 1975, lost
reserves last year — Nigeria ($0.6 billion) and Venezuela ($0.3 billion). The change
in Venezuela was particularly striking, as during 1975 its reserves had gone up by
$2.3 billion.

In sum then, the very much larger increase of global reserves in 1976 can be
attributed (valuation changes apatt) to two main factors: the reduction of the non-
oil developing countries” combined current payments deficit, while their total capital
inflows remained unchanged; and the redistribution of the developed countries’
combined cutrent payments deficit towards the United States, which effectively reduced
the developed world’s payments financing needs but was accompanied by a continued
high level of external borrowing by developed countries with payments deficits.

Last year’s developments brought the cumulative expansion of global reserves
since the beginning of the 1970s to about §180 billion — a 230 per cent, increase
in seven years. One view of these enormous increases is that they have led to an
excess of reserves in the system as a whole, which represents a potential inflationary
threat for the future. The global picture, however, can be quite misleading, as the
contrast between 1975 and 1976 shows. Even under the Bretton Woods system the
degree of reserve adequacy could not be seen simply from the global reserve
figures, but was rather 2 matter of difficult judgement — as was shown when the
first decision to create SDRs was taken in 1969. With the much greater use now
made of floating exchange rates such judgement has become harder still — though,
as shown elsewhere in this chapter, the differences between the old and the new
exchange rate arrangements can be exaggerated. There is still a large degree of
exchange rate fixity in the system and, besides that, most countries with floating
rates also need reserves for managing them.

Looking at the 1970s, it is not hard to find examples of excessive payments
deficits being financed, and of the adjustment process being thereby delayed. But



to argue from such cases to the existence of excess reserves in the system is quite
another matter. There are at least three important qualifications that need to be
borne in mind when looking at the global reserve growth of the 1g970s. First, the
major, though unquantifiable, decline in the usability of gold reserves. Secondly,
the fact that resetve growth has depended entirely on an increase in international
indebtedness. This bears some resemblance to what happened in the later stages
of the Bretton Woods system -— with the difference that the risk of excessive
indebtedness could now come to apply rather widely throughout the monetary
system, whereas then it was concentrated in the principal reserve centre. In the
oil-importing wotld external debt has risen much faster than gross reserves since
1970 and to a large extent the crediturs aic comincrcial banks. Thirdly, the
distribution of reserves has deteriorated. During the early years of the present
decade reserve increases were heavily concentrated in a few developed countties,
Germany and Japan alone absotbing neatly 40 per cent. of the 1970-72 total
increase. On top of that, since the 1973 oil price increases there has been an even
greater concentration in the OPEC countries, accompanied by some further
maldistribution of reserves within the oil-importing areas of the world.

If resecrves are not excessive, can one argue that the opposite is true, i.e. that
there is a shortage of international liquidity in the systetn? Certainly not in the
sense of there being 2 global reserve shortage. Experience has shown that in this
area a sort of Parkinson’s Law operates, under which reserves have a way of
expanding to meet the deficits available for financing; as these deficits are
sometimes excessive, so reserves can expand too much — but hardly too little. The
liquidity problem of the Bretton Woods system was not a global reserve shortage
but rather a shortage of gold at the official price fixed in 1934 and a growing
excess of dollars, then convertible into gold. Something not altogether dissimilar
has been happening over the past three years: many countries’ external liquidity
_situation, taking teserves and indebtedness together, may appear insufficient, but
gross reserves have expanded quite sufficiently, thanks in large part to international
bank lending, to meet the financing needs of deficit countries.

The question, tather, is whether the kind of reserve expansion that has been
taking place is the optimum one and whether it would not be better, both for the
banks and for the working of the international adjustment process, if ofhcial
balance-of-payments financing were to play a greater role than it has done so far. And
to this question the answer is yes: what may be called the quality of international
reserve creation does need to be improved.

The argument can be put in the following way. Fears have repeatedly been
expressed that the banks, after the very large increase in their international lending
over the past three years, will no longer be able to intermediate OPEC, or other,
funds on the same scale as hithetto. Certainly their lending to some individual
countries will have to slow down of, in a few cases, even come to a complete
halt. But there are still plenty of oil-importing countries whose commerctal
creditworthiness remains good and who may be expected to prefer having recourse
to the banks to taking the political step of asking for official credit. Morcover, the
OPEC sutplus countries will in all likelihood continve to place a significant part
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of their cash surpluses with banks. The latest available bank data show no sign of

any falling-off, either in new OPEC deposits or in new international lending by the
banks.

The banks may thetefore be expected to continue playing a major rdle in
intermediating OPEC funds. Nevertheless, it would not be wise to assume that
they will be able to undertake as large a share of total financing in the future as
in the past. Nor would it be desirable that they should do so. This is not to say
that the banks have shown themselves prepated to meet any and every demand
for credit, or that they do not have limits beyond which they will not accommodate
individual bortowets. But competition has sometimes led them to behave in a
tather uniform way; and the adjustment process to which, in the end, they subject
countries considered by them to have borrowed enough tends to be rather abrupt
and jerky.

Official sources of external finance will therefore need to be ready to take on
a larger share of future finaacing. In part, this could — and it is desirable that it
should — come about through an increase in official aid, grants and loans, both
from OPEC countries and from those developed countries whose situation would
allow it, either bilaterally or through the international development agencies. To
a considerable extent, however, increased official financing would probably have to
pass through international institutions that provide balance-of-payments credit. In
1974-75 a $23 billion Financial Suppott Fund was negotiated by the member
countries of the OECD, to provide conditional medium-term credits to OECD
countries in payments difficulties. It is not certain, however, whether this facility
will ever become operational since the United States, which would be the largest
single contributor, has not ratified the agreement, Attention has therefore been
increasingly focused on the future réle of the International Monetary Fund.

The Fund’s lending activities have increased considerably in recent years.
During 1974-76 total net use of its resources was $14.4 billion, rising from
$3 billion in 1974 to $6.6 billion last year. At the present time the Fund’s
uncommitted resources in usable cutrencies (not counting any possible further use
of the General Arrangements to Botrow) probably amount to less than $6 billion.
That figure will be rather more than doubled when the sixth general increase in
quotas rakes effect, presumably later this year; but at the 1976 rate of disbursement
it would still leave the Fund with no mote than about two years’ worth of lendable
funds out of quota subscriptions, Nor does it look as if a further general increase
in quotas could come into effect before some time in 1979 at the earliest.

On the supply side, therefore, the IMF does not at present have the
resources substantially to step up, and maintain at a higher level, its contribution
to the provision of international liquidity. Equally, on the demand side, 2 number
of IMF members — in particular those with limited market creditworthiness but
who will continue to require external finance — ate not in a position, on the basis
of their present entitlements to draw, to cover a substantial part of their needs
through recourse to the Fund.

Beyond these aspects of the situation, greater recourse to IMF conditional
credit could help in improving the adjustment process, by making it smoother



than is apt to be the case when market financing is involved, But smooth
adjustment must still be adjustment, if the future financing needs of deficit countries
are to be individually manageable. This means that deficits must not be concentrated
for too long in too few countries, as has tended to happen during the years since
the oil price increase. These considerations led the Interim Committee of the
Board of Governors of the International Monetary Fund to recognise in April
1977 the need to establish a temporary supplementary financing facility in the Fund,
It is to be hoped that such a facility can be set up later in the year, thus enabling
official credit to play a bigger réle in financing payments deficits and to help in
reducing deficits that ate too large. If both these aims were achieved, the problems
associated with financing the OPECjnon-OFEC disequilibiiain, which in the fore-
seeable future is likely to remain substantial, would be considerably eased.



VIII. ACTIVITIES OF THE BANK.

1. Development of co-operation between central banks and international
organisations.

During the past year the Bank has continued to play its traditional rdle in
fostering international monetary co-operation. The most important of its activities
in that area was the extension to the Bank of England, in February 1977, of a
$3 billion medium-term stand-by credit facility (the Third Group Arrangement),
backed by the central banks of Austria, Belgium, Canada, Denmark, Germany,
Japan, the Netherlands, Norway, Sweden, Switzetland and the United States.
The facility can be drawn on to help finance reductions in official sterling balances
below the 8th December 1976 level of 2,165 million, except those resulting from
the issue of UK Government foreign currency bonds to official sterling holders in
exchange for their sterling, provided (in general} that the official reserves of the
United Kingdom stand at less than the equivalent of $6,750 million.

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 participate as an observer in the work of the Intetim
Committee of the Board of Governors of the International Monetary Fund on
the International Monetary System. In accordance with the agreement reached at
the Committee’s meeting on 31st August 1975 in Washington, the Bank has acted
as registrat in connection with the arrangements entered into between the Group
of Ten countries concerning their gold transactions.

The Bank also 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 otrgans 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 studies for discussion at the meetings of the Governors;
a group specialising in matters relating to foreign exchange markets and
intervention policies on these markets (since the beginning of 1976 the composition
of this group has either been confined to the EEC countries or extended to
inclade other industrialised countries, generally members of the Group of Ten);
a group commissioned to carry out periodic examinations of the monetaty
situation in member countries and of the problems raised by the co-ordination, on
a Community scale, of national monetary policies; a group concerned with 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).

As in previous years, these committees and groups held a large number of
regular or ad hoc meectings in 1976-77, mostly in Basle and generally in preparation
for discussions among the Governors. On the basis of theit work the Commnittee
of Governors itself and the Board of Governors of the European Monetary Co-
operation Fund, each within the framework of its competence and functions,
which are closely related and complementary, are able to take vatrious decisions or
to ptepare reports and opinions, on a regular or ad hoc basis, for the Commission
of the Furopean Communities or, more usually, for the Ministers of Finance of
the EEC countries. Last year this work centred ptimarily around inira-Community
exchange rate relationships (the functioning of the “snake”, possible formulae for
new systems embracing all EEC countries), the execution of financial operations
connected with Community loans, and the co-ordination of monetary policies.

The Bank also continued to provide the Secretariat for the Committee on
Banking Regulations and Supervisory Practices established by the Governors of
the Group of Ten countries in December 1974. Furthermore, the Bank continued
to perform the functions entrusted to it in August 1964 by the Ministets of the
Group of Ten 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. It also continued to assemble, survey and
distribute statistical data on the Euro-currency market and to be associated with
othet work of the Group of Ten and of the OECD.

Finally, the Bank has continued to provide the Secretariat for the computer
experts of the central banks of the Group of Ten countries, thereby lending its
support in furthering co-operation and the exchange of information in matters
relating to electronic data processing. At their meetings the expetts have
concentrated on examining questions concetning data-processing policies rather
than on resolving technical problems connected with the implementation of new
automated techniques. Most of the working parties that had been formed to
study such technical questions have since been disbanded, their mandates having
been fulfilled. The participating central banks have in fact for the most pare
completed the organisational and introductory phase of their computerisation
programmes and are now giving more attention to matters of systemns management
and policy formulation. During a week devoted to meetings and discussions,
technical and administrative officials from the central banks concerned compared
the approaches of their various institutions to the division of responsibilities in
data management, to project planning and to the utilisation of their human and
material resources. The experts have also taken close note of developments in the
fields of interbank message switching and electronic systems for international
payments and of the work of the International Standards Organisation. Thanks
to the continuing co-operation of the participating central banks, the experimental
data bank became operational late last year; the trial period will continue for
another few months in order to permit an objective assessment of the usefulness
of a centralised macro-economic data service for the BIS and the central banks,
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2. Operations of the Banking Department.

The Balance Sheet of the Bank and the Profit and Loss Account at j3ist
March 1977, certified by the auditors, are reproduced at the end of this Report;
both are expressed in gold francs.*

* *

The balance-sheet total at 31st March 1977 stood at the

record figure of F 48,846,308,213
against, on 31st March 1976, F 43,425,770,5%3
It thus registered an increase of F  5,420,537,660

ot 12.5 per cent., which is much larger, in both absolute and relative terms, than
that recorded in the previous financial year (1,486 million and 3.5 per cent.}.

It may be noted that the appreciation of certain cutrencies, in particular the
Deutsche Mark following the exchange rate adjustment which took place in
October 1976, contributed only very little to the increase in the balance-sheet total.

BlS: Development of the balance-sheet total
over the past ten financial years,

Financial years Total of Balance Sheet Movement over the year
ended 315t March
in millions of francs in percentages
19668 12,041 + 3,809 + 468
1969 14,643 + 2,602 + 22
1970 20,699 + 6,056 + 47
1971 23,856 + 3,187 + 15
1872 29,352 + 5,508 + 23
1973 25,250 — 4,112 — 74
1874 31,615 + 6,365 + 25
1975 41,940 +10,325% + 33
1978 43,426 + 1,488 + 4
1977 48,846 + 5,420 + 13

The following items ate not included in the Balance Sheet:

() bills and other securities held in custody for the account of central banks
and other depositots;

(ii) assets held by virtue of the functions petformed by the Bank (as Depositary,
Trustee or Paying Agent) in connection with international loans;

(iif) assets and liabilities arising from the Bank’s functions as Agent for the
European Monetary Co-operation Fund in connection with Community
borrowing and lending operations;

(iv) gold under earmark held by the BIS; this item amounted to 1,311 million
francs on jist March 1977, against 1,160 million on 3yst March 1976.

* In this chapter the term “ftancs” (abbreviated to F) signifies gold francs, except where otherwise
indicated. The gold franc is the equivalent of o.290322 58... grammes fine gold—Article 4 of the
Statutes. Assets and liabilities in US dollars are converted on the basis of US $1 = 0,736 662 grammes
fine gold; all other items in carrencies at ceniral or market rates against the US dollar,



LiABILITIES (COMPOSITION OF RESOURCES).

BIS: Development of the composition of resources
over the past ten financial years.

elf;r;%n gi]aslt ylaaarrsch P:,',ﬂ"{ﬁ,‘;ﬂ“;;" Borrowed funds | Sundry liabilities B"a?ﬁf;f hest
in_millions of francs
1968 170 11,548 323 12,041
1969 200 14,133 310 14,643
1970 463 20,080 176 20,699
1871 539 23,086 i) 23,8568
1972* 754 28,401 207 29,362
1873 . 845 24,179 222 25,250
1874 967 30,378 270 31,815
1975 1,122 40,435 <l ) 41,940
1976* 1,253 41,617 556 43,426
1977+ 1,373 46,934 53s 48,846

* After allocation of the net profit for the year.

A. Capital, reserves, provisions and miscellaneous liabilities.

(a) Paid-up capital F 300,703,125
The Bank’s authorised capital remained unchanged; so also did the issued
capital, which is made up of 481,125 shares paid up to the extent of 25 per cent.

(b} Reserves
(x) Legal Reserve Fund F 30,070,313

This amount showed no change; it has in fact remained unchanged since
1971, when it reached 10 per cent. of the paid-up capital, which is the maximum
laid down in Article 51(1)} of the Statutes,

(2) General Reserve Fund
after allocation of the net profit for 1976-77 F 471,847,193

This compares with 423.8 million francs on 31st March 1976, the difference
of 48 million francs representing the amount it is proposed to transfer to the
Fund from the net profit; the proposed increase in this Reserve Fund is in
conformity with the provisions of Article 51(3) of the Statutes.

(3) Special Dividend Reserve Fund _ F 75,175,781

As in the previous financial year, this Reserve Fund remained unchanged.

(4) Free Reserve Fund
after allocation of the net profit for 1976—77 F 495,118,200

This compares with 423.1 million francs on 31st March 1976, the amount it
is proposed to transfer to this Fund from the net profit being 72 million francs,

The Bank’s overall reserves after allocation of the net profit for 1976-77 thus
stand at F 1,072,211,487
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against 952.2 million francs at the beginning of the financial year, giving an
increase of 120 million; it may be recalled that the rise in the overall reserves
amounted to 155 million in the financial year 1974-75 and 131 million in the
financial year 1975-76.

(¢} The item “Miscellaneous” rose to F 456,854,834

from 445.7 million francs on 31st March 1976, an increase of r1.z million.

(d) Provision for Building Purposes F 34,450,867

The comparable amount on 31st March 1976 was 63 million francs; the
decrease of 28.5 million francs is the result of incurred expenditure of 34.3 million
francs, partially offset by an additional amount of s million francs which the
Board of Directors decided to allocate to this Provision and by an exchange
difference of 0.8 million.

(e) Profit and Loss Account, before allocation F 167,920,050

This figure fepresents the net profit for the financial year 1976-77; it is
11 million francs lower than the net profit for the preceding financial year, which
came to 178.9 million, Details of the proposed allocation of the profit for 1976-
77, in accordance with the provisions of Article 51 of the Statutes, are given in
Section 6 below; these proposals, to which a number of references have already
been made in connection with the development of the reserves, provide in
particular for a sum of 47,920,050 francs — against 47,876,749 francs in the
preceding financial year — to be set aside in respect of the dividend of 100 Swiss
francs per share (the same amount per share as last year) to be paid on 1st July

1977

B. Borrowed funds,

The following tables show the origin, nature and ters of the Bank’s borrowed
resoutces,

BIS: Borrowed funds, by origin.

Financial years ended 315t March
Movement
Origin 1978 | 1977
in milllons of francs
Deposits of central banks . , . . . .. 39,976 45,894 + 5918
Deposits of other depositors, . . . . 1,641 1,040 - 601
Total . ... ... .. .. 41,617 46,934 + 5,317

The increase in “Deposits of central banks” was fairly substantal, also in
relative terms (14.8 per cent., against 2.9 per cent. in the previous financial yeat);
it accrued chiefly in US dollars — which thus accounted for the major pare of



the expansion in the balance-sheet total — and also, though to a lesser extent, in
Deutsche Mark. By compatison, movements in other currencies were on only a
medium ot small scale; on balance, they resulted in a slight increase.

“Deposits of other depositors” recorded a marked decline of more than
one-third, owing to the repayment of funds in US dollars and Swiss francs that
had been received from the market.

The combined effect of the movements in the two items analysed above was
to increase further — from ¢6.1 to 97.8 per cent. — the preponderant share of
“Deposits of central banks” in the total of borrowed funds,

BIS: Borrowed funds, by nature and term.

Deposits In gold Deposits in currencies Total
Financial Finangial Financlal
Term years ended Move- years ended Move- years ended Move-
31st March ment 31st March ment 31st March ment
1976 | 1977 1976 | 1977 1976 | 1977
in miltians of francs

Sight . . ... .. 2,568 2,508 | — 59 682 7853 1+ 71 3,250 3,262 |+ 12
Not excesding

3months . ., . 642 1,032 | + 390 ] 30,233 | 35,523 |+5,290 || 30,875 | 36,556 |+5,680

Cver 3 months . 310 24 | — 288 7.182 7,083 |— &89 T.482 7,117 |— 378

Total . . . 3,520 3,668 | + A5 | 38,097 | 43,369 |+5,272 | 41,617 | 458,934 |+5,317

In relation to the total of borrowed resources, the propottion of deposits in
currencies showed a further slight increase, rising from 91.5 to 92.4 per cent.

(a) Deposits in gold F 3,565,454,4%0

This figure compares with that of 3,520 million francs at 31st Match 1976,
representing an increase of 45 million which virtually cancelled out the decrease
of 49 million recorded during the previous financial year; whereas sight deposits
declined slightly as the result of various withdrawals, time deposits rose on balance
owing to the receipt of gold for petiods not exceeding three months; this last item
also incteased because of the retransfer into that categoty of some deposits at
over three months.

(b) Deposits in cutrencies F 43,368,713,370

This figute compates with that of 38,097 million francs at 31st March 1976;
the sharp increase of 5,272 million (413.8 per cent) cotresponded to that in
funds at not exceeding three months, small movements in the other two items —
an increase in sight deposits and a decrease in deposits at over three months —
having virtually offset one another.

ASSETS (EMPLOYMENT OF RESOURCES).

The foliowing table gives a breakdown of the main items of the assets
according to their uafure.
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BiS: Distribution, by nature, of sight assets and other investments,

Financial years ended 31st March Movement
Nature 1976 | 1977
in millions of francs

Sight assets

Gold. ......... 3,993 4,046 + 53

Currancies . . . . . . . 72 4,085 a1 4,127 + 9 + 82
Treasury bills

Currencles . . . . . . . 289 133 — 156
Tims deposlts and

advances

Gold. ......... 49 T8 + 27

Currencies . . . . . . . ] a4,530 34,579 -_M 40,706 i + 6,180 + 8217
Securities at term

Currencles . . . . . + . 4,453 3,561 —_ 212
Total .

God.......... 4,042 4,122 + 80

Currencies . . . . . . . { 39,354 43,396 44,485 48,607 _ + 5,131 + E211

(a) Gold F 4,046,386,009

This item, consisting entitely of gold in bars, amounted to 3,993 million
francs on 31st March 1976, The small increase of 53 million during the last
financial year was due to the receipt of the new deposits referred to above —
partially offset by the use of gold: in swaps concluded against currencies and in
mnvestments.

On the other hand, it should be mentioned that, as indicated in note 3 to the
Balance Sheet, the amount of gold pledged stood at 857 million francs, compared
with yoo million at the beginning of the financial year, representing an increase of
157 million.

(b) Cash on hand and on sight account with banks F 81,391,493
This figute compares with 7z million francs at s1st March 1976, tepresenting
an increase of ¢ million,

(¢) Treasury bills F 133,521,883

This compares with a figure of 289 million francs at the end of the previous
financial year; the decline of 156 million corresponds to slightly more than half
the amount of the portfolio held at 3i1st March 1976. '

(d) Time deposits and advances F 40,795,640,791

This figure compares with one of 34,579 million francs at 315t March 1976.
As in the previous financial year, the increase recorded -— of 6,217 million, or
18 per cent, — was quite significantly larger than the rise in total assets.

The gold component of this item rose by 27 million francs, from 49 million
to 76 million, as a result of placements of gold -— alteady referred to above — in
the form of time deposits. :



Time deposits and advances in cuttencies rose from 34,530 million francs to
40,720 million, This very substantial increase of 6,190 million involved primarily
US dollars and also roughly comparable amounts of Deutsche Mark, while other
movements, including a sizable contraction in Swiss francs, resulted on balance in
a slight decline. It represents new investments made on numerous markets and,
to a lesser extent, additional facilities extended to central banks.

(¢) Securities at term F 3,550,632,459

This figure compares with one of 4,463 million francs at 31st March 1976.
The reduction of g1z million, or one-fifth, broadly corresponds to the difference
hetween, on the one hand, maturing holdings of bank certificates of deposit issued
on the US market and of notes denominated in Swiss francs and, on the other,
purchases of papet denominated in US dollats.

BIS: Time depesits and advances and securitles at term, by maturlty.

Financial years ended 315t March
T Movement
erm 1276 | 1977
in millions of francs
Not exceeding 3 months . . . . . . 29,493 31,815 + 2,322
Over3months . ., . . ... ... 9,549 T 12,832 + 2,983
Total . .. ... .. .. 39,042 44,347 + 5,305

The above table shows that the totals for both categories of maturity
increased by faitly similar amounts in absolute terms.

(f) Miscellaneous F 238,735,577

This figure compares with jo million francs at 31st March 1976. The sharp
increase of 209 million was a result of book-keeping adjustments necessitated by
the fact that the amount of swaps involving spot purchases of gold against
currencies concluded at market-related prices was Jarger than that of swaps in the
opposite direction concluded on the same basis.

Forward gold operations.

These operations, which appeat under note 2 to the Balance Sheet, resulted
in a positive net balance (gold receivable) of F 104,853,674
compared with one of 175 million at the end of March 1976. The dectease of
70 million was due to the fact that the total of new swaps of gold (resold forward)
against cutrencies — swaps which made it possible temporarily to mobilise some
central-bank gold reserves — was greater than that of swaps in the opposite
direction,

Furthermore, the Bank began to some extent to resume its traditional activity
in the field of gold operations. It also on several occasions purchased gold at the
auctions held from June 1976 onwards by the International Monetary Fund and
sold approximately the same quantities,

#* *



In the course of the financial year 1976-77 the Bank’s operations developed
in line with its balance-sheet total; the level of activity was correspondingly
high.

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 Getman External Debts of 27th PFebruary 1953, in respect of the German
External Loan 1924 (Dawes Loan) and of the German Government International
Loan 1930 (Young Loan).

As regards the Dawes Loan, all outstanding conversion bonds matured in
October 1969 and all outstanding funding bonds matured in October 1972. In
accordance with Article 16 of the General Bond of the Dawes Loan dated 1oth
October 1924, the Trustee has repaid to the German Government all amounts
which remained unclaimed as at 3oth September 1975 by holders of outstanding
conversion bonds and relevant coupons.

The financial year 1976-77 for the Young Loan ended on 1st June 1977. The
interest in respect of the financial year amounted to the equivalent of about 23.3
million francs and 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 1976-77 was effected partly by purchases of bonds on the market and partly
by drawings. All the outstanding funding bonds were redeemed on 1st December
1972, whereas the final maturity date for the conversion bonds is fixed at 15t June
1980,

German Government International Loan 1930 (Young Loan).
Conversion bonds.

Redemption value*
Bonds purchased
Issue Currency Eﬁﬂgﬁ or draiﬁnr;grp ;g?%?ptioﬂ mﬁaﬂg:&z tion
" the financial years
1958-59 to 1978-77
1975=-76

American . . . s 67,086,000 19,519,000 1,647,000 45,920,000
Belglan . . . . B.fr. 202,872,000 56,736,000 4,959,000 141,177,000
British . . . . £ 20,667,500 £,771.500 448,700 14,427,300
Dutch, . . . . Fl. 52,581,000 14,454,000 1,219,000 36,908,000
French . . . . Fr.fr, 501,963,000 141,585,000 12,004,000 348,374,000
German . . . . DM 14,509,000 3,910,000 321,000 10,278,000
Swedish . . . S.kr. 92,780,000 26,286,000 2,249,000 $4,265,000
Swiss . . .. Sw.ir. 58,393,000 16,038,000 1,320,000 41,038,000

* Redemption vafue on 1st Mag 1977 established in accordance with the provisions of the London Agreement on
Berman External Debts of 2Th February 1953 but without taking into account the revatuations of the Deutsche
Mark in 1961 and 1889, the tloating of exchange rates and the introduction — and in certain cases the subsequent
alteratlon — of central rates for various currencies of issue.




The question whether the exchange guarantee attached to the Young Loan
under the terms of the London Agreement 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 Agreement; the arbitral proceedings
are in progress. As regards the more recent question whether the exchange
guarantec is applicable when currencies of issue of the Young Loan undetgo
material changes in exchange value — whether as a result of the adoption of
floating exchange rates or central rates — without a formal change in their
tespective par values being involved, the Trustee has drawn this matter to the
attention of the governments of the countries in which issues of the Loan were
mizde and has icquested them to take the matter up and da everything to ensure

that an appropriate solution is reached.

The Bank is also Trustee for the assented bonds of the Austrian Government
International Loan 1930, the service of which was cartied out in conformity with
the relevant agreements.

The following table shows the position with regard to this Loan.

Ausgtrian Government International Loan 1930,

Nominal value
cBlcrm:!s urcl'&asedﬁ
Issue Currency or drawn for redemption
Bonds w respec]t of Batance
assented the financial years after redemption
1959 to 1975 1876
American . . , 3 1,667,000 1,396,000 107,000 164,000
Anglo-Dutch . £ B55,800 692,100 53,600 110,800
Swiss . . . . Sw.fr, 7,102,000 5,152,000 437,000 1,513,000

4. The Bank as Depositary under the terms of the Act of Pledge concluded with
the European Coal and Steel Community.

The following table shows the amounts outstanding on the secured loans
issued by the European Coal and Steel Community between 1954 and 1961 for
which the Bank performs the functions of Depositary in accordance with the
ptovisions of the Act of Pledge concluded between itself and the Community on
28th November 1954.

During the financial year 1976-77 the amounts received by the Bank fot the
service of the secured loans came to the equivalent of about 7 million franes in
respect of interest and about 32 million francs in respect of redemption. By the
end of the financial year the total amount outstanding had been reduced to the
equivalent of approximately 114 million francs.
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Secured loans of the European Coal and Steel Community.

Yf_aulaf
Serfes Amoupts | Rates | lina
of Se- D?)tfes Countries Qriginal unredeemed of }"it?‘:F
cured issue of 1ssue tenders amounts of loans on interest) fo-
Notes 18t April 1977 % dem
p.
tian
ist 1984 | United States | US Government $ 100,000,000 192,100,000 % 1979
2nd | 1955 | Belgium Caisse Générale
d'Epargne et de
Retratte, Brussels 8.fr. 200,000,000 86,000,000 | 3 1982
ard | 1955 | Germany Westdeutache
Landesbank
Girozenirale,
Piisseldori! DM 50,000,600 9,684,300 ( 3% | 1981
4th | 198& | Luxembourg Caisse d'Epargne de B.fr. 20,000,000 6,600,000 | a3l 1982
I'Etat, Luxembourg L.fr, 5,000,000 - 3% 1961
&sth | 1988 | Saar Landesbank Saar
Girozentrale,
Saarbriicken oM 2,977,450% 205,444 | 4, | 1977
ath 1986 | Swlizerland Public issue. Sw.fr. 50,000,000 - 4%, 1974
‘7th Public issue 3 25,000,000 - 5 1875
ath | 1987 | United States 3| Public issue $ 7,000,000 - -3 1962
oth | Bank loans 3 3,000,000 - s 1962
10th | 1857 | Luxembourg Etablissement
d'Assurance contre
la Vieillasse ot
I'Invalidité,
Luxembourg L.ir. 100,000,000 40,419,424 34 1982
11th | Public issue 3 25,000,000 5,100,000 | & 1978
12t f| 1998 | United States | o e issue s 15,000,000 - 4y | 1983
13th { Public issue $ 25,000,000 6,850,000 | 5% | 1980
1960 | United Stat
14th} % | Public 1ssue $ 3,300,000 - ay, | 1983
$ 3,300,000 —_ 4% 1964
3 3,400,000 — 5 1965
15th /| 1967 | Luxembourg Etablissement
d'Assurance contre
Ia Vieillesse et
I"Invalldité,
Luxemhourg L.fr. 100,000,000 56,039,034 | 5 1985
16th | 1961 [ Metherlands Public fssue FI. 50,000,000 16,500,000 | 4y 1981

' The original lenders, Rheinische Girozentrale und Provinzialbank and Landesbank fdr Wastialen Girozentrale,
were merged as from 1st January 1988 under the name Westdeutsche Landesbank Girozentrale.  * This loan,
which was conlracted in French francs, was converted into Deutsche Mark in 1959, The ariginal amount was
350,000,000 old French francs.,

5. The Bank as Agent for the European Monetary Co-operation Fund.

The Bank continued to perform the functions of Agent for the BEuropean
Monetary Co-operation Fund which it has been executing since 1st June 1973.
This Community institution, which was set up on 6th Aptil 1973 by the member
states of the Eutopean Economic Community, is still only in the initial stage of its
operation, but its activities have become more diversified since the conclusion in
March and April 1976 of the first Community borrowing operations, the
administration of which has been entrusted to the Fund.

As the Fund’s technical Agent, the Bank thus now petforms two sets of
functions: on the one hand, book-keeping operations in connection with the



wotking of the exchange system introduced in the Community in April 1972 and,
on the other, the new functions relating to the execution of financial operations
connected with Community borrowing and lending.

In the first case, the Bank’s réle consists principally in keeping the Fund’s
accounts and recording therein:

— the debts and claims vis-a-vis the Fund of the EEC central banks participating
in the “snake” arrangement which arise from interventions carried out by
those banks in member countries’ cutrencies in order to keep fluctuations
between their exchange rates within a margin of no more than 2.25 per
cent.;

~ the periodic settlement of these very short-term debts and claims;

- operations carried out in the context of the short-term monetary support
arrangements; operations of this kind were entered in the Fund’s books in
connection with the monetary support teceived 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; such operations could, however, reappear in the books of the
Fund since in May 1976 the Bank of Italy was granted fresh monetaty
support of US§ 482.54 million which has not yet been drawn upon.

During the financial year 1976~77, the number of accounting opetations
varied considerably in line with the situation on the foreign exchange markets of
the EEC countries participating in the “snake” and with the greater or lesser
recourse by these countries to intetventions in US dollars, which are not entered
in the Fund’s books.

In its new function as Agent of the Fund for the administration of borrowing
and lending operations concluded by the Community in accordance with the
Regulations and Decisions adopted by the Council of the European Communities
in February 1975 and Match 1976, the Bank is responsible principally for the
following tasks:

- carrying out payments connected with these botrowing and lending opetations;

~ 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 botrowing and lending
contracts for the payment of intetest and repayment of the principal;

- informing the Commission of the European Communities of the operations
cartied 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 reccived by the Fund under botrowing
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.



The first Community borrowing operations involved an amount equivalent
to about US3 1.3 billion for an average term of ovet five years; ten-thirteenths of
this sum was made available to Italy and three-thirteenths to Ireland. Since the
conclusion of these operations in April 1976 the Bank in its capacity as Agent has,
on the one hand, seen to the payment of interest falling due and, on the other
hand, participated in the execution of operations to consolidate two tranches of
US$ 100 million, that is to say the conversion of vatiable-rate bank facilities into
fixed-rate credits.

Finally, again in its role as Agent of the Fund, the Bank has recently
participated in establishing the financial and technical terms and conditions of a
new US$ sco million Community botrowing operation on behalf of Italy, which
was decided upon by the Council of the European Communities in April 1977
and will be carried out in June 1977.

6. Net profits and their distribution.

The accounts for the forty-seventh financial year ended j1st March 1977 show
a net operating surplus of 175,776,466 francs, as compared with 184,464,774 francs
for the preceding financial year and 187,622,476 francs for the financial year 1974—75.
The principal reasons for the decrease recorded in the year under review are a further
reduction in the average margin between the interest rates obtazined by the Bank
on funds held in currencies and those paid by it on the deposits of its customers,
and a further small increase in the level of the Bank’s costs of administration.

The Board of Directors has decided to transfer to the Provision fot Exceptional
Costs of Administration an amount of 2,856,416 francs, and to the Provision for
Building Purposes an amount of 5,000,000 francs. As a result of these transfets the
net profit amounts to 167,920,050 francs, against 178,876,749 francs for the ptevious
financial year and 182,063,281 francs for the financial year 1974~75. The allocation
of this amount is governed by Article 51 of the Statutes.

On the basis of this provision, the Board of Directors recommends that the
net profit of 167,920,050 francs be applied by the General Meeting in the following
mannet:

(i) an amount of 47,920,050 francs in payment of the dividend of 100 Swiss francs
pet share;

(ii) an amount of 48,000,000 francs to be transferred to the General Reserve Fund;
and finally

(iii} an amount of 72,000,000 francs, representing the remainder of the available net
profit, to be transferted 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,

If these proposals are accepted, the dividend will be paid on 1st July 1977 to
the shareholders whose names are entered in the Bank’s shate register on 20th June

1977.



The Balance Sheet, the Profit and Loss Account, and a table 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 a true and fair view
of the state of the Bank’s affairs at 315t March 1977 and of its profit for the year
ended on that date, Messts. Price Waterhouse & Co.’s report is appended at the
foot of the Balance Sheet.

7. Changes in the Board of Directors and in the Management,

The mandate of Dr. Jelle Zijlstra as Chairman of the Board and President of
the Bank being due to expire on 3oth June 1976, he was re-elected to these offices
under Article 38 of the Statutes at the meeting of the Board held on 14th June 1976
for a period of three years ending on 3oth June 1979.

At the meeting of the Board held on 14th September 1976 the Chairman
announced that Prof. Bafh had appointed Dr. Giovanni Magnifico to act as his
Alternate in the absence of Dr. Mario Ercolani who would succeed Dr. Rinaldo
Ossola as his Alternate, The Chairman exptressed the Bank’s gratitude to Dr. Ossola
for his valuable services to the Bank.

M. Henri Deroy, whose mandate as a member of the Board was due to expire
on 31st October 1976, was re-appointed under Article 27(2) of the Statutes by
M. Bernard Clappier, Governor of the Bank of France, in October 1976 for a further
petiod of three years. The mandate of M. Deroy as Vice-Chairman of the Board
was also due to expite on j1st October 1976. At its meeting on gth November 1976
the Board re-elected him under Article 38 of the Statutes for a further period of
three years ending on 31st October 1979.

In November 1976 Mr, Krister Wickman relinquished his post as Governor of
the Bank of Sweden and at the same time gave up his seat on the Board of
Directors of the BIS. At the Board meeting held on ¢th November 1976 the
Chairman thanked Mr, Wickman for the eminent services he had rendered to the
Bank during his term of office of neatly three years.

At the meeting of the Board held on i4th December 1976 the new Governor
of the Bank of Sweden, Mr. Carl-Henrik Nordlander, was elected under Article 27(3)
of the Statutes to be a member of the Board for a period of office expiting on 31st
March 1978,

The mandate of Dr, Fritz Leutwiler as 2 member of the Boatd being due to
expire on 315t March 1977, he was re-elected under Article 27(3) of the Statutes at
the meeting of the Board held on 8th Match 1977 for a further period of three years
ending on 31st March 1980,

In April 1977 it was announced that, on 1st June 1977, Dr. Otmar Emminger
would succeed Dr. Katl Klasen as President of the Deutsche Bundesbank; he would
accordingly then become an ex-officio member of the Board in place of Dr, Klasen.
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At the meeting of the Board held on 1oth May 1977 the Chairman expressed the
sincere and deep gratitude of all members of the Board for the outstanding services
which Dt. Klasen had rendered to the Bank during a period of office of more than
seven years.

Dt. Antonio Rainoni, who had joined the BIS in December 1946 and had
been a Manager in the Monetary and Economic Department since April 1963,
relinquished his appoiniment at the end of June 1976. At the Board’s meeting on
14th June 1976 the Chairman thanked Dr. Rainoni on behalf of all membets of the
Board for the great skill and professional competence which he had always displayed
in cartying out his most valuable work for the Bank.

‘The Chaitrman announced at the Board meeting held on 8th March 1977 that
the Bank had decided to promote M. Charles Altenhoff to the rank of Assistant
Manager as from 1s¢ April 1977.



CONCLUSION.

A number of positive developments have occutred since the publication of
last year’s Annual Report. After an unexpected pause during the summer and early
autumn of 1976, industrial growth has picked up again in some leading countries.
The rate of inflation has been further reduced in Germany, Switzerland, Canada,
Belgium, Denmatk, France and the Netherlands. On the international scene, world
trade has conidnued to wecover, the distribution of payments imbalances among
the oil-importing countries has improved, and intetnational financing has in general
proceeded smoothly. However, it cannot be denied that policy-makers continue to
face many difficult problems.

The most pressing of these, referred to repeatedly in this Report, concerns
the state of domestic ecomomies in the western industrial world, in particular the
coexistence of high unemployment and inflation. The degree of success achieved
in fighting inflation has, to say the least, been very uneven; and although advances
in this respect are still being made in some countries, short-term prospects for further
progress are not very promising. At the same time, the pace of the recovery is in most
cases hesitant; and even where it secems to be broadly based and relatively fast — as in
the United States — it is unlikely to lead to any rapid reduction of unemployment,

Clearly, current levels of unemployment are unacceptable. Equally clearly, the
only acceptable rate of inflation is a declining one. Thus the key policy problem
facing governments may be reduced to two basic questions: how can recovery be
sustained at a pace sufficient to cut back unemployment? And how can a steady
reduction in inflation rates be achieved at the same time?

The answer to the first question should be sought mainly in strategies designed
to lead to a broad revival of investment, The reasons for advancing this proposition
are many and well-founded. The most important is that whereas consumption and
expotrts have been expansionary forces, capital expenditure has been lagging behind.
As a result, unemployment and excess capacities are heavily concentrated in investment
goods industries, And, looking to the future, where else could the necessary stimulus
to aggregate expenditure come from? The fight against inflation requires a continued
moderation in wage increases. A strong global stimulus from government consumption
and transfer payments is clearly undesirable at this stage. Of course, in some cases
growth should be export-led; but this cannot be a recipe for the industrial countries
as a group. Finally, a faster rate of capital accumulation would be a good thing in
itself: it would help co ensure the future growth of productivity; it would help to
remove potential capacity bottlenecks which mighit occur even when labour is still
in plentiful supply; and, in a broader, worldwide perspective, it would enable the
necessary transfer of real resources to take place from the industrial North to the
non-oil LDCs.

Prospects for a revival of business investment are not all that bleak. A necessary,
though not sufficient, condition is an improvement in business earnings, This
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condition is increasingly being met in many cases, though the profits picture
varies sharply from country to country and from industry to industry. Larget cash
flows have contributed to a broadening of the equity base, sounder gearing ratios
and greater corporate liquidity. Moreover, in many countries financial markets have
been receptive to increased long-term borrowing. Although it takes time for these
processes to exett a positive influence on capital spending, especially after a long

petiod of rapid inflation, they do gradually re-establish a healthy basis for improved
* investment activity, What is now needed is confidence that economic growth will
be resumed without a resurgence of inflation. Confidence has been badly shaken
by a deep and protracted recession, large and persistent excess capacities, sharp
and unforeseen changes in relative prices and uncertainties of all kinds. Capital
expenditure will expand only if businesses become convinced that the improvement
in earnings will be lasting and that they can count on a teasonably steady growth
in demand. The conclusion is that, since higher employment levels requite a sustained
tecovery, and since such a recovery should be based on growing capital spending,
governments will be able to reduce unemployment only if they create an environment
that fosters business confidence in balanced long-term growth,

As for price behaviour, we know now that the inflationary explosion of
1973—74 originated in the synchronised world boom of the early 19705 and there-
fore, independently of the shatp rise in the price of oil, owed much to monetary
and fiscal mismanagement in some leading industrial countries. But it is equally
obvious that today’s obstinately high inflation rates can no longer be explained by
generalised excess demand and probably not even by occasional sectoral bottlenecks,
On the contrary, they are due to upward pressute of incomes and thus of costs:
in quite a few countries this upward pressute derives largely from the persistence
of wage inflation; in others, where the rate of increase in eatnings has slowed down
markedly, the income push comes from the necessary restoration of profit margins
that had earlier been severely squeezed by rising wages, deteriorating terms of trade
and a collapse of final demand. While this process may be partly explained by the
actions of those who have sought to protect themselves from the effects of past
inflation, it is also due to the petsistence of lively inflationary expectations. How
else can one explain why a buyers’ market for so many factors of production,
goods and services has, after such a long time, had such limited impact on their
prices ?

The survival of these expectations has led the Report to lay special emphasis
on the problem faced by those countries whose domestic price increases have been
exacerbated by a depreciating currency. Admittedly, in all couatties the origin of
inflation can be traced back to faulty domestic policies; and where it remains virulent,
it is still in most instances being accommodated by monetary expansion. It is also
true that such policies are apt to foster inflationary expectations; but it would be
2 mistake to overlook the fact that the most powerful direct influence on expectations
is the experience of inflation, and especially its acceleration — whatever its immediate
origin, It is therefore a counsel of perfection to suggest that inflation can be
eradicated by relying exclusively on domestic virtue while a depreciating currency,
through its impact on domestic prices, continues to feed the inflationary expectations
of wage-carners, entreprencurs, consumers and investors, This may happen if, even
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despite apptropriately restrictive monetary, fiscal and incomes policies, depreciation
continues. If it is accepted that overcoming inflationary expectations should be a
major policy aim, it follows that proper attention should be given to the
stabilisation of exchange rates as a complement to — but never a substitute for —
restrictive domestic policies.

Two general conclusions follow from these propositions, The first is that no
quick remedies ate available to cure the ills of unemployment and inflation. Neither
business confidence in future profitability and balanced growth nor general
confidence in a return to price stability can be achieved other than through
patient, medium to long-term policies. The second conclusion is that inflation and
unemployment are closely interdependent. Inflationary expectations have become a
major factor inhibiting investtment, This is because inflation in itself is a source of
uncertainty: its rate may vary ovet time; there are wide differences in the behaviour
of individual prices; and there is a strong likelihood that inflation will provoke
countervailing restrictive action by the government, Conversely, an effective fight
against inflation requites moderation in the rise of labour costs. But in order to
avoid the tisk of demand stagnation investment will have to expand sufficiently to
generate employment and income and therefore increase aggregate expenditure both
directly by raising demand for capital goods, and indirectly by stimulating
expenditute on consumer products and setvices.

Medium to long-term policy strategies devised to fight inflation and unemploy-
ment will have to make use of all available policy tools, and to apply them in
whatever combinations are best suited to the specific needs of individual countties.
Some generalisations do, however, seem possible. They are all based on the
assumption that the overriding policy objective will be to advance along a path
of moderate but steady growth,

Monetary policy can play a prominent réle by setting — and preferably
announcing — quantitative targets for the growth of aggregates. For those countties
that wish to intervene as little as possible in the foreign exchange market the
appropriate target is the money supply, whereas for those that choose to shield their
exchange fate from the full impact of market forces the target might best be
defined in terms of domestic credit expansion. The mete act of setting credible
targets, supported by an announced intention gradually to bring the aggregates
down to mote appropriate growth rates, can help substantially to dampen
inflationary expectations.

As for fiscal policy, governments should avoid the extremes of fine-tuning
and demand-management pessimism. Rather, they should stress their readiness to
apply fiscal stimulus in the event of a clear deficiency of aggregate ptivate demand
and not simply in response to some unexpected deviation from forecast expenditure
trends. If such a stimulus is required, it might be advisable to cut taxes rathetr than
resort to a discretionary increase in spending, But there might also be scope for
expanding public investment while holding back on those components — government
consumption and transfer payments — that have shown such explosive growth in
many countries.
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Moreover, it seems that most countries will have to supplement traditional
monetary and fiscal policy with measures to limit the growth of money incomes
directly. This is a ficld in which each countty will undoubtedly adopt policies
apptopriate to its national, political and ¢conomic environment. The solutions will
range from mandatory incomes policies to broad objectives agreed through national
consensus,

Finally, emphasis on global medium to long-term policies certainly does not
exclude measures to alleviate the hardships caused by the concentration of unemploy-
ment in specific areas or among specific groups of people, especially the young,

Turning to the international economy, both the problems and their solution can
be viewed in a brighter light — even though, at first sight, such relative optimism
seems hardly justified. Thus, we are still faced with vast imbalances in international
payments which, in aggregate terms, are unlikely to diminish, let alone disappeat,
in the near future. Short of drastic economies in the use of energy, the oil surplus,
now heavily concentrated among a handful of low-absorbing countries, will persist.
At the same time, the non-oil LDCs as a group will continue to run “structural”
curtent-account deficits, and some imbalances are bound to remain within the
group of developed countries.

These predictions are based, in the first place, on the belief that the adjustment
process will be slow because exchange rate changes, while unavoidable and necessary
in many instances, do not produce speedy adjustment. Obviously, they do not lead
to any adjustment at all as regards the global oil surplus. In the case of non-oil LDCs,
the effectiveness of depreciation is blunted by supply and demand inelasticities
deriving from structural rigidities, In those developed countries — and they are
in the majority — which have relatively small, widely open economies and where
domestic prices and incomes respond quickly to movements in exchange rates,
depreciations and appreciations by themselves only rarely lead to changes in rea/
exchange rates. Effective changes in competitiveness only occur if movements in
the external value of a currency are accompanied by appropriate domestic policy
measures: monetary and fiscal restraint in countries with depreciating currencies,
expansion in countries with appreciating ones. In the absence of such policies,
the chances are that exchange rate movements will simply “pass through” the
economy, with domestic inflation rates moving quickly to offset changes in the
external value of the currency,

But does the current state of the world economy — and especially that of the
western industrial countries — warrant the gemeralised implementation of drastic
domestic adjustment policies? The answer is highly doubtful. On the one hand,
with inflationary expectations still alive, it would be a great mistake to insist on the
surplus countries accelerating the pace of domestic expansion simply because some
observers feel that the official growth forecasts for 1977 might be erring on the high
side. The sutplus countties attained a position of strength as a result of prudent
demand management, and they are entitled to consider domestic price stability as
a major policy objective; moreover, it is in the general interest that they should do
s0. But it would be equally mistaken for all deficit countries to embatk simultaneously
on strongly restrictive policies in a climate of falteting recovery and worldwide



unemployment. However, the burden of initiating adjustment will have to rest
mainly on them; at the same time the period of adjustment will, in some cases, need
to be an extended one.

Thus, the likely persistence of global imbalances continues to darken the world
balance-of-payments outlook. But any pessimistn that may be felt on that account
is more than offset by the grounds that exist for optimism with regard to their
financing. In the first place, the supply of balance-of-payments finance has so far
responded well to the demand for it: witness the totally unforeseen acceleration of
net new private international lending in 1976. This is true not only ex post —
effective current-account disequilibtia being financed by definition — but also in
a more meaningful sense. The evidence lies in the fact that many countries with
substantial current-account deficits have managed to increase their external reserves
and few of them have resorted to trade restrictions, Secondly, these private financing
flows may well continue on quite a large scale in the future, provided that the
balance-of-payments positions of individual countries, as opposed to those of
groups of countries, do not prove rigid. Happily enough, this is not mere wishful
thinking; quite a few deficit countries managed to improve their external balances
in 1976 and others are in the process of doing so in 1977. If this reshuffing
continues, fears of a breakdown in banks’ financial intermediation between the
surplus and deficit countries will be considerably reduced. Thirdly, while the burden
of debt setvicing has risen to excessively high levels in a few countties, it does not
appear to have done so in tespect of the non-oil LDCs as a group. In other words,
aggregate lending can continue at a high level, provided that adjustment takes place
in those countries that have been running large deficits for some time and have thus
accumulated excessive debts.

These considerations allow a reasonable degree of optimism about the future
financing of payments imbalances. At the same time, howevet, they point to a number
of directions in which policy action is called for by the international community as a
whole if the banks are to continue (as the Report has argued that they should) supplying
funds to deficit countries, even if on a smaller scale than in the past three years.

Two lines of action, in particular, need to be pursued. Firstly, a better flow
of information on debtor countries must be provided. This could be achieved both
through the efforts of international agencies and by encouraging lending banks to
gather, and debtor countries to supply, mote detailed, up-to-date and reliable figures
on the external debt and on the level of debt-service charges borne by potential
botrowers. Of course, better information does not in itself guarantee improved
lending practices; nor does it eliminate tisks. But it would ensure that the
competitive process takes place in the light rather than in the dark. In all matkets,
adequate information is the basis for the proper functioning of demand and supply
relationships.

Secondly, other forms of financing must be promoted which would alleviate
the burden on private banks. The banks will be better able to continue acting as
financial intermediaties if the liquidity risks they assume in the process of maturity
transformation and their exposure vis-d-vis individual countries do not grow out
of proportion,



The most obvious improvement, of coutse, would come from additional
long-term financing. Long-term capital flows would eliminate the need for maturity
transformation based on intermediary lending and would also provide a better
financial framework for the transfer of real resources to the countries in “structural”
deficit, whether non-oil LDCs or mote developed economies engaged in a process
of rapid industrialisation. Countries with persistent current-account surpluses have
a duty to encourage capital exports of this kind, which could take the form of
development assistance, long-term loans or direct investment.

In addition to such changes in capital movements, there is also scope for a
second form of substitution, involving an enhancement of the réle of lending by
international institutions, for instance through the special facility which is being set
up by the IMF or through multilateral guarantee systems such as the OECD safety-
net scheme, The justification for such lending is most cbvious in the case of countries
whose current-account deficit and short-term indebtedness have reached levels at
which the banks are reluctant to lend more. Fortunately, not many countries are
in this situation. But wherte the problem does arise, a case can be made for longer-
term lending accompanied by 2 firm commitment by the borrowing country
to set in motion vigorous adjustment policies. For this type of conditional lending,
official institutions ate clearly better suited than private lenders. Moreover, conditional
lending could do much to promote the kind of mobility in individual balance-of-
payments positions which, as mentioned above, is a prerequisite for maintaining
the adequate functioning of ptivate financial matkets.

If policies along these lines are adopted — and there is now a fair chance that
they will be — thete is no reason why the present institutional framework should
not be able to cope with balance-of-payments financing, even if the aggregates
remain impressively high. However, in a longer-term perspective, the maintenance
of international order — in trade, money and finance —— will depend on the ability
of individual countries to deal with the basically demestic problems of inadequate
growth, excessive unemployment and high inflation. It can be argued that during
its last years the Bretton Woods system played some part in the worldwide
inflationary boom of the early 19708 and the ensuing deep recession. But today
responsibility once again rests squarely on the shoulders of domestic policy-
makers, Deficit countries have learnt the hard way that downward floating
will not safeguard them from unemployment but will render even more difficult
the task of curbing inflation; at the same time, the surplus countries, though
more successful in fighting inflation than their neighbours have been in reducing
unemployment, have not managed to eliminate inflation completely, and are equally
afflicted with the problem of unemployment. Thus, the need to improve our stiil
very imperfect international monetary arrangements is no excuse for neglecting to
tackle the problems of unemployment and inflation at their origins: in the domestic
economies themselves.

ReNt LARRE

General Manager
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BALANCE SHEET

ASSETS (Before and after
Gold francs
Gold 4,046,386,009
Cash on hand and on sight account with banks 81,391,493
Treasury bills ... ... ... ... . oo o 133,521,882

Time deposits and advances

Gold
Not exceeding 3 months 76,158,539
Currancies
Not exceeding 3 months ver aas aaa aes eee 28,671,185,218
Over 3amonths ... ... wov wne wee een .. 12,148,258,937

40,795,640,791

Securities at term

Not excesding 3 months ver eer eer eee .y 3,166,998,475
Over amonths ... ... vvr ser aer aae e 383,633,984
3,550,832,459
Miscellangous 238,735,577
Land, buildings and equipment ... ... .. ... .. .. 1

48,046,308,213

Note 1: Tha gold franc Is the equivalent of 0.200 322 58... grammes flne gold — Artlcle 4 of the
Statutes. Assets and llabliitles In US dollars are converted on the basis of US $1 = 0,738 682
grammes fine gold; all other items in currencies at central or market rates against the US dollar,

Note 2: At 31st March 1977, gold recelvable against currencies on forward contracts amounted to
104,853,674 gold france.

Note 3: The equivalent of 857,287,242 gold francs’ worth of gold was pledged at 315t March 1977 In
tion with deposits recelved




AT 31st MARCH 1977

allocation of the year's Net Profit)

LIABILITIES

Capital
Authorived: 600,000 shares, aach of 2,500 gold francs ...

Isgsued: 481,125 shares wer wwe wer e wes
of which 25% pald up

Reserves
Legal Reserve Fund ..., ... ... ... ... ...
General Reserve Fund
Special Dividend Reserve Fund ... ... ... ...
Free Reserve Fund ... .. war aae e e

Deposits (gold)
Central banhs
Sight . C ke e e aes
Mot exmdlng 3 rrlonf.hs pre e wee s
Cveramonths ... ... ... .ov i aae

Other depositors
Slght ...  ..v  cih sei ses wee was wes

Deposits (currencles)

Central banks
Sight . er aas ve ere wes aas wes
Mot e:oeedlng a monihs
Ovaramonths ... ... ... v e
Other depositors
Sight . e e O,
Notoxoeedlnusmonths
Over 3 monthe ... ... i sie wer aue T oaes

Miscellaneous ... ... ... ...
Provision for Bullding Purposes ... ...
Profit and Loss Account ... ... ..

Dividend payable on sl July 1977 ... ... ... ..

1,500,000,000

1,202,812,500

30,070,313
423,847,183
75,175,781
423,118,200

2,475,828,994
1,031,930,318
24,548,870

33,146,298

723,238,042

e 34,584,729,766

6,943,968,978

30,097,885
828,056,665

148,624,033

Before allocation

After allocation

Goid francs

300,703,125

952,211,487

3,565,454,480

43,368,713,370

456,854,834
34,450,867

167,920,050

48,846,308,213

Gold francs

300,703,125

30,070,313
471,847,193
75,175,781
495,118,200

1.072,271,487

3.545,454,480

43,368,7 13,370

456,854,834

34,450,867

47,920,050

48,846,308,213

INTERNATIONAL SETTLEMENTS, BASLE

Zyrich, 25th April 1977

REPORT OF THE AUDITORS TO THE BOARD OF DIRECTORS AND TO THE GENERAL MEETING OF THE BANK FOR

In our opinlon the Balance Sheet and the Profit and Loss Account, including the notes thereon, give a true and fair view of the
state of the Bank's affalrs at 31st March 1977 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 informatlon and explanations given us.

PRICE WATERHOQUSE & CO.




PROFIT AND LOSS ACCOUNT
for the financial year ended 31st March 1977

Gotd francs
Net interest and other income ... 214,968,470
Less: Costs of administration:
Board of Directors ... ... ... cih cir ive een aes 483,548
Management and Staff Ceraereeesee e eae ees 81,219,748
Office and other expenges ... ... ... ... ... ... ... 7,488,710 38,192,004
Net operating surplus 178,776,486
Less: Amounts transferred to:
Provision for Exceptional Costs of Administration ... ... ... 2,856,418
Provision for Bullding Purposes ... ... ... .. .. ... 5,000,000 7,856,416
Net Profit for the financial year ended 31st March 1977 187,920,050
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: 100 Swiss francs per share on 481,125 shares 47,920,050
120,000,000
Transfer to General Reserve Fund 48,000,000
72,000,000
Transfer to Free Reserve Fund 72,000,000
Movement on the Provision for Building Purposes
during the financial year ended 31st March 1977
Gold france
Balance at 1st April 1976 62,965,888
Add: Exchange difference 830,784
Transfer from Profit and Loss Account 5,000,000
68,805,869
Less: Amortisation of expenditure incurred 34,354,802
Balance at 31st March 1977 per Balance Sheet

34,450,667
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