BANK FOR
INTERNATIONAL SETTLEMENTS

FORTY-NINTH ANNUAL REPORT

15t APRIL 1978 — 31st MARCH 1979

BASLE

11th June 1979



TABLE OF CONTENTS

Introduction . . . . . . . . e e e e e e e e e e e e e

I. Currency Unrest and Inflation in the Western
Industrial Countries . . . . . . . . . . . . oo L. N

The 1978 dollar crisis (p. 7); the resurgence of inflation (. 5); structure of the Report

(b 7).

II. Output and Demand in the Western Industrial Countries

Developments in total demand (p. 12): consumer expenditure (. 13), private investment
(p. 1), fiscal policy (p. 16); relative pressures of domestic demand and external adjust-
ment (p. 78}, the demand-management dilemma (p. 22); the decline in productivity
growth (p. 26}, developments early in 1979 (p. 29}; conchision (p. z2).

ITL Inflation and Unemployment . . . . . . . . . . .. .. ...

Changing patterns of consumer price inflation (p. 32); sensitive price indicators,
domestic and international (p. 76); the resurgence of inflation in the United States
{p- 40}; the interaction of exchange rates and domestic prices (p. 42); wages, prices,
productivity and unemployment (#. 45}, some implications of recent developments

(p-51).

IV. Domestic Monetary and Credit Developments and Policies.

Monetary developments and policy problems (p. r¢): #he monetary aggregates (p- 54}
interest rate developments { p. 55 ); the United States: policy priorities and monetary control
(p. §8); exchange-market problems and monetary policies (p. 60); new policy conflicts:
monetaty expansion, interest tates and exchange rates ( p. 62); government and private-

10

33

i4

sector financing (p. 65}, private-sector financial positions (p. 70); monetary targets

and the development of the monetary aggregates (p. 71).

V. International Trade and Payments . . . . . . . .. ...

World trade (p. 77); balances of payments (p. 1) developed countries ( D, 84}, oil
exporting countries (p. 100}, non-oil developing conntries (p. 1or1 ), centrally planned economies

(p- 102).

77



VI, The International Credit and Capital Markets . . . 103

Main features (p. 7¢3); the international banking sector (p. 106): basic influences
(p. 106), the influence of excchange rate unrest (p. 108); total international banking flows:
sources and uses ( p. 770}; developments in European market centres (p. r15): eurrensy
composition (p. 115), types of asiels and Fabilities (p. 119}, the rdle of individual market
centres (p. 119), net size of the Euro-currency market (p. 122); banks in the United States
and their branches in offshore centres (p, 125); banks in Japan (p, 724}, interest rate
developments {p. 126); the international bond markets in 1978 (p. 129).

VII. The International Monetary Scene . . . . . . . . .. . ... 134

Exchange rate developments {p. r34); the BEuropean Monctary System (p. rgg):
main features of the system in the transitional period (. 145), the opening months of the system
(p- 148); greater commitment to exchange rate stability by major countries (p. 749);
gold production and the gold market (p. rfo); resetves and international lquidity
(#. 111); the present position with regard to international liquidity (p. r5é).

VIIL. Activities of the Bank . . . . . . . . . . . . .« . . ... 161

Development of co-operation between central banks and international organisations
(p. 761); operations of the Banking Department (p. 762): Kabilities (composition of
resonrces) (p. 164), assets (employment of resosrees) (p. 157); the Bank as Trustee for
international government loans (p. rég); the Bank as Depositary under the terms of
the Act of Pledge concluded with the Eutopean Coal and Steel Community (p, 171};
the Bank as Agent for the European Monetary Co-operation Fund ¢ p. 772), termination
of the OECD Exchange Guarantee Agreement (p. r74); net profits and their
distribution ('p, 175 }; changes in the Board of Directors and in the Management (p. 176).

Conclusion . . . . . 4 . . . . . e e 178

Balance Sheet and Profit and Loss Account at srst March 1979,



LIST OF TABLES AND GRAPHS

(Graphs are indicated by an asterisk)

Output and Demand in the Western Industrial Countries

QECD countries: Growth, inflation, unemployment and exrernal imbalance *

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

Other industrial countries: Changes in real gross " pational product a.nd its
components . . . . . .. ... L ... ..,

Earnings and prices . . . . : e e e

Disposable income and consumet spendmg C e e e e e e e

Ratios of personal savings to disposable income. . . . . . . .. . . . ..,

General-government financial balances and unemployment .

Relative demand pressures and real foreign balances® . . . . . . . .,

General-government financial balances, 1966—78. C e e e

Sectoral financial balances

The growth of labour productwlty and gross aational product Devlatlons from
1g6o-73 trend * . . . . .

The real growth of non—resndentlai ﬁxed 1nvestment .

Industrial production®* . . . . . . . . . .. ..

- Volume of retail sales .

Inflation and Unemployment

Consumer price inflation ¥ . .

Changes in consumer prices

Prices and wages * . . R

World-market commoc’uty pnees The “Economlst” mdleator " Ce

Inflation differentials and exchange rate movements: Comparisons vis- A-vis s the
United States* . . .

Nominal and real earnings in 1ndustry e e e e e e e e e s

Unemployment rates . . . Co

Unemployment and consumer prlces 1960—73 .

Employment and labour productivity . . . . . . .

Domestic Monetary and Credit Developments and Policies

Rates of expansion of the money supply .
Prime rates, bond yields and changes in consumer pru:es .

Short-term interest rates, effective exchange rates and rates of monetary expanswn "
Changes in the broad money stock and the contributions of domestic credit and
external counterparts. . . L . . . . . . . . 0w e e . .

Governtent ﬁnancmg . . -

Funds raised in credit markets by domestic non-financial borrowers .

Monetary aggregates: Objectives and rates of expansion . . . . . . . . . .,
Monetary targets and growth rates *, |

Page

IT

Iz

14

14

I3
17
20—21
24

25

27
28
30
31

54
57

66
69 -
71
72
73



International Trade and Payments

Worldtrade . . . . . . . . .
The estimated impact of volume and prlce changes on trade balances in 1977 and 1978
International current-account transactions . . . . . . . . . . . . . -

United States: Balance of payments, 1976-78 . . . . . . . ... ... L.

United States: Balance of trade in goods and services, 1977-—73 e e e e e

United States: Effects of dollar depreciations . . . . . . . . . . ... ...

Developed countries: Balances of payments. . . . . . . . . . . ... ...

Developed countries: External monetary positions. . .

Current-account transactions of developed countries outside the Group of Ten and
Switzerland . . . . . . L L0 Lo oo

The International Credit and Capital Markets

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

External positions, in domestic and foreign currencies, of banks in the reportmg
area and of cerrain offshore branches of US banks (by atea)

External positions, in domestic and foreign currencies, of banks in the reportmg
area and of certain offshore branches of US barks (country breakdown)

~ Currency structure of the Euro-market: External assets in fotelgn currencies of
reporting European banks ¥

External positions of reportmg European banks in dollars ancl other forclgn
currencies. . . . -

External assets and ]1ab111t1es in domestic and forelgn currenaes . of banks in
individual reporting countries and of certain offshore branches of US banks .

External assets and liabilities, in dollars and other foreign currencies, of banks in
individual repotting countries and of certain offshore branches of US banks .

Estimated sources and uses of Buro-curcency funds . . | | .

Interbank rates on three-month Euro-currency deposnts and differentials over
domestic rates * . .

Euro-dollar deposu rates and Euto-doliar bond ylelds e e

International bond issues. . .

Yields on international and dOI‘l‘lCSt]C markets of US dollar and DM bonds * .

The International Monetary Scene

Nominal exchange rates: Indices of spot quotanons for selected currencies vis-3-vis
the US dollar * . . ., . e e e e

Effective post-Smithsonian exchange rates T . .

Movements of spot exchange rates within the joint ﬂoat of European cutrencies * .

The BCU basket of cutrencies . . . . . . . . . . . . .. .. ... ...,

Spot exchange rates in the EMS* ., . . . . . . ... .. .. ...

Worldgoldproductlon.......................

Estimated sources and uses of gold . . . e

Matket pnces of gold bars in US do]lars and SWlss francs, 1977 79

Changes in global reserves, 1976-78 . , . . . . RPN

Page

78
81
82
85
86

3¢
o8

99

104
1T

112-113

11y
1rg
120{122

121123
124

127
128
131
132

133
138
143
143
148
Ij0
151
152
154



Page

Activities of the Bank

Development of the balance-sheet total over the past ten financial years . . . .. 163
Development of the composition of resources over the past ten financial years . . 164
Borrowed funds, by origin . . . . . . .. .. L0000 0o 165
Borrowed funds, by nature and term to matunty e e e e e e e e 166
Distribution, by nature, of sight assets and other investments . . . . . . . ., 167
Time deposits and advances and securities at term, by term to maturlty Coe e 163
German Government International Loan 1930 (Young Loan) e e 170
Austrian Government International Loan 1930 . . . . e e e e 171

Secured loans of the European Coal and Steel Commumry e e e e e e 172



FORTY-NINTH ANNUAL REPORT

submitted to the
ANNUAL GENERAL MEETING
of the
BANK FOR INTERNATIONAL SETTLEMENTS
held in
Basle on 11th June 1979

Ladies and Gentlemen,

1 have the honour to submit herewith the forty-ninth Annual Report of the
Bank for International Settlements for the financial year which began on 1st Aptil
1978 and ended on s1st Match 1979,

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

The Boatd of Directots recommends that, in application of Article §1 of the
Bank’s Statutes, the present General Meeting should apply the sum of 79,576,151
gold francs in payment of a dividend of 110 Swiss francs per shate.

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

. If these proposals are approved, the Bank’s dividend for the financial year
1978—79 will be payable to sharcholders on 1st July 1979.

Details of the Bank’s activities during the financial year, as well as of the Balance
Sheet and the financial results, are coatained in Chapter VIII of the Report.



I. CURRENCY UNREST AND INFLATION
IN THE WESTERN INDUSTRIAL COUNTRIES.

Two series of developments have preoccupied the central banks of the
industrial wotld in the past year: currency untest, brought under control around
the end of 1978 and followed by stabilisation duting the first few months of 1979;
and, more recently, signs of a generalised resurgence of inflation. Both these
developments were symptomatic of deep-rooted underlying problems. The currency
unrest was a reflection of earlier major imbalances and, in patticular, of the huge
US balance-of-payments deficit. The acceleration of price increases, for its patt,
raises doubts concerning the ability of the world economy to grow at a relatively
fast pace without rekindling inflation, Policy reactions to the currency upheavals
have so far proved successful, but in regard to inflation they have remained
inconclusive, to say the least. Preoccupation with exchange markets and price
trends will continue to shape domestic and international monetary policies in ways
which may have far-reaching consequences not only for the countries directly
concerned but for the entire world economy. It is for these reasons that the main
emphasis of this Report has been placed on an analysis of cutrency unrest and
inflation. The object of this introductory chapter is to explain these reasons in detail.

The 1978 dollar crisis.

The first quarter of 1978 and the months of September and October witnessed
exchange-market turmoil on a scale comparable only to that which had led to the
final collapse, in early 1973, of the Bretton Woods system of pegged exchange rates.
The main feature of this curtency unrest was a sharp decline in the exchange rate
of the US dollar against all other majot currencies, both the traditionally strong ones
and the rest, with the single exception of the Canadian dollar. While these currencies
did not all appreciate at the same speed or to the same extent (the latest round of
appreciations started with the yen, proceeded with the Swiss franc and ended with
the Deutsche Mark, the latter exacerbating earlier tensions within the *snake™),
their upward movement was sufficiently general to warrant defining this period of
currency unrest as a genuine dollar crisis.

Thete are two facts that deserve careful consideration in the analysis of this
crisis. The first is that it happened while all the major currencies were floating — not
freely, admittedly, but floating nevertheless. It thus contrasted sharply with the
crises of 1971 and early 1973, both of which took place under a régime of pegged
rates. At that time many economists — and even some central bankers — had come
to believe that floating rates, whatever their shortcomings, had at least one virtue,
namely that they did not allow exchange ctises to occur. Expetience with floating
rates since 1973 has brought about a progressive revision of these views, culminating
in the reaction of the US authorities to last year’s events, which. included not only.
a sharp depreciation of the dollar, but also hectic exchange rate fluctuations and
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situations in which market participants simply found themselves without counter-
parts, '

The immediate and obvious conclusion to be drawn from the analysis of
exchange rate developments in 1978 is that neither the pegged nor the floating
system can work properly when there is a loss of confidence in the internal and:
external value of the main international reserve and trading currency. This Report
takes the view — already foreshadowed in the warning sounded two years ago
about the dangers inherent in the then emerging large US external imbalance —
that, whatever the exchange rate system, neither the United States nor the world
can live with a large and persistent US current-account deficit. For the case of the
United States differs sharply from that of other countries in several respects: firstly,
in the dollar’s réle as a reserve and trading currency, which means that a substantial
amount of dollar-denominated financial assets is held outside the United States;
secondly, in the complete freedom that Ameticans have enjoyed since January 1974
with regard to external capital transactions; thirdly, in the fact that the total amount
of dollars held by residents and non-residents represents a large portion of the
wotld money supply. As a result, the dollar rate has become particularly sensitive
to decisions taken by holders of liquid portfolios to diversify into, or out of, other
currencies. Therefore, a loss of confidence in the dollar due to a large current-
account deficit is likely to lead to a disordetly and excessive depreciation, fuelling
inflation in the United States and causing excessive appreciations elsewhere — not
to mention its impact on the prices of oil and other commodities.

A corollary of this argument, however, is that the world also needs to avoid
latrge and persistent current-account surpluses run by the OPEC countries or by
certain industrial countries: for, if not the United States, who will assume the
counterpart deficits over and above the “normal” — i.e. sustainable — deficits of
the non-oil LDCs?

The second fact that has to be borne in mind when drawing lessons from
the dollar crisis is that the currency unrest came to a climax precisely at 2 moment
when there were clear signs — not just forecasts — that the world as a whole was
moving towards a more balanced pattern of current external accounts than at any
time since the 1973-74 oil crisis. The OPEC surplus was shrinking to a manageable

.size; many former deficit countries were running surpluses; the deficit on the US
current account was being gradually reduced; and even Japan’s “real” current
balance was moving towards equilibrium, with the “money” balance lagging
behind as a result of the sharp but presumably temporary upswing in the terms
of trade. The fact that the markets did not recognise these improvements until the
turn -of the year cannot simply be asctibed to a lack of information or perception.
The information was publicly available and the markets are not so myopic. What
was lacking was conclusive evidence that the US authorities really did care about
the internal and external value of the dollar, That evidence was supplied by the
measures announced on 1st November, which signalled a deliberate tightening of
monetary policy in response to external constraints as well as a firm commitment
to intervene in the exchange markets. After a few months’ testing, the markets
came to the conclusion that the US authorities, jointly with those of the other



countties concerned, were determined to keep the situation under control. Hence
the change in market sentiment and the remarkable reversal of speculative capital
flows during the eatly months of 1979.

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

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

Another, less direct, consequence of the dollar crisis has been the establishment
of the European Monetary System. It can, of course, be argued that for countries
closely linked to one another through trade the attempt to create a zone of relative
exchange rate stability is only natural. But it is equally safe to assume that the
dollar crisis has played a powerful role in demonstrating the desirability of such an
attempt in a destabilised world. In its present form the EMS is still no more than
a clearly defined and detailed set of rules for exchange-market intervention and a
more or less widely shared hope that central rate adjustments will not only be
smooth and well-timed but will, indeed, be made less necessary through a convergence
~ of policies and petformances. Even this modest scheme can help to restore calm
in intra-European exchange markets if member countties are willing to follow
the rules of the game. In the longer run, however, the EMS could become more
than a zone of relative stability: it could become a partner of the United States in
shaping 2 common dollar intervention policy, thus promoting greater exchange rate
stability in the world as a whole.

The resurgence of inflation.

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

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

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

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

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

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

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

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

Structure of the Report. -

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



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

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

Developments in monetary and credit markets (Chapter IV} reflected the sharp
divergences which had emerged in countries’ economic policies and performances.
They were also strongly influenced, however, by the changing fortunes of the dollar
and, more recently, by the general worsening of the outlook for inflation. The chapter
explains why, despite the use of monetary targets, US monetary policy and toeal
credit flows accommodated a rapid growth of nominal domestic demand, with interest
rates tising by little more than the inflation rate. Other countries, particulatly
Germany, Switzerland and Japan, had been more successful in stabilising and
gradually bringing down their rates of monetary expansion. However, as a result
of the dollar’s decline, exacerbated by large shifts in international currency pottfolios,
their monetary policies came increasingly into conflict with their desire to limit
excessive swings in exchange rates and to maintain the momentum of recovery. One
consequence was an increased emphasis in monetary policies on currency stability.
Another was a shift to 2 somewhat more restrictive stance of monetaty policy, first
in the United States and then, as the dollar strengthened and signs of inflation
appeared, also in Germany, Japan and Switzerland. In most of the other industrial
countries, meanwhile, monetaty policy had been kept on a faitly cautious track which
still seemed broadly consistent with both domestic and external considerations.

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

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

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

The Conclusion sums up the main policy recommendations.



II. OUTPUT AND DEMAND IN THE WESTERN
INDUSTRIAL COUNTRIES

Taking the year as a whole, 1978 appears at first sight to have witnessed
remarkably little change in the overall economic situation. As the graph shows, the
OECD area registered a rate of output growth almost identical to that in 1977 —
around 3% per cent. However, despite the fact that this was below the rate of growth -
of productive potential recorded prior to the oil crisis, the average level of unemploy-
ment hardly changed at all. Nor did the average rate of domestic inflation — as
measured by GDP deflators — decelerate much further, as might have been hoped
in the light of the continuing high level of unemployment and of the weakness of

QECD countrles: Growth, Inflation, unemployment and external imbalance.
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commodity prices, at least for the first half of the year. The degree of gross current-
account imbalance of the OECD countries also remained appreciably larger than
during the pre-1g73 period, even though the surplus of the majotr oil-exporting
countries fell to below $10 billion, compared with about $65 billion in 1974.

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

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

Consumption Gross fixed investment
Real . i
Yea gross | Final . private
Countries frivkd nationel demande| private | public | non- | roqi. | Exports | Imports
roduct resi-
quarter) | P . donal | dential
annual percentage rates of change in year to fourth quarter

United States .| 19758 2.4 3.4 5.1 1.9 | — 9.9 6.6 7.6 | = 1.2 - T
1976 4.8 4.1 5.7 0.8 a8 23.6 | —13.0 4.6 18.9
1977 55 4.9 4.8 5.5 8.1 15.3 265 |— 1.3 10.3
1878 4.3 4.4 4.1 0.4 B85 | — 0.2 9.6 16.4 9.4
dapan. . . . . 1975 3.4 e 4.4 58 |~ 4.2 7.9 01 |— D9 |= BE
1976 5.0_ 4.2 4.1 2.2 29 |— 3.0 |— 3.4 21.7 14.7
1977 5.7 6.3 3.7 5.1 1.5 5.8 22.3 55 |— 33
1978 5.8 5.6 6.5 5.2 11.9 8.0 218 |— 25 20.6
Germany . . .| 1975 1.6 2. 4.1 5.1 .2 | —a27 |—285 [— 1.0 6.4
1976 4.1 2.5 3.0 0.0 5.5 8.3 |— 3.9 11.0 13.1
1977 2.8 3.5 3.2 2.3 4.8 1.7 1.4 3.1 1.6
1978 ar 3.2 3.5 2.8 10.3 3.4 &8.7 5.4 10.0
France . . . .| 1978 2.2 3.8 | 7.3 1.1 2.3 — 0.7 G.4
1976 4.9 1.8 2.6 2.7 4.7 10.1 15.7
1977 2.7 -] 2.3 0.2 - 1.8 . &.4 3.7
1978 4.4 2.4 4.1 1.2 1.4 8.0 10.3
United 1975 — 0.6 1.0 |- 31 50 |— 49 |— 0.2 |= 31 1.8 |— 7.2
Kingdom . .| 1978 4.5 2.0 . 2.8 0.3 20 |— 63 |—13.4 9.3 8.0
1977 2.3 21 |— 0.6 0.0 7.4 1.6 | —16.7 29 |— 443
1978 1.5 2.4 5.4 1.7 3.5 0.2 |—12.6 3.9 8.0
ltaly., . . . .. 1975 0.8 . 2.3 —-11.4 10.3 5.9
1976 6.3 . 4.3 . 1.4 12.3 5.7
1977 - 1.4 . —2.6 — 51 &t [= 3.6
1978 5.6 . 5.7 5.2 . 7.7 4.8
Canada. . . .| 1978 2.8 7.2 8.8 2.8 7.8 18,0 |— 1.3 |— 3.4 | — II.B
1976 4.8 3.2 5.8 .2 |— 1.2 26 |=- 7.7 8.0 7.0
1977 3.5 3.8 1.2 28 |— 03 |— 6.2 8.3 8.1 |— 058
1978 3.1 1.7 2.9 1.5 57 |— 37 0.4 10.5 11.9

* Equals change in real gross naticnal product minus net investment in inventories,



Developments in total demand.

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

Other industrial countries:

Changes in real gross national product and its components.

Consumption Gross fixed investment
Real -
te
gross Final priva E
national | demand’ non- xports | Imports
Countri.es Years product private | public resi- d(eenﬂii-a | public
dentlal
annual changes, in percentages
Austrla . . . [ 1975 |— 1.5 1.6 3.0 3.7 | = 5.0%| — 4.8° A |=37 = 38
1976 6z | 1.8 4.5 3.7 a.7% -2.0% 4 12.2 20.7
1977 a7 4.2 6.2 1.9 11.32 2.5 * 6.1 9.5
1978 1.4 21 |— 1.8 21 |— 7.0 2.6 * 6.4 | — 1.3
Belgium 1975 | — 2.0 1.0 0.3 52 |= 05 | = a1 t |=88 |~ 9.9
1976 5.8 4.9 6.0 5.0 |=— 2.4 16.1 * 8.4 9.2
1977 1.2 1.3 2.4 34 |— 13 0.6 * 3.5 4.4
1978 2.2 2.5 1.6 8.5 3.9 |— 5.0 4 3.5 2.1
Denmark . . .| 1978 [— 1.2 3.7 £3 |—124 |—168 [— 19 |— 24 [— 4.2
1976 6.3 5.5 6.1 13.9 25.4 2.8 3.4 16.8
1977 1.9 0.4 3.1 1.0 |[—100 |— 1.8 46 |— 1.2
1978 1.0 — 0.8 X 1.0 |— 2.0 3.5 38 1.7
Finland . . . .| 1975 0.9 1.0 a7 6.4 12.1 |— 3.6 55 | —14.0 0.4
1976 0.3 2.7 0.5 4,7 | =10.7 |—11.8 [— 2.0 13.7 |- 3.3
1977 0.4 25 |— 2.2 4.7 |— 8.7 4.2 |— 22 2.9 | — 6.0
1978 2.3 2.9 0.0 50 |— 8.0 |— 0.3 1.5 84 |— 3.0
Netherlands 1878 | — 0.9 2.0 3.4 38 |— 78 |— 7.5 7.7 |— 3.0 | — 441
1976 4.5 2,8 38 4.0 147 | 25 |— 1.9 10.6 10.9
1977 2.4 2.3 4.3 3.6 [— 3.1 158 |— 7.6 | = 2.1 3.6
1978 2.3 4.2 4.5 1.3 6.2 3.0 |— 2.0 2.8 5.8
Morway . . . .| 1975 5.5 8.8 2.0 8.2 14.2 7.8 10,0 a.0 5.4
1978 6.8 €.9 6.4 6.5 13.1 2.5 3.8 1.3 12.3
1977 3.6 5.2 4.7 9.8 1.0 4.6 5.9 3.8 2.8
1978 a5 4.8 |— 28 a7 |=21.3 0.3 8.1 8.8 |—12.5
Spain . . . . . 1975 0.7 1.4 1.8 6.0 |~ 2.9%— 2.0° b l—1301— 28
1976 2.0 2.6 2.8 5.5 1.7¢| — 3.9° s 9.4 5.7
1977 2.6 2.4 0.2 4.5 |— 2.2%— 1.0? 4 104 |— 8.3
1978 2.9 2.6 0.7 7.4 | — 9.3%| — 2.8 * 13.4 | — 5.8
Sweden 1975 0.7 |— 0.7 3.0 4.9 |— 1.7 [— 0.1 1.0 |—115 |— 1.8
1976 1.2 21 4.1 4.2 1.4 |— 88 |- 03 4.7 7.4
1977 | — 2.8 0.9 |— 08 23 |— 49 {— 28 |— 0.2 0.6 {— 3.3
1978 2.5 2.0 |— 1.1 3.2 |—15.9 18.6 5.4 7.0 | — 6.0
Switzerland . .| 197% |— 7.7 |— 3.2 |— 2.8 0.7 | —17.72| —=11.1? * |- 68 |—14.3
976 |— 1.2 |— 1.2 0.5 4.0 | —14.62| — 8.6 4 10.1 11.2
1977 2.7 3.0 2.8 |— 0.1 4.1 0.2% 4 0.4 8.5
1978 1.2 1.1 1.8 2.2 8.0% 1.0° A 5.4 0.6

! Equals change in reat gross national product minus net investmenl in inventories.

* Total construction.

4 Included in private investment.

* Machinery and equipment.




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

Consumer expenditure. The volume of consumer spending in the industrial
countries probably rose on average by about 3% per cent. last year, much the same
as in 1977. In the major countries alone, the figure was slightly higher. The tables
on page 14 roughly demonstrate the main influences affecting the movement
of real spending in the seven largest industrial countties over the past two ‘years.
In four of the countries shown there was some deceleration-in earnings growth per
employee last yeat, especially in Italy and Canada, while in the United States and
France eatnings growth was steady, but in the United Kingdom there was some
acceleration. However, in all cases there was further growth in numbers employed,
particularly in Notth Ametica, so that the rise in nominal pre-tax income was still
relatively strong. Indeed, because of the large employment gain, nominal income
growth accelerated slightly in the United States, as it did too in the United Kingdom.
The real spending power of these income changes is affected by both price
movements and net tax changes. In most countries, consumer price increases
were somewhat lower last yeat, reflecting in part favourable movements in import
prices (column 4). This is the terms-of-trade effect already referred to. The effect was
magnified for some countties by currency appreciation, especially in Japan, Germany .
and Switzetland, while for the United States and Canada exchange rate depreciation
worked in the other direction, In fact import price rises accelerated last year in Canada,
and for both countries the rise in consumer prices was greater than in 1977. Thus
the changes in real income before tax (see lower table), which on the whole were
quite large, had different causes in different countries. For the United States the rise
was nearly as big as in 1977 — there was no favourable terms-of-trade effect, but
nominal income growth was large, in patticular because of the growth of employment.
In Canada a fairly pronounced decline in earnings increases, together with a faster .
tise in import prices, reduced the real pre-tax income gain. In Japan and the United
Kingdom there wetre sharp accelerations in such gains, due latgely in the former case
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Earnings and prices.
Annual changes in
Average Civilian Import Consumer
earnings employment (1 x(2) prices prices
Countries (1 2 (3) (4) (5
1977 1978 1977 1978 1977 | 1978 1977 19768 1977 1978
in percentages
United States ., . 8.6 8.6 3.5 4.2 12.4 13.2 8.2 a.7 8.5 T.7
Japan. . ., .. 9.5 &9 1.3 1.2 10.9 8.2 —2.9 —17.9 8.1 3.8
Germany . . . . 7.5 51 -0.2 0.2 7.3 5.3 1.4 — 4.0 3.8 258
France . . . . . 12.7 13.1 0.8 0.6 13.6 13.8 1.7 0.8 9.5 9.3
United Kingdom . 10.3 14.5 0.4 . 10.7 . 14,6 16.3 4.3 15.9 8.3
Canada. . ... 10.8 7.2 1.9 3.3 12.8 10.7 11.7 12.6 8.0 9.0
Italy ' [ 27.9 16.2 1.0 0.4 29.2 16.7 16.0 52 18.1 12,56

to terms-of-trade movements and in the latter to these as well as to an acceleration
of earnings and a stable exchange rate. In Germany the terms-of-trade gain to
consumers was accompanied by slower wage inflation, while in Italy the remarkable
success in slowing down nominal wage increases had a marked effect on real income.

Changes in net social benefits and direct taxes generally contributed positively
to the growth of real disposable income last year, except in the United States and,
to a lesser extent, Japan. It should be borne in mind, of course, that this is only one
part of fiscal policy, which is discussed in more detail below. Other items of public
expenditure are omitted, as are indifrect tax changes and other revenue changes.
Nevertheless, it is via the measure given in column 2 that fiscal policy most affects
‘consumers directly. Interestingly there was little or no effect from this soutce in
Japan, fiscal stimulus coming largely through public expenditure increases instead.

Disposable incomse and consumer spending.

In ;gﬂﬁ%é;ne t{:'r_laslflf:: tir? f|'uit in Q?EEE':"E*?:}’B“' c?lf;:?eﬁ‘n In gg::;?:‘ler
irect taxes income savings ratio spending
Countries () (2) (3 4 (5}
1977 l 1978 1977 1978 1977 1878 1977 1978 1977 1978
annual percentage changes
United States . . 5.5 5.1 —1.1 —0.9 4.2 4.3 0.6 —0.2 4.7 4.0
dapan. . . . . . 2.8 4.2 a0 —0.3 2.8 3.5 1.2 0.8 4.2 4.9
Germany . . ., . 5.3 26 | —03 0.6 1.8 3.8 1.0 0.0 3.1 a.e
France . . . . . 3.7 4.1 | —o.1 1.2 3.8 4.9 —0.9 —6.9 2.4 4.0
United Kingdom ., | —8.5 5.8 0.6 1.8 —1.8 6.4 0.8 —0.7 —0.9 55
Canada . . . . . 4.5 1.6 1.0 1.5 2.7 2.8 0.1 —0.2 2.8 39
Haly . ... .. 9.4 3.7 —1.2 0.3 1.7 4.0 —2.1 -0.9 1.5 2.6

* As a percentage of disposable Income.

Note: The individual columns do not Include all the factors influencing changes in consumer spending: in parti-
cular changes In net property income and income from self-employment are omitted.



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

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

Ratios of personal savings to disposable income.*

1974 1975 1976 1977 1878
Countries
in percentages

United States. . . . . . . .. 7.3 7.7 5.7 5.1 53
Canada . .. ... ..... 9.9 10.8 10.8 10.7 10.9
dapan . . .. ... ..., 23.7 22.5 22.4 21.2 20.4
France . . . . . . . .. ... 17.4 18.6 16.4 17.3 18.2
Germany ., . . .. .. ... 16.1 16.4 14.7 13.7 13.7
Maly . . ... ... ..., .. 21.3 25.4 23.7 25,8 26.7
United Kingdom . . . ., , . ©14.3 15.0 14.5 13.7 14.4

* Bazed on national sources and BIS estimates.

Private invesiment. In the industrial countries as a group private non-residential
fixed investment showed only a moderate further increase last year as most countries
continued to experience low rates of profit compared with historical averages, as well
as relatlvely low rates of capacity utilisation. Thete were, however, apprccmble
increases in the United States, Germany and Japan.
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The exchange rate changes during 1978 gave rise to fears about profitability
in the countries with appreciating exchange rates. At the height of the exchange
rate turbulence it seemed that export profitability might be setiously reduced. In
turn this might have led to cutbacks in investment spending and hence to some
cancelling-out of the fiscal attempts to stimulate domestic demand after the Bonn
summit. This fear was particulatly acute in Switzerland and Japan,

Broadly speaking, an appreciation of the exchange rate greater than the
inflation differential between the country concerned and the rest of the world will
tend to put pressure on profit matgins in export 2nd import-competing industries,
This will be offset to some extent by a reduction in the prices of imported materials
and’ components, and for the non-traded goods sector the fall in import costs will
increase profit margins to the extent that it is not passed through to final prices.
(As has been noted above, it seems that in some countries final buyers did in fact
benefit to some degree last year from both currency appreciation and relatively
favourable commodity prices.) Thus it is not a priori clear what will happen to
profit margins over the economy as 2 whole when the real exchange rate changes.
Unfortunately, data in this area are rather inadequate, but, judging from the
movements in costs and prices in manufacturing, it seems that profit margins were
not greatly affected last year in the appreciating countries, while they rose in
Canada and the United States — the two major countries whose cutrencies depreciated.
In Japan there has been remarkable success in holding down unit labour costs,
which last year were only 1 per cent. higher than in 1975, and in Germany profit
margins probably rose. In Switzerland, however, there may have been some decline.

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

Fiscal policy.

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



General-government financial balances' and unemployment.

Annual changes Annual averages
Countries ltems | 1974 | 1975 | 1976 | 1977 | 1978 | 1974 | 1078
in percentages
Unlted States . .| Unemployment 0.7 29 | —08 | =07 | —1.0 5.6 50
Financial surplus —0.7 —4.0 2.2 1.0 0.9 -0,2 | — 0.1
Japan . ..., Unemployment? 0.6 0.5 0.0 a1 0.0 1.2 0.5
Financial surplus —-1.0 1.1 -0 | —t.t —1.3 —3.8 - 6.1
Germany . . . ., Unemployment 1.3 2.0 0.0 -0.1 -0.2 2.6 4.4
Financial surplus —2.5 —4.4 2.1 1.0 —0.1 —-1.3 — 27
France . . . .. Unemployment 0.2 1.8 0.4 0.6 C 0.4 2.3 5.3
Financial surplus -0.3 -2.8 1.8 —0.9 —0.8 0.6 | =— 2.1
United Kingdom . Unemployment —0.2 1.4 1.5 0.4 0.0 2.4 5.7
Financlal surplus —1.4 —0.8 —0.2 1.8 —1.0 —2.6 — 4.0
taly . .. ... Unemployment -0.6 0.4 0.3 0.8 0.4 4.9 7.0
Financial surplus 0.5 -5.8 2.6 1.0 —2.5 -5.9 -10.6
Canada . . . . . Unemployment —0.2 . 1.6 0.2 0.9 0.3 B.4 B.4 -
Financial surplus 0.9 —4.3 0.6 08 —0.9 1.9 — 3.5
Belgium, . . . . Unemployment 0.4 2.7 1.8 1.4 0.8 4.0 10.5
Financial surplus —1.5 —1.8 —0.8 —0.4 —0.2 -4,0 | = 7.2
Metherlands . . . Unemployment 0.8 1.6 0.3 -0.2 —0.1 3.6 5.2
Financial surpius —1.2 —a.1 0.4 Q.7 —0.2 —0.1 — 2.3
Swaden., . . . . Unemployment —0.5 —0.4 0.0 0.2 0.4 2.0 2.2
Financial surplus —2.3 0.7 .8 —3.4 —-1.7 1.9 - 1.6
Denmark . . . . Unemploymani 1.4 2.6 0.1 1.1 o.a 2.0 6.6
. Financial surplus —1.4 —6.8 1.9 0.0 0.2 4.5 - 0.2
Norway . . . . . Unemployment —0.2 0.6 0.0 | —0.2 0.2 0.6 1.9
Financial surplus —1.1 —1.8 —1.9 —1.8 -0.4 4,7 - 1.3

¥ Excludes public corporations. The financial surplus or deficit {(—}is the differance, in the national accounts sense,
between generat-government saving and its own investment, i.e. its net lending to other sectorg. The figures are
prasented as percentages of GNP. 2 For Japan the prezsure-of-demand indicator used is the ratio of labour
demand to labour supply, with the sign of the changes reverséd,

a propottion of gross national product. In the United States it was further reduced
towatds zero. However, as is well known, it is not possible to judge changes in the
thrust of fiscal policy solely from movements in budget deficits. The budget balance
both affects the economy and is affected by the economy. Thus, it may be that a
widening of the budget deficit merely reflects weak developments in the private and
external sectors; similatly, a narrowing of the deficit may just reflect autonomous
strength elsewhere. With this in mind, the table also shows changes in the main
indicator of demand pressure — in all cases except Japan, changes in the unemployment
rate, To the extent that the two figures for each countty move in opposite directions
(unemployment falling and the budget gap being reduced or vice versa) it is not
possible to say, from these data alone, whether fiscal policy is exerting an independent
(ot discretionary) effect on the economy ot whether it is merely reflecting autonomous
developments within it.

To measure fiscal stimulus more precisely one would need for each country
an econometric model sufficiently detailed to allow calculation of the budget balance
on a constant pressure-of-demand basis. This is done, for example, for the United
States in the “high-employment” budget balance, which seems to indicate that,

" although most of the decline in the budget deficit there since 1975 has been an
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automatic response to the recovery, there was also a significant discretionary
tightening of fiscal policy in 1976 and again last year.

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

Relative pressures of domestic demand and external adjustment.

One of the more important features of the world economic scene since 1975
has been the growing extent of cyclical divergence between the industrial countries,
On the one hand, demand and output in the United States have recovered substantially
and continuously while, on the other, some countries have lagged far behind. -
'The notable examples in the latter class are Japan, Switzerland and Italy, and, on
an appreciably smaller scale, Germany. Perhaps not sutprisingly, these divergemt
developments have been accompanied by an increasing degree of external imbalance
among the industrial countries themselves, even though the imbalance between
oil-exporting and oil-importing countries as 2 whole had diminished to modest
propottions by 1978.

The obvious questions which arise ate: to what extent have divergent movements
in domestic demand been at the root of these developments, and what réle have
- exchange rates played? Why, under 2 floating rate régime, did exchange rates not
move to produce more current-account equilibrium? Or, given that exchange rate
changes affect real exports and imports with a lag and that for a time capital move-
ments may in some cases work in a disequilibrating direction, is it too much to expect
the effects of exchange rate changes fully to offset short-term cyclical influences on
cutrent accounts? And does this increase the risk that at some stage — perhaps as
in the autumn of last year — exchange rates may “overshoot” the levels needed to
testore equilibriom (however defined), and even have perverse feedback effects on
. domestic demand developments? Finally, to the extent that we have moved into
a wotld in which, by earlier standards, countries tend to pursue policies which may
result in a greater average dispersion of demand pressures (e.g. with the strong
anti-inflation countries maintaining a higher margin of slack than previously over
the cycle as a whole), does this not make it difficult, if not impossible, to think in
terms of “equilibrium™ rates? In other words, what does it mean to speak of “over-
shooting” if some of the demand pressure divergence turns out to be more secular
than cyclical ?



Cleatly, it is not possible to answer these questions at all precisely, but the
following graphs do offer some clues. Broadly speaking, they provide a measure of
the relative movement of real domestic demand in the main industrial countries and
set this against the real net foreign balance — that is, net exports of goods and
services at constant prices. In addition, for those countties in which there have
been major changes, an index of the real effective exchange rate is given — that is,
an indication of relative price movements cotrected for exchange rate changes,

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

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

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

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

As far as changes in price competitiveness — or real effective exchange rates —
are concerned, the graphs show that there was little major movement anyway before
1978, so that for most of the period shown it is perhaps not too surprising that
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relative demand pressures dominated the real foreign balances. However, relative
price changes affect real exports and imports only with a lag — often a long one,
The United States, of course, experienced a considerable devaluation in the two
years prior to 1973, the first year shown, so that the improvement in its real external
position in 1974 and 1975 no doubt owed something to delayed effects from this
source, as well as to a somewhat deeper recession than the average. Relative price
competitiveness also improved in Japan in 1974 and 1975, an improvement which
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Relative demand pressures and real forelgn balances {contd.).
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compounded the effects of the movement in relative demand pressures. Part of the
explanation is probably the perception that the oil pricefterms-of-trade shock was
particulatly severe for Japan. The Japanese real external position was also affected
last year by administrative measures — in particular the programme of “emergency
imports” which came into effect towards the end of the year. For the United
Kingdom, too, the further worsening of relative ptice competitiveness last year also
seems anomalous, both in the light of the consumer boom which pushed up demand
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very shatply and the (no doubt connected) worsening of the real net export balance,
The further build-up of North Sea oil production is at least a partial explanation
of this apparent anomaly; and appreciation did help to reduce inflation, though not
to avoid labour-market difficulties during the winter, which had an opposite effect.

It is probably not too much to draw from the evidence in the graphs the
conclusion that, whatever other factors can theoretically affect the volumes of real
exports and impotrts, it is changes in relative demand pressutes (by comparison with
previous trends) that have in the event been dominant ovet the last six years. And
- this has been so despite the move to a régime of floating exchange rates.

It is no doubt also true that, whatever the telative roles played by net public
and private-sector demands, the end result, so far as total demand was concerned,
reflected in large measure the different approaches of the respective authorities to
the problems of inflation and unemployment. Thus the US Administration deliberately
chose expansion in order quickly to reduce unemployment and, as a side-effect, it
no doubt helped other countties towards the same end. The direct effect of the US
expansion, of course, worked through import demand, but it was also hoped: that,
by helping to remove balance-of-payments constraints, it would enable other countries
to add to demand by expansive policies of their own. The first route was obviously
effective, as the graphs demonstrate, but the second one was not. Instead of inducing
the same degree of expansion, the US lead tended to be reflected in a greater degree
of external imbalance between the industrial countries themselves, just as the overall
imbalance with OPEC was diminishing. And this in tutn merely reflected the fact
that other countrics had different views about how to reduce unemployment on
an enduring basis. In particular, Germany and Switzetland saw the elimination of
inflation as a prerequisite for establishing sound growth. Japan, too, had the same
view to some extent, though the shatp slowdown thete also reflected the desite to
reduce industrial growth and its more harmful side-eflects, as well as to have a strong
external position to alleviate somewhat its extreme dependence on other countries
for vital raw-material supplies.

Simplifying drastically, one might say that, faced with the inflationary recession,
produced in part by the oil crisis, the United States and variows other countries
sought to return by means of conventional expansionary policies to higher levels
of employment. Others, especially in Europe, chose the more cautious course of
first restoring a satisfactory semblance of price stability. Obviously, this is a
case not only of differing weights of emphasis being placed on the two policy
objectives — both of them desirable in themselves — but of differing analytical
points of view as well. But what the evidence presented here demonstrates quite
clearly is that, with the current degree of interdependence in the world economy,
the pursuit of divergent demand-management policies creates considerable external
imbalance. And for the time being, at least, it remains to be resolved how these
imbalances are to be corrected — whether by exchange rates or by more convergent
demand-management policies.

It may be that exchange rates did not change much early in the US expansion
(and the simultaneous move into large current deficit) simply because the con-
junctural divergence was viewed as cyclical, shott-term and reversible. However,
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by the autumn of last year, there were signs that the dispersion of inflation rates was
also about to increase again (as discussed more fully in the next chapter). Thus,
although Germany was by that time beginning to move above the average so far
as domestic demand was concetned {see the graph on page 21), the continued
divergences elsewhere, as well as inflation fears, were sufficient (together with other
factors discussed in Chapter III) to trigger a large change in real effective exchange
rates. ' :

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

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

The demand-management dilemma,

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



expected — a rapid inctease in nominal demand in the United States, with unemploy-
ment falling and inflation speeding up, and rather the opposite tendencies elsewhere,
The extent to which these policy stances contributed to divergent price developments
is discussed in the next chapter. However, it is worth remarking here that one
Important route was via exchange rate changes and not just via differential demand
pressures. Thus, even in those countties in which the margin of slack remained
large and exchange appreciation helped to lower inflation, the domestic component
of inflation remained in some cases stubbornly and distutbingly high. And during
the winter, even in those countries which (via exchange appreciation) had experienced
patticulatly favourable changes in import costs, the external element of cost inflation
was again threatening anti-inflation efforts as commodity, and especially oil, prices
began to move up again quite sharply. In these citcumstances governments are
likely to be particularly sensitive to the risk of adding any element of demand
inflation on top of cost increases already known — especially as. in most cases
budget deficits remain very high and may even be increasing.

At first sight, the figures shown in the table below for one measure of the
budget gap — general-government net lending — seem contradictory. For the
countries which followed anti-inflationary “caution” are seen to have continuing
latge, and even increasing, public deficits, as have many other countries, while on
the other hand the US general-government deficit has been substantially reduced.
What is more, as the full effects of last yeat’s measures are felt, the deficits may
increase again this year in Germany and Japan, and possibly elsewhere.

‘The key to the apparent puzzle is, of course, the behaviour of the other sectors
of the economy — which for this putpose is best summed up by their equivalent
financial balances, that is, their net spending (botrowing) or net financial savings
behaviout (see page 25). For each country the balances of the four sectors shown
must sum to zero, questions of statistical discrepancies and incomplete coverage
aside; for every borrower there must be a lender. '

General-government financial balances, 1966-78,

Countries 1966-59 | 1870=-73 1974 19758 1976 1877 1978 .
in percentages of gross national productfgross domestic product
United States, . . . . . - 0.3 - 0.5 — 0.2 — 4.2 — 2.0 - 1.0 — a1
dapan . . ... ..., - a.7 - 2.1 — 3.8 - 2.7 — 3.7 - 4.8 — 6.1
Germany . . . ... .. - 03 02 | —13 | =87 [ —36 | —28 | =27
France . . . . . Cee 0.0 0.8 06 | —22 | —04 | —13 | — 24
United Kingdom - . . . . a.% — Q.2 — 4.0 — a8 — 5.0 — 3.2 — 4.2
aly . ......... — 3.0 - 5.5 - 5.8 -=11.7 — 9.1 - 8.1 —10.6
Canada. . . ... ... . 1.0 0.5 BB - - 2.4 — 1.8 — 2.6 - 3.5
Belgium . . ., .. ... - 1.5 — 2.2 — 4.0 - 5.8 - 6.6 - 7.0 - 7.2
Netherlands . . . . . . — 0.9 0.0 — Q. — az — 2.8 - 241 - 2.3
Sweden . ., ., . ... a.¢ 4.6 1.9 2.6 a.s 0.1 — 1.6
Denmark . . ., . . ... 1.3 a9 4.5 — 23 | —o04 - 0.4 — 0.2
Norway. . . . . .. . 3.5 31 . 4.7 2.8 0.9 — 0.9 - 1.3

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

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

Sectoral financial balances.

1973 1974 1975 1976 1977 1978
Countries Sectors
as a percentape of gross national product
Unlted States . . . .| Public — 0.4 — 1.1 — B.2 — 3.0 - 2.0 - 1.2
Households 4.0 4.2 5.0 3.1 2.0 1.9
Corporations — 4.4 — 4.3 — &.5 - o7 — 1.8 - 2.5
Rest of world 0,0 0.2 - 0.8 0.1 1.1 1.2
dapan . ... ... Public - 2.9 — 87 — 7.3 —_ 7.4 — 7.2 — 8.8
Households 8.8 10.3 10.5 11.4 10.4 10.9
Corporatlons | — 7.6 — 8.5 — 4.1 - 3.9 — 2.6 — 1.0
Restofworld | . 0.0 1.0 0.4 — 0.6 — 1.5 - 1.7
Germany . . . . . . Public 1,2 — 1.4 — 5.8 — 3.8 — 2.8 - 2.7
Houssholds 2.4 8.0 7.1 5.3 4.2 3.2
Corporations — 3.8 — 2.9 — 1.1 -— 1.6 - 1.7 — 1.7
Rest of world - 1.2 — 2.6 — 1.0 - 0.8 - 0.7 — 1.2
Unlted Kingdom. , .| Public — 4.2 N — B.B — 7.6 — 4.6 - 5.2
Households 4.4 7.2 7.8 1.3 6.5 6.9
Corporations | — 2.8 _ 7.1 — 1.8 — 1.8 — 2.4 — 25
Rest of world 1.7 5.0 2.0 1.0 - 0.2 - 0.2
France . . . . . .. Public .9 0.6 - 2.2 — 0.4 - 1.2 - 23
Households 3.5 3.7 6.7 3.5 4.6 6.7
Corporations - B — §.9 — 3.8 — £ — 4.8 - 4.1
Rest of world 0.2 2.4 0.2 2.0 1.2 0.9
Raly . . ... ... Public —102 | —96 | —124 | =52 | ~@e | 108
Households 15.8 13.2 16.1 13.8 15.3 17.9
Corporations - 7.4 — 9.5 -T2 — 6.9 — B — 41
Rest of world 1.8 5.1 0.3 1.5 - 1.1 - 2.4
Canada., . . . ... Public 1.0 1.6 — 3.0 — 21 - 2.7 — 3.6
Households 4.8 5.3 5.6 4.6 5.3 . 586
Corporations .| — 5.4 — 7. - 5.5 — 5.2 — 4.5 — 47
Res_tofworld - 0.8 1.0 2.9 2.0 2.0 2.3




— 26 —

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

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

The decline in productivity growth,

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

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

Elsewhere thete is no doubt still a cyclical component in the productivity
shortfall. In some countties this effect is being deliberately teinforced by job
subsidisation schemes, e.g. in France and the United Kingdom, though in the latter
case this is being somewhat offset in productivity tetms by the build-up of Notth
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Sea oil production. In Japan, too, a deliberate attempt is being made to devote
an increasing propottion of resources to social infrastructure spending and
environmental protection. And in many countries the shift of labour from the
land to highetr-ptoductivity employment is slowing down, or has- already come to
an end. This is probably not the case, however, so far as the shift towards
employment in services (which — conventionally — show low rates of productivity
growth) is concerned, though it is not clear that thc speed of this movement has
actually quickened since rg73.

Nevertheless, the US expetience may also hold clues to some othet factors
which may be at work more generally. For example, the US productivity shortfall
seems to be heavily concentrated- in the mining and construction industries and
in the public utilities rather than in manufactuting, It is in such industries that
one might well expect to see the sharpest effects from increasing government
regulation in the fields of safety control and environmental protection, as well as
any consequences of higher energy prices. Such factors might also reasonably be
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The real growth of non-residential fixed investment.”
Annual and quarterly indices: 1970 = 100 (seml-logarithmic gcale).
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expected only to lower the level of measured productivity once and for all rather
than the trend rate of increase.

Low rates of industrial investment growth by compatison with previous
experience have also been a feature of the past five years or more in most countries
(see graph on page 28), especially when one bears in mind the increasing proportion
devoted to pollution control, etc, However, as already noted, the US experience
rather curiously suggests that this slowdown has not affected the “employment
potential” of that economy. If anything, investment must have been “labout-using”
rather than “labour-saving”, But with labour costs relatively high as a proportion
of value added, one might have expected quite the reverse — a greater. degree of
economising in labour and 2 corresponding fall in employment possibilities, especially
as the volume of investment itself was relatively low. For the United States at least
the recent behaviour of investment, coupled with high labour costs, is something
of an enigma in itself, and does not appear to offer any help in explaining the low
productivity growth of tecent years.

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

Developments early in 1979.

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

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

Volume of retail sales.

1978 | tatast
Countries T vene | st | a2 | aiter | ot [amsnin,
indices, 1975 = 100

United States. . . . . . . . 105.0 110.1 114.‘] 111.3 113.3 114.5 117.3 115.57.
Canada . . . .. ... .. 103.8 103.3 108.9 105.0 105.6 1071 105.9 109.6*
Germany . . . . . . .. .| 1028 106.8 110.3 109.9 | 100.9 1111 109.9 113.2%
dJapan ... ... ... . © §6.9 98.1 103.8 99.3 | 103.8 | 107.8 | 10869 | 106.9*
France . . . . . .. .. .. 102.7 102.8 104.8 103.9 104.8 105.8 104.5 110.8°
United Klngdom . . . . . . ag.8 7.1 102.3 89.7 101.1 103.8 104.7 103.7*
Maly . . ... ... .... 103.9 105.0 108.1 98.9 105.5 100.5 120.2
Netherlands . . . . .. .. t102.0 1.05.4 107.9 110.0 107.8 108.6 107.7 108.1*
Belglum . . ... ..... 103 107 109 109 108 110 11 .
Sweden . . .., ...... 103.4 101.8 20.7 | 990 98.4 8.5 . 99.0 100.0°
Denmark. . . ... ..., 105 105 104 102 102 105 106 1042
Switzerland . . . . .. ... 980 | 1003 | o966 | ss2 | o8s | 047 | e57 | o7

1 Seasonally adlusted except for Haly. 2*March. 2 February. * January.

Activity in the United States, however, has remained at a high level —
especially if it is botne in mind that the figures for production carly in the year
were affected by the weather, and that the fourth quarter had already registered a
growth rate of 6.9 per cent. per annum in total output. Household expenditures on
both consumption and real estate have continued to be very strong as inflation
has accelerated. And on top of this the devaluation of the dollar will have set in
motion expansionary adjustments in expott and import volumes.

In sum, it is probably true to say that on average an appreciable recovery in
domestic demand has begun in Europe, but the signs are less sttong in Japan and
-Switzetland, However, these developments have taken place against the background
of a US economy which was unexpectedly buoyant. One policy question is whether
a slowdown in the US economy might risk killing off the nascent recovery else-
where. Historically, at least, de-synchronised cyclical movements have not been
uncommon. But, at the same time, even before any appreciable inroad has been
made into unemployment levels outside the United States, inflation appears to be
worsening again, thus underlining the fact that the basic problem facing demand-
management policy is still with us,



Conclusion.

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

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

Much more important as an influence on actual fiscal policy, however, will
be the acceleration in inflation which has already been observed. With unemployment
still 2 problem almost everywhere, it is this upturn in inflation, together with the
emergence of another incipient OPEC surplus, which is currently heightening the
demand-management dilemma. It is not necessarily that governments are shifting the
subjective weights: which they attach to the two “bads” of unemployment and
inflation, it is merely that the renewed increase in the latter almost inevitably swings
the thrust of policy towards a greater emphasis on inflation control. It is partly
for this reason that the following chapter examines inflationary developments in
considerable detail.



III. INFLATION AND UNEMPLOYMENT.

A major development over the past two years has been the strongly divergent
movement of inflation rates in the United States, on the one hand, and most western
European countries and Japan on the other. In 1978 this movement accelerated,
to some extent because of domestic demand and supply factors but largely because of
the further sharp, partly unanticipated, depreciation of the US dollar in the exchange
matkets. The decline of the dollar, together with the cortesponding appreciation
of vartous other currencies, had domestic price effects which accentuated the
growing divergences in relative price petformance. And this process naturally helped
to steepen the dollar’s downward slide, The main dynamic force appears to have
been the increasing relative strength of US demand conditions, which contributed
domestically to a resurgence of inflation and a heightening of inflationaty expectations.

By eatly 1979 there was a growing tendency for relative inflation rates to become -
more convergent — though in the disquieting sense that outside the United States
inflation seemed to be speeding up again and threatening to spread among countries.
There were three broad reasons for this new tendency. One was simply that, with
gteater exchange rate stability from late 1978, countries whose currencies had
carlier been appreciating began to lose the benefits associated with lower import
prices. Secondly, the continuing, though still moderate, recovery of demand outside
the United States, combined with persistently buoyant US demand conditions, had
begun to dtive up international commodity prices quite rapidly. Finally, the disturbed
international oil supply situation, together with new OPEC pricing: decisions,
imparted significant additional inflationary impulses. All three of these developments
wete conducive to a strengthening of externally generated inflationary influences.
The question of how countries will react to this new threat is still open.

Changing patterns of consumer price inflation.

Since the beginning of 1977 consumer price inflation in the major industrial
countries has developed along remarkably different lines, mainly reflecting differences
in policy objectives. Largely contrary to expectations, the inflation rate in the United
States, after slowing down more or less in line with other countries in 1975 and
1976, accelerated sharply again in the first half of 1977, duting most of 1978 and in
early 1979. Elsewhere, the rate of price increase continued to decline on a scale that
was equally unantictpated, though by the turn of the year the slowdown had flattened
out in some countries and had been reversed in others, where prices had begun to rise
at a disturbing pace.

Pethaps the main reason for the divergent trend in 1977 and 1978 lay in the
growing differences in the pressure of domestic demand, as discussed in Chapter 11
Already in the course of 1976 the pressure of domestic demand in the United States
had begun to exceed that in other countries and it continued to strengthen in relative
terms thereafter. Consumer prices, which on a December-to-December basis had
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tisen by only 4.8 per cent. in 1976, went up by 6.8 per cent. in 1977 and 9.0 per cent.
last year. In the three months ending March 1979 they rose at an annual rate of
13 per cent. '

In Canada the inflationary situation also worsened in 1977, with consumer
prices rising by 9.5 per cent., against only 5.8 per cent. in 1976. After some temporary
improvement eatly last year, the rate of price increase picked up speed again,

As the graph shows, consumer price petformance in the United States, which
in the years 1975—76 had been closely in line with that of the low-inflation countries
of western Europe, moved away onto an upward path that took it close to the average
rate of price inctease in the high-infladon countties of Europe by the end of 1978.
Meanwhile Japan, whose inflation rate of over 20 per cent. in 1974 was far above
those recorded elsewhere, managed by eatly 1978 to bring it into line with the
downward course being followed by Burope’s low-inflation countries. And even the
high-inflation countries of Europe cut back their average rate of inflation from 16 to
1o per cent. over the twelve months to the middle of 1978.

The scale of these divetrgent movements was quite remarkable and indeed
surprising. Differences in demand pressures were, as already mentioned, an important



Changes In consumer prices.

Annual averages : Twelve months ending
1969-73 | 1974-78 1875 1976 1977 1978 1979
Countries Dec, Dec, Dec. June | Dec. April
increases, in percentages
United States. . . .. . . 4.9 8.0 7.0 4.8 é.8 7.4 8.0 10.2*
Canada. . . .. .. .. 4.6 9.2 a.5 5.8 8.5 7.2 8.4 9.3
dJapah . . ... L .., 7.5 i11.5 1.7 10.4 4.8 3.5 3.5 2.3
Germany . . . .. .. . 5.3 4.8 5.4 2.9 3.5 2.4 2.4 3.5
France . . . .. . ... 8.1 10.8 0.8 8.9 8.0 2.0 9.7 10.1*
United Kingdom , , ., . 8.0 16.2 24.9 15.1 121 7.4 8.4 101
Maly . ... ...... 3.6 17.0 11.1 21.8 - 14,9 12,2 | 11.9 14,3
Avgtria, . . ...... 5.7 8.9 6.8 7.2 4.2 3.2 3.7 3.5
Belgium . , . . .., . . 5.2 9.2 11.0 7.6 6.3 3.7 3.9 3.9
Denmark . . . . ., ... 6.4 11.0 2.6 13.1 12.2 ] 10.5 7.1 T.1*
Finland. . . . . ..., . &.9 13.9 18.1 12.3 11.9 B - 5.9 1.4%
Nethertands . . . . . o 6.7 7.9 9.1 -3 8.2 3.4 3.9 4.3
Norway. . . . . .. .. 7.9 . 9.5 11.0 8.0 .1 7.4 8.1 4,.9*
Spaln . .. ... ... 8.4 1_8.9 ) 14.1 19.8 26.4 20.7 16.6 15.8*
Sweden .. ... ... 6.8 10.3 8.9 9.6 12.7 8.1 7.4 5.9
Switzerland. . . ., . . . 6.4 4.1 3.4 1.3 1.1 1.1 0.8 2.6
* March.

factor, and also the related differences in labour-market conditions and unemployment
rates, but they hardly offer a sufficient explanation. Moreover, autonomous wage
pressures do not appear to have played 2 major réle in most countries — the United
Kingdom being 2n exception — in changing the course of relative price behaviour.
Instead, as reflected in the graph on page 37, increases in wage rates and earnings
appear to have adapted themselves in the main to changing inflation rates. Special
factors do not scem to have played a substantial réle either, although it is note-
worthy that overall productivity gains were low and that food prices during 1978
tecorded exceptionally large increases of 12 and 13 per cent. in the United States
and Canada respectively. ' '

Apart from relative changes in demand pressures, the main additional cause
~of the differences in price performance was the pronounced movement in exchange
rates, especially in relation to the US dollar, In short, exchange rate changes, largely
through the influence they exert directly on the domestic-currency costs of imports
of food and raw materials, as well as indirectly on the prices of tradable goods, have
tended to magnify divergences in underlying inflationary performance, and to this
extent a stabilisation of exchange rates might well contribute to some convergence
of inflation rates.

Such a convergence, though at a higher average rate of inflation, has begun
to appeat in the behaviour of consumer prices in recent months, As the table shows,
consumer ptices in the early months of 1979 have significantly accelerated in three .
of the four low-inflation countries, Belgium being the exception. Among the high-
inflation European countties, the speeding-up has been even more marked. In
contrast, consumer price inflation in Japan has continued to slow down, perhaps
in lagged response to the earlier sharp appreciation of the yen.
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Sensitive price indicators, domestic and international.

A good deal of the recent concern about renewed inflationary pressures has
been occasioned not so much by the behaviour of consumer prices, which lag behind
other -developments, but by the early warnings alteady given by wholesale prices
and the prices of international commodities and oil, As shown in the accompanying
gtaph, the twelve-month rate of change in wholesale prices tutned upwards around
the middle of 1978, though in some cases ptices remained for a time below their
level of a year earlier. By the tutn of the year, however, the movement in a number
of countries, such as the United Kingdom, France, ITtaly and Belgium, was strongly
positive, and substantial rises were also being recorded in such countries as Germany,
Switzerland and Japan. In the United States wholesale prices had already been
accelerating steadily since the autumn of 1977 and by late 1978 were about 20 per
cent. higher than a year earlier. On a2 more moderate scale, the increase in Canada
followed that in the United States, while in Sweden the acceleration in late 1978
started from an already fairly high level. Wherever possible, these indications refer
" to wholesale prices at the input stage of production, although input prices admittedly
fluctuate more widely than those at the output level.

Turning now to international commodity prices, the “Economist” doilat-
based indicator (excluding oil} has shown a steady uptrend, though with pronounced
- shott-term fluctuations, since the trough of the recession in 1975. In the intervening
petiod the total index has almost doubled and has also risenn by about one-third in
relation to its 1974 peak during the preceding upswing. These increases occurred, it
may be noted, during a petiod in which economic recovery outside the United States
was gencrally hesitant and faltering. Moreovet, depending on market arrangements,
the rising trend of prices in US dollar terms may have been influenced by the decline
in the exchange value of the dollar. Over the petiod as 2 whole, and mote particularly
since late 1976, food prices have recorded the largest increase, but since late 1977
fibre prices have risen steadily and metals prices have recovered sharply from very
depressed, in some cases unprofitable, levels.

Oil prices in ‘US dollar terms have moved a good deal highet since their sharp
inctease in 1973-74. In mid-December the OPEC member countries announced their
decision to raise the price of Arab light crude oil by 14.5 per cent. The increase was
to be introduced in quartetly steps, boosting the price of light crude to $14.55 per
batrel by the fourth quarter of 1979. But in March, in the wake of thie upheaval in
Iran, the OPEC countties decided that the full planned increase should come into
effect as from the second quatter of 1979 and that, in addition, some countries would
be free to charge premium prices higher than the mutually agreed basic price.

This pricing decision was made after Iranian oil production had fallen from a
peak of over 6 million barrels per day to less than one million barrels. The shortfall,
which was only partly compensated by increased Saudi Arabian production, led to
a tightening of supply conditions and to substantial increases in the price of oil on
the open market between December 1978 and March 1979. While some observers
take consolation from the fact that in percentage terms the increase is small compared
with the foutfold rise in 1973-74, it is nonetheless considerable and it implies a
further serious upward ratcheting of international price relationships.
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To put commodity price developments in the perspective of both the earlier
divergence of inflation rates and their current convergence and increase, the
“Economist” dollar-based index has been recalculated in the lower graph to show
the index as viewed from the vantage point of countties other than the United States
in terms of their own currencies. Thus, since late 1977 the total commodity index
expressed in Deutsche Mark has remained very stable, while that in yen has dropped
to a lower level. These differentiated movements, as expressed in terms of actual
import prices, have helped to account for the differences in consumer price behaviour
already observed. '

International commaodity prices fell back somewhat in the late spring and early
summer of 1978, but subsequently bounded upwards, rising by over 20 per cent. in
US dollar terms between mid-1978 and April 1979. As exchange rates had becote
more stable in the meantime, these increases began to feed quickly into domestic

- price structures at the wholesale level. Moreover, while the extent of the increases
varied according to the currency concerned, practicaily all countries witnessed some
increase during the period in question, '

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

This interpretation raises the interesting question of whether, if international
commodity prices are to remain fairly stable, it is still possible to have the majot
industrial countries expanding relatively rapidly at the same time. By way of
qualification it must be said that the reasons for the recent sharp adjustment of
ptices are not yet clear. It has happened before that a sudden upsutge in prices is
followed shortly afterwards by a relapse. Moteover, it is possible that the recent
volatility of exchange rates, particularly of the US dollar, has encouraged widespread

“speculation in commodities, much as in 1973-74 after the flexible rate system became
generalised. Again, some of the price increases, particularly in the metals area, may
largely reflect attempts on the part of producers to restore profit margins to
satisfactoty levels, But with all these qualifications there still seem to be grounds
for concern about the inflationary implications of the tising level of world demand,
a development which has only just become perceptible outside the United States,
Or, to put it another way, thete is reason to suppose that, after a protracted period
of world stagflation, the investment needed to keep international commodities in
elastic supply may have been lacking.

Much now seems to depend on the course of nominal demand in the United
States. In early 1979, despite distortions caused by a severe winter, the economy
still appeared to be operating at high levels of capacity, with bottleneck situations
beginning to emetge in certain sectots, Notwithstanding the authorities’ efforts to
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slow down the economy while at the same time avoiding a recession, it was not
yet clear what turn activity would actually take. On the one hand, with the further
acceleration of inflation and with- fixed business investment still quite strong, the
possibility emetged of rising international commaodity prices spatking off a2 new cycle
of inventory investment, especially as stocks had been kept at very low levels.
On the other hand, the Administration’s decision in April 1979 to proceed with
plans to deregulate the prices of domestic oil, together with its continued effort to
apply fiscal and monetary restraint, might help to bring about the overall demand
restraint that has been needed. In view of the patticular importance of US develop-
ments over the past two years, it seems appropriate to examine in some detail the
evolution of policy attitudes and the difficulties encountered during that petiod.

The resurgence of inflation in the United States.

From an international standpoint, two of the most disturbing events of the
past year were the further acceleration of US inflation and the related prec1p1tous
decline in the exchange value of the dollar. In retrospect, it seems clear that a major
causal factor was the expansionary policy stance adopted in eatlier years. Against
the background of a histotically high unemployment rate, which averaged 8.5 per
cent, in 1975, the authorities apparently felt impelled to pursue fiscal and monetary
policies along conventional lines.

In view of the high unemployment figure, and with the capacity utilisation
rate in manufacturing standing at just over 71 per cent. in early 1975, the authorities
believed there was ample room for demand-management stimulus without a serious
risk of reviving inflation. Even a year later, in the spring of 1976, they saw little
evidence to contradict this hypothesis. The year-on-year increase in producer prices
for finished goods was only 4.2 per cent. in 1976 and unit labour costs rose by no
more than § per cent. The capacity utilisation rate in manufacturing, at 8o per cent.
in 1976, was still well below the 87.5 per cent. peak recorded in 1973,

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

US fiscal policy, while apparently quite expansionary in terms of the absolute
size of the Federal Government’s budget deficit, became mote contractionary as
time passed, with the deficit falling from 4.6 per cent. of the gross national product
in 1975 to 1.4 pet cent. in 1978. This development contrasted with those in Germany
and Japan, where budgets were only gradually made more effectively expansionary in
the face of a clear need to stimulate demand. Hence, in contrast to the United States,
these two countries appeared to concentrate fiscal policy on moderate domestic
growth while relying on monetary policy, shielded by exchange rate appreciation,
as a means of gradually lowering the rate of inflation.



The exchange value of the dollar did not initially present a special problem.
"As time went on, however, US policy attitudes towards expansion, the significant
overshooting of the monetary targets and the ready availability of credit helped
to rekindle inflationary expectations and exacetbate the decline in the dollar’s
international value. It has been estimated that this decline added a full percentage
point to US consumer price inflation in 1978, Its impact may have been even
greater if account is taken of indirect effects, such as the tendency of import-
competing industries to raise prices as a result of reduced foreign competition.
Given the dollat’s international importance, exchange-market developments reinforced
inflationary expectations and made the US inflation problem an increasingly
intractable one.

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

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

Moreover, food prices, after tecording an unusually low rate of increase
early in the recovery period, particulatly in 1976, accelerated abruptly in 1978. Of
coutse, a large relative rise in one price component need not lead to an increase in
the general price level, but in 2 world of administered ptices such a tendency is
difficult to offset. Thus, with the food price component moving up steeply by almost
1z per cent, in 1978, as against a rise of less than 1 per cent. in 1976, the overall
consumer index was strongly affected,

Two further factors, though non-quantifiable, may be mentioned in this
context. One is the difficulty experienced by the authorities in assessing the force
of their own monetary stimulus to final demand. Institutional and technological
changes in money management, particulatly in 1974 and 1975, but again in late
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1978, may have led to some underestimation of the impact of monetary expansion.
This difficulty, together with the use of interest rates as intermediate targets
during periods of pronounced swings in inflation rates, complicated the task of
assessing the potential inflationary influence of a given monetary stimulus, A
second uncertainty was the apparent instability of the trade-off between unemployment
-and inflation, There is a growing body of evidence which suggests that the trade-off
may be shorter-lived, more unstable and less favourable than previously and that
no long-run trade-off exists. Thus, a monetary stimulus to demand may fairly
quickly drain off into price increases, with little or no long-term net benefit in terms
of lower unemployment. While this argument is obviously conjectural and subject
to debate, it appears that US policy tacitly assumed the existence of a greater trade-off
than did the policy-makers of Germany and Japan who gave mote priority to reducing
their inflation rates.

With the United States fostering, or acceding to, more expansionary policies
than those pursued elsewhere, inflation rates showed increasing divergence, and the
differences were magnified by inflationary feedbacks stemming from the unexpectedly
large decline in the exchange value of the dollar. Although the United States has
become more open in terms of teade and capital flows since the late 1960s, its domestic
prices have been relatively insensitive to swings in exchange rates of modest
proportions. In the event, the exchange rate impact on US inflation appears to have
been considerably larger than anticipated.

The strong expectational element influencing exchange rates and the apparent
willingness of other countries, particularly Germany and Japan, to accept a marked
appreciation in their exchange rates accentuated the deterioration in the US price
performance. In one sense, flexible exchange rates were performing much as
to be expected insofar as they wete adjusting to significanely different demand-
management policies. In other words, the exchange markets were to a large extent
reflecting the major difference in economic goals that has existed since the severe
US recession in 1974-75. What was unexpected was the unusual degréc to which
exchange rates actually moved and the inflationary feedback generated by exchange
rate changes. Thus, it is the pronounced movement in market exchange rates, with
only slow underlying teal adjustment, that has distinguished the most recent
recovery from corresponding periods of eatlier cycles.

The interaction of exchange rates and domestic prices.

It has been argued above that relatively strong US demand pressures as from
1976, together with the return to higher inflation rates from 1977 onwards,
contributed to the decline of the dollat. In turn, the dollar’s depreciation led to an
exacetbation of emerging US inflation, while concurrently helping to reduce the
rate of inflation elsewhere. This interpretation is a variant of the now familiar
theory of “vicious™ and “virtuous” circles of exchange ratefinflation behaviour. It
may be illustrated with the help of the following graph, in which individual
country performance is measured at six-month intervals relative to that of the
United States. The horizontal axis shows twelve-month rates of appreciation or
depreciation telative to the US dollar, and the vertical axis shows the differential
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Inflation differentials and exchange rate movements:
Comparisons vis-a-vis the United States.!
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between the twelve-month rates of consumer price increase in the country in question
and those in the United States. Such compatisons seem warranted because the
‘tesurgence of inflation was mainly a US phenomenon, because recent exchange rate
changes occurred mainly in relation to the US dollar and because these changes
have been “exogénously” influenced by expectations and the level of confidence.
Another reason is that the prices of some internationally traded commodities,
patticulatly oil, are fixed in terms of dollats,

In relation to the United States, other countries experienced, from about the
middle of 1976 onwards, a marked improvement in their exchange rate performance, .
which was then followed, with a time-lag, by 2an improvement in their comparative
price behaviout too. In practically all the countries shown in the graph, the
sequence of events, reflected in the tendency of the observation points to move in
a clockwise direction, was an initial appreciation, or decline in the rate of depreciation,
with relative price petformance then tending to show increasingly good results in com-
bination with a further appreciation of the exchange rate. For the United States, the
sequence was just the opposite, with the initial depreciation of the dollar being followed
in time by a progressive deterioration in price performance and further depreciation.

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

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



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

As the graph shows, a2 number of countries were in a very strong position
relative to the United States at the end of 1978, In Japan, Switzetland and, within
the European “snake”, Germany, Belgium and the Netherlands, the twelve-month
curtency appreciation in terms of the US dollar ranged from about 15 to 25 per cent,
and the relative inflation advantage was between § and 8 per cent. As might be
expected, the pattern of exchange rate/price petformance in the case of Belgium and
the Netherlands was very similar to that of Germany, thus demonstrating that a
small open ¢cconomy can strengthen its anti-inflationary efforts by pegging its
exchange rate to a strong currency. All of these countries, it may be added, have
put inflation control at the forefront of their policies, and they have hesitated to
introduce active measures aimed at a return to high rates of growth.

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

Like France, the United Kingdom and Italy have had high indigenous rates
of inflation. Even though the recent appreciation of their currencies against the
dollar has helped their inflation performance, consumer price inflation in France
and the United Kingdom is running at an annual rate of about 1o per cent. and in
Italy at close to 14 per cent. Inflationary expectations in these countries are still
deeply ingrained and formal or de facto indexation arrangements have helped to
perpetuate the inflationary process.

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

Wages, prices, productivity and unemployment.

In previous sections much has been said about the téle of exchange rate
changes in aiding or hampering countries in their efforts to control inflation,



Howevet, the process is a complicated one, as it depends largely upon how the
domestic pticefwage mechanism responds to beneficial or adverse price effects
originating from abroad. And of coutse this is only one factor among others helping
to explain international differences in inflation performance.

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

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

"A third group consists of such countries as France, Italy and the United
Kingdom, where inflation rates have recently increased again and are running at
about 1o per cent. and mote. Each of these countties, it may be added, has benefited

NHominal and real earnings in Industry.

Nominal earnings* Real sarnings
Countries 1974 | 1975 | 1876 | 18977 | 1278 16874 | 19758 | 1976 | 1977 | 1978
changes from December to December, in percentages

United States . 8.6 & T.7 7.4 2.3 —-3.2 —0.8 2.8 0.6 0.3
Capada . . . . 16.6 13.4 12,7 2.8 6.8 .6 3.6 6.5 -0 —-1.5
Japan., . . . . 258 14.5 11.2 .3 7.0 a.0 6.3 0.7 4.3 3.4
Germany . . .| 168.4 5.9 7.2 83 8.7 0.9 0.8 3.2 5.8 3.2
France . . . . 20.3 14.8 5.1 fa.1 12.6 4.4 4.7 4.7 2.8 2.6
Italy .. ... 24.0 20.2 28.7 22.9 16.7 -1.0 8.2 5.7 7.0 3.8
United

Kingdom . . 27.6 20.7 12.3 11.2 16.0 7.0 —3.4 —2.4 —0.8 _6.1
Austria . . . . 15.3 10.4 1.2 4.4 4.7 5.1 3.4 0.0 Q.2 1 1.0
Belgium. . . . 24.4 16.2 a.5 8.7 8.3 J 7.5 AT 1.8 2.3 2.3
Cenmark . . . 22.0 13.9° 11.4 10.2 .7 5.6 3.9 —-1.5 —1.B 2.4
Finland . . . . 24.6 17.2 14.0 7.9 5.7 6.6 —0.8B 1.5 -3.6 —0.2
Ketherlands . . 17.1 i3.1 8.4 6.5 5.0 5.4 3.7 -0 1.2 1.t
Spain. . ... 3.3 26.5 29.8 27.0 281 11.4 10.9 8.3 Q.5 8.2
Sweden ., . . . 13.7 18.7 11.0 8.9 6.1 1.9 8.0 1.3 -3.4 -1.2
Switzerland ., . 13.2 a2 1.1 2.1 3.7 8.2 2.7 —0.2 1.0 29

* Monthly, weekly or hourly earnings, except for flgures in italics, which refer to wage rates.



appreciably from exchange rate strength relative to the US dollar over the past year
or two. But, as the foregoing table shows, nominal earnings or wage rate increases
- in 1978 ranged from 13 to 16 per cent, In France and Italy the substantial real wage
gains recorded throughout the 19708 have probably entailed a significant erosion
of business profits. In the United Kingdom the earlier progress made in reducing
inflation by means of incomes policy, which implied some gradual reduction in real
income, was halted by the sharp rise in real earnings in 1978.

_ Mote generally, it is possible that high rates of unemployment and slack labour-
market conditions have exerted some downward pressure on prices and wages in
many countrics over recent years. But to what extent this has been the case is a
debatable matter. Last year measured rates of unemployment continued to be
very high by past standards in most countries. Although unemployment declined
substantially in the United States, and to some extent also in Getmany and Canada,
it increased further in such countries as Belgium, France and Italy.

Unemployment rates.'

1957-73 1978
highest ] average De::ge:'lsber De::::'lsber Delc::nilraer June December z;ﬁ
Countrles annual rate
in percenfages

United States. 6.8 5.0 8.2 7.7 8.3 5.8 5.9 5.8
Canada . . . 7.1 5.5 7.0 7.5 8.5 8.5 a.1 7.9
Japan . . . . 1.5 1.1 2.0 .7 21 2.4 2.3 2,12
Germany . . . 3.7 1.4 2.9 4.4 4.5 4.4 4.1 3.9
France . . . . 2.7 1.6 4.2 4.3 5,2 5.2 8.8 5.0%
United ’

Kingdom ., ., 3.8 2.2 £.0 5.6 4.0 5.7 5.5 55
taly* . .. .]. &2 4.0 3.5 6.8 7.1 71 7.4 T.44
Belgium . . . 6.3 at 8.7 0.8 11.0 2.9 11.1 11.0°
Netherands 2.7 1.5 8.5 5.2 8.1 5.1 5.3 5,12
Sweden . ., . 2.5 1.5 1.6 1.5 1.8 241 2. 2.0
Switzerland . 0.0 0.0 0.9 0.8 0.4 0.3 0.4 0.4

' As a percentage of the civilian labour force {In Belgium the insured Jabour force), Seasonally adjusted sesles
except for Belgium, Sweden and Switzerland. 2 March. 3 New seties as from December 1976. % February,
In considering this question, one major concern of policy is the trade-off
between unemployment and inflation, the broad implication being that in formulating
demand-management policy the authotities must strike a compromise between two
desired objectives. Thus, a reduction in unemployment can be achieved only at the
cost of more inflation, while a reduction in inflation is possible only at the cost of
more unemployment. As shown in the graph, such a relationship seemed to exist
in various countries in the 1960s. But since that time, and particularly since the oil
ctisis of 1973—74, countries have generally been faced with both rapid inflation and
high unemployment. '

As the graph shows, inflation rates have generally receded since the trough
of the recession in 1975, in some cases by substantial amounts. Interestingly, in the
countries with currencies appreciating in dollar terms — Germany, Switzerland,
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Japan, the Netherlands and, more recently, the United Kingdom — inflation rates
have fallen quickly with little or no significant changes in the level of unemployment.
It tight have been expected that a sharp decline in the inflation rate would be
- accompanied by some relative inflexibility of wages. This would have implied higher
real wages and might possibly have curbed the demand for labour, thus leading to
higher unemployment. As discussed above, however, wage adjustments kept fairly
well in line with price movements in the appteciating countries and short-term
increases in unemployment were largely avoided. In France and Belgium the decline
in inflation has been accompanied by considerable increases in unemployment, but
this may partly reflect structural difficulties in such industries as steel and textiles.

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

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

With regard to the first point, it may be noted that overall measures of
‘unemployment no longet appear to be a good indication of the general economic
sitnation. In many countries the authorities consider that they reflect large elements
of structural unemployment not amenable to reduction by means of conventional
demand-management stimulus. In some countries structural problems have emerged
in industries affected by the rapid growth of competition from new overseas sources
‘and by global problems of over-supply in older industries. These problems, which
are evident in such industries as steel, shipbuilding, textiles and electronics, have
often been made more intractable by related local difficulties of labour immobility.
In many countries the skills- offered have been inappropriate to the needs of the
economy and particular difficulties have been encountered in reducing unemployment
among young and female workers. Between 1973 and 1977, for example, the number
of young people under 25 years of age rose significantly as a proportion of the
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unemployed in the United Kingdom (from 25 to 46 per cent.), Belgium (22 to 34 per
cent.), the Nethetlands (29 to 37 per cent.) and Germany (23 to 29 per cent.), while
remaining structurally high (between 40 and 6o per cent.) in the United States, Canada,
France, Italy and Sweden. The proportion of females among the unemployed has
also risen significantly in such countties as Canada, Italy and the United Kingdom.
Moteover, in western Europe — and in apparent contrast with the United States —
firms have seemed reluctant to take on labour owing to the strong commitment
this may imply in tetms of job security regardless of economic conditions. Finally,
in some cases unemployment rates may have been swollen somewhat by the effects
of unemployment insurance schemes.

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

Employment and labour productivity.

Total employmentt Labour productivity2
Countries 1914L19‘75 | 1978 [ 1977 | 1978 | 1974 ] 1975 | 1976 Lw-n | 1970

annual averages, percentage changes

United States Total ecanomy 1.8 | —1.3 aa 3.4 4.1 | —2.9 0.2 2.4 1.4 | =0.2
Manufacturing | —=0.1 | —8.8 3.7 3.4 a.s 1.5 1.0 4.7 1.6. 2.4

Canada . . . Total sconomy 4.3 0.9 2.1 1.8 3.3 | —0.7 0.5 3.4 0.8 0.1
Manufacturing 3.0 | ~58 1.4 | =1.4 1.0 1.2 1.0 3.4 | 55 3.4

Japan . . . . Total economy | —0.4 | —0.3 0.9 1.4 1.2 | —041 1.7 5.5 4.1 4.3
Manufacturing § —0.8 | —6.4 | —2.7 | —1.8 | —3.0 1.3 | —31 10.3 8.7 8.8

United Total economy 0.4 | —0.5 | —0.7 0.5 o1 | =21 | =12 4.3 o.8 3.2
Kingdem . Manufacturing 0.6 | —4.9 | —3.2 1.5 | —0.8 | —1.4 1.1 ‘8.3 | —0.8 | 4.4
France . , , Total economy 08 |-1.9 0.8 0.8 0.8 2.0 2.2 4.0 2.2 2.2

Manufacturing | —2.& | —1.1 | —1.1 0.8 | —2.0 6.7 | —5 1.2 3.5 4.9

Germany . . Total economy| —1.9 | —3.4 | =09 | —0.2 | 06 2.3 1.8 &.0 3.0 2.5
Manufacturing | -2.6 | —8.7 | —2.4 | —0.B | —=0.8 3.0 4.8 8.7 2.6 2.8

Ialy. . . . . Total economy 2.2 0.6 0.8 1.0 0.4 2,0 | —4.0 5.1 0.7 1.9
Manufacturing 29 02 }—1.2 | =58 |—1.0 0.9 | —3.9 6.8 5.7 3.0

t For France and ltaly, civillan employment only. % In the case of manufacturing industry, ad)usted for the number
of hours worked. '



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

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

Some implications of recent developments.

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

On the national level, the experience of the United States has been particulatly
revealing. As events have shown, it is not possible for a country, especially a large
reserve-currency country, to rely on floating exchange rates as 2 means of pursuing
independent domestic policies without adverse external repercussions. The relative
strength of US domestic demand, together with the domestically induced resurgence
of price inflation, contributed through the decline in the dollar to strong inflationary
feedbacks in an already overheating economy. Hence, despite the wider benefits
implicit in its earlier “locomotive” role, the US economy no longer seems to be in
a position to sustain a level of domestic demand significantly higher than that
existing elsewhere. Whether this is a basic weakness of the flexible exchange rate -
system is not yet clear. The outcome will depend on the ability of other major
industrial economies to maintain their growth more independently than in the past,
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Elsewhere, it has been encouraging to see the extent to which countries
pursuing cautious expansionary policies have been able further to reduce inflation
and, it is to be hoped, inflationary expectations as well. Admittedly, the countries
with appreciating currencies have had the greatest success in this regard; however,
the domestic price benefits to be derived in this way are not available to all countiies,
‘nor to any one country for an indefinite period. Interestingly, the United States
itself, by its lapse into high rates of inflation and external deficit, has made it easier
for other countries to bting down their own inflation rates through appreciation.
But just as exchange rates can “overshoot™, so too can inflation differentials. The
greater exchange rate stability observed since late 1978 will, in effect, bring to light
the underlying price performance of the strong-currency countries,

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

Another implication is that sensitive response mechanisms are, in 2 sense,
already mortared into the price/wage structure, in the form either of de facto and
formal indexation arrangements or of adaptive behaviour based on past expetience.
Just as earnings behaviour has adapted with considerable flexibility to a decelerating
rate of price inflation, so may the reverse process quickly set in if inflation again
accelerates, Higher rates of inflation may also unhinge existing wage differentials and
stimulate more aggressive wage bargaining. In addition, the dynamics of the modern
inflationary process are such that it is very difficult to bring the rate down in an
acceptable and sustainable manner over any reasonably short period. Again, US
experience over the past two years has tended to confirm earlier misgivings in all
these respects. It is no wonder, therefore, that the authotities in many countries
are very sensitive to any rekindling of inflation and ready to react quickly, Such
sensitivity may be patticularly acute where a rapid decline in inflation has been
achieved with the help of cutrency appreciation and hence some reversion to a
higher underlying inflation rate is feared. '

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

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

On both intetnational and domestic grounds, therefore, the industrial world
may have to be content with lower rates of growth than it was accustomed to in
the past. Moreover, to avoid disruptive movements in exchange rates, these rates
of growth — or, more specifically, the degree of demand pressure and capacity
utilisation — should be mote uniform than has recently been the case. Finally,
countries should energetically pursue “supply side” policies zimed at encouraging
investment, increasing labour mobility and eliminating structural imbalances.



IV. DOMESTIC MONETARY AND CREDIT |
DEVELOPMENTS AND POLICIES.

Monetary and financial developments in the industrial countties last year
bore the imprint of the cyclical divergences discussed in the preceding chaptets.
In most cases the medium-term aim of monetary policy was still to help moderate
inflation’ by gradually bringing down rates of monetary expansion andfor by
supporting the domestic currency in the exchange markets. In the event, however,
US monetary policy accommodated a rapid growth of total credit and a strong
economic recovery. In consequence, the US dollar suffered a sharp decline and
currency appreciation became a real threat to the still weak economic upturn
in a2 number of other countries. In the context of large-scale exchange-matket
interventions, monetary expansion quickened in Germany, Japan and Switzetland.

The situation changed after November, when a significant further rise in

- US interest rates helped to strengthen the dollar and established the preconditions

for a moderate tightening of monetary policy in several countries, By early 1979

accelerating inflation had become a central concern of the monetary authorities in
the majority of the industrial countties. '

Monetary developments and policy problems.

The monetary aggregates. Since the early 19705 the pace of monetary expansion
in most of the industrial countries has slowed down considerably, This can be

Rates of expansion of the money supply.

Narrow money supply {M1) Broad money supply?
contis Averages? Fouernthix:;ters Averages? Fo";r‘.‘é‘ﬁrs‘m
1966~ 1970-|1974-| 1976 | 1877 | 1978{1966-|1970-{1974- 1976 | 1977 | 1978
88 73 7 v v | v 3] 73 77 v v v
' In percentages

United States . . . . . . . 5.2 8.5 5.8 5.8 7.9 7.3 7.0 8.6 9.2|109| 98 8.5
Japan . . . ... .. .. "16.0 | 22.1 10.8 | 14.8 660|123 | 165|208 |12.6 | 14.2 .10.3 12.8
Garmany . . . . . .. .. 6.4 a.6 | 10.7 6.4 |10.5|13.5 | 10.6 | t1.2 8.2 9.7 |10.3 | 11.3
France . . . . .. . ... 51|14 |11.6 | 107 9.4 |11.8 | 10.7 | 15.8 | 15.3 | 14.2 | 13.0 | 12.8
United Kingdem . ., ., , . 2.8 8.6 | 15.4 | 13.5 [ 19.1 | 150 56 | 18.2 8.7 | 10.8 70| 1386
aly . .. ..... ... 13.9 |21.3 | 16.3 [21.6 | 20.9 | 25.3 [ 12.7 | 17.3 | 20.4 [ 21.5 | 20.8 | 23.1
Canada. . . . . . . . .. B8 117 9.9 251105 | 111 9.8 |12.0 [14.6 |12.7 | 12.2 | 12.8
Belgium ., . . . . .. .. 48[10.7 | 8.8 2.2 .1 8.8 83 |128 | 110|128 | B3 2.7
Notherlands . . . . . . . 8.0 |11.2 ]|12.8 T.2]14.4 2.4 |10 | 13.2 |12.8 | 21.3 6.4 s.5
Sweden . . ... .. .. 89 106 | 13.3 86 |11.3 | 152 . 10.1 ] 8.1 6.9 8.1 |16.3
Switzerland. . . . . . .. 5.8 9.4 4.5 7.5 5.1 ]|225 2.2 8.9 4.1 1.9 5.9 7.7

1 Far Germany, Ma; for the United Kingdom, sterling Ma; for other countries, M2, 2 Compound annual prowth
rates baged on average fourth-quarter levels.



seen most clearly in the broad monetary aggregates, which are generally less subject
than the narrow ones to fluctuations induced merely by changes in interest rate
differentials. As shown in the table, the growth rate of the broad money supply
was lower in the period 197477 than in the years 1970—73 in all the industrial
countries except Italy and Canada. '

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

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

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

Interest rate developments. In the United States nominal interest rates on money-
market instruments and bank prime lending rates rose quite steeply last year, with
the latter going up from 8 per cent. in March 1978 to 1134 per cent. twelve months
later. In Germany and Japan, by contrast, these rates recorded a slight decline in
eatly 1978 and then remained practically stable until the spring of 1979, when a
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modest rise was encouraged in both countries by increases in discount rates. What
is striking, however, is that the rise in US rates was so heavily concentrated at the
end of 1978 after the dollar had declined. Until then the Federal Resetrve had sought
to moderate the rise in interest rates through open-market operations even though
the rate of expansion of the narrowly defined money supply was running consistently
above the upper limit of the authorities’ target range. Moreover, adjustments in
Federal Reserve discount rates tended to follow increases in market rates instead of
leading them,

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

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

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

In most other European countries movements in interest rates last year were
linked in varying degrees to exchange-market developments. Money-market rates
and bank ptrime lending rates edged down in France, Italy and Denmatk, although
in the last two countries they remained relatively high. In Belgium and the
Netherlands, on the other hand, rates rose steeply for a time in the autamn when
the stable relationship between these currencies and the Deutsche Mark was once
again tested in the exchange markets. Bond yields declined somewhat in France and
remained stable in Italy but rose in Belgium and the Netherlands, apparently in
sympathy with the trend in Germany. In eatly 1979 nominal yields showed some
tendency to convetge in countries that were linking their currencies in the context
of the European Monetaty System. The fact t{_;hat in nearly all these countries
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bond yields remained comfortably above the domestic tate of increase in consumer
prices may have been partly due to market forces but it also generally reflected
the authorities” deliberate intention — born in soime cases of unpleasant previous
experiences — to ensure that the external flank was protected.

The United States: Policy priorities and monetary control.

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

The stabilisation measures taken on 1st November 1978 came none too soon;
however, they seemed to mark a new departure in US policy, particulatly with
respect to the international position of the dollar. Now, quite clearly, the external
effects of policy, and the domestic inflationary implications of external developments,
moved more to the forefront,

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

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

What the intermediate targets of monetary policy should be depends on the
relative stability of monetary and real behavioural relationships. It is usually agreed
that if monetary relationships, in particular the demand for money, are thought to
be more stable and predictable than saving and expenditure relationships in a given -
set of circumstances, control of the money supply can be expected to yield better
economic results than the control of interest rates, The reverse will be true, of
coutse, when monetary relationships appear less stable than expenditure relationships.
There is no simple rule which suggests that the targeting of the money supply is
preferable in all circumstances. Nevertheless, the high and variable rates of inflation
characteristic of the 19705 have rendered monetary policies oriented towards
nominal interest rates especially problematical. It has become more difficult to ascertain
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the level of real interest rates, which is the relevant factor in teal saving, consumption
and investment decisions, '

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

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

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

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

While due allowance must be made for these numerous technical and
institutional factors, it appears nonetheless true that until late 1978 the US monetary
authorities laid greater stress on sustaining expansion than on reducing inflation.
On the one hand, the changes in the institutional environment have perforce removed
some of the trigget mechanisms of credit rationing, particulatly in the housing market,
that used to be a predictable element of real monetary restraint. On the other hand,
with monetary restraint now more dependent on the level of interest rates, there
has been great uncettainty as to how high rates would have to be pushed in order
to achieve the desired degree of tightness. What is certain is that there has been no
“credit crunch” of the kind witnessed in the 196os, although nominal interest rates
are now thought to be comparatively high. The monetary authorities appear to
assume that holding them at about this level will contribute to a gradual slowing-
down of the real economy — a “soft landing”,

Exchange-market problems and monetary policies.

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

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

In Germany the Bundesbank had added substantially to its resetves in late 1977
and early 1978. Following a brief tespite in Aptil and May, intervention purchases
of dollats and “snake” currencies rose to a new peak in October. Though it was
clear by the summer that the annual average growth in central-bank money (cutrency
plus banks’ required reserves against domestic liabilities calculated at unchanged
ratios) would exceed the 8 per cent. target for the year, the authorities not only
refrained from attempting to stetilise the inflows but even took action to increase
banks’ free reserves further. No doubt one aim was to avoid upward pressures on
interest rates which might have encouraged further inflows, but another consideration
seems to have been the weakness of the domestic economy and the belief that the
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appreciation of the Deutsche Mark could be depended upon to slow the pace of
inflation, A total rise of 11 per cent. in central-bank money in the course of 1978
was more than accounted for by the Bundesbank’s net purchases of foreign exchange,
which contributed 15 percentage points. These purchases were equivalent to over
3 per cent, of the broad money stock. The contribution to monetary expansion in
1978 made by the external item in the monetary survey was less than that, however,
as a large part of the inflows involved non-tesident funds which enteted via the
banks and which are not counted in the domestic money supply.

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

In Switgerfand the authorities were at first very reluctant to jeopardise the
achievement of their monectary objectives through large-scale exchange-market
intervention and sought with little success to ward off pressures on the Swiss franc by
direct controls on non-resident placements in Switzerland and action to bring down
interest rates. By the end of Septeniber the effective exchange rate of the Swiss franc
stood 3o per cent. higher than a year earlier in real terms — at a level cleatly
intolerable for the domestic economy if it came to be regarded as permanent. Convinced
that they were faced with a shift of large but uncertain proportions in the demand
for Swiss francs, the authorities decided to abandon their monetary target, at least
temporarily, announcing that they would intervene in the exchange market to the
extent necessary to restore the Swiss franc to a rate “clearly over Sw.fr. o.80
per Deutsche Mark™ and hold it at that level. The purpose was to give the
exchange market what seemed to have become a necessary basis for stable
expectations even at the risk of a resutgence of inflation in Switzerland. Reflecting
mainly the large-scale intervention required to stabilise the exchange rate, the rise
in the National Bank’s foreign exchange reserves (net of swaps with the banks)
contributed zo petcentage points to the growth of the adjusted monetary base in the
course of 1978 and was equivalent to 10,7 per cent. of the volume of M, at the
beginning of the year. Despite substantial sales of sterilisation certificates to the banks,
the adjusted monetaty base gtew by 21 per cent., following a rise of 26 per cent. in
1977, likewise due to official purchases of foreign exchange. In early 1979, however,
the authotities were able to absorb liquidity on a considerable scale through sales
of dollars.

In Japan the authorities’ periodic efforts to resist the appreciation of the
yeén led to an increase of 44 per cent. in the official reserves in 1978 as a whole,
The expansion of teserve money, at 15 per cent. compared with 815 per cent. in
1977, was quite substantial. That it was not higher still was pattly due to the
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large amount of govemﬁlcnt securities which the authorities sold to the banks and
the public. The impact of inflows of funds on the growth of the money supply
was in the eveat fairly limited.

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

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

New policy conflicts: Monetary expansion, interest rates and exchange rates.

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

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

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

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

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

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

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

Government and private-sector financing.

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

The most notable difference between credit developments in the United States
and those in other countries lies in the trend of credit to. public authorities. It
should be noted, however, that the US figures include only commercial banks’ holdings
of Treasury secutities, which they cut back last year to help finance a 121 per cent,
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Changes in the broad money stock and the contributions of domestic credit
and external counterparts.’

Credit to
money stocks | “asseisd” | Cothoriess” | onterprises and
Country 1976|1977 1078 1978 [ 1977 1976] 1976 1077 [ 1078|1976 1077] 1976
in E:Eé;lr?t:cg'es contributions to the change in money stocks
United States. . . . . . . 14| o8| ss|-o0.2i—a0|—1.7| 28|—0.3|—08| so|122] 129
Japan . . ... .. ... 126 119|133 o7] 17| 10| 44| 36{ 81120 80101
Germany . . . ... ... g2|1z2|110] 1.7] 18| 12| se| as| 61]127|129] 181
Francs . . . ... .... t2. | 12.9| 123]—1.11 o8| o8| 29| 01| 03] 13.8] 132|123
United Kingdom . . . . . 10.6| 77| 13s]-67] 97| 11| 93|-6s3| 54| 08| 80| 105
Maly . oo .v.. ... |2ti|2re|2268]-06t 17| 49| 10| 12| 149|148 73] 53
Belglum . . .. ..... 131]| 81| 7.8]—2.1]—058|~48| 88| 48| 97| 81| 93| &0
‘Netherlands . . . . . .. 25.0| 36| a2] oel—1.2| as| 37| 18| 36| &.2]24.4(30.4
Denmack . . . . . ... . 11.5| 98| 87]|—8s8|-20|-09 77| as| 3.2|138] 20| &9
Sweden . ........ 60| 80| 17.7|-1.8] 18[—1.4|—08| 44i107] 107|128 118
Canada. . .. ...... 141 11.6| 126 |—1.0 |—0.5 |—0.8| 1.1| 0.8] 09|15 |125] 13.0

1 Based on national sources. 2 For Germany My; for the United Kingdam sterling Ms; for other countries Ma.
3 For France the Bank of France only; tor the Wnited Kingdom includes public-sector borrowing abroad (—);
for the United States includes official assets, liabilitles to foreign official institutions {—) and other bank-
reported claims vis-d-vis non-residents (net). s For the United States commarcial-bank holdings of Treasury
securities only; for Franee and Denmark central government only: for the United Kingdom public sector including
public-sector horrowing abroad; for Canada commercial-bank cradit ondy. 5 For the United States and Canada
commercial-bank credit only. & The percentage contributlons of the counterparts add up to the percentage
change in the money stock, except for differences due to balance-sheet items nol shown — the principal one
being domestic non-monetary liabilities of banks,

expansion of other loans and investments. Even this rise, following a large increase in
1977, gives no indication of the real strength of credit demand in the United States,
since bank credit to business decelerated in the course of last year, and an expansion
of mortgage credit, borrowing from finance companies and issues of commercial
paper increasingly set the pace. In all the other countries, except France and
Canada, bank credit to the public sector rose very strongly last year, making — in
most cases — a significantly larger contribution to monetary expansion than in 1977.

Bank credit to enterprises and individuals expanded fairly rapidly in the United
Kingdom, where a consumption-led boom was running its course. Moteover, in
addition to the rise in ordinary bank lending, there was a large increase in acceptance
credits, which banks could use to pass on financing burdens to non-banks instead
of incurring heavy penalties by expanding their interest-bearing liabilities. In early
1979, when the pressures exerted by the supplementary special deposit requirement
became less severe, bank lending accelerated sharply. Bank credit to the private
sector also expanded strongly in Germany and the Netherlands, a sharp rise in credit
for housing construction, real estate and consumption being followed, at least in
Germany, by a gradual revival of business borrowing, which heralded a fairly general
recovery in economic activity. In Germany banks cut their bond purchases to increase
their lending, in which short-term credits played a growing rdle. The increase in
unused credit commitments, moteover, was over 30 per cent, greater than in 1977
in the case of discount and current-account facilities and more than twice as large
as in 1977 in the case of longer-term loans. In Switzerland construction credit rose
by 33 per cent, last year, In Japan, too, though business demand for credit remained



faitly weak, a sharp rise in lending for speculative putposes, including real estate,
construction and trade, was noted towards the end of 1978. Of course, a rise in
housing construction had led a general economic recovery in these countries on
ptevious occasions, but it is hard to believe that last year’s large rise in credit for
housing and real estate was not influenced by fears of the re-emetrgence of inflation.
In the other indusirial countries the expansion in private demand for credit was
faitly modest, mainly reflecting continuing weakness of the economy.

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

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

Government financing. Public-authotity (ot public-sector) borrowing requirements,
which in principle reflect deficits on a national accounts basis plus lending to the
economy for policy purposes, had narrowed progressively in a2 number of countries
since 1975. But last year they widened again in most countries other than the
United States, where there was a further decline. In relation to gross national
product these requirements were particularly large in Italy (where the sharp increase
reflected earlier delays in approving tax measures), in Japan and in Belgium, where
the rise has continued unabated since 1973. Broadly similar developments are
evident in central-government financing requirements, which, except in Japan,
accounted for the bulk of the broader public-authority or public-sector trequirement
last year. In the United States the state and local governments remained in surplus
even though the “taxpayers’ revolt” was beginning to etode the strength of theit
finances.
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In the United States the striking element in Federal Government financing
was that, as in 1977, nearly half of the requirement was met from abroad. The bulk
of the funds involved represented Treasury securities acquired by foreign central
banks with the dollar proceeds of their exchange-market purchases of dollars, As
part of the measures announced on 1st November to support the dollar, small

foreign currency loans were raised on the German, Japanese and Swiss capital markets.
By the end of 1978 non-residents held one-quarter of all US Government debt due
to holders other than government agencies and funds and the Federal Reserve System.
As for domestic financing, the bulk last year came from individuals, from the Federal
Reserve in the course of open-market operations and from state and local governments,
On balance, non-financial corporations and ptivate financial institutions reduced
their holdings of Treasury securities. Given these soutrces of financing, it was not
surptising that the requitement could be met without exerting excessive pressure
on intetest rates; in fact, the Treasuty bill rate rose rather less than other money-
market rates, mainly as a result of foreign support in the market.

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

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

Hteme Vears Belgium | France {Germany Italy Japan h::;hdesh K:'I'_:::‘?m gpai::g
as a percentage of gross naticnal product
Public authorities'
financing
requirement® . . .| 1978 5.8 2.2 6.6 14.6 T.0 4.8 10.2 6.7
1976 6.6 0.4 4.5 11.2 10.0 4.9 7.5 4.1
1977 7.0 1.3 3.1 10.2 9.2 3.9 4.2 3.1
1878 7.4 2.1 3.2 14.8 10.6 4.6 5.2 2.7
Central-government
financing
requirement’ . . .| 1975 5.6 3.0 6.2 11.3 2.7 3.0 a1 5.9
1976 59 1.1 4.4 2.1 4.7 a7 8.5 4.0
1977 8.6 1.1 2.7 2.0 4.6 3.1 a.2 3.5
1978 6.4 1.7 3.4 13.0 5.7 3.3 5.2 2.9
met by:
Central bank . . . .| 1978 a. 1.4 0.6 6.6 . 0.0 0.6
1976 0.6 a.7 0.3 6.2 ' 0.5 0.7
1977 0.6 -—0.9 0.0 —2.5 . Q.1 0.4
1978 0.4 —1.0 -0 0.7 . 0.2 2.3 0.4
—0.0
: 1.3
Banks . . ... .. 1976 0.6 0.8 4.3 1.5 2.1 0.9 —0.3 1.7
1876 1.3 —-—0.3 2.9 .3 3.6 0.8 0.8
1977 0.7 0.5 2.1 7.0 3.0 0.5 —0.0
_ 1978 1.6 0.7 2.7 5.1 4.0 0.5 —0.6
Other domestic
gources. . . . . . 1975 4.8 1.2 3.2 . 2.1 5.7 3.1
1976 3.5 0.7 2.6 2.5 4.5 2.0
1977 8.6 0.6 4.5 2.6 6.9 1.5
1978 3.6 0.8 0.7 7.2 0.8 2.6 4.6 1.7
0.8 1.1
1.5 1.6
Foreign sources® . .| 1975 0.0 2.0 0.3 0.0 1.7 —0.0 0.2 0.5
1976 0.4 0.5 0.0 —0.1 1.0 0.5
1977 | —0.2 0.0 0.0 0.0 —5.1 1.8
1978 0.8 . Q.1 0.0 0.0 0.9 1.4

1 Met changes In borrowing and cash balances, including borrowing for lending purposes. Partly based on BIS
estimates, 2 Central government, local authorities and the soclal security system, on a cagh basis. For ltaly,
enlarged public sector as defined in the Letter of Intent to the IMF; includes borrowing requirement of some
public enterpriseg; for Japan, nat issues of medium and long-term government bonds and local-government
bonds; also includes iggsues of government-guaranteed bonds and private placements of bonds by government
agencies (together equivalent to 1.5 per cent. of GNP in 1978} for United Kingdom, includes borrowing
requirement of public corporations. 3 For Germany, all public authorities other than social securlty; for laly,
general government; for United Kingdom, includes central-government lending to gublic corporations {equivalent
to approximately 1.1 par cent. of GNP in 1978}, 4 For United Kingdom and United States, includes increases (=}
in official foreign exchange assets. :

had temporarily to increase its recourse to bank credit or to draw on cash balances,
and ultimately a rise in coupons had to be accepted. :

In some countries, including the United Kingdom, there were indications
that intetest rates and ofhcial sales of government securities had begun to react in
a destabilising way to changes in the outlook for government financing and the
short-term variability of rates of monetaty expansion, While developments of this
sott cleatly complicated the task of monetary control, it is not possible to establish
definitely whether rises in interest rates last year should be interpreted as indicating
an clement of crowding-out. As mentioned above, outside Notth America bond
yields now seem high in relation to current rates of inflation. Cettainly the structure
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of rates which emerged in a good many European countries must have given enter-
prises an increased incentive to use bank credit rather than bond finance. In most
of them net recourse to the bond market by non-financial enterprises has remained
small or even negative.

Private-sector financial positions.

Differences in counttries’ cyclical positions and the changing outlook for inflation
wete reflected in some intetesting contrasts in the pattern of private-sector credit-
market activity.

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

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

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

So latge was the rise in consumer and home mortgage credit undet the
inflationaty conditions prevailing in the United States that total household debt as



Funds raised in credit markets by domestic non-financial borrowers.'

Borrower
Business sector? Household sector? | Totat
Public
Couniries . Years sectort Housim
Equities I Bonds | Loans® | Total [70USNG | Other
in percentages of gross national product

United States . . . . | 1878 6.4 a.7 1.9 .5 3.4 2.6 0.7 12.7
1876 6.1 0.8 1.5 2.3 4.4 3.6 1.7 14.8

1977 4.4 a.1 1.3 4.2 5.6 4.9 2.5 17.4

1278 3.7 Q.1 1.1 4.7 5.9 4.8 2.9 17.3

Germany . . . . . . 1976 59 0.4 —0.1 1.4 1.7 2.2 0.7 10.5
1976 3.8 0.4 0.1 3 3.6 2.4 1.2 1.0

1977 a.1 0.2 0.1 2.7 3.0 3.0 1.2 10.3

1878 3.4 0.3 —0.0 2.9 3.2 3.8 1.3 11.7

Japan . . ... .. 1978 | 7.7 0.7 1.1 2.8 1.7 a7 24.1
1976 .2 0.5 0.6 8.9 10.0 8.1 24.3

1977 8.4 0.6 0.4 6.4 T4 4.4 20.2

1978 2.8 0.6 0.4 4.9 5.9 4.8 20.5

United Kingdom. . .| 1975 10.2 1.0 0.2 0.2 2.1 3.5 —0.4 15.4
1976 7.5 0.6 o0 2.4 3.0 a1 0.7 14.3

1977 | 42 0.5 | =0.1 2.4 28 3.0 1.1 1.1

1978 52 0.5 -1 1.8 2.2 3.3 1.4 12.1

Canada. . ... . . 1975 7.6 0.5 1.3 2.5 4.3 4.4 2.0 18.3
1976 7.7 0.6 1.2 3.4 5.2 4.7 2.1 19.7

1977 8.0 1.2 1.7 2.8 - 9-1 B.7 1.6 20.8

1978 |. 9.7 2.2 1.3 2.2 5.7 5.4 2.0 22.8

France . . . . . . V| 1978 4.2 0.8 1.0 6.3 7.9 4.1 16.2
1976 2.6 0.9 0.7 5.7 7.3 4.7 14.6

1977 2.8 0.5 0.6 6.1 7.2 3.5 13.5

1978 3.7 0.7 0.5 4.6 5.7 . 3.7 13.1
1 BIS estimates, based on national data which differ congeptually fram country to country. For the United States‘

funds raised in credit markets other than by the forelgn sector; for Garmany, borrowing through money-market
paper, bonds, shares and loans from banks, building societles and insurance companies; for Japan, issues
of gecurities and loans from financial Institutions for t ) United Kingdom, total borrowing I:fv the sectors shown
other than trade credit and intra-company i ity for C da, funds raised by non-financial borrowers;
for France, total recorded borrowing except commaercial credit and equlty other than shares {excluding accounting
adjustments). 2 For Japan and the United Kingdom, borrowing by public enterprises is included in public-
sector borrowing and for these countries and France that hy unincorporated business is included in household-
sactor credit, 3 Includes money-market paper. & For Germany, total housing c¢redit.

a propottion of personal disposable income, which prior to 1977 had never exceeded
58 per cent., had risen to over 65 per cent. by the fourth quarter of 1978. Steps to
protect the mortgage market from credit testraint (see page $9) became somewhat
less effective after the further rise in interest rates in November and regulatory
changes in March. In the United Kingdom, too, the availability of mortgage credit
was increasingly limited by the deteriorating financial position of the building
societies; bank credits to individuals rose strongly but not enough to build up
troublesome debt burdens. As in Canada, Germany and some other countries, where
a strong rise in mortgage credit mainly served to finance transactions in existing
dwellings and, indirectly, personal consumption, any corresponding tendency in
the United Kingdom for personal-sector financial positions to deteriorate was
ptobably outweighed by the sharp increase in house prices.

Monetary targets and the developmeht of the monetary aggregates.

For those countries which were secking to steer monetary expansion along a
stable predetermined course, the circumstances of last year were extremely difficult



by any standards. The United States had to cope with regulatoty and institutional
innovations, other countries with exchange-market turmoil. Several countries also
encountered difficulties in ensuring an adequate steady flow of non-monetary
financing for large government borrowing requirements, and in a few of them private
demand for bank ctedit showed increasing strength. Problems in regulating monetary
expanston wete experienced not only by those countries which relied mainly on
interest rate mechanisms or control of the monetary base, but also in those which
made use of fairly direct measures to regulate the counterpart items to money
creation in the banking system’s balance sheet.

Indications of monetary expansion in relation to official notms are given in the
table below and in the graph on page 73. A comparison berween norms and aciual
developments on the basis specified in the objectives shows significant overruns
in the United States for M; (but not, last yeat, for the other aggregates) and in
Germany and Switzerland. In France, on the other hand, the result was only slightly
in excess of the norm, while in Canada and the United Kingdom it was within the
target range despite the enormous problems with which these countries had to
cope during the year.

The variables to which the norms relate differ considerably from one country
to another, The graph shows movements in both broad and narrow aggregates in
six key countries, and for the relevant aggregates permits a comparison between
developments during the year and the objectives. Monetary expansion is shown in

Monetary aggregates:
- Objectives and rates of expansion.

) Objective Actual regult
Couniry ;“‘o“:ta? Period
ggregate percentage increase
Canada. . . . ... My Juna 1977 — June 1978 T—11 8.5
June 1978 — 6—10 5.3
France . . ., . . . . Mz 12 months to December 19718 122 12.3
12 months to December 1979 1t .
Germany . . . . . . Central-bank 1977 average — 1978 average o8 11.4
money IVH978 — IV1979 §—0
Japan . . . .. ., Mz 1141977 — NI/1978 11—12° 12,1
Iv{1977 — /1979 12—13° 12.3%
Netherlands. . . . . Mz/Net naticnal End of 1978 . 41.0F
’ income End of 1980 37.0% .
Switzerland , . . . . M, 1977 average —~ 1978 average 5 16.2
United Kingdom. . . Sterling money 12 months to mid-April 1979 8—12 10.4
supply {My) 12 months to mid-October 197 12
United States . . . ., My IVMOTT = IV/1978 4.0—8.5 7.3
11978 — {if1979 4,0—8.5 4.97
/1978 — Mlij1979 ) 2.0—6.0 .
1¥f1978 — IV/1979 1.5—4.5
Mz IVM8TT —IVH978 6.5—9.0 a.5
171978 — 1I{1979 8.5—8.0 717
IVA1978 — IV/1979 5.0—8.0 .
M, IVH9TT — IV/1978 7.5=10.0 9.4
/1978 — IN/1979 7.5—10.0 8,47
V1878 — 1VH970 6.0— 9.0 v

t June 1978-January 1979, 2 Upper limit, 2 Mon-binding projection only, 4 If1978-1/1979, 5 Actual ratio. € Pro-
jected ratio to be achieved by a progressive decline. 71197811979,
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terms of year-to-year changes in quarterly average levels, a presentation which to
some extent smooths out purely random short-term fluctuations. While the monetary
objectives of a number of countries are expressed in these terms, for others the
comparison must be regarded as indicative only. It should also be noted that the
degree of commitment by the authorities to achieving the norm vaties considerably.

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

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

Marked divergences in the pattern of expansion of different aggregates are
also apparent in all the countries shown in the graph. Although rates of broad
money growth can be distorted by changes in the pattern of intermediation, the
growth of M, seems faitly generally to have been much more variable, at least over
the last few years. A very striking example is that of Switzerland; last year the interest
rate on current accounts became higher than those on time deposits and, in the
case of certain accounts held by individuals, only slightly lower than the return
on savings deposits, so that both inflows from abroad and transfers of funds from
other types of domestic accounts helped to swell M,, while the rise in M; {which



includes time and savings deposits) remained quite stable. In Germany central-
bank money may be considered a broad aggregate in that the required reserve
element responds in varying degrees to changes in all types of bank deposits held
by residents; this element expanded at an increasing rate in the course of last year.
The dominant factor in the sharp acceleration in the growth of this aggregate early in
1978, however, was the large currency component, which, as in Switzetland, includes
substantial amounts of notes and coin held abroad.

In countries where transactions balances are not remunerated explicitly, or
bear comparatively modest rates of return, the large fluctuations in interest rates on
alternative placements must have been a major reason for changing rates of growth
in M, assets. Most countries which attempt to achieve targets for the narrow money
supply rely mainly on influencing interest rates to do so. In some institutional
contexts, at least, theoretical and empirical considerations have supported the
selection of M, as a target variable. In other countries the authotities have preferred
to set norms only for a broad monetary aggregate including a large liquid savings
component. In some cases the question of the most appropriate monetary target
is still under discussion.

In the light of last year’s experience a number of changes have been made in
countries’ monetaty objectives. In the United States the monetary targets were
lowered significantly for 1979 — particularly those for M, — to take account of
the various institutional changes; a new aggregate was published (M, plus, which
comprises a vatiety of savings and negotiable accounts at banks and savings
institutions in addition to currency and demand deposits at banks), and proposals
. for a more far-reaching revision of the definitions of the various aggregates were
put forward. In addition, partly because the Federal Reserve’s previous practice
permitted “base drift” (basing the new target published each quarter on the actual
level of the money stock, which was at times well above the upper level of the
previous target range), the targets for 1979 will be retained until the end of the year
subject to a mid-year review.

In Germany the target expressed in terms of an annual average has been
replaced by a range which applies to monetary expansion between the fourth quarter
of 1978 and the fourth quarter of 1979. Given the large expansion of central-bank
money in the course of 1978, a target figure based on annual averages would have
had to be unacceptably high in otder to permit even a moderate rise in the course
of 1979. The range is not designed to allow for imprecision in monetary control;
it is intended to permit the authorities a degree of choice in adapting the rate of
monetary expansion in the light of economic developments duting the year. In
Switzerland the authorities refrained from publishing a target for 1979, preferring
not to announce a new target until the exchange markets had become more settled.

To permit somewhat more flexibility, the UK authorities decided to keep the
targets set for twelve-month periods but to establish a new base at six-monthly
intervals beginning in October. In March 1979, however, with a general election
pending, the Chancellor announced in his provisional budget that the existing target
would remain in effect for the time being. The targets established in the United
Kingdom in October and also those published during the year in Canada and France
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wete marginally lowetr than previously; in each case this was designed to convey
the authorities’ desite progressively to reduce rates of monetary expansion. In Japan
the authorities began in the summer of 1978 to announce non-binding projections
for monetary expansion over twelve-month periods ending in the following quarter,
Despite the potential disadvantages of such announcements, it was considered that
increased public awareness of rates of monetary expansion and their possible

telationships to rates of inflation might be helpful in view of the very large budget
- deficit,

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



V. INTERNATIONAL TRADE AND PAYMENTS.

Wotld trade and payments balances during the period undet review were
strongly influenced by last year’s major exchange rate movements and their pattial
reversal in the eatly months of ‘1979, For the year 1978 the overail world balance-
of-payments structure was in much better balance than at any time since 1973,
with the oil-exporting countries’ combined current surplus reduced to less than
$10 billion, the developed areas of the world no longer in current-account deficit
and the combined deficit of the non-oil developing countries, though larger than
in 1977, still leaving room for a continued increase in these countries” official resetves.
These favourable developments were accompanied, however, by a considerable
worsening of existing imbalances within the Group of Ten countries and Switzetland
as a result of last year’s currency crisis: the combined overall surpluses of Germany,
Japan and Switzerland — measuted by the increase in their net official reserves —
more than doubled to $2z5 billion, while for the second year running the overall
payments deficit of the United States exceeded $30 billion. During the second
half of 1978 and in early 1979 the current-account elements in these imbalances,
especially the Japanese surplus and the US deficit, showed a matked decline and,
following the November 1978 decision of the US authorities to intervene decisively
in the exchange markets, there were large reversals of earlier speculative capital
movements, The renewed upward movement of the price of oil and other primary
commodities since the end of 1978 has brought with it a fresh turn of the wheel,
which will certainly put the oil-exporting countries back into substantial surplus
and the developed areas of the world into deficit on current account, although
not on the post-1973 scale.

World trade.

World trade developments in 1978 were, at least in terms of global changes,
broadly similar to those recorded in the preceding yeat. The dollar value of wotld
trade expanded by 151 per cent., roughly 2 percentage points faster than in 1977,
bringing the total to slightly more than $1,300 billion. The underlying increases
in trade volume and prices, estimated at 5 and 10 per cent. respectively, were also
not much different from what they had been in 1977. At the same time the growth
of wotld trade in relation to that of output in the Group of Ten countries and
Switzerland,” which account for three-fifths of wotld trade, remained practically
unchanged. However, among individual countries and groups of countries there
were remarkable contrasts in volume and unit value changes between 1977 and 1978
which led to some very large changes in trade balances.

The relatively modest expansion of world trade must once again be ascribed
in part to continuing slow growth rates, especially in the Group of Ten countries
and Switzerland. Moreovet, compatison with the pre-1973 experience indicates a
clear deviation from the earlier relationship between output and world trade
growth., During the decade 1963—72 the average annual rate of growth in the
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volume of world trade, at 9 per cent., had been double that of real gross national
product in the major industrial countries. Duting 1977 and 1978 real gross national
product of the Group of Ten countries and Switzerland rose by slightly less than 4 per
cent. and the volume of world trade by no more than § per cent. Although some
slowdown in the growth of trade in relation to output is not unusual at times of
cyclical downswings, its occutrence for two consecutive years well after the trough
of the recession suggests that non-cyclical factors have had a deptessive influence.
One of the reasons for the faster growth of wotld trade in relation to output in the
years before the 1973-74 oil crisis may have been that new investment tended on
balance to increase the degree of international specialisation in production. The
widespread reduction in investmentfoutput ratios in tecent years may have weakened
this source of growth. It may also be that uncertainties about the course of exchange
tates, as well as the adoption of protectionist measures by some countries, have
dampened the growth of world trade.

'The volume of imports into the Group of Ten countries and Swirgerland expanded
in 1978 by 63, per cent., compared with a rise of 4 per cent. the year before.
Since aggregate domestic demand in these countries did not increase much faster
than in 1977, the acceleration in their import growth must be explained primatily
by two other factors: first, domestic demand grew more rapidly than before in
countries such as the United Kingdom and Germany which have relatively high

Woarld trade.

Exports (f.0.b) lmports (e.1.£.)

: 1978 - 1978
Areas 1977 1st 2nd 1977 1st 2nd
Year ‘ tat halt Yoar hatf halt

In blilons of US dollars (volume index 1976 = 100)

Developad areas
Group of Ten and

Switzertand ., . . . . . . 647.8 776.7 369.0 407.7 6773 | 791.2 379.6 411.6
(104.9)| (7110.8)]| (109.6}| (112.0)] (103.8}| (110.8}| (109.2)| (712.4}

QOther countries®. . . . . . 92.8 110.4 . 82.3 8.1 128.4 138.0 66.5 715
(104.3)| (172.1)]| (ro08.8)| (71157)] {102.4)| (107.5)]| (105.0) (98.0)
Total developed areag . . 740.4 8871 421.3 4665.8 BOS.7 929.2 4484 4831

{104.8)| {111.0)] (109.5)| (172.8)] (103.6)| {109.3)| (708.6}| (110.0)

Developing areas

Qll-exporting countries® . . 180 145 T0 Fi- a7 102 51 51
{99.5) {96.0) . . {122.0)| (126.0) . .
Otherareas . . ., . .. .. 128 142 87T 75 154 180 8% a5
) (703.5)| (110.0} . : B {104.0)|.(710.0)
Total developing areas . . 278 297 137 150 241 282 136 146

{101.5}| (102.5)| (99.0}| (106.0)| (710.0)| {116.0)| (#15.0}]| (¥17.0)

Centrally planned
economies® . . . . ... 106 121 57 &4 113 133 65 63

Grand fotal®* . . . (1,124 [1,208 815 680 [t,180 |1,344 647 697
(104.0}| (108.5)| (106.5}] (110.5)} (105.0)| (170.5)| {109.5)}( (111.5)

1 Basad on customs data; not direc:llr comparable with frade figures in the table on page 82, 2 QECD countries
axcept the Group of Ten and Switzerland, plus |srael, South Africa and Yugoslavia. 2 QPEC (Algeria, Ecuador,
Gabon, Indonesia, Iran, Irag, Kuwait, Libya, Nigeria, Qatar, Saudi Arabia, United Arab Emlrates, Vanezusla)
plus Babrain and Qman. 4 Bulgaria, People's Republlc of China, Czechoslovakia, German Democratic
Republic, Hungary, Poland, Rumania and USSR, 5 Volume index excludes centrally planned economies,



ratios of imports to domestic output; secondly, some of the marked changes in
exchange rates which took place after September 1977 began to affect import volumes,
_ especially in the principal surplus countries. As a result, the growth of total imports,
which in 1977 had largely reflected a 103 per cent. rise in US mmports, was much
more evenly spread among members of the group last year. While imports into the
United States again tose strongly, by ¢!% per cent., import growth became more
_buoyant in most other countries. Increases of 7 per cent, 71 per cent. and 10 per
cent. respectively were attained by the principal surplus countries, namely Japan,
Germany and Switzetland. At the same time import growth also picked up in-
those countries where it had previously been held back by domestic stabilisation
programmes, accelerating in the United Kingdom to 7% per cent., in France to
5 pet cent., and in Italy, after a 2 per cent. decline in 1977, to 7% per cent. Of
the countties in this group, only Sweden recorded a contraction in its impotts,
which declined by 6% per cent. — much mote than in 1977.

After several years with rather precatious external positions which in some
instances had worsened in 1977, the majority of developed countries outside the Group of
Ten and Switgerland continued with, or embarked on, policies of demand restraint
in 1978. Their combined impotts, which had expanded by only 2% pert cent. in 1977,
showed a decline of 1 per cent. last year. The overall result in 1978 was heavily
influenced by the decline of imports into Austtia, Finland, Spain, New Zealand,
Notway and Turkey, the last-named countty tecording a cutback of 25 per cent.
Most of the other countries in this group increased their imports only slightly, the
exceptions being Ireland and Greece, where imports expanded by 161, per cent, and
5 per cent. respectively, after similar increases the year before.

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

The build-up of their reserves in relation to impotts, and the reduction in
their current balance-of-payments deficits in 1976 and 1977, enabled the won-0i/
developing countries as a group to revert to more growth-oriented policies in 1978.
This shift, together with the relaxation of import restrictions in some Asian countries,
was reflected in an acceleration of real import growth from 4 to about 6 per cent.
However, this average result for the group as a whole covered marked differences
in the import performances of individual countties and ateas. In the contrally planned
economies, where the dollar value of imports rose by 18 per cent., it appears that
import volume, which had shown little change in 1977, increased by about 7 per
cent. :

The 1978 pattern of real export growth by major groups of countries did
not in all cases match that of import growth. The biggest tise in export volume
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 was recorded by the developed countries oniside the Group of Ten and Switzerland, with
an inctease of 7% pet cent., considerably above the world average. At the other
extreme were the oilexporting commiries, With oil output increasing in other areas
of the wotld, and with the latge drawdown of importing countries’ stocks during
the first half of the year not being fully offset by restocking later in the year, their
combined exports shrank by 3% per cent., after having fallen minimally in 1977.
In other areas export performance was more in line with import growth. The
 non-oil developing countries’ export volume expanded in 1978 by 6 per cent., 2%, pet-
centage points faster than in the preceding year, thereby raising slightly their
share in world exports; and the export volume of the centrally planned economies
may have increased by 5 per cent., roughly as much as in 1977. Exports from
the Group of Ten couniries and Switgerland rose by 5% per cent., somewhat more
slowly than their imports. In general, demand conditions in these countries’
export markets appear to have been the most important determinant of export
growth; however, the increase of only 1 per cent. in Japanese expotts, after a rise
of 9 per cent. in 1977, seems to reflect the impact of the yen’s appreciation, as
well as of the direct controls on exports imposed by the Japanese Government.
Exports from the United States, Canada and TItaly increased markedly, by 8%,
9% and 11 per cent. respectively. Elsewhere, however, the variation among rates
of export growth was far less pronounced.

The diversity of trade volume trends in 1978 coincided with major movements
in the relative prices of internationally traded goods. Market prices in dollars of
primaty commodities other than crude oil, which in 1977 had risen by 113 per
cent., incteased by only 21, per cent. on average last year, while the rise in the
ptice of oil imported by developed countries came down between the two yeats
from 8 to 13 per cent. On the other hand, the rise in their export prices of
manufactured goods accelerated from ¢ to 14% per cent. These relative price
movements were translated into a terms-of-ttade gain of 3% per cent. for the
Group of Ten countries and Switzerland, compared with a 1 per cent. loss in
1977. The other developed countries also experienced a small terms-of-trade
improvement. Consequently, the main burden of terms-of-trade losses fell on the
developing world. The non-oil developing countries suffered a § per cent. reduction
which more than offset the gain made the year before, while the oil-exporting
countries’ terms of trade fell by 1o per cent.

Quantifying roughly the relative impact of volume and price effects on changes
in trade balances, the substantial improvement in the collective trade balance of the
Group of Ten countries and Switzerland of $15.3 billion in 1978 was more than
accounted for by a $z5 billion effect arising from terms-of-trade gains and from
a small positive “basis effect”, which more than offset the volume changes which
occurred in 1978. The “basis effect” represents the impact of incteases in the dollar
prices of tradable goods on the dollar value of an existing trade imbalance. Excluding
the United States, a very shatp contrast appears between the 1977 and 1978 evolution
of the group’s real and nominal trade balance; in 1977 the $18.5 billion amelioration
was essentially due to volume changes, while the improvement of the same
magnitude in 1978 was entirely due to prices. Moteovet, although the trade balances
of the three major surplus countries continued to increase in dollar terms in 1978,
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The estimated impact of volume and price changes on tfade
balances in 1977 and 1978.

Total change Adtributable to
from preyious changes in changes in : 2
yoar' basis effect
Countries and areas volume terms of trade
1977 | 1978 | 1977 [ 1078 | 1977 | 1078 | 1977 | 1078
in blilions of US dollars
Group of Ten and 1
Switzerland. ., . . . . . . . - 3.3 15.3 5.1 —-10.0 — B.B 25.0 - 2.6 0.3
{excluding the
United States} . . . . .| (18.5)( (78.9)| (18.2)( (—5.2)| (—0.7}| (20.9) {0.4) {2.7)
of which:
BLEU . . ... ... ... - 0.2 - Q0.7 0.2 - 0.2 — 0.1 1] - 0.3 - 0.5
Canada . . . .., .. ... 1.1 0.4 an 2.4 - 1.8 - 1.9 — 04 — Ot
" France . ... .. e 1.8 3.0 3.2 03 | — 1.0 29 | — 04 | — 02
Germany . . . ... ... 2.9 2.1 2.2 - 2.7 — 0.8 4.1 1.5 2.7
Maly. . . ... ...... 4.2 2.1 a.5 1.2 0.9 0.9 -2 1]
Japan., .. ... .. . 8.3 8.6 4.4 - 4.0 1.0 10.8 0.9 1.7
Metherlands . . . . ., . . . — 28 |—08 |—21 ] — 16 | — 0.3 09 |—02 | — 02
Swedsn. . . . ... ... 0.2 2.3 0.5 27y | — 0.3 | — 08 o 0.1
Switzerland . . . . . . .. — 0.4 0.1 03| —09%|— 08 1.0 | — 0.1 o
Unlted Kingdom , . . . . . 5.2 - 0.8 2.9 - 2.4 3.0 2.6 — 0.7 — 0.8
United States . ., . . . . .} —218 | — 3.4 —13.1 - 4.8 - 5.7 a1 — 3.0 — 2.4
Other developed countries
outside the Group of Ten
and Switzerland . . . . . . - 1.8 7.9 o.8 9.4 1.0 21 | — 32 | — 36
Dil-gxporting countries . . . .| — 856 | —1985 | —15.0 | — 9.6 1.0 | —=12.0 5.5 2.0
Non-oil- developing countries . 16 | —126 | — 1.8 | — 2.0 45| -0 | —-—15%)| - 35

-1 0n & customs basls; exports f.0.b,, imports c.L.f.; not directly comparable with the trade balances in the table
on page 82, z Reflects primarily the eftect of ¢changes In the general level of dollar prices of traded goods on
the trade balance expressed In US dollars; calculated as a residual,

all three experienced a reduction in their real sutplus — the most dramatic example
being Japan, where a real deterioration of $4 billion was obliterated by a favourable
price effect of §1:.6 billion. The contrasting impact of volume and price factors
outside the Group of Ten and Switzerland was less pronounced. The improvement
of the trade account of the other developed countries was entirely due to a favourable
volume effect, while in the cases of the oil-exporting and non-oil developing countries
the negative terms-of-trade effects wete reinforced by adverse volume trends. .

The powetful effects of terms-of-trade changes on global trade positions in
1978, however, have proved to be temporary, Already during the latter part of 1978
and more markedly in eatly 1979 movements of relative ptices of major categories
of commodities indicated a partial reversal of the 1978 terms-of-trade changes. The
recent tises in oil and other primary commodity prices are certainly improving the
trade balance of thé oil-exporting countries and the expott earnings of primary
producing countries. "

Balances of payments. '

The sizable changes which took place in merchandise trade balances in 1978
wete almost fully reflected in shifts of similar magnitude in the global pattern of
cutrent payments balances. As a result, the distribution of the current-account
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positions of the major groups of countties in 1978 resembled more closely than in
the previous four years the pre-1974 pattern. The combined cutrent account of the
‘Group of Ten countries and Switzetland swung from a $5 billion deficit in 1977
to 2 sutplus of $18 billion in 1978. At the same time, the combined deficit of the
other developed countries, which had averaged more than $20 billion in the years
since 1974, was reduced to §r1%; billion. In part, this improvement in the developed
countries’ cutrent position, totalling $35 billion, was mirrored by a deterioration
in the position of the non-oil developing countties. Following reductions in the
two preceding years, their current deficit rebounded by an estimated $9 billion in
1978 to a total of §24 billion, largely because of the relative fall in primary product
prices, In addition, the centrally planned economies’ current-account deficit appears
to have increased. However, the principal counterpart to the re-emergence of 2
substantial surplus on the major developed countries’ current balance of payments

International current-account transactions.

Tfﬂ‘(’ffob_%lsn‘e Services and transfers Current balance

Countries and
areas . 1976 | 1977 | 1978 | 1976 | 1977 | 1978 | 1978 | 1977 | 1978

In billions of US dollars

Developed areas

BLEL ..... — 042 = 1.4%| = 112 0.4° 0.7° 0.5° 4] =07 | — 0.6
Canada. . . . . 1.4 2.7 30 | — 52| — 66| — 78 —28 ]~ 35 | — 486
France . . . . . - a7 | — a7 1.6 [=— 1.2 ] — 086 24 |- B9 | — 33 4.2
Germany . . . . 18.7 19.8 253 | —13.2 | —15.8 | —16.3 a.s 4.3 9.0
ftaly ......|l—4a2|— 01 2.9 1.4 1.8% 3.8 — 28 1.4 8.4
dapan. . . ... 8.9 17.3 247 | — 6.2 =64 —av|. a7 | 109 188
Netherlands. . . 16 | —04 | — 10 1.13 0.8° | — 0,47 2.7 04 | — 1.4
Sweden. . . . . 0.2 0.3 26 | — 24 |—3t | —38|—22|—28|— 10
Switzerland . . 0.4 | — o1 0.5 3.0? 3.5° 4.6 3.4 3.4 5.1
United Kingdom, | — 6.4 | — 3.0 | — 2.3 4.4 3.6 28 | — 20 0.6 0.5
United States . , | — 9.4 | —31.1 | —34.1 13.7 15.8 18,9 43 | =153 | —e6.0
Group of Ten '
and Switzer-
land . . .. 8.1 1.3 223 | — 42 | - 83 | — 4 0o |- 5.0 18.2
Other countries , | —27.6 | —27.9 | —19.0 5.0 4.5 7.6 | —22.6 | —23.4 —11.4
Total devel-
oped areas , | —22.85 | —26.6 3.3 08 | — 1.8 365 | —21,7 | —29.4 6.8
of which: .
QECD* . . . 179 | =238 56 | - 1.0 | — 3.3 1.7 | —r8.9 | —26.9 7.3
Developing .
areas®
Oll-axporting
countries . . . 78 72 54 —41 —-43 —aT7 ar 29 [ 7
Other areas . . . | —12 —9 -18 -8 -8 -6 —18 —15 —24
Total develop-
Ing areas . . 66 63 a6 —a7 —49 —53 19 14 -7
Centrally
planned
econaomies® . , | — & -1 -5 . . . .

' On a transactions basis,  # imports partly ¢.i.f. 2 Excluding retalned earmings on ditect investment.  * Total
developted arza?a excluding Israel, South Africa and Yuposlovia. 5 Partly estimated; trade fipures are based
on cugtoms data.



was an unexpected and rapid fall of $22 billion in the oil-exporting counteies’ current
surplus, to only $7 billion. Thus, the oil exporters’ surplus ceased to be the major
destabilising factor in the world’s current payments structure.

The return towards a more traditional pattetn of payments balances among the
main groups of countries was, in itself, 2 move in the direction of better equilibrium.
However, it was accompanied by a worsening of imbalances within the Group of
Ten countries and Switzetland. While there was, it is true, a combined improvement
of $14.3 billion in the cutrent-account positions of France, Italy and Sweden,
this welcome development was quite overshadowed by the widening of the gap
between the US cutrent-account deficit and the current payments surpluses of
Germany, Japan and Switzetland. The aggregate sutplus of these three countties
tose by $12.1 billion to $30.7 billion in 1978, while the deficit of the United States
increased slightly to $16 billion. The sharp imbalance between these countries had,
in fact, already emerged in the final quarter of 1977 and in dollar terms it moderated
only slightly during the coutse of 1978.

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

Progress towards better balance on current account, therefore, has been far
from negligible — and following the US measures of 1st November 1978 it has
been recognised by the exchange markets. Furthermore, there was a very large
increase in long-term capital outflows from Japan last year, which may also be
" considered as a step towards bettet basic balance. Indeed, a current-account
sutplus offset by long-term capital outflows can reasonably be considered an
appropriate balance-of-payments structure for industrialised countries to aim at,
However, there are a number of reasons why action to moderate current-account
surpluses is of primary importance. First, the persistence of long-term capital out-



flows on the scale required may be difficult to ensure. This is partly because of the
need to take account of domestic requirements in framing monetary policy and
interest rate policy; in addition, large and persistent curtent payments imbalances,
often with concomitant inflation differentials, may (as in 1977-78) give rise to
expectations of exchange rate changes that make capital flow out of deficit countties
and into surplus countries. Secondly, large and persistent current payments surpluses,
even if offset by long-term capital outflows, may over time pose external financing
problems fot the countries with the counterpart deficits, This consideration applies
with particular force to surpluses run by non-OPEC countries at a time when there
is again a significant OPEC current payments surplus vis-d-vis the rest of the world,
For these reasons, it would be wise not to put too much reliance on capital move-
ments rather than cutrent-account adjustments as a way of achieving a more stable
wotld balance-of-payments structure.

On top of last year’s very large current payments imbalances within the Group
of Ten countries and Switzetland there were also — with the single exception of
long-term capital outflows from Japan — aggravating developments on the capital
accounts of these countries’ balances of payments. In the United States the overall
payments deficit was twice as large as the current-account deficit, while Switzerland’s
net official monetary assets increased by much more than its current suarplus.
-Moteover in Germany, too, where the reserve gain was not far from the current-
account surplus, and in Japan, where it was considerably lower, thete were at
times during the coutse of the year large-scale speculative inflows of funds. The
whole process came to a climax in the final quarter of the year when net capital
outflows from the United States amounted to nearly $16 billion — as much as for.
the year as a whole, The first few months of 1979 have seen a very substantial
teversal of these “perverse” capital flows, with a reflux of funds from the sutplus
countries into the United States large enough to have wiped out a significant part
of last year’s unwanted reserve gains in the surplus countries and to have enabled
the United States to tecoup the large sums it used in market interventions during
November and December 1978.

Looking ahead, the outlook is clouded by the recent increases in the price of
oil. It is true that the responses to last yeat's exchange rate changes should make
themselves increasingly felt in 1979. In the United States, however, the influence
of favourable volume trends may be partly offset by higher oil prices and, for the
same reason, neatly all European countries may see their cutrent balances worsen,
The collective surplus of the Group of Ten countries and Switzerland is likely to
be reduced in 1979, while the surplus of the oil-exporting countries will increase.
Thus, the global pattern of current balances may move back towards the configuration
more typical of the years since 1974,

Developed countries.

The current payments deficit of the United States, which had become very
substantial in 1977, was little changed in 1978. The basis of statistical calculation
has changed since last year in that net retained earnings on direct investment are
now counted as a credit in the current account and a debit in the capital account:



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

in 1977

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

United States: Balance of payments, 1976-78.

1970"
1976 1977 Year 1st 2nd ard 4th
Itams qQuarter quarter quarter quarter

in billions of US dollars

Current transactions
Merchandise experts

ffobd. . ... ... 114.7 120.6 1419 -30.8 5.3 36.5 39.3
Merchandise Imports
(fobd. .. ..... 1241 151.7 176.0 42.7 43.2 44.5 ‘45,6
Trade balance . .| — 9.4 —=31.1 —34.1 —11.9 - 19 | — 8.0 — 6.3
Investment Income, net?, 15.8 17.6 19.9 4.8 4.8 4.9 5.6
Gther services and ’
transfers,net . . . . . — 2.2 — 1.7 — 1.8 - 0.5 — 0.1 — 0.6 - 0.8
‘Services and
transfers . , . . 13.7 15.8 18.1 4.3 4.5 4.3 5.0
Current balance. . 4,3 —15.3 -16.0 - 7.8 — 3.4 - 3.7 - 1.3
Capitaf transacttons? :
US Government. . . . . 0.8 - 2.0 - 1.8 — 0.1 — 1.5 - 1.1 0.9
Direct investment* . . .| — 7.3 — B.S -~ 9.8 — 4.2 — 24 - 0.5 - 3.0
Portfolio investment. . .| — 5.7 - 1.2 0.2 - 0.1 0.3 4] o
Flows reported
by US banks, n.l.e. . . - 7.6 — 4.1 —14.8 - 5.7 2.2 1.3 —-12.6
Other. . . . . ... .. - 2.5 - 1.5 - 0.6 - 1.7 0.5 0.9 — 0.3
ldentified capital
flows . . ... —22.3 —17.7 —26.8 —-11.8 — 0.6 0.6 -15.0
Statisfical discrepancy . 9.3 - 0.8 1.8 4.5 8.1 — 1.6 — 06
Capltal balance . .| —13.0 —18.6 -15.3 - 7.2 8.5 - 1.0 —15.6
Overall balance® . — a.7 —33.9 —31.3 —14.8B 5.1 - 4.7 -16.9
of which, changes in: .
US officlal regerve assets . 2.5 0.2 - 0.9 - 0,2 — 0.4 ~ 0.1 — 0.2
US liabilities to foreign -
official agencies? . . . .| —11.2 —-34.1 —30.4 —14.6 5.5 — 4.8 —186.7
1 Quarterly data seasonally adjusted. 2 Including net retained sarnings on direct invest t L -] of

definitional ditferences, some of the capitel-account totals, and US tabilities to foreign official agencies,
are not tdentical to those published b?‘ the US authorities, 4 Including the reinvestment of net retained
earnings on direct | tment. ¥ Excludes valuation adlusiments.
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account — notably flows reported by banks in the United States — and in the
statistical discrepancy. Unfortunately, the statistics no longer distinguish long from
short-term flows through US banks, and therefore it is not possible to treat the banks’
short-term position — which excludes movements in the deposits of foreign official
institutions — as a financing item, In the first quarter the dollar was generally
weak and the banks wete net lenders abroad. Some of this lending was reversed in
the second and third quarters, possibly influenced in the latter quarter by the abolition
on 28th August of reserve requirements on funds borrowed abroad. But the largest
change came in the fourth quarter, when the banks reported net outflows of §12.6
billion, which were more than accounted for by additional dollar claims on foreigners
and which occurred mainly in November and December. Moreover, if it had not
been for the first issue of DM-denominated “Carter notes” to German residents, the
net outflow in the f_q:iurth quatter would have been $1.6 billion larger. Part of this
outflow may have been purely seasonal, but it is likely that much of it represented
a response to the increased readiness of the US authorities to intervene in foreign
exchange markets to support the dollar, which enabled unwilling holders of dollar
assets to cover their exchange risk without fear of triggering a large and costly fall
in the dollar. By comparison, other identified non-reserve capital transactions were
fairly stable, and over the year as a whole resulted in a smaller deficit than in 1977,

The cutrent-account deficit was in fact a live larger in 1978 than in 1977,
and it is therefore of some interest to look in more detail at its development in
recent years, The following table shows the seasonally adjusted quarterly movements’
of the US balance on goods and setvices during 1977 and 1978, both in current
dollars and, in order to abstract from the terms-of-trade effects of the dollar’s
depreciation and other price movements, at 197z prices as a percentage of gross
national product.

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

1977 1878
Year ist 2ndd 3rd 4th Year 18t 2nd 3rd 4th
quarter quartar quarter quarter quarter quarter quarter quarter
in bitlions of US doliars at current prices, seasanally adjusted, annuslised rates
—11.1 ' — &5 | - 8.9 | ~ 7.0 | —-23.2 |—|2.o | —24.1 l — 55 | =107 | — 78
at 1972 prices, expressed as a percenlage of gross national product
+ 0.7 + 0.9 + 0.8 + 0.9 + 0.2 + 0.6 + 0.2 + 0.8 + 0.7 + 0.7

A notable feature is the size of the seasonally adjusted trade deficits in the
last quarter of 1977 and the first quarter of 1978. These seem to have been mainly
the result of a stowdown in exports, perhaps arising from anticipations of a further
fall in the dollar. While this deterioration proved to be only temporary, many
observers consider that the subsequent improvement has been less than might have
been expected on the basis of past experience. The figures in the lower half of
the table show that since the middle of 1977 there has not been any significant
increase in net exports, in spite of the depteciation of the dollar, It is true, of
course, that the beneficial effects of depreciation may be vitiated by offsetting
increases in costs and prices in the depreciating. country in relation to other



countries, but such increases have not occurred recently in the United States.
Between the second quarter of 1977 and the fourth quarter of 1978 unit labour
costs in manufacturing in the United States relative to other countries fell by 11
per cent.

Further light may be thrown on the recent evolution of the US balance on
goods and services account by comparing the effects of the 1977-78 depreciation
of the dollar with those of the 197172 and 1973 depreciations. This is done in
the table below, in which post-depreciation changes in capacity utilisation and in
net tesources exported by the United States (as a percentage of gross national
product) are traced quarter by quarter. The early benefits of the 1971~72 devaluation
appear to have been used in promoting full employment in the domestic economy,
since there was no improvement at all in the trade balance. In complete contrast,
the depreciation of 1973 contributed hardly anything to domestic employment but
did a lot for the trade balance. It may well have been assisted in this by delayed
effects of the 1971-72 devaluation.

United States: Effects of dollar depreciations.

Year and size of depreciation

Number of 1971-72 {6} %92 1973 (9292 1977-78 (9%)?
uarters after
deginnllnt ot Change in’ Chanpe in Change in
epreciatron capacily capacity capaclty
utilisation in volume ol | ygiisation In volume of | gsation in volume of
manufacturing® net exports manufacturing? net exports manufacturing® net axports
1 + 18 —0.20 +15 | +om —-0.1 —0.70
2 + 4.0 ‘—0.48 + 2.1 + 0.58 - 11 —0.72
3 + B.9 — Q.26 + 2.3 + 0.87 + 1.2 —0.11
4 + 7.2 —0.12 + 2.2 + 1.16 + 2.4 —_0.27
5 +10.2 -0.10 — 1 + 1.34 '+ a5 —0.21
G " start of second eplsode - + 1.37 + 3.7 - 0,30
{see next gcolumn) .
7 -0.3 + 1.37
a8 — 7.1 + 1.61

1 The quarter numbered 1 in each case is the first quarter in which an effective depreclation, calculated on a
guarterly avarage basis, of mare than 2 per cent, took place. In the 1911-72 episode quarter numi:eri Is the fourth
quarter of 1971; In the 1973 episode, the first quarter of 1873; and in the most recent case, the fourth quarter of
1977. All comparisons in the table are with the quarter preceding that numbered 1. 2 The figures In brackets
are the total effective depreciations of the dollar, based on the computations of the Morgan Guaranty Trust
Company, They are calculated over the following perioda: third quarter of 1971 10 second guarter of 1972; fourth
quarter of 1972 to third quarter of 1973; and third quarter of 1977 to fourth c!uarter of 19748, 3 Percantage change
In the FRB Index from that prevaillnﬂ in the quarter before 1, 4 Change in the volume of net exports of oooss
and services as a percentage of GNP, calculated at 1972 prices.

The most recent depreciation, although similar in size to the eatlier ones,
seems to have done comparatively little good at all so far. The increase in capacity
utilisation has been much smaller than in 1972, while the external balance has even
deteriorated a little in relation to gross national product. Moreover, business-cycle
developments in other countries cannot plausibly be adduced in explanation. It
might be objected that since the most recent fall in the dollar has come in phases
extending over a year or so and continving into the final quarter of 1978, it is
too soon to compare its results unfavourably with those of its predecessors. While
this objection may apply to a compatison with what happened after the 1973
depreciation, which was mote rapid, the most recent depreciation was only a little

more protracted than that which took place in 1971-72. And even if, in order to
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allow for this difference, its results after six quarters are compared with those of
the 1971-72 devaluation after five quarters, they are still relatively unimpressive.
Moteover, although the trade figures for the first quarter of 1979 are encouraging,
they still do not show an adjustment comparable to those achieved a&er the two
catlier depreciations of the dollar.

In looking at the slowness of the response to the 1977-78 depreciation, the
changes in the commodity composition of the trade balance between 1977 and 1978
are of some interest. Although there were improvements on foodstuffs, animal feed and
beverages, as well as on petroleum and petroleum products, amounting in all to
$7 billion, these are not the favourable responses that are expected from depreciation,
In the other merchandise categories, where improvements might have been expected,
there were deteriorations totalling $10 billion. Some of these changes for the worse
might be thought to represent the effects of a worsening in the US terms of trade
following the depreciation of the dollat, rather than volume movements. But in fact
the terms of trade improved between 1977 and 1978 in spite of the dollar’s
depreciation, Thus, the response of the US trade balance to the 1977-78 depreciation
has been at its most disappointing in the case of manufactured goods, a sector in
which there is often great anxiety to maintain markets, and this cannot be explained-
as a J-curve phenomenon. To summarise, then, there has been as yet little sign of
the substantial adjustment of the volume of US imports and exports that might
have been expected to result from the depreciation of the dollar since mid-1977,
and such improvements as have occurred have not been the expected ones.

At the beginning of 1979 it was expected that the current deficit for the year
would be roughly halved, to between $8 billion and $10 billion. Although the
merchandise trade figures for the first quarter did show a small improvement on
the final quarter of 1978, the recent further increases in oil prices have raised the
spectte of a relapse by adding another several billion dollars to the oil deficit
previously expected in 1979. However, this should not be enough to prevent
some, perhaps smaller, improvement in the current account this year. In the capital
account there is very clear evidence of the success of the dollar support measures
of 1st November 1978. In January and February alone, the reflow of funds through
the banks amounted to some $12 billion, neatly all in the form of reduced claims
on non-tesidents, and this trend continued in March and April. Nonetheless, as
noted elsewhere in the Repott, exchange-market stability in the longer tun remains
dependent on a better performance of the US current account.

In 1978 balance-of-payments developments in the three major surplus countries
— Japan, Germany and Switgerland — were strongly influenced by the shatp decline
of the dollar. All three countries experienced sizable increases in their cutrent-
account surpluses arising out of terms-of-trade improvements that more than offset
reductions in the volumes of their net exports. In addition, all three received massive
inflows of short-term capital, so that additions to their net official reserves were
even larger than in 1977, as the monetary authorities intervened heavily to moderate
the upward movement of their exchange rates.

Japan's balance of payments, while remaining in large overall surplus, showed
some major changes in 1978 which, by the end of the year, had considerably



Developed countrles: Balances of payments.®

Adjusted
overall
. I3C|i|mant2 Capimla O\veralla Adjust; balance

Countries Years alance balance balance ments: ( _?'I?lgar: :i!atreymal

’ movements)®

in milllons of US dollars

Austda, , ., . . ... ... 1977 | — 2,980 1,845 - 1,135 - : 1] — 1,198
1978 | — 1,505 2,435 830 25 ass
Belgium-Luxembourg . . . 1977 | — 725 — 450 — 1,175 — F70 — 1,945
1978 | — B63 — 585 - 1,150 320 — 830
Canada . ......... 1877 | — 3,930 1,180 — 2,780 - 70 — 2,8%0
1978 | — 4,625 440 - 4,186 - 100 — 4,288
Denmark. . . . . ..... 1977 | — 1,680 2,655 o975 80 1,038
_ 1978 [ — 1,400 2,375 978 - 108 1,080
Finland . .. ....... |1977| — 180 200 40 80 100
’ 1978 585 145 730 as 765
France . . . . ....... 1977 | — 3.310 5,336 2,025 —  43% . 1,590
1978 4,200 400 4,600 -  &00 4,000
Germany . . . . . . ... 1977 4,320 - 3150 1,170 - 570 500
1976 | . 8,880 - 4,080 4,910 - 1,130 3,780
Greece* . . . . ... ... 1977 ] — 1,278 1,055 - 220 2as 15
. 1978 | — 1,255 915 — 340 220 - 120
Ireland . . ., . ... .... 1977 | — 300 290 - 10 30 20
1878 | — 310 460 150 25 245
Italy . . . . . ... ..., 1977 1,350 725 2,075 290 2,385
1578 6,365 1,815 8,280 145 8,425
dapan ., . . ... ... ., 1977 10,920 - 2,710 8,210 - 1,110 7,100
1970 16,628 —10,610 6,015 - 1,830 4,188
Netherlands . . . . . . .. 1977 aes — 1,600 - 1,238 260 - 975
1978 | — 1,355 — 2,380 - 3,715 225 - 3,490
Morway. . . . ....... 1977 | — 4,938 4,710 | — 228 | — 70 — 295
1978 | — 2,100 2,928 825 a0 865
Portugal®, . . . . . c. . | 1877 | — 1,808 60 | — 1,445 308 — 1,140
1978 | — 740 968 216 210 425
Spaln . ... ... .. 1877 | — 2,450 2,745 . 296 - 720 - 425
1978 1,610 2,240 3,750 - 768 2,985
Sweden . . ..., .. ... 1977 | — 2,810 3,228 415 25 A4D
1978 | — @78 605 [ — 370 — 138 — S80S
Switzerland. . . . . . . .. 1977 3,440 1,220 T 4,860 . 4,660
1978 5,145 5,088 10,200 . 10,200
Turkey . . . . ... ..., 1977 | — 3,388 885 — 2,500 . — 2,500
. 1978 | — 1,420 810 — 8610 . - 61D
United Kingdom . . . . . L 1977 580 9,028 9,605 — 325 9,280
1978 500 &00 1,100 — B38 466
United States . . . . . . . 1977 | —15,280 —14,440 —29,730 350 —20,370
1978 | —15,960 — 490 —16,450 2,000 —14,450
Yugoslavia . . . . . . RN 1977 | — 1,600 . 1,770 170 co 170
19786 | — 1,018 1,390 375 . ars

Note: Wheraver possible, capltal balances and overall balances of payments are shown exclusive of changes
in commercial banks' short-term foreign positions, which, together with c¢hanges in net official monetary
positions, are treated as financing itema.

1 On a transactions basis. 2 For a large number of countries current and c¢apltal-account figures exclude
retalned sarnings on direct Investment and the corresponding reinvestment of such sarmings. 3 Equal to the
sum of actual transactions; excludes, wherever possible, valuation pains or ) in tary items resulting
from exchange rate movements. 4 Diterences malnly dus to valuation adjustments and discrepancles in
coverage, Equal to the sum of the last two columns in the table on page €8. & Partly on a cash basis,
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reduced the undetlying imbalance, Despite the reinforcement of administrative
guidelines for export restraint and the introduction of an emergency impott
programme, the current payments surplus increased further, from $10.9 to 16.6
billion. This change was more than offset, however, by a quadrupling of net
long-term capital outflows, to $12.2 billion, so that the surplus on the basic balance
of payments came down from $8.2 to 4.4 billion. Nevertheless, the increase of
$7.7 billion in net official monetary assets was larger than in 1977, owing to
substantial net inflows of banking and non-banking short-term funds,

During the course of the year the change in the basic balance of payments was
dramatic, from a $4.3 billion surplus in the first quarter to a $2.1 billion deficit in
the fourth quarter. In part this was attributable to developments on trade account,
the surplus on which fell to $5.1 billion in the last three months of 1978 after
having averaged $6.5 billion during the preceding three quarters. However, the
fourth-quarter decline in the trade surplus resulted essentially from $1.7 billion of
emergency imports. The decisive factor in the emergence of a deficit on the basic
balance was the large and rapid shift in the long-term capital account, from net
inflows of $o.4 billion in the first quarter to net outflows of $5 billion in the final
quatter,

An inctease of $7.4 billion, the same as in the preceding year, boosted the
1978 trade surplus to $24.7 billion. Howevet, in yen tetrms the rise was much less
spectacular. Moreover, as mentioned eatlier, the trade account owed its apparent
strength in 1978 to 4n extraordinary terms-of-trade gain of almost 15 per cent,
which concealed a marked adjustment of underlying trade volume trends. The
growth rate of real exports fell from ¢ per cent. in 1977 to only 1 per cent. in 1978.
A 7Y% per cent. volume gain in the first quarter gave way to a 3 per cent. decline
in the second quarter, as the impact of the export restraint programme was
compounded by the dampening effects of the yen’s rapid appreciation, and in
the last quarter the volume of exports was nearly 5 per cent. lower than a year
eatlier. However, the extent of the dollar’s depreciation against the yen prevented
~any decline in the dollar value of exports. The dollar unit value of exports rose by
neatly 20 pet cent. in 1978 as Japanese exporters adjusted their dollar export prices
upwards in response to the appreciation of the yen, although part of the exchange
rate movement was absotbed by a reduction of profit margins.

Imports expanded by 7 per cent. in real terms in 1978, after a 23, per cent.
tise the year before. However, this acceleration provides only limited evidence of
responsiveness of real imports to the exchange rate change, for the following two
reasons: first, the emergency import scheme alone may have added about: 21 per-
centage points to the growth of imports in 1978; secondly, the volume of imports was
still below the 1973 peak, despite a strong upturn in industrial production to § pet
cent, above the level of five years earlier. The sluggishness of Japanese imports
can be traced largely to the behaviour of two major categories of goods, raw.
materials and mineral fuels, which accounted for almost two-thirds of total imports
in 1977. The combined volume of these imports has not risen in recent yeats
and even in 1978, when favourable price trends prevailed and official stockpiling
added to demand, raw-material imports grew by only 5 per cent. while those of



mineral fuel declined by 2z per cent. The fact that in 1978 a level of industrial
production well above that of 1973 was sustained with 2 volume of imports in
these two categories that was well below the level of five years earlier is indicative
of the remarkable switch to energy-saving and raw-material-saving production
techniques that has occurred. Last year’s rise in total import volume therefore
reflected primarily the tise in purchases of manufactured goods as relative price
advantages brought about by the yen’s rapid appreciation permitted foreign suppliers
to penetrate the Japanese market; as a result, the share of manufactured imports
in total imports rose from 21 per cent. in 1977 to 25 pet cent. in 1978,

On capital account the authorities’ policy of promoting foreign borrowing
on the Tokyo market was the principal factor behind the huge rise in net long-
term capital outflows to §1z.2 billion in 1978. Residents’ purchases of foreign
securities and foreign lending by Japanese banks generated an increasing outflow
as the year went on. In total, these transactions resulted in a net outflow of
$11.7 billion, almost five times the 1977 total. These outflows wete supplemented
by an increase in the deficit on net direct investment of $2.4 billion. The net
outflow of long-term trade credit, however, which had amounted to $1.4 billion
in 1977, virtually dried up last year. Net short-term capital flows, including errors
and omissions but excluding the banking sector, resulted in an inflow of $1.6 billion
in 1978, though the quarterly pattern was far from steady. In total, net capital
exports amounted to $10.6 billion, compared with $2.7 billion in the preceding
year, so that the overall surplus declined from $8.2 billion in 1977 to $6 billion
in 1978, '

Including valuation adjustments, the net external monetary position improved
by $4.z billion, with net short-term banking inflows of $3.5 billion and an inctrease
in net official assets of $7.7 billion. The largest quarterly reserve increase, of $6.8
billion, occurred in the first three months of 1978, when strong speculative capital
inflows were superimposed on the current surplus, and the authorities intervened
on a very large scale to moderate the rise in the yen exchange rate. A teversal of
capital flows in the second quarter contributed to a $1.9 billion decline in the net
official position, a large part of which was offset by an increase in the following
quarter. During the final quarter the net external monetary position deteriorated
by $1.6 billion, but net short-term inflows of $ 3.3 billion through the banks boosted
official reserves by $1.7 billion. :

In the first quarter of 1979, when the yen’s exchange rate declined sharply,
the current account went into deficit by $o.5 billion, a turn-round of $3.4 billion
from the preceding quarter. With long-term capital outflows temaining large, the
basic balance showed a substantial deficit of $4.z billion; net official reserves fell
by $3.7 billion.

Like that of Japan, Cermar:y’.r current payments surplus rose sharply last year,
from $4.3 billion to neatly $9 billion. At the same time, and in contrast to what
happened in Japan, the currency crisis caused net long-term capital outflows to
decline sharply, from $5.6 to 1.1 billion, shifting the basic balance from a deficit
to a $7.9 billion surplus. This sutplus, together with sizable inflows of short-term



funds through the banking system, led to a §10.4 billion tise in net official monetary
assets.

‘The widening of the current surplus was entirely due to a §5.5 billion increase
in the trade surplus which, at $25.3 billion, was the highest ever recotded in dollar
terms. Although the customary invisibles deficit rose slightly to $16.3 billion,
in domestic currency terms there was a decline of DM 2.8 billion. The principal
teason for this unusual change was the recovery of net investment earnings, which
had fallen sharply in 1977 when modifications in tax legislation precipitated
exceptionally large remittances of profits to foreign shateholders. Other invisible
transactions generally followed their traditional pattern, with the biggest rise, of
$2.6 billion, being recorded in net toutist expenditure, '

The increase in the trade surplus was entirely accounted for by a 314 per cent.
improvement in Germany’s terms of trade. As was shown eatlier, the “real” trade
balance detetiorated in 1978 by roughly §2.7 billion as export and import volumes
responded to changes in the phases of the business cycle in Germany and in other
countries, and to changes in the international competitiveness of German goods.
Real export growth decelerated by 1% percentage points to 4 per cent., slightly
less than the estimated growth of wotld trade. Indeed, conditions in the export
sector were generally depressed and, in contrast to experience in previous cycles,
this sector contributed only modestly to the upswing in domestic output in 1978,
One decisive factor in this context was undoubtedly the fact that export unit
values measuted in Deutsche Mark remained unchanged, indicating a marked
squeeze, for the second consecutive year, on German exporters’ profit margins. In
DM value terms, export performance varied among regional markets. The most
important gains, of around 15 per cent., were achieved in sales to the United
Kingdom, Japan and Switzerland, followed by increases of 10 per cent. to the
United States and Belgium-Luxembourg. Exports to Norway, Spain and Sweden
shrank by between 13 and 20 per cent, reflecting these countries’ domestic
stabilisation programmes. There were also some losses of market shares in the
oil-exporting countries, whose total purchases from Germany declined by 1% per
cent. :

The DM value of imports rose by 31 per cent, in 1978; this was the result
of a 3% per cent. decline in prices and a 7! per cent. expansion in volume. The
acceleration of real import growth from less than 4 per cent. in 1977 was due in
part to the recovery of domestic economic activity, but it also reflected an
improvement in the competitiveness of foreign suppliers. Their relative price
advantage was felt particularly in the finished goods sector, whete the volume of
imports rose by neatly 10 per cent.; semi-processed goods were also imported on
a much larger scale in connection with a building-up of inventoties. The relative
weakness of raw-material imports, which declined for the second consecutive year,
appears to indicate savings in the use of raw mmaterials — a phenomenon similar to
that observed recently in Japan. Cettain other industrial countries, centrally planned
economies and southern European countties were the most successful suppliers on
the German market. At the same time, imports from the oil-exporting countties
dropped in value terms by 17 per cent., largely because of the shatp decline in the



DM price of oil, but also partly because of an increase in the share of oil imports
from the United Kingdom and from Norway. As a result, Germany’s trade surplus
with the oilexpotting countries widened substantizlly from $o.6 billion in 1977
to $2.6 billion in 1978. '

On capital account the steep decline from $5.6 to 1.1 billion in net long-
term outflows can be traced to two categories of transactions, both of which were
strongly affected by last year’s currency disturbances. First, and most importantly,
the long-term foreign transactions of the banking sector gave rise to net inflows
of $2.5 billion, in shatp contrast to net outflows of $2.7 billion the year before. In
patticular the banking sector’s longer-term external liabilities rose by no less than
$7.4 billion last year, partly as a result of large purchases by non-residents of bank
certificates’ of indebtedness. These speculative inflows were only partly offset by
2 $4.3 billion increase in long-term bank credit extended to non-residents, including
putchases by the banks of $1.6 billion worth of “Carter notes”. Secondly, the
net outflow from portfolio investment declined from $1.3 to o.3 billion, mainly
owing to larger non-resident purchases of German secutities. In the rest of the
long-term capital account net outflows were higher than in 1977, net direct
investrnent rising from $1.4 to 2 billion and net official capital outflows doubling
to $1.5 billion.

The modest total of net long-term capital exports was supplemented by net
short-term non-banking capital outflows (including errors and omissions) of $3
billion, reversing the inflow of $2.4 billion recorded in 1977. The swing included
a §3 billion decline in financial loans from abroad to the private non-bank sector.
Although the deficit on identified net trade credits remained unchanged in 1978,
the relatively big negative statistical discrepancy may reflect some increase in trade
credits granted by German exzportets. For the year as a whole Germany’s overall
payments sutrplus amounted to $4.9 billion, about four times as large in dollar
terms as it had been in 1977.

Including valuation adjustments, the monetary counterparts of the overall
surplus were an increase of $6.7 billion in the net short-term liabilities of the
banking sector and a rise of $10.4 billion in net official assets. The bulk of the
increase in net official reserves occurred during the last quarter of 1978, with
$4.4 billion accruing during October alone, when the dollar crisis was at its peak,
and a further $2.8 billion in the last two months of 1978. Only during the second
quarter, when the dollar staged a short-lived recovery, did the monetary authorities’
net reserves decline. There wete net short-term outflows of $1.3 billion through
-the banking sector in the first quarter; thereafter net inflows rose steadily, reaching
$4.7 billion in the fourth quarter.

- During the first quarter of 1979 the current account recorded a surplus of
$1.5 billion, compared with $2.1 billion in the corresponding period of 1978. At
the same time, the surplus on the basic balance fell sharply to $1.1 billion from $3.6
billion, as net long-term capital outflows resumed. In addition, there were sizable
net short-term banking and non-banking capital outflows. of $6.1 billion and net
official assets declined by $4 billion.



In Switgerland the appreciation of the franc last year and the associated
exchange-market pressures helped to increase the overall balance-of-payments
sutplus, which in 1977 had been $4.7 billion, to $10.2 billion, The external monetary
counterpart to the surplus was an improvement of $6.9 billion in the net official
position and one of $3.3 billion in the banking system’s net external assets.

On current external account the surplus went up from $3.4 to 5.1 billion.
As usual, net teceipts from services and transfers, which rose from §3.5 to 4.6 billicn,
wete the dominant element in the current-account surplus. Net investment income,
at $3.5 billion, was $1 billion higher than in 1977 and in addition net receipts on
travel account, although lower than the year before in Swiss franc terms, improved
in dollar terms by $o.3 to 1.5 billion. The merchandise trade account registered
a surplus of $o.5 billion, after a deficit of $o.1 billion in 1977. This change
was more than accounted for by a 714 per cent. improvement in the terms of trade.
On the basis of customs figures the volume changes on trade account — a 5 per cent.
increase in exports and a 1o per cent. increase in imports — would on their own
have produced a $0.9 billion detetioration in the foreign trade balance. '

The capital account was dominated by unidentified inflows of §r1.1 billion.
In contrast, identified capital movements showed a deficit of $6 billion, reflecting
the -attractiveness to issuers of notes and bonds of the low interest rates on
borrowing dencminated in Swiss francs. Thus, total net capital inflows amounted
to $5.1 biltion, up from $1.2 billion in 1977.

In the first quarter of 1979 the Swiss merchandise trade deficit amounted to
$o.5 billion, roughly double its level in the corresponding quarter of 1978. There
were partial reversals of last year’s inflows of funds in January and March, and the
net official position detetiorated by $1.9 billion over the quarter,

The exchange rates of the other European Group of Ten counttries showed
much less volatility in 1978. In some countries the telative stability reflected the
- absence of any strong exchange-market pressure; in others the authorities intervened
heavily to hold their currencies’ external value between those of the major divergent
currencies. Either way their balance-of-payments developments in 1978 were much
less affected by the recurrent exchange-market disturbances.

Italy’s current balance-of-payments surplus increased sharply in 1978 to $6.4
billion, or about 21, per cent. of gross domestic product, from $1.4 billion the
year before. The trade account improved by $3 billion, and there was an
improvement of §2 billion in the balance on services and transfers. These changes
may be ascribed to the relatively slow growth of domestic demand and the
continuing response to the 18 per cent. effective depreciation of the lira in 1976.

The terms of trade improved by 21 pet cent. in 1978, despite the depreciation
‘of the lira in relation to other European currencies, but this was responsible for only
about $1 billion of the total improvement in the merchandise trade balance on a
customs basis. The volume of merchandise exports increased by 11 per cent., while
that of imports went up by only 7% per cent. The eflect of volume movements on
the trade balance was, however, smaller than in 1977, when export volume rose’
by 7 pet cent. and impotts fell by 2 per cent. Moreover, thete were signs that the
strengthening of the trade balance was slowing down in the course of 1978.



The capital-account surplus increased to $1.9 billion in 1978 from $o.7 billion
in the previous year. Net outflows of trade credit fell from §o.7 billion to $o.3 billion,
and repayments of public-sector compensatory external borrowing, at $o0.8 billion,
were $o.2 billion higher. The largest single element in the change, however, was
the improvement of $0.8 billion in net etrors and omissions to a sutplus of $o.3
billion, The overall surplus in 1978 was $8.3 billion, of which $7 billion was
reflected in an increase in net official assets.

The curtent account of Framee’s balance of payments improved dramatically
in 1978, from a deficit of $3.3 billion to a surplus of $4.2 billion, equal to 0.9 per
cent. of gross domestic product. Although there was a sharp decline in net capital
inflows, the overall surplus increased from $2 to 4.6 billion.

Of the total improvement of $7.5 billion in the cutrent balance, §3 billion
was in the balance on services and transfets, which moved strongly into surplus,
most notably in the fourth quarter. There were large increases in net receipts both
ont travel account and from setvices provided in connection with large engineering
projects and technical co-operation with other countries. The favourable movement
of $4.5 billion in the merchandise trade balance was mainly the result of an
improvement of 4 per cent. in the terms of trade, with a fairly small contribution
from higher net export volume. In 1977, by contrast, the improvement in the trade
balance was mote than accounted for by favourable volume movements, and the .
terms of trade worsened by 114 per cent.

The long-term capital account moved from a sutplus of $o.3 billion in 1977
to a deficit of $1.7 billion in 1978. As a consequence of the improvement in the
current balance, residents’ drawings on loans from abroad subject to Treasutry
approval fell by $2 to 3 billion, while the balances in the other main categories of
long-term capital transactions were roughly the same as they had been in 1977,
Net short-term inflows, including errors and omissions, fell from §5 to 2 billion.
Including valuation and coverage adjustments, the net official monetary position
and the commetcial banks’ net external short-term position improved by $2.8 and
1.2 billion respectively.

In the first quatter of 1979 the seasonally adjusted trade surplus, at §o.3 billion
on a customs basis, showed little change from the average for 1978. The net official
monetary position improved by $1 billion.

The current-account balance of the United Kingdom in 1978 closed with a small
surplus of $o.5 billion, very little different from that recorded in 1977. During the
course of the year, howevet, it showed some tendency to improve as the economic
recovery slackened, and there was a seasonally adjusted surplus of $0.8 billion in the
fourth quarter, Over 1978 as a whole the current balance benefited by some
$2 billion from the net impact of the increase in indigenous oil and gas production
and is expected to gain a further $3 billion from this source in 1979.

The terms of trade on a customs basis improved by 6 pet cent. in 1978,
largely because of the strength of the pound. If there had. been no changes
in export and import volumes, this would have improved the current account by
nearly $2 billion. As it was, volume movements wete adverse, with imports rising
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by 74 per cent. and exports by only 4% per cent,, so that the merchandise trade
balance improved by only $o0.7 billion to a deficit of $2.3 billion. There wete
improvements in the unfavourable trade balances in non-manufactured goods,
largely in the oil and agtricultural sectors, but the favourable balance on manufactured
goods diminished, reflecting the sensitivity of domestic demand for such goods
to changes in the phase of the business cycle, and the untesponsiveness of
domestic supplies. The surplus on services and transfers declined by $0.8 to 2.8
billion in 1978. Favourable movements in the balances on services and ptoperty
income were more than offset by a deterioration of $1.7 billion in the balance on
transfers, of which net additional official transfers to the European Communities
- accounted for $1 billion.

The enormous capital-account surplus of 1977, which reflected sterling’s
recovery from the débicle of 1976, was naturally not repeated, and there was a
small capital inflow of $0.6 billion in 1978, The overall balance thus closed with
a surplus of $1.1 billion. §1.9 billion of borrowing from the IMF was repaid,
together with $o0.7 billion of net borrowing by public-sector bodies under various
exchange cover schemes. The Government, however, raised $350 million of new
funds in its own name on the New Yotk bond matket. Over the year, the net
official position worsened by $2.6 billion, while the net extemal liabilities of the
banks decreased by §3.1 billion.

At the time of writing, trade figures were not available beyond January.
However, in the first quarter of 1979 there were sizable inflows of funds into stetling,
and, further assisted by an allocation of $o.4 billion of special drawing rights, the
United Kingdom’s official reserves increased by $1.8 billion. The revaluation ot
the official reserves in March added a further $4.5 billion to their published value,
which thus stood at $21.9 billion at the end of that month,

The curtent payments deficit of Sweden, which had reached $:.8 billion in
1977, was sharply reduced last year to $1 billion. This improvement occurred
despite 2 $o.5 billion increase in the invisibles deficit, resulting partly from a tise
in the cost of servicing the country’s external debt and from extraordinary debt
cancellations in 1978 in favour of certain developing countties. On trade account,
although there was an adverse movement of 21 per cent. in the terms of trade,
the domestic policy changes introduced in 1977 — including restrictive demand
policies and two devaluations of the krona — which were reinforced by moderate
wage settlements in 1978, led to an increase in the surplus from $o.3 to 2.6 billion.
The volume of merchandise exports went up by 7 per cent. and that of imports
fell by 614 per cent.

The decline in the current-account deficit reduced the need for external
" finance and the capital-account surplus accordingly fell from $3.2 to 0.6 billion.
The overall balance was a deficit of $o0.4 billion, but this was more than covered
by a deterioration of $1.z billion in the net external position of the banks; net
official external assets increased by $o.7 billion.

The balance of payments of the Belgiun-Luxembonrg Economic Union — which
is. now calculated entirely on a transactions basis — showed no major changes



from 1977. The current-account deficit was $0.6 billion, $o.1 billion less than the
year before. There was a slight fall in the surplus on services and transfers but this
was more than offset by a $o.3 billion improvement in the trade balance, to a deficit
of $1.1 billion, Total net capital outflows increased by $o.1 to 0.6 billion, with a
turn-round of $1 billion from net receipts to net extension of trade credit being
lazgely offset by a reduction in long-term bank lending abroad, so that the overall
deficit of $1.1 billion was virtually the same as in 1977. The net official monetaty
position improved in the early part of the year as the authorities bought foreign
currencies in order to pay their debts to the European Monetary Co-operation
Fund, but renewed pressure on the Belgian franc in the BEuropean joint float duting
the summer and early autumn, which was eventually relieved by the realignment
-of exchange rates on 16th Octobet, entailed the incurring of new debt, Over the
year as a whole, the net official monetary position, including valuation adjustments,
deteriorated by $o.3 billion. The rest of the overall deficit was financed by a
deterioration of $o.5 billion in the banks’ net external short-term position, Non-
resident holdings of franc balances went up during the year by $1.1 billion.

The balance of payments of the Netber/ands deteriorated sharply in 1978, the
overall deficit rising from $1.2 to 3.7 billion. The current account weakened
substantially for the second year in succession, to a deficit of $1.4 billion — the
first to be recorded since 1971. A widening of the trade deficit was responsible
for $0.6 billion of the curtent-account deterioration, real imports rising by over
s per cent, and real exports (which had declined in 1977) by less than 2 per cent.
In addition there was a $1.2 billion deterioration on invisibles account, to a deficit.
of $o0.4 billion, owing mainly to increased net travel expenditure and lower net
receipts from transportation and investment income,

_ The further weakening of the current balance of payments was accompanied
by a $1.2 billion increase in net long-term capital outflows, to a total of §2z.5 billion.
Net external lending by the banks was higher than in 1977 and net inflows from
pottfolio investment were lowet. Short-term non-bank capital movements, including
unidentified items, recorded a small net inflow. Including wvaluation changes and
adjustments for differences in coverage, the deterioration of the overall net external
monetary position, at $3.5 billion, was rather less than the overall payments deficit.
Net short-term inflows through the banking system, which amounted to §3.3
billion, covered a very large part of the overall deficit. Net official monetary assets,
excluding changes arising out of the revaluation of the gold stock, declined by
only $o.2 billion.

The deficit on the current account of Canada’s balance of payments reached
$4.6 billion in 1978, $0.7 billion mote than in 1977. The detetioration was entirely
attributable to a $1 billion widening of the deficit on invisibles, itself largely the
consequence of the ‘increasing cost of servicing Canada’s external debt and of
official debt cancellations benefiting developing countries. The metchandise trade
sutplus increased by $0.5 billion to $3 billion, despite a worsening of about 3%
per cent, in the terms of trade induced by the depreciation of the Canadian dollar;
the favourable trade balance in semi-manufactured products showed a particularly
matked inctease last year.
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Developed countries: External monstary positions.!

et | Shims | Total | Com- | Totat Changes®
& on, of
E:td Gold® fo;eign Iiabtilitieo gfl‘;'..?f “[;:T-ﬁz:l f:s':L%;' Ofﬂcital cl:oln"t}r;le{.
. | exchange 0 assets | clal banks
Countrles year IME (net) (neat) {net) Frive) (net
in milllons of US dellars
Austrda . . .| 1977 895 2,770 510 4,175 | —3,225% 950 | — 120 | — 1,008
1976 260 4,370 465 5,795 | —3,880 1,908 1,620 | — L1233
Belglum-
Luxembourg | 1977 1,790 2,000 1,440 5,230 | —4,400 830 || — 110 | — 1,835
1978 1,795 1,770 1,330 4,895 | —4,895 -_ —_ 335 | —- 496
Canada . . .| 1977 9358 1,318 1,355 3,805 | — 915 26890 — 1,288 | — 1,598
1978 1,010 1,845 1,075 3,930 | —2,740 1.?90 325 | — 1,910%
Denmark . .| 1977 80 1,320 208 1,605 555 2,160 830 205
1978 80 2,845 220 31 55 13 3,240 1,650 | — 470
Finland . ., .| 1977 40 425)— 175 290 | — B85 | — 365 50 50
1978 48 05| — 60 890 | — 480 400 800 168
France . . .| 1977 | 18,720 4,060 1,185 21,965 . . 7355 -1
1978 | 22,340 T.070 275 30,385 B . 2,810% 1,180
Germany . . ) 1977 4,995 31,220 4,085 40,300 |— 5,800 | 34,700 4,865 | — 4,265
1978 | 5,010 39,635 | &,098 50,740 |-12,260 | 38,490 10,440 | — 6,680
Greece . . .| 1977 160 | — 220(\— 200|— 260 40 | — 220 5 10
1978 170 | — 360 | — 180 | — 3710 a0 | — 340 — 110 — 10
Iraland . . .| 1977 20 2,215 135 |- 2,370 | —1,035% 1,335 £35 | — 515
1978 20 2,530 140 2,690 | —1,110 1.580 320 | — 75
Maly. . . . . 1977 | 11,260 4,415 | —1,778 13,200 | —&,450 7,480 5,820% - 3,455
1978 14,335 10,190 { — 535 23,090 | —5,050 | 18,840 7.028% 1,400
Japan. . . .| 1977 220 18,785 2,270 21,975 |- 12,935 8,040 5,010 1,190
1978 1,090 25,000 3,665 29,855 |- 16,430 | 13,228 7,880 | — 3,495
Nethertands . | 1977 2,305 2,645 1,848 7,795 | —2,230 5,585 365 | — 1,340
1978 | 6,490 3,620 1,140 11,280 | —5,480 ( s,770 |~ 240° — 3,250
Norway . . .| 1977 45 1,170 400 1,615 230 1,848 | — 700 405
1978 20 2,380 | 385 2,805 — 95 2,710 1,190 | — 325
Portugal. . .| 1977 1,026 | — 1,185 | — 290 ]| — 450|— 480 | — ®H30||— S20| - 820
1978 1010 | — 985 | — 265 | = 210 — 298| — so0% 240 185
Span . . . .| 1977 610 5,465 | — 838 .5,440 | —5,380 50 1,160 | — 1,58%
1978 &80 2,110 | — 4390 ©,280 | —6,245 3,035 3,840 | — 955
Sweden . . .| 1977 250 2,935 405 3,500 | = 180, 3,410 1,188 ([ — 715
1978 275 3,820 395_ 4,290 | —1,385 2,908 T00 | — 1,205
Switzerland . | 1977 3,515 9,740 475 13,730 13,615 | 27,245 870 3,950
1978 3,615 16,7650 400 20,665 | 16,780 | A7,445 6,935 3,265
Turkey . . .| 1977 185 | — 3,240 | — 410 | — 3,495 . . — 2,495 | — 5
1978 166 | — 3870 — 620|— 4,125 . . —_ 630 20
United
Kingdom .| 1977 840 4,320% —3,425% 1,835 . . 11,865 | — 2,68587
1978 288 | — 1485 —1,880 | — a30 . . — 2,665 3,1307
United States | 1977 | 11,720 |—1 26,088% 7,575 |—106,770| 24,815%-281,958 | — 33,540 4,170
1978 | 11,870 |—152,050°] 2,605 [—137,775 | 42,76%%-05,020 | — 21,0904 16,6404
Yugoslavla .| 1977 &5 2,030 | — 248 © 1,880 . . 170
1978 75 2,290 | — 140 2,225 . . ars

' For most countries the flgures do not correspond exactly to published onas,  2In France, Haly and the
Netherdands golfd is valued at market-related prices; in one-quarter of the countries it is valued at $42.22 per
ounce and in the remainder via SDRs, being converted into dollars at rrevailinu dollar/SDR rates, 3 The sum
of the last two columns is equal to the adjusted averall bal In the table on page 89, + Qwing to a break In the
series the difference betwean the figures shown for the ends of 1977 and 1978 does not corresgond to the change
shown for 1978. % Excludes changes arising from revaluation of gold. + Includes, as liabillties, government
foreign currency bonds and Euro-currencg orrowing and other public-sector borrowing under the exchange
cover schema. 7 Includes changes In the banks® foreign currency posltions vis-a-vis non-residents, In their
sterling clai on non-residents and in all sterlin? liabllities ta non-resldents, official and private. ¢ Equals
convertible currency assets minus bank-reported llabilliies to foreign officlal institutions, ¥ Banka' claims on
foreigners minus their llabilities to non-official foreigners.




Although interest rate policy was dominated by external considerations, the
usual surplus on autonomous capital flows, which had amounted to §$1.z billion in
1977, gave way to a deficit of §2 billion in 1978. Important components of this sharp
change were a reduction in the net inflow of portfolio capital from $5.1 to 2.3
billion and a widening from $o.z2 to 1.8 billion of the deficit on direct investment.
Unfavourable errors and omissions were $1 billion smaller than in 1977. Financing
of 36.6 billion was thus required to cover the deficit on current transactions and
autonomous capital flows. Of this total, $2.4 billion was provided through
securities issued and loans raised by the Canadian Govetnment in New York and
Germany, while a further §2.7 billion came from drawings on revolving credits
arranged by the Government with banks in Canada and abroad. Including valuation
adjustments, there was a deterioration of $1.6 billion in the net external monetary
position, Net official external assets went up by $o.3 billion, and the net external
short-term liabilities of the banks increased by $1.9 billion.

In the developed comntries outside the Group of Ten and Switzerland the combined
current payments deficit fell very substantially in 1978, by $12 to 11.4 billion.
This improvement originated largely in the merchandise trade account, generally
reflecting an appreciable rise in export volumes and sizable cutbacks in import
volumes as a result of restrictive domestic policies. In addition, some countries in
this group experienced notable increases in their net invisibles receipts mainly due
to rapidly growing net tourist income. The improvements on current account were

Current-account transactions of developed countries outside the Group of
Ten and Switzerland.

T"’?ﬁ :%‘5‘"“ Services and transfers Current balance

Countries and
areas 1976 | 1977 | 1978 | 1978 | 1977 | 1878 | 1978 [ 1977 [ 1878

in bitlions of US dollars

Austria . . . .. — 2.5%4 |— 3.78 |— 2.98 1.07 0.81 1.47 |— 1,47 |~ 2,98 |— 1.51
Denmark . . . . . - 2.88 |— 2,69 |— 2.38 0.97 1.01 0.99 |— 1.81 |— 1.68 |— 1.40
Finland . . .. . .|— 0.58 0.53 1,20 |— 059 |- 0.68 |— 0.82 |— 1.17 |— 0.186 0.58
Greece® | . ., . — 2,69 |— 3.16 |— 3.%0 1.80 1.88 2,25 |— 1.09 |=— 1,28 |~ 1.28
Jceland . . . . . . — 0.02 |— 0.05 0.03 1] 1] 1] - 0,02 |— 0,05 0.03
freland . . . . . . — .62 |- 0.B1 |— 1.03 0.30 .51 072 |— 0.32 |— 0.30 |— 0.9
Norway . . . . . . — 3.49 |— 4.02 — 0.58 |— 0.26 |— 0.91 |— 1,852 |— 3.76 |— 4.93 |— 2.10
Portugal® . . . . . — 211 |— 2,52 |— 2.31 0.87 1.02 1.57 |— 1.24 |— 1.80 [— 0.74
Spain, . . . ... - 7.33 |— 6.22 |=— 4.02 3.04 .77 B.53 |— 4.29 |— 2.45 1.51
Turkey . . . ... - 2,62 |— 3,43 |- 1.82 0.32 0.04 0.40 |— 2.30 |— 3.39 |— 1.42
Yugosiavia . . . . |— .76 |— 3.33 |— 3.49 1.91 1.73 2.47 0.6 |— 1.80 |— 1.02
In western
Euwrope . . . .| —26.64 |—29.49 |—20.89 9.23 9.17 13.26 |—17.41 |—20.32 |- 7.83
Australla . . . . . 2.03 1.00 0086 |— 3.48 |— 353 |— 3.98 |— 1.45 |— 2.83 |- 3.90
New Zealand . . . [— 0.0B 0.27 0.70¢ |— 0.70 |— 0.90 |~ 1,90 |— 0.75 |— 0.63 |~ 0.40
South Afrlca . . . |— 0.24 2.52 4,00 |— 1.63 |— 1.94 |— 2,50 |— 1.B7 0.58 1.50
In the southern ) )

hemlsphere . . 1.74 3.79 476 |— 5.81 |— 8.37 |— 7.56 |— 4.07 |— 2.58 |— 2.80
Israel . . ... .. — 2,65 [— 2.16 |— 2.84 1.56 1.68 1.86 |— 1.09 |— 0.48 |— 0.98
Tolal . . . |—27.556 |—27.88 |—18.97 4,98 4.48 7.56 |=—22,87 |—23.39 |—11.41

1 On.a transactions bagls. 20n a cash basis. 3 Partly on a cash basis,
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most marked in Spain, Notway, Turkey and Austria, where trade volume changes
wete patticularly favourable, and whose positions strengthened by $4, 2.8, 2 and
1.5 billion tespectively. The only substantial worsening, of $1.4 billion, occurred
in Australia,

As their external financing requitements eased in 1978, while borrowing in
the international markets remained easy, these countries maintained their overall
net capital impotts at about the level of recent years and took the opportunity to
build up their official resetves by $11.8 billion — the first substantial increase-
since 1973. However, as gross borrowing of $9 billion from the banks in the
Group of Ten countries and Switzerland and from foreign branches of US banks
in the Catibbean area and the Far East was more than matched by an increase of
 $10.4 billion in claims on these banks, on a net basis theit botrowing seems to

have shifted from bank to non-bank sources.

Oil-exporting countries.

One of the most impottant developments in 1978 was the reduction in the
oil exporters’ current surplus from $29 to 7 billion. The fall in the surplus was the
result of a number of factors. First, world demand for oil grew slowly, while, as
in 1977, the quantity supplied from other soutrces grew quite fast, and stocks of oil
in consuming countries were drawn down. Thus, the volume of oil exports by major
oil expotters fell by about 5 per cent. Secondly, the US dollar price of most grades
of oil had been maintained unchanged since 1st July 1977 and the dollar had failen
vety heavily since then against most major currencies in the foreign exchange markets.
Consequently, the terms of trade of the major oil exporters deteriorated by more
than 10 per cent. between 1977 and 1978. Thirdly, the volume of these countries’
imports continued to rise, though at a very much motre modest rate than in
eatlier years: § per cent., compared with about 20 per cent. a year in 1976 and 1977
and around 4o per cent. a year in 1974 and 1975. The slowdown in import growth
was most marked in the low-absorbing countries. Finally, the deficit on net services
and private transfers continued to increase. The deterioration in current balances
was fairly evenly divided between the high and low-absorbing countries; the low
absorbers suffered a larger fall in exports, presumably as a result of Saudi Arabia’s
tole as residual oil producer, while the imports of the high absorbers increased by
a larger amount.

As tegards the investment of last yeat’s much smaller surplus, it should first
be noted that the proceeds of the current-account surplus .of the oil-exporting
countries in 1978 were supplemented by borrowings of $18 billion from the
international banking system, so that the sum available for investment was about
$ 25 billion. On present indications, there seems to have been a tendency to cut back
more shatply on purchases of liquid assets than on longet-term investments,

Recent oil price developments cleatly mean that the oil exporters’ current
balance-of-payments surplus will increase substantially in 1979. Although the schedule
of price increases announced by OPEC in December 1978 did no mote than
compensate for the terms-of-trade loss suffered by the oil-exporting countries in
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1978, the interruption of oil supplies from Iran turned market conditions in the
exporting countries’ favour and enabled further increases and surcharges to be
imposed. On top of this increase in oil prices, a2 small increase in the volume of oil
exports is also possible.

Non-oil developing countries.

After improvements in two consecutive years, the combined current deficit
of the non-oil developing countries widened by §9 billion in 1978, to reach §24
billion. When compared with the total value of world trade, this represented no
more than a reversion to the position obtaining in 1976, and the easy availability
of credit in the international capital market meant that there was no widespread
difficulty in financing deficits. '

Although there was probably a small increase in the volume of net imports,
the main reason for the general deterioration in these countties’ current balances
was the worsening of their terms of trade by 5 per cent. This resulted from the fall
in primaty product prices between 1977 and 1978, which amounted to 15 per cent,
on average in relation to industrial countries’ export prices. However, towards the
end of 1978 and in early 1979 there were clear signs of a revival in primary product
prices in tesponse to rising levels of activity in the industrial world. There was no
major geographical area where widening current deficits were avoided: in relation
to their imports, the deficits of African countries increased most, while Middle
Eastern members of this group did comparatively well. Among the relatively
advanced individual countries, Argentina and Taiwan increased their current surpluses,
but South Korea went into deficit and the Brazilian deficit wotsened considerably, partly
as a result of the fall in coffee prices after the boom in 1977. It has been claimed that
the expansion of manufacturing capacity in some of these telatively advanced countties
and the ready availability of comparatively cheap labour have exacerbated the recession
in the industrialised countries, and they have certainly caused difficulties in particular
industries. But since the peak of the last business cycle in 1973 net demand from
the non-oil developing countries for manufactured products from OECD countties
has grown by perhaps 6 per cent. per annum and in 1977, the last year for which
complete figures are available, the OECD area’s surplus on trade in manufactured
goods with this group of countries was of the order of $45 billion. Meanwhile,
demand within the OECD for manufactured products has grown only a fraction as fast,
so the non-oil developing countries as 2 group must be regarded as having had an
overall stabilising effect on output in the industrial wotld duting the recession.

The reserves of the non-oil developing countries rose by $13 billion, even
more than in 1977 despite the larger current deficit. This increase was concentrated
in a small number of countries, but taking the group as a whole thete was, as in the
pievious two years, an increase.-in the ratio of reserves to impotts. Total capital
inflows were about $10 billion larger than in 1977; most of the additional flows,
no doubt stimulated by the continuation of easy botrowing conditions in the
international capital markets, came from non-official sources. There were small net
repayments of debt to the IMF and other monetary authorities.
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Centrally planned economies.

After narrowing over the two preceding yeats to only $1 billion in 1977, the
overall trade deficit of the centrally planned economies widened to about §3 billion
in 1978. The largest single deterioration, of some $3 billion, was trecorded in the
USSR, where there was a big increase in grain imports. The group’s balance on
invisible transactions probably worsened too. Interest payments on external debt
will certainly have been higher than in 1977, partly on account of fresh borrowing
and partly because of the rise in dollar interest rates. '

In their trade with member countries of the OECD, the deficit of the centrally
planned economies went up from $7 to 10 billion in 1978. Most of this increase
was. accounted for by China;, whose imports from OECD countries rose in dollar
terms by two-thirds. However, at almost $7 billion, they still account for less than
one per cent, of total OECD exports. The deficit of eastern European countries
with OECD countries rose by $11% to 7 billion.

Two main elements can be identified in the financing of the combined deficit
of the centrally planned economies in 1978. Fitst, the net indebtedness of the eastetn
European countries to banks in the BIS reporting network increased by $7 billion.
Secondly, the USSR sold some 450 tons of gold, which may have been worth about
$; billion. .



VL THE INTERNATIONAL CREDIT AND
CAPITAL MARKETS.

1978 was a hectic year in the international credit matkets. This is especially
true of the banking sector, where the expansion of foreign business reached
unprecedented propottions. Continued weak corporate credit demand at home and,
outside the United States, the liquidity-creating effects of the vast US official
settlements deficit spurred on the large banks in their quest for international loan
business. The result was an intensification of interbank competition and a further
compression of the banks’ earning margins to levels that seemed to be based on the
assumption of a future without problems or losses. Borrowers, both countries in
deficit and private corporations, took advantage of the extremely favourable
conditions in the international loan markets not only to meet theit curtent financing
requirements but to add to their liquidity, A substantial proportion of the resultant
reserve build-up was rtedeposited in the international banking sector, thereby
reinforcing the expansionary pressures emanating from the supply side of the
markets. Superimposed on this more long-term type of growth was a very strong
expansion of short-term positions related to the unrest in the exchange markets,
although these positions were reversed in large measure with the return of confidence
in the dollar in the eatly months of 1979.

Main features.

As a result of these various influences, total external assets of banks in the
Group of Ten countries, Austria, Denmark, Ireland and Switzerland and of the
branches of US banks in offshore centtes expanded by $213 billion last year, or by
nearly twice as much as in 1977. However, this gross figure considerably exaggerates
the acceleration in the undetlying growth of the matket, Firstly, the 1978 changes
include for the first time the positions of banks in Austria, Denmark and Ireland,
as well as cettain trade-related items in the external domestic-currency assets of banks
in the United Kingdom and France. Secondly, in a sense these dollar figures over-
state the real increases, owing to the depreciation of the dollar. In fact, exchange
rate effects may be estimated to have added about $32 billion — $14 billion more
than in 1977 — to the dollar value of the banks’ external assets in curtencies other
than the dollar. Thirdly, as a result of the importance of the relatively short-term
influences associated with developments in the exchange markets, the growth of
positions between the banks in the market centres was particularly pronounced.
Excluding the double-counting which results from the redepositing of funds between
the reporting banks, the growth of international bank credit may therefore be
estimated to have accelerated from $75 billion in 1977 to “only” $110 billion in 1978,
or from somewhat over §65 billion to roughly $go billion if valuation effects are
excluded. Finally, it should be stressed that even this adjusted figure of $110 billion
includes not only direct credits to the non-bank sector but also the banks’ use of



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

Changes Amounts
tandi
standing
Landers 1976 1977 1978 1978
In billlons of US dollars
Banks in European reporting countriest . . . . . . . + B8.7 + 80.6 + 145.2 611.4
of which In foreign currency (Euro-currency markef) . + 47.2 + 58.5 +117.2 302.0
Banks in Canadaand Japan . . . . .. . ... ... + 4.8 + 0.8 + 16.3 5&.1
Banke In the United States . . . . . . . . .. ... + 213 + 1.8 + 38.4 129.0
Branches of US banks In offshore centreg® . . . . . | + 23.8 + 16.2 + 15.4 106.5
Total {alt reporting banks} . . . . . . . . .. +1056.8 +108.1 +213.3 903.0
minus: double-counting due to redepositing among 4
the repotting banks . . . . . . . . .., . . a5.5 341 103.3 363.0
A = Met new international bank lending®. . . . . . . 70.0 75.0 110.0 840.0
Euro-bond and foreign bond issuwes . . . . . .. ., 34.3 361 86.7
minus: redemptlons and repurchases . . . . . e 4.9 514 p.24
B = Net new International bond ﬂnancln'g ...... 30.0 3o 28.6 .
A+B = Total new bank and bond financing . . . . . 100.0 108.0 13B.5
minus: double=counting® . . . .. ... .. ..., 3.5 4.0 6.5 .
Total net new bank and bond financing . . . 26,5 102.0 132.0 f

v Austria, Belaium. Luxembourg. Denmark, France, Germany, treland, laly, Metherlands, Sweden, Switzerland
and the Unlted Ki 1 Bah Cayman |elands, Panama, Hong Kong and Singapore. 3 [n addition to
direct claims on end-users, thege estimates include certain interbank positlons: first, claims on banl(s ocutslde
the reporting area, i.e, outside the financlal and offshore centres, the assumption being that these '‘peripheral®
banks will not, In most cases, borrow the funds from banks in the financial centres simply for the purpose of
redepositing them with other banks in these centres; second, claims on banks within the reporting area to the
extent that these banks switch the funds into domestic currency and/or use them for direct foreign currency
lending to domestic customers; third, a large portion of the foreign currancy ¢laims on banks in the country of
issue of the currency in question, e.q. dollar ctaims of banks in London on banks in the United States; here agaln
the assumption is that the borrowing banks obtain the funds mainly for domestic purposes and not for re-len ing
to other banks in the reporting area; a deductlon is made, howevar, in respect of working balances and similar
Items, While the persigtence of some element of double-counting in these estimates cannot be ruled out, it should
be noted on the other hand that there are gaps in the statistics and the flgures available at present do ‘not cover
all international bank Iendlng. 4 These figures are based on very rough guesses and are inseérted here malnly
for purposes of illustration, But although the margins of error are large in relation to the size of the figures, they
are unllkely to alter significantly the figure for total net new international financing. 5 Bonds taken up by the
reporting banks, to the extent that they are included in the banking statistics as claims on non-residents; bonds
issued by the reporting banks mainly for the purpose of underpinning their international lending activitles.

funds for lending to banks outside the repotting area, for inward switching, for
covering open foreign exchange positions, etc.

Looking at individual market sectors, the most expansionary clements last
year were foreign lending by banks in Japan and the United States. The increase of
$12 billion, ot 535 per cent., in the external assets of banks in Japan has to be seen
in the context of the need to finance the country’s latge current-account surplus
and to rechannel abroad the funds pouring into the country for exchange rate reasons,
Conversely, the rise of §36.4 billion, or nearly 4o per cent., in the external assets of
banks in the United States reflected the loss of confidence in the dollar and the
resultant eagerness of the rest of the wotld to add to its indebtedness in that currency.
A second reason for the rapid growth in the external assets of banks in the United



States was the lifting in August 1978 of reserve requirements on funds taken up from
banks abroad, which induced US banks to book a larger part of their international
business through their US head offices. This official step, which was prompted by
exchange rate considerations, helps to explain another significant development in
1978, namely the relative slowdown in the amount of business booked by US banks
through their branches in the offshore centres of the Caribbean and the Far East.
The assets of these offshore branches increased by only $15.4 billion, or 17 per cent.,
last year, which was considerably less than direct lending from the United States
ot the rates of growth recorded in previous years.

In absolute figures, the largest growth in external positions, $145 billion, was
recorded as usual by banks in the reporting European area, with valuation changes
contributing $ 30 billion to this expansion. Excluding valuation effects, conventional
external assets in domestic currency rose by about $16 billion, or 17 per cent., and
external assets in foreign currency by roughly §99 billion, or 25 per cent. Excluding
double-counting, but including foreign currency lending to domestic non-bank
residents, the total amount of Euto-credit outstanding through the reporting
European banks may be estimated to have expanded by $7s billion including
valuation effects, or by somewhat under $6¢ billion after exclusion of valuation
effects.

For lack of sufficiently detailed breakdowns, the figute of $213 billion for the
total expansion of international bank assets does not include, inter alia, the offshore
activities of banks in Bahrain or the position of non-US banks in the offshore centres
of the Caribbean and the Far East. Clearly, these omissions result in a considerable
understatement of the expansion of gross positions, although on a netted-out basis
the gap is probably not too serious because of the closeness of the intetbank links
of these offshore centres with the rest of the reporting area. Nevertheless, it may
be worthwhile mentioning that the gross external assets of banks in Bahrain rose
by $7.7 billion, or 5o per cent., last year and those of banks in Singapore by $5.7
billion, or 28 per cent.

The international bond markets were slightly less buoyant than credit inter-
mediation by the international banking sector, with the total volume of new issues,
at $36.7 billion, marginally higher than in 1977. Allowing for the increased flow
~ of redemption payments, the net amount of new funds raised actually declined by
roughly $2.5 billion. This somewhat less expansionaty performance of the issue
markets was due essentially to two influences: the steep uptrend in shott-term dollar
interest rates, and the exchange rate uncertainties which, unlike in the banking
sector, had on balance a negative impact on the volume of business. This applied
patticulatly to the Euro-bond matket where, as a tesult of a shatp drop in dollar
issues, the matket volume contracted from §19.5 to 15.9 billion. On the other hand,
foreign issues in national matkets expanded from $16.6 to zo0.8 billion, largely as
a result of very easy liquidity conditions as well as official encouragement to capital
expotts in the principal surplus countries. In particular, yen issues more than trebled,
to $4.7 billion. By contrast with the banking sector, whete the huge money exports
by banks in the United States conttibuted to the dollar weakness, the geographical
pattern of capital flows intermediated by the issue market thus had, if anything, a
calming influence on the exchange markets.
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The international banking sector.

Basic influences. The rapid growth in volume last year was not accompanied
by a tightening of international credit conditions which, on the contraty, continued
to ease, It is true that Euro-dollar interest rates rose strongly in the last nine months
of the year, but this was not symptomatic of the state of the market and simply
reflected the upward movement of interest rates in the United States. The premium
commanded by Euro-dollar deposit rates over comparable interest rates in the United
States widened only in the last three months of the year when exchange-market
untest reached a climax; expressed in telation to the absolute level of interest rates
and allowing for various changes in US teserve requitements, the premium actually
declined.

The ease of international credit conditions was also reflected in a further
squeeze on the banks’ earning margins. Syndicated loan spreads dropped to the levels
prevailing in the months before the Herstatt ctisis, namely 1, percentage point or even
slightly less for prime borrowers and under 1 per cent. for most other credit-takers,
Tt is not easy to see how these spreads can leave scope for building up adequate
provisions against future losses. Other conditions too, such as the maturity and size
of loans, have moved markedly in favour of botrowers. Indeed, the very easy state
of the market induced many debtors to repay their old debts prematurely and to
refinance themselves at the more favourable terms prevailing, With the front-end
fees from such new loans usually credited to the banks’ income for the current
yeat, this negotiation of lower lending margins tended to have a favourable impact
on the banks’ profit situation last year, but is liable to impair their earning potential
in the longer run,

The concurrence of a further easing of credit conditions and record growth
volumes strongly suggests that the expansionary impetus emanated largely from the
sources side of the market. What was the reason for this unusually liberal supply
of international bank loans last year?

In several respects the scenario was quite similar to that prevailing in 1977,
with the differences lying not so much in the nature as in the intensity of the various
forces at work. Perhaps the most pervasive influence last year was the huge balance-
of-payments outflows from the United States and their impact on monetary
conditions in the rest of the world. One of the main sources of these balance-of-
payments outflows was foreign lending by banks in the United States. Although
domestic price developments in that counhtry and its balance-of-payments situation
might have suggested a rather restrictive stance of monetary policy, there was no
majot shortage of funds and, except towards the end of the year, the rise in interest
rates was more nominal than real (see Chapter IV, pages 58-60). Accordingly, the
banks were free to continue expanding their intetnational loan business and when
in the last few months of the year the collapse of confidence in the dollar boosted
foreign demand for dollar borrowing, they had no difficulty in complying with these
ctedit demands. As a result capital exports by banks in the United States reached
very high levels in the eatly and late months of the year and were a major source
of dollar weakness. Conversely, the reversal of a large part of these banking outflows
was one of the principal reasons for the pronounced strengthening of the dollar in



the eatly part of 1979. In addition to the large money exports by banks in the United
States, 1978 saw a very substantial shift of US non-bank funds to banks abroad.

Outside the United States the money inflows and the easy stance of monetary
policies imposed on the authorities of the surplus countries by exchange rate
_considerations provided the banks in these countries with plenty of ammunition
for lending abroad. Moreover, in order to contain their own exchange-market
intervention and its liquidity-creating effects, the monetary authorities tended to
encourage the banks to re-export the funds which were flowing into the country
for exchange rate reasons,

Apart from its impact on private liquidity, the vast US official settlements
deficit boosted, of course, world official exchange reserves. Although the current-
account surpluses were heavily concentrated in a few industrial countties that invest
their exchange reserves predominantly in the US financial markets, international bank
lending helped to share out the reserve accruals to countries that generally deposit
a large patt of their reserves in the Euro-markets. In this way international bank
lending tended to add to the supply of its own funds.

Another broad set of influences behind the very ample supply of new bank
loans was the increasing importance of the international markets as a soutce of
growth and income for the large commercial banks, Although 1978 saw a strong
pick-up in domestic credit demand for the financing of residential construction,
consumer spending and small businesses, the major banks continued to be confronted
~with sluggish bortowing demand from their large corporate customers, which
normally constitutes the cote of their domestic credit business. Admittedly, investment
in industry tended to strengthen, but profits recovered as well and, with ample
liquidity bolsters to fall back on, the large industrial corporations felt little need
for heavy recourse to domestic bank credit. Finding it difficult to achieve the desired
rates of expansion at home, the major banks continued to step up their inter-
national business, patticularly through their low-cost affiliates in the Euro-markets,
Moreover, the freedom of the international markets from regulatory constraints
that add to the cost of intermediation meant that patt of the banks’ credit business
which would otherwise have shown up in their domestic books was accommodated
through the Euro-markets.

Turning to the uses side of the markets, the demand for new credits also seems
to have been well sustained, though it was not quite as buoyant as the supply. Most
important of all, balance-of-payments financing requirements remained high in
several groups of countries, With the sharp contraction in the OPEC surplus (see
Chapter V, page r100) the combined current-account balance of the high-absotbing
countries within this group shifted from rough balance in 1977 to a deficit of around
$12 billion. At the same time the current-account deficit of the non-oil developing
countries widened from $15 to 24 billion and eastern Buropean countries also
seem to have recorded a significant deterioration, of around $5 billion, in their
combined current-account position. Correspondingly, the demand for international
bank credit from these three groups of countries tended to expand strongly. On the
other hand, developed countries outside the Group of Ten and Switzerland recorded
a substantial reduction in their current-account deficit from roughly $23 to 11 billion
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and somewhat reduced their recoutse to new international bank credit. Even within
the Group of Ten the strengthening was not limited to the traditional surplus
countries; France, Italy and Sweden were also able to achieve a very considerable
imptovement in their current-account balances last year.

The favourable credit conditions and aggressive “sales efforts” of the banks
induced countries and private borrowers not only to meet their immediate financing
requitements but to botrow also for the future when credit might be less readily
obtainable. In fact, as a result of the rapid increase over recent years in their external
debt-service burden and in the dollar value of their imports, and in view of the
uncertainties surrounding the world economic outlook, a number of countries were
apparently quite content to add to their international resetve holdings. As a result
of such precautionary botrowing, the non-oil developing countries, for instance,
showed a larger increase in their official reserve assets than in 1977, despite the
pronounced widening of their combined current-account deficit. The much higher
absolute level of dollat interest rates did not deter borrowets, since it did no more
than offset the acceleration of the upward movement of international dollar prices
and fears of further dollar depreciation. At the same time, the floating interest rate
technique reassured bortowers that in the event of a moderation of inflationary
pressures they would not be left with an unduly heavy teal interest rate burden.

The influence of exchange rate wunrest. Apart from these more basic influences,
conditions in the Euro-currency market as well as the growth of the Euro-banks’
balance sheets were during the first quarter of 1978 and in the last five months of
the year heavily influenced by developments in the exchange markets. By forward
sales of dollars, or by borrowing and selling dollars spot, exporters tended to cover
their prospective dollar proceeds, holders of net dollar assets tried to protect the
value of their portfolios and there was ptobably a substantial amount of outright
position-taking against the dollar.

As a result of these activities, the banks in the Euro-market were at times
faced with a sharp inctease in the demand for dollar credits. This demand came
cither from the hedgers or speculators themselves, or from banks (including the
Euro-banks) that absorbed the excess supply of forward dollars from their hedging
or speculating customers and had to cover their resultant long forward positions
by borrowing dollats and selling them spot. For similar reasons the supply of new
Euro-dollar deposit funds from non-US residents tended to slow down. The ensuing
excess demand for Euro-dollar funds, through its upward impact on Euro-dollar
interest rates, was teadily covered by capital outflows from the United States.
Since for the US bank and non-bank sectors dollar lending overseas does not, in
general, -entail the building-up of a long position in that cutrency, the US financial

markets tend to act as the residual suppliet of funds in such situations.

Conversely, the funds switched out of dollars increased the supply of Euto-
funds denominated in the currencies expected to appreciate, such as the Deutsche
Mark, the Swiss franc and the Japanese yen. With foreign borrowing demand in
these currencies very weak for analogous reasons — hardly anyone wanted to build
up short positions in them — the increase in supply exerted a strong downward
impact on interest rates in the non-dollar sector of the Euro-currency matket, This



meant that Buro-interest rates tended to decline in relation to domeéstic rates in
the countries of issue of the currencies concerned, which made it profitable for bank
and non-bank residents of these countries to bortow domestic currency funds in the
Euro-market, provided they were not prevented from doing so by controls on capital
inflows. For these bortowers incurring debts in domestic cutrency did not, in general,
entail any exchange risks. '

Thus, the curtency unrest affected the balance sheets of the Euro-banks
essentially in the following ways. Firstly, it increased the banks’ dollar liabilities
vis-a-vis the United States while boosting theit dollar credits to the rest of the world.
Secondly, it speeded up the growth of assets and liabilities in non-dollar currencies
(except the Swiss franc, because of the Swiss capital controls); the expansion of
assets was particularly pronounced vis-d-vis the countries of issue, whereas liabilities
went up mainly vis-a-vis third countries. The strong impact of the various hedging
and speculative operations by the banks or their customers on the growth and
geographical composition of the Euro-currency market does not, however, necessarily
imply that in the absence of the market the downward pressure on the dollar would
have been significantly weaker, This question of the responsibility of the Euro-
cutrency market for the excessive weakness of the dollar last year essentially boils
down to whether or not capital outflows from the United States would have been
materially smaller without the financing and deposit facilities provided by the market.

A conclusive and objective answer to this question cannot be given since it
is impossible to specify what kind of institutional arrangements would have evolved
in the absence of the Euro-currency market. Nevertheless, some general observations
may be of use. Although it is quite likely that not all borrowers who had access to
Euro-credits would have been able to borrow dollars directly in the United States,
their banking links would probably have been able to do so. Moreover, affiliates
of US banks play a key téle in the Buro-market and borrowing from these affiliates
is undoubtedly a close substitute for borrowing directly from their patents in the
United States, Furthermore, in the absence of the Euro-market there would probably
have been a much larger build-up over the years of non-resident dollar deposits in
the United States which would have been prone to withdrawal at times of crisis,
And anyhow, a large propottion of US banks’ money exports in fact bypassed the
Euro-currency market last year.

Nevertheless, it is difficult to deny that in the absence of the Euto-currency
market dollar borrowing for the financing of hedging or speculative operations in
the spot exchange markets would have been somewhat more difficult. But, since the
Buro-cutrency market acts in this context essentially as a mechanism for shifting
exchange rate pressures from the forward to the spot market, this implies that
without the Euro-dollar financing facilities the downward pressure on the dollar
would have been correspondingly stronger in the forward exchange markets, This
greater forward weakness of the dollar would have given further stimulus to capital
outflows from the United States by moving the covered interest atbitrage margins
against the dollar. Significant relief for the dollar in the spot matket would have
been forthcoming only if, instead of giving rise to covered interest atbitrage flows,
this widening of the dollat’s forward discount had exercised a major discouraging
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effect on hedging or speculative operations directed against the dollar or had
cncouraged outright forward position-taking in favour of the dollar. It is not easy
to imagine that under last yeat’s conditions of extremely unstable exchange rate
expectations this couid aceually have been the case.

Finally, it may be added that in the available Buro-currency statistics there
is no evidence that the Euro-banks themselves were acting against the dollar. On
the contraty, over 1978 as a whole their external net debtor position in that currency
actually showed some decline. As it is very likely that outstanding net forward
purchases of dollars from customets increased. over this period, it would even appear
that on balance, the Euro-banks extended a certain amount of support to the dollar.
This does not, of course, exclude the possibility of individual banks having behaved
in the opposite way ot of banks occasionally having harmed the dollar through very
short-term opetations, such as strategically timed sales and subsequent repurchases
which would not give rise to a build-up of net positions reported in the Euro-market
statistics, :

Total international banking flows: sources and uses.

The pronounced 1978 acceleration in the growth of the banks’ external
positions was due above all to a sharp expansion in inter-countty claims within the
reporting area itself (including the offshore centres that are part of the reporting
system). After increasing by $66 billion in 1977, these intra-atea claims advanced
by $148 billion, although the somewhat broader coverage of the 1978 figures and
stronger valuation effects overstate the extent of the acceleration. This very rapid
growth in intra-atea positions was due in large measure to currency untest, which
was reflected particularly in a strong expansion in dealings among the reporting
banks themselves. Excluding the double-counting which tends to result from such
interbank flows, new cross-border lending within the reporting area itself may be
estimated to have accelerated from slightly over $3c billion in 1977 to about
$45 billion,

Because of the réle of most countries within the reporting area as market
centres, the figures for claims and liabilities on these countties largely reflect their
intermediary réle and therefore do not necessarily tell very much about their
impottance as original suppliets and ultimate users of funds. Nevertheless, some
interesting features do emerge. One is the faitly sharp increase in gross and net claims
-on two sttong-cutrency countries, Germany and  Japan. Claims of banks outside
Germany on German bank and non-bank residents rose from $37 to so billion on
a gross basis, ot from $11.2 to 22,2 billion on an assets-minus-liabilities basis, with
a substantial patt of these increases occurring directly vis-a-vis the German non-bank
sector. Similatly, gross claims on Japan expanded from $29.6 to 39 billion, after
declining by $4.6 billion in 1977. On the other hand, claims on Switzerland, where
the authoritics have erected various batriers against hot money inflows, rose by
only $5.2 billion and the whole of this was rechannelled abroad, with other reporting
banks’ liabilities to that countty showing an increase of $18.4 billion. As a result’
the net liability position of other reporting banks vis-d-vis banks and non-banks
in Switzetland rose by as much as $13.2 billion, a figure which in large part reflects
the Swiss banking sector’s réle in financing the countty’s very sizable current-
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External positions, in domestlc and foreign currencies,
of banks in the reporting area and of certain offshore
branches of US banks.'

1978 1977 1978

Dec, Deic. Dﬁc. March | June | Sept. } Dec.

in blllions of US dollars

Banks' ¢laims on:
Broup of Ten ¢countries and

Switzedand . . . . .. ... .. 269.5 319.5 349.9 355.4 3Ig7.8 406.0 472.7

of which: Reporling European area®. 9.7 239.5 268.6 271.0 279.8 309.2 352.8

United States . . . . . . 33.3 38.9 30.8 385 40.8 48.0 53.0

Carmada. . ... .. .. P.4 1.6 11.9 12.9 14.6. 14.9 17.9

dapan . . . ... L. 34.1 29.5 29.6 33.0 334 339 3.0

Oftshore banking centres? . . . . . 83.5 97.8 98.9 103.8 105.7 115.8 123.8

Other countries in western Europe. . 42.7 58.5 40.8 43.3 44.7 47.3 50.7
Australia, New Zealand and

South Africa . . . . . . . ... 11.8 13.7 14.7 14,2 13.4 13.8 13.8

Eastern Europe . . . . . . . . .. 28.8 32.9 38.3 40.3 - 42.2 46.1 47.6

Oil-exporting countries . . . . . . . 24.1 35.4 3g.1 42.1 44.7 49.9 57.2

Non-oll developlng countries . . . . 80.9 92.0 88.7 i02.0 106.4 113.0 123.4

of which: Latin America®* . . . . . 57.4 83.8 65.9 68.3 71.2 75.2 80.8

Middie East . . . . . . . 4.4 4.6 B2 4.7 4.8 5.3 6.6

Other Asia . . . . . .. 14.7 ra.! 20.5 .2 9.7 2.8 24,8

Other Africa . . . . . . : 4.4 5.5 7.1 7.8 8.7 .7 1.2

Unallocated®. . . . . . . .. ... 8.1 9.3 e.3 10.3 10.3 11.4 13.8

Total . . . . .. ... 547.4 &57.1 &589.7 .2 735.0 802.8 903.0

Banhs' llabilities to;
Group of Ten countries and

Switzerland . . . . ... . ... 319.6 383.6 408.5 416.% 426.5 466.3 £39.3

of which: Reporting European area?. 240.5 | 200.1 | 3145 | 3091 | 320.2 | 3539 | 409.5

Unifed States . . . . . . 56.3 73.6 74.1 8s.1 62.7 8%.2 | 1021

Capada. . . . ... .. | 126 12.6 i2.e 3.5 13.9 14.8 758

Japan . . ... ..., 10.2 7.3 7.3 a8.8 2.7 1.4 itr.e

Offshore banking centres® , . . . | 55.0 71.3 1.5 75.3 78.9 88.4 a87.1

Other ¢ountrles in western Europe, . 326 38.7 25.7 27.2 29.1 24.0 as.e
Australia, New Zealand and

South Africa . . ., . ... ... 2.4 2.4 2.4 2.9 2.4 2.6 2.7

Eastern Europe . . . . . . . . ., 7.8 7.8 8.4 8.0 a.3 8.4 10.7

Oll-exporting countries . . . . . . . 84,2 778 77.8 B80.4 7T 76.0 83.8

Non-oll daveloping countries . . . . 49.8 82.0 62.0 84.3 66.4 73.3 78.0

of which: Latin America*, . . . . . : 22.3 25.3 25.2 26.7 27.3 30.6 33.%

Middie East . . . . . . . 7.3 10.0 10.0 10.2 10.8 12.1 13.8

OtherAsia . . . . ... 14.9 20.0 20.1 27.0 21.8 23.4 22.9

Other Africa . . ., ., 5.3 6.7 6.7 6.4 &.5 7.2 7.4

Unatlocates®, . . . ... ..... 1.8 14.2 14.8 1.3 | 127 14.0 V7.0

Total . . , .. ..., . 543.5 657.6 671.2 G85.9 T01.4 T65.0 864.4

Note: The fiﬁures in this table are partly based on estimates.

1 The ofishore branches of US banks whose external posltions are included in the figures are those located
in the Bahamas, Cayman Islands, Panama, Hong Kong and Singapore. 2 Up to December 1977 (December ]
the reporting European area covered Belgium-Luxembourg, France, Germany, Italy, the Netherlands, Swedeg.
Switzerland and the Unlted Kingdom. Since 1977 (December 1) it also includes Austria, D k and Irel
Convarsely, as from 1977 {December II) positions vis-a-vis Austrla, Denmark and Ireland are excluded from
the positions vis-a-vis "Other developed countries”. 7 Bahamas, Barbados, Bermuda, Cayman Islands, Hong

. Kong, Lebanon, Liberla, Netherlands Antilles, New Hebrides, Panama, Singapore, other British West Indies.
*Including those countries in the Caribbean area which cannot be considered as offshore banking centres.
5 Including International Institutions.

account sutplus and in re-exporting the various foreign funds which have flowed
into the country in forms other than outright bank deposits.

As regards the development of positions vis-d-vis the principal deficit countty,
banks outside the United States recorded an increase of $28 billion in their liabilities
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External positions, in domestic and foreign currencies, of banks in
the reporting area and of certaln offshore branches of US banks.

in millions of US dollars,

end-Decamber 1978,
Liabmﬁsjﬁ:s“s Liabilities | Assets Liabyilgi_%%alzsets Liabliitles | Assets
Reporting countries Caribbean area
Austria HJU 10,372 11,754 Bahamas Ju 28,809 47,303
Belgium-Luxembourg HJU 42,283 56,785 Barbados 74 41
Denmark HJU 4,623 11,900 Bermuda Ju 5,739 2,010
France HJU 56,107 51,695 Cayman Islands® u 20,715 21,051
Germany, Fed, Rep, HJU 26,035 50,216 Cuba Ju 272 1,748
Ireland HJ 2,307 3,439 Dominican Rap. a3 azi
Italy HJU 23,551 29,109 Haiti a0 22
Netherlands HJU 33,722 25,8683 Jamaica u o1 527
Swaden HJU 3,616 9,776 Nath, Antilles u 3,593 3,205
Switzerland® Ju 95,356 | 21,865 | Panama o Ju 10,178 | 14,037
Unlted Kingdom HJU | 109,660 80,419 Trinidad and Tobage U 959 255
Canada HJU 16,796 17,861 West Indles (UK) 1] 221 180
Japan HLU 11,843 | as,984 Residual Hd 1,800 2,827
United States HJ 102,137 52,998
- Total 72,578 93,527
Total 539,308 | 472,663
Other countries in Latin America
western Europe A
Andorra 175 4 rgentina Ju 4,745 6,082
Belize 101 19
Cyprus 518 240
) Buolivia 172 T3z
Finland 1] 1,640 5,140
Brazil WU 10,872 31,870
Gibraltar 140 12
Greece Ju 4,620 4.970 Chite Ju 1,371 2,805
' ' Colombia Ju 2,280 2,105
Iceland 121 284 Ri
Llechtenstein 643 gs7 | CostaRica 147 368
Ecuador Ju 708 2,509
Malta 757 12
El Salvador 124 204
Monaco 552 3a ;
Guatemala u 674 421
Morway u 3,322 8,480 G
uyana 85 107
Portugat 7] 1,729 3,030
Honduras 28 257
Spaln u 13,142 12,832
Mexico Ju 5,481 23,443
Turkey Ju az20 3,028 :
Nicaragua 287 558
Vatlcan 100 52
Paraguay 129 a7
Yugoslavla Ju 2,794 5,622
Resldual HIU | 4,783 5737 | Lo Ju 861 3,400
' ' Surinam 167 38
Tolal 45,834 50,721 Uruguay u 740 245
Venezuela Ju 9,493 13,110
QOther developed Residual HJU 4,182 4,854
countrles
Australla Ju 1,085 4,521 Total 43,676 | 94,104
New Zealand J 238 887
South Africa Ju 1,014 7,408
Residual H 344 gao | Middle East
Oil-exporting
Total 2,681 13,753 countries Jé
Eastern Europe® a) Low absorbers:
Kuwait, Qatar,
:::::rira T 4;2 3,174 Saudi Arabia and the
Czechoslovakia U 829 1,888 United Aral Emirates 33,996 &,811
German Dem. Rep. u 1,105 6,168 | b} High absorbers:
Hungary* ) 901 6,450 Bahrain, Iran, Iraq,
Poland du ezz | 11,732 Libya and Oman 23,146 | 18.276
Rumania Ju 223 2,644
Sovlet Unlon Ju 5,858 | 12,821 | Other countrles:
Residual H 508 2,723 | Egrpt Ju 3,421 1,603
' Israel Ju 5.015 3,863
Total 10,675 47,597 Jordan ’ arTe 152




Liabifities/aszets Liabifities | Assets . Liabilities/assets Liabilities | Assets
Middle East (contd.) Other Africa (contd.)
Lebanon u 4,401 G685 Uganda ’ B3 15
Syrla u &77v 236 | Upper Volta 1T o
Yemen 1.230 61 | Zaire u 574 1,243
Yemen, P.D. Republic 174 14 | Zambia J 203 261
Residual” Huu 9.187 5,052 | Regidual u 1,262 1,804

Total 83,125 | 33,733 Total 12,858 | 26,439
Other Africa Other Asla
Algeria J 2,730 5,742 Afghanistan 288 3
Angola 167 114 Bangladesh 141 LI
Benin 27 3 Brunej 383 12
BotswanaflLesotho 79 &0 Burma 2z 44
Burundi 64 a China JuU 2413 225
Cameroon 135 444 Fiji 127 29
Cape Verde Iglands : 13 ] French Polynesia : 8 1"
Central African Empire 17 4 Hong Kang Ju 2,200 12,675
Chad . 24 as India Ju 2,862 574
Congo a0 219 Indonesia Ju 2,720 4,553
Djibouti a7 1 Kampuchea 33 t
Equatorial Guinea ? 13 | . Korea N. dJ 313 588
Ethicpia 208 13 Korea 8. JuU 2,647 7,044
Gahon 148 822 Laos a 2
Gambia 21 7 Macao 3a -
Ghana U 208 256 Malaysia . Ju 2,082 1,566
Gulnea 29 &1 Nepal 75 -
Guinea-Bissau B 8 New Hebrides 201 799
Ivory Coast 834 1,413 Pakistan Ju ©o7m2 613
Kenya J 786 430 | Papua-New Gulnea 144 80
Liberia Ju 1,700 5,270 Philippines Ju 2,251 4,028
Madagascar 66 25 Slkkim/Bhutan 294 181
Malawl 74 107 Singapore HJU 10,314 12,267
Mali 28 5 [ SriLanka 227 a
Maurltania B { -] 73 | Talwan Ju 4,628 4,009
Maurltius 28 as Thailand JU 1,124 2,670
Morocco u 930 2,210 | US Trust Territory of
Mozambigue 83 43 the Pacific 1slands 106 -
Niger . 31 12 Vietnam 71 291
Nigeria J 718 1,771 Residual L] 852 116
Rhodesia . B85 =1
Rwanda as a Total 44,018 53,133
Sao Tomé and Principe 15 —
Senegal 108 204 International
Seychelles 30 263 Institutions U 7.115 4,515
Sierra Laone o3 ai Unallocated ) HJU 12,485 12,794
g:::nua ;2: ssg Grand total 864,351 | 902,979
Swaziland 40 29
Tanzania 129 159 Memorandum Item:
Togo 86 237 Qikexporting
Tunisia 512 82a countrles HJU 83,822 57,241

Mote: A full country breakdown of the reportlng banks' liabilities and assets Is available only for banks in
Austria, Belgium-Luxembourg, Denmark, the Federal Reﬁubric of Germany, Italy, the Netherlands, Sweden, the
United Kingdom and Canada and for the offshora branches of {15 banks; §or Irish banks only foreign currency
figures are available. For banks In the other reporting countries — Switzerland, Japan and the United States —
the country hreakdown is less than complete and Ity extont is indicated by the use of the latters H (Switzerland),
dJ (Japam} and U {United States). The liabilitles of banks in the Unlted States exclude US Treasury bills and
ceriificates held in custody by the banks on behalf of non-residents.

1 Offshore branches of US banks in the Bahamas, Cagrrlan {slands, Panama, Hong Kong and Singapore.
2 Positlons vis-a-vis the BIS are included under Switzerland. ¥ Excluding positions of banks located In tha Federal
Republic of Germany vis-a-vis the German Democratic Republic. 4 In any compartson of the banks' positions
vis-#-vis Hungary with those vis-a-vis other sastern European countries account needs to be taken of the fact
that Hungary finances virtually the whele of its farefgn trade with funds ralsed in the internatlonal banking
market, while other_countries of this group finance a large gart of their foreign trade through other channels.
5 Figures for the US banks’ liabllities and assets vis-a-vls the Cayman Islands are estimates based on other
statistical grou?s. 4 Includes positions of Japanese banks vis-a-vis Kuwalt, Saudi Arabia, the United Arab
Emirates, lran, lraq and Libya only. ¥ Includes the positions of US banks vis-4-vis Middle Eastern cauntries other
than Epypt, Israel, Lebanon, Syria and Libya (which is included under the resldual for **Qther Africa'’).
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to US bank and non-bank tesidents, but claims on that countty also showed a
substantial increase, of $13.z billion. The rise in claims was due in part to the
removal of US teserve requirements on bank funds from abroad in August 1978,
while the expansion in liabilities to the United States, which was in fact concentrated
in the first and final quarters of the year, has to be seen in the context of developments
in the exchange markets. About $12 billion of this increase in liabilities was to
the US non-bank sector, which is apparently becoming increasingly aware of the
higher yields obtainable on dollar deposits outside the United States. The $16 billion
rise in liabilities to the US banking sector reflected only patt of the foreign lending
of banks in the United States, the greater pottion of which, about $20 billion, was
apparently lent directly abroad without being booked through the offshore centres
or going through the banks in” the Euro-market.

Turning to the banks’ business with countries outside the reporting area, the
growth of claims on this outside area accelerated from roughly $45 billion in 1977
to $65 billion, whereas new funds obtained from the outside area came to about
$38 billion, the same otder of magnitude as in 1977. This behaviour pattern of assets
and liabilities, which raised the reporting banks’ net creditor position vis-i-vis the
outside area from $ 52 to 78 billion, reflected above all the changing rdle of the OPEC
countties on both the sources and uses sides of the matket. With the sharp
contraction of the combined OPEC current-account surplus, new deposits teceived
from these countties dropped off sharply, from §13.4 billion in 1977 to §5.9 billion;
at the same time new credits to OPEC countries accelerated from $11.35 to 18.1
billion. Whereas in 1977 the OPEC group had still been a small net supplier of
new funds to the international banking sector, in 1978 it became the largest net
borrower, with a turn-round of over $14 billion. It should be noted, however,
that these figures slightly overstate the réle of the OPEC group as a net taker of
new funds since they include an increase of about $2 billion in net claims on
Bahrain; in view of Bahtain’s role as a rapidly growing offshore centre it must be
assumed that a substantial part of these funds were re-lent to non-OPEC countties.

The latgest individual OPEC botrowers of new funds were Venezuela, which
alone received nearly §5 billion in new credits, Algeria and Iran (about $2.5 billion
each) and Nigeria (about $1.2 billion). The largest depositors of new funds were,
paradoxically enough, the high-absorhing countries in the Middle East (§3.2 billion
excluding Bahrain) and Venezuela ($1 billion). Saudi Arabia, the biggest depositor
in terms of amounts outstanding, actually seems to have withdrawn some funds.

Over $7 billion, or more than the whole of the inctease in OPEC deposits,
was in non-dollar cutrencies, with valuation effects accounting for about $2.5 billion
of this figure. Deposits in dollars declined by about $1.2 billion. On the users’ side
of the market, by contrast, the greater part of OPEC bortowing (i.e. about $13
billion) was in dollats, which means that in 1978 the OPEC countries effectively
reduced their net creditor position vis-i-vis the international banking sector in
that currency by atound $14 billion.

A second major feature in 1978 was a sharp acceleration in the pace of new
lending to non-oil developing countties, from $11.1 billion in 1977 to $24.7 billion,
although here again the broader coverage of the 1978 figures somewhat exaggerates



the change of geat. New deposits received by the teporting banks from these
countries alsc speeded up, from $1z.z2 to 16 billion. Nevertheless, developing
countries, which in 1977 had been net suppliers of new funds to the international
banking sector, again became net borrowers to the extent of $8.7 billion, a develop-
ment which mirrored the widening of these countries’ combined current-account
deficit, Latin America (excluding OPEC members) was as usual the largest borrowing
region, receiving $14.9 billion, over half of which was accounted for by Brazil
alone. However, as a result of the banks’ search for new borrowers, the largest
telative growth in lending occurred vis-d-vis “Other Africa”, with the reporting
banks’ claims on countries in that area expanding by § 4.1 billion, ot neatly 6o per cent.

The third group outside the reporting atea that sharply stepped up its recourse
to international bank credit in 1978 was the countries of eastern Europe, New
borrowing by these countries amounted to $9.3 billion, more than twice as much
as the year before. Their deposits, which had hardly changed in 1977, also showed
a sizable increase of $2.3 billion. Poland was the largest taker of new credits,
obtaining $2.7 billion. The Soviet Union’s share amounted to only $1.z billion and
on an assets-minus-liabilities basis this country was even a small net supplier of
new funds to the international banking sector.

The only group of countries that moved against the general trend and some-
what reduced their recourse to new international bank credit were the industrial
countries outside the reporting area. With balance-of-payments adjustment efforts
in a number of these countries showing vetry positive results, new takings declined
from $10.5 billion (excluding Austria, Denmatrk and Ireland) in 1977 to $¢ billion,
while at the same time new deposits received from these countries accelerated from
$5.1 to 10.4 billion. Spain, which was particularly successful in achieving a large
improvement in its current-account balance, was alone responsible for most of this
shift from net borrowing to net lending of new funds; its deposits with the
reporting banks soared by $5.2 billion, while its new borrowing amounted to only
$1.5 billkion.

Developments in European market centres.

Currency composition, The extetnal activities of banks in the European market
centres continued to expand vigorously last year, Despite the weakness of the dollar
the banks’ external assets in that currency rose by $71.1 billion, or 26.5 per cent.,
which was considerably more than in preceding years. On an assets-minus-liabilities
basis the reporting banks’ external net liability position in dollats showed a marginal
decrease from $10.4 to 9.1 billion; this was the result of two opposite movements:
a $7.6 billion drop in the first three quarters and a renewed widening of $6.3 biilion
in the final quarter- of the year, when the banks had to offset large forward
putrchases of dollars from their customers through sales in the spot market,

Largely as a result of the developments in the foreign exchange markets, the
dollar value of the reporting European banks’ gross external positions in foreign
currencies’ other than the dollar showed an even stronger expansion, with assets
in these currencies rising by §46 billion, ot neatly 4o per cent: The share of these
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cutrencies in total BEuto-cutrency assets consequently increased from about 3o to
32,5 pet cent, However, excluding the upward impact of the depreciation of the
dollar on the dollar value of the banks’ positions in other currencies, the increase
in non-dollar assets amounted to only $27 billion, or 20 per cent. (at constant
end-1978 exchange rates), and their share in total assets outstanding showed a
decline from 33.§ to 32.5 per cent.

As usual, positions in Deutsche Mark accounted for the largest patt of the
gtowth in the non-dollar sector of the Buro-matket. The reporting banks’ assets and
liabilities in that currency tose by $z7.1 and 24.4 billion respectively, although
about $10.7 and 10.4 billion of this expansion was due to valuation effects. For the
reasons explained on pages 108-109 above, the largest bortowers of these DM funds
wete German bank and non-bank residents, whereas the principal suppliers wete
residents of other countries who wanted to build up their positions in that currency.
Thus, positions vis-i-vis Germany accounted for 33 per cent. of the increase in DM
assets but for only 1.5 per cent, of the expansion in DM liabilities.

The situation was similar in the Euro-yen market, except that rates of expansion
there were even more pronounced, Identified Euro-yen assets tose from §1.7 billion
at the end of 1977 to §5.4 billion a year later, with valuation changes making up
only $o0.4 billion of this increase. Liabilitics in yen soared from $2.7 to 6.2 billion,
Hete again, on the sources side only 3 per cent. of the new funds came from Japan,
whereas on the uses side 36 per cent. of the funds were lent to Japan.

Owing to an elaborate system of defences erected by the Swiss authorities
against inflows of funds, the Euro-Swiss franc market presented a very different
picture. The funds could not be lent to Swiss residents because of the controls, and
yet there was little demand for Swiss franc loans elsewhere in view of the exchange
risks involved. As a result; the increased supply of Swiss francs to the Euro-banks
was not reflected in an expansion of market volume but in a sharp drop in Euro-
Swiss franc interest rates. The dollar equivalent of the banks” Euro-Swiss franc assets
increased by $4.3 billion, it is true, but this was mote than accounted for by valuation
changes. At constant exchange rates there was a decline of $1.3 bhillion, largely in
claims on Switzerland. At the end of the year the Euro-banks’ Swiss franc claims
on Switzerland accounted for only 5 per cent. of their total assets in that currency.
Similarly, labilities in Swiss francs rose by §s.2 billion in dollar terms but showed
a slight decrease in Swiss franc terms. Here the share of total Euro-Swiss franc
deposits held by Swiss residents amounted to about 27 per cent. Of course, these
movements do not conclusively prove that the various Swiss regulations against
money inflows achieved their purpose, but it puts the burden of proof on those who
~would argue otherwise.

The Euro-banks’ positions denominated in the other major currencies
-behaved more like those in yen and Deutsche Mark. External assets in French francs,
guilders and sterling, for example, rose by 71, 62 and 37 per cent. respectively,
although here again the growth rates were somewhat inflated by valuation effects.

Leaving the Euro-currency market for the moment and turning to traditional
forms of foreign lending, the reporting Eutropean banks’ external assets.in domestic
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Currency structure of the Euro-market:
External assets in foreign currencies of reporting European barks,
Quarterly, amounts outstanding.

Billions of US dollars Biflions of US dollars
500 E.:.EI " 500
Aseets denominated in:
- 440
400 U% dollars 0
E Deutsche Mark
|I|I| Swiss francs
300 — O other currencies 300
200 200
106 1 100
0 " S | Pt I I A | B Py [+ 4] it 4" P 4t " " . +* . . 0
350 350
00 — 300
250 |— Assets in: - — 250
200 |- " — 200
150 — — 150
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100 100
__._/
Deutsche Mark (constant)*
50 — 50
Deutsche Mark {current)
Fd e e e e e T o
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[ / Swisg francs {constant)® . -
—
/ Swiss francs {current) tsemi-logantivnic scale)
10 — -~ 10
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*At constant end-December 1978 exchange rates,

currencies expanded by $:8.1 billion; excluding valuation effects, this amounted
to a real increase of about $16 billion, ot 17 per cent. The largest real expansion in
domestic currency lending was a 41 pet cent. increase recorded by banks in France,
which was largely related to foreign trade finance. Since external liabilities showed
a more moderate increase, the French banks’ net external creditor position in
domestic currency rose from $7.2 billion at the end of 1977 to $12.5 billion.
Similarly, the net external creditor position in domestic currency of banks in
Switzerland widened from $8.9 to 12.5 billion. With the high negative interest
rates to which foreign Swiss franc funds were subject in Switzerland, gross external
liabilities even showed a slight decline in real terms. On the other hand, the net
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External! positions of reporting European banks Iin dollars

and other foreign currencies.
Dollars ' Other forelgn currencies
of which of which
of fnnodmh Total "’f{f.?.f’f’ Total "‘(:'g::fs Deutsche| Swiss | Pounds | Dutch | French
banks banks Mark france | sterling | guilders | francs
in mitlione of US dollars
. Assets
1870 Dec.. . 80,370 | 11,880 17,880 4,680 | 10,110 5,080 G10 560 400
1871 Dec.. . 71,500 ! 14,360 28,830 6,750 | 16,220 8,180 1,820 T00 480
1972 Dec.. . 98,000 | 18,340 33,840 8,000 | 20,380 7,780 2,180 720 700
1973 Dec.1. 133,760 | 23,880 54,840 | 11,990 | 31,400 | 14,580 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
t974 Dec.1 . 155,450 | 34,350 58,250 | 18,030 | 34,620 | 14,330 2,040 1,870 1,480
Dec. P 156,230 | 34,920 £8,940 | 18,080 | 34,9580 ; 14,420 2,050 1,880 1,480
1878 Dec.. , 190,180 | 40,870 67,950 | 20,450 | 41,620 | 15,430 1,880 2,100 2,570
1976 Dec.. . | 224,020 | 50,820 81,300 | 22,690 | 48,680 | 17,930 2,150 3,780 2,570
1977 March . | 222,860 | 53,380 80,930 | 23,350 | 47,030 | 17.560 2,800 3,230 | 2,690
June 230,980 | 56,480 86,970 | 24,070 | 50,920 | 17,690 2,780 4,230 2,850
Sapt. . 238,670 | 59,850 90,430 | 26,090 | 52,710 | 18,490 3,720 3,830 3,370
Dec,1 . | 282,430 | 64,860 111,370 | 31,040 | 67,510 | 22,660 4,420 4,210 3,270
Dec.l¥ | 268,430 | 85,550 118,410 | 31,670 | 70,380 | 23,640 5,310 4,280 3,310
1978 March . | 262,540 | 70,330 124,710 | 35,140 | 73,500 | 24,500 5,280 4,850 4,230
June 275,460 | 74,180 124,560 | 34,000 | 70,660 | 24,910 8,160 5,010 4,490
Sept, 295,800 | 78,760 148,030 | 38,200 | 81,940 | 30,340 5,980 6,360 5,050
Dec.. . | 339,520 | 84,250 162,460 | 42,950 | 97,430 | 27,880 7,300 8,920 5,860
Memuorandum iem
Positions vis-d-vis residents
1976 Dec.. . 74,740 | 21,330 248,920 7,560
1977 Dec. ! . 1,630 | 29,060 33,300 8,930
Dec. I . $2,330 | 29,370 34,790 730
1978 March . 3,260 | 29,910 ar.510 ¢.780
June. . 95,740 | 20,780 38,730 | 10,820
Sepd. . 100,600 | 30,380 45,260 | 12,220
Dec, . 105,000 | 31,170 48,370 | 12,330
. Liabilitles
1970 Dec.. . 58,700 | 11,240 16,590 2,450 8,080 | - 5,720 940 560 420
1871 Dec., . 70,750 9,980 28,970 2,740 | 14,630 7.760 2,110 860 440
1872 Dec.. . 96,730 | 11,810 35,200 3,620 | 19,540 8,810 2,210 1,360 1,080
1973 Dec.l . 130,470 | 16,370 50,260 ‘5,610 | 32,140 | 17,060 4,780 2,260 2,160
Dec. Ii2 131,380 | 17,470 | 60,720 5,630 | 32,020 | 17,160 4,560 2,260 2,130
1974 Dec.l . 166,180 | 22,440 64,750 8,100 | 34,220 | 18,250 3,660 2,760 2,279
Dec. II* 156,430 | 22,210 64,340 8,080 | 34,380 | 18,290 3,580 2,760 2,270
1975 Dec.. . 189,470 | 24,280 69,200 6,800 | 39,940 | 15,200 3,140 3,550 3,350
1976 Dec.. . | 230,040 | 29,550 80,610 8,870 | 47,230 | 15,880 3,980 3,530 3,220
1977 Warch . | 229,080 | 29,410 81,080 8,530 | 45,880 | 16,340 4,510 4,060 3,380
June 239,670 | 31,160 86,400 9,480 | 49,640 | 16,540 4,330 4,810 3,650
Sept 247,020 [ 32,520 92,070 | 10,050 | 61,400 | 17,440 5,090 5,030 4,240
Dec. | 272,880 | 34,200 | 110,560 | 12,050 | 64,970 | 20,870 5,920 4,900 4,400
Dec. Il* | 278,840 | 34,330 | 117,360 | 12,230 | 68,680 | 22,720 6,870 5,040 4,430
1978 March . | 270,450 | 36,310 | 125,580 | 13,810 | 71,850 | 24,700 7,040 £,870 5,150
June 280,950 | 38,660 | 127,430 | 12,080 | 68,600 | 26,000 | 8,570 | 5,980 | 6,060
Sept 298,577 | 39,850 149,330 | 14,950 | 79,950 | 31,460 9,720 T 180 7.080
Dec. 348,590 | 44,340 162,220 | 16,570 | 83,080 | 27,890 | 10,320 T.400 7,400
Memorandum Hem
Positions vis-d-vis residents
1976 Dec.. . 64,060 | 10,660 23,710 4,290
iv7?7 Dec.t . 74,620 | 12,080 29,590 5,330
[ Dec. If . 75,310 | 12,280 30,400 5,460
1978 March . 75,350 | 12,220 34,000 6,180
dune., | 78,740 | 13,780 33,940 6,080
Sepl.. . 82,6430 | 13,790 40,200 6,940
Dec. . . 87,690 | 14,690 45,060 7,440

1 $570 million of the 1970 incraase in assets and $360 million of that In liabilltles Is due to the Inclusion of pesitions
in tertain currencies not reported previous‘léis 2 Ag from December 1973 (December I) the Hgures no longer

include the Euro-currency positions of the
do incorporate certain long-term positions not reported previously,
reported previously by some of the banks as well as some minor chan

+ Includes the positions of banks in Austria, Denmark and Ireland,

# Includey certain long-term

{previously reported under the flgures for the Swiss banks) but
osgitions not

pes In the coverage of the statistics.




.o—_ 119 —_—

external asset position of banks in Germany, which had still amounted to $7.1
billion at the end of 1977, was virtually wiped out owing to very large inflows of
DM funds. On a gross basis the German banks’ external liabilities in Deutsche
Mark jumped by $12.2 billion, or 44 per cent., even excluding valuation effects.

Types of assets and liabilities. Retutning to the Buro-currency market, §30 billion
of the $117 billion increase in the reporting European banks’ external assets in
foreign currencies was in the form of direct claims on the non-bank sector. In
addition, foreign currency credits to domestic non-bank residents rose by $4.4 billion.
Of this total $34.4 billion or 25 per cent. expansion in direct claims on non-banks;
$z20.5 billion was in dollars, while valuation effects accounted for well over half of
the $135.9 billion growth in claims in other currencies.

On the sources side of the matket, $14.4 billion of the total increase of $114.6
billion in the reporting banks’ external liabilities in foreign currencies came from
direct non-bank deposits, which was $6.6 billion more than in 1977. In addition,
foreign currency funds received from domestic depositors amounted to $4.3 billion.
Of the total expansion of $18.7 billion in non-bank funds, $12.4 billion was in
dollars, with liabilities to US non-bank residents accounting for only $3.7 billion
of the latter figure. This shows that, contrary to the widely held belief that there
was 4 dollar “overhang” in the Euro-market which exerted downward pressure
on the external value of the dollat, private non-bank depositors, even outside the
United States, not only refrained from running down their dollar balances but
continued to add to them. This was true even in the fourth quarter, when confidence
in the dollar reached rock-bottom.

Official depositors, which of coutse include the OPEC countries, behaved in
a less stabilising way, however. Deposits in dollars declined by §o.4 billion, whereas
those denominated in other foreign currencies rose by $9.1 billion (including about
$35 billion of valuation effects). Moreover, the movements of official Euro-dollar
balances in the course of 1978 mirrored faitly closely the vicissitudes of the dollar
in the exchange markets. In the first quarter of the year such balances declined
from $49.3 to 46,5 billion, then they rose to $s50.4 billion in the following six
months before dropping to $48.9 billion in the foutth quarter.

The réle of individual market centres. The rapid growth in Euro-cutrency business
last year was very widely spread over all the principal European market centres.
Banks in the United Kingdom, whose external assets went up by twice as much
as in 1977, as usual accounted for the largest share, although in terms of growth
rates the 27.4 per cent. expansion was somewhat below the European average of
30.5 per cent., the result being a further slight decline in the United Kingdom’s
market share. This was, however, due mainly to the greater importance in London
of business done in dollars and by the affiliates of US banks, whose balance sheets
were not quite as buoyant as those of some of the Japanese and continental
Eutopean banks.

Outside the United Kingdom the highest rates of expansion in Euro-
currency assets vis-d-vis non-residents were shown by banks in Italy (50 per cent.),
Belgium (38.7 per cent.), Switzerland (36.5 per cent.), the Netherlands (34.5 per cent.)
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External assets and liabilities, in domestic
and foreign currencies, of banks in Individual reporting countries
and of certain offshore branches of US banks,

Austria Assets  Domestic currency
Foreign currencias

Liabllities Domestic Currency

Forelpn currencles

Belgium Assets Domestic currency
Foreign currencies

Liabilities Domestic currency

Foreign currencles

Luxembourg Assets  Domestic currency
Foreign currencies

Liabilities Domestic currency

Foreign currencies

Denmark Assets Domestic ¢urrency
Forelgn cutrencies

Liabilities Domestic currency

Forgign currencies

. France Asgets Domestic currency
Foreign currencies

Liabilities Domestic currency

Farelgn currengies

Germany  Assets  Domestic currency
Foreign currencies

Liabllities Domestic currency

Foreign currencles

Ireland Assets  Domestic currency
Foreign currencies

Liabitities Domestic currency

Forelgn currencies

Haly Assets Domestic currency
Foreign currencies

Liabilities Domestic currency

Foreign currencies

Natherlands Assets Domestic currency
Foreign currencies

Liabilitles Domestic currency

Forelgn currenties

Sweden Assets  Domestic currency
- Foreign currencies
Liabilities Domestlc currency

Foreign currenties

Switzerland Assets  Domestic currency
Fersign ¢urrencies

Liabilities Domestic currency

Foreign currencies

United Asgsets  Domeatic currency
Kingdom Foreign currencies
Liabifllties Domestic ¢urrency

Fareign currencies

1977 1978
Dec.! | Dec. March | dJune | Sept. | Dec.
tn millions of US dollars

1,860 2,180 2,310 2,640 2,930
7,440 €,810 8,000 8710 9,580
540 570 670 T00 830
9,700 8,820 10,230 11,150 12,790
2,470 2,470 2,470 2,810 2,860 2,800
22,910 | 22,910 | 24,200 | 24,800 | 2,480 | 21,720
3,790 3,790 4,330 4,410 4,040 4,730
23,5630 23,830 25,360 26,110 30,480 33,540
710 710 790 850 830 1,050
44,040 | 44,040 | 46,600 | 46,620 | 52,040 | 58,340
570 870 | 850 600 520 730
41,940 41,240 43,630 43,730 48,380 54,480
j=Ta ] a0 80 o0 =14
2,060 2,180 2,170 2,760 2,840
260 260 C 270 300 3o
1,370 1,610 1,720 2,110 2,360
2,080 | 11,450'| 12,860 | 14,730 | ys,910 | 18,200
62,210 62,210 58,550 59,810 6&,500 80,780
4,220 4,220 4,840 5,000 5,100 £,700
82,970 §2,970 58,300 59,080 95,280 78,780
31,450 31,450 32,600 31,840 34,160 40,340
17,280 17,280 16,750 17.470 18,440 20,770
24,330 24,330 25,170 25,050 30,780 40,220
18,230 15,230 14,590 14,780 15,670 18,880
1,540 1,340 1,600 1 :éeo 1,510
1,690 1,690 1,960 1,830 1,810
200 300 470 560 510 590
14,7680 14,780 11,220 12,410 13,100 22,160
1,640 1,540 1,580 1,980 2,020 2,010
21,520 21,520 17.620 19,580 19,930 27,000
5,240 5,240 6,000 6,820 7.770 8,490
27,180 27,180 27,510 29,640 31,050 36,560
5,100 5,100 5,840 6,170 7,180 7,930
25,470 25,470 25,230 28,450 29,100 35,550
230 930 800 980 950 860
3,180 a,1e0 3,210 3,150 3,380 3,390
580 580 550 690 TAD 700
3410 3,410 3,880 4,000 4,430 4,520
13,500 | 14,500 | 16,700 | 17,960 | 21,720 | 19,290
23,010 | 23,010 | 24,770 | 25,190 | 29,340 | 31,410
5,650 5,650 6,040 €,750 8,840 6,820
18,010 18,010 18,340 19,450 23,570 26,870
2,080 12,230° 12,400 13,080 14,000 14,740
159,210 | 158,210 | 164,020 | 169,370 | 185,870 | 202,850
11,100 11,100 10,860 10,080 11,180 11,950
171,360 | 171,360 | 175,990 | 179,280 | 195,970 | 213,420

Table continued on page 122,
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External assets and liabilitles, In dollars
and other foreign currencies, of banks in individual reporting countries
and of certain offshore branches of US banks.

1977 : 1978
Dec.l | Dec.ll March | June | Sept. | Deec.

n millions of US dollars

Austria Assets USdollars. . . . . .. 3,870 3,180 3,910 4,160 4,460
Other foreign currencies 3,570 3,630 4,000 4,550 5,120

Liabilittes US dollars . . . . . . . 4,320 3,480 | 4,290 | 4,420 5,300

Other foreign currencles 5,380 5,460 5,840 & T30 T.420

Balglum Assets USdollars. . . . ., . 14,260 | 14,260 | 14,450 | 14,700 | 16,440 | 18,550
Qther foreign currencies 8,650 | 8,850 9,840 | 10,190 | 12,040 | 13,230

Liabilities US dollars . . . . . . . 13,080 | 13,080 13,8680 | 13,700 | 15,710 | 18,040

Other forelgn currencies 10,480 | 10,450 11,880 | 12,410 | 14,770 | 15,500

Luxembourg Assets USdollars. . . . . . . 18,820 | 18,820 | 19,090 | 20,110 | 20,620 | 22,040
Qther foreign currencies 25,220 | 25,220 27,510 26,510 | 31,420 | 38,300
Liabilities USdollars . . . . . . . 18,680 | 18,680 18,890 | 19,950 | 21,520 | 24,400

Other foreign currencies | 23,260 | 23,260 | 24,640 | 23,780 | 26,860 | 30,080

Denmark Asgsets USdollars. . . . . . . 1,420 1,500 1,400 1,670 1,640
Other foreign currencies 640 580 770 1,090 1,200

Liabilitles US dollars . . . . . . . 840 1,030 1,070 1,330 1,500

Other foreign currencles 530 E80 630 780 860

France Asgsets USdollars . . . .. .. 45,160 | 45,160 | 41,920 ] 43,390 | 47,350 | 80,210
Other forelgn currencies 17.080 | 17,050 | 16,630 16,420 | 19,150 | 20,570

Liabilities USdeMars . . . . . . . 44,430 | 44,430 39,700 | 39,100 | 40,580 | B3,180

Other foreign currencies 18,540 | 18,540 | 19,600 | 19,990 | 24,680 | 258,630

Germany Assets USdollars. . . . ., . 12,710} 12,710 | 14,670 | 12,270 | 12,580 | 14,720
Other forelgn currencies 4,670 4,570 5,080 £,200 £,860 6,050

Liabillties USdallars . . . . . . . 12,380 | 12,380 | 11,340 | 11,190 | 11,490 | 14,510

Other foreign currencies 2,850 2,850 3,250 3,600 4,180 4,370

Ireland Assets USdollars. . . . . .. 710 690 830 440 400
Other foreign currencies 830 550 1,060 [20 1,110

Liabilittes US doflare . . . . . . . 800 830 710 - 840 550

Gther foreign currencies " 880 860 1,250 1,290 1,260

Haly Assets USdollars. .-. . . .. | 11,480 | 11,380 8,110 | 8,010| 9580 17,380
Other forelgn currencies 3,300 3,300 3,110 3,100 3,520 4,780

Liabilites US dollars . . . . . . . 17,010 | 17,010 | 13,460 | 14,990 14,630 21,840

‘Qther foreign currencies 4,510 4,510 4,160 4,800 5,300 5,960

Netherlands Assets USdallars. . . . . .. 15,180 | 15,160 | 14,770 | 16,360 | 16,690 | 19,470
Other forelpn currencies 12,030 | 12,030 | 12,740 | 13,180 | 14,460 | 17,080

Liabifities US doltars . . . . . . . 15,460 | 15,480 | 15,290 | 17,790 | 17,500 | 20,710

Other foreign currencies 10,010 | 10,010 9,940 | 10,660 | 11,600 | 14,840

Sweden Asgets USdellars., . . . . .. 1,970 1,970 2,040 1,950 2,050 2,160
Other foreign currencies 1,210 1,210 1170 1,200| 1.330( 1,230

Liabilitles US dollars . . . . . . . 2,120 2,120 2,410 2,470 2,680 2,790

Other foreign currencies 1,290 1,290 1,440 1,530 1,750 1,730

Switzerland Assets USdollars, . . . . . . 17.070 | 17,070 | 17,930 | 18,830 | 20,600 | 21,580
Other foreign currencles 5,940 5,940 6,840 | 6,380 | 8,740 | 9,830

Liabiliies US dollars . . . . . . . 12,130 | 13,130 12,030 | 13,920 | 18,030 | 18,540

Other foreign currencies 4,880 4,880 5410 5,530 7.540 2,330

United Aggels USdollars . . . .. .. 125,810 125,810 [127,190 |132,000 143,720 [156,910
Kingdom Other foreign currencies | 93,400 | 33,400 | 36,830 | 36,470 | 41,950 | 45,940
Liabilittes US dollars . . . . . . . 136,680 |136,590 (137,430 |141,780 |152,130 |167,250

Other foreign currenciesg 34,770 | 34,770 | 38,660 | 37.500| 43,8401 45,170

Tabla continued on page 123,
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External assets and liabilities, in domestic
and foreign currencies (continued from page 120).

1977 1978
Dec. | ] Dec. I March [ June | Sept. | Dec.

in millions of US dollars

Total for Assets Domestic currency 29,7680 81,320 87,280 91,630 [ 101,240 | 109,380

European Foreign currencles | 373,800 | 384,840 | 387,250 | 400,010 | 440,830 | 501,970
teporting Liabilities Domesti¢ currency 56,880 57,680 60,590 81,840 69,500 82,010
countrles ' Forelgn currencies | 383,440 | 396,200 | 396,030 | 408,380 | 447,200 | 510,810
Canada Assats Domestic currency 430 430 330 540 460 480
. Foreign currencies 17,720 17,720 18,940 18,880 18,500 21,890

Liabilitles Domestlc currency 2,180 2,180 1,930 2,630 2,870 2,820

Forgign currencies 15,700 16,700 18,850 19,570 18,380 22,350

Japan Assets  Domestic currency 3,850 3,550 4,260 5,280 8,600 7,970
Foreign currencles 18,150 18,150 19,180 20,470 23,060 25,720

Liabilities Domesti¢ currency 4,110 4,110 7.890 6,140 7,830 B,700

Forelgn currencies 24,470 24,470 25,230 24,950 26,600 30,320

United Assets Domestic currency 20,200 20,200 98,460 97,850 {103,630 | 125,120
States Forelgn currencles 2,360 2,380 2.390 3,810 3,980 2,930
Liabllities®Domestic currency 77.330 77,330 78,470 78,800 at,420 87,830
Foreign currencles aig B10 880 1,700 1,980 2,230

Offshore

branches Assets Fofeign currencles® | 91,080 1,080 05,220 98,510 | 102,620 | 106,520
of US Liabilities Foreipn currencles® | 91,880 91,680 96,370 97,870 | 101,700 | 107,480
hanks* )

Grand total Assets Domastic currency | 153,840 | 175,500 | 188,280 | 195,100 | 211,930 | 242,980
Foreign currencies | 503,120 (514,160 | 522,080 [ 539,880 | 500,800 | 660,030

Liabilities Domestic currency | 140,500 | 141,300 | 148,880 | 149,210 | 187,420 | 181,160

Forelgn currencies | 517,080 | 529,840 | 537,040 | 552,170 [ 597,560 | 673,190

1 Including buyers' credits. 2 Including, in addition to loans, advances and overdrafis, all commercial bills
and acceptances. 2 Ex¢luding US Treasury bills and certificates held in custody on behalf of non-residents.
4 Ofishore branches of US banks in the Bahamas, Cayman islands, Panama, Hong Kong and Singapore.
$ Including negligible amounts in domestic currencles. .

and Luxembourg (32.5 per cent.). The growth figure for Luxembourg, where
by the end of the year positions in Deutsche Mark accounted for over half the
dollar value of total foreign cutrency assets, was, however, strongly inflated by
valuation effects. Well over one-third of the $i4.3 billion increase in the dollar
value of external assets of banks in Luxembourg occurred vis-d-vis Germany,
whereas funds from Germany accounted for only about 2.5 per cent. of the increase
in liabilities.

Net size of the Enro-currency market. The figure of $117 billion for the growth
of the reporting European banks’ external assets in foreign currencies was, as usual,
strongly inflated by the kind of double-counting which atises when funds pass via
more than one bank in the reporting area on their way from the original suppliers
to the ultimate users. Excluding this element of duplication but allowing for the
banks’ use of Euro-currency funds for domestic purposes, new foreign currency
funds intermediated by the reporting European banks may be estimated to have
amounted to §75 billion, or to nearly $6o billion if valuation effects are excluded.

Of the total $75 billion increase in credit, roughly $26 billion, or slightly
over one-third, was taken up within the reporting European area itself. Direct



External assets and liabilities, in dollars
and other toreign currencies (continued from page 121).

1977 1978 :
Dec.l | Dec.ll March | June | Sept. | Dac,
in mllliens of US dollars

Total for Assets US dollars . ., ., . . . . 262,430 |268,430 [262,540 (275,460 |295,800 |338,520
European Other forelgn ¢urrencies [1711,370 |116,410 124,710 (124,550 [145,030 {182,450
reporting Liabilitles US dollars . . . . . . . 272,880 |278,840 |270,450 |280,950 |298,570 [349,550
countries Other foreign currencies |110,580 | 117,360 | 125,580 | 127,430 [ 149,330 |162,220
Canada Asgels USdollars . , . . . .. 16,4B0 | 18,480 17,660 | 17,950 | 18,230 | 20,430
Other forelgn ¢urrencies 1,240 1,240 1,280 1,030 1,270 1,480

Liabillties US dollars . , . . . . . 15,860 | 15,860 17,710 | 18,810 | 18,460 | 21,340

Other foreign currencies 2840 S840 B840 T80 920 1,010

Japan Agzgets USdollars. . . . . . . . 15,930 | 15,230 | 16,710 | 17,920 | 21,050 22;520
Other foreign currencies 2,220 2,220 2,470 2,550 2,910 3,200

Liabilities US dollars . , , . . . . 23,360 | 23,360 | 23,870 | 23,620 | 25,040 | 28,450

Other foreign currencies 1,110 1,110 1,360 1,330 1,560 1,830

Offshore
branches Assets  Foreign currencies?® . . 1,090 81,000 | 95,220] 86,510 |102,620 108,520
of US Liabilities Foreign currencies® . . 91,660 | 921,660 | 96,370 | 97,570 101,700 1107.480
banks'

t Oftshore branches of US banks in the Bah Cay tslands, P , Hong Kong and Singapore,

2 Including negligible amounts in domestic currencies.

claims on non-banks rose by about $15 billion, with non-bank entities in Germany

($5.1 billion), the United Kingdom ($1.8 billion) and Denmark ($1.7 billion)
being the largest botrowers of funds. The biggest element in the $i1 billion
of new funds absorbed by banks in the reporting area was Euro-Deutsche Mark
bottowing by the German banking sector. On the soutces side, the reporting Euro-
pean area may be estimated to have contributed about $25 billion to the growth
of the market, Non-bank funds accounted for $14 billion of this amount, with
mote than half of it coming from Switzetland either in the form of trustee
funds ot direct non-bank deposits.

Outside the reporting area one significant development last year was the
sttong expansion in Euro-credits to oil and non-oil developing countries. The
teporting European banks’ claims on OPEC countries advanced by as much as
55 per cent,, while liabilities to those countries showed only a marginal increase.
As a result, the Euro-banks’ net debtor position vis-a-vis OPEC countries
contracted from $38.8 billion at the end of 1977 to $30.4 billion at the end of
last year. Claims on other developing countries rose by 32 per cent, but the
increase on the assets side had as its counterpart an even larger expansion in
liabilities to these countries of $10.2 billion. This meant that the net creditor
position of the natrowly defined Euro-currency market vis-a-vis non-oil developing
countries dwindled to the negligible figure of $o.3 billion. Although from a
prudential point of view assets and liabilities cannot, of course, be netted out, this
helps to put in perspective assertions about the excessive exposute of the Euro-
‘cutrency market vis-4-vis non-oil developing countries. Even in gross terms the
natrowly defined Euro-cusrency market accounted for less than one-third of total
bank claims on developing countries at the end of 1978. In fact, the bulk of both



Estimated sources and uses of Euro-currency funds,

Reporting Off-
Eurapean areal . c?::‘;t shore exog;t Devel-
% United (™2 o oped | Eastern bla"'k' i?'lg ggm.lc alloc- | Total
which | States | yapan | coun- | Europef| 109 | oo ated?

non- tles cen- tries
bank*

End of month
Total? gons | triess

in blllions of US dollars

Usges

1975 December .| 63.0 | 43.6 18.8 | 20.2 | 25.8 15.9 35.6 5.3 18.5 3.2 | 205.0
" 1976 December .| 74.4 | 51.5 18.2 | 21.6 | 33.0 20.8 40.9 9.8 | 24.7 3.9 | 247.0
1977 March . . .| 78.7 | 56.3 17.8 | 21.8 | 34.0 20.2 4241 1.2 | 24.7 4.5 | 255.0
June. . . .| B854 | &1.8 | 189 18.8 | 358.5 21.4 | 44.3 12.7 | 25.8 4.5 | 267.0
September . | 88.3 | 63.1 20.4 18.4 | 38.9 a2 43.5 13.6 | 2741 4.7 | 277.0
December!.| 99.2 | 69.9 | 21.0 8.7 | 42.6 23.8 43.7 156 [ 30,0 | . 5.4 | 300.0

Decemberlt [110.4 | 77.3 | 21.3 | 187 | 30.8 | 26.7 | 43.8 | 187 | 30.3 3.2 | 300.0
1978 March . . .|1t56 | BO.3 | 1858 | 204 | 31,0 | 27.0 | 43.4 | 178 | 31.8 3.6 | 310.0
Jupe . . . .|117.8 | 823 | 196 | 208 | 319 | 285 | 446 | 18.6 | 33.7 3.5 | 319.0
September . |127.0 | 87.0 | 22,0 | 21.8 | 328 | 31.2 | 51.5 | 21.0 | 36.6 4.0 | 348.0
December . [136.0 | 2.0 | 24.8 | 24,6 | 34.7 | 31.4 | 550 | 24.3 | 40.1 4.3 | 375.0 |

Sources

" 1975 December .| 79.5 | 39.2 15.4 8.3 19.9 5.4 21.8 | 348 16.2 3.9 | 205.0
1976 December .| @6.7 | 45.5 18.8 105 | 21.3 6.4 30.1 48.2 | 21.3 6.7 | 247.0
1977 March . . .| 91.7 | 47.0 | 19.4 10.5 19.8 4.7 29.6 y 478 | 234 | 80 255.0

Jupg, . .| 9756 | 487 | 23.3 a.2 9.7 4.5 31.0 | 51.1 24.8 8.9 | 267.0
Septamber . | 98.7 | 50.1 23.7 7.8 | 23.3 4.9 30.8 | 520 | 26.8 8.9 | 277.0
Decemberl. | 108.6 | 54.8 | 24.9 8.4 | 28.8 6.4 | 33.2 | 540 29.5 8.4 | 300.0

Decemberll |117.2 | 56.0 | 25.4 8.4 18.8 7.0 33.4 | 545 | 2968 5.8 | 300.0
1978 March . . .|123.2 | 5B.6 | 26.9 2.6 20.0 6.6 33.9 | 545 | 31.3 4.0 | 310.0
dune. . . .|131.0 | &241 26.5 2.7 21.6 &.9 3551 51.4 | 331 3.3 | 319.0
September . | 140.5 | 66.3 | 29.1 1.3 25.2 1.7 38.7 | 526 | 3ar.3 4.8 | 348.0
December . |142.56 | T0.1 | 37.0 13.0 26.2 8.8 45.4 | s54.7 | 39.8 7.6 | 375.0

1 Up to December 1977 EDecember I} the reporting European area covered Belgium-Luxembourg, France,
Germany, [taly, the Netherlands, Sweden, Switzerland and the United Kingdom. Since 1977 (December 11} it also
Includes Austria, Denmark and Ireland. Conversaly, as from 1977 (Degember |1} positions vis-a-vis Austria,
Denmark and [reland are excluded from the posltions vis-a-vig **Other developed countrles®. 2 [ncludes: (a} under
"Uses'’, the banks' conversions fram foreign currency Into domestic currency and foreign currency funds
supplied by the reporting banks to the commercial banks of the countg of issue of the currency in question
{such as DM funds deposited with German banks); (b) under *Sources'’, deposits by official monetary institutions
of the reporting area, the banks' conversions from domestic inte foren{un currency and foreign currency funds
obtained by the reporting banks from the banks In the country of Issue ot the currency in question {such as funds
veceived in DM from German banks), 2 On the sources side including trustee funds to the extent that they are
transmitted by the Swiss banks to the other banks within the reporting arga and to the extent that the are not
reported as lfabilities vis-3-vis non-banks outside the reporting area by the Swiss banks th Yes, cluding
positlons of banks located in the Federal Republic of Germany vig-a-vis the German Democratic Republic.
5 Bahamas, Barbados, Bermuda, Cayman Islands, Hong Kong, Lebanon, Liberia, Netherlands Antilles, New
Hebrides, ﬁanama. Singapore, other British West Indies. & Algerla, Bahrain. Brunei, Ecuacor, Gabon, Indonesia,
Iran, Irag, Kuwait, Libya, Nlueria. Oman, Qatar, Saudi Arabia, Trinidad and Tobago, the United Arab Emlrates,
Venezuela, 7 tncludlnu posltions vis-a-vis internatlonal institutions other than the BIS.

gross and net banking claims on the developing wotld resuited from conventional
{and partly trade-related) lending in domestic cutrency, including dollar lending by
banks in the United States, a substantial propottion of which is, of course, booked
through the offshore centres.

The situvation is different vis-d-vis eastern Europe, where the Euro-market’s
substantial net creditor position widened from $18.7 to 22.6 billion last year.

As regards positions vis-i-vis non-European Gtoup of Ten countries, one
significant feature last year was the large inflow of new funds from the United
States. Thus, the reporting European banks” liabilities vis-d-vis that country rose
by $11.6 billion, ot 46 per cent., with two-thirds of the increase occurring during
the last three months of the year. In addition, a substantial proportion of the §12
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billion of new funds received from the offshore centres may be regarded as having
originated in the United States.

Another important soutce of new funds were “Other developed countries™.
With their deposits increasing at a rate of nearly 4o per cent., the Euro-market’s
net cteditor position vis-d-vis that group of countries declined from $1z to 8.5
billion last year.

Banks in the United States and their branches in offshore centres.

One of the most significant features of the international monetary scene last
year was the sharp acceleration of outflows of banking funds from the United States.
External assets reported by banks in that countty rose by $36.4 billion, by far
the largest increase yet recorded. Although liabilities also showed very substantial
growth, the banks’ net external asset position doubled from $14.5 to 29 billion.
Excluding the rise in liabilities to foreign official holders, which resulted partly
from the expansionary impact of the banks’ own external lending activities on foreign
official reserves, the increase in net claims amounted to as much as $19.4 billion,

There were four main factors responsible for this very rapid growth in
gross and net external positions, Firstly, the exchange-market unrest at times
boosted foreign demand for dollar borrowing. Secondly, the expansion in external
assets reflected the continuing eagerness of large US commercial banks to
patticipate in the rapidly expanding international loan market. A third influence
contributing to the growth in both external assets and liabilities was the removal
in August of reserve requirements on funds taken up from banks abroad, which
induced the US banks to book a larger part of their international business through
their head offices in the United States. A fourth influence, which affected only the
liabilities side of the banks’ balance sheets, was the moderate tightening of US
monetary policy in the second half of the year, and especially the increases in
resetve requitements on domestic CDs, which, in conjunction with the removal
of reserve requirements on liabilities to banks abroad, strongly reduced the
comparative cost of Buro-currency funds.

The importance of the first factor, namely exchange-market influences, was
reflected in both the geographical pattern and the timing of the expansion of
the banks’ external assets. As much as 72.5 per cent. of the growth in assets was
accounted for by claims on the wider reporting area including the offshore centres.
And, as regards timing, claims on non-residents rose by $15 billion between end-
September 1977 and March 1978, showed little growth duting the following four
months, and then socared by $29 billion in the last five months of the year. In
the first quarter of 1979, when the dollar began to recuperate, this cutflow was
reversed to the extent of $6.2 billion, The somewhat tighter stance of US monetary
policy and the changes in reserve requitements were reflected in the movement in
the external liabilities of banks in the United States, which, after rising by only
$3 billion in the first seven months of 1978, advanced by $19 billion during the
rest of the year. ' : '

The growth in the external assets of US banks’ branches in the offshore
centres of the Caribbean and the Far East slowed down from z2 per cent. in 1977
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to 17 per cent, Over 6o per cent, of the $15.4 billion expansion in the external
assets of the offshore branches had funds from the United States as its liability
counterpart. Most of the new lending was within the reporting area itself, including
a $3.5 billion expansion in claims on the United States. By comparison with
preceding years, credits to oil and non-oil developing countries showed only modest
increases. '

If the positions of banks in the United States and of their offshore branches
are aggregated, claims on non-oil developing countries, largely in Latin America,
rose by $7.2 billion, or by neatly twice as much as in 1977. New lending to
OPEC countries amounted to §5.1 billion, up by 35 per cent. On the soutces side
of the banks’ balance sheets, new deposits received from oil and non-oil developing
countries came to $2.9 and 3.3 billion respectively.

Banks in Japan.

Together with the German banks, banks in Japan and their foreign affiliates
played a leading réle in international loan business last year. This showed up
pattly in the external assets of banks in Japan itself, which, after recotding no
growth in 1977, increased by $1z billion, or 55 per cent. This sharp expansion in
foreign lending was due largely to the high volume of domestic liquidity resulting
from the country’s massive balance-of-payments surplus, coinciding with weak
domestic corporate bortowing demands. Moreover, in view of the balance-of- -
payments and exchange rate situation, the authorities actively encouraged the
banks’ capital expotts.

The soutces side of the banks’ balance sheets was at times heavily influenced
by developments in the exchange markets. External liabilities in yen soared from
$2 billion in September 1977 to $7.9 billion in March 1978, when the reserve
tequirement on increases in non-residents’ free yen deposits was raised to 100 per
cent. Latgely as a result of this measure, yen liabilities contracted to §5.8 billion
in May 1978 but subsequently went up again to $8.7 billion by the end of the
year. All in all, the banks’ external liabilities in domestic and foreign currency
rose by $10.4 billion in 1978, leaving room for only a modest reduction in their
external net debtor position from $6.¢9 to 5.3 billion.

Interest rate developments.

Uncovered interest differentials between Euro-dollar rates and deposit rates
in the other Euro-matket sectors widened markedly in the course of 1978, reaching
unprecedented levels towatds the end of the year. The differential between three-
month Euro-dollar and Euro-Deutsche Mark rates, which had already tisen from
close to zero to nearly 4% percentage points in the course of 1977, widened farther
to about 814 percentage points. In relation to Euro-Swiss franc rates, which sagged -
to atound zero in the second half of 1978, the premium of Euro-dollar rates was
even more pronounced, reaching 12 per cent, for three-month deposits around the
end of the year.
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Interbank rates on three-month Euro-currency deposits
and differentlals over domestic rates.
Wednesday figuraes, in percentages.
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In the dollar sector, the upward movement of interest rates in the United
States from late April onwards pushed three-month Euro-deposit rates from around
7% per cent, in the eatly part of 1978 to slightly above 12 per cent. around year-
end, before they eased again to just under 10% per cent. in the course of the first
quarter of 1979. Since the acceleration of US inflation rates was expected to be
only a temporary phenomenon, the sharp rise in short-texm dollar interest rates was
associated with an emphatic reversal of the yield curve., Whereas at the beginning
of 1978 three-month Furo-dollar deposit rates had been 1Y percentage points
lower than Euro-dollar bond yields, at the end of the year they stood 2%
petcentage points above them, though this premium subsequently narrowed to 1%
percentage points in the eatly months of 1979. :

Despite the strong upward movement in the absolute level of interest rates
and the removal in August 1978 of reserve requirements on US banks’ borrowing
from banks abroad, the premium commanded by Euro-dollar deposit rates over
comparable US yields remained faitly stable at around 34 percentage point in the
first nine months of the year. Influenced by end-year transactions and by bortowing
demand related to the turmoil in the exchange markets, it went above 1, percentage
point at the end of September. Following the US measures of 1st November and
the imposition of supplementary reserve requirements on large US bank certificates
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Euro-dollar deposit rates and Euro-dollar bond ylelds,

Weekly averages and end-of-month rates.

%
2
==— |nternational doliar bonds
——  12-month deposits
— — &-month deposits
— Call money
10
.t"l,l _ 7
s li\ W A/v | w -8
'y /| ‘ ,
| ¥ \‘ ’ k/\ I| : ' | _1
W Y ‘\» ,
8- \...!\ / \v\ i\~ s
,.,\j
; ' ‘
. IITTEﬁIllII |1|||I||||||||||1|||||1 NEENE SERENEANE N
1978 1976 1977 _ 1978 1979

of deposit, the premium reached 1 percentage point around the middle of November,
but, with the recovery of the dollar in the exchange markets, came back down
to just over 14 percentage point in the early months of 1979. Although this was still
highet than in the carly part of 1978, it amounted in relative terms to a sharp
‘contraction of the premium on Furo-dollar rates, since for banks in the United
States the various changes in US reserve requirements, in conjunction with the
higher absolute level of dollar interest rates, must have strongly increased the cost
advantage of Euro-dollar borrowing over domestic sources of funds.

Euto-Deutsche Matk rates, which in December 1977 had dropped from 4 per
cent. to about 27 per cent. following measures by the German authorities to limit
capital inflows, moved gradually back to around 3% per cent. by the middle of
1978, Similarly, the discount of Euro-Deutsche Mark rates in relation to German
domestic interbank rates, after widening to nearly 1 percentage point around the
turn of 1977, was back to its 3 percentage point level of five months earlier by
April 1978. Owing to the cancellation in June 1978 of the earlier measures to
curb capital inflows, the renewed upward pressure on the Deutsche Mark against
the dollar in the second half of the year did not result in more than a modest
widening of this discount. In the first four months of 1979, when the recovery of
the dollar permitted a tightening of German. domestic liquidity conditions, Euro-
Deutsche Mark rates increased from about 334 to. 5% petr cent.



The excessive strength of the Swiss franc in the exchange markets and the
elaborate defences against capital inflows into Switzerland resulted in a drop in
Euro-Swiss franc rates from 4 per cent. in early June 1977 to only % per cent. in
the second half of Februaty 1978, The somewhat calmer conditions in the exchange
markets subsequently permitted Euro-Swiss franc rates to recover to above 114 per
cent. by around mid-year. However, the resurgence of very strong upward pressures
on the Swiss franc and the related massive liquidity creation within Switzetland
pulled Euro-Swiss franc rates down to zero or even slightly less in the last three
.months of the year. In view of the very liquid state of the Swiss domestic markets,
Euro-Swiss franc rates stayed close to that level in the first quarter of 1979, before
the much stronger exchange-market performance of the dollar finally initiated an
upward movement which carried the Euro-Swiss franc deposit rate to 13 per cent.
by the end of April,

The international bond markets in 1978.

The turmoil in the exchange markets, escalating short-term dollar interest
rates and the more general uncertainties associated with the acceleration of inflation
in the United States were dominant influences in the development of the international
bond markets last yeatr. While these influences did not prevent the overall issue
volume from matching its 1977 record — it even increased marginally by $0.6 to
36.7 billion — they had a very uneven impact on the individual market sectors.
Not too surprisingly, dollar issues declined, from $zo0 billion in 1977 to $13.8
billion, whereas the movement away from the dollar, increasing repayment flows
and the high level of liquidity in the principal matkets outside the United States
boosted demand for issues denominated in currencies that wete expected to
appreciate, As a result, the volume of non-dollar issues, notably Deutsche Mark,
Swiss franc and yen bonds, rose from $16.1 to 22.9 billion.

The weakness of the dollar particulatly affected the Euro-bond matket, where
investors are largely non-US residents and where the only major currency
alternative available is the Deutsche Mark. Although Deutsche Mark issues
expanded by $1.3 to 6.5 billion, this offset only part of the $4.7 billion contraction
in dollar issues to $7.7 billion, Issues in other cutrencies showed an uneven picture
and declined on balance by $0.2 to 1.7 billion. Euto-stetling issues, which had
been reintroduced in late 1977, wete discontinued after April and no bonds were
issued in Canadian dollars during 1978 owing to the weakness of that currency.
On the other hand, Euro-issues in French francs were resumed in September after
a two-year pause. All in all, the total issue volume in the Euto-bond market
contracted from $19.5 billion in 1977 to $15.9 billion. Owing to the increase in
redemption payments, the decline in net new borrowing was even more pronounced.

The situation was quite different in the case of foreign issues in national
markets, where the currency alternatives to the US dollar include the Swiss franc
and the yen. Foreign issues in the United States, where the buyers are in part US
tesidents for whom buying dollar paper does not in general entail exchange rate
tisks, showed only a relatively moderate contraction of $1.5 billion. This was
mote than offset by a $5.7 billion rise in foreign issues in other national markets,



~which caused the total issue volume to go up from $16.6 to 20.8 billion. Foreign
issuing activity was particularly strong in Switzerland and Japan, where the relative
weakness of domestic investment, combined with the liquidity-creating effects of
official intervention in the exchange markets, made for very easy financial-market
conditions and where non-resident demand for such bonds was high for exchange
tate reasons. In the case of Japan, moreover, the easing of restrictions on non-
resident issues acted-as an extra stimulus to foreign borrowing and, indeed, foreign
yen issues in Japan soared from $1.4 billion-in 1977 to $4.7 billion. Foreign issues
in Switzerland tose by $2.1 to 7.1 billion despite the imposition in early March
1978 of a 35 per cent. limit on the share that could be bought by non-residents,
At this new level the issue volume in’ Switzetland exceeded the volume of foreign
~ issues in the United States for the first time. Foteign issues in Germany, which
are really an adjunct to the Euro-DM bond market and are almost exclusively
used by international institutions, rose marginally by $o.1 to 1.6 billion.

The development of the international bond matkets in the course of 1978
teflected the vicissitudes of the exchange markets and was characterised by quick
changes in market sentiment and situations. The disenchantment with dollar-
denominated bonds that had developed in late 1977 culminated in Februaty and
March when investors, disappointed by the continuing depreciation of the dollar,
tried to shift into strong-currency assets. Moreover, the demand for Buro-Deutsche
Mark and yen bonds was boosted by the measures taken by Germany and Japan
in late 1977 and the first quarter of 1978 to ward off capital inflows.

‘When the dollar began to show signs of recovery in April, the large yield
differentials in its favour revived intetest in dollar issues, while issues in other
currencies suddenly began to look less attractive. With a large volume of such
. “low yield” issues in the pipeline, the Euro-DM bond matket began to show
signs of congestion and in mid-May the German Capital Market Sub-Committee
decided temporarily to suspend new issues by non-resident borrowers, In addition,
foreign issues in Switzerland felt the impact of the limits imposed in March on
non-resident purchases of such paper.

The further rise in US short-term interest rates and the resurgence of
exchange rate pressutres in the course of the summer brought the convalescence of
the Buro-dollar bond market to an abrupt end. The flattening and ultimate reversal
of the yield curve proved very damaging to dollar bonds and, except for floating
rate notes, which offered investors protection against further interest rate rises,
issuing activity in the dollar sector of the Euro-bond market nearly halted in the
last few months of the year, For 1978 as 2 whole such issues of floating rate notes
totalled $2.4 billion, accounting for 31 pet cent. of Euro-dollar issues, as against
a share of only 14 per cent. in 1977. The deterioration in market conditions
was reflected in Euro-bond yields which, after trailing behind the rise in US
domestic bond yields during the first nine months of the year, underwent a strong
upwatd adjustment duting October. At the end of the year they stood at around
9% per cent., up 1% percentage points on their level of fifteen months- eatlier,

The second half of 1978 was not all plain sailing for the other currency
sectors either. The re-opening of the Euro-DM bond market did not find investors



“International bond issues.'.

Euro-band issues Foreign [ssues
of which . of which
Borrowing .
countrlas Years Total us Deutsche] Private Total in in Private
or areas doltars Mark place- United | Switzer- || place-
ments States land | ments
in mlllions of U% dollars
Western Europe. 1976 5,750 3,830 1,330 1,070 5,110 1,240 3,370 2,960
1977 2,010 5,740 2,780 1,860 5,060 1,280 2,650 2,910
1978 5,360 2,440 2,250 1,330 5,850 1,630 2,300 1,710
197941 1,210 800 750 250 1,800 260 1,450 890
Canada. . . . . 1976 3,010 1,670 40 150 8,080 5,720 370 4,060
1977 1,950 890 410 &0 3,430 2,980 380 || 1.830
1978 830 470 360 380 4,020 3,230 370 1,080
1879/l 430 430 _ 30 1,580 840 480 410
United States . . 1978 400 400 _ 120 30 - —_ 30
- 1977 1,300 1,190 10 430 220 - 20 200
1970 1,320 970 230 200 370 _ 220 150
187941 a60 700 40 -_ 180 - &0 -
Other developed ] .
countrles?, . . 1976 2,060 1,500 510 300 1,500 T10 790 680
1977 2,080 1,450 590 320 1,450 670 &80 L3 ]
1978 2,550 920 1,590 360 2,780 410 1,740 1,930
197941 570 | a0 470 140 870 - 8710 590
Rest of the
wortd?. . . . . 1976 1,060 450 270 180 o200 690 120 210
1977 2,660 980 1,180 500 1,610 820 400 430
1978 2,980 1,080 1,290 750 2,070 290 540 8ao
1979/l 520 340 110 - 440 [=1+] B0 130
International .
Institutions . . 1976 3,080 2,250 &7T0 1,890 5,310 2,270 790 1,870
1977 2,480 1,980 240 280 4,840 1,920 |- 870 1,820
1978 2,830 1.770 820 1,290 5,610 &00 1,880 2,830
19791 270 1890 &0 50 540 350 30 30
Total issues
placed . . . , 1976 15,370 | 10,000 2,820 3,710 | 18,940 | 10,630 5,440 2,910
1977 12,480 | 12,340 8,220 4,060 | 18,610 7.870 4,960 7,700
15789 15,870 7.650 5,540 4,310 | 20,800 8,160 7.060 8,580
19791 4,560 2,550 1,420 470 5,320 1,510 2,840 2,050

1 Based on IBRD and OECD sources. * Australia, Japan, New Zealand and South Africa. 2 [ncluding eastern
European countries, '

too forthcoming. However, the renewed change in the exchange-market scenatio
latet in the summer helped to revive investors® interest, and Euro-Deutsche Mark
yields eased below the yields obtainable on comparable German domestic paper.
Stronger government borrowing demand and a firming of domestic bond yields
“during the summer took the steam out of foreign yen bonds, although the issue
volume remained well above the 1977 average. Foreign issues in Switzerland staged
a strong come-back in the third quarter, although borrowers’ concern about the
excessive strength of the Swiss franc resulted in a renewed slowdown in the last
few months of the year, despite the raising to so per cent. of the share of foreign
Swiss franc issues that could be bought by non-residents.

As regards botrowers, one positive feature continued to be the increasing
access of developing countries to the international issue markets, with the takings
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of these countries expanding from §4 billion in 1977 to §5 billion. The largest
borrowers in this group were Brazil, Venezuela, Mexico and Algeria. Issues by
international development institutions rose from $4.7 to 5.1 billion,

The OECD countries slightly reduced their recourse to international bond
finance, partly as a result of the reduction in their current-account deficits and
partly in view of the very favourable lending conditions available in the Euto-
credit matkets. Canada, which at the same time sharply stepped up its recourse to
the market for international bank credits, continued to be the largest borrower,
with total takings of $4.9 billion, two-thirds of which was obtained in the US
market. Nevertheless, this total was $o.5 billion less than in 1977. Austria,
France, Sweden and the United Kingdom, all countries that experienced a strong
improvement in their balance-of-payments situation last year, also raised considerably
less funds than in 1977. On the other hand, issues by Japanese borrowers, largely
in the form of convertible Euro-DM paper, went up by $o.9 to 2.8 billion.
Norwegian entities, the third largest group of botrrowers, obtained $2.6 billion,
the same amount as in 1977. US bank and non-bank cotporations raised $1.7
billion, $o.2 billion more than in the year before,

In the first quatter of 1979 the remarkable recovery of the dollar and the
peaking-out of US short-term interest rates restored investors’ appetites for Euro-
dollar bonds, with new issues amounting to $2.6 billion, as against a quarterly



average of $1.9 billion in 1978. For analogous reasons, rising domestic short-term
interest rates and less exuberant exchange rate expectations tended to cool off
investors’ enthusiasm for Buro-Deutsche Mark and foreign yen bonds. In
Switzetland, on the other hand, the teturn to realism in exchange rate expectations
helped to overcome botrowers’ hesitancy, while the lifting of the restrictions on
non-resident purchases of Swiss franc bonds in January supported the demand for
such paper. As a result, the amount of new issues rose to $2.9 billion, or 66 per
cent. above the. quartetly average for 1978.
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Vil. THE INTERNATIONAL MONETARY SCENE.

This chapter reviews the main international monetary developments of the
past year and a half. The first section deals with exchange rate developments,
focusing particularly on the large decline of the dollar in 1978 and its subsequent
recovery. The second section deals with the new European Monetary System and
is followed by a short discussion of the implications of the major countries’
intention to maintain greater stability of exchange rates in the future. The fourth
section gives an account of gold production and gold-market developments. The
fifth section describes the further rapid expansion of global reserves last year, which
again stemmed largely from the US payments deficit and the lack of confidence in
the dollar, and discusses concerns about the present level of international liquidity.

Exchange rate developments.

Large fluctuations in the exchange rates of major currencies — in fact the
largest in recent history — were among the dominating events of the petiod under
review, These cutrency movements, while related to fundamental imbalances that
had emerged eatlier, far exceeded what was necessary for international payments
adjustments, Moteover, there were times when the markets were very disorderly
and when, but for central-bank intervention, market patticipants would have had
difficulty in finding counterparts. In terms of exchange rate movements the main
features of this turbulence were the decline of the US dollar up to October 1978
and the appreciation of the Swiss franc, the Japanese yen and the Deutsche Mark — a
repetition of the same pattern as in 1977 but on a larger scale. However, in contrast
to the previous year, all other major cutrencies, with the exception of the Canadian
dollar, -also appreciated substantially against the US dollar, albeit in varying degrees.

Following the decisions of the Swiss and US authorities, in October and
. November 1978, to put an end to exaggerated movements of their currencies, the
situation in the exchange markets has improved markedly. A large patt of the exchange
rate changes that had occurred eatlier in the year, as well as of the “hot money”
movements that had triggered them, have since been reversed. The cumulative
trade-weighted depreciation of the US dollar since end-1977, which at its peak had
reached 13 per cent., has since narrowed to 4% pet cent., while the trade-weighted
appreciation of the yen and the Swiss franc has declined from 28 to 7 per cent. and
from 22% to 9l per cent. respectively., These developments, together with the
introduction of the new European Monetary System in March 1979, have significantly
changed the operation of the monetaty system in the direction of a stronger
commitment by the major countries, and the United States in particular, to exchange
rate stability. '

The basic causes of the sharp decline in the external value of the US dollar
up to the end of October 1978 were rapid inflation in the United States and the large
deficit in its current balance of payments. However, it was the loss of confidence



provoked both by these developments and by the absence of adequate exchange-
market intervention by the US authorities that was the vital factor in precipitating
last year’s severe dollar crisis. By the same token, it has been confidence factors,
.based on the change in US official attitudes towards and policies relating to the
exchange rate, that have brought about the major improvement since November
1978 in the dollar’s fortunes.

Nominal exchange rates:
Indices of spot guotations for selected currencies vis-a-vis the US dollar.
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The weakness of the US dollar that had started in the last quarter of 1977 was
temporarily halted in early January 1978, following the announcement that the
Deutsche Bundesbank had opened a special swap line in favour of the US Treasury
and a 1% per cent. increase in the US official discount rate. In February, however,
the dollar came under pressure again and by the beginning of March its decline
against the Swiss franc and the Deutsche Mark since late September 1977 had
widened to 243 and 143 per cent. respectively, despite heavy intervention by the
German, Swiss and US authorities. At that point pressute on the dollar in the
European tarkets subsided, following which, on r3th March, the US and German



authorities announced a doubling to $4 billion of the ordinary swap line berween
the Federal Reserve System and the Deutsche Bundesbank, as well as arrangements
for a sale by the United States to Germany of SDR oo million. At the same time
the US authorities stated their readiness, if necessary, to obtain cutrencies for
interventions by drawing on their IMF reserve position. In the Tokyo matket,
however, tensions built up further during March, despite very large intervention
by the Bank of Japan which brought its first-quatter reserve gain to $6.4 billion.
By early April the dollar had fallen to Yen 218, at which point its decline since
late September 1977 had reached 18%; per cent. against that currency and 81; per
cent. on the trade-weighted basis.

A temporary tecovery of the dollar then occurred between eatly April and
late May. The gain in the effective exchange rate during this period amounted to
21, per cent., while against the Swiss franc, the Deutsche Mark and the yen, the
dollar rose by 11%, 7 and 5 per cent. respectively from the low points reached eatlier
in the year. :

Towards the end of May there began the largest and most general decline of
the dollar since the introduction of floating exchange rates in March 1973. The
decline started in Tokyo, spread into Europe in June and soon involved not only
the traditionally strong cuttencies but also the French franc, the pound sterling and
even the Italian lira, By late June the dollar had fallen beyond its previous low point
on the trade-weighted basis and, except for a brief respite in late August, the
dowaward movement continued throughout the summer and autumn., The crisis
was essentially 8ne of confidence. The US current payments deficit, though still
substantial, had come down considerably from its late 1977 and eatly 1978 peak,
and US monetary policy, though not severely restrictive, was being progressively
tightened. What was missing was an indication from the US authorities of their
will to stem the dollat’s decline in the most direct way possible, by intervening in
the exchange market on whatever scale might be necessary. In that situation,
neither the passage of the Energy Bill in mid-October not the announcement of
an anti-inflationary package cut any ice whatsoever, By the end of October the
dollar had fallen since late May by about 23, 251, 183, 14%, 131, and 9% per cent.
respectively vis-d-vis the yen, the Swiss franc, the Deutsche Mark, the French franc,
the pound sterling and the Italian lira, On the trade-weighted basis the depreciation
amounted to 13 per cent. and, since Seprember 1977, to over 18 per cent.

For the exchange market the key element in the measures announced by the
US authorities on 1st November was the large-scale mobilisation of resources for
exchange-matket intervention. These included a $3 billion IMF drawing; SDR
sales totalling $2 billion; increases in the Federal Reserve System’s swap lines with
the Bundesbank, the Bank of Japan and the Swiss National Bank from a total of
$7.4 to 15 billion; and the intention to issue up to § 10 billion worth of US Government
securities ‘denominated in foreign curtencies. The decision to raise the Federal
Reserve’s discount rate by a full percentage point for purely external reasons furthet
underlined the authorities’ greater commitment to exchange rate stability.

Initial market reaction was predictably sharp. On the day the measures were
announced the dollar gained between 31 and 6%, per cent. against most major



cutrencies. Subsequently, however, the markets continued to be nervous for some
time and there were occasional bursts of dollar selling, particularly in response to
events in Iran and to the OPEC decision to inctease oil prices. The US authorities
therefore followed up their 1st November announcement by intervening massively
in the exchange market, in co-ordination with the central banks of Germany, Japan
and Switzetland. Duting the last two months of the year total market sales of
foreign currencies by the US authorities amounted to the equivalent of $6.7
billion; at the same time the foreign exchange reserves of Germany, Japan and
Switzerland increased by about $3.5, 2.4 and 4.4 billion trespectively, largely as a
result of their central banks’ market interventions.

By January 1979 the point had been reached at which the dollar started to
strengthen on its own, despite a further worsening of the US inflation rate, With
confidence restored, interest rate differentials began to dominate the exchange
markets. Reflows of funds into the dollar gained momentum in March and April,
and the Japanese, German and Swiss central banks intervened on a large scale to
prevent their currencies from declining too rapidly. By the end of April the US
authorities had repaid virtually all of their earlier swap drawings. In mid-May the
dollar stood 10 per cent. above its 1978 low point on the trade-weighted basis,
while against the Deutsche Mark, the Swiss franc and the yen it had gained 1115,
19% and 23% per cent. respectively.

Among the currencies that appreciated during most of 1978, the Swiss frane .
expetienced the largest rise. This led, in October 1978, to a marked shift in
exchange rate policy, involving official intervention and other measures to limit
the franc’s appreciation. The 1978 rise of the franc began in February, during the
first phase of dollar weakness; in the course of that month the franc appreciated by
11Y; per cent., to Sw.fr. 1.77, against the dollar and by 63; per cent. against the
Deutsche Matk. The Swiss authorities then reinforced their direct controls on capital
inflows. The 10 per cent. per quarter negative interest charge on non-resident Swiss
franc deposits was extended to the accounts of central banks, and the minimum
balance to which it applied was reduced by. z0 per cent.; a rather general ban was
introduced on non-tesidents’ acquisition of Swiss franc securities; and limits on the
import of foreign bank-notes were re-introduced. The official discount rate was
also lowered to 1 per cent. The franc then eased by about 11 per cent. against the
dollar, and by 51 per cent. against the Deutsche Mark, between late February and
mid-May, '

During the exchange-market disturbances that began in late May, the franc
again appreciated not only against the dollar but also against other EBuropean
currencies. At first it lagged behind the yen but by July it was advancing faster
even than that cutrency. One factor behind the strong demand for francs was,
paradoxically, the rapid pace of Swiss monetary expansion — more than three times
faster than the official target of 5 per cent. for the year — which raised some doubts
about the willingness of the Swiss authorities to continue intervening on 2 large
scale in the exchange market. In fact, they took in some $2.3 billion during the third
quarter of 1978, but nonetheless in late September the dollar exchange rate stood

at Sw.ft. 1.459 and the DM rate at Sw.fr. 0.757. At that point the franc had risen
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¥ Ag from March 1877 the series was put on a new basis by extending the coverage from eleven to twenty-ons
currencies and updating the trade weights from 1969 to 1972,

against these two currencies by 62 and 341 per cent. in the space of a single year
and, on the trade-weighted basis, by no less than 381; per cent.

Then, on 1st October, the Swiss National Bank announced its intention -of
keeping the rate of the Deutsche Mark vis-d-vis the Swiss franc cleatly above the
level of Sw.fr. .80, At the same time the controls on capital imports wetre slightly
eased. Duting the first three working days of October the National Bank sold
about §$2 billion worth of francs to the market, bringing the dollar and DM rates
back to about Sw.fr. 1.60 and Sw.fr. 0.82 respectively. Later that month the franc
again rose strongly against the dollat, to less than Sw.ft. 1,50, but continued to
ease against most Buropean currencies and the yen, so that by end-October its
effective exchange rate was neatly 4 per cent. below the September peak.

In the first week of November the franc lost about ¢l per cent, against the
dollar, Thereafter, although there were occasional buying pressures on the franc,
‘they were countered by forceful intervention by the Swiss and US avuthorities. By
the end of the year the dollar exchange rate was Sw.fr. 1.62 and the DM rate
Sw.fr. 0.889. The resolve of the Swiss National Bank to give strategic priority to
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exchange rate stability was further demonstrated in January 1979, when it was
decided not to fix a monetary target for the year. Once the underlying market
sentiment had changed, the 10 percentage point differential between dollar and
Swiss franc interest rates began to induce outflows of funds, on a gradually
increasing scale, During March and early April the National Bank sold $3.4 billion
to the market and in mid-May the franc stood at Sw.fr. 1.74%4 to the dollar, 161} per
cent. below its September 1978 peak. Against the Deutsche Mark the spot rate was
Sw.fr. 0.9035, 1614 per cent. below the 1978 peak. On the trade-weighted basis, the
decline amounted to 103; per cent,, so that the franc was not significantly higher
than in May 1978, if account is taken of the low Swiss inflation rate.

In the case of the Japanese yer, the shift in the trend movement of the
exchange rate since late 1978 has been even more pronounced. After a 20 per cent.
appreciation on the trade-weighted basis in 1977, the yen rose by a further 83; per
cent, duting the first three and a half months of 1978, despite §5 billion of market
intervention by the Japanese authorities in March, as well as a number of measures
designed to stem capital inflows. After a temporary reaction, the yeri was the first
currency affected by the general weakness of the dollar that began to develop in
late May, and during most of June and July it appreciated more than any other
cutrency. By the end of October the dollar rate in Tokyo had fallen to Yen 176.05
— less than half its level during the Bretton Woods system. Since late May the yen
had appreciated by about 30 per cent. against the dollar and 20 pet cent. on the trade-
weighted basis,

In November, as part of their new policies, the US authorities began for
the first time to intervene in the yen market for their own account, in co-ordination
with large dollar purchases by the Bank of Japan — the latter being reflected in
a $2.4 billion increase in Japan’s exchange tesetves during November and December.
By the end of the year the yen had come down almost 10 per cent. from its previous
peak against the dollar, while its effective exchange rate had declined by 7 per cent.
In Januaty 1979, as in the case of the Swiss franc, earlier inflows of funds began to
be teversed. By February the 100 per cent. marginal resetve requirement on
non-resident free yen deposits, together with the restrictions on non-residents’
purchases of Japanese securities, had been abolished. With the basic balance of
payments in substantial deficit and the unwinding of eatlier speculative inflows
gaining momentum, further large sales of dollars by the Bank of Japan, whose
reserves declined by about §7 billion during Matrch and April, could not prevent
the dollar exchange rate from reaching neatly Yen 225 in early May. At that point
the yen was about 211 per cent. below its late-October peak against the dollat, a
much latger decline than that experienced by most European currencies, On the
trade-weighted basis the decline since October came to about 173 per cent. By
mid-May, however, the rate for the dollar had recovered to Yen 217.

Among the traditionally strong currencies, the movements of the Dentsche
Mark duting the period under review were considerably smaller, both against the
dollar and on the trade-weighted basis, than those of the Swiss franc and the yen.
Up to early March 1978 the Deutsche Mark rose by 53; per cent. to a peak of
DM 1.99 against the dollat, and by 2% per cent. on the trade-weighted basis. By



late May, however, it had fallen back to slightly below its end-1977 levels. The
Getman authorities then abolished, with effect from 1st June, the 80 per cent.
marginal resetve requirement on non-resident bank deposits which had been in
force since 1st January 1978,

In the subsequent exchange ctisis the appreciation of the Deutsche Mark
lagged considerably behind that of the yen and the Swiss franc throughout June.
In July the announcement at the Bremen summit of the intention to create a
zone of exchange rate stability covering the whole European Community tended
to divert into the French franc, sterling and the Ttalian lira — the three major
Community cutrencies outside the “snake” — some of the funds that were moving
out of the dollar, so that the Deutsche Mark lost ground against those currencies
as well. Consequently, in mid-August it stood 10% per cent. higher against the
“dollar than in late May, but 121, 113 and 1 per cent. lower against the Swiss franc,
the yen and the French franc respectively. On the trade-weighted basis, it had
gained only 3; per cent. -

Immediately following the 1st November 1978 announcements the dollar
improved from DM 1.72% to DM 1.90. Thereafter, the German and US authorities
intervened massively whenever the demand for Deutsche Mark rose; US official
sales of Deutsche Mark during November and December 1978 amounted to the
equivalent of $5.7 billion. Although the dollar eased a little, to about DM 1.83 at
the end of 1978, in January the eadlier inflows of funds began gradually to be
reversed, and by mid-May the dollar had strengthened to about DM r1.92%. On
the trade-weighted basis the Deutsche Mark was some 21/2 per cent. below its
end-October 1978 peak.

During the period under review the trade-weighted exchange rate of the
French. franc moved within a band of ¢ per cent., with occasional sharp fluctuations
of rates reflecting the fortunes of the dollar or domestic political and economic
developments. The first of these fluctuations came in the first week of February
1978, when the franc declined by over 4 per cent, against the dollar and the

. Deutsche Mark, and by 3% per cent. on the trade-weighted basis, in advance of
the March parliamentary elections. The franc was then stabilised by large-scale
official intervention — in Deutsche Mark as well as dollars — combined with a
tightening of money-market conditions. After the election victory of the governing
coalition parties the franc recovered strongly, and by mid-April it was higher than
the end-1977 level both against the dollar and on the trade-weighted basis, by 3%
and 1 per cent. respectively.

When the dollar came on offer again in the European markets towards mid-
year, the rise of the franc against the dollar lagged behind that of the yen and the
Swiss franc and its effective exchange rate remained virtvally unchanged during
most of June. Towatrds the end of that month, however, French sponsorship of
the proposed European Monetary System brought the franc into, strong demand,
so that it began to rise not only against the dollar but also to some extent against
the Deutsche Mark. Between late May and mid-August it appreciated by 10%; and
1 per cent. respectively against these two currencies. From September onwards,
howevet, the rise of the franc against the dollar again lagged behind that of the



Deutsche Mark, so that by end-October the gain in the effective exchange rate since
late May was no more than 214 per cent.

The US November measures caused the franc to weaken against the dollar
from Fr.fr. 4.02 to about Fr.fr. 430 within two days. Since January 1979 the
effective exchange rate of the franc has been very stable. In mid-May the dollar
tate was around Fr.fr. 4.44 and the trade-weighted exchange rate about 3 per cent.
below its October 1978 peak.

After appreciating by 634 per cent, on the trade-weighted basis in 1977, the
pound steriing gained a further 21 pet cent. on balance up to mid-May 1979. In eatly
1978 it had come under downward pressure; indeed, during March 1978, when the
dollar was strengthening against European currencies, sterling’s trade-weighted
exchange rate fell by 5% per cent. Subsequently, it stabilised at around that level,
owing mainly to a combination of vigorous intervention and a tightening of
money-matket rates, The underlying reserve loss in the second quarter amounted -
to about ¥2.9 billion. '

When the dollar came under pressure in the early summet, sterling advanced
gradually but steadily against that cutrency, from about $1.81 in late May to nearly
$2.10 in late October, or by 16 per cent. However, since the advance of sterling
was considerably less than that of the Deutsche Mark, the Swiss franc and the
yen, the gain in the effective exchange rate was less than 3 per cent. Similarly,
. sterling’s reaction to the 1st November US package was much less pronounced
than those of the surplus countries’ currencies. Against the dollar the pound eased
to about $1.93 in early December, down 734 per cent. from its October peak, but
the fall in the effective exchange rate never exceeded 114 per cent.

Towards the end of 1978 the Iranian situation and the resultant oil price
increases brought sterling into demand, as the United Kingdom was considered to
be the least vulnerable of the major industrialised countries to these developments.
By mid-Aptil 1979 the effective exchange rate had risen by 5% per cent. since
the beginning of the yeat, while in the dollar market stetling stood at $z.10.
Subsequently, stetling lost 1 per cent. on the trade-weighted basis by mid-May,
when it stood at about $:z.05.

The ltalian fhra, with a depreciation of about 31 per cent. on the trade-
weighted basis, was among the most stable of the major currencies duting the
period under review. The basic causes of this stability were the strong per-
- formance of the Iwalian current balance of payments and the reduction in the rate
of price inflation. Occasional large-scale inflows of funds were absorbed by
the Bank of Italy and contributed, together with the cutrent extetnal surplus, to
a $7 billion improvement in Italy’s net official monetary position in 1978. Thus, in
the summet of 1978 the advance of the lita against the dollar was considerably
smaller than that of other major cutrencies. Between late May and the end of October
it rose by 103% per cent. against that currency, but on the trade-weighted basis it
declined by about 3 per cent.

Since November 1978 the effective exchange rate has been remarkably stable,
remaining within a band of 11 per cent. The dollar rate, however, which had fallen



between May and October from Lit. 873 to Lit. 788, fluctuated between Lit. 827
and Lit. 853 in the last two months of 1978. Following the introduction of the
European Monetary System on 13th March 1979, the high interest rates in Italy
began to attract funds into the lira, which has for most of the time been the
strongest currency in the system.

With the cutrent balance of payments in substantial deficit, a high inflation
rate and less favourable interest rate differentials vis-a-vis the US market, the
Cuanadian dollar, alone among the currencies of the Group of Ten countries,
depreciated sharply duritig much of the period under review both against the US
dollar and on the trade-weighted basis. As a consequence, economic strategy shifted
in two ways towards re-establishing exchange rate stability: the authorities intervened
vety strongly in the exchange market, so that despite official foreign currency
borrowings totalling US$ 5.1 billion the reserves fell slightly duting 1978; and
monetary policy was increasingly geared to mzintaining adequate imterest rate
" differentials with the United States.

After having declined by 10 per cent. on the trade-weighted basis during
1977, the Canadian dollar lost a further 6 per cent. in the first three and a half
months of 1978, At that point, in terms of the US dollat, it stood at US§ 0.87,
s per cent. down from its end-1977 level. Following two % per cent. increases in
the official discount rate the exchange rate strengthened by mid-May to US§ o.g01;
and by 41 per cent, on the trade-weighted basis. Further weakness soon set in, however,
and continued during the summer. Despite an underlying reserve loss of US§ 2.2
billion during the third quarter, by early October the Canadian dollar had fallen
below US§ o.84, its lowest level against the US currency for more than forty years,
and by a further 10 per cent. on the trade-weighted basis. At that point the
cumulative decline of the exchange rate sinnce end-1976 was 20% per cent, on the
trade-weighted basis and 15% per cent. against the US dollar. By October the
official discount rate had been raised to 10%; per cent., and the dollar stabilised from
the middle of that month, allowing some modest replenishment of official reserves.

Following the US measures in November 1978, there were two further
increases in the Canadian discount rate, bringing it to 11l per cent. by early
January 1979, and in addition the authorities renewed their market support for
the dollar. These actions succeeded in keeping the exchange rate fairly stable both
on the trade-weighted basis and against the US dollar. At end-February 1979 the
dollar’s effective exchange rate was about 3; per cent. higher than in mid-October
1978, although against the US dollar it had again declined below US§ .84,
reflecting the recovery of the US currency. Subsequently, confidence in the Canadian
dollar improved, funds began to flow in, and the exchange rate gained a further
4% per cent. on the trade-weighted basis by mid-May, when it stood at about
US$ 0.86%; against the US currency.

Since its withdrawal from the European joint float at the end of August 1977,
the Swedish krona has been the most stable of the major currencies in terms of the
effective exchange rate. During 1978 and the first four months of 1979 its effective
exchange rate remained within a band of 3% per cent., although the doilar rate

fluctuated between S.kr. 4.72% and S.kr. 4.08Y,, reflecting the varying fortunes



of the US currency. The stability of the krona was mainly the -result of the
emergence of a surplus on the Swedish foreign trade-balance, and of a big reduction
in the domestic inflation rate. In fact, the krona was largely untouched by last yeat’s
speculative capital flows. The Bank of Sweden reduced its official discount rate
by 1% per cent., in three steps, to 61, per cent. by late July 1978, and added
$0.7 billion to its net reserves. At mid-May 1979 the krona had appreciated by
2Y, per cent. since end-1977 on the trade-weighted basis, and by 61 per cent.
against the US dollar.

Inside the Ewmropean joint float thete were three realignments of participants’
exchange rates during the period under feview, including Norway’s withdrawal
from it, before the introduction of the new European Monetary System on 13th
March 1979. Whilst, as in 1977, realignments inside the “snake” were basically the.
result of divergences in member countries’ economic performances, they were also
related to the decline of the US dollar, which affected participants’ currencies to
differing degrees. :

Movements of spot exchange rates within the joint float of European currencies.
Weekly averages, in percentages.
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1 Adjustments of central rates on 13th February 1978. - 2 AdJustments of central rates on 16th October 1978,
2 The Norwegian krone withdrew from the “spake’ arrangements on 12th December 1978. .

The first realignment during the period under review took place in February
1978, when the Norwegian krone lagged behind other “smake™ currencies in their
rise against the dollar, By then, too, the competitive position of Norway vis-d-vis
Sweden had deteriorated sharply since the lattet’s withdrawal from the “snake”
in August 1977. The Bank of Norway intervened on a modest scale within the
2Y, per cent. band, but before the band was fully stretched the krone was devalued
by 8 per cent. against all other participating currencies on 13th February.

From July 1978 onwards the dollar crisis led to a renewal of tensions in the
joint float. There were inflows of funds into Deutsche Mark not only out of dollars
but out of other “snake” currencies too, in the expectation of another realignment
of patticipants’ currencies before the coming into opetation of the European
Monetary System. The central banks of all participating countries had to sell
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Deutsche Mark to the markets, the increase in Getmany’s fesetves from this
source between end-June and mid-October amounting to over $5 billion. On 16th
October the Deutsche Mark was revalued by 2 per cent. against the Belgian franc
and the guilder, and by 4 per cent. against the Danish krone and the Norwegian
krone,

The last of the realignments took place when, following Sweden’s decision
not to join the Buropean Monetary System, the Norwegian authorities announced
that they were not ready to take a decision abont Norway’s participation. With .
effect from 12th December, the krone was withdrawn from the “snake” and was
pegged to a basket containing the cutrencies of Norway’s ptincipal trading partners.

On 13th March 1979 the “snake” was absorbed into the new European
Monetary System. '

The European Monetary System.

On sth December 1978 the European Council formally took the decision to
establish a European Monetary System (EMS). Its principal objective is to create
closer monetary co-operation leading to a zone of monetary stability in Europe.
The EMS became operative on 13th March 1979, replacing the European joint float
arrangements (the “smake”) set up in 1972, The decisive political impetus for a
new attempt to stabilise intra-EEC exchange rates had come from a Franco-German
initiative, endorsed at the Copenhagen meeting of the European Council in April
1978, the timing of which was influenced by the growing weakness of the dollar
and the destabilising influence this exerted on exchange rates between EEC currencies.

The framework of the new system was laid down in an annex to the
Council’s Bremen communiqué, issued on 7th July 1978, It envisaged a dutable
and effective exchange rate system comptising all EEC cutrencies. The Eunropean
Currency Unit (ECU), a composite of BEC currencies identical with the European
Unit of Account, was to play a central réle in the system, as a standard of reference
for central exchange rates and a common denominator of claims and liabilities
arising from official interventions in BEC currencies. In addition, ECU assets
were to be created against the receipt of dollars and gold from participants’
monetary teserves and, at a later date, also against national currencies. ECU assets
were to be used as a means of settlement among EEC central banks. A European
Monetary Fund (EMF) was to form the system’s central institution, taking over
from the European Monetary Co-operation Fund (EMCF) after a two-year
transitional petiod.

During the negotiations which followed thete were two dominant issues,
both telated to the degree of “discipline” that should be built into the system and
its sharing between deficit and surplus countties. The first issue concerned the choice
of the exchange-tnarket intervention mechanism. One view was that intervention
limits applied on either side of ceatral exchange rates defined in terms of the ECU
would result in a mote equal distribution of intervention obligations between strong
and weak currencies; on the other hand, countries with traditionally strong currencies
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feared that such a system would impose an unduly heavy burden on them and they
therefore preferred a system, like that used in the “‘snake”, of intervéntion limits
fixed in relation to bilateral central rates between currencies. The second issue
concerned the size of the increased EEC credit facilities to be associated with the
system, and their distribution between medium-term conditional credit, favoured
by the strong-currency countries, and short-term unconditional credit, preferted by
the othet countries. The agreements reached on these issues represented, on balance,
a compromise between the two schools of thought: the “snake” method was adopted
for defining intervention obligations, while deviations from currencies’ ECU central
rates were to be taken as an indicator of “divergence”, carrying with them a
presumption of action by the authorities concerned; on the credit issue, most of
the increase was in unconditional facilities, the maximum duration of which was

. lengthened.

Main features of the system’in the transitional period.

The main features of the system as it is now operating duting the transitional
petiod before the setting-up of the proposed European Monetary Fund are outlined
below under three headings: the exchange rate mechanism; the credit facilities and
the creation of ECU reserve assets; and the financing and settlement of debtot or
creditor positions arising out of official intervention in participants’ currencies.

(a) The exchange rate mechanism.

The exchange rate mechanism defines for participating currencies their central
exchange rates, their intervention limits and the intervention procedures to be followed.
Each participant undertakes to declare a central rate for its currency in terms of
the ECU. The ECU is defined as a “standatd basket” of fixed amounts of the nine
EEC currencies. These amounts, which are shown in the table below, were determined
in accordance with countries’ respective shares in intra-European trade, their gross
national products and their quotas in the EEC’s short-term monetary support
arrangements.

The ECU basket of currencies,

Amounts Initiat FPercentage shares Value
Currencies of national percentage shares | of currencies In of the ECU in
currencies of currancies the basket on turrencies on
in the basket in the baskett 13th March 1979 13th March 19792
Deutsche Mark. . . . . . .. D.828 27.3 33.0 2.51064
Frenchfranc . . . ., . ., , 1.15 19.5 18.8 5. 70831
Pound sterllng . . . ., . . . 0.0885 175 13.3 0.663247
Hallanlea . . . . . . . ... 109.0 14.0 9.5 1148.15
Dutch gullder, ., ., . . . . .. 0.286 9.0 10.5 272077
Belgian franc | .
Luxembourg franc . . . . . 3.80 &2 0.6 39.4582
‘Danishkrone., . . . .. ... 0.217 a.0 3.1 7.08892
Irishpound. . . . .. e . 0.00789 1.8 1.2 0.8682638

1 On 28th June 1974,

2Central ratae for currencles participatin

In the exchange rate mechanism; the ECU valug

shown for the pound sterling is that which is implied arithmetically by other currencles’ central rates,




As a measure of a weighted average of EEC currencies’ market exchange rates,
the value of the ECU in terms of individual EEC currencies varies with changes in
intra-EEC exchange rate relationships. Such changes also affect the weights of
individual currencies in the basket, the initial weight structure having changed
considerably over the last five years, The weights of the currencies in the basket
will therefore be re-examined within six months of the start of the system and
thereafter every five years or, on request, whenever the weight of any currency -
has changed by 25 per cent,

The ECU is not the standard of reference for the compulsory intervention
limits. These ate fixed on either side of each pair of currencies’ bilateral central
rates, the latter being derived as cross-rates from currencies” ECU central rates. The
margin of fluctuation on either side of bilateral central rates is limited to 21 per cent,
for all those currencies which were members of the “spake” at the time the system
came into operation; the other EEC member countries could opt for matgins of
up to 6 per cent, on either side of bilateral central rates. Italy availed itself of this
option.

Market intetventions take place, in principle, in the currencies of countries
which participate in the intervention mechanism. At the margin these interventions
are compulsory and without limit as to amount. Intra-marginal interventions in
participants’ currencies, as well as interventions in other currencies, are subject in
principle to prior concertation among all participating central banks.

In addition to the intervention limits described above, a system of “divergence
indicators™ applies to the movements of participating currencies. A currency reaches
its “divergence threshold” whenever it deviates from its ECU central exchange
rate by 75 per cent. of the deviation from that rate which would occur if it were
at its upper or lower market intervention limit against all other EEC currencies
simultanecusly., When a currency becomes “divergent” there is a presumption that
the authorities concerned will either take corrective action ot explain their reasons
for not doing so. It may be added that the presence in the ECU basket of the lira
and the pound sterling — neither of which observes the 23, per cent. intervention
limits in the exchange market — complicates the calculation of “divergence™, by
making it necessary to ascertain whether it is attributable to, or indeed being masked
by, the movements of these two currencies. -

(b) The credit facilities and the creation of ECUs.

For the transitional petiod the existing EEC credit facilities, short-term and
medium-term, have been retained, but with the total of credit effectively available
under them increased to ECU 25 billion, of which ECU 14 billion at shott term
and ECU 11 billion at medium tertm. Shott-term credits are unconditional and run,
in principle, for three months, renewable twice at the borrower’s request, Drawings
on the medium-term facility, which are subject to policy conditions, may be made
for periods of two to five years. After the transitional period both facilities will be
replaced by credits granted by the European Monetary Fund.

In addition to these credit facilities, mote than ECU 23 billion have been
created by member countries’ central banks swapping with the EMCF 20 per



cent, of their gold holdings and 20 per cent. of their gross dollar reserves against
ECUs. Under these swaps, which are renewed every three months, gold is valued
at the average ECU price during the six preceding months, or the ECU price on
the penultimate working day of the period, whichever is the lower, and dollars at
the current ECU rate, Member countries continue to manage the investment of the
dollars swapped against ECUs. The volume of ECUs created through these swaps
can change at the time the swaps are renewed, as a result of changes either in
members’ gold and dollar reserves or in the ECU value of gold and the dollar. The
~ principal use of ECUs is in settlements between EEC central banks (see () below)
arising out of market intervention. In addition they can be transferred between
central banks in exchange for other reserve assets and sold to the EMCF to replenish
members’ dollar reserves. Interest is paid ot charged on ECU balances, in both cases
at the weighted average of EEC central banks’ official discount rates, only to the
extent that they are larger or smaller than the amounts a member has received under
the swaps with the EMCF.

(c} Financing and settlement of intervention balances.

The basic principles governing the financing and settlement of intervention
balances derive largely, but with some changes, from those applied under the
“snake” arrangements. Each central bank undertakes to make its currency available
for the purpose of interventions in unlimited amounts. The settlement of the resulting
balances — under the so-called very short-term financing facility — falls due not
later than the last working day preceding the sixteenth day of the second month
following that in which the intervention took place. Financing operations ate recorded
in and cleared through the books of the EMCF, with claims and liabilities being
denominated in ECUs.

Where a country does not settle its debit balance with the EMCF by the date
indicated in the previous paragraph, the same rules apply as under the “snake”
arrangements: at the request of a debtor the credit will be renewed automatically
for a single period of three months, ptovided that the amount renewed does not
exceed the debtor country’s quota in the EEC short-term monetary support
arrangements and that renewal does not result in indebtedness being outstanding
for six months consecatively. An automatically renewed debt may, with the creditor’s
consent, be renewed for a further three months and any debt in excess of the debtor’s
quota under the short-tetm support atrangements may, with the creditotr’s consent,
be extended for a single period of three months.

The scttlement of debts arising out of intervention is to be effected as
far as possible in the creditor’s currency. However, since participants’ holdings
of Community currencies are limited to specific amounts of working halances,
tepayment in this way will only be possible to the extent that a reversal of exchange-
market conditions enables the debtor central bank to buy the creditor’s currency
in the market. Any debt not settled in the creditor’s currency may be whelly or
partly settled by transfers of ECU assets, although no creditor is obliged to accept
such settlement in respect of more than so per cent. of its claims. Any remaining
balance is to be settled by the use of other reserve assets, excluding gold, pro rata
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to the composition of the debtor’s resetrves. For this purpose resetves are divided
into -SDR-denominated teserves and currencies. Within these two categories the
debtor is free to choose which reserve asset it wishes to pay in; gold may be used
in settlement at a price agreed on between debtor and creditor,

The opening months of the system.

The EMS entered into operation on 13th March 1979, with the pound sterling
continuing to float independently, with 6 per cent. margins on either side of bilateral
central rates for the lira and 2!, per cent. margins for all the other currencies
partticipating in the exchange rate mechanism. The movements of patticipating
cutrencies since mid-March are shown in the graph below.

Spot exchange rates in the EMS.

Daily posgitions, in percentages, of participants® currencies in relation to their intervention polnts,
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* The lira's position is shown by its percentage deviation from the weakest currency within the 2V per cent.
band; its maximum permissible position is indicated by the top line in the graph.

The first two months of the new system’s existence were free of any major
tensions in the exchange market, either between participating currencies or vis-a-
vis the dollar. The sttongest currencies wete the lira, the Danish krone and the
Itish pound, reflecting the high level of these countties’ domestic interest rates.
The Belgian franc has been consistently the weakest currency. Some intervention
was needed at its bilateral margins against other participating currencies, and the
franc reached its “divergence indicator” on 3rd May, at which point the National
Bank of Belgium increased its official discount rate from 6 to 7 pet cent.



Greater commitment to exchange rate stability by major countries.

As is evident from official reactions to last year’s currency ctisis, there is now
a clear intention on the part of the major countries to try to maintain greater
stability in the exchange markets. The most important change in that respect has
certainly been the modification by the US authorities, in co-operation with the
German, Japanese and Swiss authorities, of their post-March 1973 philosophy of
telying on matket forces to produce an equilibrium exchange rate for the dollar.
The United States has now joined other major countties in acknowledging that
markets, left to themselves, can produce exaggerated movements in exchange rates
that are damaging to the domestic economy. It has backed that acknowledgement
by adopting an intervention policy in the exchange markets aimed at correcting
such exaggerated movements rather than simply dealing with disorderly market
conditions. In addition, it has financed such intetvention not only out of enlarged
shott-term swap credit lines but also — like other countries with payments deficits —
through longet-term external borrowing in foreign currencies. Moreover, by raising
the official discount rate by 1 per cent. on 1st November the US authotities also
indicated increasing recognition of the existence of external constraints on theit
domestic policies.

In addition to the change of policy in the United States, the member countries
of the EBuropean Community have set in place new arrangements that aim at
strengthening exchange rate stability within the Common Market area, and the Swiss
authorities have announced their intention to keep the Deutsche Mark well above
the level of Sw.fr. 80 for DM 100. Common to these decisions is the belief, both
in countries with persistently strong currencies, such as Germany and Switzetland,
and in France and Ttaly, which had earlier withdrawn from the BEuropean joint float
against the dollar, that greater stability of their exchange rates is a prerequisite fot
dealing with their domestic economic problems.

So far, the shift in official attitudes and policies has proved remarkably
successful. The decline of the dollar was halted at once, and has since been signifi-
cantly feversed; the German, Japanese and Swiss authotities saw their 1978
intervention policies justified by the subsequent outflows of funds from their
currencies and the accompanying decline of their exchange tates from the late-1978
peaks; and the new European exchange rate mechanism has been operating since
mid-March without major tensions appearing,. '

It has to be said, however, that the situation in late 1978 was particularly
favourable to that success, with latge oversold positions in the dollar and over-
bought positions in other currencies, wide interest rate differentials in favour of
the dollar and clear signs of a reduction of some payments imbalances in the
industrialised world. The real test of the new policies will come when circumstances
are less propitious, and thete are a number of reasons why it may not be easy to
maintain more stable currency conditions in the future, After the repeated exchange-
market crises of the past five years, the rebuilding of confidence will in any case take
time and sustained efforts. And these efforts will have to be deployed in a wotld
where inflation is still a major problem and where the oil-exporting countries’
payments surplus is increasing again. In short, while the greater emphasis on exchange
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rate stability marks an important break with what went before, the problem for the
future will be to maintain greater stability in the face of these potentially destabilising
factors.

Gold production and the gold market.

In 1978 world gold production (excluding that of the USSR and other eastern
European countries, mainland China and Notth Korea) totalled 968 mettic tons,
virtually the same as in the previous year. Higher output in South Africa and a
number of smaller producing countties in South-East Asia compensated for some
decline elsewhere, especially in other Aftican countries and in Notth America.

South African production increased from 700 to 706 tons. The total quantity
of ote milled, which had declined by 2.z per cent. in 1977, rose by 4.9 per cent,
while the average gold content of the ore, which had shown vittually no change
in 1977 despite the rise in the price of gold, was reduced by 4 per cent. At the same
time the industry’s average production costs continued to escalate, though at 13.7 per
cent. the increase was the lowest since 1972. Average profits jumped by 65 per cent.
owing largely to the sharp increase in the market price but also in part to new
arrangements introduced in April 1978 for the South African Reserve Bank’s
putchases of gold from the industry, which led to a once-only boost in the industry’s
revenues, '

World gold production.

1829 1940 1846 1953 1870 1978 ’ 1978 1977 1878

Countries
In metri¢ tons

South Africa . . . 323.9 436.9 371.0 371.4 |1,000.4 713.4 713.4 €99.9 706.4
Canada. .., . . . ¢0.0 165.9 £8.5 1261 T4.9 51.4 £2.6 53.8 51.8
United States , , . 64.0 151.4 49.0 €0.9 54.2 32.7 32.6 34,2 30.0
FPapua-New Guinea . . . . v 18.0 20.2 22.8 23.8
Australia . . . . . 13.3 1.1 28.6 33.4 19.3 8.4 15.7 19.4 19.9
Philippines . . . . 541 34.9 - 14.9 18.7 15.8 15.6 17.4 18.3
Riodesia . . . . . 17.4 25.7 16.9 16,6 15.8 20,0 20.0 20.0 18.0
Ghana . . .. .. 6.4 27.6 18.2 22.7 22.0 16.3 16.6 18.9 14.2
Colombia . . . . . 4.3 9.7 13.6 13.8 6.3 9.7 9.3 8.2 8.0
Brazil. . . ., .. 3.3 4.7 4.4 3.6 5.3 5.4 4.9 5.4 5.4
Japan . ., ., .. 9,3 12.6 1.3 T 1.9 4.5 4.3 4.4 4.4
Zuire . . ... L. 4.9 17.4 10.3 11.5 6.6 3.2 2.8 2.8 2.6

Total listed . -211.9 947.9 | 598.8 &80.89 |1,230.9 807.6. 808.0 805.0 202.5
Other countries . 58.6 21741 &87.7 73.4 38.6 48.8 50.4 63.8 65.1

Estimated
wotld fotal* 870.5 [1,165.0 666.5 754.2 | 1,267.5 958.4 868.4 968.8 967.6

* Excluding the USSR, eastern Europe, mainland China and North Korea,

Total market supplies of new gold increased again quite significantly last
year, from 1,615 to 1,745 tons. Market sales by communist countries may be
estimated at 450 tons — like western production, unchanged from their 1977 level.
The decline in western official gold stocks, however, at 260 tons, was considerably
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latger than the year before. Moreover, since that figure includes 65 tons of gold
transferred last year from the Japanese Ministry of Finance to the Bank of Japan,
which had previously been excluded from gold reserve statistics, total net matket
sales out of official gold stocks last year may be put at 325 tons — the highest annual
figure recorded since the termination of the Gold Pool arrangements in March 1968.

Estimated sources and uses of gold.

1975 1976 1977 1978
Items
in metric tons
Production . . . . . ... 855 970 970 70
Estimated sales by ist countries -, . . . .. ... . 150 aso 450 450
Decline in western official gold stocks (nety . . . . . . . . . as 155! 195! 325?
Total {= estimated non-monetary absorption) . . . . 1,140 1,478 1,815 1,745

* Badivding the deuiines in Svuitihn Aflica’s goid reserve of 160 tong in 1376 and 3 ionsg in (%77, % Excluding 65 tons
of gold transferred from the Japanese Ministry of Finance to the Bank of Japan which had not previously been
counted as part of world gold reserves. ’

Within that total IMF market sales accounted for 184 tons, about the same
as the year before. The larger volume of gold coming onto the market from western
official soutces can therefore be attributed to sales out of certain countries’ gold
reserves, The most important of these was the sale of 126 tons by the US Treasury

“under a new auction programme which began in May 1978. The programme, which
initially consisted of six auctions of 9.3 tons, was subsequently extended, with the
amount sold being increased to 23.3 tons in November and, as part of the support
programme for the dollar announced on 1st November, to 46.7 tons a month from
December. In the light of the dollar’s strengthening on the exchange markets, the
monthly sales were reduced to 23.3 tons again from May 1979. Other official sales
of gold during 1978 included 6z tons by Pottugal and 13 tons by India, On the
other hand, there were official purchases of gold during the year by a few countries.

‘That the gold markets were able to absorb an estimated 130 tons more of new
supplies in 1978 than the year before, and to do so at sharply rising prices in dollar
terms, was an indication of the extent to which last year’s curtency ctisis, centring
on the decline of confidence in the dollar, added to non-monetary demand for the
metal. A large part of this increased demand was for coins, with production of
Krugerrands accounting for 192 tons of gold in 1978 compated with 104 tons the
previous year. Non-monetary offtake of gold bullion, too, rose last year. Demand
was particularly strong from buyers in Burope, with part of the gold being re-exported
as jewellery, as well as in the United States and in Japan, where restrictions on gold
trading by residents were removed. '

Developments in the market price of gold duting the petiod under review
may be divided into two main phases. Durting the first, which covered the first ten
months of 1978, the movement of quotations tended to follow the varying fortunes
of the dollar, with a strong upwatd trend in dollar terms that was clearly related to
the growing lack of confidence internationally in that currency. Thus, during this
period the price of gold in dollars on the London market increased by 48 per cent.,
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Market prices of gold bars in US dollars and Swiss francs, 1977-79,
Friday figures, per fine ounce.
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while in Swiss franc terms it hardly changed. In the second phase, which began after
the US measures of 1st November 1978, the price of gold, after a brief but sharp
treaction to the eatlier rise, went up substantially in terms of all major currencies,
in response to political events in the Middle and Far East, the increase in oil prices
and renewed fears of inflation. By late May dollar quotations were well above their
end-October 1978 levels, while in terms of Swiss francs the gold price had risen
by about 30 per cent. '

During the first two months of 1978 the weakness of the dollar pushed the
London market price up from $169 per fine ounce at the beginning of the year to
$190 on 8th March, the highest quotation since December 1974. The tempotary
strengthening of the dollar that followed brought a reaction and by zoth Aptil, just
after the US Treasury announced its auction programme, the market price was back
at its early-January level. In May quotations began to move up again, helped by
the reduction of the IMF’s monthly auctions from 16.3 to 14.6 tons, and by the end
of that month they reached $185. After another tempotary reaction before the
Btemen and Bonn summit mectings the upwatd trend resumed strongly in July as
the dollar came under heavy pressure again and by mid-August quotations had
reached a new peak of nearly $216.

At that point further support measures for the dollar, including the announce-
ment of increased US Treasury gold sales, brought a drop in the market price to
$198 before the end of August. But demand soon picked up again strongly in
September. As the dollar crisis came to a head trading conditions in the gold market
became incteasingly hectic, with movements of several dollars a day in quotations,
and a new peak price of $243.65 was reached on 31st October.



The measures announced by the US Government on 15t November, including
the further expansion of US Treasury gold sales, brought a sharp reversal of the
upward trend of gold prices. In three working days London market quotations fell
by §30 to §208. Once more, however, the decline was short-lived and prices began
to rise again in early December — not only in dollar terms but in terms of all major
curtencies. Among the influences which increased demand for gold were events in
Kampuchea and Iran, and the OPEC countries’ mid-December decision to raise oil
prices progressively in 1979; that decision pushed the market price up from $z05
to §220 in two days. The upward trend continued into 1979, when a renewal of
speculative demand carried the dollar price to a new peak of $254 on 8th Februaty.
This represented a 31 per cent. rise since end-November, and, as the graph shows,
the Swiss franc price rose over that period by about 25 per cent., to reach its highest
level since August 1975,

‘The February peaks were not sustained and in the subsequent reaction quotations
came down to just under $232 per ounce on 17th April. The announcement, on the
following day, that the US Treasury was haiving the quantity of goid soid at its

“monthly auctions initiated a2 new upward movement amid growing concern about
the oil situation and wotld inflation. On 14th May the announcement that the IMF
was reducing the amount of its monthly sales from 14.6 to 13.8 tons caused the
market ptice to go above the eatly-February peak, and on z5th May quotations

teached §270 per ounce.

Reserves and international liquidity.

The large current balance-of-payments deficit of the United States, together
with a sizable movement of official and private funds out of the dollar, produced
another massive increase in global reserves during 1978. Countries’ reported total
official holdings of gold (valued at SDR 35 per ounce), foreign exchange, special
drawing rights and IMF reserve positions, having grown by $6o.5 billion in 1977,
went up by another $44.4 billion last year to reach just on $363 billion at the end
of December. The recovery of confidence in the dollar during the first part of 1979
seems to have brought the expansion of global reserves to a halt. The reversal of
earlier speculative inflows into Germany, Japan and Switzerland led to a reduction
of over $16 billion in these countries’ combined reserves during the first four months
of the year, while total teserves of the Group of Ten countries and Switzetland
fell by just over $8 billion during the same period.

The slowdown in reserve growth between 1977 and 1978 needs to be seen
in the light of two factors that significantly affect, though in opposite directions,
the totals for the two years shown in the following table. On the one hand, the slow-
down in 1978 is overstated by an accounting change in Saudi Arabia which had the
effect of removing $5.3 billion from that country’s reported reserves, On the other
hand, valuation changes arising out of the depreciation of the US dollar may be
estimated to have inflated the 1978 figures for non-dollar reserves by about $ 1o billion,
ot by neatly $4 billion more than in the previous year. Excluding the effects of
these two factors, the growth of global reserves may be estimated to have declined
from $s54.2 billion in 1977 to $34.4 billion in 1978 or, in percentage terms, from



Changes in global reserves, 1976-78.*

- IMF '
Gold Forelon reserve SORy Total

Aregs and periods exchange positions

In millions of US dollars

Group of Ten + Switzerland

1976 . . . . .. v v — 280 5,870 4,348 15 9,970
1977 . . . o 1,840 34,280 1,093 — 265 36,950
1978 . . . v v 0 2,715 34,890 — 2,590 - 50 34,965
Amounts outslanding al

end-1978 . . . . .. .. 38,110 140,030 11,225 7,480 196,825

Other developed countries

1976 . . . .. ... —~ 240 550 400 - 125 585
1977 .. o v - 45 1,808 15 - 20 1,755
1970 . .. ... ... 228 10,980 320 278 11,000
Amounts oculstanding at

end-187Y8 . . . ... .. 4,145 34,320 7,.395 999 [ 40,850

Developing countries
other than il-exporting

countries
1876 . . .. ... .. .. - 90 11,025 - 135 - 1o 10,690
18977 . . . . v 0 e 195 10,5840 50 25 10,910
18978 . ... . ... 205 11,710 395 280 12,670
Amounls outstanding at
end-1978 . .. ... .. 2,495 57.230 028 1,445 62,005
Total oll-Importing countries
1976 . . ... . e — 580 17,445 4,610 — 220 21,248
R L i Y 1,880 48,725 ’ 1,160 — 280 49,818
1978 . . . . v v s e e 3,225 57,580 - 1,878 505 58,438
Amounts outstanding at
end-1978 . . ... ... 44,750 231,580 13,545 2.895 299770
Oll-exporting countrles
1876 . . . . ... 75 8,000 1,220 113 2,310
9T7 .. _ 40 10,5985 205 85 10,845
1978 . . . . .. ... 190 -14,5158 - T70 t8s —15,010
Amounts oulstanding af
end-1978 . . .. .... 1,680 55,030 5,765 670 63,765
All countries
1896 . . . . . . ... - Bi5 25 445 5,830 - 205 30,555
1977 . ... ... 1,860 £7,320 1,965 —_ 178 50,480
1978 . ... 000 3,415 42,965 — 2,645 690 44,428
Amounts outsianding al
end-1978 . . . . .. .. 44,430 286,610 19,330 10,545 362,935

* Including valuation changes.

21°to 13 per cent. It may be added that even these adjusted figures understate
the degree to which reserve ease increased duting both 1977 and 1978, as well as
overstating the contrast between the two years, since the gold element in reserves
is calculated on the basis of a constant SDR value for gold. Valuing gold reserves
at market prices — which went up strongly in both years — would add $29.1 billion
to the expansion of global reserves in dollar terms in 1977 and no less than
$59.8 billion in 1978.

More significant than the change in the pace of reserve growth were the shifts
in its distribution among the main groups of countries shown in the table. Perhaps
the most striking of these developments was the $1s5 billion decline in the oil-
exporting countries” total reserves. Even allowing for the effects of the Saudi Arabian



accounting change referred to above, this contrasted sharply with the $10.8 billion
increase in these countries’ reserves during 1977.

In the oil-importing world total reserves increased even faster than before,
by $59.4 billion, following a rise of $49.6 billion in 1977. And the distribution of
these gains was in 4 number of respects quite different. In the first place they were
much more concentrated on the three principal surplus countries. Germany, Japan
and Switzerland added $31.6 billion to their reserves, thus accounting for over half
of the oil-importing countries’ total reserve gains. In 1977 the combined reserves
of these three countries had gone up by $12.4 billion. Since these countries’ reserve
accruals did not ease any external constraints on theit domestic policies but rather
induced them to follow monetary policies which they would not have adopted on
purely domestic grounds, the “unwanted” component in global reserve growth
may be said to have been much larger last year than in 1977,

A further sharp contrast with 1977 was seen in the evolution of other Group
of Ten countries’ reserves. They increased by only $3.4 billion, less than onc-seventh
of the 1977 figure. This was essentially attributable to the United Kingdom, whose
reserves, after a $16.8 billion increase in 1977, were allowed to decline by $4 billion
" in 1978, a movement which mainly reflected repayments of external debt. On the
other hand, a considerable improvement in their undetlying balance-of-payments
position permitted the developed countries outside the Group of Ten to build up
their reserve positions substantially for the first time since the 1973 oil crisis, Their
official assets, which at the end of 1977 had still stood $ 2.6 billion below their end-1973
level, rose by $11.8 billion, or 41 per cent.

Non-oil developing countries represented an element of continuity in 1978
reserve growth. Notwithstanding a considerable deterioration in their combined
current-account balance, their official reserves rose by $12.7 billion, which was
rather more than in either of the two. preceding years. Thus, these countries’ gross
reserves have more than doubled since the end of 1975. The main factor which made
the 1978 rise possible was greater recourse to credit from the international banking
sector; moreover, to the extent that these countries’ borrowings were not effected
in the United States, they helped to keep down reserve accruals in the industrial
countries.

Turning to developments in individual countries, the decline in oil-exporting
countries’ reserves was fairly broadly spread. Even Saudi Arabia’s holdings, excluding
the accounting change, showed a decline of § 5.3 billion, In relative terms, the sharpest
decreases in this group were shown by Nigeria, whose reserves dropped from $4.3
to 1.9 billion, and by Venezuela, whose holdings went down by about zo per cent.
The only oil-exporting countries whose reserves showed a significant increase were
Algeria, and Trinidad and Tobago.

In the non-cil developing wotld the Latin American countries, which were
also by far the largest borrowers in the international banking sector, accounted for
$7.6 billion, ot 6o per cent., of the combined resetve increase. Brazil (§3.9 billion),
Argentina ($1.8 billion), Chile ($0.7 billion) and Colombia ($0.6 billion) registered
the largest gains. Official reserves of Asian developing countries rose by $4.1 billion,



with India ($1.6 billion) and Singapore ($1.3 billion) the largest participants in
this inctease.

The very substantial reserve gains of developed countries outside the Group
of Ten and Switzerland were widely spread. Spain ($4.2 billion), Austria ($ 1.8 billion),
Denmark ($1.5 billion), Israel ($1.1 billion), Finland and Norway ($o.7 billion
each) registered the largest increases.

Within the Group of Ten, by far the lafgest teserve accruals were, of course,
registered by Germany ($13.7 billion), Japan ($10.2 billion) and Switzerland ($7.7
billion). On the other hand, substantial declines in their official holdings were
recorded by the United Kingdom (see page 155 above} and the Netherlands ($0.5
billion). The dollar value of the United States’ official reserve assets showed a
marginal rise of $o.2 billion. Its IMF reserve position and SDR holdings went
down by $5 billion, but this was rather more than offset by the increase, from
near zero to $4.4 billion, in its exchange reserves resulting from official foreign
currency borrowing, and by a $0.8 billion increase in the dollar value (at SDR
~ 35 per ounce) of its. gold reserves due to the depreciation of the dollar against
the SDR.

Turning to the asset composition of last year’s reserve growth, to an even
greater extent than in the past few years it took the form of additions to official
holdings of foreign exchange. The reported increase in foreign exchange reserves
accounted for just on $43 billion (including valuation changes of $4.6 billion} of
the global reserve growth of $44.4 billion. By type of investment, there were two
main features of last yeat’s rise in total exchange reserves: a larger proportion was
placed in dollars in the United States; but at the same time nearly the whole of the
increase in reserves held outside the United States was in currencies other than the
dollar. These developments can best be seen by taking the total growth of exchange
resetves in 1978 to be $48.3 billion, ie. by including that part of Saudi Arabia’s
official exchange holdings which was removed, as a result of the accounting change
already referred to, from that country’s reported reserves.

On this basis, $30.2 billion of the adjusted figure of $48.3 billion for the
1978 growth of total exchange reserves was invested in dollars in the United States,
as against $34.1 billion of the 1977 rise of $57.3 billion. Outside the United States,
identified official deposits in the Euro-currency market rose by $10.3 billion,
about the same as in 1977. After rising by $2.6 billion in 1977, identified official
holdings of non-dollar cutrencies in their national markets went up by $6.4 billion,
of which the increase in US exchange teserves accounted for $4.4 billion. Moreover,
- almost all of the identified inctease of about $1c billion in official Euro-cutrency
deposits last year would seem to have been in cutrrencies other than the dollat,
notably the Deutsche Mark, the Swiss franc and the yen, but with smaller increases
in official holdings of a number of other currencies. In other words, nearly all of
the $16.7 billion identified increase in exchange reserves held outside the United
States appears to have been in currencies other than the dollar, Leaving out of
account the increase in the exchange reserves of the United States, the remaining
$12.3 billion growth in non-dollar exchange reserves was accounted for mainly by
non-Group of Ten countries and must have constituted a very large propottion



of the total expansion of $13.4 billion in those countries’ official holdings of
foreign exchange. This diversification of exchange reserves added at the same time
to the growth of total reserves, since the surplus countries which supplied their
currencies to the test of the world did so against an inctease in theit own dollat
reserves,

As regards other types of reserve asset, their total increased during 1978 by
only $1.5 billion. Indeed, if valuation changes are excluded, there was actually 2
decline of $4 billion. Total official gold reserves went up by §3.4 billion in 1978,
of which valuation changes accounted for $3.1 billion. In volume terms the increase
amounted to 20z tons, or $o.3 billion, The principal factors affecting countries’
gold reserves last year were transfers of 233 tons from the International Monetaty
Fund, of which 190 tons under the Fund’s gold restitution programme and the
remainder in the form of sales to developing countries; a transfer of 65 tons of gold not
previously included in Japan’s gold reserves from the Japanese Finance Ministry
to the Bank of Japan; and market sales of 126 and 62 tons respectively by the US
Treasury and the Bank of Portugal.

Countries’ total IMF reserve positions went down by $2.6 billion last year,
their first decline since 1972. Excluding valuation changes the decrease came to
$4.2 billion, This development reflected in part a reduction in total net Fund credit
outstanding and partly the fact that a substantial proportion of last year’s repayments
to the Fund reduced the net debtor positions of the countries in question rather than
rebuilding their Fund reserve positions, which remained at zero.

In SDR tetms repurchases by Fund members duting 1978 amounted to SDR
4.8 billion, and new drawings to SDR 3.7 billion. The largest single repurchases
wete those of the United Kingdom (SDR 1.5 billion) and Italy (SDR 1 billion),
while in addition non-oil developing countries repurchased a total of SDR 1.6 billion.
On the drawings side, the largest transaction was the SDR 2.3 billion drawing by
the United States in November 1978, with most of the remainder being accounted
for by total new drawings of neatly SDR 1 billion by non-oil developing countries.

The dollar value of countries’ total SDR holdings rose by $0.7 billion duting
1978; excluding valudtion effects, however, they showed no change. It may be added
that the total of SDRs voluntarily transferred between Fund members tose between
1977 and 1978 from SDR 0.7 to 1.8 billion, including transfers from the United States
to Germany and Japan of SDR 0.6 and o.5 billion respectively in November 1978.

Mention may also be made of various developments during the period under
review. which increased, or will subsequently increase, the Fund’s resoutces very
substantially. The sixth general increase in Fund quotas, which raised their total
from SDR z29.2 to 39 billion, came into effect in March 1978; the seventh general
review of Fund quotas ended in December 1978 with a decision, which is now in
the course of ratification by member governments, to increase Fund quotas by a
further 50 per cent. to SDR 58.6 billion; and in February 1979 the SDR 7.8 billion
supplementary financing facility, established for the benefit of countries with
payments imbalances that are large in relation to their quotas and that require
relatively long periods for their cotrection, came into operation.
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Finally, the membership of the Fund decided in December 1978 on an SDR
4 billion a year allocation of special drawing nghts for the years 1979-81. The first
allocation took place in Januvary 1979,

In the early months of 1979 the growth of global reserves seems to have
slowed down considerably. As confidence in the dollar strengthened, the hot money
flows which had inflated the reserves of Germany, Japan and Switzetland at various
times during 1978 began to be reversed, and these three countries’ combined reserves
declined during the first four months of 1979 by $16.3 billion. In the test of the Group
of Ten teserves increased by $8.2 billion. US reserves went up by $2.8 billion,
largely as a result of additional borrowing by the US Treasury in foreign capital
markets. Sizable gains were also registered by Italy, the United Kingdom and France.

The present position with regatd to international liquidity.

The rapid growth of global reserves in recent years has given rise to concern that
the present level of international liquidity could refuel inflation in the world economy.
On the face of it, these fears might seem to have been already validated by the sharp
uptutn in international raw-material prices and the tenewed sttength of domestic
inflation rates. Is this quickening of price increases merely coincidental? Or is the
present level of reserves already exerting unduly expansionary influences, which
could become more pronounced if there is a more general return towards full-
employment conditions in the industrialised world?

The §363 billion total of reported teserves at the end of 1978 that is shown
in the table on page 154 was, in fact, roughly double the corresponding figure of
$183 billion for the end of 1973. There are two reasons why the growth of the global
reserve figure since end-1973 has, in itself, been giving rise to concetn: first, that
it followed an expansion of total reserves during the four preceding years which
was in relative terms, at 133 per cent, even more rapid; secondly, that in the
course of the last five years the rate of reserve growth has been accelerating, from
an annual average of about $25 billion during 197476 to one of over §s0 billion
during 1977-78.

The global reserve figures by themselves, however, do not tell the whole
story. They can only be assessed in the light of certain other factors, including the
country distribution of the inctease and the sources from which it originated. As
regards the first of these factors, whereas during 197475 reserve growth essentially
reflected the payments surplus of the oil-exporting countries, the table on page 154
shows that during the past three years the gross reserves of oil-importing countries
have gone up by $13¢ billion to just on §300 billion. As regards the sources of
reserve growth, during 1¢77-78 the current payments deficit of the United States,
~ plus the total of net difect investment by the United States in the rest of the world,
amounted to about §s¢ billion, after a small surplus for the years 1974-76. This
means that, in contrast to 1974~76, about half of the 1977-78 resetve growth has
come from sources which add to net liquidity in the rest of the world, without any
counterpart in increased external indebtedness. It is above all this increase in the
reserves of oil-importing countries, and the extent to which it has been fuelled by
the basic deficit on the US balance of payments, that is at the centre of present



concerns. How do these increases look when they are considered by groups of
oil-importing countries?

The group that has recorded the strongest relative increase in gross reserves
over the last three years — amounting to 123 per cent, — is that of the non-oil
developing countries. However, this followed upon two years of near-stagnation,
so that these countries’ reserves declined between end-1973 and end-1978 from
37 to 34 per cent. of their total imports. At the same time they experienced a
rapid growth of external indebtedness, Identified gross liabilities of non-oil
developing countries to the international banking sector alone rose by $85 billion.
As a result, their debt-service obligations, whethet in relation to exports, to gross
national product or to reserves, have shown a marked increase. In other words, -
while the reserve position of this group of countries has certainly eased since.
1975, it has done so from a low starting-point and by vety much less than the
increase in external indebtedness since end-1973.

What is true of the non-oil developing countries applies also to the developed
countries outside the Group of ‘Ten. These countries” overall reservefimport ratio
at the end of last year was no higher than that of the non-oil LDCs, and 14 percentage
points below its end-1973 level. Moreover, the $11.8 billion expansion of these
countries’ gross reserve positions last year was the first of any size since the
1973 oil price increases and was much smaller than the rise in their external
indebtedness over the past five years.

There remain for consideration the Group of Ten countries, including
Switzetland but excluding the United States which, because of the reserve réle of
the dollar, is a case apart. In this group it is necessary to distinguish between the
three countries with very strong balance-of-payments positions, i.e. Germany, Japan
and Switzerland, and the other seven. The situation of the latter countries may be
compared with that of the non-Group of Ten developed countries. The only year
since 1973 when their combined reserves rose substantially was 1977, when they
registered gains of some $23 billion; consequently, their combined teservefimport
ratio has declined over the past five years from 2z to under 18 per cent., easily
the lowest figure for any group of countries. For them, too, the increase in official
reserves has, except in Belgium-Luxemboutg and the Netherlands, been accompanied
by equivalent, or in some cases much greater, additions to external indebtedness.

Turning to the three principal current-account surplus countries in the oil-
importing wotld, i.e. Germany, Japan and Switzetland, they are the only group where
there is cleatly an abundance of international reserves and where there are no external
constraints, either actual or potential, on domestic economic growth. A very substantial
proportion of these countries’ 197778 resetve accruals, however, did not come from
surpluses in their basic balances of payments, but was “borrowed” and “temporary”
in the sense that it had as a counterpart hot money inflows stemming from lack of
confidence in the dollar, More recently these inflows and the associated reserve
increases were in part reversed, with the tesult that during the first four months
of 1979 these three countries” combined reserves went down by over $16 billion.

What are the conclusions to be drawn from this survey of global reserve
developments in recent years? First, that the acceleration of global reserve growth
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duting 1977-78 has cettainly been associated with a rather widespread increase in
reserve ease in the oil-importing countries outside the United States. Secondly, that
this greater reserve ease has come in large measure from the basic deficit in the
US balance of payments. Thirdly, that these developments still left oil-importing
countries, with few exceptions, in a less comfortable reserve position, in relation
both to imports and external indebtedness, than at the end of 1973. What of the
few countries — principally the three members of the Group of Ten that have
been running large and petsistent payments surpluses — that constitute the
exceptions to this general statement? Are their reserves an inflationary threat
to the monetary system? Two considerations are particularly relevant in this
connection: first, .the constant exhortations to these countries to increase their
spending on imports do not suggest that the rest of the world has felt threatened
with inflation from that source; secondly, the recent strengthening of the dollar has,
as already indicated, enabled these countries to reduce the additions to their reserves
and their domestic money supplies which came from speculative capital inflows
and which, for a time late last year, seemed to be a possible inflationary threat to
their economies.

In general, therefore, the rapid increase in oil-importing countries’ reserves
since 1975 does not appear to have produced a situation of excessive reserve ease
in these countries. It may be added, however, that reserve ease has increased by more
than can be seen from the reserve statistics. This is partly because of the rapid
rise in the market price of gold, which has cértainly had an effect on the reserve
positions of the main gold-holding countries. In addition, external constraints on
domestic policies depend on the degree of availability of credit, as well as on the
level of reserves, and very favourable conditions for botrowers have emerged in
the international market for bank credit during the past two years, owing to the
combination of the US payments deficit, the shrinking of oil-related payments
deficits outside the United States and relatively weak domestic demand for credit
in a number of industrial countriecs. Moreover, looking to the future, if reserve
growth were to continue at the rates seen in 1977 and 1978, and for the same reasons,
and if the borrowers’ market for bank credit were to persist, there could indeed
be cause for concern about the level of international liquidity. The return of
confidence in the dollar has already, through its effects on international capital
movements, slowed down the growth of global reserves. And the most important
single prerequisite for avoiding a sitwation of e¢xcess liquidity in the future is
certainly the maintenance of confidence in the dollar, based on a stronger undetlying
US balance-of-payments position.

Problems could also arise if the asset composition of reserves were significantly
out of line with holders’ preferences. If, for example, countries suddenly wanted —
as happened to some extent last yeat — vo reduce the dollar component in their
teserves, this would tend to induce additional capital outflows from the United
States, with liquidity-creating effects in the rest of the wotld and destabilising effects
on exchange rates. Such shifts in preferences are not unrelated to US economic
policies and to the state of the US balance of payments. In other words, the stability
of the asset composition of global reserves, as well as their overall rate of growth,
is closely related to the policies of the US Govetnment.
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VIII. ACTIVITIES OF THE BANK.

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

Duting the past year the Bank has continued to play its traditional réle in
fosteting international monetary co-operation, In addition to the regular meetings
in Basle of the Govetnors of the central banks of the Group of Ten countries and
Switzetland and to those of the Board of Directors, the Bank has organised petiodic
meetings of central-bank officials to examine matters such as the development of
the gold and foreign exchange markets and the Euro-currency market and to
study and exchange information on other economic, monetary, technical and legal
questions of interest to central banks, '

‘The Bank continued to provide the Secretariat for the Committee of Governors
of the Centtal Banks of the Member States of the European Economic Community
and for the Board of Governors of the Eutopean Monetary Co-operation Fund —
EEC organs which were established in May 1964 and April 1973 respectively — as
well as fot their sub-committees and groups of experts. The latter include in
particular the Committee of Governors’® Alternates, which systematically prepares
the groundwork for the monthly meetings of the Governots; a group specialising
in matters relating to foreign exchange markets and intervention policies on these
matkets (this group, which since the beginning of 1976 has on occasion been
confined to representatives from the EEC countries and at other times been extended
to include participants from other industrialised countries, generally members of the
Group of Ten, carries out in particular a monthly examination of the wotking of the
concertation procedute among the central banks); a group commissioned to examine,
at least twice yeatly, the monetary situation in member countries and the problems
raised by the co-ordination, on a Community scale, of natiomal monetary policies;
and a group entrusted with the task of promoting the harmonisation of monetary
policy instruments applied by member countries (this group is responsible to both
the Monetary Committee of the EEC and the Committee of Governors).

These committees and groups were exceptionally active in 1978-79 owing to
the large amount of work associated with the establishment of the European
Monetary System. Following the decision taken by the Heads of State and
Government of the EEC countries at the beginning of July 1978 to create a
monetary system leading to a zoné of stability in Eutrope, the Committee of
Governors and the Board of Govetnors of the European Monetary Co-operation
Fund, whose competence and functions are closely related and complementary,
intensified their deliberations with a view to finalising, within the space of a few
‘months, the agreements and decisions laying down the operating procedures for
the European Monetaty System and the necessary adjustments to the reciprocal
short-term credit arrangements. The preparatory work, which was carried out
mainly by the Governors’ Alternates and by the group of foreign exchange experts
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teferred to in the previous paragraph, required a very large number of meetings,
the majority of which were held in Basle.

The Bank continued to participate as an observer in the wotk of the Interim
Committee of the Board of Governors of the International Monetary Fund on
the International Monetaty System. It also participated as an observer at meetings
of the Finance Ministers and central-bank Governors of the Group of Ten countries and
Switzerland, and of their Deputies. Furthermore, the Bank continued to perform
the functions enttusted to it in August 1964 by the Ministers and Governors of
the Group of Ten countries and Switzetland of collecting and distributing to all
the participants in the Group and to Working Party No. 3 of the Organisation
for Economic Co-operation and Development statistical data concerning the financing
of external surpluses and deficits of the Group of Ten countries and Switzetland.
‘It also continued to assemble, survey and distribute statistical data on the Euro-
currency market and to be associated with other work of the Group of Ten and
of the OECD, in patticular providing the Sectetariat for the Committee on
Banking Regulations and Supervisory Practices established by the central-bank
Governors of the Group of Ten countries in December 1974. In addition, the
Bank prepared a “Manual on Statistics compiled by International Organisations on
Countries’ External Indebtedness” at the tequest of the central-bank Governots
of the Group of Ten countries and Switzetland, and with the help of -the other
organisations concerned.

Finally, the Bank continued to provide the Sectretatiat for the Group of
Computer Experts of the central banks of the Group of Ten countries and
Switzerland. During the year the Group reviewed the computer applications
introduced by each of its members and drew up an inventory of the software and
hatdware involved. The main focus of its efforts, however, was a broad analysis
of the funds transfer systems in use in the major countties and an attempt to
determine their likely development, notably in the light of the latest technological
advances and the financial sector’s assessment of the status quo. In this context
the work of the International Standards Organisation in the area of message
transmission continued to be followed with interest, The planning and development
of the data bank for the BIS and the Group of Ten central banks have continued
so that, once it has been transferred to the Bank’s own premises during the final
quartet of 1979, it will provide a means for the rapid exchange of monetary and
economic time seties among the institutions concerned.

2. Operations of the Banking Department.

The Balance Sheet of the Bank 2nd the Profit and Loss Account at 31st March
1979, certified by the auditors, ate reproduced at the end of this Report; both are
expressed in gold francs.*

* *
*

* In this chapter the term “francs™ (abbteviated to F) signifies go/d francs, except where otherwise
indicated. The gold franc is the equivalent of 0.290 322 58... grammes fine gold — Article 4 of the
Statutes. Assets and liabilities in US dollars are converted on the basis of 1 goldfranc = US § 0.394 1. ..
all other items in currencies are converted at central or market rates against the US dollar.



At 3ist March 1979 the balance-sheet total moved above

the 7o billion franc mark for the first time, to stand at F 70,408,614,197
against, on 31st March 1978, . F 59,334,006,542
It thus registered an increase of F 11,074,547,655

or 18.7 petr cent., which is somewhat latrger than that recorded in the previous
financial year (10,488 million) in absolute terms, though smaller in relative terrhs
(21.5 per cent.).

It may be noted that on this occasion the rise in the gold franc value of
certain currencies accounted for only a small part of the increase in the balance-
sheet total; the currencies principally involved were the Deutsche Mark, as a result
of the upward adjustment of its central rate within the Community “snake”
mechanism in October 1978, and zalso the Swiss franc,

The total of the monthly statement of account recorded only a slow overall
increase between April and the end of November 1978, with fairly sharp fluctuations
in both directions; thereafter the rise was steady and much more pronounced.

BIS: Development of the balance-sheet total
over the past ten financial years.

" Financlal years Total of Balance Sheet Movement over the year:
ended 31st March
in millions of francs in percentages
1970 20,699 + 6,056 + 47
1871 23,856 + 3,157 + 15
1972 29,382 + 5,508 + 23
1973 25,250 - 4,112 - 14
1874 atgi1s + 6,385 + 25
1975 : 41,940 + 10,325 + 33
1876 43,42¢ + 1,486 + 4
1977 48,846 + 5,420 + 13
1978 59,334 + 10,488 + 22
1879 70,409 + 11,078 + Ip

The following are not included in the Balance Sheet:

(i) bills and other securities held in custodf for the account of central banks
and ‘other depositors;

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

(ili} accounting entries arising from the Bank’s functions as Agent for the European
Monetary Co-operation Fund in connection with Community borrowing and
lending and with the European Monetary System;

(iv) gold under earmark held by the BIS for the account of depositors; this item
amounted to 1,020 million francs on 31st March 1979, against 1,018 million
on 31st March 1978,



LIABILITIES (COMPOSITION OF RESOURCES).

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

Pald-up capital "{ Balance-shest
Financial years Borrowed funds | Sundry liablllties
ended 31st March and reserves v unery total
in millions of francs
1970 463 20,060 176 20,699
1971 : 539 23,086 2314 : 23,856
1972* 754 29,401 207 29,362
1973 849 . 24,17% 222 25,250
1974 087 20,378 270 31,615
1975* 1,122 40,435 383 41,940
1976* 1,263 41,617 556 43,426
1977 1,373 T 46,934 539 48,846
1978 1,493 57,150 61 59,334
1979* 1,634 67,987 808 70,409
* After allocation of the net profit for the year as proposed to the Annual General Meeting.
A. Capital, reserves 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 _
1) Legal Reserve Fanm 0,076,31
Legal R Fand F 3 313

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 1978-79 F 576,247,193

This compares with 519.8 million francs on 31st March 1978; the difference
of 56.4 million francs represents the amount it is proposed to transfer to the Fund
from the net profit; the proposed increase in this Resetve Fund is in conformity
with the provisions of Article 51(3) of the Statutes,

(3) Special Dividend Reserve Fund
after allocation of the net profit for 1978-79 E 83,175,781

This compares with 75.2 million francs on 31st March 1978 and includes the
proposed transfer of 8 million from the net profit; the amount of this Reserve
Fund will accotdingly be slightly higher than the gold franc equivalent of a dividend
of Sw.fr. 110 per share (see item (d) below), calculated on the basis of the Swiss
franc’s value on 31st March 1979.

(4) Free Reserve Fand
after allocation of the net profit for 1978-79 F 643,718,200
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This compares with §67.1 million francs on 315t March 1978, the amount it
is proposed to transfer to this Fund from the net profit being 76.6 million francs.

The Bank’s overall reserves after allocation of the net profit for 1978-79 thus
stand at F ,333,211,487
against 1,192.2 million francs at the beginning of the ﬁnanaal yeat, giving an increase
of 141 million; it may be recalled that the rise in the overall reserves amounted to
120 million in each of the two preceding financial years, 1976-77 and 1977-78.

(c) The item “Miscellaneous™ rose to F 728,127,578
from 595.4 million francs, an increase of 132.7 million; it should be noted that
this item now inclades the Provision for Building Purposcs, which since 31st
March 1967 had been recorded separately.

(d) Profit and Loss Account, bgfore allocation F  220,576,1¢1

This figure represents the net profit for the financial year 1978-79; it is
29.5 million francs higher than the net profit for the preceding financial year,
which — at 191.1 million — had alteady been 23.2 million higher than that for the
financial year 1976—77. Details of the proposed allocation of the profit for 1978-79, in
accordance with the provisions of Article 51 of the Statutes, are given in Section 7
below; these ptoposals, to which reference has already been made in connection
with the development of the teserves, provide in particular for a sum of 79,576,151
francs — against 71,050,134 francs in the preceding financial year — to be set
aside in respect of the dividend of 110 Swiss francs per share to be paid on 1st
July 1979; it should be noted that in terms of Swiss francs the amount of the
- dividend is the same per sharc as in the previous financial year, while in terms of
gold francs it is 12 per cent. higher,

B. Borrowed funds,

The following tables show the o¢rigin, nature and ferm of the Bank’s borrowed
resources.

BIS: Borrowed funds, by arigin,

Financial years anded 315t March Movement
Origin 1978 ! 1879
: in millions of francs
Deposits of central banks . . . . . . 56,360 65,790 + 9,430
Deposits of other depositers. . . . . 790 ' 2,177 + 1,387
Total . ... ... .... 57,150 67,967 + 10,817

. The increase in “Deposits of central banks™ was again very marked, although
in relative terms it was appreciably smaller than that recorded in the previous financial
year (9,430 million and 16.7 per cent., against 10,466 million and 22.8 per cent.);
it again accrued chiefly in US dollars, a small propottion of which were indexed
to the special drawing right; however, deposits in Deutsche Matk also registered
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a further substantial rise; on the other hand, deposits in Swiss francs declined,
despite the above-mentioned increase in the gold franc value of the Swiss franc;
fluctuations in deposits in other currencies were small by comparison and offset
one another entirely,

Whereas in the previous financial year “Deposits of other depositors” had
shown a slight decline, last year they expanded very sharply, with the balance
outstanding almost  trebling; this movement reflected the receipt of new deposits
in US dollars, indexed to the special drawing right, from international institutions;
by contrast, the level of deposits in' Swiss francs fell somewhat, their appreciation
in terms of gold francs being exceeded by net trepayments.

Fot the first time for several years, the preponderance of “Deposits of central
banks” in the total of borrowed funds diminished, albeit only slightly; theit share
fell from 98.6 to 96.8 per cent., while that of “Deposits of other depositors™ increased
correspondingly.

BiIS: Borrowed funds, by nature and term to maturity.

Deposits in gold Deaposits in ¢urrencies Total
Flnanci;ld . Financl:l J Financi;id
T years ende years ende - years ande -
e"_n 315t March mﬁ‘ 315t March Mm':;ft st March Tn%‘:.ﬁ
1978 I 1979 1978 1979 1978 1879

in millions of francs

Sight . . . ... 3,708 3,041 4 233 1,238 928 |- 307] 4,943 4,869 [ — T4
Not exceeding

3 months . . . 159 49 - 110 || 37,916 | 48,787 |+ 10,879 38,077 | 48,846 | + 10,7869
Over 3 months . 91 9 — 82| 14,039 | 14,243 |+ ZOiI 14,130 | 14,252 | + 122

Total . .| 3,958 3,999 | + 41 ] 53,192 | 63,988 +10.?73|| 57,1850 | 67,967 | + 10,817

As a proportion of total borrowed resources, deposits in currencies continued
to rise, moving up from 93.1 to 94.1 per cent.,, with a corresponding decline in
the share of deposits in gold.

In terms of maturity, the share of the total accounted for by time deposits
rose from 91.4 to 92.8 per cent., while that of sight deposits showed an equivalent
decrease.

(a) Deposits in gold F 3,998,764,421

This figure compares with that of 3,958 million francs at the beginning of
the financial year, representing an increase of 41 million, quite appreciably lowet
than that of 393 million recorded during the previous financial year; the increase
in sight deposits was due partly to the receipt of fresh deposits in that form and
partly to the reduction in the amounts involved in swaps of gold (received spot)
against currencies concluded with central banks, which left on sight deposit with
the Bank the gold they received back; the matked decline, particularly in relative
terms, in deposits not exceeding three months was attributable to the repayment
of matuting time deposits, the opportunities open to the Bank of employing
gold held in this form having continued to diminish; the item in respect of deposits



with more than three months to maturity was practically liquidated following the
repayment at maturity of a deposit that had been placed with the Bank for a faitly
long petiod.

(b) Deposits in currencies F 63,068,231,635

This figure compares with one of 53,192 million francs at 3xst March 1978;
this item, which is by far the most important on the liabilities side, thus recorded
a very large increase, of 10,776 million or 20.3 per cent., broadly compatable with
that observed in the previous financial year (9,823 million or 22.7 per cent);
the increase cotresponds to that in funds at up to three months, the decline in
sight deposits having been on much the same scale as the rise in deposits at over
three months.

ASSETS (EMPLOYMENT OF RESOURCES).

The following table gives a breakdown of the main items of the assets
according to theitr wature. : '

BIS: Distribution, by nature, of sight assets and other investments.

Financlal years ended 31st March
Movement
Mature 1978 | 1979
in millions of francs
Sight agsets .
Gold. . ........ 5,069 4,987 - 82 .
Currencies . . ., . . , . a3z9 5,398 93 5,080 - 236 — 318
Treasury bills
Currencles . . . . . . . 288 1,284 + 996
Time deposits and
advances
Currencles . . . . . .. 50,253 58,677 + 8,424
Securities at term
Currencies . . . . . . . 2,456 4,258 + 1,802
Total
God.......... 5,069 4,987 _ az
Currencies ., . . . . . . 53,326 58,395 ] 64,312 69,299 + 10,986 10,204
(a) Gold . F 4,986,650,_",";8

This item had amounted to 5,069 million francs at the beginning of the
financial year; the slight decline of 82 million in gold holdings was broadly
atttibutable to the repayment of various time deposits that had been placed with
the Bank, together with sales concluded by the Bank on the market; these sales
followed purchases by the Bank of equivalent weights of gold by means of
drawings on gold held on sight account in its books.

On the other hand, it should be mentioned that since June 1978 the Bank’s
gold holdings have been free of any pledge, whereas at 315t March 1978 — as was
indicated at the time in Note 3 to the Balance Sheet — a portion of its holdings,
namely 129 million, was still pledged.
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(b) Cash on hand and on 'sight account with banks F 93,015,952

This figure compates with 329 million francs at 31st March 1978; the decline
of 236 million was due to the withdrawal of funds that the Bank had received at
short notice and which it had been obliged to keep in cash.

(¢) Treasury bills ' F 1,284,678,208

This compares with a figure of 288 million francs at the end of the previous
financial year; the increase of 996 million was very marked in both absolute and
relative terms, reflecting purchases in September and October of Treasury bills
payable to bearer, denominated in US dollars and issued by a foreign government.

(d) Time deposits and advances F 58,676,870,060 -

This figute compares with one of so,253 million francs at 315t March 1978;
this item, consisting entirely of currencies and by far the most important on the
assets side, thus increased by 8,424 million, or by 16.8 per cent., compared with
a rise of 9,457 million, or 23.2 per cent., in the previous financial year; as in the
case of borrowed funds in currencies referred to above, the increase was primarily
in US dollars but also involved Deutsche Mark, whereas assets in Swiss francs
declined despite the rise in their gold franc value; it should, however, be noted
that, by contrast with the movements recorded on the liabilities side, on the assets
side the amounts outstanding in other currencies are larger and additional currencies
are included; the reason for this is that, on receiving the above-mentioned deposits
in US dollars indexed to the special drawing right, the Bank covered itself —
generally spot — and subsequently invested the various currencies it had purchased.

(¢) Securities at term ' F  4,257,798,035

This figure compares with one of 2,456 million francs at 31t March 1978;
the marked expansion, of 1,802 million or almost three-quarters, corresponds to
certificates of deposit denominated in US dollars and purchased on the US market.

It may be noted that, whereas at the beginning of the financial year this item
had accounted for no mote than 4.1 per cent. of total assets, by the end of the year
it represented 6 per cent.; conversely, the shate of the item “Time deposits and
advances” slipped back slightly, from 84.7 to 83.3 per cent.

The following table gives a breakdown accotding to residual term to maturity
of investments in time deposits and advances and securities at term.

BIS: Time deposits and advances and securities at term,
by term to maturity.

Financial years ended 315t March

T Movemant
erm 1878 | 1979
in millions of francs
Not exceeding 3 months . . . . . . 33,663 36,208 + 2,545

Over3months . .. ....... 19,046 28,727 + 7.681

Total . .. .. ... .. B2,708 §2,935 + 10,226




(f) Miscellaneous F  1,109,621,163

This figure compares with 939 million francs at jist March 1978; as in
previous financial years, the increase — of 171 million — was the result of book-
keeping adjustments; they were on this occasion associated with the covering
transactions, to which reference has alteady been made, in respect of the funds
teceived in US dollars and indexed to the special drawing right; some of the
currencies acquired against US dollars in the course of these operations were
converted into gold francs on the basis of their central rates, resulting in temporary
book losses; the purpose of the above-mentioned adjustments was to eliminate
these “losses”, which will be automatically teabsorbed when the SDR-linked
deposits are liquidated.

Forward gold operations.

These opetations, which are referred to in Note z to the Balance Sheet,
resulted in a negative net balance {gold payable forward) of F 325,834,663
compated with a negative balance of 449 million at the beginning of the financial
year; the contraction -— of 123 million — in gold payable forward was due to
the reduction in the weights of gold involved in swaps against various currencies
concluded with central banks.

‘The Bank also pursued its traditional activity in the field of gold and foreign
exchange opetations.
* * *
In general, the Bank’s opetrations expanded further in the course of the
financial year 1978-79, though at a slightly less tapid fate than in the previous
financial year.

3. The Bank as Trustee for international government loans.

In conformity with the agreements in force, the Bank continued to perform
the functions of Trustee for the new bonds which were issued by the Government
of the Federal Republic of Germany, in accordance with the London Agreement
on German External Debts of 27th February 1953, in respect of the German
Government International Loan 1930 (Young Loan).

The financial year 1978-79 for the Young Loan ended .on 1st June 1979.
The interest in respect of the financial year was duly paid to the Bank and
distributed by the latter among the Paying Agents. Redemption of conversion
bonds in respect of the financial year 1978—79 was effected partly by purchases of
bonds on the market and partly by drawings. All the outstanding funding bonds
were redeemed on 1st December 1972, whereas the final maturity date for the
conversion bonds is fixed at 1st June 1980,



German Government international Loan 1930 (Young Loan).
Converslon bonds.

Redemption valug*
Bonds purchased
Issue Currency or drawn for redemption
' Bonds in respect of Balance
issued the financlal years after redemption
1988580 1978-70

American . , 5 91,525,000 31,235,000 2,476,000 57,814,000
Belgian . . ., . B.fr. 202,894,000 66,498,000 5,028,000 131,370,000
British . . . . £ 41,345,000 13,459,000 1,018,000 26,868,000
Dutch. . . . . Fl. 52,601,000 16,904,000 1,286,000 34,391,000
Franch . . . . Fr.fr, 633,024,000 208,703,000 15,744,000 408,577,000
German . , . DM - 14,509,000 4,567,000 350,000 9,592,000
Swedlsh . . . S.kr. 126,666,000 41,979,000 3,155,000 81,532,000
Swiss . . . . Sw.fr. 58,353,000 18,719,000 1,428,000 38,246,000

* On the basis of values established by the German Federal Debt Administration for the 15t Decembaer 1978
maturlty date, following the eniry Into force on ist April 1978 of the Second Amendment to the Articles of
Agreement of the Internatlonal Monetary Fund, which abolished par valugs. These values do not take into
account the revaluatione of the Deutache Mark in 1961 and 1989, the subsequent alterations, up to 31st March 1978,
in the axchange rates of currencies of Issue not involving a formal change in their par values, and thereafter
the appireciafti!on of the Deutsche Mark, the Dutch guilder and the Swies franc in relatlon to the remaining
currencies of issue. .

The German Federal Debt Administration (Bundesschuldenverwaltung) informed
the Trustee that, following the entry into force on 1st April 1978 of the Second
Amendment to the Articles of Agreement of the International Monetary Fund, it
had decided to apply the exchange guarantee clause attached to the Young Loan
and thenceforth to calculate the amounts due to holders of conversion bonds and
telated coupons on the basis of Article 13(c) of the London Agreement on German
External Debts of 27th February 1953. As from the 1st June 1978 maturity date,
amounts payable on conversion bonds and related coupons are thus being established
by the German Federal Debt Administration, from case to case, on the basis of
the. exchange rates of the currencies of issue of the Young Loan ruling on the
market on each maturity date. The market due to be selected is that of the “least
depreciated” currency of issue within the meaning of Paragraph 2(e) of Section A
of Annex I to the London Agreement. Ptior to the above-mentioned Amendment
the German Federal Debt Administration had maintained that only par values
notified to the International Monetary Fund were applicable under the exchange
guarantee clause.

On the occasion of the maturities for the Loan of 1st June and 1st December
1978, the Belgian franc was, in the opinion of the German Federal Debt
Administration, the “least depteciated currency”, and this gave rise to a substantial
upward adjustment in the amounts due to bondholders of the American, British,
French and Swedish issues on 1st June 1978, and to a further small adjustment for
bondholders of the American issue on 1st December 1978.

The Trustee, while welcoming the decision of the Federal Debt Administration
to recalculate the amounts due to bondholders as from 1st June 1978, is nevertheless
of the opinion that an adjustmeat should alteady have been made, so far as de
facto depreciations of currencies are concerned, to compensate the bondholders of



issues whose currency of payment has progressively depreciated in value since 1971.
This question, as well as the wider one of whether de facto appteciations of
currencies should similarly give rise to application of the exchange guarantee, has
been brought to the attention of the governments of the countries in which issues
of the Loan were made and the Trustee has requested them to take the matter
up and do everything to ensure that an approptiate solution is reached.

The question whether the exchange guarantee was applicable in the case of
the revaluations of the Deutsche Mark in 1961 and 1969 was submitted in May 1971
to the court of arbitration provided for in the London Agreement. The final oral
stage of these proceedings took place in March 1979, and the decision of the
Arbitral Tribunal is expected to be delivered before the end of the current year,
"The Trustee hopes that this decision will pave the way for resolution of the questions
still outstanding,

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

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

Ausgtrian Government International Loan 1930.

Ndmlnal value
' Bonds redeemed
Issue Currency In respect of Balance
Bonds the financial years after
assented ‘redemption
1855 o 1977 1978

Amarican . . . ... .. L., $ 1,667,000 1,524,000 143,000 -
Anglo-Dutch . . . ., ., .. £ 856,800 801,700 54,900 -
Swiss. . . .. ... .. ... Sw.fr, 7,102,000 6,034,000 457,000 611,000

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 petforms the functions of Depositary in accordance with the
provisions of the Act of Pledge concluded between itself and the Community on
28th November 1954.

During the financial year 1978—79 the amounts received by the Bank for the
service of the secured loans came to the equivalent of about 4 million francs in
respect of interest and about 33 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 46 million francs.
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Secured loans

of the European Coal and Steel Community.

Y'eiar ?f
Serles Amounts | Rates | WA
of Se- D':'tf” Countries Lenders Original unredeemed of w&tg;
cured | oo of issue amounts of loans on interest| © 0
Notes : 1st April 1979 % demp-
tion
1gt 1964 | United States | US Government $ 100,000,000 6,600,000 an 1979
2nd | 1955 | Belgium Caigge Géndrale
d’Epargne et de ) [
Retraite, Brussels B.fr. 200,000,000 45,600,000 <34 1882
ard | 1958 | Germany Westdeutsche '
Landesbank
Girozentrale, .
Diisgeldorf' DM 50,000,000 3,970,080 | a¥% | 1981
4th | 1955 | Luxembourg Caisse d'Epargne de B.fr. 20,000,000 4,560,000 | 3 1982
'Etat, Luxembourg L.fr. 5,000,000 - 3% | 1861
sth | 1856 | Saar Landesbank Saar
Girozentrale, .
Saarbrilcken DM . 2,977,450% - 4y, | 1977
gth | 1986 | Switzerland Public issue Sw.fr. 50,000,600 - 4% 1974
Tih Public issue 3 25,000,000 - .17 1975
8th 3| 1957 | United States | Public issue s 7,000,000 - 5 1962
oih Bank loans ¥ 3,000,000 - -3 1962
10th | 1957 | Luxemboury | Etablissement
d'Assurance contre
Ix Viecillesse et
Pinvalidité,
Luxembourg Lfr. 100,000,000 28,328,938 8% 1982
11th Uit . Public Issue % 35,000,000 - 5 1978
12th f| 1978 | United Stetes | o 4iic tssue $ 15,000,000 - 4% | 1968
13th Public issue 25,000,000 3,550,000 53 1980
1960 | United States { ublic lss ¥ 00,0 .
14th Public jasue % 3,300,000 — 4% 1963
3 3,300,000 bt 4% 1964
_ $ 3,400,000 - 5 1965
15th | 1861 | Luxembourg Etablissement
d’Assurance contre
la Vieillesse et
'Invalldité,
Luxembourg L.fr. 100,000,000 485,714,770 L.YA 1986
16th 1881 | Netherlands Public issue FI, £0,000,000 9,800,000 4% 1981

* The original lenders, Rheinlsche Girozentrale und Provinzialbank and Landesbank fiir Westfalen Girozentrale,
ware merged on 1st January 1988 under the name Westdeutsche Landeshank Glrozentrale., * This loan,
which was contracted in French francs, was converted inte Deutsche Mark In 1959. The orlginal amount was
350,000,000 old French francs.

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

The Bank continued to petform the functions of Agent for the European
Monetary Co-operation Fund which it has been executing since 1st June 1973.
This Community institution was set up on 6th April 1973 by the member states
of the European Economic Community to administer the Community exchange
rate, or “snake”, arrangement - introduced in Aptil 1972 and the reciprocal credit
facilities already in existence or established in connection with the “snake”, These
activities were extended with the conclusion, in March and April 1976, of the first
Community borrowing operations, the administration of which was entrusted to



the Fund, and, in particular, with the introduction of the European Monetary
System (EMS) which superseded the “snake” mechanism on 13th Match 1979,
Details of the EMS are contained in Chapter VII, pages 144-148.

As the Pund’s technical Agent, the Bank performs two main sets of functions:
on the one hand, those connected with the operation of the “snake”, the short-
term reciprocal credit facilities and, since March 1979, the European Monetary
System; and, on the other, those relating to the execution of financial operations in
connection with Community borrowing and lending. )

In the first case, the Bank’s réle consists principally in the following:
(1) It keeps the Fund’s accounts and records therein:

— the debts and claims vis-a-vis the Fund of the EEC central banks
participating in the “smake” arrangement and, since 13th March 1979,
in the EMS, which arise from interventions carried out by those central
banks in member countries’ cusrencies and which are reported to the Agent;

— the immediate or periodic settlement of these very short-term debts and claims.

During the financial year 1978-79 the number and volume of accounting
operations varied considerably in line with the situation on the foreign exchange
markets of the EEC countries participating in the “snake”. The last debts and claims
in connection with this atrangement were settled at the end of May 1979.

Operations carried out in the context of the short-term monetary support
arrangements are also entered in the Fund’s books; operations of this kind were
effected in connection with the monetary support received by the Bank of Italy
between March and December 1974; they subsequently disappeared from the
accounts when' this short-term credit was consolidated into medium-term financial
assistance, which was repaid in full in the autumn of 1978.

(2) Under the EMS the Bank carries out opetations associated with the creation,
utilisation and remuneration of European Currency Units (ECUs), namely:

— concluding, in the name and for the account of the Fund, swap operations
with each of the EEC central banks participating in the new exchange
rate mechanism, involving, on the spot side, the transfer of ECUs to
the institutions in question against the transfer by them of 20 per cent. of
their gross gold and dollar reserves. These swap operations are renewable
every three months, when the necessary adjustments will be made, firstly, to
ensure that each central bank’s conttibution to the Fund continues to
represent at least 20 per cent. of its gross gold and dollar reserve holdings
immediately prior to the renewal date and, secondly, in order to take
account of changes in the price of gold or in dollar rates;

— in the name of the Fund, entrusting the respective central banks with
the management of the gold and dollat assets they have transferred to the
Fund;



~ effecting transfers of ECUs between the central banks’ “ECU reserves”:
accounts, in particular in respect of the settlement of debts and claims
arising from interventions under the EMS exchange rate mechanism and
of the payment of interest calculated on the central banks’ net positions
in ECUs.

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

- cattying out payments connected with these borrowing and lending operations;

- opening the necessary accounts in the Fund’s books and recording such
financial operations;

~ keeping a check on the due dates laid down in the borrowing and lending
contracts for the payment of interest and repayment of the principal; '

- informing the Commission of the European Communities of the operations
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 received by the Fund under borrowing
arrangements entered into by the Community are transferred on the same value
date to the account specified by the central bank of the country receiving the
cottesponding loan.

During the financial year 1978-79 the financial operations carried out by the
Bank in its capacity as Agent for the Fund related solely to the payment of interest
and commission. At 3ist March 1979 it was administering 2 total of seven loan
operations, amounting to US§1.6 billion and DM o.5 billion, approximately five-
sixths of the proceeds of which had been lent to Italy and the remainder to Ireland.
All the borrowing and corresponding lending contracts carty a fixed rate of interest
varying between 7% and 8 per cent. according to the term of the loan (over
five years on average), the currency of issue and the date of conclusion of the
contract,

6. Termination of the OECD Exchange Guarantee Agreement.

The Agteement concerning an Exchange Guarantee, in which eighteen member
central banks of the Organisation for Economic Co-operation and Development
paruupatcd came into force on 1st Januaty 1973, immediately following the
termination of the European Monetary Agreement. Its putpose was to provide for
an exchange guarantee to cover amounts held as working balances by a central bank
on account with another participating central bank in the latter’s national currency.
The Agreement was established for an initial period of three years and was



operated by the OECD. A Committee for Monetary and Foreign Exchange
Matters was set up to supervise its implementation and the Bank acted as Agent in
connection with its application. '

During the first three years of the Agreement’s existence there was only one
occasion ont which compensation payments were made, owing to the devaluation
of 2 number of currencies in February 197;. As a result of a general review of
the Agreement in 1975 it was concluded that the arrangements had little practical
value under the system of floating rates, but it was decided to prolong the Agreement
for a period of thtee years, from ist January 1976 to 3i1st December 1978. The
meetings of the Committee for Monetary and Foteign Exchange Matters were held
on an ad hoc basis,

The Agreement was never activated during this period and it was decided to
terminate it on 315t December 1978. The participating central banks agreed that
any balances outstanding under the arrangements were to be settled without
compensation.

With the termination of the Exchange Guarantee Agreement the Bank’s
functions as Agent also came to an end.

7. Net profits and their distribution.

The accounts for the forty-ninth financial year ended 31st March 1979 show
a net operating surplus of 222,292,209 francs, compared with 204,477,506 francs
for the preceding financial year and 175,776,466 francs for the financial year
1976-77. The increase recorded in the yeat under review reflects the considerably
greater volume of the Bank’s operations during this period, partially offset by a
rise in the level of the Bank’s costs of administration.

The Boatd of Directors has decided to transfer 1,716,058 francs to the
Provision for Exceptional Costs of Administration. As a result of this transfer the
net profit amounts to 220,576,151 francs, against 191,050,134 francs for the previous
financial year and 167,920,050 francs for the financial year 1976-77. The allocation
of the net profit is governed by Article 51 of the Statutes.

On the basis of this Article, the Board of Directors recommends that the
net profit of 220,576,151 francs be applied by the General Meeting in the following
manner:

(i) an amount of 79,576,151 francs in payment of a dividend of 110 Swiss francs
per share;

(ii) an amount of 56,400,000 francs to be transferred to the General Reserve
Fund;

(iii) an amount of 8,000,000 francs to be transferred to the Special Dividend
Reserve Fund; and finally
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(iv) an amount of 76,600,000 francs, representing the temainder of the available
net profit, to be transferred to the Free Reserve Fund, This Fund can be
“used by the Board of Directors for any purpose which is in conformity with
the Statutes.

The increase in the gold franc amount of the dividend this year as compared
with last year reflects the appreciation of the Swiss franc in terms of gold francs.

If the above proposals are accepted, the dividend will be paid on 1st July 19-;9.
to the shareholders whose names are contained in the Bank’s share register on
zoth June 1979.

The Balance Sheet, the Profit and Loss Account, and a4 summary statement
showing the movement during the financial year on the Provision for Building
Putposes will be found at the end of this Report. The Bank’s accounts have been
audited by Messrs. Price Waterhouse & Co., Zurich, who have confirmed that the
Balance Sheet and the Profit and Loss Account, including the notes thereon, give,
on the basis described in Note 1, a true and fair view of the state of the Bank’s
affairs at 31t March 1979 and of its profit for the year ended on that date. Messrs.
Price Waterthouse & Co.’s teport is appended at the foot of the Balance Sheet.

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

On 16th January 1979 the Bank suffered a grievous loss in the death of
M. Henri Deroy. M. Deroy had been a member of the Board for nearly thirty-
one years and had served as its Vice-Chairman since 1st November 1970, At the
meeting of the Board held on 13th February 1979 the Chairman recalled M. Deroy’s
remarkable professional and human qualities and his outstanding contribution to
the work of the Bank throughout an exceptionally long term of office.

Baron Ansiaux, whose mandate as a member of the Board was due to expire
on 7th August 1978, was re-appointed under Arcticle 27(z) of the Statutes by
M. de Strycket, Governor of the National Bank of Belgium, at the meeting of the
Board held on 11th July 1978,

At the same meeting the Chairman announced that Dr. Mario Ercolani would
soon relinquish his appointment as Alternate to Prof. Baffi. The Chairman expressed
the Bank’s appreciation of Dr. Ercolani’s valuable services.

The mandate of Dr. Antonino Occhiuto as a member of the Board was due
to expire on 7th November 1978. He was re-appointed under Article 27(2) of the
Statutes by Prof. Baffi, Governor of the Bank of Italy, at the meeting of the
Board held on 12th September 1978.

The Chairman informed the Board at the same meeting that Prof. Baffi had
appointed Dr. Mario Sarcinelli to act as his Alternate in place of Dr, Ercolani,



In December 1978 Dr. Johann Schollhorn, whose mandate as 2 member of
the Board was due to expire on 31st December 1978, was re-appointed under
Article 27(2) of the Statutes by Dr. Emminger, President of the Deutsche Bundesbank.,

The mandate of Dr. Jelle Zijlstra, who had been elected to the Board under
Article 27(3) of the Statutes, was due to expire on 31st March 1979. He was
re-elected at the meeting of the Board held on 13th March 1979,

At the same meeting Lord O’Brien of Lothbury was elected Vice-Chairman |
of the Boatd for a period of three years from 1st March 1979 to the end of
February 1982,

The sudden death of Mr. Dennis H. Stapleton on 11th October 1978
represented a great loss for the Bank. Mr, Stapleton, who had joined the Bank’s
Legal Service in July 1950, had been promoted to the rank of Deputy Manager on
15t December 1968 and given responsibility for the administrative work of the
Bank. He had also been accorded the personal title of Deputy Sectretary General
on 1st January 1973. A tribute to Mr. Stapleton’s very valuable and faithful
services to the Bank was paid to him by the Chairman at the meeting of the
Boatd held on 14th November 1978.

Dr. Antonio d’Aroma, who had been Secretary General of the Bank from
15t January 1962 undl 3ist December 1974, Assistant General Manager from 1st
January 1975 until 315t December 1977 and Special Counsellor since 1st Januaty
1978, retited at the end of September 1978. At the meeting of the Board held on
1zth September 1978 the Chairman expressed to Dr. d’Aroma the gratitude of all
members of the Board and their sincere appreciation of the outstanding qualities
that he had shown in cartying out his important functions,

On 3oth June 1978 M. Charles Altcnhoﬂ',.Assistant Manager in the Banking
Department, retired after almost twenty-four years of valuable and devoted service.

The Chairman announced at the Board meeting held on 13th March 1979
that the Bank had decided to promote Herr J. Mix and Dr. H.W. Mayer to the
tank of Assistant Manager as from 1st April 1979.

It was with deep regret that the Bank learned of the death of Dr. Antonio
Rainoni on 7th December 1978, Dt. Rainoni, who had joined the Bank in 1946,
had been a Manager in the Monetary and Economic Department from 1965 until
his retirement in 1976.



CONCLUSION.

Histotical analogies can be a useful device for organising a discussion of
policy problems, provided that they are not pushed to the point of becoming
misleading. This is a principle worth bearing in mind when there is 2 strong
temptation to draw analogies between the spring of 1979 and the winter of
1973~74. The price of oil has been raised substantially; prices of industtial raw
matetials, expressed in dollars, have increased by more than one-third in the space
of a year; as a result, the terms of trade of industrial countries have deteriorated
and their domestic inflation has accelerated; and, last but not least, we have just
emerged from a petiod of acute currency unrest.

But the differences atre still great. In 1979 the western industrial world is not
standing at the end of a long period of fast expansion culminating in a synchronised
cyclical boom; on the contrary, many countrics have a serious unemployment
ptoblem. As for the international economy, the pattern of external payments has
recently begun to move in the right direction, and many large industrial countries
are in a much better position to confront the balance-of-payments consequences
of an OPEC surplus than they were in 1974. Motreover, we now know from
experience that even large current-account imbalances can be financed without
too much trouble by the international banking system. On the other hand, the
position of the US balance of payments is mote precatious in 1979 than it was in

1973~74.

However, despite these marked differences between 1979 and 1973-74, a
compatison is justified by the fact that in both periods the fast increase in import
ptices and the deterioration in terms of trade subjected industrial countries
simultaneously to inflationaty pressures (in terms of costs), deflationary impulses
(in terms of demand) and a loss of real income, although in 1979 all these
influences have so far been much weaker than in 1973-74, as have inflationary
tendencies of domestic origin — with the significant exception of the United States.
The upsurge of commodity prices appeats to be due to the acceleration of growth
in some European countries at a time when a strong US economy had already
boosted demand for industrial raw materials. The increase in the price of oil is of
coutse largely ascribable to the “external shocks” produced by the cut in Iranian
supplies and the hard winter, which have again demonstrated how vulnerable the
industrial wotld is made by relying so heavily on imported oil for its energy
supplies.

The revival of European growth coming on top of the expansion in Notth
America and Japan is still a far cry from the synchronised boom which occurred
in 1972—73. Nevertheless, the western world is now facing policy problems which,
though on a smaller scale, are not unlike those stemming from the 1973-74 oil
crisis, and this in an environment where inflationary expectations have survived a
lengthy period of less-than-full employment, where the acceleration of European
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growth is very recent and therefore not yet fully confirmed, and where the current
account of the major reserve-currency country is still in deficit.

Perhaps the best way of illustrating the international policy dilemma is to
outline two extreme scenarios for possible developments in the near future.

In the optimistic scenario the cyclical upswing in the United States dies a
natural and gentle death — this is the assumption of a “soft landing™. Or we may
even assume, more realistically, that the US economy turns into a mild recession.
The effects of this on the domestic price level would be felt only gradually; but
its impact on the US trade balance and on international commodity prices would
be almost instantaneous. The downturn might even have a soothing influence on
the effective oil price. These external influences are, in tutn, likely to have two
important consequences. On the one hand, they would consolidate the dollar’s
recovery and put an end — certainly for the time being — to attempts to diversify
out of the dollar. On the other hand, the tailing-off of the commodity and oil boom
would alleviate inflationary pressures of external origin on the rest of the western
wotld and particularly, it is to be hoped, on Germany and Japan — although this
dampening effect on import prices might, of course, be partially offset by the
persistent strength of the dollar. On balance, both these major countries, which
‘have followed strongly anti-inflationary policies, would feel less inhibited about
allowing domestic demand to expand. In highly simplified terms, US-induced
wotld inflation would not “crowd out” Japanese and German growth, By the
same token, however, these countries would have to bear a greater responsibility
in underwriting a continuation of their expansion. This would be the best of all
possible worlds: world inflation would abate, the balance-of-payments adjustment
process would not be jeopardised, exchange matkets could be kept calm and
growth in the western industrial world as a whole would continue at a moderate
rate.

In the pessimistic scenario the central assumption is that the cyclical upswing
in the United States degencrates into a genuinely “overheated™ inflationaty boom.
On this assumption, domestic prices could be expected to continue rising at a
fast pace, the international commodity and oil price boom would persist and the
improvement in the US current account would come to a halt or even be reversed.
The renewed weakness of the dollar might to some extent insulate the countries
with appreciating currencies from the rising dollar prices of commodities. But it
is unlikely that such insulation would be fully effective in a climate of world inflation.
These countries — especially Japan and Germany -— would therefore intensify their
restrictive measures in otrder to prevent the external inflationary impulses from being
passed on to the domestic price system, and in so doing they would slow down
their own domestic expansion. Japanese and German growth would thus be
“crowded out” by US inflation, so that the process of external adjustment which
started about a year ago would tend to be reversed. This would be the worst of
all possible wotlds: renewed currency untest and international inflation culminating,
with the collapse of the protracted US inflationary boom, in a major wotld recession,

Needless to say, neither of these extreme scenarios is likely to be realised, and,
given the unpredictability of short-term cyclical developments in a wotld that is
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increasingly subject to “external shocks”, it would even be hard to speculate
about whether the actual outcome will more closely resemble the first or the
second scenatio, or whether it will simply combine elements of both. The only
merit of this scenario-building exercise is to direct the attention of policy-makers
to the desirability of the optimistic scenario and the dangers inherent in the
pessimistic one. What should be done to prevent the world from drifting towards
the latter rather than evolving towards the former?

Firstly, western countries should apply a radical policy of reducing oil
imports. As was pointed out in last year’s Annual Report, this could be effected
through general energy-saving measures, the development of domestic oil production
ot the substitution of other forms of enetgy for oil. Given the size and utrgency
of the problem, all three routes will probably have to be followed. It would not
matter that much if the results were forthcoming only in the medium or long run,
The mere fact of policy action being taken right away, and being sz to be taken,
could have short-term eflects on the supply and hence on the price of oil.

Secondly, it is of paramount importance that in the absence of unambiguous
signs of a cyclical cooling-off in the United States, i.e. in the absence of the
“natural death” evoked above, the burden of restrictive measures should fall much
motre heavily on the United States than on the traditional surplus countries. It is
true that US monetary policy has taken a more restrictive stance since last autumn,
and this has probably contributed to the strength of the dollar since the tumn of
the year. But can it be regarded as sufficiently restrictive in an economy where
domestic inflation is accelerating? After all, real interest rates ate only barely
positive in the United States, while they are quite high in a number of other
industrial countties. And can US fiscal policy be considered sufficiently restrictive
when at the height of a cyclical boom the Government is still runmng a deficit —
though admittedly 2 much reduced one?

If by a combination of good fortune and the correct policies the world were
to steer closer to the optimistic than to the pessimistic scenatio, this would provide
a welcome framework for dealing with most of the outstanding international monetary
problems raised in the main body of this Repott: the interrelated problems of the
rapid growth of official foreign éxchange reserves and the borrowers’ ‘market
for international bank lending; the consolidation and further development of the
EMS; and the ‘“‘dollar overhang™ and official reserves diversification. On the
other hand, all these problems could become intractable if the world approached
a situation beating the main features of the pessimistic scenario.

To take, first of all, the interconnected ptoblems of international reserve
growth and the borrowers” market for international bank lending, it seems likely,
as has been suggested in Chapter VII, that a radical improvement in the US
balance of payments, as implied in the optimistic scenatio, would be both a
necessary and a largely sufficient condition for their resolution. If the US current
account were to improve to the point of running a surplus large encugh to offset
the outflow of net ditect investment, the net reserve position of the rest of the
world would cease to improve — except for the small increase caused by the SDR
allocations. If, moreover, US monetaty policy remained tight enough to discourage

1
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external lending by US banks, the creation of gross reserves would probably also
slow down substantially. Indeed, the simultancous imptovement in the US cutrent
and capital accounts would, in addition, temper the borrowers’ bias in the Euro-
dollar sector of international bank lending. This would happen for two reasons:
first, all other things being equal, the turn-around in the US current account would
increase the financing need of the rest of the wotld and, secondly, the reserve
losses incurred outside the United States would tend to mop up excess liquidity and
reduce incentives for external lending by the banks of the surplus countries.

As for the EMS, its first months of operation have undoubtedly been helped
by the greater calm in exchange markets and, in particular, by the reversal of
speculative capital flows out of the strong currencies and back into the dollar,
Anything approaching the optimistic scenario would create a beneficial environment
for further progress, while a renewed dollar crisis would be most likely to put a
strain on the structure of intra-Huropean exchange rates.

However, consolidation and further progress within the EMS require more
than the mere absence of a new dollar crisis. They require, firstly, that whatever
‘changes in central rates become unavoidable as a result of the divergent trends in
the countries participating in the EMS exchange rate mechanism should be decided
upon and carried out swiftly and smoothly and, if possible, without giving a
one-way option to speculators. The more recent history of the now defunct “snake”
makes encouraging reading in this respect. But it must be realised that there are
obstacles in the way of such decisions which can be ovetcome only with 2
combination of political will, technical skill and good luck.

The proper functioning of the EMS requires, secondly, the implementation
of policies leading to a stabilisation of exchange rates. In the shorter run, monetary
policy may certainly play a useful role in this respect, since interest rate differentials
have proved themselves quite capable of offsetting the impact on exchange rates
of differences in inflation rates. But it would be an illusion to believe that interest
rate differentials can stabilise exchange rates in the longer run. Moreover, recent
expetience with monetary targeting in countries with an advanced and complex
financial structure such as the United States shows that it would be equally
~dangetous to believe that the setting of comparable targets for monetary
aggregates — even if this were politically feasible — would in itself be sufficient to
produce an adequate convergence of inflation rates and lead at the same time to
stable exchange rates, The co-ordination of policies should in fact cover much
broader areas than the limited one of monetary policy.

Last but. not least, the world needs something approaching the optimistic
scenario if gradual sclutions are to be found to the problems raised by the dollat
overhang and, in patticular, by the trend towards the diversification of official
foreign exchange assets away from the dollar.

On the broadest possible definition, the dollar overhang reflects the desire
of US and foreign holders of dollar-denominated financial assets to diversify their
portfolios into assets denominated in other currencies. This desire has come about
partly as a natural result of the gradual decline in the relative weight of the
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United States in the wotld economy in terms of gross national product, trade and
financial markets — a relative decline which is simply the counterpatt of the
relative increase in the importance of Japan, Germany and other major countties.
The urge to diversify has been strengthened by the currency untest and the
depreciation of the dollar in relation to other reserve currencies. Official reserve -
diversification is only a special case of this more general problem. Central banks
have been adjusting the currency composition of their foreign exchange holdings
to that of their country’s external debt and to the curtency pattern of their foreign
trade as well as for reasons of prudent portfolio management. There are clear signs
_of a trend in this direction, at least in the case of those central banks that did not
acquire dollar balances as part of a deliberate policy of supporting the dollar rate.
The trend may become more pronounced if the US authorities decide to build up
their foreign exchange reserves — since, by definition, they will have to hold these
reserves in currencies other than the dollar.

This development raises some thorny long-run issues concerning the fate of
our intetnational monetary artangements. The most important of these is whether
the natural drift towards 2 multiple reserve-currency system should be regarded as
desirable, or whether it would be preferable to replace official dollar holdings by
SDRs. There is no easy answer to this question, first because it obviously does
not depend solely on what is desirable, but also on what is practicable, secondly
because one solution need not necessatily exclude the other, and thirdly because
when assessing the desirability of either of these two courses of action the basis
of compatrison is not a well-functioning single reserve-cutrency system, but a poorly
managed one already comprising both de facto clements of 2 multiple reserve-
currency system and SDRs.

Whatever the answer may be, one thing stands out quite cleatly at this
juncture: neither the broad problem of the dollar overhang nor the more narrowly
defined one of official reserve diversification can be satisfactorily resolved unless
confidence in the dollar is restored on a durable basis, This statement has two
implications. First, that a US inflation rate markedly higher than that of the other
major industrial countries wouid be bound to speed up the long-run trend of
diversification out of dollars. Secondly, that a large and persistent US current-
account deficit, aggravated by capital outflows, would add a “flow” problem to
the “stock™ problem of dollar holdings by non-residents. Diversification at such
a speed and on such a scale would become unmanageable. No institutional tricks
could be devised to handle the situation, and there would simply be no option left
but to accept the anarchic development of new reserve centres, which would be
in nobody’s interest.

Any further improvement in the US balance of payments would undoubtedly
raise policy problems for other western countries. They would not be able to
fight inflation by relying on the appreciation of their currencies against the dollar;
at the same time they would have to follow policies which would help, rather
than hinder, the international adjustment process. This might turn out to be a
difficult task in the presence of a strengthening OPEC surplus. On balance,
nevertheless, a repetition of the 1978 dollar crisis would have immediately
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distuptive cffects far outweighing the difficulties that would have to be faced as
a result of renewed confidence in the dollar,

The broad conclusion of this Report can thus be summed up in two points.
Fitst, both for the sake of less inflationary world growth and to help resolve some
of the outstanding problems of the international monetary system, the world needs
a further improvement in the US balance of payments. And secondly, such an
improvement, if and when it becomes appatent, imposes 2 duty on the strong-
currency countries to conduct policies that will make the change in the US external
accounts, and the implied cooling-off of the US economy, tolerable both for
themselves and for the rest of the world. This is a challenging task for policy co-
ordination among western industrial countries, the chances of which may perhaps
look dim in the light of past experience. But what is the alternative?

RENE LARRE
General Manager



BALANCE SHEET AND PROFIT AND LOSS ACCOUNT
AT 31st MARCH 1979 '



BALANCE SHEET

ASSETS (Bafore and after
@old francs
Gold e aee e e 4,5088,630,778
Cash on hand and on sight account with banks 03,015,982
Treasury bills ... ... ... .. 1,284,678,208

Time deposits and advances

Not sxceeding 3 months
Over 3months ... ... ... ..

" Securities at term

Not exceeding 3 months
Over 3 months

Miscellaneous ... ...

Land, buildings and equipment

cr. 34,434,042,155
. 24,242,827,908

58,676,870,080

eereee 1,773,008,118
cereee 2,483,989,918
4,257,798,035

1,109,621,183

T Y S 1

70,408,614,197

Note 1: The gold franc Is the equivalent of 0.290 322 50,.. grammes fine gold — Article 4 of the
Statutes. Assets and llabllities In US dollars are converted on the basls of 1 gold franc =
US § 0.394 1,..; all other ema In currencles are converted at central or market rates against

the US dollar.

Note 2: At 31st March 1979, gold payable agalnst currencles on forward contracts amounted fto

325,834,663 gold francs.




AT 31st MARCH 1979

allocation of the year's Net Profit)

LIABILITIES

Capital

Issued: 481,128 shares

of which 25% paid up

Reserves
Legal Reserve Fund ... .
Ganeral Rezerve Fund
Speclal Dividend Reserve Fund
Free Reserve Fund

Deposits (goid)
Ceantral banks
Sight ... .. v tee aan
- Not exceeding 3 months
Over 3 months ... ... ...
QOther depositors
Sight ... .. v w aa

Deposits (currencles)
Central banks
Sight ... ...

Not exceeding 3 months
Over 3 months ... ...

Other depositors
Sight ... ... ... ..
Not exceeding 9 months
Over 3 months

Miscellaneous
Profit and Loss Account ...

Dividend payable on 1st July 1979 ...

Iy

Authorised: 00,000 shares, each of 2,500 gold francs ...

1,500,000,000

1,202,812,600

vew “ee

30,070,313
519,847,193
‘e 75,17%,781
aen 567,118,200

s 3,807,820,845

49,449,781

aen 8,611,110

33,082,685

855,352,038

. 49,412,926,736

e 12,585,564,510

72,359,303
‘e 384,774,237
s 1,687,253,033

Before allocation

After allocation

Gold francs

300,703,125

1,192,211,487

3,998,764,421

63,968,231,635

726,127,378

220,576,151

70,408,514,197

Gold france

300,703,125

30,070,313
576,247,193
83,175,781
643,718,200

1.333,211,487

3,998,764,42¢

63,968,231,635

728,127,378

79,576,151

70,408,611 4,197

Zurlch, aoth April 1979

REPORT OF THE AUDITORS TO THE BOARD OF DIRECTORS AND TO fHE GENERAL MEETING OF THE BANK FOR
INTERNATIONAL SETTLEMENTS, BASLE

In our opinion the Balance Sheet and the Proflt and Loss Account, Including the notes thereon, give, on the basis described in
Note 1, a true and falr view of the state of the Bank's affalvs at 31st March 1978 and of its profit for the year ended on that date,
We have obtalned all the information and explanations which we have required. The Bank has kept proper books, and the Balance
Sheet and the Profit and Loss Account are In agreement with them and with the information and explanations glven us.

PRICE WATERHOUSEAL CO.




PROFIT AND LOSS ACCOUNT
for the financial year ended 31st March 1979

Gold francs
Net interest and other income ... 297,388,044
Less: Costs of administration:
Board of Directors ... ... ... ... ... G e 843,503
Management and Staff bes  wee esr ave ess exs 4e.  B3,069,864
Office and other expenses ... ... ... ... ... .. ... 21,182,768 75,095,835
Net operating surplus 222,292,209
Less: Amount transferred to Provision for Exceptional Costs of
Administration .. : 1,716,058
Net Profit tor the financlal year ended 31st March 1979 220,578,181
The Board of Directors recommends to the Annual General Mesting
that the Net Profit should be allocated in accordance with Article 51
of the Statutes as follows:
Dividend: 110 Swiss francs per share on 481,125 shares 79,576,181
141,000,000
Transfer to General Reserve Fund £8,400,000
84,600,000
Transfer to Special Dividend Reserve Fund 8,000,000
76,600,000
Transfer to Free Reserve Fund 76,600,000
Movement on the Provision for Building Purposes
during the financial year ended 31st March 1979
Gold francs
Balance at 1st April 1978 24,032,478
Add: Exchange difference 2,843,833
: 27,776,311
Less: Amortisation of expenditure incurred 18,755,841
Balance at 31st March 1979, incorporated in Miscellaneous (Liahilities)

9,020,470



BOARD OF DIRECTORS

Dr. ]J. Zijlstra, Amsterdam Chairman of the Board of Directors,
President of the Bank

The Rt.Hon. Lord O’Brien of Lothbury, London Vice-Chairman

Baron Ansiaux, Brussels

Prof. Paolo Baffi, Rome

Bernard Clappier, Paris

Dr. Ounar Emminger, Frankfurt a/M,

Dr. Fritz Leutwiler, Zurich

Carl-Henrik Nordiander, Stockholm

Dr. Antornuno Occhiuto, Rome

The Rt.Hon. Gordon Richardson, London
Dr. Johann Schéllhorn, Kiel

Cecil de Strycker, Brussels

Alternates

Georges Janson, Brussels

Christopher W. McMahon, London, or
M.J. Balfour, London

Karl Otto P8hl, Frankfurt a/M., or
Dr. Leonhard Gleske, Frankfurt a/M.
Dr. Mario Sarcinelli, Rome, or

Dr. Giovanni Magnifico, Rome

Marcel Théron, Paris, or

Gabriel Lefort, Paris

MANAGEMENT
René Larre General Manager
Dr. Giinther Schleiminger Assistant General Manager
R.T.P. Hall Head of the Banking Department
Prof. Alexandre Lamfalussy Economic Adviser,

Head of the Monetary and
Economic Department

Dr. Giampietro Morelli Secretary General,
Head of Department
Maurice Toussaint Manpager
Prof.Dr. F.E. Klein Legal Adviser
Robert Chaptinel Deputy Manager
Dr, Warren D. McClam Deputy Manager
M.G. Dealuy Deputy Manager
R.G. Stevenson Assistant Manager
Rémi Gros Assistant Manager
André Bascoul Assistant Manager
Paul A. Hauser Assistant Manager
Joachim Mix Assistant Manager

Dr. H.W. Mayer Assistant Manager



