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FIFTY-FIFTH ANNUAL REPORT

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

Basle on 10th June 1285

Ladies and Gentlemen,

I have the honour to submit herewith the fifty-fifth Annual Report of the Bank
for International Settlements for the financial year which began on 1st April 1984
and ended on 31st March 1985.

The net profit for the year amounted to 68,366,633 gold francs, after transfer
of 2,839,801 gold francs to the Provision for Exceptional Costs of Administration.
This compares with a net profit for the preceding year of 67,492,877 gold francs.

The Board of Directors recommends that, in application of Article 51 of the
Bank’s Statutes, the present General Meeting should apply the sum of 13,366,633
gold francs in payment of a dividend of 145 Swiss francs per share,

The Board further recommends that 22,000,000 gold francs be transferred to
the General Reserve Fund and the remainder of 33,000,000 gold francs to the Free
Reserve Fund,

If these proposals are approved, the Bank’s dividend for the financial year
1984-85 will be payable to shareholders on 1st July 1985.



I. NEW CHALLENGES TO SUSTAINED GROWTH.

The upswing in the western industrial world is now well into its third year. It
was set in motion by the US economy in the late months of 1982 and has depended
heavily upon this stimulus ever since. The recovery process has now spread not only
to all industrial countries but also to a large part of the developing world.

There can be no doubt about the immensely beneficial effects of renewed
expansion on the world economy. It marked a turn-round from the longest, and in
some countries the deepest, post-war recession, It has seen the US economy create
millions of new jobs and has at least halted the deterioration in the European labour-
market situation. It has greatly assisted the external adjustment efforts of the debtor
countries and helped to defuse the debt crisis. In this environment the banking
systems of the industrial countries have succeeded in strengthening their capital base,

At the same time the current recovery has exhibited some other encouraging
features. Foremost among these is a relatively impressive inflation performance. The
need to resort to anti-inflationary demand restraint which has so often bedevilled
past recoveries after only a few years of growth has not arisen this time. This is
largely due to the moderation of nominal wage increases. Moreover, as a corollary
of the fairly satisfactory unit labour cost developments, corporate profitability has
improved substantially in most industrial countries. Investment activity has picked
up, vigorously in the United States but also quite well in Japan and in parts of
western Europe. At the same time, many governments have made major and often
successful efforts towards reducing both the public-sector deficit and the burden of
government spending, and they have been equally assiduous in trying to remove or
reduce structural rigidities in labour and product markets. Finally, even the sharply
increased volatility, and the recent decline, of the dollar exchange rate do not so far
appear to have disrupted the favourable international business climate; nor have they
created tensions within the European Monetary System.

Against this broadly encouraging background — one that would have been
considered highly improbable by even the most sanguine forecasters during the crisis
months of 1982 — this Report proposes to look at some of the underlying problem
areas that might well store up trouble for the future. Some of them could directly
jeopardise the industrial countries’ growth performance or even bring about a
premature recession, Others could make for greater financial instability and
turbulence which would ultimately lead to the same result,

In this Report four potentially serious problem areas are brought to the
reader’s attention: the twin problems of unemployment and inflation; the
implications for the conduct of monetary policy and prudential supervision of
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internationaily integrated, innovative and progressively deregulated financial
markets; exchange rate developments and the external imbalances among the
industrial countries; and the international debt situation.

Unemployment and inflation.

One component of the first of these problem areas is, of course, immediately
obvious, at least in western Europe, where the level of unemployment is of direct
concern to all policy-makers. What is, however, less clearly perceived is that, when
measured against the background of such vast under-utilisation of human resources,
the success achieved in the fight against inflation begins to look more modest, and
legitimate questions can be asked about how decisive and sustainable this success
really is. True, price behaviour has been satisfactory when compared with the high
rates of inflation recorded a few years ago and has perhaps also been better than
expected. But this relative success in the process of disinflation’ cannot be judged in
isolation from the high levels of unemployment prevailing, especially in western
Europe. Whilst in this respect the US performance has been comparatively good, it
can for various reasons scarcely be regarded as fully satisfactory. The US inflation
rate has not accelerated so far, despite the sizable drop in unemployment — but
what if the dollar should decline to more normal levels? On the other hand, inflation
performance in western Europe has been quite remarkable, despite the strength of
the dollar — but at what unemployment levels? Perhaps only Japan can claim with
some justification that neither inflation nor unemployment constitutes a major
problem for its economy.

This situation raises fundamental questions, both for economic analysis and for
policy, which cannot be left unanswered for much longer. Two disturbing facts
should serve as a starting-point for the badly needed innovative thinking in both
fields. The first is that macro-economic anti-inflationary policies have now been in
place in most western countries for almost five years without having succeeded in
eradicating inflation. The second is that recovery has progressed far without having
done more than halt the rise in unemployment in Europe and bring only partial and
unevenly distributed relief in the United States. Worse still, in Europe there is little
prospect of any really substantial reduction in unemployment even if growth were
to continue at a moderate pace for some years to come.

These two facts combined suggest, quite bluntly, that something has gone
basically wrong in the way prices are set in many western industrial countries, first
and foremost in the labour market but also elsewhere: they do not perform their
market-clearing function in the face of excess supply, while chey react quite quickly
and asymmetrically to excess demand. Why is this so? Because the experience of a
long period of full employment, accompanied by creeping inflation and an official
commitment to counteracting recessions, has introduced a bias in price expectations?
Because the institucional framework in which the labour markets operate —
minimum wages, generous and prolonged unemployment allowances, the high cost
of shedding excess labour — have fundamentally disturbed the mechanics of wage
formation? Because indexation has protected large segments of the population from
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the income-eroding effects of inflation? Because market participants still do not trust
the authorities’ recent commitment to pursuing anti-inflationary policy? Or because
they simply do not believe that restrictive monetary policies, unaided by other
policy measures, will be able to eradicate inflation?

It would be unwise to claim to know the answers to these questions, but one
major conclusion from the policy point of view nevertheless seems warranted: unless
we can restore a greater degree of two-way flexibility to price and wage formation,
it would be vain to expect our industrial economies to achieve a growth performance
fast enough to absorb unemployment in the foreseeable future. Any marked
acceleration of growth achieved solely through a relaxation of macro-economic
policies would be very likely to rekindle inflation, and this would soon put an end
to the growth process itself. On the other hand, growth rates which are sufficiently
modest to allow inflation to be kept under control would be likely to go hand in
hand with productivity increases rather than expanding employment — especially in
Europe, where labour-market rigidities could well continue to steer capital
formation towards labour-saving investment. The sad conclusion is that, given the
existing characteristics of labour and product markets, there is no macro-economic
policy of any shape or combination capable, by itself, of leading simultaneously to
full employment and price stability. Or, to put it more positively: the precondition
for restoring the effectiveness of macro-economic policies is a much greater
flexibility of markets.

Structural changes in financial markets.

A second area of concern has to do with the structural changes that have been
taking place for some time now in the activities of the financial intermediaries and
the operation of the financial markets. These changes are of three kinds and to some
extent are interrelated. Firstly, there are financial innovations, i.e. the emergence of
new financial techniques and instruments. They occur in response to a variety of
stimuli, the most important of which derive from the desire of market participants
to minimise the costs arising from taxation and regulations and to seek protection
against the uncertainty generated by unexpected interest and exchange rate
fluctuations. Technological progress in many instances facilitates the implementation
of innovative ideas. Prime examples of such innovations are the spreading use of
contracts with floating interest rates, interest and currency swaps, bond or note
issues linked to various mobilisation and underwriting commitments, and markets
for financial futures.

A second kind of change can be conveniently labelled “institutional
despecialisation”, that is, the erosion of the demarcation lines between categories of
financial institution or between financial institutions and the réle played by open
markets. Some of this despecialisation has been taking place gradually, within the
framework of existing regulations, often precisely as a result of new financial
instruments being used simultaneously by different categories of financial
intermediary. Another impetus to despecialisation comes from deliberate moves
towards deregulation by the authorities. Still another is the rapid growth of financial
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saving and the related efforts of individual financial institutions to broaden their
range of customer services.

The third type of structural change affecting the activities of intermediaries and
markets has been their internationalisation — a process that had already started in
the 1960s and may by now have slowed down. Bur it has reached proportions that
have radically altered the nature of financial intermediation. In its broadest sense,
this can be seen in the vast expansion of cross-border capital flows, with striking
consequences for exchange rate developments as discussed below. More specifically,
the process of internationalisation has most visibly affected the banking systems of
the industrial countries. Banks’ international exposure has increased dramatically
over the last fifteen years. This is reflected in the high share of external claims and
liabilities in their balance sheets, in the often still growing proportion of balance-
sheet items denominated in foreign currencies, in the sometimes huge reliance on
international interbank funding, and in the high ratio of country risks to equity. -

These changes run wide and deep, affecting the whole framework in which the
financial markets and the financial intermediaries operate, particularly in the United
States and the United Kingdom, although the financial systems of other industrial
countries are also strongly affected, if only through the large-scale innovations
occurring in the international segment of their activities. At the same time, all
financial systems have had to live with a process of disinflation which, almost by
definition, carries with it shocks and risks at both the domestic and the international
level, as well as with large interest rate fluctuations and sharply increased exchange
rate volatility. This is a situation with no historical precedent and no guide to
analysis can therefore be found in past experience.

A positive aspect of these structural changes is that they all lead to sharper
competition and to the supply of a2 wider range of better designed financial services
to non-financial customers. In short, they should tend to lower transaction costs and
improve the allocative efficiency of financial markers, However, they also give rise
to questions of some concern, two of which stand out quite clearly. One relates to
the operative efficiency of monetary policy, in particular in those countries which
have adopted monetary aggregates as intermediate targets. With the widening range
of debt instruments and the blurring of demarcation lines between institutions, it has
become difficult to decide which liabilities of which institutions should be chosen as
the target variable by the authorities; and, given the greater substitutability among
financial assets, hitting the target has itself become a delicate exercise. In addition,
the transmission mechanism, that is, the way in which the intermediate target
influences the “real” economy, may also have been affected by this new financial
environment. It is not obvious, for instance, how and to what extent floating
interest rates, or the possibility of hedging against interest rate changes through
financial futures contracts, will affect investment decisions. In short, the simple
beauty of targeting — if that beauty was ever simple — might well give way to a
great deal of technical complexity liable to undermine one of the main virtues of
targeting, namely its ability to influence the inflationary expectations of market
participants. In- these circumstances the credibility of monetary action comes
increasingly to depend upon the final results achieved, which puts a very heavy
burden indeed on monetary policy.
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The second concern arising from these changes has to do with their potential
effect on financial stability. It may well be that fully deregulated, highly competitive
and innovative financial markets are as stable as, or perhaps even more stable than,
markets operating under strict rules enforced through tradition or official regulation
— although, as pointed out above, such a hope can rest only on theory, not on past
experience. However, this is in any case beside the point. Deregulation and
innovation, especially in an international framework, will not produce an entirely
free market overnight. They are part of a long process which is likely to bring
substantial changes in the profitability of whole categories of financial
intermediaries, subject managements to a hard period of learning and adjustment and
cloud the transparency of financial institutions, transactions and markets, which is
of such importance for market participants’ risk-taking decisions. Prudential
supervision, which must be relied upon 1o exert a countervailing stabilising
influence, faces a challenging time in such a period of transiton.

Exchange rate developments and external imbalances.

One of the most striking features of 1984 and the early months of 1985 was
the combination of a very strong dollar and a rising US current-account deficir.
Between January 1980 and early March 1985 the real effective exchange rate of the
dollar rose by almost 60 per cent.; about one-quarter of this appreciation took place
between June 1984 and carly February 1985. For the year 1984 the US current-
account deficit reached the staggering figure of $100 billion, though this was
equivalent to “only” 2% per cent. of US gross national product, a percentage
comparable with that of the Japanese current-account surplus.

The story behind these facts is, up to a point, fairly straightforward and
uncontroversial, Part of the US external imbalance — perhaps as much as one-half
— is due to the substantial cyclical lead of the US economy over the rest of the
industrial world. Foreign protectionism has certainly hurt many US industries, but
this is not a radically new development and is, therefore, unlikely to have been a
major factor in the deterioration of the US external accounts. The bulk of this
deterioration has been brought about by the appreciation of the dollar, which has
dramatically undermined the competitiveness of the entire internationally traded
goads sector of the United States. Since the appreciation of the dollar has gone hand
in hand with a growing deficit on goods and services, it can only be explained by
the vigour of capital inflows.

It is at this point that the analysis becomes controversial. Some argue that the
attraction of the dollar has mirrored that of the United States as an investment
outlet. As a result of the tax-cutting and supply-side policies implemented by the
Administration and the consequent strong growth performance of the US economy,
the prospective yield on investment in the United States has become much more
favourable than that elsewhere. Evidence supporting this view can be found in the
vigorous upturn in US domestic investment activity itself.

Others would stress the r6le of interest rates and of the US fiscal deficit.. The
attraction of the dollar has rather been underpinned by the existence of an
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uninterrupted, albeit fluctuating, interest rate differential, both long and short-term,
in favour of dollar-denominated financial assets. According to this view, the high
level of nominal and real interest rates in the United States should be attributed
primarily to the large and expanding “structural” component of the US budget
deficit. At the same time, strong domestic credit demand, coupled with the
reluctance of US banks to increase their external claims on high-risk countries at the
rate they were doing some years ago, has brought about an inflow of funds into the
United States through banking channels. The capital account of the US balance of
payments seems to bear out this view. It shows that banking flows have indeed
contributed massively to capital movements into the United States; it also shows that
the role of interest-sensitive financial flows has been much more important than that
of direct investment or of purchases of equity. Finally, it can also be argued, in
particular when one looks at the greatly increased volatility of the dollar during the
early months of 1985, that at levels so divorced from the underlying fundamentals
an exchange rate may take on a life of its own — in other words, that speculation
can for some time become a self-perpetuating force.

These differences in analysis naturally affect opinions as to policy
prescriptions. They are perhaps not as crucial when it comes to assessing the dangers
inherent in the current situation. These come under three headings.

The first, and most immediate, concern relates to the position of the
internationally traded goods sector in the United States itself. The rising trend of the
dollar and the deteriorating current account of the United States are mirrored in the
fact that the strong expansion of domestic demand has barely had any stimulating
effect on the production of those goods that face world competition. For instance,
US industrial production remained practically unchanged during the ten months to
March 1985. As a corollary, much of the employment-stimulating benefit of the US
recovery has accrued to those sectors — mainly services — that are not exposed to
foreign competition, This raises justified concern about the longer-term implications
for movements in the labour market of a return to more normal exchange rate levels.
Meanwhile, the more immediate concern is about the tide of protectionist pressures
that has been building up in the United States and which could be severely
detrimental to the future development of international trade. On the whole,
however, these pressures have so far been wisely and successfully contained by the
Administration. '

On the assumption that this resistance remains effective, the second
preoccupation, voiced outside the United States, about the effects of a high dollar
on the rest of the world should not be exaggerated. Admittedly, the strength of the
dollar has led in many industrial countries to upward pressure on import prices and
has, therefore, impeded governments’ disinflationary policies, although this
influence has to some extent been attenuated by the correlative weakness of
commodity prices denominated in dollars. Admittedly, too, the uncoupling of
interest rates could not be as successful in these circumstances as would have been
desirable, given the weakness of domestic investment demand in a number of
industrial countries. Real interest rates have therefore remained relatively high
outside the United States as well. But both of these adverse influences emanating
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from the United States have been more than offset by the benefits bestowed on the
rest of the world by the locomotive réle of the US economy, without which there
would have been no recovery in world trade, and by the huge US current-account
deficit, without which the external adjustment efforts of the deficit countries would
have been both less effective and more painful.

The real international concern should lie not so much in the present as in the
future — that is, in the potentially disruptive nature of the unwinding of the current
situation. It is clear that at its present level the US current-account deficit is not
sustainable: it implies the speedy deterioration of the US international investment
position, which has already brought the richest country of the world to the position
of net external debror. While no one can foresee the quantitative or temporal limits
of such a development, there can be no doubt that such limits do exist. Given the
high degree of integration of the international financial markets and the customary
speed with which asset markets adjust themselves to shifting expectations, the
danger lies in a sudden reappraisal by market participants of the advantages in
further increasing their holdings of dollar-denominated assets. Should this go
beyond certain limits, the domestic interest rate level in the United States would be
bound to be affected, given the massive rdle played by external capital flows in the
financing of the US economy. Since markets for goods and services do not react
quickly, the current-account deficit is relatively rigid — and hence will be financed
through capital inflows. But at what interest and exchange rate levels? At the cost
of what real or financial shocks? And what if this adjustment should coincide with
a natural slowdown or perhaps even a recession in the US economy? Would it not
prevent any substantial decline in US interest rates, vital to help mitigate both the
domestic and the international impact of a weakening of the US economy?

At the time of sending this Report to the printer — on 13th May — the dollar
had fallen by 8 per cent. in effective terms from the peak level registered in the
second half of February and had lost even more ground against sterling and the main
EMS currencies. While its decline was at times abrupt, with a sharp increase in day-
to-day and even hour-to-hour volatility, it did not yet set in motion such a
potentially disruptive sequence of events. It is, moreover, impossible to judge the
likelihood of this happening in the future: the possibility of a smooth, orderly
decline from the still high and unsustainable current exchange rate level cannot be
precluded. But the stakes are high, and it is the duty of policy-makers to do
everything to avoid financial disturbances of the kind outlined above, even if no one
can attach any — even approximate — degree of probability to such an occurrence.
Preparing the way for an orderly unwinding of the US external imbalance should
figure as a priority item on policy-making agendas.

The international debt situation.

The positive developments in the international debt situation which were noted
in last year’s Annual Report have since been confirmed. Rescheduling and financing
negotiations between the major debtor countries and the banks, under the auspices



of the International Monetary Fund, have on the whole been proceeding in an
orderly way. The hurdles have not been easy to overcome, but in the end a sense
of responsibility prevailed on both sides of the negotiating table. These agreements
would not have been possible without the continued external adjustment efforts of
many debtor countries, Of course, their success in achieving often very large trade
surpluses owes a great deal to the vigorous expansion of domestic demand in the
United States and o the large US trade deficir, as well as to the generalised recovery
in the rest of the industrial world. At the same time, individual debtor countries
have continued to display striking differences in the scale and the nature of their
adjustment efforts and achievements — a fact suggesting that the case-by-case
method of dealing with the debt problems has been justified.

Despite this progress, however, the problems encountered by a number of
debtor countries, heavily concentrated in Latin America and Africa, can hardly be
said to have met with a lasting solution. The reasons for sounding a warning in this
regard relate both to the domestic situation prevailing in the countries concerned and
to possible developments in the international environment.

The domestic problems of debtor countries in Africa fall into a totally different
category from those in Latin America. Many African countries face an external
adjustment task with large segments of their population living in absolute poverty,
a drought-stricken agricultural base and years of economic mismanagement behind
them, which have turned a timid development process into one of economic decay.
" In such a situation, whatever domestic short-term adjustment is feasible should go
hand in hand with domestic policies aimed at long-term development, underpinned
by international assistance.

Most debtor countries in Latin America have long been on the path of
development, possess vast and well-educated human resources and a more or less
diversified industrial base, and many are also generously endowed with natural
resources, including in some cases energy. They have, moreover, demonstrated their
ability to turn their trade accounts around with remarkable speed. But there is
legitimate concern about whether the external adjustment has been accompanied by
sufficient internal adjustment to be sustainable. There are two sources of
preoccupation, their relative importance varying in the individual countries. One is
inflation, which is still virtually out of control in many of the countries concerned;
indeed, in several of them the situation has even worsened. It is doubtful, to say the
least, that a durable external adjustment is possible unless this problem, and what
probably lies behind it in terms of lax monetary policies, negative real interest rates
and wage indexation, is tackled. The second, in such striking contrast with
experience in the Asian countries, is the still inward-looking, protectionist industrial
policy aimed at import substitution rather than export growth. There have been
signs of positive developments in some countries, but they are far from being
general.

That being said, the sheer magnitude of the debt problem for a great number
of Latin American countries, and for some others outside Latin America, is such
that adjustment efforts, whatever their intensity and nature, can only yield
sustainable results if the international environment remains relatively favourable. In
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the case of the most heavily indebted countries, external debt amounts to more than
three times annual export earnings. At an annual interest charge of 11-12 per cent.
this means that complete current-account balance, i.e. the ability to service interest
payments fully without adding to external debt, requires a current surplus (exclusive
of interest payments) equivalent to more than one-third of export receipts. This ratio
improved a little on average last year, which lends support to the view that, even in
cases of such heavy external indebtedness, the locomotive rdle of the US economy
bas outweighed the negative influence of the high dollar interest rates. It is of crucial
importance that this development should not be reversed, but if possible taken even
further. This is a striking illustration of the need for achieving a “soft landing” of
the US economy, that is, a situation in which the worldwide effects of a slowdown
in US growth are to a large extent offset by a better growth performance in the rest
of the industrial world, with a decline in the level of dollar interest rates.

However, even if this were to happen, the numbers in question clearly suggest
that a sustainable external balance cannot be achieved by the most heavily indebted
countries by relying solely on positive current-account developments. These
countries also need a favourable turn in spontaneous capital flows of a nature that
would not add to the external interest burden. There are two types of capital flow
that would satisfy this criterion: direct or equity investment and the repatriation of
flight capital. Both depend heavily on confidence, the prime condition for the re-
establishment of which is an appropriate set of domestic policies.



II. THE PROGRESS OF RECOVERY AND
STRUCTURAL ADJUSTMENT.

Highlights. _

On the face of it, 1984 was one of the better years the industrial world has seen
for some time. At an average of almost 5 per cent., the rate of growth in the Group
of Ten countries was one of the highest recorded since 1973, while at the same time
some further progress was made in the fight against inflation,

On the other hand, the degree of international imbalance again increased, and
in Europe unemployment remained high. Consequently, growing attention was
focused on the US/European macro-economic policy contrast. One view was that
the US policy approach was basically sound and might perhaps be “exportable™.
Another stressed the risks — for the world as a whole — inherent in the US fiscal
and current-account deficits, as well as the need for other countries to persist with
their medium-term policies of structural adjustment.

The United States continued to lead the recovery in 1984 as it had done in
1983. Extremely rapid growth of domestic demand combined with the effects of yet
further appreciation of the dollar to impart an unusually large stimulus to the rest
of the world. Japan and Canada were particularly affected in this regard. In Europe
growth also accelerated, though it was still relatively slow on average. The
slowdown in US growth which began in mid-1984 and which became more clearly
apparent early this year was thus cause for some concern.

Inflation tended either to remain low last year or, where it was still high, to
come down further. The latter was particularly the case in some European countries,
despite exchange rate weakness. It seems that, in addition to displaying an
unexpected degree of underlying softness, dollar commeodity prices also adapted
somewhat to changes in the value of their numeraire. More important, and
potentially significant, was continued moderation in wage costs, which went hand
in hand with some further rebuilding of profit margins.

Following a sharp decline in 1983, unemployment fell more slowly in the
United States last year. In Europe, however, no major inroads have yet been made
into high unemployment levels, although in some cases employment has begun to
increase again.

Longer-term fiscal, demographic and wage cost factors play an important rdle
in the unemployment problem in western Europe. In view of the structural policies
being pursued, growth may for a time continue to depend partly on the stimulus of
external markets. If so — and given the instability of the dollar seen in March and
April — early attention to the policy imbalance in the United States would seem to
be vital. Such a policy correction could prevent disruptive developments in the
United States itself from abruptly reversing the stimulus received by the rest of the
world from this source over the past two years.
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In twrn, longer-term measures, aimed in particular at public expenditure
control, tax reduction and labour-market flexibility, could then be pursued further,
with a view to reinforcing the self-sustaining capabilities of the European recovery.

Qutput and demand.

Total output in the Group of Ten countries rose by nearly 5 per cent. on
average last year. This was one of the best results for a single year since 1973. It also
followed, and took further, the recovery which was already under way in 1983.
During the first half of the year growth was particularly rapid in the United States
—— some 8!/4 per cent. per annum. Indeed, it could be that, for the industrial world
as a whole, the peak growth rate for this upswing has now passed. Nevertheless,
fears of a serious slowdown in the United States following the publication of the
sharply lower third-quarter GNP figures proved premature. After an annualised
growth rate of only 134 per cent. was recorded in that quarter, the rate rebounded
to 414 per cent. in the fourth quarter. But in the first three months of 1985 the signs
seemed to point more clearly to a decline in the underlying momentum of US
growth.

Short-term fiscal effects on the demand side have no doubt played a réle in the
recent upswing in the United States. It is important, however, that they should not
be over-emphasised, nor viewed in isolation from longer-term structural
characteristics of the US economy or from the wider policy context. To begin with,
one should also mention monetary policy, which contributed decisively to the
success in bringing down inflation after 1979. In turn, this meant that some
relaxation of monetary stance could be both permitted and effective when it was
implemented in the second half of 1982. More fundamentally, one might also cite a
degree of underlying supply-side resilience in the US economy, something which the
overall policy framework has recently been attempting to revive and enhance.

Qutside the United States, growth was also comparatively rapid last year in
Japan and Canada (see the table on page 15). In both cases exports played an
important rdle, and in Japan so did business fixed investment.

In Europe the acceleration in growth was more modest, from 1!/4 per cent. on
average in 1983 to 212 per cent, last year. Export demand was, of course, an
important factor in this development, especially in Germany (where total export
volume grew by some 101/2 per cent. between the fourth quarters). In addition, in
those countries which have made the most progress towards their longer-run fiscal
goals, the rate of budgetary retrenchment — with its concomitant short-term
demand effects — has now slowed down.

That said, however, it remains true, especially in contrast to the United States,
that European authorities have by and large continued to be motivated by the need
for further progress in cutting back budget deficits. But, whereas earlier in the
disinflation process the short-term demand effects of fiscal retrenchment had in
several cases found a significant offset in declining saving ratios (probably chiefly as
a result of much lower inflation), such a support to consumer spending was much
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Changes in real GNP and its components.’

Consumption Gross fiwed investment

fonl i privee Exports | Imports Change

Countries Years GNP private | public ?:sri.- resi- public P p in ]
dential | dentisl building?

| volumea changes, in percentages

United States .... | 1981 2.5 2.0 0.9 551 - 55 0.7 7.0 11
1982 - 21 1.3 2.08| - 4.7 | —15.0 - 78 13 1-14

1983 3.7 48 | - 0.3 25 a7 - 56 7.6 0.5

1984 6.8 5.3 3.5? 19.8 12.2 4.7 27.0 1.9

1984 IV 5.7 4.2 7.6% 16.8 24 4.3 15.4 0.6

Japan .......... 1981 4,1 0.7 5.2 56| - 25 4.3 15.9 54 | - 01
1982 34 4.3 1.8 37| - 06 04 3.6 2.7 0.0

1883 34 34 3.0 33| - 56 |- 04 46 |- 45 | - 08

1984 5.7 27 2.2 Ma|-11|-186 18.1 125 0.3

1984 IV 64 2.2 24 12.5 08 |- 09 12.7 7.2 01

Germany ....... 1981 -02| - 086 15| - 28| - 45| - 87 a4 0.7 |- 16
1982 -10|(-14| -10|-37| - 42 |- 93 4.5 22 0.0
1983 1.3 1.1 0.2 5.0 47 |-82 |- 13 0.5 0.7
1984 2.6 0.6 2.0 1.3 241 - 14 7.9 5.7 0.6
1984 IV 28 0.3 3.0 1.4 104 49 | — 0.2
France .......... 1981 0.2 20 221 -24|-0% |- 18 5.3 16 |- 1.8
1982 20 as 26| - 04| - 34 56 | - 2.2 6.3 1.6
1583 0.7 1.1 18| - 24| - 26 2.2 38 |-07 |- 19
1984 1.8 0.5 0.9 04| -64]|- 3.0 6.9 2.9 0.9
1984 IV 2.0 0.0 01| -01] -64]|- 07 4.6 3.9 2.2
United Kingdom®. | 1981 - 14| - 03 02| -657| -56(|-163|-18 |- 34 0.1
1982 20 0.8 0.7 8.1 8.2 01 1.0 3.9 0.7
1983 31 3.9 26| - 1.3 9.6 125 1.4 5.5 0.7
1984 24 1.5 1.0 11.6 1.0 az? 6.5 87 |- 04
19841V 2.3 1.0 1.5 139 | - 441 - 62 9.5 9.8 0.2
Maly . ...oooinnen 1981 0.2 0.5 33 0.0 52 |- 53 |- 31
1982 - 05 0.5 26 - 51 0.7 1.5 0.0
1883 -04)] - 03 24 — 3.8 3.3 01 |- Q7
1984 26 1.8 2.7 4.14 7.0 9.6 0.6
1984 1V 1.7 24 5.44 6.1 122 .
Canada ......... 1981 33 17 25 7.7 319 24 31 45 1.0
1982 -44 | - 20 07 ] -91 | -21.0 42 |- 1.6 | -11.2 | - 33
1983 3.3 3.1 03] —-124 247 1.1 6.4 8.1 2.6
1984 4.7 34 2.8 05| - 38 7.0 18.7 15.5 0.6
1984 IV 3.7 31 20 0.4 1.2 7.4 125 59 | - 07
Group of
Ten countries® .. | 1981 18 1.2 1.7 0.8 4.9 1.6 0.0
1982 ~ 05 14 14 - 3.0 — 0.4 1.7 |- 08
1983 2.7 33 0.8 3.7 1.0 25 0.2
1984 . 4.9 34 2.9 85 8.5 121 11
1984 V7 4.7 2.8 4.8 7.5 9.0 9.3

1 Figures for 1984 are still preliminary. Those for 1984 1V refer to changes over four quanters. 2 As a percentage of the
pravious year's GNP. ®inchuding public investment. 4 Total fixed investment. 5 GNP figures show changes in the
average estimate. 21982 weights and exchange rates. 7 Seven largest countries only.

less in evidence last year. Indeed, in the three largest European countries consumer
spending actually grew more slowly last year than it had done in 1983.

Finally, in Germany and the United Kingdom major strikes affected output in
1984. In the forimer case the effect was mainly on the quarterly pattern of growth.
In the United Kingdom, however, the miners’ strike reduced output for the year as
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a whole, possibly by as much as 1-11/2 per cent. The relatively large leakage of
demand into imports (which rose by nearly 9 per cent.) was in part, though only in
part, a reflection of this disturbance.

The foregoing survey does not, of course, bring out sufficiently the disparity
in performance, particularly that between short-term developments in the United
States, on the one hand, and in Europe on the other, The simple facts are themselves
striking. Over the two years to the fourth quarter of last year output in the United
States rose at the fastest rate for any such period for twenty years — 6.1 per cent.
per annum. More significant for the world as a whole is the fact that total domestic
demand in the United States grew materially faster than domestic output itself — the
difference, of course, spilling over into imports as a demand stimulus to the rest of
the world. Last year US domestic demand rose by 8% per cent., following a rise of
5 per cent. in 1983. This implies that over the last two years the United States has
accounted for just over 70 per cent. of the increase in aggregate demand in the whole
OECD area, against its weight in output of some 40 per cent.

us imports of goods and services.

Contributions of Change in imparts
Changein change in
Periods orﬁ"‘,'um:s totgal trend idual in asa
POl domastic factors? resiaua billions percentage
demand’ of US of non-|
dollars* GNP®
as a percentage over two years
1967 1sthalfto
1969 1sthalf ......... 21.7 9.1 6.7 5.9 103 1.1
1911 1st haifto :
1973 isthalf ......... 20.8 11.3 5.5 4.0{—16.2) 279 1.2
1975 1sthalito
1977 1sthalf ......... 29.8 12.8 6.8 11.2{(+ 2.9) 57.9 1.7
1982 2ndhalfto
1984 2nd half,........ 43.4 15.2 4.3 23.9 (+27.1)] 113.7 3.0

1 Assuming an alasticity of unity.  ? Calculated assuming a linear trend in the ratio of imports to total domestic demand.
3 Figurss in brackets show the chanlge in the dollar’s nominal effective exchange rate over the three years to the end of the
period. 2 Change in the seasonally adjusted annual rate of imports. 5 OECD area excluding the Unilad States.

The corollary of this is that the past two years have witnessed what is, by a
considerable margin, the fastest growth in US imports in the whole post-war period,
some 4312 per cent. in total. And, as the table suggests, although the unusually
strong US demand growth has been an important factor, the rise of the dollar and
the accompanying severe loss of US competitiveness have also played an important
rdle.

While the relative weight of the US economy has declined over the post-war
period, it is also the case that the share of imports in US GNP has risen steadily.
Consequently, the rise of more than $110 billion in the annual rate of imports into
the United States since the second half of 1982 represents a large real demand
impulse abroad. It is difficult to measure precisely the volume effect relative to the
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size of other industrial economies, but it 1s almost certainly a record — possibly as
much as 3 per cent. of non-US OECD GNP,

For the United States itself the increase in the trade deficit involved, of course,
much more than a siphoning-off of extremely rapid aggregate demand growth,
however appropriate that might have been. The loss of competitiveness in tradable
goods industries entailed the risk that otherwise viable production capacity might be
lost for some time and/or that pressures for protection would intensify and in some
cases be acceded to for a longer period than would be appropriate. For the rest of
the world, however, the pluses have seemed up to now to outweigh the minuses.

GNP cycles and the foreign sector. The joint impact of the US recovery and the
accompanying change in competitiveness has generally been seen more in export
than in import developments in the rest of the world. In terms of exports, Japan and
Canada have been the main beneficiaries, even though Europe has expetienced much
of the counterpart gain in real effective cost and price competitiveness since 1980.

Cyclical comparisons of contributions to GNP growth.’

Foreign sector Domaestic secior
" GNP net total private public | business fchange in
Countries . 2 s . 2
A exports | imports® | foreign |domestic | con- expend- | fixedin- [ stock-
and periods P pa balar?ce demand® | sumption it?lre“ vestment | building
changes as a percentage of GNP in the base period
United States
1982 v-1984 1V .. | 124 07 |-32 |-25 14.9 6.7 0.7 35 28
previous cycles .. 10.7 1.1 - 16 |- 05 1.2 . 8.6 0.6 14 1.1
Japan
1982 IV=1984 IV .. 10.6 62 |- 17 45 6.2 256 0.3 34 0.4
previous oycles .. 18.8 a3 - 29 0.4 18.4 9.0 26 4.6 0.4
Germany
1982 IV=1984 IV .. 6.0 4.7 - a7 1.0 5.0 0.8 1.15 1.4¢ 1.7
previous cycles .. 10.2 48 |- 36 1.2 8.0 4.4 1.18 1.8% 1.7
France
1982 Iv-1984 1V . 2.9 2.7 - 11 1.8 1.3 05 0.2 |- 02 1.3
previcus cycles .. 10.9 39 |- 51 - 1.2 124 6.6 i1 18 1.6
United Kingdem
19682 Iv-1984 1V .| 5.4 38 |-565 |-19 1.2 2.7 1.0 1.5 2.2
previous cycles .. 58 a7 - 28 0.8 5.0 1.7 1.0 1.2 1.3
Italy ;
1982 iv-1984 (V .. 29 43 (- 4.2 G.1 28 22? 0.6°
pravious cycles .. 12 43 |- 22 2. 10.0 74 2.6°
Canada
1982 V-1984 1V .. 1.1 9.0 - 7.5 1.5 9.5 5.1 0.9 - 14 38
previous cycles .. 11.2 4.1 - 53 - 1.2 12.4 7.2 1.5 0.3 1.5
Sweden
1982 198401 .. 4.8 43 |- 04 39 09 |- 04 0.7 0.5 0.6
previous cycles? .. 7.6 5.0 - 5.0 0.0 7.6 19 1.5 0.3 a5

1 The current upswing is compared with the average performance in the corresponding two-year period of three previous

ws. For all countries exoe)pt Swedaen, the first of these previous cycles was taken to start from the second quarter of 1975
[Swedan, fourth quarter 1977). The starting dates for the second were: United States and Canada, fourth quarter 1970;
France, second cfuartgr 1971; Japan, third quarter 1971; Germany and Sweden, fourth quarter 1971: United Kingdom, first
quarter 1972; Italy, third quarter 1972, For tha third, the starting dates were: United States, Canada, Japan, Germany, France
and HKaly, secon t‘ualjter 1967; United Kingdorn, third quarter 1966. 2 A minus sign denotes an increase in imports.
3 Including residential investment. 4 Total public expenditure on goods and services, current and capital. % Excludes
Eubllc investment.  ®includes public t and d i construction. . 7 Indluding changes in stockbuilding.

Two cycles only. . :
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The primary reason for this apparent contradiction is, of course, the dominant
influence of the pre-existing pattern of trade. Following a deep recession, and with
the bulk of Canadian exports going to the United States, it is not surprising that
Canada experienced the largest rise in exports of all Group of Ten countries over the
two years to the end of 1984. And this despite the fact that, with a relatively large
increase in domestic costs, competitiveness has probably not been a helpful factor
(see the table on page 19). In addition, Canadian imports also rose strongly, partly
as a result of buoyant domestic demand growth.

In Japan the upturn has been most clearly led by the foreign sector. Although
changes in competitiveness appear not to have played much of a réle, the US market
accounts for around one-third of Japanese exports. At the same time, the proportion
of domestic output exported (measured at constant prices) had already risen to
nearly 20 per cent. by 1982, twice the figure only twelve years previously.
Consequently, although the rate of increase in Japanese exports has not been a
record, their (arithmetic) contribution to GNP growth has been greater than on
average during the three previous upturns (see the table on page 17). Even so, with
an overall rise in output of 101/ per cent. over eight quarters, the upturn has been
much below previous upswings, when much higher secular rates of growth were
anyway the norm. As the table shows, the relative weakness of domestic demand
contributed to this outcome.

In Europe exports to the United Scates account for less than 10 per cent. of the
total, the United Kingdom being the only major exception. On the other hand, as
already noted, exchange rate weakness vis-a-vis the dollar has implied here, on
average, some gain in price/cost competitiveness which will presumably have
affected not just exports to the United States but also performance in dollar-related
third markets as well. And indeed, as the table suggests, within what was generally
a slow recovery by past standards, the contribution of exports — though not fully
apparent until last year — has not been far short of past averages. However, for the
United Kingdom and Germany especially, an important corollary of this is that the
initial stirrings of recovery were domestically generated — no doubt parily as a
result of the firm commitment to disinflation.

On the whole, though, the current European upturn is by now proving to
have a sizable export component. Indeed, fears have been expressed that this may
be excessively so in the sense that either productive structures might be
inappropriately adjusted to what may be a temporary demand pattern (some of the
counterpart of the problems being experienced by US tradable goods industries) or,
alternatively, there would be no major investment response, either in export
industries themselves or elsewhere in the economy (where demand remains for the
most part relatively slack). Both these possibilities are, of course, connected with the
issue of the recovery’s medium-term sustainability.

However, as noted above, the overall export contribution to European demand
has not been unusually large compared with previous cycles. And unless the
composition of exports to the United States (which have naturally grown the fastest)
is substantially different from the overall average, no especially concentrated
pressures on certain sectors would seem to be implied. In addition, improvements
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Nominal exchange rates, competitiveness and export growth,

Real effective exchanga
Nominal Unit labour rate based on Cu:;m(u 1;2“
affective costs: X P th
exchange domestic relative relative 1382 V1o
Countries rate curtency unit labour export unit 1984 V7
costs values
. - in
indices: 1980 = 100" percantages
United States ... .........coveieennn. 147 111 139 J136 9
YT T 124 99 106 102 32
Canada ... ... it 12 131 130 100 45
Genmany ........oovuriiiiaiiaans 89 106 80 82 16
Netherlands .. .......oocviurininenias g8 102 78 92 13
FRANMCE .. ottt ie e iee e " 66 144 B84 86 10
JBHY v 67 166 99 90 20
Belgim ... ...coiiiriiiiaiiiiiian. 71 107 66 a1 8
SWEBBN ...t ii i " 122 76 85 20
United Kingdom ........... e 77 21 81 87 14
Switzerland .. .. ... ... . ...l 99 107 91 9N 11

1 g‘i‘rd quanter 1984, 2 Goods only; volume, preliminary figures. 3 First three quarters of 1982 to first three quarters of
1984,

in profitability should provide a more general degree of encouragement to
investment.

One reason for the unexceptional export performance in Europe, namely the
comparative smallness of the US market for European exports, has already been
noted. Another is that any improvements in export cost and price competitiveness
in Europe have also been concentrated on a relatively small portion of the overall
export market. In some cases, too, such as Germany and the Netherlands, exchange
rate changes within Europe have tended to counteract the effect of the rising dollar
so far as overall competitiveness is concerned. In these cases the nominal effective
exchange rate has changed relatively little since 1980 (see the table above). In other
cases, such as France and Italy, a large nominal effective depreciation has been
heavily offset by continuing inflation of domestic costs. And in yet others, for
example in the Belgian and Swedish cases, the table suggests that devaluation has
been the occasion for some rebuilding of margins in the export sector. Indeed, in the
US market it is probable that there has been a more widespread increase in margins,
which is not so visible at the aggregate level.

In sum, while it remains true that the European recovery has come to be
appreciably dependent on exports, it does not seem to be so to a wholly unusual
extent. This would seem to imply that the recovery’s sustainability is not especially
— or abnormally — at risk on this account. But, given that the United States is
unlikely to be able to play a leading réle indefinitely, it is nevertheless necessary that
the recovery elsewhere should become increasingly self-supporting domestically. In
this respect, the role of business fixed investment will be especially important.

GNP cycles and selected domestic demand components. The table on page 17
also shows the comparative movement of domestic demand and some of its
components. Taking investment first, the table demonstrates the extremely strong
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showing of this item in the current upswing in the Unived States. It also suggests
that this performance may not be just an early bunching of the (normally lagged)
investment response to a general cyclical upturn, For in the first two years of
recovery US business investment has alteady risen by an appreciably greater amount
than in the first three years of previous cycles. Investment performance in Japan,
Germany and the United Kingdom must also be judged to have been encouraging.

In the context of medium-term commitments to public expenditure restraint,
no notable contribution would, of course, be expected directly from public
spending. And by and large, as the table suggests, this seems to have been the case.
Similarly, in the case of stockbuilding, the greater the reliance of the upswing so far
on a cyclical rebound of stocks, the larger the question mark might be over the
sustainability of the recovery. However, only in the case of Canada does this
contribution look unusually large, given the size of the overall recovery. On the
other hand, of all the industrial countries Canada experienced the steepest recession
in 1982, in which a major rdle was played by a sharp stock adjustment.

All in all, and looked at purely in terms of the composition of demand, the
upturn seems so far to display few signs of any particular fragility apart, of course,
from the question mark overhanging the dollar. The recovery is still relatively slow
on average in Europe but, given the slow growth of capacity in recent years, this
may be as much a strength as a weakness. It may well be that inflation performance
will be a more important factor governing the longer-term outlook for the recovery
in most countries.

Inflation.

Despite the continuing and spreading upswing in activity and some further
rebuilding of profic margins, inflation remained generally under conwrol in the
Group of Ten countries last year. In some cases, especially in Europe, further
noticeable progress was made in the direction of price stability, even in the face of
a further rise in the value of the dollar. International commodity price developments
were, however, somewhat weaker than In past cyclical recoveries. More
importantly, wage cost pressures remained for the most part subdued. However, the
early months of 1985 saw concern increasing somewhat in Europe that any further
rise in the US dollar might threaten to undermine inflation performance.

On a weighted average basis, consumer prices in the Group of Ten countries
rose by little more than 4 per cent. over the twelve months to December last year.
This not only represented a further small improvement over the 1983 performance,
it also signalled the ‘continuation of a downward trend in price increases two years
into the recovery. And while last year’s result is not yet a return to the experience
of the first half of the 1960s, it is certainly the best performance since before the first
oil shock.

In the United States, where, in the face of a very strong upswing in demand,
inflation performance has been favourably influenced by the opposing effect of a
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Changes in consumer prices.

Changes over twelve months ending December 1985
Countries 1977 | 1980 1981 1962 1983 1984 | March’
in percentages
United States . .-........... 6.8 12.4 89 3.9 3.8 4.0 37
Japan . ..., 4.8 7.5 4.3 1.8 1.8 2.8 1.8
GOIMENY .\ vvvmenerennnn.s 35 55 6.8 4.6 2.6 2.0 25
Franmee .. ...oooivesnensnn.s 8.0 13.7 139 9.7 9.3 6.7 6.4
United Kingdom ........... 121 15.1 12.0 54 5.3 4.6 8.1
1 Y 14.8 211 17.9 16.3 12.8 8.8 8.6
Canada .........ccooeeenenn a.5 1.2 121 9.3 4.5 3.8 az?
Sweden .........coiiii..- 12,7 14.1 9.2 9.6 9.2 8.2 7.9
Metherands ............... 6.1 6.7 7.2 4.3 30 2.8 2.4
Belgium ............... ... 6.3 7.6 81 8.1 7.2 5.3 5.7
Switzerland ............... 11 4.4 6.6 5.5 2.1 2.9 3.9
Group of Ter countries® , ., .. 7.2 1.4 2.1 5.2 4.5 4.1 39

' Change from March 1984, 2 Consumer expendilure weights and exchange rates of the preceding ysar.

rising exchange rate, consumer prices again rose by 4 per cent., much the same as
during the previous two years. And in Japan, although there was, technically, some
slight acceleration in the rate of price increase, the absolute figure remained very
low.

In Europe, of course, exchange rate factors tended to work in the opposite
direction from those in the United States. Nevertheless, especially among those
countries with above-average inflation rates and/or which had tended to begin their
recoveries late or slowly, further disinflationary progress was sometimes quite
marked. For example, as the table shows, in both Ttaly and France inflation declined
noticeably last year and, especially in the French case, at a more rapid rate than
during the previous year.

One way of attempting to assess inflation performance during the recovery
process is to compare it with price developments during the equivalent phase of
previous cycles. The figures for previous cycles shown in the table overleaf refer, for
the majority of countries, to the two upswings of 1971-73 and 1975-77 and to a
representative upswing of the late 1960s. The first two are, of course, influenced by
the price effects of che first oil and commodity price shock — though in opposite
directions. The 1971-73 period led up to a big external price shock; but the 1975-77
one was accompanied for a time by declining non-oil commodity prices.

Looking first at the change in the inflation rate — its acceleration or
deceleration — since the beginning of the upturn, the table shows, not surprisingly,
that on this occasion inflation performance has improved, in some cases
dramatically. Previously it had tended to worsen slightly during the first two years
of recovery, although, at only 11/2 percentage points, the average difference is not
great. Indeed, on this comparison, the US inflation performance has not been quite
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Consumer price performance in a cyclical context,

Current cycle Average of three previous cycles'
Inflation rate . Changain Inflation rate . Change ln
contes | Sl | SRt | il | S| WA | i
in percentages par annum

United States ... ......v. 39 4.0 0.1 59 5.3 - 06
Japan ..., 1.8 26 0.8 78 a.7 19
Garmany ..........eu.. 4.6 20 - 26 45 a6 0.1
France ................., 9.7 8.7 - 3.0 8.5 7.9 14
United Kingdom ........ 54 4.5 - 08 125 12,2 - 03
Maly . ....ooovinuinnnnn. 16.3 8.8 - 75 9.1 18.7 6.6
Canada ................ 9.3 3.8 - 55 5.2 6.0 08
Sweden ...........hn- 9.6 8.2 - 14 10.0 B.7 - 1.3
Netherlands . ........... 43 28 - 15 7.0 17 0.7
Belgium ............00. 8.1 5.3 - 28 71 6.5 — 06
Switzerland ............ 5.5 29 - 26 4.9 25 - 24
Group of Ten countries® . . 5.2 4.1 - 11 6.6 7.1 05

1 As defined in the table on page 17. For Bal'giurn. the Netherlands and Switzerland, the first cycle is taken to date from the
second quarter of 1375, The starting datas for the second cycle wera: Belgium and the Natherlands, fourth quarter 1971;
and Switzerland, second quarter ?963 For the third cycle the dates wers: Belgium, fourth guarter 1967; and the
Neotherlands, second quarter 1967. 2 Acceleration particularly influenced by the first oil price shoc 3 Two cycles only.
41932 GNP weights and exchange rates for the current gycle and 1973 weights for earlier cycles,

as good as the marginal decline recorded previously at this stage. On the other hand,
in Canada, where recovery has also been quite strong, a large decline in inflation has
been registered on this occasion.

In Europe inflation has on the whole tended to decline more rapidly during the
present upswing; and although the later and more restrained nature of the recovery
has presumably been a factor here, budgetary and labour-market policies have
almost certainly also played an important rdle.

The significance of any particular acceleration or deceleration of inflation is
not, however, independent of the level from which it starts. And in the latest cycle
the starting-point was on average somewhat lower than in the three previous cycles,
early progress in bringing down inflation having been seen especially in the United
Kingdom and (even earlier) in Japan, but also in the Netherlands and the United
States itself.

This, combined with the fact that some of the larger declines in inflation were
recorded where they were most needed, implies. that the overall inflationary
situation at the end of the first two years of recovery was clearly superior to that
at comparable points in the relatively recent past. On average, in the Group of Ten
countries at the end of last year inflation was running at a rate some 3 percentage
points lower than the previous norm for this stage of the cycle.

Commeodity prices, exchange rates and import prices. Taking the industrial
countries as 2 whole, 1984 was again a year of comparatively little international price
pressure. The official price of crude oil had already been reduced early in 1983, and
it fell again early this year. Other commodity prices had picked up during 1983 —
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though at a much more subdued rate than during some previous cycles — but from
the middle of last year they began, somewhat surprisingly, to weaken again. By the
end of the year these prices, in dollar terms, had fallen by nearly 10 per cent., thus
reversing much of the previous year’s increase.

Nevertheless, with the dollar continuing to rise strongly, the benefits of this
situation were not equally shared. In the United States import prices rose by only
11/2 per cent. over the year to the fourth quarter and, indeed, were then 2 per cent.
below their level at the end of 1980. In Japan, where oil weighs relatively heavily in
imports, import prices actually fell on average last year. But in Europe import costs
showed noticeable increases last year — in nearly all cases greater than the overall
rate of inflation.

As the table overleaf suggests, the movement of exchange rates is, of course,
an important part of the explanation of differing international price pressures on
individual countries, particularly in the years 1980-84. Even so, the difference

Commodity prices and import unit values,
Indices: 1280 = 100.

— Non-energy commodities’ —_ . Total commodities! 160
i _ |
Expressed in:
— Us$ —{ 140 —‘
’_ DM ] —
—_—— Yen
— 120
100
80
b b b by Lo o bva e bawa b
[ Official oil prices? — 180 E Import unit values -
. . m
— United Statas
=110 [~ —w— Europe? — 190
- . — — Japan .
-1 140 40
— : / -1 120 120
el I Yan
=1 100 100
paed e e bees bty Lo degelova e ladg
1981 1983 1985 1981 1983 1985

1 HWWA US dollar-based index. 2 Arabian light crude. 2 Comprises Belgium, France, Germany, Italy, the Netherlands,
Sweden, Switzerland and the United Kingdorn.
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Contribution of
exchange rate and commodity price movements to changes in import prices.’

1976-80 1980-84
us | Oiland Total us | oiland Total
Countrias ex?r:E:aLErge GOEEPEIE;I‘:IIIW faot;ltr:)?;‘ :I:I%OG: exc:ﬁ::al:lgrge coEr'll:li’Eg‘:c‘ility fgtg?;ﬂ ig&:
as an average annual percentage

United States . ........ 1.6 3.6 104 15.5 - 68 - 1.0 7.0 - 06
Japan . ... - 6.2 8.3 B3 8.4 31 - 2.0 - 1.6 - 0.5
Germaty ............ - 21 4.3 5.5 7.7 4.6 - 16 1.4 4.4
France ............... - 15 4.6 6.2 9.3 10.5 - 18 2.7 14
United Kingdom ...... - 27 4.7 6.6 8.6 5.6 - 19 6.1 9.8
aly . ..ooeieia it 0.8 6.8 9.7 17.3 13.7 - 24 1.9 13.2
Canada ............0s 3.6 20 9.4 15.0 2.3 - 06 14 34
Belgium ............. - 14 3.1 6.0 7.7 6.0 - 1.2 6.4 11.2
Netherlands .......... - 13 4.2 48 7.7 37 | -8 34 5.3
Sweden .. ... 0.2 4.1 8.8 14.1 71 - 13 3.8 9.6
Switzerland .......... - 30 2.8 3.5 33 35 - 14 0.0 21

1 Caleulated on the basis of astimated uations for import unlt values. 2 Nominal exchange ratas excapt for the United
States (index of effective rates), {4 US dollar-based index. 4 Including average inflation in major industrial
countries, country-specific trend factots and carry-over effects from eatlier periods.

between import price increases in Europe and the United States may well give an
exaggerated impression of the potential absolute effect of the dollar’s rise on
European inflation. Two mitigating factors may have been at work. Fiestly, dollar
commodity prices may themselves have been reduced to some extent as a result of
the increase in the international value of their numeraire. And secondly, especially
as domestic cost developments were apparently permitting some rebuilding of
margins in Europe, some external cost increases may have been partially absorbed
rather than being passed on in full into final prices.

Nevertheless, European countries tended to feel some degree of external cost
pressure during the period under review, pressure which possibly led to a slightly
more restrained policy stance than might otherwise have been appropriate given
domestic cost performance.

Wages and labour costs. It was particularly noteworthy that, for most
countries, developments in 1984 either consolidated or took further the sizable
improvement in domestic cost behaviour already seen in 1983. In this area, the break
from the experience of the last fifteen to twenty years is now sharper than for overall
ptice performance. And if this cost improvement could be maintained beyond the
period of necessary rebuilding of profit margins, the prospects for establishing a
much less inflationary medium-term environment would clearly be substantially

enhanced.

The two important contributors to unit labour cost developments are nominal
wages and labour productivity. However, it is worth noting that in some countries,
as part of the overall attempt to rein back public expenditure growth and tax
burdens, some reductions have also been made in, for example, social charges which
also figure in employment costs.
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Industrial wage costs and wholesale prices.

Nominal wages' l Productivity? | Unitlabour costs? | Wholesale prices*
Countrias Years
percentage changes, fourth quarter to fourth quarter
United States . ......... 1982 72 1.3 58 37
1983 3.9 3.9 0.0 0.8
1984 43 24 1.8 1.7
Japan ... 1982 5.2 - 14 6.8 1.6
1983 34 9.8 — 58 - 33
1984 4.2 8.3 - - 38 0.5
GerMAany ............. 1982 5.1 0.6 4.4 3.2
1983 3.8 7.4 - 33 0.8
1984 3.0 3.9 - 09 1.3
France . ......c.oovenns 1982 13.1 32 8.6 8.5
1983 105 A 7.2 4.6
1984 6.5 3.8 2.8 10.5
United Kingdom ....... 1982 9.2 36 5.4 6.5
1983 97 9.0 a.7 56
1984 84 25 5.8 6.1
Maly . oove e iiacnns 1982 18,5 - 18 17.6 12.4
1983 15.3 2.8 12.2 2.1
1984 8.0° 7.5° 0.5% 8.3
Canada ............... 1982 9.2 0.6 8.5 4.5
1983 4.8 12.6 - 70 35
1984 5.0 86 - 32 3.7
Swaden . .......0.ann 1982 6.1 0.6 5.5 12.1
1983 9.2 10.2 - 09 9.9
1984 11.0° 7.55 3.2 7.8
Netherlands . .......... 1982 65 0.9 5.5 47
1983 1.6 8.9 - 8.7 2.0
1984 2.0 8.2 - 5.7 3.8
Belgium .............. 1982 4.6 3.0 15 6.2
1983 8.3 6.0 22 9.0
1984 7.08 8.1% 0.8% 31
Switzerland ... ........ 1982 8.7 1.2 4.4 14
1983 341 4.9 - 1.7 08
1934 15 2.0 - 05 33
Group of Ten countries® | 1982 7.7 0.9 6.7 4.5
1983 5.5 8.0 - 05 2.4
1984 4.8 4.3 0.5 3.0

1 For the United States, italy, Sweden and Balgium, total labour costs; for other countries, wages and salaries or earnings.
2 For Japan, the United Kingdom, Italy, Canada, the Netheflands and Switzerland, output per person; for other countries,
output per hour.  ?Calculated from nominal wages and productivity. ¢ For France, industnal products; for the United
States, the United Kingdom, Sweden and the Netherlands, producer prices; for other countries, general index of wholesale
prices. % Third quarter. ¢ GDP weights and exchange rates of the preceding year. :

The table shows that an important part of the improvement in cost
performance over the past year or more has come from moderate nominal wage
behaviour. Sweden is perhaps the major exception, where last year the Government
experienced difficulties in its attempt to bring the two sides of industry to a
satisfactory wage agreement. In Italy and France a further, and necessary, decline in
the rate of wage settlements occurred as, in the former case, attempts to modify the
indexation system were pursued further and, in the latter case, efforts continued to
influence overall wage developments rather more indirectly via the activities of the
National Price Commission and restraint on public-sector wages. In the United
Kingdom, however, some disappointment was apparent at the failure of nominal
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wage increases to decelerate further and more definitely, especially in the light of the
unemployment situation.

Given these nominal wage developments, the more spectacular unit cost
performances tended to be demonstrated by those countries which enjoyed
particularly good productivity growth. For most countries such high rates of
productivity growth no doubt contain a purely cyclical element which cannot be
relied on for the medium term. Nevertheless, a decline to more sustainable rates of
productivity growth might be offset in part — so far as prices are concerned — by
the completion of the profit margin rebuilding process. If so, for those countries
where nominal wage increases are already down to relatively low figures, this could
tmply that a satisfactory inflation performance in the longer run would require only
the maintenance of the current degree of nominal wage moderation. Elsewhere,
however, notably in Italy, Sweden, France and the United Kingdom, further
nominal wage deceleration would seem to be required if inflation is to be held in
check satisfactorily.

Employment and unemployment.

After declining at an unusually rapid pace in 1983 unemployment in the United
States fell more slowly last year, from about 8!/ to just over 7 per cent. between
fourth quarters. With European unemployment rates continuing to drift upwards on
average, the overall rate of unemployment among the industrial countries fell only
marginally further during the course of last year.

Unemployment.

1974 [ 1976 | 1979 [ 1981 | 1982 | 1983 | 1984 | gg¢
Countries March
annual averages, as a percentage of tha labour force

United States . ........ 5.6 7.7 b8 7.6 9.7 9.6 7.5 7.3
Japan ............... 1.4 2,0 21 2.2 24 2.6 27 26
Germany ............ 2.6 4.6 38 55 7.5 9.1 9.1 9.4
France ... ..........., 23 4.3 6.0 7.8 8.8 9.0 10.2 106
Upited Kingdom ...... 2.8 5.2 5.1 9.9 1.6 124 12.6 13.0

Raly.......c.ooevvnn 5.4 6.7 7.7 8.5 9.1 8.9 10.4 10.6'
Canada .............. 5.3 7.1 7.6 7.6 1m.o 1.9 11.3 1.2
Sweden ............. 20 1.6 2.1 25 31 35 31 3.0
Netharlands? ......... 33 6.5 5.1 2.1 12.6 17.0 17.2 16.0
Belgium ,............ 30 6.4 8.2 109 i2.8 4.1 14.2 14.2
Switzertand ........., 0.0 0.7 0.3 0.2 0.4 0.8 1.1 1.1
Group of Ten countries . 37 55 5.0 8.6 8.2 8.6 8.0 8.0

1 First week of January. ? New series as from January 1983.

While US experience during the current cycle has clearly been unique,
unemployment has also fallen, more modestly, from its latest peak in Canada,
Sweden and, during the course of 1984, in ltaly and the Netherlands. In Germany,



too, a mild downward trend apparently set in in mid-1983 but was interrupted early
last year; and a renewed decline at the end of the year was again interrupted in
January 1985, no doubt largely as a result of the unusually severe weather conditions
then obtaining. Perhaps more encouraging is the fact that after three to four years
of decline, total employment in Germany began to rise again in the middle of last
year.

In the United Kingdom the total employed labour force has been rising more
strongly and for a longer period. An appreciable part of the rise has been due to an
increase in self-employment but there has also been a significant rise in the part-time
employment of married women not previously on the unemployment register. In
France, too, unemployment continued to rise during the period under review,
though here the reason was no doubt France’s relatively late start on the recovery
process..

In Japan, where rather different organisational features obtain in the labour
market, unemployment has remained at a relatively low level, even though the
recovery has apparently so far stimulated a somewhat greater rise in labour force
participation than in employment. '

In sum, recent unemployment performance exhibits some encouraging
features. Nevertheless, in Europe unemployment remains exceptionally high, and
may not fall appreciably for some time. This has given rise to the suggestion from
some quatters that European policy-makers should follow more closely the kind of
supply-side policy package which the United States has introduced. However,

Unemployment rates.
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* Comprises Belgium, France, Germany, Htaly, the Netherlands, Sweden, Switzerland and the United Kingdom.
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irrespective of the advantages and disadvantages of such an approach for the United
States, it is far from clear that it would be appropriate elsewhere. Diagnosis of the
causes of unemployment in Europe is both difficult and controversial. For, while it
is true that short-term movements in aggregate demand and output do seem to exert
a noticeable influence on the unemployment figures, such a conclusion does not
necessarily rule out the possibility that other, longer-term, structural factors have
also been at work or, indeed, that such factors may by now be dominant. If this is
so, the analysis of the present unemployment problem would need to be set in a
wider and longer-term context with the implication, too, that any solution to the
problem is likely to require both time and a broader array of policy approaches than
was once the norm.

The growth of unemployment in a medium-term perspective. The fact that,
conceptually, unemployment can be thought of simply as the difference between the
supply of and demand for labour offers a convenient starting-point for analysis.
Taking first the supply side, potentially the most fundamental longer-run factor
would of course seem to be the growth of the total population. In fact, however,
population growth has, if anything, tended to slow down slightly in the
industrialised world since 1973. Two other factors have, though, proved to be more
important, namely changes in the age structure of the population and changes in
rates of participation, particulary those of women.

As the so-called post-war “baby boom” generation has matured, the growth in
the population of working age has tended to outstrip that in the population as a
whole. The phenomenon first appeared in North America and has by now passed
its peak there. In Europe, however, it has come later; indeed, it probably reached
its peak during the early 1980s. For Europe especially, this development has of
course been most unfortunately timed, coinciding as it has done with the worst
recession experienced since the war.

The labour force implications of the growth in the population of working age
depend on the proportion of that segment of the population which chooses to seek
work. And here the virtually universal increase in the proportion of women of
working age seeking employment would seem at first sight to be a dominant factor.
In North America, for example, between 1968-73 and 1979-82 female participation
rates rose from 41 per cent. to 58 per cent. in Canada and from 50 per cent. to 62
per cent. in the United States. In Sweden the rate has risen to as much as 75 per
cent. Elsewhere, however, the rise has not been so steep.

These comparatively more moderate changes in female participation rates in
Europe have to some exvent offset the differential developments in the population of
working age. In addition, however, male participation rates have tended to fall in
Europe as compared with North American and Japanese experience. No doubt in
the period since 1979 some of this decline has been cyclical — due to the so-called
“discouraged worker” effect. And the same may have been true, to a lesser degree,
even in the 1973-79 period when European employment conditions did little better
than stabilise. Government measures, for example to encourage early retirement,
have probably also exerted an influence. In the cases of Switzerland and Germany
in particular the decline in male participation was also in part a reflection of the net



The labour force, employment and unemployment.

Total Popula- Participation rates’ Total Llrin-
o o amploy-
l tion Labour _ ntrote
Countries Yeats pc; ona' 1 ed man | women | total force el.rrr\gr?t"|r “}:ndrgf
period)?
percentage changes per annum, or percentages
United States . ... | 1968~73 1.1 1.8 90.0 50.1 69.7 24 2.1 4.8
1973-79 1.0 1.7 884 55.7 71.8 2.6 25 5.8
197982 1.0 1.2 879 618 148 1.6 0.3 95
Canada ......... 1968-73 1.3 2.3 87.3 4.4 64,2 3.1 2.8 6.5
1973-79 1.3 2.2 87.0 50.0 68.4 3.2 2.9 7.4
1979-82 1.2 1.6 87.2 583 7237 21 0.8 10.9
Japan .......... 1968-73 15 1.2 89.6 54,8 71.9 1.0 1.0 1.3
1973-79 1.1 0.8 89.5 53.0 "o 0.8 Q.7 21
1975-82 0.7 0.8 89.1 £6.3 721 1.0 1.0 24
Gettnany ....... 1968-73 0.8 0.8 915 48.4 £69.2 0.7 0.7 1.0
1973-79 |- 0.2 0.3 86.7 49.5 €74 |-02 |- 086 33
1979-82 0.2 14 328 50.0 66.2 0r |- 05 6.7
France .......... 1968-73 0.9 0.9 87.3 498 68.3 1.2 1.0 26
1973-79 04 0.7 85.0 531 68.0 0.8 0.2 5.9
1979-82 0.5 11 820 56.8 588 a5 |- 0.2 8.0
United Kingdom . | 1968~73 0.3 0.0 934 63.4 734 0.2 0.2 2.2
1973-79 0.0 0.3 90.7 57.8 74.0 0.6 0.2 4.6
1979-82 0.0 0.4 888 59.5 741 02 —-19 104
taly ............ 1968-73 0.7 0.4° 82.2 290 850 |- 04 - 0.2 6.2
1973-78 0.6 0.8° 80.3 32 557 1.2 1.8 7.5
197982 0.2 0.8% 80.5 40.2 59.7 1.0 0.5 8.9
Sweaden ........ 1968-73 0.6 0.2 90.2 60.5 759 0.8 0.7 2.5
1973-79 0.3 0.1 90.4 68.9 79.7 1.2 1.3 21
1979-82 0.1 0.4 83.0 75.1 825 07 03 31
Metherlands .. ... 1968-73 1.1 1.3 89.1 28.3 58.9 0.6 0.5 2.2
1973-79 0.7 14 814 n.z7 56.8 1.1 0.5 54
1979-82 0.6 1.3 80.0 37.2 58.9 3.3 1.1 114
Belgium ........ 1966-73 0.2 0.4 86.0 40.8 83.3 1.0 11 2.2
1973-79 0.2 0.7 a28 45.2 63.8 0.9 0.0 71
1979-82 0.1 0.1 80.4 48.0 64.1 03 |—-12 11.2
Switzedand® ..... 1968-73 1.0 0.8 103.4 52.5 715 1.1 1.1 .
1973-79 |- 0.2 0.2 97.2 49.6 734 |- 12 |-13 0.3
1979-82 0.6 1.2 931 50.0 7.4 08 0.8 04

1 Averages for the pariods 1968-73, 1974-79, 1980-82. 2 Defined as total number of unemployad as a percentage of the
total tabour force, which may differ from national definitions as used in the table on page 26. 3 Population aged between
14 and 64 years. * Foreign seasonal workers included in the labour force but not in population data.

Sources: DECD Historical Statistics; OECD Labour Force Statistics,

return migration of guest workers to their home countries, particularly during the
inter-oil-shock period.

The net result of demographic, participation and migration effects is the change
in the labour force itself. The overall situation by major region is summarised in the
table overleaf, which also demonstrates the difficulty of assessing the precise réle of
labour force movements in the rise in unemployment. As the table shows, the two
possible points of comparison — namely a country’s previous history and
contemporary developments elsewhere — lead to conflicting conclusions. For
example, throughout the period covered, European labour force growth has been
appreciably slower than that in the United States (and slower still than that in
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Canada), suggesting if anything an inverse correlation between labour force growth
and the unemployment problem. On the other hand, compared with its own history
— which is perhaps the more instructive comparison — recent European labour
force growth has been relatively high, though in the first phase, 1968-73, this was
not accompanied by a serious deterioration in the unemployment situation.

Broad trends in labour supply and demand, 1960-84.

Growth of I‘U
nemployment
Countries/area Years tot?:)lraclgout output productivity | . pl‘g;?_ll,' ont! rates®
in percantages per annum in percentages
United States . ......... 196068 1.6 4.6 2.7 1.8 55
1968-73 24 35 14 21 36
197382 2.3 1.8 0.1 18 4.9
1983 1.2 37 24 13 9.7
19842 .8 6.9 2.6 4.2 7.5
OECD Euyrope - ......... 1960-68 0.3 4.7 45 0.2 29
19668-73 0.7 4.9 4.3 0.6 34
1973-82 0.8 1.9 1.9 0.0 35
1983 0.5 1.3 1.8 — 05 9.2
19843 0.4 25 2.7 - 0.2 10.7
Japan ... 1960-68 14 10.6 8.9 1.5 1.7
1968-73 1.0 8.8 3.1 1.0 1.2
1973-82 09 33 a0 0.8 1.3
1983 2.0 34 1.7 1.7 24
1984* 0.5 5.7 5.1 0.5 2.7

Vincluding armed forces. 2 Selected years: 1960, 1968, 1973, 1982, 1984. 2 Preliminary.

At all events, when account is taken both of the fact that the North American
unemployment situation is not as severe as that in Europe despite a period of more
rapid labour force growth, and of the contrary implications of the historical
comparison within Europe, it is clear that some consideration of demand-side
developments is also required.

Employment. On the demand side, 100, one must take greater account of the
price of labour as a possible factor contributing to unemployment. Probably the
most striking fact in this area is the well-known comparison between North
American and European employment performance. Over the whole period since
1973 the number of jobs in both Canada and the United States has risen by around
one-quarter. In Europe there has, on average, been no increase at all.

This contrast can be explained — arithmetically — in the following rather
striking way. In the United States an average growth rate of the labour force of
something over 2 per cent. per annum has been combined with an average rate of
productivity growth of only 1/2 per cent. per annum. Hence, the rate of growth of
output needed to keep the growth of employment in line with that of the labour
force was about 21/2 per cent. per annum, virtually identical — for the period as a
whole — to the recorded result.
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In Europe labour force growth has averaged only 34 per cent. per annum, but,
with productivity growth at nearly 2 per cent., the required rate of output growth
was over 21/2 per cent. per annum — that is, only slightly higher than that in the
United States. The difference is that the rate achieved in Europe fell short of this
required rate by a litle over 3+ per cent. per annum. However, this does not
necessarily mean that employment growth in Europe could have matched that of the
labour force with a rate of productivity increase 3/ per cent. per annum or so less
than it actually was — that is, closer to the US result. The need to improve
efficiency and competitiveness in Europe was pressing.

It is not obvious either that demand and output growth should, or even could,
have been stimulated. There is first the question of what might have been the
consequences for Europe’s external accounts — something which mighe be
particulatly relevant when the bulk of the counterpart to the US deficit is to be
found outside Europe. More fundamentally, as the table below illustrates, by
comparison with the United States there is an important sense in which European
demand growth has in any case been relatively high. Even over the last two years
of sharp decline in unemployment in the United States, nominal demand in Europe
has grown at almost precisely the same rate on average as it has there. The difference
is that much more of this growth went into real output -— and much less into price
rises — in the United States.

Nominal and real GNP growth.

1968-73 [ 1973-79 [ 1979-82 | 198284 | 197384
Countries/area ltems
percentage growth pet annum
United States . ........ Nominal GNP 8.7 105 8.3 9.3 9.7
Real GNP ab 23 0.0 5.3 25
QECD Europe ......... Nominal GNP 12.2 141 15.5 9.5 13.6
Real GNP 49 25 0.7 1.8 19
JAPAN ...t Nominal GNP 186.3 11.7 8.6 5.1 2.1
Real GNP 88 36 4.0 4.5 39

It is almost certainly in the factors making for this adverse nominal demand
“split” that the fundamental sources of slow growth and high unemployment in
Europe are to be found. The list of such factors is a long one, but it consists
basically of a whole set of rigidities in the labour market itself, inflation and —
partly as a result — a lack of incentives to enterprise and effort in the private sector
of the economy. Perhaps one of the most important manifestations of the problem
has been seen in wages and labour costs.

It is not just that wages were not sufficiently flexible in the face of the real
income losses inevitably implied by sharp rises in the price of a crucial imported
commodity. Nominal wage behaviour had itself already become an important source
of inflationary cost pressures — especially in the late 1960s. Consequently, once it
became imperative to rein back inflation generally, there was always the risk that
one of its most important components would not respond sufficiently, or in a
sufficiently rapid manner,
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In addition to the nominal wage phenomenon, many observers have also
pointed recently to the behaviour of real wage costs and their implications for
profitability. The relevant magnitude here is the cost to the employer, a cost which
in many cases has included sharply rising social charges made necessary by rapidly
expanding public expenditures, Hiring and — especially — firing costs have also
increased as a result of various changes in employment-related legislation. The
result, for many countries, can be seen in a rising share of total employee
remuneration in national income. And, as the graph on page 32 shows, just as
nominal wage inflation in the United States did not reach some of the extremes seen
in parts of Europe, neither did labour’s share in national income increase so sharply.
The implication drawn by many observers is that US wage behaviour has been
relatively flexible and more appropmnately adapted to employment needs. In this
respect the situation has probably been even more favourable in Japan.

Finally, nominal and real wage phenomena have almost certainly combined to
reduce sharply the rate of growth of fixed investment, as the graph also illustrates.
From this perspective the overall growth slowdown has probably come w0 feed on
itself to some extent. In turn — and again in some contrast with the US situation
— the slowdown in the growth of the capital stock no doubt implies now that more
of the current unemployment has taken on a structural dimension, and one which
it might be difficult to deal with without substantial investment expenditures of a
capital-widening nature.

Fiscal policy and policy mix.

For some time now there has been a general recognition of the need for greater
fiscal discipline. Public-sector deficits have been alarmingly high, especially since
1979, and, despite attempts to curb it, public expenditure growth has tended not to
adapt sufficiently to the much slower growth of overall resources since the early
1970s,

Against this background, 1984 was prima facie a year of some contradiction.
On the one hand, there was, on average, a more definite decline in general-
government deficits as a proportion of GNP following some slippage in 1983. There
were signs, too, that public expenditure ratios may at last be coming under better
control. On the other hand, in an underlying, or structural, sense the disparity
between the fiscal stance in the United States and that in Japan and Europe widened
further. At the same time, with nominal interest rates still exceeding nominal GNP
growth by several percentage points, especially in Europe, public-sector debt-
servicing costs remained on a disturbing upward track.

Thus, in terms of medium-term policy objectives — and despite some apparent
progress last year — the fiscal situation remains generally in need of further
correction. One of the reasons is, of course, the fact that public expenditure ratos
still remain very high relative to previous experience, especially in Europe. But
another lies in growth performance. In the United States the decline in the general-
government deficit ratio, and that in the public expenditure ravo, naturally owed
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General-government budget balances.

_ 1968-73 [ 197478 [ 1979-80 | 1981 [ 1982 1983 1984
Countriss
as a percentage of GNP

United States . ...........00 - 0.3 - 14 - 0.3 - 09 - 38 - 41 - 34
JEApAN L . - 34 - 4.1 - 40 — 36 - 35 - 26
GOIMNBNY v mvvuvirinnnnss 0.2 - an - 29 - 38 - 34 - 28 - 23
France .. ..cvvreronannnare 0.7 - 1.1 - 0.2 - 18 - 25 - 33 - 33
United Kingdom . ........... - 086 - 4.1 - 34 - 31 - 24 - 35 -39
Al e - 56 - 82 - 87 -11.8 =127 -124 -138
Canadd ....oouvvervenannns 0.9 - 17 - 22 - 16 - 50 - 62 - 64
Swaden .....iiiiiaieiaia. 4.4 2.0 - 34 - 50 - 64 - 49 - as
Nathertands .. ............. - 01 - 2.2 - 38 - b4 - 7.2 — 64 - 58
Balgium .......co0vveinins - a9 - 7.2 -10.4 -16.3 -14.8 -15.6 -138
Switzerland ............... . . - 08 - 0.2 - 0.7 - 09 - 1.2

11970-73.  ? Budgst estimate,

much to the automatic effects of strong growth. The structural, or high
employment, deficit in fact worsened sharply again. Japan, too, experienced some
budgetary improvement as a result of higher growth, but in addition the authorities
were evidently able to take further advantage of this situation to continue their
efforts towards medium-term fiscal reform.

In Europe, however, the situation was somewhat different. True, real growth
accelerated on average, but not yet sufficiently to bring appreciable automatic
stabiliser benefits. At the same time, thanks largely to the further decline in
inflation, nominal GNP growth hardly accelerated at all; indeed, in some cases it
actually declined. Hence, with nominal interest rates tending to remain high, taking
the year as a whole, the actual and prospective debt-servicing situation continued to
look disturbing, despite the implementation of further retrenchment measures.
(Technically, insofar as the average rate of interest on accumulated government
borrowing — after allowing for offsetting receipts of tax on interest incomes —
exceeds the growth rate of nominal national income, the ratio of interest payments
to GNP will — ceteris paribus — continue to rise indefinitely. In this case, either
the budget deficit itself will grow further or other budgetary expenditures and/or
revenues will have to be adjusted — ideally by enough to induce a decline in interest
rates and hopefully a modest pick-up in growth. Otherwise, the “adjustment” risks
taking the form of an acceleration in inflation and thus, possibly, a lowering of the

real burden of public debt.)

Retrenchment efforts in 1984. The fact that problems still remain to be solved
in the universal attempt to regain control of the fiscal system should not be allowed
to obscure the steps which continued to be taken in this direction in 1984,

In the case of the United States, faced with the prospect of a further increase
in the so-called current services deficit (from an estimated $225 billion to nearly
$250 billion including off-budget items) in the fiscal year ending September 1984,
the President had already proposed further expenditure cuts in his budget message
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General-government expenditures and interest payments.

Total expenditure Interest payments
Countries 1962 | 1973 | 1982 | 1983 | 1984 | 1973 | 1962 | 1983 | 1984
as a percentage of GNP

United States ... 284 | 306 | 355 | 353 | 344 | 22 | 24 | 46 | 50
Jopan ... 182 | 209 | 324 | 330 | 325 | 09 | 40 | 44 | as
Germany ......... 336 | a0t | 477 | 467 | s85 | 14 28 | 30 | 30
France ............ 340 | 356 | 479 | 486 | 496 | 08 | 22 | 26 | 30
United Kingdom ... | 34.0 | 396 | 455 | 458 | 462 | 37 52 | 48 | 84
Moly ..oooerirnnnn 305 | 369 | 534 | 560 [ 5722 | 25 | 84 { a1 9.8
Canada ........... 208 | 345 | 457 | 462 [ 472 | 38 | 73 | 72 | 78
Sweden .......... 311 | 442 | 674 | 674 | €50 | 19 | 71 75 | 77
Nethertands ........ 37 | 437 | 585 | 599 | 581 | 28 | 52 | 58 | 81
Belgium .......... 303 | 389 | 596 | 598 | 588 | 33 | 94 | 96 | 98
Switzertand? ... 185 | 242 | 277 | 280 | 284 | 15 17 17 17

19365, 2 interest payments and 1984 expenditures are estimated.

in early 1983, And while, in the event, the actual deficit was reduced to $185 billion,
its growing structural component led Congress to pass the so-called Deficit
Reduction Act of 1984. The effects of this are relatively small, however, rising to
some $25 billion per annum by 1988. Thus, early this year the President proposed
yet further measures, including a selective one-year freeze for many programmes
and in cost-of-living adjustments. If enacted — and if the Administration’s
assumptions about growth and interest rates are accurate — these measures would
reduce the Federal deficit from $222 billion in the current fiscal year to $180 billion
in 1986 and, eventually, to $82 billion in 1990. Compared with the prospective costs
of maintaining current programmes, this represents a set of expenditure reductions
whose annual impact would rise from $50 billion in fiscal 1986 1o over $100 billion
in 1988.

Even so, despite amendments since it was passed, much of the revenue effect
of the original Economic Recovery Tax Act of 1981 remains. For example, as
compared with the revenues which would have been generated by the pre-1981 tax
system in the current fiscal year, actual revenues are likely to be running over $100
billion lower. In the context of a major build-up in defence expenditures and a steep
upward curve of interest payments, a very large problem still remains to be tackled
by Congress.

Elsewhere, efforts to curb budget expenditure have persisted. In Japan
relatively weak domestic demand developments in 1983 had prompted the
authorities to relax slightly what had previously been described as the most stringent
budget for several decades. But, as the economy picked up momentum, less need
was felt last year for such measures. Hence the general-government deficit fell from
312 to 21/2 per cent. of GNP. And for the 1985-86 fiscal year further expenditure
restraint is to be implemented; indeed, excluding interest payments and transfers to
local authorities, the planned rise in expenditures is the lowest since the end of the
war.
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In Europe the need to reduce the total burden of public expenditure is seen in
many countries to be the first priority, being necessary in its own right and also as
a pre-financing of the tax reductions needed to encourage the supply side of the
economy. In Germany and the United Kingdom policy is now set in an explicitly
medium-term framework, which Belgium is also attempting to emulate. In the case
of Germany, as the table shows, a noticeable levelling-out of the expenditure/GNP
ratio has now been achieved. And, together with medium-term plans to hold public
expenditure growth below output growth, some income tax reductions are envisaged
for 1986 and 1988 in the context of yet further declines in the budget deficit ratio.

In the United Kingdom, however, the miners’ strike adversely affected both
the expenditure and overall deficit ratios last year, although local authority
expenditures also overshot their targets. Even so, present plans are to hold the
volume of public expenditure constant over the next three years. In the meantime,
considerable progress has been made in “privatising” previously publicly-owned
enterprises. Fiscal measures have also been aimed at supporting employment, for
example through the elimination of the employers’ National Insurance surcharge
and, more unusually, through the phased ending of capital investment allowances.

In France and Italy, against 2 background of relatively muted recovery, the
turning-point in expenditure ratios has not yet arrived in the aggregate, though it is
noteworthy that a sizable proportion of last year’s increase, especially in Italy, was
due to interest payments. Even so, deficit control attempts have perforce precluded
any major progress on tax reduction. In France the previous “solidarity surtax” was
replaced by a surcharge on high incomes, and some public works increases were
financed by higher levies on petrol. Italy, too, has been unable to avoid some
increase in indirect taxation in addition to measures aimed at reducing tax evasion.

However, among the smaller countries, some of which have experienced the
most severe fiscal problems, 1984 could mark something of a turning-point. While
some increase in taxation has not been avoided entirely, the brunt of retrenchment
efforts fell last year on expenditures. In the Netherlands particular restraint is now
being applied to transfer expenditures and to the costs of public administration,
while in Belgium some switch away from current to capital expenditures of the
public sector is also being implemented. In Sweden, which has had one of the
highest expenditure ratios of all countries, a particularly large fall in the ratio was
achieved last year and a further slight fall even in nominal expenditures is budgeted
for this year.

International aspects of the policy-mix configuration.That the desire for fiscal
retrenchment is universal is clear. Nonetheless, the fiscal situation remains sharply
differentiated between the United States and elsewhere. It is not just that doubts
remain as to whether, in the United States, the Administration and Congress can
find a mutually satisfactory package of expenditure reductions of sufficient
magnitude for the future. It is also that, already over the past two to three years,
a highly differentiated set of underlying policy stances has wrought major effects on
the international economy. The most important of these, namely the US support to
demand, has no doubt been beneficial so far. But, accompanied as it has been by an
astonishing rise in the dollar and a record US current-account deficit, it is clearly not



something which can be expected to be helpful indefinitely. Indeed, without some
major change in the United States, many observers fear that at some point the
balance of advantage, both for the United States itself and for the rest of the world,
could swing sharply in the opposite direction.

Less apocalyptically, as the growth of net imports into the United States slows
down, as it must, it should be possible for monetary authorities, especially in
Europe, to return more completely to their desired mix of fiscal and monetary
policies. Even in the context of medium-term objectives for budgetary policy and
monetary growth, there could be more room for manoeuvre with respect to interest
rates. Lower rates can be seen both as an encouragement to investment spending and
as part of the remedy for the debt-servicing difficulties which authorities currently
face within their overall fiscal problem. '

As this chapter has shown, FEurope has, in any case, experienced a smaller
overall net export stimulus than either Japan or Canada, while at the same time
finding itself increasingly vulnerable to the potentially inflationary impact of the
dollar’s earlier rise. This fact, however, not only placed certain constraints on the
behaviour of domestic interest rates; it also served to reinforce the keen perception
of European authorities that they were not in a position to risk emulating the US
policy-mix example. For them, the reduction of public expenditure has been seen as
a vital prerequisite of tax reductions. That is, precisely because of the very high
levels of public-sector spending they had concluded that any attempt to stimulate the
economy from the fiscal side risked inflaming inflationary expectations, and would
thus have proved ineffective anyway.

Given the protracted nature of the expenditure reduction process under way in
Europe, it is therefore important that the international demand effects of US policy
should not be abruptly reversed as a result of a premature recession. For even if, in
circumstances involving a weakening dollar, interest rates elsewhere could then be
reduced somewhat, it is not clear that the effect would be sufficiently large in the
absence of the taxation reductions which are a longer-term aim of policy. Thus,
ideally, a2 major and early adjustment of US fiscal policy is desirable, together with
as rapid a completion as possible of the programme of public expenditure restraint
elsewhere. This would facilitate a return to lower interest rates intetnationally and
might in time give European authorities scope for supply-side tax measures when
and if these are seen to be appropriate.



III. THE CHANGING STRUCTURE OF
FINANCIAL MARKETS.

Highlights,

In 1984 financial developments were strongly influenced by differences in
policy stance as well as by cyclical and longer-term structural factors. Thus, in the
United States the underlying demand for credit by the public sector continued to
grow, while the more advanced stage of the upswing was mirrored in high levels of
borrowing by the private sector. Doubts can be raised about the sustainability of the
recent rate of credit expansion in that country, given the unprecedented capital
inflows and changes in yields that have accompanied the expansion. Apart from
Germany, which also saw growth in net corporate demand for finance, most other
industrial countries experienced consolidation in corporate and public-sector balance
sheets. In European countries this reflected the early stage of the investment cycle
and continuing fiscal stringency, while in Japan sharply increased profits enabled
firms to undertake considerable investment and at the same time to improve their
tinancial positions.

In a long-term perspective structural changes in sectoral balances are closely
linked to trends in the accumulation of financial assets and liabilities. Households in
most of the major countries have built up net financial wealth in recent years at a
rate in excess of national income growth, while firms have focused more on the
parallel expansion of both financial assets and debt. Underlying these developments,
significant changes in portfolio holdings have also been in evidence, reflecting
changes in risks and returns as well as other structural factors. For example, the
share of deposits with market-related interest rates has risen, and indirect holdings
by households of equities, bonds and property have increased. Instruments such as
time deposits have in effect been given shorter maturities, and thus made more
liquid, but offsetting shifts in portfolio distribution may have left the liquidity of
agents more or less unchanged.

Such long-run trends exert a key influence on the development of financial
markets and are also affected by changes in the financial system, notably financial
innovation, aspects of which were analysed in depth in the Annual Reports
published in 1983 and 1984. In this Report innovation is treated in the wider context
of changes in the overall demand for and supply of financial assets and the
* channelling of funds both through financial intermediaries and directly through
markets.

In a number of countries open financial markets have in recent years assumed
a more important r6le than in the past. Banks and other financial institutions have
tended to turn to the markets to a greater extent, not least to defend their share in
total credit flows. Thus, these institutions increasingly price both their assets and
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liabilities in the light of market conditions. More generally, liberalisation and
growing competitiveness are altering the transmission channels of monetary policy
and affecting the money creation process. For a variety of reasons these
developments have in recent years been less in evidence in Germany and some
neighbouring countries.

The policy issues raised by the changes in the nature and locus of
intermediation relate to efficiency, stability and the design of policy instruments. It
is clear that the main financial prices — interest rates and exchange rates — are now
more responsive to the interplay between supply and demand and may thus
contribute to a more efficient allocation of rescurces. At the same time, however,
a narrowing of competitive margins and greater volatility of financial prices may
raise questions about the stability of financial markets. The greater role of markets
and market-related pricing has implications for the design and application of both
monetary and prudential policy, which have become more interdependent as a result
of the evolution in financial conditions.

Changes in sectoral financial balances.

Changes in sectoral financial balances can be seen as the interface between the
real and financial spheres of the economy and are an important indicator of financial
activity. This is because a net surplus, reflecting the balance of saving and
investment, can be used to add to financial assets or to reduce financial liabilities,
while a net deficit must be financed by selling financial assets or borrowing. To some
extent, these changes can be explained in terms of cyclical behaviour, but they may
also reflect balance-sheet adjustments to longer-term developments as well as
evolutionary changes in the structure of the financial system.

In the course of 1984 the financial position of non-financial companies
improved in most of the Group of Ten countries except the United States and
Germany, with the financial improvement in certain countries, such as the
Netherlands, being particularly marked in the export sector. This improvement was
due to a cyclical upswing in profitability combined, in countries other than Japan,
with a stll relatively weak recovery of investment. Given the early stage of the
recovery in most of these countries, output growth has been achieved so far largely
by higher capacity utilisation and more extensive overtime. Firms have used this
opportunity to rebuild their liquidity and reduce their debt burden. Although
changes in firms’ financial balances were similar in all these countries, the actual
levels of balances differed. Extreme examples are the United Kingdom and the
Netherlands, where companies continued to run a financial surplus in contrast to the
deficits typical of other countries. A main exception to the tendency towards
financial consolidation has been the United States, where the recovery has been
more advanced and robust than in Europe. Such a pattern was also evident in
Germany, where firms are investing more heavily in both fixed capital and
inventories than in most other European countries. In Japan the improvement in the
corporate financial position was due to exceptional increases in profits and occurred
despite heavy investment and borrowing,
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Sectoral financial balances.!
As a percentage of GNP.
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Households tend to increase their saving and accumulation of financial wealth
during an upturn, as consumption of non-durable items typically responds with a
lag to increases in income. In some countries, however, there may be countervailing
effects from a speeding-up of purchases of durable goods and housing investment
during a recovery.

It appears that in 1984 these offsetting mechanisms were dominant in Canada
and Japan, where a decline in the household-sector surplus occurred, despite
increasing personal incomes. This outcome appears to be mainly a result of
purchases of durable goods. By contrast, in France, Belgium and Sweden the
weakness of personal incomes resulting from continuing effects of the recession
together with policy measures of fiscal adjustment has been the main reason for the
decline in net household asset accumulation. In the United States the household-
sector surplus increased, reflecting the more rapid income growth and the lagged
response of consumption growth characteristic of the advanced stage of the cycle. A
similar pattern was discernible in Germany (where “households” include the housing
sector) and the United Kingdom despite the earlier stage of the recovery.

An improvement in the public-sector balance occurred in most countries
during 1984, To some extent this was cyclical, as the automaric stabilisers caused tax
revenues to rise and transfers to the unemployed not to increase so quickly or even
to fall. However, many industrial countries have also pushed ahead with further
measures of fiscal adjustment, notably reductions in public spending, but also some
increases in taxation. On the other hand, declining inflation, discussed in Chapter
II, has led to a reduction in fiscal drag, while most countries face continuing
problems of unemployment and sharply rising interest payments on outstanding
debt. In France, as in several other countries, social security payments, the interest
burden and low tax revenue were thought to be reasons for the smaller than
expected improvement in the public-sector deficit. In the United Kingdom the
public-sector deficit increased, but this was due mainly to the exceptional
circumstances of the miners’ dispute. In recent years the United States has stood
apart from other countries in its recourse to discretionary fiscal stimulus. Tax rates
were brought down substantially even in the face of accelerating defence
expenditure. Therefore, whereas in most other countries the structural public-sector
deficit has been reduced, in the United States it has increased sharply. Combined
with the strong US economic recovery and a widening company-sector deficit, the
slight cyclical decline in the nominal public-sector deficit that has occurred has been
insufficient to avert a large rise in the overall domestic financial deficit.

The counterpart to this has been a substantial growth in net capital inflows into
the United States, corresponding to a rising financial surplus of the external (or
overseas) sector. This growth has partly reflected increased net borrowing by non-
financial firms and a marked reduction in bank lending to the external sector. In
most other countries the improving public-sector position and the weakness of the
domestic recovery, which has restricted imports, have gone hand in hand with an
improvement in the net foreign balance. Capital outflows from the Netherlands,
Germany, Canada and Belgium have risen mainly for cyclical reasons, while
outflows from Japan, which has now become the largest exporter of capital, should



—_— 42 —

pethaps be seen as largely structural, given the long-run configuration of financial
flows in that country, discussed in detail below.

Cyclical versus structural flows. Important insights into the strength and
sustainability of current shifts in sectoral positions can be obtained by comparing
them with those that occurred in the upturns of 1970-74 and 1976-79.

The graph on page 40 suggests that the financial position of the corporate
sector has historically tended to deteriorate sharply only in the later stages of each
cycle. Indeed, Germany experienced an improving company-sector position
throughout the upturn of 1970-74, though this was influenced by speculation
concerning currency appreciation. Recent changes are thus broadly similar to those
in earlier recoveries, considering the difference in the position of Europe vis-a-vis
the United States and Japan in the cycle. The recovery nonetheless remains weak in
most European countries when judged in terms of net corporate borrowing.

In earlier cycles rising inflation has sometimes tended to increase financial asset
accumulation by households, while more recently falling inflation has led to less
buoyant accumulation. This pattern, reflecting wealth effects on saving, can be
observed in varying degrees in a number of countries. It is only in the United
Kingdom that the present recovery has involved unprecedented declines in the
household sector’s surplus. This appears to reflect structural changes in the financial
system (see below) rather than different cyclical behaviour.

In the public sector improvements in the financial balance have historically
been greater than those observed so far in this cycle. In the United States this is the
result of a still growing structural deficit even as private-sector credit demand
accelerated. In most European countries the patterns reflect economic weakness,
despite continuing efforts aimed at medium-term consolidation. In other words,
except in the major cases of the United States, Japan and to some extent Germany,
the public-sector deficit in 1984 was heavily influenced by continuing private-sector
balance-sheet restructuring, resulting from relatively low investment growth and a
general weakness of this cyclical upturn compared with those of the 1970s.

For the external sector, cycles in the 1970s typically involved an increase in
inward financial flows during cyclical upturns as current-account deficits increased,
though in the Japanese case this tended to occur late in the cycle and may have been
related to oil and commodity price rises. In contrast, last year’s experience of capital
outflows from many countries other than the United States reflects the influence of
the unusual configuration of exchange rates and the de-synchronisation of cycles
between Europe and the United States.

Structural features independent of the cycle are also evident in the sectoral
flows, although the exceptional nature of the recent recession makes them unusually
hard to distinguish from cyclical factors. Households have traditionally run a
financial surplus as they build up wealth for investment and retirement, and for
precautionary reasons, Of course, individual countries’ behaviour in these respects
varies widely. The Japanese household sector has run a persistently large surplus of
around 10 per cent. of GNP, while the surpluses in the United States, Germany, the
United Kingdom and France have tended to be far lower, at 3 per cent., and the
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Swedish household sector has tended to be in deficit. The causes of the Japanese
surplus seem to be related to the bonus wage system, the low level of pensions, the
increasing number of elderly people, the restricted availability of credit to
households, the high cost of housing and educational needs, all of which augment
liquidity and investment needs. It is anticipated that the ageing of the population
will substantially reduce the surplus over the next decade. In the Swedish case, by
contrast, disincentives to household saving derive from existing pension
arrangements and generous tax write-offs for interest payments, though the latter
have been reduced in scope in recent years.

Although the comparative sizes of household-sector balances differ, in most
cases the structural surpluses in inflation-adjusted terms have remained relanively
stable, as a proportion of both personal incomes and GNP, The principal exceptions
to this are the United Kingdom and Canada, where changes have occurred as the
result of liabilities-side stock adjustments. In the United Kingdom an atypically low
surplus resulted from a surge in borrowing due to market liberalisation. In Canada
the recent unusually high surplus is a reflection of an accumulation of liabilities
during the 1970s, when real interest rates were low, which left households exposed
to a subsequent rise in interest rates. The present surplus reflects an awempt to
reduce debt burdens, with 1982 even having seen an absolute reduction in liabilities.
Sectoral balances of these extremes are unlikely to be sustained for long. In the
United Kingdom constraints on borrowing should come into play as interest
burdens increase, but household debt-service limits have probably not yet been
reached. In Canada the repayment of debt is unlikely to continue at present rates,
as evidenced by positive gross borrowing in 1983 and 1984,

The company sector tends as a rule to run a deficit as fixed investment and
changes in stocks exceed profits. The United Kingdom and the Netherlands are
atypical in that non-financial companies do not consistently do so. In the United
States, Japan and Germany structural company-sector deficits have also appeared to
diminish over recent years, perhaps owing to earlier declining rates of return on
fixed investment, and a consequent fall in investment itself.

The structural public-sector deficit increased in virtually all countries from the
early 1970s onwards, though more recently fiscal consolidation has lowered it in
most European countries. These deficits partly reflect both greater non-cyclical
unemployment and higher debt interest payments. Gross outstanding public-sector
debt in all of the Group of Ten countries is now equivalent to over 30 per cent. of
GNP, and in Italy and Belgium it is over 75 per cent. of GNP.

Developments in the demand for credit.

A cyclical element in gross credit flows in 1984 can be discerned in many
countries if account is taken of both the phase of the cycle and sometimes important
secular trends or structural features. The rise in total credit during the current
upswing can be attributed to increasing confidence, higher propensities to consume
and a greater willingness to extend balance sheets or alter their structure in favour
of physical capital. Although changes in asset holdings must be considered as well,
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Funds raised by domestic non-financial sectors.

1975 | 1976 [ 1977 [ 1978 | 1979 | 1980 | 1981 | 1982 | 1983 | 1984

as a percentage of GNP

United States
Househalds ................... 3.5 5.3 73 8.0 7.4 4.6 4.3 31 532 6.6
Companies
{including farm sectort ........ 33 4.7 5.9 5.9 8.0 53 5.0 4.2 4.7 4.6
General government 6.3 4.8 36| 3.2 23 3.7 3.2 6.3 6.8 6.3
Total ot 131 | 148 [ 168 | 171 | 157 | 136 | 125 | 136 | 168 | 175
of which: bonds and securities 8.1 6.5 5.5 50 4.0 54 5.1 7.5 7.8 84
Canada equitios .. ......... 0.6 0.6 ot ¢ | -03 05 | -04 04 08 \|-20
Households ................... 85 | 10.2 9.5 85 [ 105 7.5 63 [-18 4.2 4.0
Corporate firms . Cer 4.3 4.1 3.2 56 56 59 | 104 3.7 1.0 33
Publicsector . .......ovveeurnn-- 79 719 7.7 | 106 48 74 80 | 101 9.6 9.3
TOtal .o 207 [ 222 | 205 | 246 | 209 | 208 | 247 | 121 | 148 | 166
of which: bonds and short-term
securities ......... 6.5 4.7 7.5 74 57 8.3 69| 101 | 0.3 85
Jopan equities .. ......... 05 0.5 1.3 25 1.3 i3 1.5 1.2 L5 07
Households ................... 71 6.4 5.4 6.5 58 5.8 4.2 4.0 4.6 4.8’
Corporatefirms . ............... 1.9 | 101 7.5 6.0 6.0 75 3a 86 8.0 8.97
Public 8eCtOF . .. vvivriinen s 93 ]105 | 104 | 138 | 106 | 108 | 104 84 9.6 7.1
Total oveeeeieiarereanrnes 283 | 270 1233 | 252 | 223 | 240 | 235 | 21.0 | 222 | 20.7
of which: securities ......... 6.8 77 84 | 11.0 7.8 8.2 84 63 7.2 6.1!
equities .. ......... 0.8 0.6 06 | 06 a6 0.6 a.8 8.8 05 o.67
Germany
Househelds? ............co0un e 3.0 3.7 4.2 5.1 57 4.9 a.1 34 4.2 3.6
COMPAnIes - .....oovvnnvnnnnnas 4.2 58 5.0 4.1 6.3 6.0 6.2 4.9 4.5 4.9
Genaral govarnment . 8.3 4.2 3 34 3.0 3.7 4.9 4.3 34 2.7
Total ..ovvviviiin D135 1137 1123 | 1268 | 140 | 146 | 162 1126 | 121 | 11,2
of which: securities ......... 1.9 1.1 1.7 0.9 04 0.1 0.1 23 2.0 1.7
Feance equities ........... o4 0.4 0.3 0.3 0.3 0.4 0.2 0.3 04 0.3
Households 39 59 4.6 4.1 6.1 4.3 4.4 39 4.1 3.1
Companies 8.9 84 B8 6.9 7.5 2.8 8.4 9.4 6.8 8.5
Geaneral government 4.9 1.5 3.3 4.6 2.9 1.7 4.3 68 3.4 5.0
Total ... 167 | 17.8 | 166 | 155 | 165 | 148 | 17.1 | 201 | 143 | 146
of which: securities ......... 3.4 1.7 1.3 271 1.5 15| 27| 44 3.8 | 4.2
equities .. ......... 1.1 2 1.0 1.2 1.7 1.7 .7 iz 1.3 1.8
United Kingdom
Houssholds ................... 31 3.6 4.0 4.6 5.4 4.5 5.7 6.9 6.7 6.7!
COMPENIBS . .. .vvirerrerennnnsn 32 3.2 as 2.3 4.4 4.6 39 a0 2.3 2.4
Public sector. ..o uviaecnann .. 95| 721|107 | 38| 72| 59| 45| 34| 36| 40
Total ...oiviiiiiieiiiinas 168 [ 139 | 186 | 10.8 | 171 | 16.0 | 140 | 133 | 126 | 12.8"
of which: securities ......... 6.1 5.0 6.7 4.2 6.0 4.4 37 2.3 4.2 29
aly equities 09| o6 )| o5t a5| 05| 04| 06| 03] 06| 03
Households ................... 0.8 0.7 0.9 0.9 1.1 4 0.9 0.8 0.8 .
Companies .................... 11.5 | 135 8.5 97 | 100 | 106 | 116 8.2 9.8 .
Public sector .. .| 147 1121102 | 152 | 118 | 111 | 134 | 16.3 | 17.0 | 166
Total .......... s 270 | 254 | 196 | 268 | 229 | 231 | 258 | 263 | 276 .
of which: secusities ......... 12.8 79 | 114 | 120 Z1 74 | 106 | 128 | 154
equUIties ........... 1.9 1.9 1.6 29 1.7 2.0 2.8 26| 38
Belgium
Households ................... 9.2 3.9 37 38 4.1 26 0.9 0.7 1.0 .29
Companies ............covuvunnn ' 6.5 6.5 L33 5.6 4.8 5.2 3.2 4.2 *
Geaneral government ............ 6.5 8.0 8.0 8.4 93| 115|159 | 160 | 15.0 | 12.8?
Total ... 158 | 184 | 182 | 177 | 19.0 | 189 | 22,0 | 199 | 20.2 | 17.8°
of which:bonds ............ . 62| 80| 76| 62| 40| 34| 43| 105 84°
equities ........... 0.0 0.3 0.3 0.2 0.0 0.0 04 1.1 a1
Netherlands
Househalds and companies . ... .. 83 8.7 93 | 10.2 8.1 6.8 4.7 4.1 2.8 2.6
General government ............ s 38 3.2 2.7 33 4.7 7.1 8.6 9.0 8.0
Total .ooviiniiiiiiiiaaes 129 [ 126 [ 124 | 129 | 114 | 116 | 11.8 | 127 | 1.8 | 106
of which: securities ......... 2.0 1.3 1.0 0.7 0.8 1.7 2.5 44 5.4 53
eqQUities .. ..... ... o1 a.0 [241] o.1 o0 o1 a0 a0 0.2 0.3
Sweden
Households? . .................. }1 47| 72 72 61 56| 63| 67 54°
COMPONTBS o . vv e enrinirennss : 60| 54| 73| 66| 83 65| 8.9
General government ............ 51 8.5 9.8 | 106 | 122 | 13.7 | 12.2 94
Total .....coiiiiiiiiiiiiann 198 | 21.7 | 224 | 24.0 | 244 | 264 | 244 | 237
ofwhich:bonds ............ &5 1 1.5 ) 100 86| 134 | 114 | 107} 11.3
equities ........... 1.2 1.2 1.0 1.4 1.4 1.8 20 22
1First three quarters only. 2 Including housing sector.  ? Estimated.
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it would seem that most changes in sectoral balances last year largely reflected
movements in credit rather than variations in financial asset holdings. Thus, many
of the explanations for the shifting sectoral balances also account for the gross credit
flows.

Total credit expansion. Last year total credit expansion in relation to GNP
remained near its historical peak in the United States as economic recovery sustained
corporate demand for finance, household borrowing rose and heavy public-sector
borrowing persisted. Although the US Government’s absorption of credit-market
funds was equivalent to no more than 7 per cent. of GNP, it must be borne in mind
that it has risen rather suddenly from only 3 per cent. of GNP in 1981 and
represents a disproportionate claim on relatively low national savings. Indeed, the
US public-sector deficit since 1982 has contributed to a sharp increase to 1.6 in the
ratio of non-financial sectors’ total debt to GNP, which had been roughly constant
at 1.4 since the Second World War, though evidence for other countries suggests
that constancy of this ratio is not a universal feature. In Japan, the United Kingdom,
Canada and Germany secular trends or structural changes in the proclivity of the
government and household sectors to use credit have tended to dominate in the
recent past, and total credit expansion has remained lower than in the 1970s.

Outside the United States company-sector credit demand was not strong,
though in Japan and Germany there were also indications that companies had begun
to borrow more for investment purposes. However, even in these countries
increased fund-raising was not reflected in equity issues, as companies relied instead
mainly on bond issues and bank borrowing.

In general, countries that in 1984 recorded faster rates of total credit
expansion, such as the United States, also experienced a deterioration in their
external accounts, while the contrary was true of those, such as Japan, Germany and
the Netherlands, where total credit expansion slowed down.

Funds raised through the banking system. Under conditions of heavy public-
sector borrowing and high long-term interest rates, bank credit is now in most
countries the principal source of credit for the company sector. Such credit has long
been a key variable or indicator in monetary policy formulation, earlier in its own
right but for certain countries in recent years also because it is a counterpart of
money supply growth. It has also been extensively affected by deregulation and
financial innovation, which have sharpened competition between banks, other
financial institutions and financial markets. For these reasons, bank lending reflects
supply factors as well as the influence of demand.

The increase in total domestic bank credit during 1984 exerted a more
expansionary influence than before on the growth of the broad money stock in
Canada, Japan, ltaly, the Netherlands, Sweden, Switzerland and the United
Kingdom. Of the other countries only France and Belgium saw a significant decline
in contributions to monetary growth.

Private-sector demand for credit from the banking system accelerated
markedly in Japan, Canada, Switzerland, Italy and the United Kingdom. In Italy the
abolition of credit ceilings also led independently to greater bank competition in
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Changes in bank cradit and the broad money stock.’

Contributions to changes in the broad money stock of changes in Changesin
creditto eraditto  ftotal domestic] netforeign other bro:?&nw
Countries Years |private sectos? |public sector?| bank credit asset items®
Dscember to December or fourth quarter to fourth quarter, in
in percontage points percentages
United States . ....... 1981 3.0 04 34 9.0 124
1982 3.2 1.0 4.2 5.2 8.4
1983 38 24 6.2 4.2 104
1984 8.0 0.0 6.0 49 109
Canada ............. 19817 239 2.0 259 - 25 - 75 158
1982 0.7 1.1 1.8 1.5 46 8.0
1983 - 57 4.1 - 1.6 0.2 48 34
1984 9.4 - 2.2 7.2 - 1.5 14 7.0
Japan . ..iiiinenan,, 1981 a5 26 121 - 0.2 - 07 111
1982 84 1.3 9.6 - 06 - 1.2 78
1983 8.3 0.6 8.9 05 - 22 7.2
1984 9.2 1.4 10.6 - 1.3 - 15 7.8
Germany ........... 1981 1.2 6.7 17.9 2.1 -150 5.0
1982 85 49 134 0.4 - 68 7.1
1983 11.0 2.5 135 0.7 - B9 53
1984 10,0 2,0 12.0 1.0 - 83 4.7
France .............. 1281 1.7 25 14.2 - 23 - 15 104
1982 15.2 2.2 17.4 - 35 - 32 10.8
1983 121 is 15.6 - 1.8 - 26 11.2
1984 9.0 1.0 10.0 0.0 - 23 7.7
United Kingdom .. ... 1981 16.6 - 08 15.8 0.4 - 25 136
1982 2.3 - 6.8 14.5 - 26 - 26 9.3
1983 14.0 09 14.9 - 0.6 - 39 10.5
1984 16.2 - 10 15.2 0.9 - 80 10.2
faly . ....ovivinanns 1981 4.5 125 1.0 0.4 - 14 16.0
1982 3.7 155 19.2 - 0.6 - 14 17.2
1983 4.6 11.2 15.8 0.8 - 20 14.6
1984 6.4 10.2 16.6 0.1 - 29 13.7
Belgium ............ 1981 4.4 7.7 121 -11.5 6.0 6.8
1982 1.5 1.6 13.1 - 74 1.5 7.1
1983 29 15.8 18.7 - 87 - 20 8.1
1984 1.2 78 8.0 — 54 0.8 4.4
Netherlands . ...... .. 1981 9.7 3.6 13.3 3.6 -10.0 6.8
1982 4.9 38 8.7 38 - 852 7.3
1983 5.8 4.6 0.4 23 - 1.8 10.8
1964 6.5 5.1 1.7 5.0 - 79 8.8
Sweden ............ 1981 4.3 123 16.6 1.4 - 42 138
1982 6.7 28 95 1.2 - 25 8.2
1983 6.6 0.6 7.2 2.0 - 11 8.1
1984 6.2 5.1 13 - 03 - 37 7.3
Switzerland®. ..., . ... 1981 9.3 04 9.7 13 - 85 25
1982 38 0.0 3.8 0.8 0.0 4.6
1983 6.5 0.2 6.7 0.7 - 05 6.9
1984 9.4 - 0.1 9.3 1.1 - 59 4.5

1 Based on national data which d|ﬂer ooncegtu eg from country to country.  * For the United States, Canada and Switzerland,
commercial-bank sredit only. 2 For the United States, commercial-bank holdings of Treasury securities only: for France,
ceniral governmentonly, 4 'For Canada, commercial banks’ netforeign currency liabilities to residents and non-residents; for
Switzeriand, official reserves only. & Including non-monetary bank liabilities. ~ ¢ For Canada, Belgium and the Netherlands,
Mz for Ftancs, M2 hald by residents; for Japan, Mz plus CDs; for the United States, German Ilalv. Sweden and Switzerland,
Ma, for the United Kingdom, steding My, 7 Twelve months to October. @ Definition of Ms revised in 1985.

lending. A subsequent burst of bank credit growth occasioned new restrictions on
external borrowing as from July. In most other European countries demand for
bank credit by the private sector remained weak. In Sweden, where the public sector
had renewed recourse to the banking system, private-sector loans were restrained for
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fear of excessive liquidity creation. In countries such as Belgium, on the other hand,
firms have turned increasingly to equity and bond issues.

Reduced lending to the public sector was the main reason for the sharp decline
in the contribution of total bank lending to monetary growth in Belgium and
France, where the public sector instead increased its direct funding through the
markets, Despite large budget financing needs in the United States, Canada and
Japan, the public sector’s net recourse to bank credit was low or negative. The
public sector in the Netherlands had greater recourse to the banks through security
sales, which increased the degree of long-term bank funding of the deficit and led
to concern about future lending potential. And in Sweden the public sector placed
significantly more securities with the banking system than in the two previous years,
with the central bank itself being the principal counterparty. This tendency was
partly offset by restrictive liquidity measures with respect to banks and the corporate
sectot.

In the United States the contribution of domestic bank credit to the money
supply remained constant because of offsetting changes in the demand for bank
credit by the private and public sectors. Business borrowing was strong because of
the need for investment finance and funds for mergers and corporate “buy-outs”
(where a firm’s management purchases outstanding equity from shareholders). Bank
lending to the public sector was negligible as the banks responded to private-sector
demands by sharply reducing their acquisitions of government securities.

Changes in sectoral portfolio size and distribution.

Portfolio decisions are based on stocks of assets and liabilities, which are
affected by fluctuations in market value, in addition to flow changes. This is because
it is the stock of assets and liabilities which is relevant 1o the long-term income or
viability of the household or company. Portfolio analysis also gives important
insights into sectoral liquidity, intermediation patterns and the extent to which
sectoral financing has affected portfolio size and composition. Private-sector
financial portfolio data covering the period since 1966 are available for the United
Kingdom, the United States, Germany and Japan, for which stocks of most
marketable assets have been estimated at market prices. Owing to differences in
definitions and asset valuation, and to changes in the nature of assets, conclusions
must be mainly qualitative.

Ratios of financial wealth to GNP. The financial wealth of the household
sector (as defined in the table overleaf) in relation to GNP has developed differently
in the United Kingdom and the United States than in Japan and Germany. In the
former countries the wealth/GNP ratio tended 1o decline from the mid~1960s before
recovering more recently. By contrast, the latter countries have experienced a
broadly continuous increase in this ratio. Part of the explanation lies in the larger
share of equities and long-term fixed rate bonds in portfolios in the United Kingdom
and the United States. The economic ctisis of the mid-1970s caused a sharp fall in
the market value of these assets. The resulting decline in housechold wealth has not
been fully made up despite sharp growth in equity prices over the last few years and
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continuing financial surpluses. Moreover, there is evidence that households have to
some extent shifted into tangible assets over this period.

In Germany and Japan, by contrast, the financial systems are “bank-oriented”
and assets tend to be more monetary. Hence the wealth/GNP ratio, while affected
by an inflationary erosion of the real value of such assets, does not display strong
market valuation effects. The comparatively high growth rate of accumulation in
Japan is apparent, while the German household sector (including the housing sector)
appears to have an atypically low level of net financial wealth, but this is pardy a
reflection of the predominantly non-funded pension arrangements and relatively low
shareholding. On the liabilities side, household-sector behaviour is surprisingly
similar in all the countries, the level having risen to 50-60 per cent. of GNP. This
similarity puts in perspective the impression of widely differing asset and liability
preferences and constraints on borrowing. These perceptions are often based on the
recent growth of the Liability position in relation to GNP. In the United Kingdom,
in particular, the household-sector liabilities/GNP ratio has grown unprecedentedly
over the years 1980-84, though it still remains below levels observable in the United
States. This change reflects a removal of credit rationing resulting from the abolition
both of restrictions on the expansion of banks’ balance sheets and of controls on
consumer credit.

Financial asset and liability stocks of the household and company sectors.!

Houssholds? Companies?
_ . o net_ inanci . lisblities*
Countries Yoars ﬂ::::g' liabilites fi ‘2: ;g:l f ar;i:(t“s‘a" liabilities* {e:glul.:_td\:?g
as a percentage of GNP
United States ......... 1966 1.94 0.51 1.43 0.18 127 0.38
1970 1.95 0.51 1.44 0.18 1.30 0.38
1975 1.66 0.62 114 0.20 0.96 0.38
1980 1.72 0.59 1.14 0.20 1.00 0.38
1983 1.83 0.60 1.24 0.20 104 0.39
) 1984 1.75 0.68 1.17 0.20 0.95 0.33
United Kingdom ...... 1966 1.9 0.39 1.52. 0.39 1.05 0.42
1970 1.83 0.39 1.44 0.40 116 0.438
1975 1.33 0.39 0.94 0.38 0.86 0.47
1980 1.28 0.39 0.89 0.33 0.74 0.39
1983 1.56 0.49 1.07 0.42 0.88 0.41
19845 1.61 0.51 1.10 0.43 0.89 0.41
Garmany ............ 1966 0.66 0.36 0.30 0.29 0.75 0.53
1970 0.77 0.38 0.39 0.34 0.81 0.58
1975 0.92 0.4z 0.50 0,37 0.84 0.63
1980 1.00 0.50 0.50 0.37 0.79 0.63
1983 1.13 0.56 0.57 0.45 0.89 0.68
1984 1.16 0.57 0.58 0.46 0.88 0.68
Japan ... 1966 0.98 0.36 0.62 0.48 117 0.89
1970 0.99 0.38 0.61 0.43 1.09 0.35
1975 1.21 0.46 0.75 0.54 1.25 0.93
1980 1.47 0.54 0.93 0.53 1.16 0.87
1983 1.74 0.60 1.14 0.63 1.36 0.94
1984° 1.78 0.81 1.14 0.66 1.36 0.93

! For thig table and the following graphs equities and bonds are at market value, except for bonds in the United States and
Japan, which are at book velue. 2 For Germany, including the housing sector, of whase asssts about 20 per cent. is
attributable to the company sactor; for the United Kingdom and Japan, including non-incorporated business,  * For the
United States and Japan, non-financial corporate sector; for the United Kingdom, industrial and commarcial companies; for
Germany, enterprises excluding the housing sector.  + Excluding trade credits and debits, Liabilities for the Unsted States
include equities of financial corporations. % End-June. ¢ End-Saptember. -
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With regard to company-sector financial stocks in the United Kingdom and
the United States, the behaviour of gross liabilities has been dominated by the effect
of valuation changes on equity. This feature is less marked in the case of Germany
and Japan, perhaps because of traditional reliance on bank borrowing, the thinness
of the equity market and the resultant small size of the equity base. It can be argued
that the incentive to carry out fixed investment is enhanced as the ratio of equity
prices to the replacement cost of the capital stock rises. The recent rise in equity
prices may therefore have raised corporate investment incentives, particularly in the
United States. Firms have tended gradually to increase their debt (excluding equity)
in relation to GNP (except in the United Kingdom). This may reflect the
development of credit markets over this period. However, gross asset holdings have
also tended to rise, leaving the net position excluding equity fairly constant. The
relation between gross liabilities including and excluding equity reveals a decline in
equity ratios which has been characteristic of many countries. Restoration of past
ratios has become a major policy concern, notably in Germany, Belgium and the
Netherlands.

Developments in  portfolio distribution. The composition of household
portfolios reflects important differences in financial systems. The portfolio shares are
presented in the graphs overleaf, in which some estimates for 1984 are used
{(comparable trade credit data for Germany are not available). The United States and
the United Kingdom show an unusually high share of equity in the portfolio. At the
same time, direct equity holdings have been falling since the mid-1960s, while the
proportions of deposits and of indirect asset holdings via life assurance and pension
funds have increased. In principle, insofar as an investor can choose the distribution
of his portfolio freely and without cost, asset shares will depend on risk and
expected return, though factors such as demography, legislation and taxation also
play a réle. ' :

Thus the greater volatility of and decline in share prices in the mid-1970s led
to an increase in perceived risk and a fall in the expected return on equity. As a
result, households shifted to indirect holdings of equity, particularly wvia life
assurance companies, pension funds and investment trusts. This implied a spreading
of risks, and holdings entailed tax advantages that raised expected returns; moreover,
pension funds were growing for demographic reasons. The share of company and
government bonds declined for similar reasons. The shift towards higher deposit
shares was also reinforced by lower relative risk (despite inflation} and higher returns
arising from financial innovation and deregulation. An increase in the share of
deposits in financial wealth implies a rise in liquidity, which may have been induced
partly by greater economic uncertainty and also helped to offset decreases in the
ligmdity of total wealth portfolios caused by rising tangible asset values in
conditions of inflation and the growth in the share of wealth held indirectly via
investment institutions.

In Japan and Germany portfolio shifts between broad categories of assets have
been relatively minor. Deposits have remained the dominant instrument, though
they have shown some relative tendency to decline recently. Increases have occurred
in insurance holdings and in bonds, and in Japan in equity holdings (including
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securities investment trusts). In Japan these shifts are related both to the expansion
of government bond issues and to the creation of new instruments and new
conduits, such as the “WIDE’ accounts for holding bank debentures, but the graphs
show that innovation has yet to have a major impact on the composition of

household portfolios.

The interplay of these factors is also evident in the behaviour of household
deposits. In general, there has been a structural shift from sight to time and savings
deposits, and from traditional and/or regulated time deposits to those with market-
related returns. Thus, the United States has seen a growth in time deposits,
especially more recently in money-market deposit accounts (MMDAss) with banks,
as well as money-market mutual funds managed by non-bank financial institutions.
The latter, unavailable before the late 1970s, amounted at the end of 1982 to about
10 per cent. of the M, money stock, but their recent growth has been reduced by
the rapid expansion since 1982 of the banks” MMDAs, which amounted at end-1984
to over 17 per cent. of M,.

A similar and more sustained change has occurred in the United Kingdom,
with building societies increasing their portfolio share over the period from 25 to 50
per cent. of deposits, mainly as a result of tax advantages, greater innovation and
strong demand for mortgage loans. In Germany, by contrast, the switch into time
deposits has occurred largely within the banking sector, owing to its “universal”
character. Hence the switch may have different implications for funding within an
institution, and for competition in the financial market-place. The same is true in the
case of Japan, to the extent that individuals have moved to higher-return (though
still regulated) “maturity designated time deposits® offered by their banks.
However, the increasing importance of postal savings accounts, related to the tax
advantages offered on time deposits, has represented a significant long-run shift
between institutions.

The liabilities side of households’ portfolios shows relatively constant shares of
long and short-term borrowing and other liabilities in the case of the United States
and Germany. The United States has a higher level of identified consumer credit,
fostered by the tax deductibility of interest charges, the relative absence of credit-
rationing effects (though periodic “credit crunches” have occurred on earlier
occasions) and low saving ratios. The United Kingdom and Japan show greater
shifts, in the context of a transition from unorganised credit markets (e.g. trade
credit) to organised and intermediated markets as credit rationing has declined. In
the United Kingdom tax-subsidised lending (mortgages) has increased relative to
more expensive forms (consumer credit).

Non-financial companies might be expected to show more financial
sophistication than households, being less habit-bound in their portfolio distribution
and facing lower twransaction costs. In general, the graphs confirm that portfolio
shifts have been faster and portfolios more volatile. Several common tendencies are
discernible on the assets side. In both the United Kingdom and the United States
firms have over time increased their proportions of external assets (including direct
investment), the UK share going up sharply in the years 1979-81 after the abolition
of exchange controls. Against a background of uncertainty, the liquidity of the
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corporate wealth portfolio has also tended to rise. Japan is an exception, perhaps
because the stability of interest rates since 1977 has reduced the need for risk
avoidance. Trends in the composition of liguid assets in the United States reveal a
sharp shift away from sight deposits to what have become fairly liquid time deposits
and commercial paper, implying an increase in returns without a significant decline
in liquidity.

In Germany, where “universal” banking prevails and financial innovation has
not been an issue, a relative stability of shares in deposits is observable, though some
funds have recently been shifted into time deposits. In Japan, too, changes have so
far occurred only on a minor scale. The Japanese CD market, though growing
rapidly, still accounts for only 5 per cent. of firms’ deposits.

The recent economic recovery has to some extent reversed the decline of the
equity share in firms’ liabilities in the United States and the United Kingdom. This
is the result of increases in equity prices and a related rise in financing through new
equity issues. In the United States, however, a large volume of leveraged buy-outs
resulted last year in a considerable substitution of debt for equity. The trend in non-
equity habilities has been towards bank borrowing and away from bonds,
particularly since 1976. High and volatile interest rates have encouraged firms to
turn to short-term or variable rate bank loans, though, more recently, there has been
some tendency to return to the bond market, particularly in Japan, where banks also
depend partly on bond issues to fund loans to companies. Despite these changes, the
share of bonds in total debt is an indicator of the degree of market activity. In
Germany and Japan the proportion of long-term corporate bonds in firms’ liabilities
is below 5 per cent., while in the United States it remains as high as 25 per cent.
Another development in the United Kingdom and the United States is the growth
in the issue of short-term market instruments in competition with bank lending.
While this reflects a growing sophistication of the markets, it should be noted that
the rapid expansion of the commercial bill market in the United Kingdom may have
been encouraged by official money-market operations in the context of
“overfunding” in the gilt-edged market.

Changing financial patterns: competition and innovation.

Changes in the pattern of financial flows and the nature of intermediation over
recent years have been the result of cyclical and structural factors affecting the
demand for and supply of finance as well as the competitive ability of banks, other
financial institutions and financial markets to channel finance between ultimate
agents. These changes are important for the efficiency of resource allocation, the
stability of the financial system and the conduct of monetary policy. Before
discussing these issues, this section will consider recent financial changes in the light
of events over a longer period under three headings: (i) the growth of direct credit
transactions; (ii} the competitive response of financial institutions; and (iti} the
blurring of the distinctions between different institutions, instruments and methods
of intermediation.

The growth of direct (non-intermediated) credit transactions. The graph on
page 55 compares (i) the respective shares of the private and public sectors in funds
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raised by domestic non-financial sectors and (ii) the proportion of total credit-
market lending (to non-financial domestic and external sectors and, to some extent,
to other financial institutions) accounted for by domestic financial intermediaries.
Thus, while the two series have a somewhat different basis, they help to shed light
on the links, structural and cyclical, between the pattern of credit demand and the
degree of financial intermediation. Broadly speaking, the graph can be seen as
suggesting that direct credit transactions as a proportion of total credit flows have,
over the period as a whole, tended to increase in some countries.

The growth of government demand for credit discussed above has tended to
underpin the expansion of direct credit transactions. Governments are able to tap
securities markets more easily than other borrowers because their creditworthiness
is relatively easy to assess. Moreover, concern about price stability has led to a
determination to avoid having governments finance themselves on a substantial scale
through the banking system or to ensure that such funding does not excessively
boost money creation. In most Group of Ten countries public-sector financing
needs met by the banking sector have tended to decline since 1980, if not earlier (see
also the table on page 46). The authorities in the United Kingdom have, in fact,
overfunded, i.e. sold more securities than would have been needed to meet present
government borrowing requirements.

Even when public-sector deficits have been financed by recourse to the
financial insttutions, the growth of the secondary markets has often been
encouraged and the scope for subsequent direct credit transactions thereby
increased. In the case of Italy, once active markets had emerged, direct sales to the
public were stepped up. In Japan the banks have continued to take up government
debt. However, they have been gradually granted greater scope to sell the bonds in
secondary markets, which helps to create a market standard for terms on new issues,
both private and public. In Sweden a number of changes in portfolio regulations
have been made in recent years largely to facilitate the financing of the government
deficit. Previously financial institutions were obliged to buy and hold certain
quantities of specified securities. Since 1984 the institutions now subject to the
obligation — the National Pensions Institute and the large insurance companies —
have been permitted, after undertaking the required purchases from the original
issuer, to sell securities at their discretion in the secondary market.

In addition, governments in some countries have contributed to the growth of
direct borrowing by devising new instruments. In a few cases, such as France, Italy
and Sweden, governments have in fact been quite innovative, In France a range of
public-sector bonds with warrants, options and other riders giving the purchaser
various alternatives have been offered. By and large, these enable the lender to avoid -
some of the capital risk associated with a conventional fixed rate issue. In Italy the
Government took the lead in 1ssuing vaniable rate and short-term debt, a lead soon
followed by the financial institutions. Similarly, in Sweden the Government has
introduced new medium and shorter-term instruments to be sold to domestic non-
bank investors.

In the recent past credit ceilings, reserve requirements and interest rate
restrictions have not been a major stimulus to the growth of direct tcredit
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transactions, whereas earlier they tended to be. The authorities have relied on such
controls less than in the past or have made them more comprehensive to discourage
circumvention. In Italy credit ceilings were abolished in 1983, and a similar step was
taken in France in 1984. However, in the latter case a progressive reserve
requirement on bank assets not funded by bond or equity issues was introduced at
the same time. This measure, like the credit ceilings formerly used in France,
encourages greater use of the markets by both ultimate borrowers and banks,

Direct access to funds has been improved in the last few years by the relaxation
of administrative controls on financial instruments and markets. In the United
Kingdom, the United States, Japan, Germany, France and Switzerland changes in
regulation, taxation and established practices that augment competition in the
market have been implemented or discussed during the past year. For example, in
France, Germany, Japan and the United States the abolition of withholding taxes on
interest earned by foreign holders of bonds stimulated the expansion of the market.
In the United Kingdom the stamp duty on transactions in the financial market was
halved in 1984, and the abolition of minimum commissions on overseas stock
transactions foreshadows further changes that will give a fillip to the financial
markets. In Germany the rules governing the lead management of foreign issues of
bonds denominated in Deutsche Mark were modified as from May 1985. Now any
bank legally domiciled in Germany can lead manage such issues as long as they are
of certain minimum maturities and, if the bank is foreign-owned, as long as
German-owned banks have similar rights in the home country of the bank in
question. Previously, foreign-owned banks, even if domiciled in Germany, were not
allowed to lead manage foreign Deutsche Mark issues. The creation of bond
investment conduits and the easing of restrictions on the issue of CDs in France and
Japan are two further examples of the relaxation of administrative controls. In
France tax and regulatory changes have made it possible for financial institutions to
attract funds that are then placed in negotiable securities. Apart from stimulating the
growth of the market, these measures encourage a shift in the composition of the
wealth portfolio towards the less liquid end.

The growth of mutual funds and the rise in contractual saving have, by
increasing the funds available to institutional investors, also given impetus to the
expansion of the markets, but this means that institutions, albeit often ones radically
different from banks, stand between ultimate borrowers and lenders. Indeed, as was
noted above, the growth of the share of financial wealth held in the form of pension,
insurance and mutual fund claims is one of the most prominent changes in the
composition of total asset holdings. Technological change and increased competition
in the securities market have lowered, and are continuing to lower, transaction costs,
in particular of block trading. In the United States the removal of restrictions on
competition in commissions in the first half of the 1970s allowed institutions to pass
on the cost savings to large customers. The rapid expansion of money-market
mucuals from the mid-1970s in response to regulations on deposit rates also boosted
the role of non-bank institutions in the markets.

The competitive response. For banks and other deposit-taking institutions the
growth of direct credit transactions has been significant for two reasons. First, in a
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number of countries such institutions have increasingly turned to markets, which are
now deeper and more active than in the past, to fund their lending. This in itself is
not a new phenomenon. Banks had earlier collected funds in the market when
interest rate controls, penal reserve requirements and other administrative measures
made traditional funding through deposits difficult or costly. The main changes are
that recourse to the markets is no longer so volatile and that national differences in
the importance of such funding are smaller. Secondly, the emergence of less
regulated and more active markets has meant that a growing share of traditional
bank deposits and loans has come to bear market-determined or market-related
terms.

Financial markets have come to provide a more important benchmark for the
valuation and determination of the terms on bank assets and liabilities. It is now
more difficult to depart from market terms without the risk that the custom of those
able to tap the markets will be lost. In the United States, for example, the movement
away from the use of the prime rate in commercial and industrial lending was partly
the result of the greater ability of companies to raise funds directly by issuing
commercial (money-market) paper. Between 1977 and 1984 the outstanding volume
of commercial paper issued by non-financial corporations increased nearly fivefold
(see the graph on page 52). In due course the practice of linking the banks’
commercial lending rates to market rates tended to spread to loans to firms without
obvious access to such markets. This was a result of keener competition in the
United Staves between commercial banks and other financial institutions, in
particular foreign banks, and because the adoption of this practice enabled the banks
to reduce their interest rate risk.

The extent to which market rates are paid on small deposits varies from one
country to another. In the United States, the United Kingdom, Italy and Canada the
minimum size, maturity and withdrawal restrictions are now so insignificant that
liquid deposits paying market rates are available to the average household. In some
other countries banks with large deposit bases have not been eager to see the spread
of market rates to the small deposits constituting the bulk of their funding. This
issue is also of concern to the monetary authorities because it is a major determinant
of the size of changes in interest rates needed to influence monetary aggregates.

Blurring of boundaries. Recent years have also witnessed the continuation of
a furcher fundamental change in financial intermediation: the blurring of distinctions
between different types of financial institution, between different types of contract
and, indeed, between intermediated and direct market transactions. The first change
is the result of increased competition over the full range of financial services and
greater penetration by institutions into one another’s traditional domains. It has
been particularly noticeable in the United States, Japan, the United Kingdom, Italy,
France and Canada. Perhaps because the United States is the only Group of Ten
country with important geographical restrictions on banking, it has experienced
more extensive institutional interpenetration in the domestic sphere than many other
countries. As with other financial changes, the blurring of distinctions has been
negligible in Germany, the Netherlands and Switzerland, where universal banking
has long existed.
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In the United States a para-banking sector has gradually developed on the
periphery of the traditional institutions, which have responded by extending their
geographical and product ranges. Some of the new institutions such as the “non-
bank banks” are the progeny of differential regulations which reflect the division of
responsibility characteristic of a federal system or which were conceived at a time
when financial innovation was relatively dormant. Exploitation by core banks of
different local laws and regulations has also led to increased interpenetration, as has
the acquisition of one type of financial institution by another, a phenomenon that
can also be observed in Canada, France and the United Kingdom. In these countries
banks, securities houses and insurance companies have joined forces in varying
combinations to form financial conglomerates.

Recently the authorities in some countries have contributed more actively to
the blurring of distinctions between institutions by relaxing restrictions governing
the type of business they can conduct and the conditions on which they can conduct
it. This has been done to promote efficiency and to create equitable competitive
conditions for different types of institution. In the United Kingdom, for example,
the tax treatment of all deposits was made identical in 1985, thus placing private
deposit-taking institutions of all types on a more equal footing. Building societies
had previously been the only institutions to pay interest net of a standard or
composite rate tax. Dividing lines have also been obscured in Italy between banks
and special credit institutions and in Japan between banks and securities companies.

One of the more recent examples of a blurring of distinctions is that between
different types of financial contract. Not only were financial contracts previously
generally held to maturity, the purchase or sale of a contract, when it occurred, also
involved the transfer of all its features. Now new techniques enable banks or other
institutions to “unbundle” financial contracts, to retain some of the elements and to
pass others on. Currency and interest rate swaps, futures contracts, forward-market
operations, options, trading in interest entitlements and insurance of credit risk are
examples of the new techniques. As yet, some are of only limited significance
outside the United States and the Euro-markets, where a substantial proportion of
fixed rate Euro-bond deals involve swaps, but there are clear signs of their gradual
extension. Financial futures exchanges, discussed more extensively in last year’s
Annual Report, exist or are being developed in Australia, Canada, France,
Luxembourg, the Netherlands, the United Kingdom and the United States, and
their activity and range of products have been increasing, albeit often from a very
small base. In other countries, such as Germany and Switzerland, where financial
matkets have not undergone such rapid changes, unbundling in domestic
transactions appears to have played a minor réle.

The final blurring of distinctions — that between financtal institutions and
markets — is in large measure a consequence of increased competition, the greater
use of markets by both ultimate borrowers and financial institutions and the
unbundling of the terms in the financial contract. When interest rates on bank assets
and liabilities move with market rates and full charges are levied on financial
services, when banks hive off unwanted features of financial contracts, such as
excessive interest rate risk, through unbundling techniques and when instruments



that were previously held until maturity can be sold at will, the distinction between
intermediation through institutions and direct flows in markets — a distinction that
is sometimes considered the cornerstone of monetary control — becomes much
more problematic. It does not, however, disappear. Bank interest rate margins
remain larger than spreads between selling and buying rates in financial markets
because banks provide a range of services, such as risk assessment and customer
screening, that markets alone do not, and indeed cannot, perform.

One important financial innovation, variable rate lending, was discussed in the
Annual Report published in 1983. It is worth noting that in the intervening period
the re-emergence of fixed rate contracts and interest rate transformation has been
modest despite lower inflation and more stable interest rates. In the United States
some recovery in fixed rate lending occurred in 1984. This was perceptible in the
corporate bond market and later in the year in the mortgage market, but for the year
as a whole the share of adjustable rate mortgage lending, at about two-thirds of the
total, was higher than in either 1982 or 1983, Moreover, swap transactions were
involved in some of the fixed rate borrowing, which means thac interest rate risk
may not have been increased. Similarly, last year Canada witnessed a modest rise in
lending at interest rates fixed for terms of three to five years. In Italy the use of
variable rate contracts by special credit institutions continued to expand, and in
France financial institutions also tended to favour this type of lending. In countries
which have long practised it, such as the United Kingdom, no major changes
occurred.

Continued reliance on techniques for reducing interest rate risk allows of
several explanations. One is that expectations of future interest rates are still
coloured by exceptional uncertainty. In this case, a more lasting assumption of
interest rate risk by the banks and greater willingness by ultimate borrowers and
lenders to conclude fixed rate contracts could be expected once underlying financial
and economic conditions have become more stable. A second explanation is that
banks are unwilling to abandon new-found practices which allow them to reduce
their interest rate exposure, particularly when the interaction with other risks such
as credit, currency and country risk has become more dynamic. Indeed, it can be
claimed that the major change that has occurred in bank risk management is not in
the nature or even in the aggregate amount of risk, but rather in the greater ability
of the banks to alter its composition. In this case, a general resurgence of fixed rate
lending would depend on changes in other risks and on the operational decisions of
financial intermediaries.

Policy issues,

The financial changes of recent years raise a number of policy issues, though
their topicality for individual countries varies in line with the speed and scope of the
changes. One of the most important issues is the question of efficiency. Increased
competition in the financial market is generally believed to promote efficiency not
only in the narrow area of banking and finance but alsc in the overall allocation of
resources. The relaxation of various restrictions has allowed the banks and other
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institutions to respond to changes in market conditions more flexibly than before.
Transaction costs have been reduced and portfolio holdings can now be changed
more easily. However, if adjustment elsewhere in the economy is slow and difficule
to predict, prices in financial markets may not always be at or even near their
equilibrium levels, which may well complicate investment and saving decisions and
hamper the efficient allocation of resources. Moreover, although the increased range
of activities undertaken by different types of financial institution may lead to
external economies in processing information and screening customers, the potential
for conflicts of interest, exploitation of privileged positions and concentration of
financial power grows, which may be inimical to efficiency.

The changes in financial conditions of the recent past and the accompanying
intensification of competition have great bearing on- another policy concern:
financial stability. Stff competition may spur risk-taking and reduce margins, thus
increasing the likelihood of problems in individual institutions. Since national and
international interdependence has increased, such problems could pose a threat 1o
financial stability more generally, Monetary and prudential regulatory systems must
be designed in the light of the changing conditions. It is now often recognised that
restrictions on banks’ ability to meet the needs of the market may reduce the
resilience of the financial system. Regulation sometimes merely diverts competition
into areas where it is less conspicuous and where adjustment is more costly and
slower. However, for example, ensuring that institutions have, and are perceived to
have, sufficient capital and competent management systems is essential in an
environment of enhanced competition, involving a wider range of products in a
larger number of sometimes unfamiliar markets,

While in various countries it is accepted that the liberalisation of financial
markets should move ahead, the pace of desired change is both difficult to determine
and politically sensitive. If prices and the structure of flows are near their
equilibrium levels, the overnight abolition of regulations on pricing or portfolio
composition may be warranted. But if financial systems have been cosseted by
regulations and a stable technological environment for decades, the sudden abolition
of controls on pricing and products could lead to such a rapid restructuring of the
financial system that its stability could be in jeopardy. In these circumstances
gradual change, coupled with measures to ensure capital adequacy, will not only
tend to accord with the vested interests of particular segments of the community that
benefit from the restrictions but will also tend to reduce the likelihood of financial
instabilicy.

A third area of concern in some countries is how changes in the financial
system bear upon the planning and formulation of monetary policy. There is ample
evidence that the demand for money may shift as a result of financial innovation, the
growth of the scope for direct credit transactions and the deepening of financial
markets. The existence of a deep and well-functioning market increases the liquidity
of individual claims and thus endows the agent holding them with more liquidity
than if they could only serve as collateral for a loan. In 2 large number of countries
the financial changes that have blurred the distinction between monetary and non-
monetary claims have altered attitudes towards the use of monetary aggregates. In
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some countries a wider range of aggregates, not all of them monetary, are now
employed. Moreover, there is a tendency to use them in a more conditional or
judgemental fashion because in an environment of change past relationships do not
always provide an accurate guide to the future.

The growth of direct credit markets also affects the transmission of policy
through the financial system and has a bearing on domestic monetary autonomy.
Substitution between different financial assets, domestic and foreign, becomes easier
as markets become deeper. Administrative controls on credit expansion, interest
rates and portfolio composition become less effective as flows are diverted into the
growing range of alternative channels. It is widely recognised that interest rates then
assume a greater role in policy transmission. In addition, risk, the second main
determinant of the portfolio decision, also comes to play a more important réle.
Lenders, for example, become increasingly conscious of the impact of high and
volatile interest rates on the ability of borrowers to service loans. This i turn
engenders caution on the part of the lenders, which underpins a restrictive policy
working through interest rates.

Finally, it is important to note that the changes in banking and finance which
have occurred in some countries do not merely affect prudential and monetary
policy on their own, they also make co-ordination of these policies more imperative
but at the same time easier than in the past. As the emphasis in monetary policy in
most countries has been shifted away from fine-tuning of counter-cyclical policy,
the original raison d’&wre of central banking, the maintenance of underlying stability
in prices and in financial conditions, has come to the fore. The changes in financial
markets that have occurred also mean that the distinction between the instruments
of prudential and monetary policy has become more tenuous. When markets are
well developed and profits bulk large in the constellation of bank objectives, the
effectiveness of monetary policy measures depends on the extent to which they have
an impact on interest rates. These in turn affect bank earnings and the accumulation
by banks of own capital, which has an increasingly important prudential bearing.



IV. MONETARY POLICY AND INTEREST RATES.

Highlights.

Monetary policy continues to be formulated in the stable framework provided
by money stock control in the larger industrial countries and an exchange rate
orientation in most others. These strategies have been designed to help achieve a
return to non-inflationary growth, and in some respects economic developments last
year were encouraging. With inflation rates low or falling, moderate rates of
monetary expansion consistent with keeping inflation expectations in check provided
scope for a recovery of output and seem likely to continue to do so. But, at the same
time, in the United States, in conjunction with a large external current-account
deficit, the total domestic debt measure expanded much faster than the monetary
aggregates.

While the basic objectives of monetary aggregate strategies have tended to
converge over time, control procedures still differ from country to country,
particularly in the importance attached to influencing the domestic and external
counterparts of money creation. Last year a new credit control system was
introduced in France, while in Japan evolution towards an interest rate based control
mechanism continued. In some countries management of the public debt has posed
problems for monetary control. In the United States, Japan, the United Kingdom
and Germany changes in the authorities’ money-market operating techniques and
procedures have influenced the way short-term interest rates respond to policy and
market influences.

Given divergent developments in budgetary policies and in the economy, the
interest rate implications of moderate monetary growth rates also differed from
country to country. In 1984 interest rates in the United States first rose and then fell
as the economy weakened. But in Germany and Japan yields remained remarkably
stable or moved down slightly. Sensitive to external influences, interest rates in the
United Kingdom and Canada underwent large swings during the year. In France,
Italy and Belgium a strengthening of exchange rates against the Deutsche Mark
contributed to both a slowdown in domestic inflation and a decline in interest rates.
In early 1985, with a further surge in the dollar beginning to test the continuing
effectiveness of other countries’ counter-inflationary strategies, renewed rises in US
interest rates placed pressures on capital-market rates almost everywhere. In March
and early April this picture underwent rapid change as the dollar abruptly weakened
following large-scale intervention and signs of slower US growth.

In relation to inflation rates long-term interest rates still seem high, though
more so in North America than in Japan or in some continental European countries.
Budgetary imbalance and the strength of the recovery have kept the saving/
investment balance in the United States under strain. High real yields in the United
States have tended to exert upward pressure on real yields elsewhere, but it was
possible for long-term real rates in most other countries to be decoupled to some
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extent, partly because the market took into account the risk of a depreciation of the

dollar.

Developments last year emphasised the interdependence of countries’
economies and the way in which the effectiveness of monetary policy, even in large
countries, is influenced by interaction with economic developments and policies
elsewhere. Although the outcome last year remained broadly favourable, continuing
imbalance in the US policy mix, particularly if now combined with dollar weakness,
raises new concern about the problems that may lie ahead.

Developments in the money stock and in aggregate control strategies.

Consistent with medium-term objectives, norms and rates of expansion for
representative monetary aggregates were brought down further last year. In the
United States the expansion in M;, which the Federal Reserve could view as a more
reliable policy guide again after an unstable phase, moved irregularly as recovery
advanced, but for the year as a whole was comfortably within the target range. The
growth of M, and the broad debt measure quickened, however. In other countries
where norms are published the expansion of broad monetary aggregates generally
remained moderate or declined, as intended, and growth rates of narrow aggregates
were even lower, In the United Kingdom all the main aggregates other than the
broad monetary base expanded fairly rapidly, but concurrent changes in the financial
system made their development difficult to interpret.

In the United States the monetary aggregates — and in particular M; — had
risen steeply in 1982 and early 1983 in a context of abating inflation, disturbances
in the financial markets and regulatory change, but had then slowed down to remain
within rebased targets for 1983. Consistent with the view that the impact of the
distortions had passed but should not be offset, the Federal Reserve set objectives
which implied a further slowdown in the growth of M; and M, in 1984, and
reaffirmed them in July.

Under the more judgemental approach to policy adopted as from mid-1982 the
monetary aggregates were freer to respond in the short run to economic and
financial developments. In 1984 the monetary aggregates grew rapidly until mid-year
but slowed down from July onwards in a context of policy restraint on the supply
of bank reserves and a deceleration in bank lending. Then, in the autumn, when 1t
was clear that economic activity was also slowing down, the Federal Reserve became
more accommodative in supplying bank reserves. To underpin declines in short-
term money-market rates, Federal Reserve discount raves, which had been raised
from 812 to 9 per cent. in April, were lowered to 8 per cent. in two stages in
November and December.

By early 1985 faster growth in the aggregates, rises in short-term interest rates
and signals from the economy indicated that the situation had again changed. In
February the Chairman of the Federal Reserve reported to Congress that policy with
respect 10 bank reserves had become more cautious. At the end of 1984 the increase
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over four quarters in M, and M, was close to the centre of the target ranges, the rise
in balances on interest-bearing cheque accounts, which had expanded explosively in
1983, having slowed down sharply. The growth rates of M; and the broad debt
aggregates, however, were above the upper limits of their target ranges. For 1985 the
upper limits of the target ranges for M, and M, were lowered. Those for M; and the
broad debt aggregates were raised but the new limits implied slower growth rates
than those actually recorded in 1984,

Monetary and credit aggregates: Objectives and rates of expansion,

Monetaiy ot credit expansion
Objective® for ch P "
vonear Torgetpertoct |, Ch270 over four uarire,
Countries orcredit
pyoregate’| 19939 | 1984 | 19859 | 1983 | 1984 first quartar
1983 | 1984 | 1985
in percentages®
United States ...... M, 59 438 47 | &8 5.2 9.4 20 | 63
M, 7-10 | 69 6-9 85 7.7 12.1 8.7 9.0
M, [6%-9% [ é-9 69 | 100 10.5 10.2 9.5 10.8
TOND [B%2-11%| &1 212 10.8 134 2.3 11.8 13.4%
Japan ............ M,+CDs 7 8 8 6.8 ‘7.9 6.7 7.8 19
Germany ......... CBM 47 45 35 7.0 46 7.1 55 4.9
France ............ MR 9 5%-6% | 4-6 9.9 707 | 108 8.9 7.1¢
United Kingdom ... Mo - 4-8 37 - 57 as 5.8 5.4
M, 7-1 - - 14.9 - 12.1 1.9 144
£M, 711 610 | &9 10.0 1.9 9.5 10.3 9.9
PSL, 7-11 - - 12.6 - 9.5 12.2 15.1
(17 1 . TDC 18 17.4 16.2 20.6 20.0 20.3 1.2 20.2%
M, - - 10 - - 16.7 12,9 11.8°
Switzerland .. ..... CBMA 3 3 3 38 2.5 7.6 1.1 24

tTDND = total domestic debt of non-financial sectors; CBM = central-bank money; M:R = M: holdings of residents;
MG = wide monetary base; PSL: = private-sector liquidity; TDC = total domestic credit; CBMA = adjusted central-bank
monay, ZFor Jaman, prolz:t‘ion onﬁ. 3 Periods mnning from the fourth quarter to the fourth quarter for the United
States {except for My and in 1983), Japan {1883-84} and Germany, and from December to December for Italy'/(.‘ Periods
based on November-January averages for France and on February to April the following year for the United Kingdom.
Annual averages for Switzeriand. For the United States, the targets shown for My and Mz for 1983 are those established
in July 1983 for periods rl.ll"lnil'lcg.l from February—March (M2} and the second quarter (Mi) to the fourth quarter. In February
1984 the definition of Ms was changed to include term Euro-doliars held by US residents. For Japan, for 1985 the second
quarter to second quarter projection is shown, For France, the target for 1383 applied to Mz, which included non-resident
holdings of Mz assets. For the United Kingdom, the definition of sterling My for 198485 was changed to exclude public-
%cgc;_r deposits. 4 Calculated on the same basis as the objective. SAt annupal rates. ¢1984 fourth quarter.
raliminary.

In Germany the fast rate of growth of the central-bank money stock recorded
in 1983 reflected disturbances encountered early in the year. In 1984, although the
temporary slowdown in the pace of the economic recovery early in the year left
some trace, central-bank money basically expanded steadily along the course
established in mid-1983. The target range for 1985 is lower than that for 1984 but
is designed to permit continued expansion of central-bank money during the year at
a rate of 4 per cent. This rate was calculated to be consistent with an expected year-
on-year growth of productive potential of just over 2 per cent. in real terms and to
help consolidate the slowdown in inflation which took place during 1984, Only
minor adjustments in the settings of policy instruments were made during the year;
an increase from 4 to 41/2 per cent. in the Bundesbank’s discount rate in June 1984
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and a rise from 5'/2 to 6 per cent. in the lombard rate in January 1985 were aimed
solely at allowing a restructuring of the way in which central-bank money is
supplied by the Bundesbank,

In Japan, too, settings of interest rate instruments were kept essentially
unchanged last year. The rate of increase of M, + CDs remained remarkably stable
in line with the official projections, even though many new non-monetary financial
instruments were introduced. The forecast rate allows for the trend decline in the
velocity and is broadly consistent with the economy’s growth potential and minimal
increases in the general price level.

In France and the United Kingdom a progressive lowering over time of the
norms for monetary expansion has clearly reflected the authorities’ intentions.
Because of structural changes, however, recent developments in the aggregates have
been difficult to interpret.

In France, in setung the targets for MR in 1984 and 1985, some allowance was
made for the growth of the public’s placements in mutual funds and unit trusts
which are not included in the aggregate. An acceleration in the growth of MR at
the end of 1984 mainly reflected temporarily unfavourable developments in the
capital market. By eliminating the unutilised margins available for new lending
which the banks had accumulated over time under the old credit ceilings, the new
credit control system announced in late 1984 (see page 72) should be helpful in
restraining bank credit when the demand for it strengthens.

In the United Kingdom difficulties were experienced last year both in
specifying objectives for the aggregates and in the implementation of policy. To
some extent the authorities could anticipate the very rapid rates of expansion
recorded last year as banks and building societies intensified their competition for
personal-sector deposits. This was true not only for M;, where the increase was
disproportionately weighted towards new types of interest-bearing accounts, but
also for M, (transactions balances and retail deposits) and PSL, (broad private-sector
liquidity). Targets for last year were set only for MO and sterling M,. The growth
of sterling M, was influenced by an uneven profile of the government borrowing
requirement and erratic movements associated with the sale of British Telecom, but
also reflected fast rates of expansion of bank credit to the private sector. It remained
close to the top of the target range during the year and broke out of it on two crucial
occasions when sterling was under pressure in the exchange market for other
reasons. On each occasion unusual policy procedures were adopted: in June 1984
the Bank of England issued a statement to the effect that monetary policy was on
course, and in Januvary 1985 minimum lending rate was reintroduced, for the firse
time since 1981, for one day. Sharp increases in short-term interest rates had to be
acceded to and banks’ base rates, which had stood at 8!/2 per cent. in April 1984,
reached 14 per cent. at the end of January 1985, The growth of M0 (consisting
mainly of bank-notes and coin) remained within the target range, but it is difficult
to know how much importance can be attached o developments in this aggregate
alone. In keeping with the Government’s medium-term strategy, new, lower target
ranges for MO and sterling M; were announced by the Chancellor in his March 1985
Budget speech.
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In ftaly credit to the public sector continued to expand strongly last year. The
growth of bank credit to the private sector accelerated sharply in a context of -
economic recovery and following the termination, in December 1983, of the credit
guidance which had been in effect since the ten-year-old credit ceilings were
abolished in mid-1983. With nominal interest rates in most other countries lower
than those in Italy and the prospects for exchange rate stability in the European
Monetary System favourable, foreign currency credits, refinanced abroad by the
banks, expanded very strongly, and in July a ceiling was placed on banks’ net
external debtor positions. In September, when the situation was reappraised, it was
decided to attempt to limit the expansion of credit to the private sector in 1984, then
threatening to rise by 16122 per cent., to 14 per cent., compared with an original
objective of 122 per cent. At the same time the official discount rate, which had
come down from 17 to 1512 per cent. between February and May 1984, was raised
to 161/2 per cent. The growth in total credit subsequently slowed and for 1984 as a
whole was broadly in line with the revised objective. Inflows of funds continued,
however, and the rise in M, came to 12 per cent. In January 1985, following a
further decline in the inflation rate, the discount rate was brought down to 151/2 per
cent.

In Switzerland the rise in the adjusted central-bank money stock in 1984 was
below the target. The implied increase in short-term interest rates was regarded as
appropriate for preventing an excessively rapid increase in aggregate demand. The
long-term objective is to limit the expansion of central-bank money to a rate of
2-21/2 per cent. per annum,

In Canada, where targets for monetary expansion have not been in use since
1982, deposit-shifting continues to make targeting of the narrow aggregates
impossible, and the controllability of the broad aggregates is still open to question.
For the time being, monetary policy remains, to a considerable extent, exchange rate
and interest rate oriented, but the Bank of Canada continues to monitor
developments in the aggregates along with those in other financial and economic
indicators.

Interpreting developments in the monetary aggregates. The monetary aggregate
strategies applied in recent years have, in varying degrees, a2 medium-term
orientation, and monetary developments have mainly to be seen in the light of
policies designed to establish and maintain price stability as a basis for sustainable
economic expansion. At the limit, the credibility of such policies would seem to call
for aiming at eliminating inflation. In practice, of course, annual targets are related
to some estimate of the potential for a non-inflationary rise in output and have
normally made allowance for an increase in the general price level. Some rise in price
indices may come about, even in non-inflationary conditions, in a context, for
instance, of changes in relative prices ot of increases in prices set by the public
authorities.

As indicated in the graph, over the past two years rates of increase of key
aggregates have remained moderate or slowed down, while rates of inflation have
declined steeply. In other words, an acceleration in the growth of the nominal
money stock, characteristic of previous recoveries, has largely been avoided, but in
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Monetary aggregates and GNP in nominal and real terms,
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inflation-adjusted terms rates of expansion of the aggregates have increased. In all
the countries shown they have been significantly positive for some time. In the most
general terms, therefore, developments in the money stock seem to indicate a
monetary policy conducive to recovery, whatever the transmission mechanisms
involved.

In considering policy objectives allowance needs to be made for other factors
which have altered the relationship between the money stock and nominal GNP in



the short run. The fairly general fall in the income velocity of broad as well as
narrow monetary aggregates recorded in 1982-83 was influenced, depending on the
country under consideration, by a rise in the demand for precautionary balances in
recession and for low-interest-bearing transactions instruments as inflation rates and
interest rates came down, by financial innovation or by other disturbances.
However, even to the extent that monetary policy simply accommodated a rise in
the demand for liquidity in relation to GNP it provided scope for economic
recovery. :

Subsequently, a more normal relationship between changes in money stock
and in nominal GNP was apparently re-established. In the United Staves the
decision of the Federal Reserve to refrain from attempting to bring about a reversal
of the earlier unusual rise in the money stock (and fall in velocity) clearly did not,
in retrospect, cause a resurgence of inflation. In the course of last year policy was
flexibly adjusted again once it had become clear that the recovery was slowing
down. The response was, to a degree, judgemental. In Germany, where financial
and economic developments have been more stable, the objectives for monetary
expansion have been consistently related, over a long period, to developments in
productive potential. In recent years central-bank money has tended to rise, on
balance, in relation to recorded output, and an increase in velocity could be expected
on the basis of past experience to help accommodate economic recovery. In Japan
the activation of idle balances has also been helping to make stable monetary
developments consistent with strong recovery of the economy.

In interpreting developments in velocity, account must also be taken of the
changes in the financial system. Last year these helped to shift funds towards market
instruments and thus to slow down the growth of M;R in France, though the
demand for credit was also weak. In the United States the surge in issues of large
CDs as banks competed actively for funds to finance strong growth in credit had a
strong impact on M.

Interpreting credit developmients. In the United States last year the rise in the
broad debt aggregate far exceeded that in all the money stock measures, The Federal
Reserve publishes a “monitoring” range for this aggregate, and the question arises as
to what its development indicates about the stance of monetary policy. Though not
the principal instrument or intermediate objective of policy, credit expansion may
closely reflect economic and financial developments, particularly where there is an
external balance-of-payments problem or where financial innovation is in progress.

Total credit-market debt of domestic non-financial sectors includes the bulk of
the funds raised by domestic households, firms and government units in debt
markets in the United States. It includes debt securities placed directly with non-
financial investors as well as funds lent by banks and other financial intermediaries.
Equity financing and some items such as trade credit are excluded, however. For
many years the ratio of the broad debt aggregate to nominal GNP was relatively
stable, but, as in the case of the monetary aggregates, this relationship changed
markedly in late 1982 and early 1983. However, whereas the velocity of the
monetary aggregates has since developed more normally, the income velocity of the
broad debt aggregate recorded a further steep fall last year.
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Much of the rise in the broad debt aggregate between the fourth quarter of
1983 and the fourth quarter of 1984 was accounted for by a 17 per cent. rise in
Federal Government borrowing — most of it in non-liquid forms. This reflected a
growth in structural budgetary financing requirements unprecedented in an
advanced phase of economic recovery. The overall increase in the other components,
at nearly 13 per cent., was less out of line with experience in previous recoveries.
Lending to the personal sector and short-term credit to business rose strongly, with
the latter mainly reflecting huge growth in the commercial paper component. The
expansion of bank credit was inflated by an unusual volume of mergers and
“leveraged buy-outs” early in 1984 but slowed down subsequently. The rise during
the year in total bank loans and investments came to only about 11! per cent.

The large government deficit would have tended to have a moderating effect on
private credit demand had the large external current-account deficit not served as a
buffer. The increase of $715 billion in the broad debt measure last year occurred in
the context of an external current-account deficit of over $100 billion. About $70
billion of funds from abroad are included together with domestic asset formation as
direct and indirect sources of funds to credit markets. The difference broadly
matches the discrepancy in the balance-of-payments accounts, though large recorded
inflows and outflows of equity and other direct investments are excluded from the
credit-market aggregates. Of the recorded uses of foreign funds, banking inflows
amounted to over $20 billion. A small proportion of this was included in the
measured change in the US monetary and bank credit aggregates. The remainder —
essentially changes in interbank positions — could serve as a basis for credit-granting
while helping to moderate the growth of the banks’ domestic monetary liabilities.
This consideration was taken into account by the Federal Reserve in evaluating
developments in the aggregates.

In short, therefore, it can be said that the fast rate of expansion of total credit
last year mainly reflected the twin imbalances in the economy — the budget deficit
and the balance-of-payments deficit. These imbalances could not appropriately have
been rectified by monetary policy alone. The development in credit nevertheless
tends to confirm that monetary policy provided scope for economic recovery at
home and abroad. :

In countries other than the United States broad credit aggregates play a more
limited réle as policy guides. In Italy, where the limits set for total credit expansion
imply concern about an external current-account constraint, separate norms for
credit to the public and private sectors reflect the way in which meeting the objective
depends on fiscal as well as monetary policy. Most other countries still pay close
attention to developments in bank credit — in varying degrees objectives for credit
and external currency flows are explicitly taken into account in formulating norms
for the monetary aggregates. In the United Kingdom erratic developments in bank
lending to the private sector and in the funding of the public-sector borrowing
requirement contributed to the difficulties experienced last year in keeping sterling
M, on target. In Germany and Japan conditions in bank credit markets were calmer:
the rate of expansion of total bank credit to the public and private sectors in 1984
as a whole was moderate and closely in line with that of the broad monetary
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aggregates. Much the same can be said for net domestic credit, i.e. credit financed
from monetary resources, in France.

Developments in targeting strategies and monetary control procedures.

Unpublished targets for the aggregates were first employed as guides in policy-
making in the United States in the early 1970s, and it is now over ten years since
targets were first published in Germany, Switzerland and the United States.
Published norms have been in use for only slightly shorter periods in the United
Kingdom, France and Japan. Over time, and especially since 1979, countries’ basic
objectives in targeting the aggregates seem to have converged. Procedures have been
revised — much more extensively in some countries than in others — in response
to experience, to changes in the financial environment and to ideas about how the
objectives might be better achieved. Some common trends can be detected, but the
techniques used, and the problems to which they are prone, still differ widely from
country to country.

While 2 tendency for monetary authorities to rely increasingly on market
mechanisms in the monetary control and transmission processes has been fairly
general, the starting-point and the pace of change have also varied among countries.
In a few cases the control instruments have had to be adapted to cope with a
comprehensive dismandling of interest rate, credit and exchange controls required by
a commitment to deregulation. In a wider range of countries limited steps have been
taken to broaden access to money markets and to encourage more flexible
adjustments of short-term interest rates.

The specification of objectives. Last year ongoing changes in the financial
system (see Chapter III) resulted in further shifts in the weight attached to particular
aggregates as policy guides in the United States and the United Kingdom. In some
other countries essentially the same aggregates have been relied upon for many
years. The reason is not that technological progress or innovation in the use of
instruments has failed to occur in these countries but rather that changes in
regulations and in bank behaviour have taken place at an orderly pace. The
usefulness of particular aggregates as targets or indicators does not depend only on
the predictability of their relationships to output, inflation and interest rates. In the
United States the Federal Reserve has usually attached most weight to a measure of
transactions balances which can be amenable to fairly close control by manipulation
of interest rates. Earlier experience there and in Canada, where a narrow money
objective had to be abandoned some years ago because of the impact of financial
innovation, suggests that there may be a risk, where the demand for the target
aggregate is highly interest-elastic, that interest rates will not be raised far or fast
enough to check aggregate demand in a way that effectively counters inflation. In
some institutional contexts, too, it has become increasingly difficult to distinguish
transactions from savings balances.

Most countries attach importance to developments in broad aggregates which
can serve to check that developments in related variables — bank credit to the
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private sector, monetary financing of the government and external currency flows —
are on course. In most cases bank credit is still a large and volatile component of
total credit to the private sector, and institutional arrangements call for keeping a
close watch on monetary financing of the government. Moreover, external currency
flows remain relevant in a context of managed floating. Although only a few
countries now seek to influence bank credit directly, developments in it must be
monitored even when interest rates are the principal instrument of monetary
control.,

Minor amendments have been made over the years in countries’ targeting
procedures — in the use made of point objectives, target zones or annual averages,
in the specification of target periods, and so on. In the United States, for instance,
the objectives for 1985 were first shown in graphic presentations in the form of
“bands” as well as “cones”. Matters of this kind can clearly be regarded as
secondary, provided not too much attention is paid 1o very short-term developments
in the money stock. All countries base their norms on actual outcomes in the
previous target period and, in effect, incorporate the latest information available in
the standard of reference. Where this implies base drift — as in the case of M; and
the broad debt aggregate in the United States in 1985 — the reasons for it could
readily be explained. Perhaps indicative of more significant differences between the
procedures in major countries are differences in the extent to which trend rather than
cyclical developments enter into the formulation of norms and into the
interpretation of ongoing monetary developments by the authorities and the public.

Direct credit control mechanisms are no longer in use in most industrial
countries. The systems in operation in Japan and France have recently undergone
significant changes.

In France a fairly rigid system of credit ceilings fixed monthly for individual
banks, embodying a complex system of privileges for particular types of credit, had
been in operation for more than a decade. It was replaced in January 1985 by new
arrangements designed to permit the banks to exercise more initiative in managing
their balance sheets and to give them some scope for competition. Under the new
regulations the authorities will closely monitor credit granted by the whole banking
system to the extent that it is financed from monetary resources. Individual banks
will be free to expand their market shares, either by raising new capital and issuing
bonds or by accepting the burden of holding non-interest-bearing reserves with the
Bank of France in relation to their credit-granting. The reserve coefficients are scaled
to rise in steep progression in relation to credit-granting. However, concessions may
be granted, depending on the prospects for monetary expansion. The array of special
régimes for particular types of credit, which had, in effect, rendered the old system
unworkable, was abolished. Initially, under the new arrangement, 70 per cent. of
the growth of privileged credit will be counted as credit expansion. To help establish
a closer link between credit-granting and changes in the interest costs of financing
it, the reserve requirement was made contemporaneous.

In Japan over the past two years “window guidance” has changed in nature
from a rigid credit control device to an expression of the central bank’s views on the
short-term prospects for credit expansion. Over a longer period, with the business
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sector tending to become more liquid and the share of banks in financial
intermediation declining, less and less reliance has come to be placed on window
guidance for achieving monetary control. With the development of money markets
accessible to non-banks, the monetary policy transmission mechanism can at present
rely to some extent on changes in the level of financial intermediation induced by
shifts in money-market rates in relation to less flexible deposit rates. In the longer
run, as deregulation of deposit interest rates proceeds and new Instruments are
authorised, the effectiveness of monetary policy is expected to depend more on the
interest elasticity of expenditure,

Changes announced last year, in part related to the opening of the financial
markets internationally, included further liberalisation of CD issuing activity, the
authorisation of money-market certificates, the removal of limits on the swapping
by exchange banks of foreign currency into yen, and a freeing of forward exchange
transactions, which gave banks and non-banks much greater scope for asset and
liability management. As a result international interest parity relationships involving
the yen have come to hold much more precisely. The deregulation process has been
gradual and has not impaired the effectiveness of M, + CDs as a policy guide.
Further liberalisation of deposit interest rates calls for the co-operation of the postal
savings system and for agreement on arrangements for easing transitional problems

of small banks.

In many countries government debt management has, in effect, to serve as an
instrument of monetary policy. The banking system does not normally purchase
long-term government securities but effectively meets the government’s residual
financing needs by purchasing Treasury bills or through other special arrangements.
Few large countries now use portfolio constraints for financial institutions to limit
the monetary or interest rate impact of government financing. In a few countries tax
privileges or interest rate controls still give advantages to Treasury instruments.

In the United Kingdom in recent years net sales of public-sector debt to non-
bank residents have, on average, exceeded the public-sector borrowing requirement
— a relationship which has come to be known as “overfunding”. Purchases of
government securities by life assurance companies and pension funds, in particular,
have been very large. The context has been one in which bank credit to the private
sector has expanded at a rate far in excess of the official norm for banks’ sterling M,
liabilities and in which banks have not issued long-term liabilities on a large scale.
Strains in the money market which have arisen in the process have been relieved,
after the banks’ stock of Treasury bills had become depleted, by purchases by the
Bank of England of commercial bills from banks. To some extent the Bank has used
the proceeds of deposits placed with it by the Treasury for this purpose. The choice
of instrument has partly reflected the “market-oriented” spirit of the changes in
official money-market procedures made in 1981, However, bill purchases on a scale
large enough to influence the structure of money-market rates could distort bank
credit and the money stock by stimulating bill arbitrage -— borrowing by non-banks
against bills to finance the constitution of deposits. Concern has also been expressed
that the implied maturity transformation by the Government and the central bank,
taken together, could involve a net cost to the Treasury if long-term interest rates
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exceed short-term rates on average and, more important, that it might have an
impact on the term structure which could discourage non-financial companies from
lengthening the structure of their liabilities.

Many elements of this situation can be found elsewhere. Declines in net
lending by the banking system to the public authorities have at times been recorded
in the Netherlands under policies designed to limit the public authorities” recourse
to monetary financing. Claims on the private sector have long been a significant
component of the monetary authorities’ assets in Japan and in many continental
European countries. In Germany, the Netherlands, Switzerland and Canada the
Government has traditionally held a net credit balance at the central bank: in
Germany and Canada action to shift these balances to the market can be used as an
instrument of money-market management. More important, in few countries have
bond issues by non-financial enterprises been very large in recent years, though in
many cases enterprises have other alternatives to short-term bank credit. In the
United Kingdom action was taken with the budget this year to facilitate the issue of
one to five-year corporate bonds. Whether the recent increases in short-term interest
rates will also help to bring about a different balance in the structure of public and
private-sector financing remains to be seen.

In some other countries the main problem in public debt management has been
the traditional one of containing the liquidity impact of large government borrowing
requirements. In Italy the termination in 1981 of the arrangements under which the
Bank of [taly took up government securities not placed with the public or the banks
has contributed to more effective monetary control. Over the years, however, a
large stock of short-term Treasury bills and government securities with variable
interest rates has accumulacted in the hands of non-banks. In Belgium a build-up in
the banks’ holdings of short-term government securities and, at times, the liquidity
impact of government borrowing abroad have significantly influenced the operation
of monetary policy. In Sweden, where a variety of new public debt instruments have
been developed in recent years, the investment requirements for insurance
companies were changed in September 1984 and were extended to the National
Pension Fund. Thereafter, the coefficients, which had previously specified minimum
net holdings of priority bonds (issued for financing the public sector, housing and
agriculture), applied to gross quarterly purchases from the National Debt Office.

As for more indirect control instruments, the authorities’ money-market
procedures have undergone extensive changes in many countries in recent years. In
the United States the procedures introduced in 1979 were designed to permit closer
control over bank reserve positions, but since mid-1982 they have been operated less
rigidly. Contemporaneous reserve accounting was introduced in February 1984. At
the same time the reserve-holding period was extended to two weeks, with the result
that the Federal funds rate became more sensitive in the short run to banks’ yield
expectations. Under the procedures used since 1982 the Federal Reserve has tended,
in the short run, to adapt its provision of non-borrowed reserves in order to keep
borrowing at Reserve banks (or, more technically, free reserves) within a certain
range, thereby tending to stabilise the Federal funds rate. Last year, however, the
relationship between the Federal funds rate and borrowing at the Federal Reserve
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weakened. In the spring of 1984 borrowing rose in advance of Federal Reserve
action to tighten bank reserve positions. Then, with policy merely aimed at
stabilising the level of borrowing, the Federal funds rate rose steeply further, but it
subsequently turned down before policy was eased. Reserve positions were still
quite easy when the funds rate rose again in early 1985. In circumstances in which
it was widely supposed that Federal Reserve policies would be conditioned by the
strength of the economy the market seems to have anticipated policy adjustments,
thereby contributing to the timeliness of the interest rate adaptation, It is possible,
however, that the rise in short-terin interest rates in the summer of 1984 partly
reflected uncertainties in the financial markets.

Elsewhere the objective has been rather to make interest rates more flexible and
more effective in the control mechanism. In Japan the call-money rate has become
more responsive to supply and demand conditions since the ending of the official
posting in 1979. Steps are now being taken to broaden the range of open markets
in which the Bank of Japan can effectively intervene. The escablishment of a market
for yen-denominated bankers’ acceptances has been announced, and the creation of
an effective Treasury bill market, which is under discussion, would be consistent
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with the move towards more reliance in monetary policy on interest rate
mechanisms. In the United Kingdom continuous posting of the minimum lending
rate ceased in 1981 in a context of wider procedural changes (described in earlier
Reports) which were designed to give more scope for the play of market forces in the
determination of short-term interest rates. In Belgium the National Bank announced
in May 1985 that in future the discount rate would be set each week in relation to
the rate on three-month Treasury certificates. In Canada a variable discount rate,
linked to the Treasury bill tender rate, has been in operation since 1980.

In Germany the changes have been more limited, but, as in the other
countries, the use made of market-related instruments, including security repurchase
agreements, currency swaps and other special facilities which can permit “fine-
cuning” of the money market, has increased. Last year, against the background of
much more stable domestic monetary conditions, the Bundesbank placed the
temporary accommodation granted earlier to the banks on a more durable basis by
increasing rediscount quotas in July. It thereafter took account of external
considerations to some extent by supplying central-bank balances on a reversible
basis by means of security repurchase operations at interest rates just above the
lombard rate. Funds were offered in December at the lombard rate, but banks’
recourse to lombard credit remained high and increased further in early 1985 in a
context of interest rate uncertainty assoctated with the further rise in the dollar. In
these circumstances the Bundesbank, in a new departure, raised the lombard rate
and guided the day-to-day money-market rate to a level below it by means of
repurchase operations. The banks’ lombard indebtedness was quickly wound down,
though interest rate developments were distorted for a time by the liquidity impact
of official intervention in the foreign exchange market. In the long run the new rate
relationship should ensure that the téle of lombard credit remains more limited and
should permit the Bundesbank to guide money-market interest rates more flexibly
as required,

Exchange rate objectives and interest rate developments,

Short-term interest rates. Money-market rates in the larger industrial countries
have been strongly influenced by the efforts of the monetary authorities to meet
their domestic monetary objectives. However, they have also increasingly become
responsive to market expectations of future economic developments and policies
both at home and abroad. In particular, sentiment in the money markets in most
countries has continued to be affected by events in the United States and by the way
the domestic monetary authorities were expected to react to them. At the same time,
there have, of course, been marked differences in the behaviour of short-term
interest rates in the other major centres. These must be largely put down to
differences, based on past experience, in the degree of confidence which markets
expressed in the ability and willingness of the monetary authorities to steer a non-
inflationary course,

In Germany and Japar short-term interest rates were largely unaffected by the
rise and fall in money-market rates in the United States in the course of last year,
With the divergences came a substantial depreciation, on balance, of the Deutsche
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Short and long-term interest rates.
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Mark and the yen against the dollar. However, markets remained confident that any
domestic inflationary impact would remain limited and that policies geared mainly
to controlling the domestic money stock were on course and would be effective in
keeping inflation under control.

In the United Kingdom monetary and credit developments at times gave cause
for concern. Against a background of weak oil prices and the long miners’ strike,
uncertainty seems to have developed about the authorities’ attitude to the sterling
exchange rate. The view apparently gained ground that, in attempting to bring
interest rates down, the authorities had been proceeding faster than was justified by
either domestic or external circumstances. To restore confidence, sharp adjustments
in short-term interest rates became necessary.

In Canada the authorities attempted in early 1984 to protect domestic money-
market rates from the impact of rises in interest rates in the United States. At the
same time, they sought to keep the implied depreciation of the Canadian dollar
within bounds by intervention in the exchange market. These aims came into
conflict with each other, however, given the recent experience of high inflation rates
in Canada and the close links between the US and Canadian financial markets. It
was thus very doubtful whether there was scope for bringing about a sustainable
interest rate differential vis-i-vis the United States by means of a moderate
depreciation of the Canadian dollar, and the risks involved in trying to do so were
large. Subsequently, in fact, short-term interest rates in Canada had to be kept above
the level of those in the United States in order to stabilise the exchange rate. In
Sweden, too, money-market rates were adjusted downwards in relation to short-
term US interest rates in early 1984 but subsequently, with inflows of funds giving
place to outflows, had to move to levels above those of comparable dollar interest
rates.

The comparative weakness of the Deutsche Mark vis-a-vis the US dollar last
year changed the nature of the external monetary constraint in countries pursuing
DM-related exchange rate policies. Against a background of declines in high
inflation rates it was possible for short-term interest rates to be brought down
gradually in France, Italy and Belgium. Policy was geared, however, to preventing
too sharp a fall in relation to domestic inflation rates. As the prospect of currency
realignments in the European Monetary System — such as might otherwise have
been indicated by changes in competitive positions — receded, relatively high
nominal short-term interest rates began to attract inflows of funds. The resulting
strength of these countries” currencies helped to place downward pressure on their
domestic inflation rates. In Belgium, where relatively unattractive bond yields were
reflected in net outflows of long-term funds, money-market rates had to be kept
high enough to encourage large inflows of private short-term funds, even though the
Treasury continued to borrow abroad. In Italy a policy dilemma of an unusual kind
emerged in the second half of 1984, when inflows of funds induced by interest rate
differentials contributed to rapid monetary expansion even though the external
current-account deficit increased.

In the Netberlands, where the inflation rate and nominal interest rates were
relatively low, the guilder weakened vis-a-vis other European currencies despite a
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large current-account surplus. To help strengthen the currency, the official discount
rate was raised from 5 to 512 per cent. in early 1985.

In Switzerland, too, though policy was geared mainly to controlling the
central-bank money stock, a weakening of the Swiss franc, not only against the US
dollar but also against most European currencies, contributed to a rise in money-
market rates in 1984 and early 1985, Interest rates in Switzerland remained very low,
however, in absolute terms and in relation to a very moderate inflation rate. The
weakening of the Swiss franc against other European currencies could be seen as a
correction following the earlier strong appreciation. However, in early 1985 it began
to have repercussions on the domestic price level.

The unusual exchange rate configuration in the European Monetary System
was reflected in central banks’ net purchases and sales of foreign assets. In France,
Italy and Belgium advantage was taken of the relative strengthening of the domestic
currency to recoup part of earlier losses of foreign exchange reserves, while in the
Netherlands a decline in the central bank’s net foreign assets partly reflected the
guilder’s weakness vis-3-vis other European currencies. The Bundesbank sold dollars
on a considerable scale in late 1984 and early 1985. By contrast, in Japan and
Switzerland there was very little change last year in the central banks’ net foreign
assets. In Canada and the United Kingdom there was a decline in 1984 and early
1985. Changes in the central banks’ net foreign assets, where they occurred, had
little impact on domestic money-market conditions since they were largely offset by
movements in the domestic assets of the monetary authorities. In operations of this
type many of the central banks concerned made extensive use of short-term market
instruments of the kind that has become so prominent in recent years.

Influences on central-bank money and on short-term interest rates.

Japan | Germany | France | Belgium ngf,:‘dir' S\&r:.z:r- Italy
lterns and years
change as a percantaga of cantral-bank money stock
at beginning of period'
Cantral-bank net foraign asseis?

1982 . i - 99 1.0 -264 - 98 204 6.2 - 73
1983 ... ... i - 03 - 1.2 3.3 - 58 - 1.6 5.1 10.6
1984 istquarter ......... 0.1 27 0.9 - 93 - 19 5.0 - 2.7
2nd quarter ... ...... - 0.5 0.7 3.5 13.0 58 2.4 3.2
Ardquarter ......... - 0.6 - 24 9.7 14 0.7 08 26
ath quarter . ......., 0.0 - 3.0 27 1.9 - 19 0.9 2.1

1985 1stquarter ......... - 05 - 63 . . - 53 8.4 .

Central-bank short-term
liquidity-supplying operations?®

1982 . 7.2 0.2 42.2 - 02 -12.9 9.7 0.3
1983 .ot 10.2 256 -10.9 - 03 12.7 21 - 20
1984 1stquarter ......... - 73 -12 | =16 36 9.3 — 45 87
2nd quarter .. ..., .. -12.0 - 19 - 33 - 44 -14.7 - 09 - 3.9
grdquarter ......... 84 0.8 0.1 —-15.3 - 6.0 24 - 29
qthquarter ......... 14.2 6.3 - 32 - 22 10.6 9.4 0.2

1985 Istquanter ......... -12.0 4.6 . . 26 - 87 .

1 Flows net of valuation changes, partly estimated by the BIS. For Germany, France and Switzerland, based on monthly
averages of daily figures; for other countries, month.end data. 2 Excluding for:‘i!gn exchange swaps used for the purpose
of influencing bank liquidity. For Japan, operations of the Forsign Exchange Fund. 2 Lomgard and {except for Germany)
discount credit, foreign exchange swaps, security repurch agr and special loans st market rates. For
Switzerland, excludes end-month accommodation.
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That the constraint on monetary policy mplied in the weakness of other
currencies against the dollar remained manageable is partly explained by the
weakness of commodity prices. Further appreciation of the dollar in late 1984 and
early 1985 clearly revealed a potential threat to the continuing success of some
countries’ efforts to control inflaion — one which they sought to meet by
exchange-market intervention geared to curbing speculative exchange rate
movements, However, in the circumstances they could not envisage basic changes in
the thrust of monetary policies which had so painstakingly paved the way for
economic recovery.

Long-term interest rates. In the United States developments in long-term yields
last year continued to be strongly influenced by concern about the actual and
prospective borrowing needs of the Federal Government. In other respects,
however, sentiment in the financial markets changed markedly on several occasions
during the year, The rise in bond yields in the first half of 1984 and their subsequent
decline mirrored changes in the strength of credit demand. The abrupt change in
July, preceding a downturn in short-term interest rates and followed by a renewed
strengthening of the dollar, seems to have been a sign of subsiding inflation
expectations.

Bond yields in other countries were influenced to some extent by the rise in
yields in the United States in the first half of last year. Then, confirming the view
that lower inflation rates, continued fiscal consolidation and improved external
current-account positions warranted lower yields, bond prices in many countries
began to rise once long-term interest rates in the United States turned down. The
announcement in the autumn that Germany and France would follow the United
States in abolishing withholding taxes for non-resident holdings of domestic bonds
and the indication that other countries were considering similar moves helped to
maintain the downward trend in bond yields.

The relative weakness in bond prices in the United Kingdom in certain periods
mainly reflected the tensions in the money and exchange markets, while in France
changing yield expectations temporarily unsettled the capital market in early
December. Long-term interest rates in Switzerland moved marginally higher in the
course of last year but were scarcely affected by developments in other markets.

In early 1985 upward pressures on long-term interest rates developed in capital
markets in nearly all countries. In many cases this may have reflected concern about
the potential impact on inflation rates of a further appreciation of the dollar and
speculation about whether a tightening of monetary conditions was in prospect. In
the United States it had become evident that the likelihood of a substantial reduction
of the budget deficit in the near future was small, and that monetary policy would
not accommodate it. As a result real interest rates could be expected to remain high
as long as the economy continued to expand.

Real interest vates. In relation to current rates of inflation long-term interest
rates fell slightly, on balance, in the United States, Canada and Italy between early
1984 and early 1985 and rose during the same period in the United Kingdom and
France. In North America and in the United Kingdom these rates remain high in
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comparison with previous experience at any phase of the business cycle. They also
remain high, though not unprecedentedly so, in most other countries. Inflation
expectations may at times differ from recorded rates of price increase, particularly
in periods in which the latter are volatile. At present, confidence that recent declines
in inflation rates can be consolidated may not be fully established. However,
alternative measures of real interest rates based on official inflation forecasts, survey
data of price expectations and time series analysis, all of which have limitations,
broadly confirm the impressions given by the simple measures shown in the table.

Real long-term interest rates.*

v g{g::g Canada | Japan K'i‘.:.',',‘éf,dm Germany| France | ltaly |Belgium Sulvai:lzgr-
ears :
period averages, in percentages per anhum

196569 ............. 1.8 26 21 3 4.7 3.2 4.3 3.2 1.0
1W70-74 ... ...l 0.7 1.8 ~34 1.0 3.2 1.3 0.7 1.0 -1.3
1975-79 ...l 03 0.4 0.5 ~2.2 3.0 0.5 -3.2 1.3 1.6
1968084 ............. 4.9 4.6 4.1 2.9 4.2 3.6 1.1 5.2 0.3
1983 .. ... ... il 8.1 59 5.6 6.2 4.6 4.9 29 4.1 1.2
1984 ... .o 8.2 84 4.5 5.8 54 5.7 4.2 5.6 1.6
1985 1stquarter .. ...... 8.2 8.2 4.8 5.4 5.0 5.8 4.1 6.2 1.0

;f?:::d on monthky data. Representative long-term bond yields minus percentage changes over twelve months in consumer

Real long-term rates normally reflect an important element in the expectations
relevant for most investment decisions. There is widespread agreement that in
present circumstances the key to explaining unusual pressures on real interest rates
must be sought in developments in the United States. The resilience of private
investment there seems to be indicative of high rates of return on capital in at least
some US industries. Few observers are convinced, however, that this is the full
explanation of high real rates. Moreover, there is so far little solid evidence of a large
increase in the economy’s long-run growth potential.

It is also difficult to believe that monetary policy has much to do with
explaining persistently high ex ante real long-term interest rates. Current -and
expected monetary conditions, as affected by monetary policy, have, directly and
through their impact on inflation expectations, an influence on nominal long-term
interest rates. In recent years monetary policy has contributed to the establishment
of a stable financial environmeént in which real interest rates are less likely than in
the past 1o be negative for long periods of time. Declines in inflation expectations
might have been expected over time to permit a corresponding f2ll in nomiral
interest rates. Last year, with the strong rise in the dollar helping to stabilise the
domestic price level, monetary policy in the United States could accommodate an
unusually strong recovery of overall demand without running the risk of reviving
inflationary pressures. There is reason to suppose that monetary policy will continue
to be geared towards permitting full use of the scope for non-inflationary economic
expansion available in the circumstances.

Fiscal policy can have a more lasting influence on real rates through its actual
and expected effects on the saving/investment balance. Apart from questions about
offsetting cyclical or structural effects in the private sector, the basic issues here



relate to the extent to which real intetest rate pressures are likely to be transmitted
from one country to another. In addition, there is the question of how far, in the
aggregate, the effects of budgetary developments in the United States could be
expected, in terms of real interest raves internationally, to have been counteracted by
those of budgetary retrenchment elsewhere.

Developments in the United States and in groups of major countries in central-
government budget balances and in gross private investment, both expressed as
percentages of gross private domestic saving, are shown on the left-hand side of the
graph on page 83. Thus, the distance between the upper curve for each country or
country group and the reference line measures domestic “absorption” as a
percentage of gross private domestic saving, When this is above 100 per cent. it is
indicative of the net contribution of the rest of the world to the saving/investment
balance of the countries concerned, and vice versa. While inflation or cyclically
adjusted budger balances may be useful for some purposes, unadjusted measures,
together with changes in private investment, can be expected to be more helpful, in
practice, in explaining developments in financial markets. Similarly, the relationship
of these measures to private saving would seem to be more relevant than those to
GNP, and in comparing the weight of developments in financial markets in different
countries nominal values converted at current exchange rates would seem
appropriate. Actual and prospective balances in central-government budgets are
widely publicised, and their impact on financial markets can be different from that
of deficits of other government units and agencies, which in many countries are
subject to constraints. Here, these are subsumed in private saving.

The measures used show developments in budget balances in recent years in
terms of three contrasting examples: (i) the United States; (i) Canada, France and
Ttaly; and (iii) Japan, Germany and the United Kingdom. However, the aggregates
for the largest seven industrial countries strongly suggest that the weight of budget
deficits in the overall saving/investment balance in the industrial world has risen
sharply since 1978, the year prior to the second oil shock. Moreover, with the
liberalisation of financial markets, the impact on real interest rates of actual and
expected budget deficits may have increased over time. There is little evidence that
larger budget deficits have led to major changes in private-sector saving behaviour:
over the last decade total private savings in the seven countries have remained fairly
stable in relation to GNP.

The view is widely held that the saving/investment imbalance in the United
States, as influenced by the Federal Government’s huge structural demand for credit,
has been reflected not only in domestic interest rates but also in a large rise in the
dollar in the exchange markets and in large-scale imports of savings from abroad.
The graph, as it relates to the United States, would seem to provide strong support
for this view. Between 1979 and 1984 the share of the US central-government deficit
in the total of the central-government deficits in the largest seven industrial countries
rose from about 10 to around 50 per cent., while its claim on their aggregate gross
private savings rose from under 2 to more than 11 per cent. While the large US
external current-account deficit helped in the spread of economic recovery, the
corresponding international savings flows must have served both to moderate
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Saving/investment imbalances, real interest rate differentials
and real exchange rates.’

As a proportion of gross private domestic saving: - Real long-term interest rate differentials
. . i vig-a-vis the United States (for the
Central-government financial deficit (A} United States, real long-term interest rate)?
= Gross private domestic investment (B) — Real exchange rate vis-a-vis the US dollar
A+B {for the United States, real effective
axchange rate)?
%
gl 140

United States

Seven major countries 1o /
it

L Japan, Germany, United Kingdom - 110

France, Italy, Canada

70 72 74 76 78 80 82 84

1Based on national sources. Aeal variables calculated by using changes in consumer prices. 2 Left-hand scale.
? Indices: 1977 = 100; right-hand scala.



—_— 84 —

upward pressures on real interest rates in the United States and to transmit them to
other countries, '

In Japan, Germany and the United Kingdom governments have sought for
some years now to reduce their deficits. Although these countries benefited from
strong export demand, the recovery in their private investment lagged behind that
of the United States and exerted less pressure on the supply of private domestic
savings. Until late 1984, at least, depreciation of these countries’ currencies posed
little threat to the success of domestic counter-inflationary policies, While in these
citcumstances domestic factors would favour declines in real interest rates, the
influence of high interest rates abroad, in the United States in particular, would
work in the opposite direction.

In the event, the rise in long-term nominal interest rates in Germany and Japan
since the late 1970s has been much smaller than that in the United States and real
interest rates, though they have risen, have moved up less than in the United States.
Moreover, as can be seen in the graph, 2 gradual widening took place over time in
the margin between real interest rates in these countries and those in the United
States and it went hand in hand with a progressive appreciation of the dollar against
the yen and the Deutsche Mark in real terms. Thus, given impediments of various
kinds to international savings flows, real interest rates in these countries responded
to some extent to an improvement in the domestic saving/investment balance which
came about against a background of stable monetary policies. Conceivably, the
decoupling may have been facilitated by a feeling among capital-market participants
that the dollar’s real value could prove unsustainable and that some allowance should
be made for possible future exchange rate losses on dollar investments in comparing
yields on long-term placements in different currencies. In the United Kingdom long-
term real interest rates also moved up less than real yields in the United States in the
1978-84 period. However, the differential was not closely related to changes in the
real dollar exchange rate of sterling, which was influenced, inter alia, by the
changing outlook for oil prices.

In France, Italy and Canada the policy options in recent years have been
limited. Private investment has for some time been comparatively weak, but large
structural budgetary imbalances have called for corrective action which in the
prevailing economic sitvation had less effect on the actual deficit than it might
otherwise have had. Influenced by the EMS arrangements, real bond yields in
France and Italy seem to have become more closely linked with real long-term rates
in Germany, and in recent years the French franc and the Italian lira have
depreciated in real terms against the dollar along with the Deutsche Mark, though
to a smaller extent. In Canada, on the other hand, real long-term yields rose
between 1979 and 1984 by the full extent of the rise in real US yields, and the real
US dollar exchange rate of the currency changed little on balance over this period. -

Positive real interest rates may, of course, help to encourage savings. They
may also help to ensure that the most profitable, and perhaps relatively labour-
intensive, types of investment are undertaken. High costs of borrowing have not so
far brought the economic recovery to a halt, though concern that investment may
be more adversely affected in some countries than in others probably remains valid.



Certainly real rates seem high in relation to many countries’ growth potential. High
real rates can imply heavy burdens in servicing public and private-sector debt and
complicate the task of containing public expenditure. They also continue to burden
sovereign debtors in international markets.

International interaction of policies. It has long been recognised that exchange
rate flexibility does not remove the external constraint on monetary policy but only
changes its nature. In recent years the basic objectives of monetary policy in the
major countries have tended to converge, as has their price performance. However,
as indicated above, a major divergence between US fiscal policy and that in other
countries has been reflected in real exchange rate movements and in real interest rate

differentials.

By last year it had become obvious that even the largest and least open
economies can be significantly affected by external developments and that policy
must take this into account. Exchange rates may be largely determined by portfolio
decisions of private investors in the financial markets, but they have a strong
influence on countries’ growth and inflation performance. In the United States the
impact on the domestic price level of the dollar’s appreciation has enabled monetary
policy to accommodate strong rises in aggregate demand, but the rise in net imports
has clearly begun to undermine the progress of the domestic recovery. Although
other countries have benefited from strong export growth, by early 1985 imported
price rises and interest rate pressures were beginning to weigh more heavily in the

balance.

What has been becoming increasingly evident is the vulnerability of the non-
inflationary recovery of the world economy and the limits to what monetary policy
can do to sustain it in the absence of appropriate support from other kinds of policy.
The downward adjustment of the US dollar in March and April has given some
scope for declines in interest rates elsewhere, but the options in monetary policy are
bound to remain restricted. Experience clearly demonstrates that monetary policy in
the larger countries can be effective only if it continues to aim at maintaining stable,
non-inflationary domestic monetary conditions. Recent experience has also shown
that exchange-market intervention to counter speculative excesses may prove a
useful adjunct to monetary policy. More fundamental, by wide agreement, is the
necessity for budgetary action to rectify the balance of saving and investment in the
United States. Any further adjustment of the dollar would make this need, if
anything, more urgent than before.



V. INTERNATIONAL TRADE AND PAYMENTS.

Highlights.

Developments in the United States were the most important influence on
wotld trade and balances of payments in 1984. A 26 per cent. increase in US
imports, resulting from the combination of strong domestic demand growth and a
further deterioration of the US international competitive position, was the basic
driving force, both directly and through its effects in stimulating trade berween
other countries, behind an acceleration of the growth in world trade volume to 9 per
cent. This rate was roughly in line with that observed in past periods of economic
recovery.

The surge in US import demand produced an unprecedented $60 billion
increase in the US current-account deficit and the concomitant strengthening of
current-account balances in many other countries, both developed and developing.
In the developing world the non-OPEC developing countries recorded a further
significant decline in their aggregate currenc-account deficit. In Asia the
improvement was accompanied by rapid export and mmport growth, and in Latin
America aggregate imports, after the very sharp cutbacks of the two preceding years,
showed a modest increase. In the developed world large export gains by Japan
boosted that country’s current-account surplus by a further $14 billion, and most
other countries, too, recorded smaller gains on current account. At the same time,
however, the current-account balances of the United Kingdom and Italy and a few
other countries deteriorated.

The most striking feature of international capital movements remained the
large-scale net inflows into the United States, which for a second consecutive year
not only financed the growing deficit on current account but pushed up further the
external value of the dollar. A large part of investments in dollar-denominated assets
appears to have come from other major industrial countries, most notably Japan,
which recorded a very substantial increase in net long-term outflows, primarily on
portfolio capital. Qutside the Group of Ten, the improvements in many countries’
current-account positions reduced their external financing requirements, so that
despite a further decline in private capital inflows some developing countries were
able to replenish their official reserves significantly. However, 2 number of debtor
countries continued to be dependent on “organised” financial flows and relief
provided under debt restructuring arrangements.

Taken as a whole, these developments present a mixed picture. On the positive
side was the acceleration of world trade growth and the improvements, some of
them much needed, in many countries’ external balances on current account. These
encouraging developments would not have been possible without the sharp increase
in US imports. On the other hand, the large and still growing US current-account
deficit is unsustainable in the longer run, it has already given rise to a strengthening
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of protectionist pressures in the United States and its orderly financing continues to
depend on very large spontaneous capital inflows from the rest of the world; Japan’s
record surplus constitutes another major element of disequilibrium in the global
payments structure; and the external situations of a number of developing countries
are still very vulnerable.

The existence of these actual, or potential, elements of imbalance in the present
situation entails certain risks for the future. Firstly, a change in market sentiment
towards the dollar might reduce, or even reverse, capital inflows into the United
States. This could exert upward pressure on dollar interest rates and thus exacerbate
debt-servicing problems. Secondly, the stwrengthening of many countries’ external
positions during the past two years has been heavily dependent on the upswing in
the United States, and a slowdown in US import demand, if not compensated by
more rapid demand growth in other industrial countries, is likely to make further
progress in external adjustment more difficult.

World trade.

As world economic recovery gained momentum, the growth in the volume of
world trade accelerated last year to 9 per cent., compared with only 21/2 per cent.
in 1983. Dollar prices of traded goods fell by 2 per cent., the fourth consecutive
annual decline in the wake of the continued appreciation of the US dollar. This
moderated the expansion of world trade in current dollar terms to 6Y2 per cent.,
bringing it to a level of close to $2,000 billion.

By major groups of commodities, the volume of trade in manufactured
products and non-oil primary commodities expanded by 12 and almost 5 per cent.,
respectively, roughly in line with rates experienced in past periods of economic
recovery. Trade in oil, by contrast, remained relatively sluggish as most of the 4 per
cent. annual increase in volume reflected the cessation of stock drawdowns which
had been very large early in 1983. The overall decline in world trade prices resulted
from a fall in the prices of both manufactured products and oil, of around 3 per
cent. Other commodity prices rose on average by less than 1 per cent., but those of
most non-oil commodities peaked early in the year and declined sharply thereafter.

As the following graph shows, the overall rise in world trade owed most to the
strength of import demand in the Group of Ten countries, in particular in the
United States, where, for the year as a whole, the vigorous growth in import volume
of 26 per cent. accounted for more than one-half of the group’s increase in real
imports, which averaged 121/2 per cent. Canadian and Japanese imports, too, grew
rapidly, but imports into European countries expanded by less than 7 per cent.
However, as the year progressed import growth in the non-European Group of Ten
countries tapered off to rates similar to those in Europe.

With the exception of the OPEC countries, where the 11 per cent. cutback in real
imports was only slightly less than in the preceding year, all other main groups recorded
a pronounced upturn in imports. In the smaller developed countries and in the non-
OPEC developing countries import growth rebounded to 8 and 5 per cent.



— 88 —

World trade, 1981-84.

Seasonally adjusted indices: fourth quarter 1982 = 100.
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respectively, after having stagnated in 1983. However, the expansion was rather
unevenly distributed. While Asian countries, for example, increased their imports by 8
per cent., countries in Latin America were in general able to relax their policies of
import restraint only cautiously. Nonetheless, the widespread resort to import cuts in
these countries came to a halt last year. :

On the export side, increased sales in the US market were in many cases directly
responsible for a revival of export volume growth significantly in excess of countries’
import increases. Real exports from the Group of Ten countries rose by 9 per cent. in
1984, compared with only 2 per cent. in 1983, with particularly high growth rates being
recorded in Canada and Japan. Elsewhere, too, the increase in the volume of exports



accelerated markedly in 1984. In the other developed countries the rate doubled to 10
per cent. and in the non-OPEC countries it also doubled to 111/2 per cent., with the
lion’s share being accounted for by Asian countries, OPEC countries, by contrast, were
faced with a 212 per cent. further decline in their export volume. This was, however,
considerably less than the annual average decline of 14 per cent. over the preceding four
years.

International balance-of-payments developments.

International balance-of-payments developments in 1984 presented two
markedly different features. On the one hand, the external imbalances in the two
largest economies, the United States and Japan, worsened substantially; on che other
hand, there were widespread improvements in many developed and developing
countries’ current-account positions. The principal reasons for these developments
were the strength of the upswing in the United States and the continued rise of the
dollar, which caused the US current-account deficit to increase by $60 billion to
over $100 billion. Within the Group of Ten, the main counterpart to the
deterioration in the United States was the rise in Japan’s current-account surplus to
a record $35 billion. These overall changes in the two countries’ external positions
point to their close bilateral wading relationships but, more fundamentally, are an
indication of their profound imbalance vis-a-vis the rest of the world. Improvements
in the current accounts of other countries in the group were largely counterbalanced
by deteriorations in the United Kingdom and Irtaly, and the combined current
payments deficit of the Group of Ten widened from $9.1 billion in 1983 to $53.5
billion in 1984.

All other main groups of countries recorded improvements in their aggregate
current-account positions in 1984. The non-OPEC developing countries were able
to lower their aggregate current payments deficit by $13 billion to $22 billion, but
the improvements were rather unevenly distributed within the group. The OPEC
countries cut back their deficit by $11 bullion, the largest adjustments being made by
countries outside the Middle East. In. the smaller developed countries the
improvement totalled more than $3 billion. Eastern European countries, which as
a group have been running a comfortable surplus with the rest of the world since
1982, increased their aggregate current-account surplus by $2 billion.

About two-thirds of the increase in the combined current-account deficit of
the Group of Ten countries was mirrored in 1984 by corresponding changes in the
other main groups of countries. The remainder cannot be accounted for and gave
rise to a $16 billion increase in the negative statistical discrepancy on world current
account. As exports are recorded, on average, roughly four weeks before imports,
the rise of $2 billion in aggregate net world exports is attributable mainly to the
resumption of world trade growth. The reasons for the $18 billion increase in the
global invisibles deficit, which for several years has fluctuated around an upward
trend, are, on the other hand, not clear. The bulk of the increase in recent years can
be traced to the under-recording of investment income receipts and of net receipts
from services rendered by foreign contractors and consultants.
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International current-account balances, 1982-84."

Trade balance (f.0.b.} Invisibles balance Current balance
Countries and
areas 1982 1983 1284 1982 1983 1984 1982 1983 1984
in billions of US dollars
BLEU............. -38 | -19 | - 12 0.9 1.5 16 t - 27 | - 04 0.3
Canada ..........- 14.4 4.4 161 | 123 | 130 | 146 21 14 15
France............ —155 | — 84 | — 41 34 4.0 4.0 | -121 - 44 | -0
Germany ......... 245 215 214 | -21.2 | -17.3 | —154 33 4.2 6.0
Maly ..ot - 80 | - 342 - 8.1 25 3.7 30 | - 5655 06 | - 31
Japan ... ...ein.. 18.1 ns 44 | -112 | -107 | - 94 6.9 208 350
Netherfands ....... 4.6 43 63 | -09 | —-05 | — 05 37 3.8 4.8
Swaden .......... 0.8 3.1 47 | - 43 | - 40 | - 46 | — 35 | - 09 01
Switzerland ,...... -28 | ~-38 ] - 39 6.8 7.3 7.6 4.0 35 37
United Kingdom ... 35 {-18 | - 58 5.1 5.7 5.5 8.6 39 0.0
United States ...... -366 | -61.1 |~1074 29.4 195 57 - 71 -41.8 1-101.7
Group of Ten
countries . ..... -05 | -563 (-363 | -18|-38|~1722 | -23 ]| - 91 -53.5
Australia........ ] g0 {-~08 | -55 | -58 | -72 | — 81 - 658 | - 80
Austrla ........... -33 | -34 | - 35 39 3.6 29 0.6 02| - 06
Denmark.......... - 08 02 |-02{-1% (-14|-15 | -23 | -12 | - 17
Finland ........... 0.3 0.2 171 -11 - 11 -17 | -08 | -08 0.0
Greece ........-.. - 48 | - 43 | - 43 2.9 24 241 -19 | -19 | - 22
Ireband ........... - 11 -02 {~-02 | -08 |-09 |-07|-18]-11 - 09
New Zealand ...... - 01 0.2 80 1 -14 1 -13 | -2 |1 -15 -1 - 1.2
MNorway . .......... 24 4.3 83 | - 1.7 | - 21 - 18 0.7 2.2 35
Portugal .......... -49 | - 24 | - 14 1.6 1.4 09 | -32 | -101[-05
South Africa....... 0.7 4.0 19 | -38 1 -37 | -26 | - 31 03 | - 07
Spain .i.cniiennn -9893 | -74 | - 40 8.1 49 60 | —42 | - 25 20
Turkey .........0 -27 | =30 | - 30 18 1.2 %6 | -09 | -18 | - 14
Yugoslavia ........ -20 | -12 | -07 1.5 15 12 | - 08 0.3 0.5
Other developed
COUNLTiBs ... ... =282 | 130 | - 8.2 1.0 | -13 | -20 | -2722 | —-143 | —-11.2
Total developed
countries .. ... -29 -i8 —45 -1 -5 -18 =30 -23 -65
OPEC countries .. .. 62 44 ‘55 ~79 -85 -65 -17 -21 =10
Non-QPEC developing
countries........ -43 =20 -3 =20 -15 -19 -63 —35 -22
Total devetoping
countries ... .. 19 24 52 -99 -80 -84 -80 -56 -32
Eastern Eyropean
countries? .. ..... 13 13 15 -6 -5 - B 7 8 10
Total ............. 3 1% Al =106 -390 -108 -193 -n ~87

‘U %E F? transactions basis, 2 Bulgaria, Czechosiovakia, Getman Democrstic Republic, Hungary, Poland, Rumarnia and the

Sources: IMF, OECD, national sources and own estimates.
The dominant feature of international capital movements last year was the

unabated inflow of capital into the United States, an unprecedented amount of
which resulted from portfolio transactions. These inflows not only sufficed to



finance the growing US current-account deficit, but also put upward pressure on the
dollar. A sizable share of these inflows appears to have originated in other Group
of Ten countries, most notably in Japan, where net long-term capital outflows
increased almost threefold.

In the other main groups of countries the improvements in current payments
positions greatly eased financing problems and helped a number of countries to
replenish official reserve holdings on a sizable scale. New private-sector lending to
developing countries continued to contract as total financing needs declined.
Moreover, the structure of external debt improved somewhat, as in some countries
payments arrears and short-term debt were reduced, and new loans were contracted
on easier terms. However, there are still a number of countries which remain
effectively excluded from international capital markets.

Balance-of-payments developments in the United States and Japan.

The deterioration in the current account of the United States accelerated
further last year, when the deficit widened by $60.1 billion, or twice as much as in
1983, to reach an unprecedented $101.7 billion. The rapidly growing deficit on
merchandise trade alone accounted for three-quarters of the current-account
deterioration, but there was also a further sharp fall in the traditional invisibles
surplus. Whereas as late as 1982 the invisibles surplus had offset most of the trade
deficit, by the end of 1984 the trade and current-account deficits were virtually
identical. More than half of last year’s decline of $13.8 billion to a modest $5.7
billion in the invisibles surplus can be ascribed to larger import-related payments for
transport and insurance and to the reduction in net foreign investment income.

The massive increase in the trade deficit, from $61.1 billion in 1983 to $107.4
billion in 1984, basically reflected a further strengthening of domestic demand
pressures — the expansion of real domestic demand accelerated last year to almost
9 per cent., about 6 percentage points greater than the average demand growth of
all other industrial countries — and a further rise in the dollar’s real effective
exchange rate of 6 per cent. The following table provides an approximate order of
magnitude of trade balance changes by main components.

United States: Estimated components of changes in the trade balance, 1983-84.

Reflecting changes in

. Changes . export volume nan-ail import volume
inthe trade non-oil
Years balance oilimports terns dueto dueto
oftrade total lexport: kot total domestic
growth demand

in billions of US dollars

1983 =24z T2 6 -12 5 -26 -15
1984 —461/2 - 32 -5 17 17 —55 -3¢

Note: A minus sign indicates a decline in exports and an increase in imports.
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On the import side, the most striking feature was the surge in the volume of
non-oil imports. As real import growth soared from 14 per cent. in 1983 to more
than 26 per cent. in 1984 the negative influence on the trade account more than
doubled to $55 billion. Roughly one-half of the increase in import volume in each
of the past two years can be attributed to the strength of US domestic demand,
while the remainder reflected the influence of other factors, most notably of course
foreign suppliers’ gains of competitiveness vis-i-vis domestic producers.

" As domestic demand growth slowed down during 1984, the growth in, the
volume of non-oil imports decelerated markedly, from over 14 per cent. in the first
half of the year to 5 per cent. in the second half. However, in the first quarter of
1985, when domestic demand expanded by only about 1 per cent., real non-oil
imports rose at a seasonally adjusted rate of more than 15 per cent., suggesting that
the influence of the weakening US competitive position had become more
pronounced. Indeed, while the volume growth extended in 1984 over all major
categories of non-oil imports, it was strongest in manufactured products, which are
particularly sensitive to changes in international competitiveness. Imports of capital
goods, also driven by the strength of US investment spending, rose in volume terms
by 381/2 per cent., but imports of consumer goods, too, advanced strongly by 30 per
cent. in 1984. As a consequence, the process of import penetration in the US
manufacturing sector began to speed up considerably last year. While the share
of imported manufactured goods had risen only slowly from 7 to 8 per cent.
between 1981 and 1983, it jumped to nearly 10 per cent. last year, when almost one-
quarter of the increase in US demand for manufactured products was met by
additional imports.

The value of imports of crude oil and petroleum products rose last year by
about $31/2 billion. This first increase in the oil import bill since 1980 resulted
entirely from an 812 per cent. rise in volume, reflecting both growth of real oil
consumption of about 4 per cent. — the first increase in six years — and the absence
of large inventory drawdowns which had depressed imports in the previous years.

On the export side, the most noteworthy development was the surprising
rebound of US export volume in 1984, which exerted a favourable impact equivalent
to $17 billion on the trade balance. This first increase in real exports since 1980
partly reflected the spreading of the recovery of economic acuvity among the
industrial countries and the pick-up in import demand in some of the United States’
major trading partners in the developing world. The growth of US export markets
quickened from 21/2 per cent. in 1983 to about 8!/2 per cent. in 1984 and the volume
effect arising from market growth was equivalent to $17 billion, compared with $5
billion in the previous year. More importantly, however, while in 1983 the United
States had suffered a significant loss of market shares, last year the volume of exports
increased in line with the growth of US export markets. Given the continued climb
of the dollar and the consequent erosion of US international competitiveness
throughout 1984, the reasons for this remarkable performance are not entirely clear.
Several factors are worth noting, however. Firstly, as indicated by particularly large
gains in the export of capital goods, the rise in volume may be partly attributable
to sales of products in which US industry enjoys a strong technological advantage.



Secondly, a significant portion reflected trade in parts and finished products within
US firms, especially in the automobile, electronics and textile sectors, with
production sites located in Canada, Mexico and Asia. Thirdly, traditional trading
links appear to have favoured US exports to Latin America, which rose 5 percentage
points more than total Latin American imports. Finally, US exporters seem to have
made strong efforts to retain market shares, in particular in Europe, even at the
expense of considerably lower profit margins.

Movements in the non-oil terms of trade, which had helped to trim the
increase in the trade deficit in 1983 by $6 billion, gave way last year to a negative
effect of about $5 billion as import prices rose by about 11/ percentage points more
than export prices. The fact that the terms of trade deteriorated in spite of an 8 per
cent. appreciation of the dollar’s effective exchange rate was primarily a reflection of
the different demand conditions prevailing inside and outside the United States.
However, it also suggests that foreign suppliers were either exercising self-restraint
or, for other reasons, preferred to raise prices rather than to exploit fully the
potential for volume increases in the US market. By contrast, US exporters had little
scope for adjusting their export prices to offset domestic cost rises. US export prices
of non-agricultural products remained virtually constant for the second consecutive
year.

United States: Changes in trade balances vis-3-vis groups of countries, 198384,

Totaltrada | Industrial OPEC All gther Latin .
Years balance countries Canads Japan countries COuUntries America Asig
in billions of US dollars
1983 —24.6 -11.0 - 1.2 — 2.6 08 ~-144 - 82 - 6.2
1984 —46.4 -333 - 50 -14.4 - 28 -10.3 - L0 - 895

Turning briefly to the regional distribution of trade, the marked shifts in the
trade balance vis-a-vis groups of countries between the last two years, shown in the
above table, primarily resulted from the strong expansion last year in imports of
manufactured products into the United States. Whereas in 1983 the bulk of the
counterpart to the total trade deficit was found in the developing world, last vear
saw a substantial increase in the deficit with industrial countries, most notably
Japan. Indeed, of the total rise in the trade deficit of $46.4 billion in 1984, virtually
all occurred vis-a-vis industrial countries and the more advanced developing
economies in Asia, the two groups which were best placed to meet the rapidly
expanding demand for manufactured products.

The broad pattern of capital flows shown in the following table reveals that last
year’s record rise in the deficit on current account was financed by a substantial
increase in non-bank private capital inflows and the re-emergence of a large
statistical discrepancy, which is considered w0 reflect mainly unrecorded capital
transactions. The balance on net capital imports by banks remained roughly at the
1983 level. '
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United States: Summary of capital-account transactions, 1983—84.

1984
1983 . N
firat a third fotirth
ltems year quarter mr;f qu;rter quarter
in billions of US dollars

Capital thalance .. .............. 37.6 1029 233 28.1 35.1 12.7

Identified capitalflows ................. 283 721 161 223 215 12.2

Non-bank private capital {net) ......... 94 57.0 7.3 229 1.6 15.1

US Government capital (nat} .......... - 48 - B - 19 - 08 - 16 - 08

Banking flows (net) .................. 23.7 20.2 10.7 0.2 .5 - 21

Statistical discrepanty ................. 9.3 30.0 7.2 as 136 655
Changes in net official monetary position

(~=improvementl ............0.00nn. 3.9 - 06 - a7 - 14 - 15 8.0

The most striking feature on the capital account was the sixfold increase in
non-bank private capital inflows, from $9.4 biilion in 1983 to $57 billion in 1984,
Most of this reflected 2 marked rise in net inflows of non-resident funds. In
particular, net foreign purchases of US securities (excluding shares) tripled to $37.4
billion, and foreign borrowing by the US corporate sector through various other
channels amounted to $20.3 billion. By contrast, the balance on direct investment
and portfolio transactions in shares changed only hittle.

United States: Identified non-bank private capital flows, 198384,

1964
1983
first second thied fourth
hems year quaner quarter quarier quarier
in billions of US dollars

Direct investment (net)' ...._........... - 43 1.0 - 48 2.2 2.9 0.6
Other aquity investment (net) ........... 24 - 1.7 1.6 - 0.0 - 1.7 - 15
Bonds and other securities (net) ......... 134 374 33 9.8 85 16.0
Forgignbonds ..........ovvvvrenn.s - 37 - 37 0.3 - 08 - 0.6 - 25
US Treasury securities ............... 8.7 225 14 6.5 51 2.5
Other USbonds? .................... 84 188 1.6 4.1 4.0 9.0
Other non-bank private capital inet)® . .. .. - 21 20.3 7.2 109 1.9 0.0
TOMl ovivvrnnreaeeoiriinnanees 94 57.0 73 229 n.e 15.1
USassetsabroad ........ ...l -24.1 -102 - 36 - 05 1.2 - 7.3
Foraign assets in the United States . .. 33.5 67.2 10.9 23.4 10.4 224

1 Excludes inter-compeny flows and other transactions between US corporations and their_finance companies in the
Nethoerlands Antilles. 2 US bonds other than US Traastjg securities plus net proceeds from Euro-bond sales channelled
by finance companies in the Netherlands Antilles to corporations. 2 Includes residual transactions with finance
companies in the Netherlands Antilles, other inter-company flows and changes in net cleims on unaffiliated foreigners.

The vigorous demand for US securities, both US Treasury bonds and other
bonds, can be ascribed to several factors. The first was undoubtedly interest raté
considerations. For example, in 1984 US public-sector bond yields were on average
more than 412 and 51/2 percentage points respectively higher than the yields on
public-sector bonds in Germany and Japan. Moreover, although spreads narrowed
in the final quarter of 1984, demand for bonds was apparently boosted by the
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market’s expectation of capital gains from a further decline in US interest rates. A
second factor favouring investments in the US bond market was a shift to risk-free
government securitics away from certificates of deposit which occurred in the
second quarter when difficulties were experienced by some US banks. Thirdly, the
abolition of the US withholding tax on interest paid to non-resident holders of
securities issued after mid-July also enhanced the attractiveness of US securities to
non-residents. Moreover, this measure eliminated to a large extent the tax
advantages of Euro-bond issues through finance companies set up by US
corporations in the Netherlands Antilles. As a result, the flow of net proceeds from
finance companies’ bond sales to US corporations virtually dried up in the second
half of 1984, while direct sales of Euro-bonds contributed significantly to the record
capital inflows on account of corporate securities during this period. Finally, the
liberalisation of financial regulations in Japan in recent years is likely to have opened
up new sources of demand for US securities.

As shown in the table below, net banking inflows into the United States
declined by $3.5 billion last year to $20.2 billion, with a sharp deceleration in the
growth of both claims and liabilities arising from banks’ dollar transactions for their
own account. On the assets side, the principal reason for the slowdown was the
turn-round between 1983 and 1984 in gross lending to foreign non-banks, from an
increase of $13.7 billion to a cutback of $1.2 billion. The bulk of the reversal was
attributable to a further marked scaling-back of new lending to non-OPEC
developing countries, which last year obtained only $3.2 billion of new funds,
including the lending in connection with stabilisation programmes or rescheduling
arrangements. The slower expansion of banks’ foreign labilities occurred because
US banks’ borrowing from their foreign branches, which had accounted for about
one-half of total gross banking inflows in 1983, virtually came to a halc last year,

United States: Banking flows, 1983-84.

1984
1983
first nd third fourth
ltems year quarter ::?m: quarter quarter
in billions of US dollars
Banking flows (net] .......ooviieininias 237 202 10.7 0.2 1.5 - 21
Changesinclaims ..............o.... ~-254 - 7.3 20 —20.6 169 - 56
Transactions for own account in dollars -31.8 - 73 4.3 -20.7 13.7 - 486
with own foreign offices .......... —16.7 - 93 - 15 - 9.6 6.2 - 44
with otherbanks ................. - 14 0.8 38 - 885 69 - 1.3
withnon-banks .................. -13.7 1.2 2.0 - 25 0.6 1.1
Other transactions® ................ 6.4 - 0.0 - 23 0.1 3.2 - 1.0
Changes in liabilities ................. 498.1 276 8.8 20.8 -~ 54 34
Teansactions for own attount in doliars 48.9 245 8.2 19.0 - 55 28
with own foreign offices .......... 256 2.1 15 10.8 -10.8 0.6
with other banks 99 14.4 4.2 5.1 3.0 2.2
with non-banks . ... .. 134 7.9 25 31 23 0.0
Other transactions* 0.2 a 0.6 1.8 01 0.6

* Includes transactions in foreign cur ies, banks’ d th s external claims and banks' custody liabilities.



The pattern of US banking flows during the year was, as discussed in greater
detail in Chapter VI, affected by three main developments. Firstly, the short-term
interest rate differential between the dollar and other major currencies widened
progressively until July 1984 and provided a strong incentive during this period for
inflows of deposits into banks in the United States. Secondly, large gross outflows
occurred in the second quarter (and were reversed subsequently) when US banks
compensated their foreign offices for the withdrawals of dollar deposits that were
triggered by concern regarding potential losses on some US banks’ domestic loan
porifolios. In addition, there were sizable outflows to consortia of foreign banks
which were arranged to finance large-scale merger activities in the United States.
Thirdly, towards the end of the year risk and interest rate considerations seem to
have prompted foreign investors to shift from bank deposits to investments in the
US securities markets,

Looking briefly at the distribution of identified capital flows between the
United States and major regions, the table below indicates that in the past two years
the bulk of net flows into the United States (excluding US Government transactions
and movements in official assets and liabilities) originated in industrial countries,
especially western Europe. The most striking feature, however, was the emergence
of Japan as a major supplier of funds to the United States. Total net flows from
Japan to the United States expanded from $2 billion in 1983 to $12.4 bitlion in 1984,
a rise which accounted for one-quarter of the increase in total net capital inflows
identified in the table. Virtually all of this change represented new investment of
non-resident funds and much of it is believed to have been in the form of portfolio
investment. There was also a very large increase, from $6.5 billion in 1983 to $26.3
billion in 1984, in net inflows of funds from non-industrial countries. While the bulk
of the change reflected a cutback in US residents’” investment in these countries, the
continued attractiveness of the dollar induced non-residents to place sizable amounts
with banks in the United States and in the US securities market.

United States: Regional distribution of identified capital flows, 1983-84.

Other
Wastern . . Other
Total Europe Japan' c:)"udm“?i"":! R countries

{tams
1983 | 1984 | 1983 | 1984 | 1983 | 1984 | 1983 | 1984 | 1983 | 1984

in billions of US dollars

LS non-bank )
private sector {net) ..... 0.7 | 345 2.8 129 2.9 31 |- 45 80 |- 05| 105
Other private sector (net? . | 324 | 427 8.6 178 |- 09 9.3 77| - 02 7.0| 158
Total v orveerinnaeen 331 77.2 | 214 | 307 20| 124 3.2 7.8 651 263

1 Partly estimated. Australia, Canada, New Zealand and South Africa. 2 US banking flows [netl and net acquisitions
of US Treasury securities by non-residents.

The unidentified inflows of funds indicated by the re-emergence of a very large
positive statistical discrepancy in the US balance of payments cannot, by definition,
be attributed with certainty to particular categories of capital transactions. However,
two of the main sources of last year’s capital inflows into the United States — non-
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residents’ purchases of US securities and foreign borrowing by US corporations —
are items that are not very accurately reported in balance-of-payments stadstics and
it may therefore be that part of these inflows was not identified as such.

For a second consecutive year the large current-account deficit has been
financed entirely by the acquisition of net claims on the United States by private
non-residents and the dollar’s effective exchange rate has appreciated in the past two
years by 14 per cent. This indicates that the capital inflows were “autonomous” and
themselves contributed to the current payments deficit by pushing up the value of
the dollar. The marked shift in the relative importance of short-term banking
inflows and long-term non-bank inflows that occurred between 1983 and 1984 might
be taken as a sign that the financing of the current-account deficit was put on a less
volatile and potentially more durable basis last year. However, this conclusion can
be justified only to the extent that net purchases of US securities reflect a process
of portfolio adjustment. A certain part of last year’s inflow on portfolio account can .
be attributed to such a restructuring of portfolios and it is possible that this process
will continue for some time. However, in general the acquisition of foreign securities
is governed by the same considerations as apply to other private international capital
transactions, namely the assessment of relative returns on assets denominated in
different currencies. The balance of transactions in these securities, which are
marlketable, can turn around as quickly and sharply as flows from transactions in
short-term assets. Moreover, half of the counterpart to the US current-account
deficit in 1984 consisted of notoriously volatile banking flows and unidentified
capital movements, and in addition there were substantial net inflows into the US
corporate sector, which fluctuate mainly in line with credit demand and borrowing
conditions in domestic and international financial markets.

The preponderance of easily reversible capital inflows into the United States
during 1984 does not mean that prospective current-account deficits, which in any
case could not be rapidly reduced, might not be financed with the same ease as in
the past or, at any rate, without an abrupt change in exchange-market and financial-
market conditions. At the same time, however, the persistence of a huge current-
account deficit could become an increasingly important factor affecting market
participants’ confidence in dollar-denominated assets, and sentiment regarding the
future course of the dollar might alter rapidly. In that event a large change in relative
interest rates and exchange rates could be required in order to induce private
investors to continue adding substantially to their existing stock of dollar-
denominated assets.

Balance-of-payments developments in Japan in 1984 were, broadly speaking,
the mirror image of those in the United States. Not only were there large shifts in
opposing directions in the two countries’ current and capital-account balances, but
also a significant part of the changes in each country’s external account had a direct
counterpart in that of the other. Japan’s current-account surplus rose last year by
more than $14 billion to a new record of $35 billion. Owing primarily to higher net
receipts on investment income, the invisibles deficit fell by $1.3 billion, The lion’s
share of the current-account improvement, however, resulted from a steep rise in the
trade surplus.
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The increase in net merchandise exports, from $31.5 billion in 1983 to $44.4
billion in 1984, was partly attributable to a terms-of-trade gain of 21/2 per cent., but
in the main it reflected movements in trade volume. Export volume growth nearly
doubled to 16 per cent. and thus exceeded the growth of Japanese export markets
for the second consecutive year by about 5 percentage points, despite an
appreciation of the yen’s real effective exchange rate of 6 per cent. over the past two
years. However, this average change concealed a real depreciation of 3 per cent.
against the dollar which was more than outweighed by a rise of 13 per cent. vis-3-vis
the major European currencies. Exports to the United States, which alone account
for one-third of Japan’s foreign sales, are estimated to have expanded in volume
terms in the last two years by about 70 per cent., or almost twice as fast as the
growth of real US import demand. Exports 1o Europe were much less buoyant,
increasing in volume terms by nearly 20 per cent. Nonetheless, this was much faster
than the expansion of European countries’ import volume and implied a marked gain
of market shares.

The extraotdinary performance of Japanese exporters must be partly ascribed
to the competitive edge which Japan’s industrial sector has gained from structural
adjustment to changes in relative prices and technical progress during the past
decade. The success in re-orienting the pattern of industrial production away from
basic raw-material processing to lines of production with higher value added and
high-technology products, especially in the electronics sector, became particularly
evident in the past two years, when Japanese producers were in a positien to
respond vigorously to an upturn in foreign demand which was certainly much
stronger in high-technology products than the overall growth of imports by Japan’s
trading partners.

Japan: Changes in trade by commadity groups, 1983-84.*

Exports imports
Machinery Raw Minaral Manu-
Years Total equ?::-l ont Other Total matarials fuel ;argt;urgg Foodstuffs
in billions of US dollars
19483 8.1 9.0 - 09 - 55 - Q7 - 83 15 04
1984 23.2 20.2 3.0 10.1 1.3 14 6.3 1.1

* Customs data; imports c.if.

Changes in the commodity composition of Japan’s exports show clearly the
influence of structural adjustments which enabled Japanese exporters to enter newly
developing and more buoyant markets for particular products. As can be seen from
the above table, virtually all of the $31.3 billion increase in exports over the past two
years can be traced to sales of machinery and equipment, which have expanded by
32 per cent. since 1982 and whose share in total manufactured exports rose from 72
per cent. 'in 1982 to 77 per cent. in 1934, By contrast, the more traditional exports
such as textiles and chemicals have increased only moderately or, as for example in
the case of metal products, declined.
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Changes in the dollar value of trade by region, shown in the table below,
indicate that $23.6 billion, or 75 per cent. of the total increase in exports in the last
two years, went to the US market. The value of exports to South-East Asia rose by
28 per cent., while sales in Europe expanded by a comparatively modest 11 per
cent., as the influence of relatively sluggish demand conditions in this area was
reinforced by the relative strength of the yen against the major European currencies.

Japan: Changes in the regional distribution of trade, 1983-84.1

Industrial countries Developing countries
Years Coar United | Westen outh-East| Middie Eorane
este Ea i
P Toal | sphes | Europe | Other | Tota) Is sigt ] "Eagt. | Other P
in billions of US dollars

Exports

1983 8.1 8.6 6.5 15 0.6 0.4 4.1 0.2 - 39 - 09
1984 23.2 19.9 171 09 1.8 4.0 4.6 - 30 24 - 0.7
Imports

1983 — 65 09 05 0.9 - 05 | — 63 - 22 - 4.0 -0 - 01
1984 103 54 22 2.0 1.2 4.8 4.8 - 0.7 0.5 04

1 Customns data; imports c.if. 2 Includes the People's Republic of China.

The volume growth of imports also accelerated strongly, from slightly more
than 1 per cent. in 1983 to about 11 per cent. in 1984. Real imports of raw materials
and mineral fuels rose by 4 and 8 per cent. respectively, but the biggest increase, of
20 per cent., was recorded in imports of manufactured goods. The volume growth
in raw materials and mineral fuels occurred primarily in the earlier part of the year
and reflected mainly the restocking of inventories. When in the second half of the
year domestic demand became the principal force behind the recovery, imports of
manufactured products advanced quickly. This development during the year
reaffirmed the continuation of the movement in the composition of imports away
from raw materials and mineral fuels to manufactured products which has been
taking place for some time. As a consequence, the share of raw materials and mineral
tuels in total imports declined further in 1984, to 59 per cent. compared with 64 per
cent. two years earlier. By region, the increase in imports originated in roughly
equal parts in the industrial countries and the developing countries in South-Fast
Asia,

The increase in the current payments surplus in 1984 was almost fully matched
by a $13.4 billion rise in net outflows of capital from Japan, and. the net official
monetary position improved by $2.4 billion.

While Japan’s high propensity to save has been the principal reason for its
traditional réle as a net exporter of capital — except for brief periods, the capital
account has shown deficits since the early 1970s — the marked rise and concurrent
shifts in the composition of outflows in 1984 reflected the influence of two other
factors. Firstly, throughout the year domestic interest rates were considerably lower
than interest rates on US dollar-denominated assets and, for the greater part of the
year, the differential widened substantially in favour of dollar investments.
Secondly, a number of measures were introduced in late 1983 and early 1984 t0
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liberalise further Japan’s capital markets, providing, on balance, an additional
impetus to net capital exports.

Japan: Cabital-account transactions, 198384,

1984
1983
first second third fourth
temns year quarter quarter quarter q%ner
in billions of US dollare
Capital-accountbalance ................ -21.3 -38.9 - 4.2 - 88 -11.0 -12.9
Long-term capital {net) ............... -172.7 -49.8 - 58 -14.3 -12.4 -17.3
Residentcapital ................... —32.5 ~56.9 - 94 -13.7 -14.3 -198.5
ofwhich:
direct investment abroad .. ...... - 38 - 60 - 1.6 - 1.8 - 14 - 12
tradecradits ......... ... ..., - 2.6 - 6.1 - 12 - 10 - 1.2 - 1.7
080T . .orieii i - 84 -11.9 - 25 - 27 — 4.6 - 21
SBOURIIOS .. vviiriiren i -16.0 -30.8 - 39 — 86 - 88 -13.6
Non-residentcapital ............... 14.8 71 38 - 06 1.9 2.2
ofwhich:
BOCUMEIOS - v iiiiirarans 8.5 - 0.2 1.7 - 29 - a0 L1
externalbonds ................ 5.7 74 1.8 2.1 2.2 1.1
Short-term capital net} . ... ........... - 36 12.9 1.6 5.5 1.4 4.4
ofwhich:
bankingflows . ................ -~ 38 17.6 3.7 55 3.4 5.0
Errors and omissions ....... .. ..0ieunn 21 43 0.0 - 0.9 24 28
Changes in net official monetary position
{—=improwement} . .................. - 16 - 24 - 0.6 - 03 - 01 - 14

As indicated in the above table, the most striking feature was the sharp increase
in residents’ purchases of foreign securities, from $16 billion in 1983 1o $30.8 billion
in 1984. This consisted entirely of investment in bonds, roughly 15 per cent. of
which represented foreign bonds floated in the Japanese market. Apart from the
incentives provided by high yields on foreign securities, the outflow on portfolio
capital appears to have been stimulated by recent measures enhancing non-residents’
access to the Japanese capital market, More importantly, perhaps, the liberalisation
of capital flows at the end of 1980 has offered large institutional investors the chance
to diversify their portfolios. Although prudential regulations limit investment in
foreign-currency-denominated securities to 10 per cent. of the portfolio, rapid
growth of assets has allowed life assurance companies and trust banks to
substantially expand their holdings of foreign securities. For example, in the twelve-
month period ended October 1984 life assurance companies acquired an additional
$8.6 billion of foreign securities, while trust banks added $6 billion to their stocks
of foreign securities in 1984.

In addition to the large outflows on residents’ portfolio capital, direct
investment abroad rose by $2.4 billien, not least because of Japanese producers’
efforts to counter protectionist pressures by shifting production to other countries,
and new long-term trade credits nearly doubled to $5.1 billion, reflecting both
interest rate factors and the pick-up in foreign trade. Long-term loans — the bulk
of which represents bank lending denominated in yen — rose by $3.5 billion, partly
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because of the attraction of relatively low domestic interest rates, but also because
the guidelines on the basis of which the Ministry of Finance used to monitor
“overseas lending were suspended after September 1983 and finally abolished on 1st
April 1984

Non-resident investment of long-term funds in Japan is traditionally in the
form of portfolio investment. The decline in portfolio inflows, from $14.2 billion in
1983 to $7.2 billion in 1984, was entirely attributable to very large liquidations of
equity holdings. Settlements data point to non-residents’ net sales of shares of $7.2
billion in 1984. By contrast, inflows from sales of external bonds rose by $1.7 billion
to $7.4 billion in 1984, in part because the relaxation of guidelines on the issuance
of foreign-currency-denominated bonds with swap arrangements into yen, which
became effective on 1st April 1984, prompted Japanese corporations to step up their
issuance activity.

The large outflows of long-term capital were to some extent offset by net
short-term banking inflows which caused the balance on short-term capital to swing
from net outflows of $3.6 billion in 1983 to net inflows of $12.9 billion in 1984,
These net inflows may have been stimulated by the growing domestic credit demand
and by the removal of the limits on the banks’ conversions of foreign currency into
yen.

Balance-of-payments developments in the other Group of Ten countries.

The changes in the current-account balances of other Group of Ten countries
during 1984 were on a much smaller scale than those of the United States and Japan.
In general, current-account positions tended to strengthen last year, most notably in
France, but there were also rather sharp deteriorations in the United Kingdom and
Italy.

On foreign trade account, as already indicated, volume growth quickened
considerably in 1984, and the rise in real exports in most countries exceeded that of
real imports by a considerable margin. However, the impact of higher volume
growth was largely offset by declining dollar unit values, brought about by the
appreciation of the dollar, and trade values in current dollars therefore showed only
little change. The rapid expansion of real exports was generally the result of
accelerating export-market growth and of gains in international competitiveness,
which favoured in particular sales in the United States and, to a lesser extent, Japan.
The upturn in import volume growth was largely attributable to the recovery of
€CONOMIC activity.

In France the current account improved by $4.3 billion in 1984 and moved
into balance. Virtually all of the change occurred in the trade account, where the
deficit declined mainly under the influence of domestic demand restraint. Import
volume expanded by only 21/2 per cent., much less than in any other Group of Ten
country. The increase in export volume of 5Y2 per cent. did not keep pace with
export-market growth, largely because of losses of competitiveness vis-a-vis some
EEC trading parmers. A strengthening of the trade balance was also the basic reason
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for improvements of about $1 billion in the current-account positions of the
Netherlands, Belgium and Sweden. The Netherlands’ surplus on current account
reached $4.8 billion and was, in relation to GNP, the biggest of any Group of Ten
country. In Belgium and Sweden the current accounts showed, for the first time
since the mid-1970s, small surpluses.

In Germany and Switzerland the rise in the current-account surplus of $1.8
and 0.2 billion respectively essentially reflected changes in invisibles balances that
were related to developments on investment income account. However, both
countries also experienced a sharp improvement in the trade balance in volume terms
which offset almost fully the impact of deteriorating terms of trade. In Germany
export volume rose by 9 per cent., reflecting some gain of shares in main trading
partners’ markets, especially in the United States, where sales soared in value terms
by almost 28 per cent. Imports increased in real terms by 5 per cent. but their
growth slowed down in the course of the year. The seasonally adjusted trade surplus
increased by $3.2 billion between the first and second halves of 1984.

In Canada the current-account surplus was virtually unchanged, a $1.7 billion
increase in the trade surplus outweighing a $1.6 billion widening in the invisibles
deficit. The improvement on the trade account owed much to the upswing in the
United States, which boosted in particular bilateral trade in motor vehicles and parts.
The steep rise of trade in these products was the main reason for export and import
volume growth of 22 and 20 per cent. respectively.

Two major European Group of Ten countries, the United Kingdom and Italy,
recorded marked deteriorations in their current payments positions last year. The
UK current-account surplus disappeared, partly owing to the adverse effects of the
miners’ strike on the oil and non-oil trade balances. The surplus on oil trade fell by
$0.7 billion and the non-oil trade deficit widened by $3 billion, a large part of
which was accounted for by increased net imports of manufactured products. While
export volume growth of manufactured products rebounded strongly to 10 per cent.
last year, it was outpaced by the 11 per cent. expansion in real imports, despite more
favourable relative cyclical conditions and a further decline in the pound’s real
effective exchange rate. In Italy the current account swung back into a deficit of $3.1
billion. A marked upturn in domestic demand caused import volume to grow by 9
per cent., while losses of international competitiveness vis-i-vis European trading
partners held real export growth back to 5 per cent.

The table on the next page briefly summarises the capital accounts of the
Group of Ten countries in 1983-84. Leaving aside the United States, two groups of
countries are distinguished. Japan, Germany, the United Kingdom, Canada, the
Netherlands and Switzerland, all of which recorded current payments surpluses and
sizable net capital exports in the past three years, are classified as “capital-exporting
countries”. The other countries in the Group of Ten, classified as “capital-importing
countries”, had current-account deficits and recourse to foreign borrowing during
this period.

The sharp rise in capital inflows into the United States n 1984 was
accompanied by a marked increase in net outflows of long-term capital from certain
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Group of Ten countries: The pattern of capital flows, 1983-84,

1983 T o4
in billions of US doliars

Countries and itams.

LI B T 37.6 102.1
Other Group of TEN coUNITIES ... ..ot it riner o ransaanrenan -6 —-42.3
Long-term caphtal (Met) .. ... .ven e i ie it i i iy -38.3 -82.3
Capltat-exporting countries? . .. ... ... i -43.8 —-8a.4
ofwhich; Japan ... ... .. i P -17.7 —-49.8
Capital-imperting countries? .. ... ...t e 6.5 21
Shortderm capital {Net .. ... et i 16.7 40.0
Capital-exporting countries? 6.1 319
ofwhich: Japan ........... ... ... ... ... - 1.5 17.2
Capital-impoiting counttias? 1.6 8.1

1 Total long-term and shori-term capital, inciuding the siatistical discrepancy. 2 Japan, Germany, the United Kingdom,
Canada, the Netherlands and Switzertand.  ? France, italy, Befgiurn and Sweden.  ¢iIncludes errars and omissions.
other Group of Ten countries, 1o some extent offset by net short-term capital
inflows. While the changes in aggregate capital flows were dominated by the
developments in Japan discussed earlier, there were also significant movements in
the same direction in some of the other countries’ capital-account balances.

Net long-term outflows increased considerably in the United Kingdom and
Germany last year. In the United Kingdom they rose from $9.6 to 16.4 billion
between 1983 and 1984, owing mainly to a sharp increase, of $3.7 to 9.3 billion, in
banks’ net purchases of floating rate notes and other marketable instruments.
Conventional long-term lending by banks in foreign currency virtually dried up last
year. The process of portfolio adjustment by non-banks, which had been one of the
principal sources of long-term capital exports since the removal of exchange controls
in 1979, slowed down appreciably in 1984, when net new purchases of foreign
securities totalled only $2 billion, or about one-third of the 1980-83 average. In
addition, the acquisition of a US subsidiary by an oil company contributed in both
the United Kingdom and the Netherlands to markedly higher net direct investment
outflows. In Germany, on the other hand, the increase in net long-term outflows,
from $3.2 billion in 1983 to $4.7 billion in 1984, reflected a $3.7 billion reduction
in net inflows on portfolio transactions, which more than offset a decline in other
net long-term capital exports. Residents’ purchases of foreign securities rose by $1.2
billion in 1984, while non-residents’ new investments in German securities fell by
$2.5 billion. All of this reflected reduced purchases of official borrowers’ notes,
whereas foreign investment in German bonds, the “coupon tax” on which was
abolished in 1984, was slightly higher than in 1983.

Among the countries which were importers of capital in the past three years,
France recorded the largest change: net long-term capital inflows, mostly through
the public sector, shrank in line with the decline in the current-account deficit from
$5.5 billion in 1983 to $0.5 billion in 1984, In Sweden net inflows from foreign
borrowing by the Government fell from $2.5 billion in 1983 to virtually nil in 1984,

The marked increase in net short-term capital inflows into the Group of Ten
countries other than the United States, though partly attribucable to the reversal in
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Japan’s short-term banking flows, resulted mainly from a $11.6 billion rise in
foreign currency borrowing by banks in the United Kingdom to fund their large-
scale purchases of floating rate notes.

Balance-of-payments developments in the other groups of countrics.

In the developed countries outside the Group of Ten the aggregate current-
account deficit was reduced further last year by $3.1 billion, to $11.2 billion. All
of the improvement originated in the trade account and reflected favourable wrade
volume movements. Export volume growth doubled for the group as a whole to 10
per cent. At the same time, however, the export-led recovery in many countries in
this group also stimulated a rapidly growing demand for imports, which, after
having contracted slightly in 1983, leaped in volume terms to about 8 per cent. in
1984.

Within the group by far the biggest improvement was achieved by Spain,
where a combination of domestic demand restraint and the lagged effects of real
exchange rate depreciation caused the current-account balance to swing by $4.5
billion to a surplus of $2 billion. Most of the change occurred in the trade balance,
where export volume growth of 18 per cent., 2 modest rise in import volume and
a terms-of-trade gain of 3 per cent. resulted in a $3.4 billion cutback in the deficit.
Broadly similar, though less pronounced, developments also caused Portugal’s
current payments deficit to decline by $0.5 billion. In Norway the surplus on
current account rose further, by $1.3 billion, to $3.5 billion, equivalent to 612 per
cent. of GNP. A very large terms-of-trade gain of 7 per cent., arising mainly from
a decline in the unit value of Norway’s imports, more than offset a small
deterioration in the trade surplus in volume terms. In Finland weak demand for
imports, in combination with buoyant western export markets, was the main reason
for the $0.9 billion improvement in the current account.

The largest current-account deterioration was recorded in Australia, where the
deficit widened by $2.2 billion to $8 billion, or 41/2 per cent. of GNP. The volumes
of both imports and exports rose steeply, by 19 and 17 per cent. respectively, as the
strong domestic demand coincided with rapid growth in export markets. The
deterioration in the real trade balance was reinforced by a 3 per cent. decline in the
terms of trade. In addition, higher interest rates and a growing stock of net foreign
liabilities raised the invisibles deficit by $1.4 billion.

Total inflows of capital into these other developed countries in 1984 réemained
at $171/2 billion, the same level as in the previous year. The improvement in the
aggregate current-account position was thus fully reflected in a correspondingly
larger build-up of official reserves, which rose last year by $612 billion, compared
with an increase of $3 billion in 1983. External debt owed to the BIS reporting
banks was reduced at the same time by $2 billion, suggesting that other types of
capital inflows expanded by over $6 billion between the last two years.

In eastern Europe the combined current-account surplus from convertible
currency transactions is estimated to have increased by a further $2 billion in 1984,
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to $10 billion. The growth of trade with the western market economies, which had
been particularly buoyant in 1983, slowed last year. Exports continued to rise faster
than imports, however, and the trade surplus increased by $2 billion, an
improvement attributable in roughly equal parts to the USSR and the other eastern
European countries. The invisibles deficit remained practically unchanged, the
impact of higher dollar interest rates on the dollar-denominated part of total
outstanding debt having been largely offset by the gains from a reduction in total net
indebtedness. As in 1983, the decline in net indebtedness in convertible currency
mainly took the form of a build-up of deposits with BIS reporting banks, which,
adjusted for valuation changes, increased by $4.2 billion. The reporting banks’
claims on eastern European countries, which had declined by $1.3 billion in 1983,
increased last year by $0.5 billion, most of which reflected new lending to the
USSR.

The current-account deficit of the non-OPEC developing countries continued
to narrow in 1984, by $13 billion, to $22 billion. All of the improvement occurred
in the trade balance, whereas higher interest payments on external debt increased the
invisibles deficit by $4 billion. The 1983 trade deficit of $20 billion almost
disappeared in 1984. Real exports expanded by 11!/ per cent., or more than twice
as fast as in 1983. Import-volume growth, too, accelerated last year to 5 per cent.,
compared with only 1 per cent. in the previous year.

Differences between countries in the structure of exports and the ability to
respond quickly to the growth of world demand produced important differences 1n
current-account performance between two groups of non-OPEC developing
countries in 1984 shown in the following table. Countries in Asia (including China),
many of which have been developing an industrial base for more sophisticated
manufactured goods, benefited from export volume growth of 14 per cent., which,
together with a small rise in average dollar prices, boosted the value of exports by
$27 billion. Their sales to the United States and Australia expanded particularly
rapidly, by more than 30 per cent., but their inter-regional trade and exports to the
rest of the world also grew faster than world trade in general. Imports, too,
increased considerably, by $18 billion, owing essentially to an acceleration in
volume growth to 8 per cent., but lagged behind the impressive increase in exports.
As a result, the trade deficit of Asian countries was halved to $8 billion, two-thirds
of which was reflected in an improvement in the current-account balance.

In Latin America, including the Caribbean area, real export growth nearly
doubled, to almost 8 per cent., but the rise fell far short of that achieved by
countries in Asia. Import volume increased by only 12 per cent., and the
corresponding improvement in the real trade balance was the principal reason for the
decline in the current payments deficit, by $6 billion to $8 billion. The modest rise
in import volume, however, was in sharp contrast to the 40 per cent. contraction in
the level of these countries’ imports in the two preceding years. Changes in this
region’s total current-account balance were dominated by developments in the two
largest countries. In Brazil the current-account deficit was again sharply reduced,
from $6.8 billion in 1983 to $0.7 billion in 1984, export earnings going up by $5.1
billion, while import payments fell by $1.5 billion. The import cuts, which took
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Current-account balances of non-OPEC developing countries
in Asia and Latin America, 1982-84.

1982 [ 1983 1984
Areas
in billions of US dollars
Asia
Trada balance .. .....vcviiiiiiiiiiiai st =22 =17 -8
[ 145 154 181
IMPOTS Lo i e -167 —171 —-189
Invigibhas (Net) ..o it e e e 10 10 7
of which: interest payments . ... ... .....oviererenaenrans ~-11 -11 —-12
CUTPENt-CCOUNE DBIANGE . v v v i e e vneneescanerenn -12 -7 -1
Latin America
Trade Balance ......c.ovururnenenrsnenrrsencnnraernens [ 20 27
EMpOMSs ... ..oivieiinnennnann. et 73 74 =Y
IPOES ..o i it is it e iisien s s e -G8 —54 —-54
Invisibles{neth . ... ...t s -40 —-34 -35
OF which: interestpeviments . ... ... .. ......eieiiieno.. -35 -31 -32
Current-account balance . .. ... .. oviv it e -35 -14 -8

place in the face of an upturn in domestic output of 412 per cent., were helped
considerably by a 25 per cent. reduction in oil import volume, largely made possible
by a 40 per cent. expansion of domestic oil production. Non-oil imports remained
constant in real terms. In Mexico imports rose by 30 per cent. to $11.3 billion,
Export receipts increased by $1.8 billion, a small increase in oil revenues being
reinforced by a 20 per cent. expansion in exports of manufactured goods. On the
strength of a trade surplus of $12.8 billion, the current account showed a
comfortable surplus of $4.1 billion. In both countries, however, the trade balance
appears to have deteriorated in the first quarter of 1985.

Elsewhere in Latin America, as well as in the rest of the developing world, the
situation changed little and, while some export gains were made, there was generally
not much scope for relaxing import restraint.

Non-QPEC developing countries: Estimated financing of current-account deficit, 1982-84.

1982 1983 1984
pome _
in biltions of US dollars
Currant-accountdeficit . ... .uvi iy 63 35 22
Increase in foraign assets . ... .. ... il 26 24 28
of which: exchange reserves .......... . coienraurriras - 2 9 18
OB e 28 15 i
Financing réquirement ... ..........iveiuennrreeisisieanens 89 59 50
Direct investment{met) ... . .....ooitiiernrenenanaranis 1 ] 8
Increase in other foreign liablilities ........................ 78 50 42
ofwhich to:
official creditors {long-term) ... ... ... ciciiiain.. 28 34 28
fofwhich: drawingson MFinetlt . ...........c.oo. ... 5) 8 {4)
bANKS? ... e 20 12 9
OB BT o o e 30 4 5
ofwhich by maturity:
LT = &0 €8 61
BHOTEIBIM ..ottt it i i e 18 —-18 -9

1 Includes errors and ornissions in balance-of-payments accounts. 2 BIS reporiing banks.
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The total external financing requirement of the non-OPEC developing
countries, defined as the sum of the current payments deficit, reported increases in
foreign assets (including official reserves) and unidentified capital outflows, is
estimated to have declined further, from $59 billion in 1983 to $50 billion in 1984.
The breakdown of financing flows by creditors and maturity indicates that the
repercussions of the international debt crisis continued to shape the pattern of capital
flows to these countries. By category of creditor, $28 billion, or two-thirds of total
new lending to these countries last year, comprised long-term funds supplied by
official creditors (including the IMF). This proportion was twice as high as it had
been in the years before the debt crisis. The remaining one-third, or $14 billion,
consisted of new borrowing from the BIS reporting banks totalling $9 billion, down
from $12 billion the year before, and of other private capital inflows totalling $5
billion, mainly in the form of suppliers’ credits and lending by financial institutions
outside the BIS reporting system, The breakdown of lending by maturity shows
that, as in the preceding year, the inflow of long-term funds was partly offset by the
repayment of short-term debt. This was to a significant extent the consequence of
debt restructuring arrangements which resulted, for the second consecutive year, in
a lengthening of the average maturity of non-OPEC developing countries’ external
indebtedness.

The stock of total external debt of non-OPEC developing countries increased
in current dollar terms by $30 billion, slightly less than in the previous year, to
more than $600 billion. Total interest payments are estimated to have risen by $2
billion to $51 billion. The average interest rate paid on foreign debt remained
unchanged in 1984, despite a 1z percentage point increase in six-month Euro-dollar
interest rates. The proportion of relatively low-cost debt from official sources
increased last year and many countries were able to negotiate more favourable terms
on their debt from private sources, either in normal borrowing in international credit
matkets or in the context of debt restructuring arrangements. Since, at the same
time, the non-OPEC countries’ export earnings increased considerably, interest
payments in relation to exports of goods and services declined for the second
consecutive year, from 15 per cent. in 1982 to 13 per cent. by 1984, Of course, these
aggregate numbers conceal wide differences between countries and regions of the
world. Even in Latin America, however, where the average proportion of interest
payments to export receipts is six times that in Asia, this critical measure of debt
burden declined by 2 percentage points in 1984,

The state of the adjustment process in the non-OPEC developing countries. All
the basic indicators point to significant progress in the consolidation of the
international debt situation in 1984. The aggregate current-account position of the
non-OPEC developing countries improved considerably and allowed many
countries cautiously to relax restrictive domestic policies and to increase imports and
revert to domestic output growth. Moreover, liquidity pressures eased and inflows
of funds into the group as a whole permitted a substantial addition to official
reserves,

However, this encouraging picture for the group as a whole is largely
dominated by the success of the dynamic economies in Asia which were able for a
second consecutive year to raise their relative share in world output and world trade.
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Elsewhere in the group the attainment of sustainable external positions is in many
instances not yet assured. In Africa and in the Middle East many countries have not
been able to benefit significantly from the upturn in world demand, and the
persistent weakness of external positions does not leave room for domestic demand
stimulus, Similarly, in Latin America most of the improvement has taken place in
Brazil and Mexico, and several countries have not yet implemented domestic
stabilisation policies. Finally, even in Brazil and Mexico, where an impressive
external adjustment has been taking place over the past two years, two developments
might endanger the consolidation process. Firstly, nearly all of the substantial rise
in the two countries’ export earnings was attributable to the upswing in US import
demand, and further progress in external adjustment would become more difficult
in the event of a slowdown in the US economy. Secondly, since adjustment of
domestic imbalances has not kept pace with the improvements in the external
accounts, the foundation for a sustainable external position has not yet been
established.

In the OPEC conntries the combined current-account deficit narrowed from
$21 billion in 1983 to $10 billion in 1984, The improvement was more than
accounted for by a decline in imports, which were pared by 11 per cent. in volume
terms, only slightly less than in the preceding year. The value of exports shrank for
the fourth consecutive year, from a peak of $300 billion in 1980 to enly $173 billion
in 1984, as the impact of a 212 per cent. decrease in volume was reinforced by a
decline in export unit values. The decline in volume occurred despite a 1!/ per cent.
rise in world oil consumption, reflecting mainly the first increase in consumption in
the industrial countries since 1979, so that OPEC’s share of world oil supply fell
turther, to 30 per cent.

The underlying weakness in oil-market conditions in 1984 caused the Middle
Eastern OPEC countries with a low absorptive capacity to cut cheir oil output and
absorb export declines of the order of $5 billion. At the same time, these countries
reduced their imports by an estimated $9 billion and lowered their combined
current-account deficit by $4 billion to $3 billion. The other OPEC countries, too,
curtailed their imports and, benefiting from a small increase in export earnings, were
able to halve their current-account deficit to about $7 billion in 1984. The largest
improvement was achieved by Nigeria, where import cuts in combination with
higher oil export earnings caused the trade balance to swing from a $1.7 billion
deficit in 1983 to a surplus of more than $2 billion.

The deficit of the Middle Eastern countries appears to have been financed
largely by using official reserves, which declined by approximately $41/: billion in
1984. By contrast, in the other OPEC countries the improvement in the current-
account position was accompanied by a build-up of official reserves of $21/2 billion.
As the current payments position improved, OPEC countries as a group again
became net suppliers of funds to the international banking system. Following a
drawdown of $23 billion in 1983, the OPEC countries increased their net asset
position with the BIS reporting banks last year by $3.5 billion, most of which
reflected new deposits by those countries which recorded the largest reserve gains,



VI. THE INTERNATIONAL CREDIT
AND CAPITAL MARKETS.

Highlights.

After two years of contraction, the overall amount of new credit channelled
through the international financial markets rose slightly last year. This was due
entirely to a surge in the volume of international bond issues, there being no sign
of a pick-up in the underlying growth of international bank credit. Moreover, with
the banks’ growing participation in the bond markets, not only as intermediaries but
as borrowers and investors, the borderlines between the two markets have become
increasingly blurred. '

It may be estimated that, net of double-counting resulting from the
redepositing of funds between the reporting banks, new international credit
extended by banks in the BIS reporting area amounted to $85 billion last year, about
the same as in 1983. The volume of international bond issues by contrast, net of
redemptions and repurchases, expanded by over 40 per cent., to about $84 billion.
Excluding the very substantial amount of overlapping between the two markets, the
combined volume of new credit amounted to an estimated $145 billion, up by $15
billion on 1983 but well below the previous peak of $195 billion in 1981.

International bank lending continued to be characterised by what could be
called a split market. The banks were unwilling spontaneously to increase their
exposure vis-a-vis certain groups of heavily indebted countries, while, in view of the
ample availability of new funds, a borrowers’ market existed for lending to prime
addresses in the industrial countries and some parts of the developing world.
However, in most countries outside the reporting area that had easy access to
international bank credit, improved current-account balances and more cautious
borrowing policies kept demand for credit down. Despite a substantial amount of
“involuntary” lending under officially sponsored credit packages, the banks’ total
lending to developing countries and other countries outside the reporting area
slackened and, on an assets-minus-liabilities basis, for the first time these countries
became large-scale net suppliers of new funds to the reporting banks. The 1984
growth in international bank credit therefore largely reflects new lending within the
reporting area, particularly the large capital flows to the United States.

The unprecedented boom conditions in the international bond markets last
year were due to a number of influences: a pronounced positive yield curve and, in
conjunction with abating fears of inflation, expectations of a decrease in long-term
interest rates; the innovativeness and flexibility of the capital markets; deregulatory
moves, especially the abolition of the US withholding tax on non-resident income
from US securities; a decline in the perceived comparative safety of bank deposits
as a result of credit problems at home and abroad, which meant that some of the
large sovereign borrowers could raise funds more cheaply in the capital markets than
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Estimated net lending in international markets:
Changes in external claims of banks and international bond issues.

Flows
excluding exchange rate effects’ Stocks

1980 | 1981 | 1982 | 1983 | 1984 [end-1984
in billigns of US dollars

Total international lending of reporting banks? ...... 2411 264.8 180.3 105.2 1264 || 2,153.2
minus;: double-counting due to redepasiting among
the reporting BAanks .......ocveiirerannnns 81.1 89.8 853 20.2 40.4 £888.2
A = Net international bank lending® ............... 160.0 165.0 95.0 95.0 85.0 | 1,2656.0
Eura-bond and foreign bond issues ............... 394 49.0 nz 735 107.7
minus: redemptions and repurchases ............. 114 12,5 13.2 145 237 .
B = Net international bond financing .. ............ 28,0 365 58.5 59.0 84.0 410.0
A+B = Total bank and bond financing ............. 188.0 2015 1635 144.0 169.0 | 1,675.0
double-counting® ..........0ieiiiaiaas 8.0 65 85 14.0 240 86.0
Total net bank and bond financing ............000. 180.0 195.0 145.0 130.0 145.0 I 1,590.0

* Non-dollar bank credits are converted into dollars at constant end-of-quarter exchange rates, non-dollar bonds at mid-
month rates. ZUp to 1983 the reporting area includes banks in the Group of Ten countries, I.uxernbom'r?, Austria,
Denmark and Irsland, plus the offshore branches of US banks in the Bahamas, the Cayman Islands, Papama, °"§ Kong
and Singapore. As from 1384 the reportmgasrea includes in addition Finland, Norway and Spain as well as non-US banks
engaged in international business in the Bahamas, the Cayman Jslends, Hong Kong and Singapors, all offshore units in
Babrain and all offshore banks operating in the Netherlands Antilles. 2 In addition to direct claims on end-users, these
estimates Include certain interbank positions: first, claims on banks outside the reporting area, 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
axtent that these banks switch the funds into domestic currency and/for use them for direct fore:;g‘n currency lending to
domastic customers; third, a large portion of the foreITaoungn claims on banks in the country of issue of the currency
in question, e.g. dollar claims of banks in London on banks in the United States; here apair the assumption is that the
borrowing banks obtain the funds mainly for domastic purposes and not for re-lending abroad; a deduction is made,
however, in respect of working balances and similar items.  * Bonds taken yp by the reporting banks, to the extent that
they are included in the banking statistics as ¢laims on non-residents; bonds issued by the reporting banks mainly for the
purpose of underpinning their international lending activities.

via the banks; and the banks’ own preference for marketable assets and longer-term
funding.

In addition to describing current developments, this chapter surveys structural
changes in the pattern of international financial intermediation from a somewhat
longer-term perspective; it describes the ECU-denominated banking and securities
markets, which showed very strong growth over the last two years; and it reviews
the international debt situation, highlighting the improvements that were achieved
last year but also pinpointing the problems and dangers that remain.

The development of international banking activity in 1984.

The development of the overall aggregates. The acceleration in the expansion
of the BIS reporting banks’ gross external assets shown in the following table, from
$105 billion in 1983 to $125 billion last year, was more apparent than real; it
resulted from a broadening of the statistical coverage of the international banking
data (see footnote 2 to the table above). Excluding the effects of this change in
coverage, growth was about the same as in 1983 and much slower than in preceding
years. The estimates for net new international bank credit extended by the BIS
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reporting banks, which suggest identical increases of $85 billion for both years, are
less affected by this statistical change, since they had already made some allowance
for the earlier gaps in the coverage of the data. Nevertheless, in percentage terms the
underlying growth of international bank credit appears to have slowed down from
about 8.5 per cent. in 1983 to 7 per cent. last year.

On the assets side of the market the relative weakness of the pace of growth
was due solely to developments in business with countries outside the banks’ own
area, New lending to these countries, which had already contracted quite sharply
over the preceding years, declined further to $15.6 billion. This corresponded to less
than one-quarter of the 1980 figure. As in 1982 and 1983, the slowdown reflected
the banks’ reluctance to add to their exposure vis-a-vis certain groups of countries,
as well as reduced external financing requirements, more cautious borrowing policies
and a preference for capital-market borrowing on the part of other countries.

On the sources side of the market developments were exactly the reverse, The
liabilities of the reporting banks vis-3-vis countries outside the reporting area, which
after a $11.4 billion decline in 1982 had edged up only marginally in 1983, soared
by $34 billion last year. This surge in the inflow of new deposits from these

Selected features of international banking activity, 1980-84,

Assats Liabilities
tams 1980 [ 1981 | 1982 | 1983 [ 1984 | 1980 [ 1981 | 1982 | 1983 | 1984
sxchange rate adjusted flows, in billions of US dotlars

Cross-border positions
vig-d-vis:

1. countries outside the

reporting area ...... 68.2 66.7 394 27.6 15.6 52.4 165 |-114 1.2 34.0
2. bankswithin the

reporting area ...... 1386 | 160.7 | 107.6 64.6 99.4 1 1681.4 | 1552 97.7 80.2 11045
3. non-bankswithin the

reporting area ... ... 30.6 o 183 5.8 1.2 2.3 498 2.7 235 131
4, unallocated . ......... 6.7 74 15.0 7.2 |- 08 6.1 16.2 16.7 59 |- 11

Total cross-border positions | 241,71 | 264.8 | 180.3 | 1062 | 1254 § 242.2 | 2372.7 | 130.7 | 110.8 | 1505

Dormestic positions in

foreign currency:
5. interbank ............ 82.0 51.3 36.4 11.8 13.6 534 434 3941 14.6 14.0
6. vis-A-vis non-banks ... 20.7 194 121 109 115 55 5.3 6.8 20 5.6

Total domestic positions . | 827 ) 707 | 4856 | 227 | 261 589 | 537 ] 469 | 166 19.6

Estimate of total net inter-
national bank lending* . | 160.0 | 165.0 | 950 | 85.0 85.0 4 160.0 | 165.0 | 950 | 850 85.0

Note: Since end-1283 the repotling area has been enlarged 1o include banks in Finland, Norway, Spain, Bahrain and the
Netharlands Antiles as well as banks in the Bahamas, the Cayman Islands, Hong Kong and Singapore. As from that date,
therefore, the first five of these countries are newly included in the rting area, whareas tha other four market centres
mentioned, for which previousty only data for the branches of US banks were available, were already part of the reporting
avea.

* Sum of items 1, 3 and B, plus parts of items 2 and 4.
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countries was partly the result of the improved balance-of-payments positions of
some important debtor countries and their related accumulation of official reserves.
But it undoubtedly also reflected private capital outflows encouraged both by the
high level of dollar interest rates and by the upward trend of the dollar in the
exchange markets,

These developments meant that, in contrast to their traditional réle as a
channel for net capital flows from the main industrial countries to the rest of the
world, the reporting banks last year became net takers of funds from outside-area
countries, to the extent of $18.5 billion. In 1981 they had been net providers to the
tune of $49 billion. This $67.5 billion turn-round largely reflected the impact of the
international debt crisis and its various ramifications on the pattern of international
capital flows. The only two previous years in which the banks had been net reccivers
of funds from outside the reporting area, although on a much smaller scale than last
year, were 1974 and 1979, when, following the oil price increases, the flow of new
deposits was swollen by the investment of the OPEC surpluses. In 1984, however,
OPEC countries added only modestly to their deposits with the reporting banks.

The mirror image of the slowdown in lending to countries outside the
reporting area was an increase to $70 billion in the absorption of international
banking funds within the reporting area itself. Identified direct cross-border lending
to non-bank entities in the reporting area accelerated from the unusually low level
of $5.8 billion in 1983 o $11.2 billion, which, however, was still only about one-
third the amount recorded in 1980-81. Moreover, this acceleration was more than
accounted for by a rise from $1.3 to 10.2 billion in new lending to US non-bank
entities, which implies that new cross-border lending to residents of other countries
inside the reporting area amounted to a mere $1 billion last year, whereas in 1980,
for example, it had reached $28 billion. The main reasons for this drastic slowdown
in lending to non-US non-bank entities were probably: the weakness of corporate
borrowing demands resulting from improved profits; relatively weak investment
activity and ample availability of domestic funds; and reduced public-sector
borrowing as a result of improved balance-of-payments positions as well as a shift
of borrowing to the capital markets. It may, however, be noted that, in contrast to
the virtual absence of cross-border lending other than to US non-bank customers,
local Euro-currency lending to non-bank residents, which is also included in the
estimates of the net volume of international bank credit, held up quite well last year,
probably because of its closer linkage to foreign trade finance. It amounted to $11.5
billion (see lower half of the table on page 111), which was only 45 per cent. less
than its previous 1980 peak level. The 1984 acceleration in lending to US non-bank
entities must be seen against the background of the relatively strong US domestic
credit demand and the — in relation to domestic interest rates — low level of Euro-
dollar rates.

The largest movement recorded on the uses side of the reporting banks’
balance sheets was, as usual, in cross-border claims on other banks within the
reporting area, which rose by $99.4 billion last year. This item is obtained as a
residual by subtracting identified claims on non-banks from total cross-border
claims within the reporting area and contains a large amount of double-counting
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Three-month interbank rates on Euro-currency deposits,
differentials and US prime rate.
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which is netted out for purposes of estimating the amount of net international bank
credit outstanding. Nevertheless, it also contains a substantial amount of
unidentified claims on non-banks and claims on financial institutions, such as foreign
trade banks and investment banks, which, from the point of view of the Euro-
currency statistics, should really be regarded as end-users of international banking
funds. Moreover, these interbank figures include a quite considerable amount of
lending to banks, such as banks in the United States other than IBFs, which use the
funds for local lending in domestic currency. In this case, too, from the point of
view of the Euro-currency statistics the banks have to be considered as end-users of
funds. For 1984 it may be estimated that of the $99.4 billion of “interbank” claims
somewhat over $45 billion had a final user counterpart, while the remainder,
together with the $13.6 billion of local interbank lending, has to be considered as
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interbank activity related to final lending that is already otherwise covered by the
statistics and which can therefore be disregarded from the point of view of the
overall credit volume. The largest single element in this $45 billion was lending to
US banks which used the funds for domestic credit expansion.

On the sources side of the market, developments inside the reporting area were
quite different. The volume of new cross-border deposits received by the banks
from non-bank entities within the reporting area fell from $23.5 billion in 1983 to
$13.1 billion. This slowdown was, however, more than accounted for by a turn-
round amounting to $22 billion in the réle played by US non-bank entities. In 1983
they had added $16.7 billion to their deposits with the reporting banks, whereas in
1984 they drew down their deposits by $5.5 billion. These withdrawals were,
however, confined to the second and third quarters and were probably related in
part to the problems of one major US bank, which seem to have given investors the
impression that their deposits were more likely to be covered by the US official
protective umbrella if they were held in the United States. Together with the sharp
accelerarion in borrowing, this switch on the deposit side of the market meant that
the US non-bank sector, which had on balance supplied $15.4 billion of new funds
to the market in 1983, was a net taker of funds to about the same extent last year.
This turn-round of $31 billion in the US non-bank sector’s credit relations with the
Euro-market was undoubtedly one of the main factors contributing to the
extraordinary strength of the dollar in 1984.

Additions to the cross-border Euro-currency deposits of non-bank residents of
other reporting countries accelerated quite sharply last year, from $6.8 billion in
1983 to $18.6 billion. The bulk of this increase was in dollars and reflected the twin
attractions of high interest rates and the strength of the dollar in the exchange
markets. There was also a rise, from $2 to 5.6 billion, in new Euro-currency
deposits received by the banks from local residencs.

Developments in individual market centres. As regards the réle of individual
market centres, it can be seen from the table on the opposite page that the faster
expansion of the gross banking aggregates last year was due in large measure to an
acceleration, from $41.8 to 73.5 billion, in the growth of the cross-border claims of
banks in the European reporting area. However, developments in individual
countries differed quite markedly. In the United Kingdom, the largest market
centre, external asset growth slowed down further from $27.1 billion in 1983 to
$24.7 billion in 1984, or about 30 per cent. of its 1981 level. The main reason for
this development was the scaling-down during the second and third quarters of the
international books of the London affiliates of US banks, following the difficulties
at a large US bank. In a number of the other major European market centres, by
contrast, external asset growth moved up sharply in 1984, from $1.2 10 8.1 billion
in France and from $5.2 to 18 billion in Belgium-Luxembourg. Banks in Germany
and the Netherlands, which in the two preceding years had refrained from
expanding their international assets, also showed substantial growth, of $7.5 and 3.1
billion respectively, The external assets of banks in Switzerland recorded an increase
of $2.3 billion, but this figure does not include the funds channelled by them into
the international market via trustee accounts, which may be estimated to have
amounted to about $10 billion last year.
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Developments in individual market centres, 1981-84.

Flows at constant end-of-quarter exchange rates ;‘3?%‘35}‘
Banksin: Assats Lisbilities Assets | Liabit
1981 | 1982 | 1963 | 1984 || 1981 | 1982 | 1983 | 1984 ities
: in billions of US dollars
United Kingdom ........ 7951 395 271 24.7 78,7 489 | 332 358 ) 4893} 5315
Francl.....c.oveiennran 921 10.5 1.2 8.1 149 7.6 1.9 6.6 3 141.5( 1384
Luxembourg ........... 6.2 5.8 14 7.3 41 3.9 0.3 58 856 795
Belgium ............... 8.8 1.1 38 10.7 9.8 26 6.5 12.6 68.3 80.1
Germany ,............. 74| =03 | 0.2 7.5 16] -04 ) 20 54 64.2 57.6
Netherlands .,.......... 7.4 0.2 04 31 4.6 11| -35 0.7 56.5 624
Switzerland . ........... 8.1 21 25 2.3 28| -26 | -02 1.0 52,8 33.7
aby .. 64| —-1.0 2.0 3.0 44| -43 | 39 6.7 36.7| 495
Other European reporting
countries' ............ 4.0 4.9 4.4 6.8 5.2 4.7 4.1 9.4 66.2 85.7
Total European reporting

countries ........... 133.9 63.0 | 41.8 7356 || 126.0 | 614 ] 44.2 84.0 [11,061.1 [1,108.4
US 1BFs ............... 83.4 81.2 28.1 16.8 483 | TI N6 17.7 1 1886 174.0
Other banks inthe

United States .. ....... 12.2 258 54| -23 | -98 ) -87 179 | 133 { 221.0| 150.7
Total banks inthe -

United States ....... 75.6 | 1071 335 14.5 384 | 684 | 487 31.0 | 409.6| 3247
Cangda 2.7 0.9 35 21 180 ) —35 3.9 1.6 43.3] 63.0
Japan 20.7 8.0 186 220 1.7 08 1.5 238 || 1269 127.0
Cther reporting countries? 319 1.3 7.8 133 336 3.6 6.5 10.1 5123 494.9

Total ........coonnnn. 264.8 | 180.3 | 105.2 | 1254 || 2374 | 130.7 | 110.B | 150.5 |2,153.2 [2,118.0

Uincludes, up to 1983, Austria, Denmark, Ireland and Swaden and, as from 1984, also Finland, Norway and Spain.
2 Ingludes, up to 1383, the branches of US banks in the Bahamas, the Cayman Islands, Panama, Hogﬁsl(ong and Singapore.
As from 1984 this itorn also covers non-US banks in these market gentres, except Panama, plus all hore units in aa rain
and all offshara banks oparating in the Netherlands Antilles.

On an assets-minus-liabilities basis, banks in the United Kingdom and Italy
added very substantially to their external net debtor positions, namely $11.1 and 3.7
billion respectively. In the United Kingdom this may in large measure have reflected
the banks’ use of external funds for investment in longer-term international securities
which are not included in the UK banking figures. Banks in the Netherlands and
Germany were the largest net exporters of funds,

Qutside Europe, the growth in the external assets of banks in the United
States, which had totalled $107.1 billion in 1982, the first full year after the opening
of the IBFs, slowed down further to $14.5 billion last year., More than the whole
of this asset growth occurred in the IBFs, which still expanded at a rate of around
10 per cent. Conventional external assets, by contrast, contracted by $2.3 billion,
this being the first decrease since the dismantling of the US balance-of-payments
restraint programme in 1974. The external liabilities of banks in the United States
increased more than their assets, so that their external net creditor position, which
had already contracted by $15.2 billion in 1983, showed a further decrease of $16.5
billion. Nevertheless, it still amounted to $85 billion at the end of the year.
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In terms of growth rates, the strongest expansion of external assets among the
major market centres, of 21 per cent., was recorded by banks in Japan, over half of
the increase being in yen assets, which, partly as a result of the April 1984
deregulation measures, soared at a rate of 42 per cent. With their external liabilities
showing an even larger increase, banks in Japan, in sharp contrast to the non-bank
sector there, were net importers of external funds in 1984, w the extent of $1.8
billion.

The acceleration in external asset growth shown in the table for the “Other
reporting countries” was more than accounted for by the broadening of the
statistical coverage. Previously this item had encompassed only the activities of the
branches of US banks in the major offshore centres of the Caribbean and Far East,
whereas the new series covers the activities of all banks in these offshore centres
(except Panama) plus the operations of offshore units in Bahram and the
Netherlands Antilles.

Development of the reporting banks’® business with countries outside the
reporting area. In 1984 one of the salient features of banks’ dealings with countries
outside the reporting area was the further slowdown, from $8.1 billion in 1983 to
$3.6 billion, in new lending to non-OPEC Latin American countries, once the
largest group of outside-area borrowers. Moreover, this new lending was
significantly less than the $10.5 billion of new funds obtained by these countries
from the reporting banks under IMF-sponsored credit packages, which implies that
there were some offsetting reductions of other bank credits. Despite their reduced
recourse 10 new international bank credit, these countries built up their deposits
with the reporung banks by $11.5 billion last year, compared with $5.9 billion in
1983. This meant that, on an assets-minus-liabilities basis, non-OPEC Latin
American countries, which in 1980 had been net takers of $28 billion of new funds

The reporting banks’ business with individual groups of
non-OPEC developing countries, 1977-84.

Estimated flows at constant end-of-quarter exchange rates Stocks
. at
1977 | 1978 | 1979 | 1980 | 1981 | 1982 | 1983 | 1984* [enc-1984

in billions of US dolars

Assets. ] :
Latin America . . .. 5.1 147 23.2 27.3 30.5 12.2 8.1 3.6 2110
Middle East .. ... 0.1 1.2 1.2 2.1 23 1.7 01 | 04 15.5
Africa .......... 0.9 34 27 2.0 2.0 1.7 0.3 0.2 18.7
Asia............ 3.5 38 8.2 7.6 5.1 4.2 3.4 4.6 84.1
Total ......... 9.6 22.8 35.3 39.0 39.9 19.8 119 8.8 320.3

Liabilities :

Latin America . ... 25 8.1 5.0 -1.0 4.8 -1.8 5.9 115 68.5
Middle East ... .. 29 3.3 1.7 2.7 14 1.9 -0.9 -1.4 20.3
Africa .......... 1.3 0.6 1.8 0.7 0.5 -0.8 0.2 1.0 9.6
Asia....oo...... 44 26 38 1.5 2.7 5.6 5.1 10.7 721
Total ......... 1.1 148 | 123 3.9 9.4 49 | 103 218 || 1705

* As from 1984 the coverage of the ﬁFutes has been enlarged to include the changes in position of banks in Finland,
Nocrl\nrsqy, Spain, Bahrain and the Netherlands Antillas, as well a5 all banks in the Bahamas, the Cayman Istands, Hong Kong
and Singapore.
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from the reporting banks, last year became net suppliers to the extent of $8 billion.
The greater part of the new deposits probably reflected the very substantial additions
to official reserves which some of the major Latin American borrower countries
were able to make last year.

As regards individual Latin American countries, Brazil was by far the largest
botrrower, obtaining $4.7 billion of new funds from the reporting banks, but this
was nearly $2 billion less than the amount drawn by that country under the
officially sponsored credit packages. Brazilian deposits with the reporting banks rose
by $5.6 billion, or by nearly one-half, which compares with an increase of over §7
billion in the country’s official exchange reserves. Mexico’s banking debt expanded
by only $0.7 billion despite $3 billion of drawings under the officially 5ponsored
credit packages, which suggests, as in the case of Brazil, that there were major
reductions of other bank credits. Nevertheless, Mexican deposits with the reporting
banks soared by $4.8 billion last year. On an assets-minus-liabilities basis, the only
major net borrower of new funds in Latin America was Chile, which received $0.8
billion, all of which was under an officially sponsored credit package, while at the
same ume reducing its deposits by $0.2 billion. On the other hand, the banks
reported a $1 billion reduction in their claims on Argentina, which obtained no new
funds under officially sponsored loan packages.

The banks’ claims on non-OPEC developing countries outside Latin America
expanded by $5.2 billion, which was somewhat more than in 1983, but this
“acceleration” may well have been due to the fuller coverage of the new reporting
system. Claims on countries in Asia grew by $4.6 billion, whereas credits to Middle
Eastern and African countries showed only marginal increases. However, among
these three groups of borrowers only Middle Eastern countries were net takers of
funds, drawing down their deposits by $1.4 billion. Countries in Asia and Africa,
by contrast, added $10.7 and 1 billion respectively to their deposits with the
reporting banks,

The development of the banks’ business with non-OPEC Middle Eastern
countries was strongly influenced by Israel, which drew down its deposits with the
reporting banks by $1.7 billion but also reduced its debts by $0.6 billion. The only
major borrower was Egypt, which received $0.7 billion of new credits. In Asia the
principal borrowers of new funds were South Korea ($1.8 billion), China ($1.4
billion), Thailand and India ($0.8 billion each). China also built up its deposits by
$2.8 billion, thereby adding further to its very considerable net creditor position vis-
a-vis the reporting banks, although this process was partly reversed during the final
quarter of the year when the country stepped up its borrownng and reduced its
deposits. The largest supplier of funds to the reporting banks was, however,
Taiwan, which added $5.5 billion to its deposits while at the same time reducing its
debts by $0.8 billion. As a result, its net claims on the reporting banks more than
doubled to $11.4 billion last year.

The reporting banks’ business with OPEC countries (see the table overleaf)
also showed a large turn-round in 1984. After lending $9.6 billion in 1983, the
banks reduced their claims on these countries by $0.6 billion last year. At the same
time, new deposits received from OPEC countries amounted to $3.1 billion,
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Estimated flows between the BIS reporting banks' and groups of
countries outside the reporting area, 1978-84.

P of Flows at constant snd-of-quarter exchange ratas Stocks
iti reportin it
o Sanks 1978 | 1979 | 1980 | 1981 | 1982 | 1983 | 1984 [enaloss
vig-&-vis:
in billions of US dollars
OPEC countries?
ClAIMS . ... iiriiriniaes 16.7 7.2 70 4.2 8.2 96 | — 06 || 1065
Liabilities ..........oc0vivarirn. 3.2 374 41.9 32| -182 | —138 34 140.6
Het® e 135 | —30.2 | ~34.9 1.0 264 231 | - 3.7 || ~361
Memorandum items:
Foreign exchange rogerves? ., ... ~14.6 15.5 1| -19| -7 | -84 - 34 56,1
Current-sccount balances . ...... 5.0 610 | 1105 530 { -150| -195 | - 80 .
Non-OPEC developing countries .
Claims . ... 228 353 392.0 399 19.8 s 8.8 || 3293
Liabilities ...........covivenann. 14.6 123 a8 9.4 49 103 218 | 1705
Net? L 8.2 23.0 35.1 305 14.9 16 | —13.0 | 1588
Memorandum items:
Forgign exchange reserves? .. .. 1.3 86| -17|-011-25 85 5.3 82.8
Current-account belances .. ., ... ~275 | —~43.0 | -65.0 | -785 | —61.0 | -325 | -20.5 .
Other daveloped countries
[ 111, 13- S 57 75 154 16.8 16.0 | 74 7.5 89.7
Liabilities ...................... 8.7 7.0 5.7 381 - 041 1.5 48 30.3
Mt e - 3.0 0.5 9.7 13.0 16.1 5.9 27 69.4
Memaorandurm items:
Foreign exchange reserves® ... ,. &85 3.2 i3] - 1.6 1.2 25| - 08 14.3
Current-account balances . ..., ... ~ 75| -75|-165]|-25.0 | -24.0 | -145 | —135 .
EasternEurope
Claims .............. [P 5.7 7.2 6.8 48 | - 46 | — 13 | - 04 431.9
Liabilities .........0cvveienina.. 1.7 4.7 0.9 N1 2.0 29 4.3 22,2
Net oot 4.0 25 5.9 47 |- 66| -42 ] - 44 25.7

Note: The country groupings used in this table have been imposed by the structure of the Euro-currency statistics and
therefore differ from those employed in Chapters V and VIl. This applies in particular to the group of "Other developed
countries”, which only includes countries which are not part of the reperting system.

1 Up to the end of 1983 the BIS reporting area covered banks in Austria, Belgium-Luxembourg, Canada, Denmark, France,
the Federal Republic of Gsrmamﬂ. Ireland, naB/. Japan, the Netherlands, Sweden, Switzerland, the United Kingdom, the
United States and the offshore branches of US banks in the Bahamas, the Cayman Islands, Panama, Hong Kong and
Singapora. As from end-1983 the reporting area indudes in addition banks in Finland, Norway and Spain as well as non-US
banks engaged in imernational buginess in the Bahamas, the Cayman lslands, Hong Kong and Singapore, all offshore
banking units in Bahrain and all offshore banks operating in the Nethertands Antilles. As a result, the firsi three of these
countries are no longer included under "Other developed countries”, while Bahrain is no longer included under "OPEC
countries”, except ag regards the positions of banks in the United States. 2 Includes in addition Bahrain (up to end-1983),
Brunel, Oman and Trinidad and Tobage. 3 A minus sign (-} equals net deposits.  * At current exchange rates.

whereas in 1983 there had been withdrawals of $13.5 billion — altogether a turn-
round of nearly $27 billion, which is only pardy explained by a $11.5 billion
reduction. in these countties’ combined current-account deficits. There were,
however, wide differences in the behaviour of individual groups of OPEC countries.
In the Middle East the low-absorbing countries reduced both their deposits and their
borrowings. The Middle Eastern “high absorbers”, by contrast, added $1.7 billion
to their debts, while at the same time drawing down their deposits by $1.8 billion.
Elsewhere, Venezuela, which continued to show a comfortable current-account
surplus, was a large net supplier of new funds to the reporting banks, adding $2.9
billion to its deposits and repaying $1.7 billion of banking debt. Indonesia was both
a depositor and borrower, in each case to the extent of about $1 billion.

The reporting banks’ claims on eastern European countries, which had
declined substantially in the wake of Poland’s debt-servicing problems, showed only
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a marginal decrease last year. At the same time, these countries, which achieved
another increase in their combined current-account surplus, continued to build up
their deposits with the reporting banks. As a result their external net debtor position
vis-3-vis the reporting banks declined by a further $4.4 billion to stand at $25.7
billion at the end of 1984, down from $45.5 billion in 1981, Claims on Poland
contracted by a further $1.4 billion o $9 billion, probably largely as a result of
banks’ debt write-offs and the transfer of claims to domestic public-sector credit
guarantee institutions. The largest borrower was the Soviet Union, which obtained
$1.5 billion in new credits but also increased its deposits by a similar amount. The
German Democratic Republic added $1.5 billion to its deposits, while borrowing
only $0.4 billion.

Developed countries outside the reporting area, which continued to post large
current-account deficits, were, along with the non-OPEC Middle Eastern countries,
the only major outside-area group of net borrowers, obtaining $7.5 billion in new
funds and increasing their deposits by $4.8 billion. Australia ($3.5 billion), Greece
($1.2 billion) and New Zealand ($1 billion) were the largest receivers of new credits.
Portugal ($1 billion) and New Zealand ($0.9 billion) were the largest depositors.

The international bond markets,

After several years of uninterrupted expansion, issuing activity in the
international bond markets surged by a further 46.5 per cent. to a total of $107.7
billion last year. This was the highest rate of growth recorded since the market’s
early beginnings. The upswing was particularly pronounced in the second half of the
year when long-term interest rates were heading downwards. It was concentrated
above all on the Euro-dollar bond sector, where the volume of issues jumped from
$35.7 billion in 1983 to $64.3 billion. Otherwise, it encompassed mainly the smaller
sectors of the international bond market, notably those in sterling, the Canadian
dollar, the ECU and the yen. By contrast, the shares of the Euro-Deutsche Mark
sector and the foreign issues markets in the United States and Switzerland
contracted, and in the last two cases the volume of new issues was actually smaller
than in 1983 (see table overleaf).

Because of its depth, the Euro-dollar bond sector was the main beneficiary of
the general trend towards “securitisation” in international financial markets, as well
as of the proliferation of innovative features. While the high level of dollar interest
rates, the positive yield curve, declining inflationary expectations and the strength of
the dollar were a powerful attraction to investors, the supply of bonds was boosted
by the return of US borrowers on a massive scale, particularly following the
abolition of the US withholding tax on non-resident income from investment in US
securities. Japanese firms, too, attracted by its various innovative features, stepped
up their recourse to the Euro-dollar bond market.

Tn view of continued pronounced uncertainties about the longer-term US
interest rate outlook, 1984 was above all the year of floating rate notes (FRNs), with
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International bond issues.!

Euro-bond issues Foreign issues
of which of which
B&'Jﬁ?'n':sg Years Totak Total in in
us Deutsche p
or areas dollars a Iélt\;::g Svltggder
in millions of US dollars
Woestern Europe ....... 1981 7,650 5,230 880 5,390 640 3.070
1982 16,550 12,690 1,930 6,250 780 2,350
1983 22,770 16,630 2410 6,700 1,360 2,490
1984 33,310 26,370 2,160 7,190 2,180 2,130
1985/1 10,830 8,270 800 1,000 200 580
Canada .............. 1981 £,500 4,550 130 5,450 4,310 870
1982 6,920 5,600 100 4,440 2,700 1,330
1983 3,840 2,660 360 2910 1,630 1,220
1984 4,490 2,650 180 1.760 450 1,040
198541 1,930 1,330 =) 190 150 40
United States . .., ..... 1981 6,050 6,880 30 700 700
1982 13,020 12,240 530 1,790 1,470
1983 6,070 5,680 220 1,249 1,180
1984 23,100 23,210 B4 1,460 1,220
1985/1 8,570 7,210 40 480 480
Other developed
countries? ....,..... 1981 3,460 2,730 230 2,820 100 - 2,360
1982 3,860 3,050 480 5,740 400 4,440
1983 6,060 4,760 830 8,300 530 7,140
1964 13,080 10,450 1,270 8,460 150 7,180
1985/1 4,830 3,670 340 1,680 - 1,550
Restof theworld ... .., 19281 2,330 2,080 90 1,120 440 90
1982 2,820 2,510 210 620 - 200
1963 1,680 1,510 160 630 - 100
1984 2,040 1,810 30 990 - 170
19854 1,770 1,650 30 260 - 50
International
institutions ......... 1981 2,430 1,700 40 6,030 2,070 1,200
1982 3,280 2,490 - 7.460 2,150 1,530
1983 6,070 4,500 60 7270 1,220 1,370
1984 4,220 1,800 140 7,580 1,000 1,380
1985/] 1.610 0o 30 2,440 600 420
Total issues
praced ... ... 1981 27,480 22,180 1,400 21,540 7,560 8,290
1982 46,450 38,680 3,250 25,200 6,030 11,320
1983 46,490 35,740 4,040 27,050 4,740 13,500
1984 80,240 64,220 4,320 27,430 3.780 13,120
1985/1 29,540 23,030 1,300 6,050 950 3,120

' Data baged on OECD sourcas, but excluding certificates of deposit. 7 Australia, Japan, New Zealand and South Africa.

their issue volume more than doubling, from $15.9 to 34.4 billion. The liquidity of
such paper, as well as the high credit-standing of the issuers, appealed to a wide
spectrum of investors. The banks themselves, in an effort to improve the
marketability of their assets and for profit reasons, appear to have absorbed nearly
50 per cent. of new issues of such paper, taking advantage of the steepness of the
yield curve at the shorter end of the market.

Competition between the banks for new issuing business was strong and the
FRN sector accommodated a wide variety of borrowers, with market conditions
moving more and more in their favour. In addition to their rdles as investors and
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Euro-currency deposit rates and yields of US dollar bonds on the international and
domaestic markets.

Waednesday figures, in percentages.

———— &-month Euro-dollar deposits
International dodlar bonds®
——— e US domestic corporate bonds? -

1IlllllllillllllllllllllIllllllllll'8
1982 1983 1984 1985

t Industrial companies, yialds to average maturity. 2 Aaa corporate bonds, yields to final maturity.

issuing houses, the banks themselves continued to be the largest borrowers in this
market, using it to strengthen their capital base. Governments also stepped up their
recourse to this form of borrowing, not only to cover their current financing needs
but also to replace more expensive banking debt. In fact, such restructuring gathered
pace in the course of the year under increasingly advantageous borrowing
conditions: the LIBOR-based interest rates tended to be abandoned in favour of
fower benchmarks, contractual fees narrowed, maturities lengthened to encompass
even some “perpetual” notes, and a variety of new kinds of options, tailored to the
specific needs of borrowers and investors, were introduced.

The fixed rate Euro-dollar bond sector, which also expanded quite strongly,
from $17.4 w0 27.2 billion, received substantial support from the use of the swap
technique, the counterpart of which is usually a syndicated credit based on LIBOR.
Banks, in particular, were keen to avail themselves of these interest swaps in order
to secure long-term funds at rates below LIBOR. In addition, the fixed rate bond
sector benefited from the increasing use of currency swaps and of warrants. Zero
coupon issues also made a reappearance in the second half of the year owing to their
favourable tax treatment in some countries and to the circumstance that a large
proportion of them represented a bearer-form counterpart to US Treasury securities.
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International bond issues, by typas of instrument.!

1984 1985

first second | third fourth first
quarter | quarter | quarter | quartar | quarter

. 1981 1982 1983
ltemns year

in billipns of US dollars

Total iSBUes oo vunennns 49.0 .7 735 { 102.7 | 26.0 216 246 355 35.6
afwhich:
Fixed rate straight issues? | 37.2 51.7 49.5 624 | 134 121 15.2 21.7 19.9
Floating rate notes . . .., 7.4 1.4 15.9 344 88 6.4 7.6 1.8 13.0
Convertible bonds .. ... 4.4 2.6 8.0 10.9 4.0 3.1 1.8 20 27

1Data based on OECD sources, but excluding certificates of deposit.  ?Including zero coupon bonds and private
placements.

Equity-linked issues, on the other hand, were more a feature of the first half of the
year, when the main world stock exchanges were fairly buoyant.

The strong expansion of the Euro-dollar bond market contrasted with the
continuing slowdown of foreign issues in the United States. This slowdown was
caused by the tendency of the two traditionally largest groups of borrowers in the
US market, international institutions and Canadian entities, to cover a greater part
of their financing requirements in non-dollar form.

This tendency towards increased currency diversification was shared by other
groups of borrowers, but met with some investor resistance as far as Deutsche Mark
and Swiss franc issues were concerned. The demand for paper denominated in these
two currencies was negatively affected by the relatively low interest yields and by
the dollar’s strength. On the other hand, interest rate and/or exchange rate
considerations boosted issuing activity in the sterling, ECU, Canadian dollar and
yen sectors. The increase was particularly pronounced in sterling ($2.6 billion) and
yen ($2 billion) 1ssues, the latter benefiting from the various liberalisation measures
implemented by the Japanese authorities in the course of the year.

In terms of the nationality of borrowers, the main feature of 1984 was the
large-scale return of US entities to the international bond market. After having
reduced their recourse to the market by half in 1983, they more than tripled the
volume of their issues last year. The $24.6 billion raised by these entities, mostly in
the form of Buro-dollar issues, represented nearly one-quarter of the total issues
volume. The bulk of the borrowing took place in the second half of the year,
following the abolition of the 30 per cent. US withholding tax. $2 billion
represented paper placed abroad by the US Treasury, and another $6 billion was
made up of bonds, mostly FRNs, issued by US banks for the purpose of
strengthening their capital base. In the case of Japanese entities, the second largest
group of borrowers last year, the $16 billion of new issues represented a 43 per cent.
increase over 1983. Although convertible issues, notably in Switzerland, continued
to be the major vehicle for Japanese corporations’ international capital-market
borrowing, their use of the Euro-dollar sector was largely based on other
techniques, especially currency swaps, for which the Japanese banks provided an
active market.
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While borrowers from the United States and Japan exerted a dominant
influence on the overall development of the market, borrowers of other nationalities
also significantly stepped up their recourse to international bond issues. In some
countries, such as Sweden and Denmark, the main incentive was the renegotiation
of outstanding banking debt on more favourable terms, notably through the issue of
FRNs. Another important influence was the policy of banks of various nationalities
to lengthen the maturity structure of their dollar-denominated liabilities. French and
UK banks, in particular, accounted for nearly 45 and 60 per cent. respectively of all
the international bonds issued by residents of the two countries. Qutside the OECD
area, access 10 the market was limited essentially to international institutions and to
a few Asian countries, such as South Korea and Malaysia, which took advantage of
the widening of the market for FRIN issues.

During the first quarter of 1985 issuing activity on the international bond
market, although at times affected by pronounced interest rate and exchange rate
uncertainties, continued at the unusually high level attained in the last few months
of 1984, A strong increase in issues by Japanese firms, continued heavy borrowing
by US firms and a wave of debt refinancing in the form of FRN issues were the main
supportive factors. Activity in the Euro-bond market was heavily concentrated on
the dollar, but in percentage terms the largest increase (55 per cent.) was in Euro-
yen issues, which benefited from the further liberalisation measures adopted by the
Japanese authorities in December 1984. The trend towards deregulation continued
into 1985, with the removal as from April of the 20 per cent. withholding tax
payable by Japanese issuers of Euro-yen bonds on interest paid to non-resident
investors, the re-opening by the French authorities in early April of the Euro-French
franc issues market and the easing in May of the issuing rules for international DM
bonds, including the admittance of new types of capital-market paper (such as FRNs
and zero coupon bonds) in Germany.

Longer-term changes in the structure of the international financial markets,

In addition to the profound changes in the geographical pattern of
international capital flows, a prominent feature of the international financial
developments of recent years, which became particularly evident in 1984, has been
the changes in the composition and the forms of financial intermediation. The main
components of these changes have been: a decline in the importance of more
traditional forms of international bank lending such as syndicated loans; a gain in the
importance of the securities markets; a proliferation of financial innovations and an
increase in the réle of off-balance-sheet items, such as back-up facilities and
guarantees, as a source of bank income; and — as a resulc of these various
developments — a blurring of the borderlines between bank credit and capital
markets, between the domestic and the international markets and between financial
intermediaries and their customers.

The graph on the following page illustrates the quantitative aspects of some of
these developments. It shows the spectacular expansion of the bond markets, the
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volume of new issues on which more than doubled between 1981 and 1984, from
less than $50 billion to nearly $108 billion, while the amount of new syndicated
bank credit contracted from $95 to 60 billion. Over the same period, new off-
balance-sheet back-up facilities granted by the banks more than doubled from $14
to 29 billion,

Moreover, the composition of each of these three aggregates has also changed.
In the bond markets issues of FRNs soared from $7.5 w 34.5 billion, to represent
nearly one-third of the total issue volume in 1984. Moreover, a very large
proportion of fixed rate bonds has been swapped by the original issuers, usually
banks, against other forms of floating rate debt. Within the smaller volume of new
syndicated loans, a substantial amount, over $10 billion in 1984, is accounted for by
credits granted within the framework of officially sponsored rescheduling packages.
Moreover, in view of the growing tendency of borrowers in industrial countries to
replace outstanding bank debt in advance of maturity with negotiable capital-market

Trends in international financial markets, 1981-84.
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paper, the 1984 volume for new syndicated loans overstates the actual additions to
international bank credit. Finally, as regards back-up facilities, virtually the whole
of the expansion in new offerings since 1981 has been in relatively new instruments,
such as note issuance facilities (NIFs), revolving underwriting facilities (RUFs) and
multiple-component facilities. The relative importance of more conventional

instruments, such as acceptances and back-ups for commercial paper issues, has
declined. \

Unfortunately, the graph cannot illustrate some other features of structural
cha.nge and innovation, such as the increasing complexity and diversification of the
instruments used, the growing importance of Euro-currency futures and of currency
and interest rate options, the decline of the interbank market as a source of funding
for international bank lending and the growing interpenetration of the national and
international financial markets.

Previous Annual Reports have examined some of these developments and
illustrated the way in which several specific techniques have affected the volume and
structure of activity in the credit and capital markets. The remainder of this section
presents a brief survey, from a longer-term perspective, of the factors accounting for
various structural changes and innovations, and briefly assesses their overall
significance for the process of international financial intermediation and economic
policy.

The debt crisis may be taken as a turning-point for recent developments in
international financial markets. It meant that the growth of spontaneous sovereign
lending to a number of developing countries in the form of syndicated credits came
to a virtual halt. At the same time the adjustments undertaken by several countries
whose credit-standing was good reduced their demand for bank credit.
Furthermore, as a result of rescheduling and involuntary lending under officially
sponsored credit packages, banks found themselves holding large blocks of
portfolios of immobilised assets, and were faced with the need to obtain longer-term
funding for them. Thus, banks have significantly reduced the volume of their
syndicated loan activity and at the same time changed their funding techniques by
relying to a lesser extent on the interbank market and issuing instead longer-term
FRNs, or fixed rate bonds which could then be swapped against floating rate debt.

Ac the same time, banks’ competitiveness and intermediation potential has
been 1mpa1red by the perceived weakening of their balance-sheet structures in
connection with international and domestic problem loans. This has resulted in the
so-called “flight into quality” by non-bank investors, who have shifted part of their
portfolios away from bank deposits towards securities whose issuers have
traditionally been of high credit-standing. Some of the largest issuers, such as
Sweden, have in turn taken advantage of the very favourable capital-market
conditions prevailing for them and reduced their interest costs through refinancing
operations involving a reduction of their outright banking debts.

The debt crisis also coincided with a number of international macro-economic
developments affecting the structure of financial intermediation. Some of these, such
as the disappearance of the OPEC surplus and the emergence of large financial
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surpluses in Europe and Japan, influenced the form and direction of international
financial flows. While OPEC investors displayed a preference for bank deposits,
investors in Europe and Japan — especially institutional investors — have been more
interested in marketable securities, often because of institutional constraints and
because these instruments more closely matched the maturity structure of their
liabilities. At the same time the emergence of huge US budget deficits and the related
official: financing requirements tended to crowd out US corporate borrowers from
the domestic market, shifting their financing to the Euro-bond market where they
were met with an enthusiastic welcome.

Another important macro-economic factor has been the increase in the
volatility of interest rates and exchange rates. This has induced financial institutions
to match the structure of their balance-sheet assets and liabilities more closely by
issuing FRNs or undertaking interest and currency swaps. In addition, the banks’
attention has increasingly turned to the futures markets, options and other
instruments, such as forward rate agreements, which could provide equally effective
hedges against adverse interest and exchange rate developments. More generally,
volatility has been largely responsible for the growing importance of highly complex
types of bonds giving implicit options to borrowers and investors as to which risks
they wish to cover or bear. Finally, other general macro-economic developments,
such as the gradual decline in inflationary expectations and in long-term interest
rates, as well as steeply upward-sloping yield curves, have also contributed to the
buoyancy of the issues markets, particularly in the straight fixed rate bond sector.

However, the debt crisis and macro-economic events cannot wholly explain
the changing structure of international financial markets. The movement away from
direct bank intermediation towards a greater reliance on securities, shared also by
the domestic markets, should be ascribed to more deep-rooted factors reflecting
changes in the regulatory framework and the competitive environment, which are
likely to outlast the present favourable market climate. Almost all national markets
with international counterparts have been affected, although the changes in question
have been very different from country to country. In some instances they took the
form of tax reductions, in others the abolition of exchange controls, in yet others
a breaking-down of the customary distinctions between the types of activity in
which different categories of financial intermediary are permitted to engage. These
liberalisation and deregulation measures have had several consequences for the
nature of the business which banks and non-banks are willing, and able, to conduct.
They have, in particular, led to greater competition between financial institutions
and a consequent decline in the margins of intermediation for the most creditworthy
botrowers.

One consequence of these changes in financial markets has been that
supervisors have encouraged banks to pay increased attention to their capital ratios
and to make provisions against their doubtful loans. In view of the high cost of
equity capital, banks have responded to these requests in a variety of ways: on the
sources side of their balance sheets, by having recourse to subordinated debt issued
largely in the form of FRNs which were taken up in the main by other banks; and
on the uses side by restructuring their portfolios towards business subject to less
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stringent requirements, such as off-balance-sheet business in the form of guarantees
and back-up facilities, as well as by reducing their exposure to specific groups of
customers, in some instances by selling off part of their loan books.

The implications of these changes in the financial markets are manifold. From
the point of view of economic policy, the most important is the greater integration
of markets: domestic and Euro-markets, credit and capital markets and markets for
different currencies. As a result of the greater substitutability to which this
mtegration has led, the effectiveness of official policies and the precision of certain
micro and macro-economic policy instruments may have been impaired.

The second major implication of these changes has been the blurring of
institutional as well as functional distinctions between different types of financial
intermediary. In some countries banks have expanded their activities into areas such
as the underwriting of securities in which they were not traditionally involved.
Likewise, the writing of options by banks for their customers is akin to providing
a form of insurance. As a result of these developments, the nature of the risks
incurred by individual groups of market participants, especially the banks, has
changed and so has the distribution of the risks. For example, in the case of some
back-up facilities banks are no longer running a credit risk which is clearly
identifiable in terms of a balance-sheet exposure. The risk that the bank will be
called upon to provide the back-up is contingent on a possible change in the credit-
standing of the borrower and/or a widening of the interest margins he might have
to concede to the market. In addition, the underwriting associated with some of the
new instruments entails market-related risks, whose management is in some respects
quite different from that required in traditional commercial banking.

Such changes in risks and their distribution are to be welcomed if they mean
that the risks are ultimately borne by those agents best able to assess and bear them.
However, the heightened competition between financial intermediaries, the squeeze
on earning margins, the novel and highly involved features of some of these new
instruments and the resultant loss in transparency of the markets might entail the
emergence of new danger areas. Tt is all the more important for the central banks and
supervisory authorities to monitor carefully these various changes in financial
structures and instruments and to provide guidance or introduce preventive
measures where necessary.

The réle of the ECU in international banking activity.

After a slow start in the late 1970s, the use of the ECU as a unit of account
in international financial transactions has increased rapidly during the last three
years, Admittedly, in terms of amounts outstanding the contribution of ECU-
denominated assets to total international credit is still a fairly modest one. At $28
billion, the European reporting banks’ claims in ECUs at the end of 1984 amounted
to less than 2.5 per cent. of their total domestic and cross-border claims in foreign
currency; similarly, at the longer-term end of the maturity spectrum, the total
volume of ECU bonds issued up to the end of 1984, at around $6 billion, amounted
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to somewhat over 2 per cent. of the total volume of Euro-bonds outstanding. But
despite these relatively modest dimensions, there are several reasons why the use of
the ECU as a unit of account in international financial transactions should not be
dismissed as a kind of institutional curiosity.

Firstly, the ECU market already ranks as one of the bigger sectors of the
Euro-banking market. Although much smaller than cheir Euro-dollar, Euro-DM
and Euro-Swiss franc assets, the ECU-denominated assets of the European reporting
banks are already considerably larger than their Euro-currency assets in sterling,
French francs and Dutch guilders. In the Euro-bond market the stock of
outstanding ECU issues at the end of 1984 was larger than that in any currency
other than the dollar, the Deutsche Mark, sterling and the Canadian dollar.

: The ECU and the Euro-market.
(Domestic and cross-border positions in foreign currencies and ECUs.)

Stocks at end-1 98%?386:1d-1934
end-December end-December end-December atcurrent atconstant
Currencies 1982 1983 1984 exchange rates exg,'};',;;gf“m
Assets | DT | Assets | LAY | Assets | Labl [ Assets | LBE) | Assers | o0
in billions of US dollars
Deutsche Mark ... | 1659 | 1416 | 1517 | 1360 | 1442 [ 1387 | 168 | -116 | 231 | 237
Swiés francs...... 79.0 n 5 77.0 70.7 66.9 615 | -143 | —129 4.1 39
Japaneseyen .. ... 30.6 ns 289 334 Kva 31.4 13 |- 09 3.3 11
ECUS .ovvnennnnn B.5° 5.5 1.9 10,0 28.0 223 21.5° 168 23.2* 18.3°
Pounds sterting . .. 15.5 18.0 148 164 16.5 7.5 02 | - 1.2 4.7 4.0
French francs . .... 135 15.7 15.3 16.5 13.3 136 |- 10 |- 29 3.1 2.0
Dutch guilders . .. . 143 13.8 15.7 4.0 131 123 |- 14 | -15 2.3 21
Belgian francs . ... 71 8.3 7.1 6.0 7.9 7.2 0.7 0.8 25 24
Italian liré ........ 7 36 33 38 4.2 4.8 1.3 0.8 2.1 20
Memorandum ' '
fterm:
USdoflars ... | 831.6 | 868.6 | 8673 | 906.6 | 8885 | 9367 257 36.8 25.7 36.2

Note: Positions of banks in Europe only.  + = Estimated.
* Because of some breaks in series, these flow figures cannot be derived from the stock figures given in the table.

Secondly, the growth of the ECU market in the last three years has been
particularly strong when seen against the background of the slowdown in the overall
growth of international bank credit. In current dollar terms, the ECU-denominated
assets of the European reporting banks at the end of 1984 exceeded their level of two
years earlier by $21.5 billien. By contrast, the current dollar value of their Euro-
DM and Euro-Swiss franc assets declined by $16 and 14 billion over this period,
while that of their yen assets increased by only $1 billion. Only their dollar assets
showed — in absolute amounts — a somewhat stronger expansion than that of
ECU-denominated assets, namely one of $26 billion. This picture, it is true, has
been influenced by valuation effects resulung from the appreciation of the dollar.
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But even if it is assumed — rather unrealistically — that over a two-year period the
share of individual currencies held in asset portfolios would not be influenced by
changes in their dollar value and the end-1982 holdings are therefore recalculated on
the basis of end-1984 exchange races, the $23 billion growth in the reporting banks’
ECU assets was of the same order of magnitude as that in their Deutsche Mark
assets and much larger than that in their Swiss franc and yen assets. In the Euro-
bond markets there were no ECU-denominated issues prior to 1981, the first such
offering being made in April 1981. In 1982 the new issue volume amounted to $0.8
billion, whereas in 1984 it came close to $3 billion.

Thirdly, the rapid growth of the ECU market has gone hand in hand with
diversification and increasing sophistication of the types of instruments used.
Instruments are available covering the whole maturity spectrum at fixed and floating
interest rates, and the bond market offers, in addition to conventional straight issues,
zero coupon bonds, paper with profit participation wartants and convertible bonds.
Moreover, market participants are not confined to EEC countries but include, for
example, eastern European countries and North America.

What accounts for the fast-growing use of the ECU as a unit of account in
international financial operations, and how may future growth prospects be
evaluated? To answer these questions it may be useful first to examine more closely
the banking market in ECUs, for which the figures are particularly impressive.

The vable overleaf provides a structural breakdown of the European reporting
banks’ ECU positions. One feature that leaps to the eye is the relatively modest
amount of direct business with non-bank entities, in particular on the sources side
of the market, where liabilities to non-banks amounted at the end of 1984 to only
$2 billion out of total liabilities of $22.3 billion. At $7.9 billion, direct claims on
non-banks were considerably larger than liabilities, but still less than 30 per cent. of
total ECU assets. It is, moreover, striking that the major part ($4.8 billion) of
lending to non-banks represented domestic lending in ECUS, notably to residents of
Italy and France (as can be seen from the table on page 131). Italian borrowers also
took up over one-third of the $3.1 billion of ECU-denominated cross-border
lending to non-banks, whereas the remaining $2 billion was rather broadly spread,
including some non-European borrowers. On the sources side of the market local
residents supplied $0.9 billion of ECU-denominated deposits, over three-quarters of
which came from residents of the Benelux countries. Cross-border deposits by non-
banks totalled $1.1 billion, with residents of the Benelux countries accounting for
nearly 45 per cent. and the rest being very widely distributed. Overall, it appears
that on the uses side of the market well over half, viz. about 55 per cent., of total
lending to non-bank entities was to Italian residents, while on the sources side of the
market residents of the Benelux countries supplied nearly 60 per cent. of total non-
bank deposits. '

The very considerable difference of $6 billion berween the banks’ total claims
and liabilities vis-a-vis non-banks at the end of 1984 also largely explains why the
banks’ overall ECU liabilities are considerably smaller than their ECU assets. It
means essentially that, since they have been unable to rely on a sizable non-bank
deposit base, the banks themselves have ultimately had o generate most of the
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Thae structure of the ECU banking market.

Assets Liabilities
ond-1983 | ena-1984 end-1983 end-1984
in billions of US dollars
Positions vis-4-vis non-banks: .
dOMBSHIC . ..ot vt ni i P 48 0.6 0.8
cross-border withinthe EEC .............. 0.8 1.7 0.4 0.6
cross-border with non-EEC residents ... .. 0.2 0.8 0.1 0.4
unallocated . . ... ... .. o 0.2 0.6 0.1 0.1
Total positions vis-a-vis non-banks . ......... 39 7.9 1.1 2.0
Pasitions vis-&-vis banks:
BOMOBHE . . oo vt vn e e 23 52 25 5.3
cross-border within the BEC ... .......... 5.3 127 5.7 13.1
cross-border with non-EEC residents ...... 0.3 1.3 0.6 1.4
unallacated . ... ... ... iiiiia 0.1 0.9 0.1 0.5
Tolal interbank positions .................. 8.0 201 8.9 20.3
TOtal . e i ieirar e e 11.4 280 10.0 22.3

ECUs required for funding their final ECU-denominated lending. They did this
either by borrowing the corresponding basket of currencies or simply by currency
switching and covering the resultant exchange rate risks in the forward markets.

The modest extent of cross-border business with non-banks has meant that in
its truly international dimensions the ECU market has been first and foremost an
interbank market. Particularly if only interbank claims within the reporting area are
taken into account, the share of the interbank marker in total cross-border activities
has been considerably larger than in most other currency sectors of the Euro-
market, particularly the Euro-doliar, the Euro-Deutsche Mark, the Euro-Swiss franc
and the Euro-guilder markets.

The reasons for this preponderance of interbank positions may become
somewhat clearer if one looks at the ECU market from the point of view of the role
of individual market centres. It can be seen from the following table that at the end
of 1984 banks in four market centres, namely France, Belgium-Luxzembourg, Italy
and the United Kingdom, accounted for nearly the whole, viz. about 94 per cent.,
of total ECU activity. On the other hand, none of these centres was really
predominant, whereas in the other sectors of the Euro-market activity tends to be
heavily focused on one or two centres (usually the United Kingdom).

The réles of these four ECU market centres were, however, quite different as
regards their business with non-banks. Banks in Italy alone accounted for 42 per
cent. of total claims on non-banks, with virtually the whole of their $3.3 billion of
non-bank lending being domestic. At the same time, mainly because of foreign
exchange restrictions, banks in Italy were not able to attract a substantial amount of
ECU deposits from domestic non-banks. Instead, they funded their local ECU
lending mainly through net borrowing in the ECU iaterbank market abroad.
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The rdle of individual market centras in ECU banking operations
at end-Dacember 1984,

Aszets Liabilities
of which vis-3-vis of which vis-4-vis
tems Total non-residents residents Total non-residents residents
banks | e | banks | gk banks [ 9% | banks | T
in hilligns of US dollars
Banksin:
Belgium ....... 4.8 3.6 0.6 0.7 - 29 1.8 0.3 0.6 0.2
Luxembourg , . .. 2.2 0.9 08 0.4 0.1 21 0.9 0.3 1X:3 0.3
France ......... 9.1 4.9 0.7 2.4 11 8.1 3.5 0.1 24 0.1
Raby ........... 5.6 1.7 - 0.6 33 58 5.2 0.1 0.5 -
United Kingdom . 4.8 3.0 0.8 1.1 0.1 3.9 26 0.1 1.1 0.1
Others* ........ 1.5 0.9 0.4 - 0.2 1.5 1.0 0.2 0.1 0.2
Total ....... 28.0 14.9 3.1 5.2 4.8 22.3 15.0 11 53 0.9

* Awstria, Denmark, Germany, lreland, the Netherlands, Spain and Sweden.

Banks in Belgium-Luxembourg, on the other hand, accounted for a very large
share (45 per cent.} of total cross-border lending to non-banks and were also the
only ones able to attract a sizable amount of deposits from non-banks, apparenty
largely from small depositors. Overall, the Belgian banks held a substantial net asset
position in ECUs and acted as net suppliers of funds to the cross-border interbank
market in ECUs,

Banks in France were in an intermediate position. The interest of a few large
national companies in ECU borrowing has enabled them to build up some $1.1
billion of ECU claims on non-bank residents. But, in the absence of a wide range
of domestic customers, they have tended to focus on their cross-border lending in
ECUs, including notably the funding of the domestic operations of banks in Italy.
On the liabilities side, foreign exchange restrictions on residents have led them to
rely almost exclusively on currency switching or on borrowing abroad in the ECU
interbank market. In fact, with an overall net asset position of $3 billion, banks in
France were the largest “generators” of ECUs among the four principal market
centres.

Banks in the United Kingdom, lacking even the limited non-bank deposit base
of the Belgian and Luxembourg banks and without the domestic demand enjoyed by
the Italian and, vo a lesser extent, the French banks, have tended to specialise in the
interbank market. This has been facilitated by the presence in London of a large
number of affiliates of foreign banks, some of which have contributed substantially
to the United Kingdom’s increasing involvement in ECU operations.

In other centres for which data are available the volume of ECU operations has
remained quite small. The aggregate total both of assets and of liabilities in these
countries at the end of 1984 was $1.5 billion, virtually all vis-a-vis non-residents.

By broadening the geographical base of the ECU banking sector, the
complementary réles of the major market centres were an important influence
behind the quantitative preponderance of interbank operations. Another influence
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has been the apparent concentration of ECU creation on a limited number of banks
acting as market-makers. This has tended to add an additional dimension to the
mesh of interbank relations. Moreover, the desire of some peripheral banks, partly
for reasons of prestige, to be present in this rapidly expanding market may also have
had such an effect.

Summing up, it appears that the impetus for the growth of the ECU banking
market has come mainly from its assets side, with nearly three-quarters of the
bortowing being conducted by Italian and French non-bank entities. Non-bank
deposits, by contrast, have not played a major réle in the growth of the market and
have been constituted in significant amounts only by residents of the Benelux
countries. In view of this very limited supply of non-bank deposits, the ECUs
fuelling this final lending have largely had to be generated by the banks themselves,
with banks in France and Belgium playing the leading role.

Turning briefly to the ECU bond markets, official European institutions
appear to have accounted for about 30 per cent. of total issues up to the end of 1984.
The position of second largest borrower, with a share of just under 24 per cent., was
taken by French entities, in large measure public-sector entities or firms. The World
Bank and Italian borrowers each accounted for another 5-6 per cent. of total issues.
No precise information is available on the nationality of the holders of these bonds,
but it appears again that Belgian investors were important buyers. Moreover, in view
of the availability of domestic ECU issues and of the partial relaxation of exchange
controls for such purposes, Italian and French investors also seem to be holders of
ECU bonds. As regards countries outside the EEC, it appears that Swiss and
Japanese investors in particular have shown considerable interest in ECU-
denominated paper, and more recently some ECU issues — the first non-dollar
issues ever — were made in the US domestic market.

Among the factors that have over recent years led to rapid growth of the ECU
as a unit of account in international financial transactions, one of the most important
has probably been its relative stability. Being composed of a basket of currencies, it
is likely to fluctuate less than individual EEC currencies against other EEC
currencies or the dollar, and its interest level is bound to be more stable, In case of
risk aversion, the ECU can therefore offer advantages for both borrowers and
investors, particularly in a world in which dollar exchange and interest rates have
been fluctuating very strongly. As regards borrowers, the ECU denomination seems
to have attracted above all firms and entities from countries with high domestic
nominal interest rates for which it constituted a cheaper alternative to borrowing in
dollars — cheaper because of 1ts lower interest cost and, except in recent months,
because of its perceived lower appreciaton potential. Moreover, for firms with
affiliates in several EEC countries, borrowing in ECUs may have beén more
convenient and less costly than borrowing piecemeal in the national markets.
Finally, it appears that in some EEC member countries an increasing amount of
foreign trade is being invoiced and in part even settled in ECUs, which quite
naturally brings with 1t a certain amount of ECU borrowing for trade finance.

For investors the ECU offers a convenient means of diversifying away from
the dollar without having to accept the relatively low Deutsche Mark or Swiss franc
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interest rates. ECU holdings would, of course, be particularly attractive as an
alternative to domestic currency investments for residents of countries with
relatively high domestic inflation rates; but here the use of ECUs tends to be
narrowly circumscribed by foreign exchange regulations, which are undoubtedly the
main reason for the very modest size of non-bank ECU deposits in the international
banking market. Finally, and notably in the Benelux countries, there have been first
signs that the ECU is being used as a payment medium in the form of, for example,
credit cards, travellers’ cheques and customers’ accounts.

Another important factor contributing to the increased use of ECUs in
international transactions has been official sponsorship and encouragement. As
already mentioned, a substantial share of ECU-denominated bonds has been issued
by institutions of the European Communities and by public-sector entities of EEC
member countries. Moreover, in France there has recenty been some easing of
foreign exchange regulations to permit residents to invest in ECU bonds. On the
other hand, in Germany the private use of the ECU continues to be constrained by
law.

In view of the high degree of diversity of the ECU market and its broad
institutional underpinning, there can be little doubt that the use of the ECU will be
a lasting feature of the international financial markets. The question is rather
whether the ECU market can continue to expand at the same rapid rate as in the last
two years and ultimately catch up with the Euro-Swiss franc or even the Euro-
Deutsche Mark, or whether its growth will settle down to somewhere around the
average of the growth rates observed in the other sectors of the Euro-market. One
condition for continued growth of the ECU banking market well above the average
would seem to be an expansion of the scope of lending operations well beyond Italy
and France and a broadening of its non-bank deposit base beyond the Benelux
countries. And, as regards in particular the ECU bond market, another condition
may well be the continuation of the present situation in which the exchange rates
between the EMS member countries are more stable than those between these
currencies and the US dollar. Whether this second condition will be fulfilled depends
not only on the future performance of the US dollar in the exchange market but also
on continued convergence in the field of price stability among the EEC member
countries themselves.

The international debt situation.

The US-led cyclical upswing in the industrialised world, persistent adjustment
efforts by a number of debtor countries and the pragmatic policies of the creditor
banks combined to produce some improvements in the international debt situation
last year, while the diversity of individual debtor countries’ situations continued to
validate the case-by-case approach to debt problems that has been followed since
1982,

The non-OPEC developing countries as a whole achieved a substantial further
strengthening of their external payments positions in 1984, their aggregate current-
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Factors influencing the horrowing needs and recourse to international bank finance of
non-OPEC developing countries, 1974-84.
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account deficit declining further, by $12 billion, to $20.5 billion. Moreover, 1n
contrast to 1983, this improvement, thanks to a marked increase in exports,
permitted many countries to expand their imports and to enjoy some recovery in
domestic economic activity.

Most importantly, from the point of view of the international debt situation,
some of the non-OPEC countries in Latin America, where banking debt ratios are
a large multiple of those in the rest of the developing world and where the need for
further adjustment was particularly pressing, shared in this improvement. The extent
of the adjustment which these countries have achieved is perhaps most clearly
reflected in the fact that, if net interest payments are excluded, they recorded a
current-account surplus of nearly $22 billion last year, whereas in 1981 they had
recorded a deficit of about $20 billion.

The overall picture for non-OPEC Latin America was, of course, heavily
influenced by developments in the three largest countries in this group, Brazil,
Mexico and Argentina, which all recorded substantial merchandise trade surpluses
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Evolution of non-OPEC developing countries’ international indebtedness, 197384,
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last year (see Chapter V, pages 105 and 106). The strong expansion of exports in
Brazil and Mexico meant that for Latin America as a whole the ratio of debt o
exports of goods and services decreased for the first time since 1979. Likewise,
although for the year as a whole the average level of dollar interest rates was higher
than in 1983, the net interest/export ratio, which had already begun to come down
in the preceding year, declined to 34 per cent., which represents a reduction of 20
per cent. from the peak of 42.4 per cent. recorded in 1982. The sharp decline in
dollar interest rates in the later part of 1984 suggests that this ratio should show a
further substantial decrease in 1985.

In the rest of the non-OPEC developing world, where the debt burden is in
general not as heavy as in Latin America, the situation evolved particularly
favourably in most South-East Asian countries, With their export-oriented
economies, these countries benefited more than proportionately from the overall
revival of world trade; and (with the exception of the Philippines) their generally
better credit-standing made it possible for them to attract new funds on very
favourable terms. On the other hand, the situation has remained sertous in most
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African countries, which have not been able to participate in the general export
upswing to any great extent and have had to rely primarily on continued import
restraint to improve their external payments position. However, here international
bank credit has not played such a large réle as in Latin America, and the banks’
exposure vis-3-vis non-OPEC African countries is on the whole relatively modest.

Eastern European countries showed a further strengthening of their current-
account balances and for the third year running reduced their net banking
indebtedness. As a result, with the exception of Poland, most of these countries have
regained, or are in the process of regaining, free access to the western credit markets.

A second although certainly not unrelated factor contributing to the alleviation
of the international debt problems last year was the flexible attitude of the creditor
banks themselves. Recognising that, despite the impressive balance-of-payments
improvements achieved by the debtor countries, it would take years to restore a
normal market situation, they increasingly moved away from annual or bi-annual
arrangements with the debtor countries to multi-year reschedulings. In September
1984 the steering committee representing Mexico’s creditor banks reached an
agreement with Mexico under which $48.7 billion of the country’s public-sector
debt initially maturing in 1982-90 would be rescheduled over a period of fourteen
years, with the margin charged over LIBOR reduced to 1Y/s per cent. and no front-
end fees or commission. Following an agreement between Mexico and the IMF on
a new economic package, a first $28.6 billion tranche of this scheme was finally
ratified by all the creditor banks in March 1985. The agreement between Mexico and
the banks represented a real breakthrough in dealing with the debt problems, since
it clearly showed the banks” willingness to honour solid adjustment progress with
much improved terms for future debt service. In December 1984 Argentina and thé
steering committee representing its creditor banks agreed on a proposal to
reschedule $16 billion of the country’s debt over twelve years at a margin of 13/s per
cent. over LIBOR and to provide $4.2 billion in new funds. In Brazil a tentative
agreement reached in February 1985 with the creditor banks’ steering committee
envisaged the rescheduling of $45.3 billion of the country’s debt over sixteen years
at 1/ per cent. over LIBOR. However, neither of these agreements is yet
operational.

Comparable schemes were negotiated with a number of other countries inside
and outside Latin America, for example Poland and the Philippines. In the case of
non-OPEC LDCs in Latin America the amounts covered were equivalent o over
one-half of total banking debt outstanding at the end of 1984, In addition to
stretching out the maturity profile of the debt, the arrangements included, in all
instances, a significant reduction of the margins charged by the banks. Moreover,
parallel negotiations were often conducted on the rescheduling of debt owed to
foreign governments within the framework of the Paris Club and/or the provision
of new funds by the IMF.

By reducing debt-servicing burdens to more manageable proportions, the
restructuring packages are not only designed to provide vital relief to problem
debtor countries but will tend to be of benefit to the creditor banks themselves. For
one thing these packages should help to improve debtor countries’ ability to honour
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their (renegotiated) contractual obligations vis-a-vis the banks and thereby safeguard
the balance-sheet status of the banks’ claims on these countries by recognising their
effectively long-term nature. Secondly, by eliminating the need for frequent debt-
rescheduling - negotiations and the adverse consequences for market sentiment to
which they can give rise, they may facilitate the return to more normal market
conditions.

Another development which contributed materially to the reduction in the
vulnerability of the creditor banks was the continued endogenous strengthening of
their balance sheets. Favourable profit results permitted the banks to build up
further their reserves and provisions against loan losses. Moreover, as described
earlier in this chapter, they took advantage of the favourable conditions prevailing
in the international bond markets to issue securities for the purpose of strengthening
their capital base and reducing their dependence on interbank finance, and to
improve the quality of their international assets portfolio, which had been impaired
by the effective freezing of many of their claims on developing countries, by
purchasing floating rate notes issued by first-class borrowers.

One concession on which non-US-based banks have tended to insist in debt
restructuring negotiations is an option to change the currency denomination of their
claims from dollars to domestic currency. This has the advantage for these banks
that they can switch the funding of their claims on problem debtor countries from
the international dollar market to their domestic markets. For the debtor countries
such a shift of the denomination of part of their debt into currencies such as the
Deutsche Mark, the yen and the Swiss franc means, under present circumstances, a
considerable reduction in their interest burden; on the other hand, it exposes them
to the risk of an increase in their debt burdens in the event of a turn-round of the
dollar in the exchange markets, which, in the short run, could by far outweigh the
interest rate advantages. Moreover, a switch in non-US banks’ funding from the
dollar markets to the domestic market will tend to contribute to the strength of the
dollar in the exchange markets.

Despite the progress that was made last year, however, the international debt
situation continues for a number of reasons to be a matter for concern, requiring the
full attention and co-operation of all the parties involved.

Firstly, in most cases the multi-year rescheduling arrangements have not yet
been ratified by all che creditor banks concerned and put into operation. The
complexity of the deals and the large number of banks involved have been partly
responsible for these delays. But, in addition, domestic economic or political
difficulties have emerged in some countries, resulting in non-fulfilment of the policy
conditions negotiated with the IMF and a suspension of the dialogue with the banks
pending the putting-into-place of a new IMF programme. This has been the case
notably in Brazil and Argentina.

Secondly, implementation of policy adjustments, except in the field of
exchange rates and foreign trade, has in fact been slow. Efforts to reduce budget
deficits, while impressive in comparison with the success achieved in this area by
some of the industrial countries, have in most cases not gone far enough, and little
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or no progress has been made in the fight against inflation. Indeed, the rate of price
increases accelerated last year in Argentina and Brazil, whilst even in Mexico, where
the inflation rate was cut from 100 to 65 per cent., progress fell short of the rarget
previously agreed with the Fund. Partly as a resulc of these unsettled financial
conditions, the much needed revival of domestic investment activity largely failed to
materialise. As a proportion of GNP, there were either only marginal increases, as
in Brazil and Mexico, or even a decline, as in the case of Argentina.

Thirdly, the limited success in adjustments on the domestic economic front has
to be seen in relation to the massive reverse resource flows which the non-OPEC
developing world has been experiencing for almost three years. In 1984, for the first
time since the 1973 oil shock, and despite the new loans extended within the
framework of rescheduling packages, the BIS reporting banks’ net claims on non-
OPEC LDCs in Latin America contracted by nearly $8 billion, In addition, interest
payments (net of interest earned on official foreign exchange reserves) by these
countries on their gross external debt may be estimated to have amounted to nearly
$30 billion last year. Of course, in theory interest payments should be met out of
the proceeds of past investments financed with the foreign capital and should
therefore not be regarded as an additional burden on the debtor countries. However,
most of these investments were made when interest rates were much lower than they
are at present, some of them were not well chosen, or have not been validated by
subsequent world economic developments and trade policies in the industrial
countries, and a substantial part of past borrowing was not used to finance a larger
volume of investment activity but to pay for the higher cost of oil imports or had
as a counterpart unauthorised private capital outflows, the interest proceeds from
which tend to remain abroad.

Inverse flows of the order of magnitude witnessed in 1984 are cleasly
unsustainable, and some form of net capital flows to these countries needs to be
restored as soon as possible to offset part of their interest payments. The
combination of weak raw-material prices and relatively high interest rates continues
to weigh heavily on the problem debtor countries. It is therefore of the ummost
importance that the banks, not least in their own interest, should continue to show
patience and flexibility and resist the — perhaps all too natural — temptation to
withdraw altogether from lending to certain groups of debtor countries.

Even in the event of a return to normal market conditions, however,
prudential considerations will tend to Limit the scope for further bank lending to
these countries more or less to the overall rate of growth in the banks’ balance
sheets, The extent to which other types of capital flows can take over from bank
credit will depend on the debtor countries’ ability to restore confidence and stable
domestic financial conditions. Convincing progress in these areas would help to
attract more foreign equity investment and to open up access to the international
capital markets. Moreaver, it would also reduce the incentives for further capital
flight and might even lead to the repatriation of some of the funds, although in
recent years unusually high real interest rates and the pronounced strength of the
dollar were admittedly a combination that was difficult for the debtor countries to
match.
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Finally, as developments during 1984 have once again underlined, a necessary
condition for a market-oriented solution of the international debt problem is a
favourable economic environment in the industrial countries themselves. Unless the
industrial countries, by keeping their markets open and maintaining an adequate rate
of economic growth, provide sufficient scope for the growth of debtor countries’
export matrkets, it is rather doubtful whether these countries could meet their debt
service obligations without a degree of domestic retrenchment that would be bound
to have negative effects on their economic growth and political and economic
stability in the long run. The fact that the recent slowdown of the US economy was
so promptly reflected early this year in a pronounced weakening of the export
performance of some of the most important debtor countries illustrates the fragility
of the international debt situation and the degree of interdependence the world
economy has reached. Even a temporary growth recession in the industrial countries
could probably only be weathered without a renewed deterioration in the
international debt situation if it were accompanied by a further reduction in dollar
interest rates.

Apart from the responsibility of the industrial countries for a favourable world
econornic environment and for keeping their markets open to developing countries’
exports, there will be a continued need for direct aid and support by governments
and international insticutions. This is particularly true in the case of some of the
smaller countries in Africa, for example, where there is little hope that market forces
alone could produce the required improvement.

To conclude on an optimistic note, after the successes that some of them have
achieved on the external payments front, the further adjustments and more market-
oriented policies needed by the major debtor countries would be in the interests of
their own longer-term economic growth potential. Similarly, in the case of the
industrial countries, the domestic policies necessary to encourage private investment,
reduce rigidities and bring down the intolerably high levels of unemployment would
also tend to produce a favourable economic environment for the developing
countries. In other words, there is hardly any clash of policy requirements between
debtor and creditor countries for bringing about a further improvement in the
international debt situation.
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VII. THE INTERNATIONAL MONETARY SCENE.

Highlights.

This chapter describes developments in three areas of the international
monetary scene — the exchange markets, gold and international liquidity — all of
which were strongly influenced by the evolution of the US balance of payments,
analysed in Chapter V.

Exchange-market developments in the period under review were characterised
by two main features. Firstly, the substantial further appreciation of the dollar, by
over 20 per cent. on the trade-weighted basis, during 1984 and the first two months
of 1985 — a rise that was propelled by an increasing volume of spontaneous capital
inflows into the United States, notwithstanding a record deficit on the current
account of the US balance of payments and a narrowing of interest rate differentials
favouring the dollar. Secondly, the rather abrupt change in sentiment about the
dollar that occurred in March 1985, following the largest co-ordinated official
intervention witnessed in the exchange markets for a number of years, and which
produced the most marked reversal yet seen of the dollar’s upward progress. Since
mid-April the dollar has recouped some of the terrain lost, but market conditions
have remained rather unsettled and day-to-day exchange rate fluctuations have been
unusually large. In addition to reviewing these, and other, currency developments
in 1984 and the first months of 1985, the chapter also looks at the strength of the
dollar in a longer-term perspective.

In the gold market the evolution of prices in dollar terms during the period
under review provided something of a mirror image of the dollar’s movements
against other currencies, the market weakening in 1984 and early 1985 and showing
some recovery in prices since then. In terms of some other leading currencies,
however, the market price of gold has been relatively stable.

‘As far as international liquidity is concerned, there were two main
developments in 1984. On the one hand, official international liquidity, as measured
by countries’ total non-gold reserves, showed some further increase, including a
rebuilding of exchange reserves in some of the largest debtor countries. This increase
in reserves, however, was quite modest in relation to the outflows of funds to the
rest of the world coming from the US current-account deficic. On the other hand,
the US deficit did give rise to a large build-up of the rest of the world’s private dollar
assets, much of it in liquid or marketable form. Part of this increase in privave
international liquidity could find its way into official reserves if there were to be a
major weakening of confidence in the dollar.

Exchange rate developments.

The floating currencies. Exchange-market developments during the period
under review were dominated by the movements of the US dollar. Between end-
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1983 and late February 1985 the dollar’s trade-weighted exchange rate rose by a
further 22 per cent. On a bilateral basis its advance during that period against major
European currencies ranged from 27 to 38 per cent., while vis-3-vis the yen and the
Canadian dollar it was, at 13 per cent., less pronounced.

A salient feature of the dollar’s continued rise was that it occurred against the
background of certain developments which, taken together, might have been
expected to weaken its position. Firstly, the US current-account deficit widened to
over $100 billion or nearly 3 per cent. of GNP for the year 1984. Secondly, US real
economic growth slowed down markedly after the spring of 1984, while at the same
time there was some pick-up in growth in most other industrial countries. Thirdly,
the decline in interest rates which took place after mid-1984 was, on balance, more
pronounced in the United States than in any other major industrial country,
particularly at the shorter end of the market. Despite these developments, however,
international capital continued to flow into the United States, partly through
banking channels, partly through purchases of dollar securities and partly in
unidentified forms. These flows considerably, and increasingly, outweighed trade-
related flows during most of the period under review and, by pushing up the dollar
on the exchange markets, themselves contributed to the further deterioration in the
US current-account position. '

The period under review opened with the dollar entering a phase of temporary
weakness in Janvary 1984. There were a number of reasons for this developmenz:
doubts about the possibility of spontaneously financing the mounting US current-
account deficit at the then prevailing exchange rates; concern that the combination
of strong economic growth and a persistent government budget deficit in the United
States would sooner or later lead to some rekindling of US inflation; and, outside
the United States, growing evidence of economic recovery in other major industrial
countries, Against this background, the dollar depreciated between mid-January and
early March 1984 by 6!/2 per cent. on an effective basis, despite a renewed vpward
movement of dollar interest rates from early February onwards and a consequent
widening of interest rate differentials in favour of dollar investments.

In March, however, the dollar began to appreciate again, and the renewed
upward trend persisted until late September, except for a short period in late May
and early June. US interest rates went on rising until early July, while in April the
Federal Reserve raised its discount rate by 122 percentage point, underlmmg its
continued commitment to fighting inflation. Moreover, US economic indicators
showed stronger than expected expansion, while the emergence of some industrial
unrest in France, Germany and the United Kingdom in the spring of 1984
overshadowed the outlook for these countries’ economic recovery. Further support
for the dollar came from the US Treasury’s abolition of the withholding tax on
interest income on foreign-owned bonds and reports on the creation of new US
Government debt instruments for foreign investors, as well as from expectations that
President Reagan would be re-elected.

During the first three weeks of September the upward movement of the dollar
accelerated, notwithstanding some decline in US interest rates. Against the Deutsche
Mark the dollar appreciated by nearly 10 per cent., going above the DM 3 level on
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Movements of bilateral exchange rates of the US dollar
against selected other currencies, 1983-85.
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t1th September and reaching an eleven-year high point against that currency of
nearly DM 3.18 on 21st September.

On 21st September the Deutsche Bundesbank sold a substantial amount of
dollars in the exchange market, and other central banks also intervened on a number
of occasions in late September and early October. The dollar at once fell sharply, to
DM 3.02 against the Deutsche Mark, and also weakened against other currencies.
After a period of nervous trading, in which it moved rather abruptly in both
directions, by mid-October the dollar was moving up again, reaching nearly
DM 3.15 against the Deutsche Mark and fresh peaks against the yen and sterling.
From then until early November, however, the dollar weakened markedly. By that
time three-month Euro-dollar rates had declined from 12 per cent. in early
September to 92 per cent., reducing the differential between three-month Euro-
dollar and Euro-DM rates from over 6!/2 to under 4 per cent., while indications that
US economic growth was slowing down considerably raised expectations of further
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reductions in dollar interest rates, Altogether, between late September and early
November the dollar depreciated by nearly 5 per cent. on the effective basis, by 8
per cent. against the Deutsche Mark, but by only 3 per cent. against the yen.

The dollar began to show renewed strength in early November 1984 and
continued to appreciate up to late February 1985. During this period it repeatedly
reached new high levels against all other major currencies, the effective exchange rate
rising by over 14 per cent., while against the Deutsche Mark, sterling and the Swiss
franc it appreciated by 19, 21 and 22 per cent. respectively. Against the yen and the
Canadian dollar, however, it rose by only 9 and 7 per cent. respectively. The
renewed appreciation of the dollar occurred despite a continued decline in US short-
term interest rates, the three-month Euro-dollar interest rate declining by a further
1Y2 percentage points between early November 1984 and late January 1985,
accompanied by two 12 percentage point cuts in the Federal Reserve’s discount rate,
on 21st November and 24th December respectively. Long-term US interest rates,
however, fell much less than short-term rates, with market yields on prime
corporate bonds declining between early September 1984 and late January 1985 by
less than 1 percentage point. Since there were concurrent declines in long-term
interest rates in other major countries, long-term interest rate differentials continued
strongly to favour dollar investments. Moreover, the widening of differentials
between long and short-term dollar interest rates opened up prospects of capital
gains on investments in US long-term securities. Against this background, foreign
investment in US securities expanded considerably in the fourth quarter of 1984.

In late January 1985 there was a short-lived pause in the upward movement of
the dollar. While short-term interest rates continued to ease in the United States,
those in a number of European countries had been rising, largely in response to
exchange-market developments. Between late December and late January short-term
sterling interest rates rose by 41/2 percentage points. Moreover, at a meeting on 17th
January the Finance Ministers and central-bank Governors of the Group of Five had
reaffirmed their commitment to undertake co-ordinated exchange-market
intervention as necessary, and that announcement was followed shortly afterwards
by some official sales of dollars to the market.

In February the dollar resumed its upward movement. By then US interest
rates had begun to move up again in response to faster domestic monetary growth,
and their continued rise up to early March once more widened interest rate
differentials in favour of the dollar. Market sentiment was also affected by President
Reagan appearing to rule out more forceful official intervention to stem the dollar’s
rise, Towards the end of February the dollar euphoria took on new dimensions and
against the Deutsche Mark a rate of DM 3.47 was reached. At that point the dollar’s
cumulative appreciation against the Deutsche Mark since early March 1984 came to
37 per cent., while against sterling, the Swiss franc and the yen it amounted to 41,
39 and 18 per cent. respectively.

Against this background, and following comments by the Federal Reserve
Chairman that the deficits on the US Federal budget and current external account
could eventually produce a weakening of the dollar and that forceful official
intervention in the exchange market could at times have a useful réle to play,
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co-ordinated official intervention was undertaken on a substantial scale, this time
with the US monetary authorities participating more actively than before. On 27th
February the dollar dropped by over 5 per cent. against the Deursche Mark, to
DM 3.27. Although the dollar rebounded somewhat in the course of the following
days, it soon became apparent that a two-way market had been re-established.
Exchange rates moved erratically in nervous markets, and towards mid-March the
dollar began to fall sharply. By mid-April its effective exchange rate had declined by
102 per cent. from the late-February peak, while over the same period the dollar
depreciated by 14 per cent. against the Deutsche Mark, going below the DM 3 level
on 19th April, but by only 6 per cent. against the yen. The dollar’s decline was
greatest, at 20 per cent., against sterling, which benefited from continued very high
short-term interest rates and a lower than expected planned budget deficit for the
fiscal year 1985-86. While it was co-ordinated official intervention in the exchange’
market that set off the change in sentiment about the dollar, its effects were-
reinforced by the emergence of some regional banking problems in the United
States, as well as by evidence of slow first-quarter US economic growth and its
impact on interest rate expectations. During the latter part of April there was a
technical reaction, with the dollar recovering some of its earlier losses, but market '
conditions have since then remained rather unsettled, with no clear sense of direction
and unusually large daily fluctuations.

Turning to the exchange-market performance of other major floating
currencies during the period under review, the pound sterling was the most volatile,
with a marked weakening until early 1985 and a sharp recovery thereafter. Between
end-1983 and late January 1985 it depreciated not only by 23 per cent. against the
US dollar but also against other major currencies, e.g. by 11 per cent. against the
Deutsche Mark and by 16 per cent. against the Japanese yen. Contributing factors
included weak world oil prices and a prolonged industrial dispute, which
overshadowed balance-of-payments trends in the United Kingdom. To these were
added, towards the end of 1984, doubts about the stance of fiscal and monetary
policy. To restore confidence and to reduce the downward exchange rate pressures
the clearing banks’ base lending rates were raised in successive steps from 9/ to 14
per cent. during January 1985. By the end of that month the pound sterling started
to recover gradually against other European currencies, but a more decisive turn in
its fortunes came only in éarly March after the peaking-out of the dollar. With the
help of a less unsettled oil price outlook and a well received new budget, the UK
currency not only continued to appreciate against other European currencies but
also rebounded sharply against the dollar and the yen. These developments were
reflected in sterling’s effective exchange rate, which, after a nearly 16 per cent.
decline between end-1983 and late January 1985, recovered by 1212 per cent. by
mid-April. :

At the other end of the spectrum, the Japanese yen and the Canadian dollar
showed the smallest depreciations against the US dollar and fluctuated less widely
than most major currencies. The relative stability of the yen is illustrated by the fact
that its effective exchange rate has moved within a 6 per cent. range since end-1983,
with its bilateral exchange rate movements against the dollar having been largely
offset by those against other currencies. This stability was underpinned by the
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Selected industrial countries: Movements in effective exchange rates, 1980-85.
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strong domestic economic fundamentals, notably the huge Japanese current-account
surplus, stable prices and accelerating economic growth, together with the perceived
reluctance of the Bank of Japan, for exchange rate reasons, to lower domestic
interest rates. Nevertheless, the performance of the yen since the spring of 1984 has
been less impressive than in the preceding year and a half, during which time it had
not only appreciated significantly against European currencies, for example by over
30 per cent. against the Deutsche Mark, but had even strengthened against the
dollar. This difference in performance was mainly attributable to the much larger
volume of non-bank capital outflows from Japan, particularly long-term portfolio
investments, in 1984. It may be added that the comprehensive package to deregulate
the Japanese financial markets, agreed between the US and Japanese authorities in
May 1984, had as its principal stated aim a strengthening of the yen, particularly
against the US dollar — but its effectiveness in that respect still remains to be seen.
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The relative stability of the Canadian dollat’s exchange rate was the result not
so much of spontaneous market forces as of policy. Owing to the country’s
particularly close trade and financial links with the United States, the Canadian
economy is much more exposed than other countries to influences emanating from
a strong US dollar, such as inflationary pressure and an impact on resource
allocation between its export and other industries. The Canadian authorities
therefore limited the depreciation of the Canadian dollar against the US currency
through a policy of keeping interest rates well above US levels, despite the high level
of domestic unemployment and although this entailed a marked appreciation of the
Canadian dollar against major European currencies.

Increasing volatility of dollar exchange rates. A salient feature of exchange-
market behaviour at certain times since September 1984 has been the high degree of
short-term volatility displayed by dollar exchange rates, The following table shows
two measures of daily exchange rate variability: the number of days in each month
since August 1984 on which exchange rate movements exceeded 1 per cent.; and the
size of the standard deviaton of the daily exchange rate movements from their
average day-to-day movements. The day-to-day movements on which the table is
based are the changes between noon rates. Since even larger movements might take
place within such a 24-hour time span, the figures in the table probably understate,
if anything, the degree of volatility that has occurred.

Daily variability of selected dollar exchange rates.*

. Deutsche Mark I Japanase yen | Pound sterling
Periods
monthty figures
1982 (averages) -............... 3 (0.86) s {0.76) 2 {0.59)
1983 (averages) ................ 2 {0.65) 1 (0.52) 1Yz (0.53}
1984 January-July (averages) . ... 3 (0.66) 1 {0.42) 2 {0.55)
August ..., 3 {07 - (0.50) 2 (0.60)
Septembef ... ............. 7 {141} - (0.43) 7 (1.19)
October .ovvevireennnnss 4 (0.74) 1 {0.40) 4 1070}
November ................ 3 (084} — {041} 2 {0.83)
Decemnber ................ = {0.51) - (0.20) 1 (0.49)
1985 January ......ovvvveennnn. 1 (D.48) - {0.31}). 5  {0.71}
February ................. 3 (1.2 4 (0.70) 8 (1.09)
March......ovcvivnnrarans 7 {07 2 {0.54) 8 (148
April ... 11 {1.30} 3 (0.687} 14 [1.53)
May {(1st-15th] ............ 6 {1.39} - {0.45) 1 {0.92)

* Varlability is measurad by the number of days on whith exchange rate changes exceed 1 per cent. Figures in brackets
are the standard deviations of day-to-day percentage changas in exchange rales,

The table shows two periods when daily volatility was unusually high. The
first one covered September and October 1984, while the second began at the end
of February 1985 and was still continuing at the time of writing (mid-May). Both
periods included spells of very rapid dollar appreciation, followed by official
intervention and a turn-round of the exchange market. The second period, however,
differed from the first in chat after the turn-round of the exchange market daily
exchange rate movements did not decrease, but became even larger and have, in the
case of the dollar/Deutsche Mark and dollar/sterling rates, reached unusual
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dimensions. In April 1985, for example, day-to-day movements of the dollar/
Deutsche Mark rate exceeded 1 per cent. on half of the working days, and those of
the dollat/sterling rate on two-thirds of the working days. Daily movements of the
dollar/yen rate also became larger during February-April 1985, but not to the same
extent as in the cases of the Deutsche Mark and sterling. In the first half of May the
dollar/Deutsche Mark rate continued to be unusually volatile, but the size of daily
movements in the dollar/yen and dollar/sterling rates decreased.

Short-term exchange rate volatility can result from two quite different types of
market situation. A strong one-way bias in market sentiment, such as existed in the
first three weeks of September 1984 and in February 1985, can produce large daily
unidirectional exchange rate movements. The second type of situation is rather the
opposite, namely pronounced uncertainty on the part of market participants about
the likely future trend of exchange rates, producing unusually large daily movements
in both directions. This second type of situation prevailed after the two episodes of
official intervention in late September/early October 1984 and late February/early
March 1985. But whereas on the first of these occasions the pause in the rise of the
dollar was rather short-lived, in spring 1985 the impact was apparently more lasting.
This was probably the result not only of the larger scale of the intervention and of
visible US participation in it, but also of certain other events, notably the slow
growth of the US economy in the first quarter of 1985. With faith in the dollar
apparently less strong than before, but no other currencies having taken its place,
the market has become rather directionless. By instilling 2 sense of caution and
reluctance to enter into open positions, official intervention may thus be responsible,
at least in part, for the increased exchange-market volatility witnessed recendy.
However, large daily exchange rate movements with little overall change may be less
harmful than unidirectional movements that carry rates to levels that are
unsustainable in the long run.

The evolution of the dollar in a longer-term perspective. The dollar’s
performance during 1984 and early 1985 was remarkable enough; looked at in
longer-term perspective its cumulative rise has been no less than extraordinary.
Between its 1978 low point and late February 1985 its nominal effective exchange
rate had appreciated by 80 per cent. and its real bilateral exchange rates (estimated
on the basis of movements in relative wholesale prices of finished goods) against the
Deutsche Mark and the yen by 95 and 65 per cent. respectively. In a still longer
perspective, at their recent peaks the dollar’s real exchange rates against the Deutsche
Mark and sterling stood 40 per cent. above their post-Smithsonian (December 1971)
levels, while even against the Japanese yen the dollar had appreciated in real terms
by about 10 per cent. over the whole of that period.

The dollar’s strength in recent years is all the more remarkable, given the
balance-of-payments structure which has carried it upwards for so long. At the
beginning of the 1980s, when the present period of dollar strength began, the
current account of the US balance of payments was only in moderate surplus, and
since early 1982 it has been in steadily increasing deficit. There is no parallel for this
phenomenon of an ever strengthening currency based on ever increasing capital
inflows, with the current external account steadily deteriorating. In that respect the
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strength of the dollar in the 1980s contrasts sharply with that of the Deutsche Mark
and the yen in the 1970s, the basis for which was substantial current-accoun
surpluses, '

An evolution as unusual as that of the dollar in recent years has given rise to
considerable controversy about its causes. Whatever the precise truth may be, the
persistence of substantial, although varying, international interest rate differentials in
favour of the dollar is surely part of the explanation; indeed, it is difficult to imagine
that, in the absence of these differentials, capital inflows to the United States in
recent years could have been as large as they in fact were. To say that favourable
international interest rate differentials played an important part in the dollar’s rise is
not, however, to say that such differentials are related in stable or predictable ways
to exchange rate movements, There are a number of reasons why that is not the case,
all of which can be illustrated with reference to the dollar’s experience.

In the first place, interest earnings are only one element of investors’ total
anticipated yield on assets denominated in foreign currency. Expected gains (or
losses) from exchange rate movements can at times be an equally, or even more,
important element. International interest rate differentials will therefore stimulate
such investment only when there is confidence in the existing exchange rate
structure, while their influence may become even greater if they are expected to be

Real bilateral dollar exchange rates and the US current-account balance, 197285,
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compounded by exchange rate gains. Favourable interest rate differentials may
strengthen a currency, and that strength may itself give rise to expectations of
further appreciation, thereby reinforcing the influence of these differentials. It seems

likely that such effects have contributed to the cumulative sirengthening of the
dollar.

A second reason for lack of stability in the relatonships between international
interest rate differentials and exchange rate movements may be that, despite recent
experience, the markets still suspect that in the longer run exchange rate movements
do reflect, in a rough way, inflation differentials. This means that what tend to
count, for the longer run, are real, rather than nominal, interest rate differentials.
Changes in real differentials are, by their nature, very hard to identify, and they may
result not only from the movements of nominal interest rates but also from changes
in inflationary expectations. It seems likely that in the United States inflationary
expectations diminished last year as a result of the continued low inflation rate and
the moderate level of wage settlements, thus enhancing the attraction exerted by the
high level of dollar interest rates on foreign investors.

A third element in investors’ anticipated yield on foreign currency assets may
be capital gains (or losses) resulting from interest rate movements. For example, a
gradual downward movement of its long-term interest rates may for a time increase
a currency’s attracrions for foreign investors, through the hope of capital gains,
although at the same time the interest rate differential in its favour is being reduced.
The further strengthening of the dollar in the final months of 1984 and early 1985
appears to have been an example of such a situation.

Whatever the influence of favourable interest rate differentials may have been,
other factors too have conuributed to the dollar’s strength in recent years. Large-
scale flight of capital to the United States was, at the time of the Latin American
debr crisis in 1982, one of these factors, while the strong growth of the US economy
since late 1982, which has been accompanied by a vigorous upturn in US domestic
investment and improved corporate profits, and the perceived flexibility of its labour
and product markets have increased the dollar’s appeal in the eyes of foreign
Investors.

Through their exchange rate effects and their contribution to the emergence of
a very large deficit on the current account of the US balance of payments, the huge
capital inflows into the United States in recent years have certainly given an
important stimulus to the rest of the world economy. In 1982, when the industrial
world was in quite serious recession and when major external debt problems had
emerged in some developing countries, it was hard to see where a resumption of
world economic growth could come from other than the United States — the
world’s largest economy and, as its main reserve centre, the one most able to finance
external deficits in its own currency. By early 1985, however, it was clear that
capital inflows to the United States had pushed the dollar to levels that were
substantially divorced from the underlying fundamentals, providing the most
dramatic, although by no means the only, example since the introduction of floating
rates in 1973 of the fact that the movement of a currency can become self-sustaining,
with the markets tending to interpret all kinds of economic, financial and other
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developments in its favour. Under such circumstances an exchange rate may go to
unsustainable levels before the fundamentals reassert themselves. Even for the
United States, however, there are limits to the current external deficits that can be
run and the deterioration of the international investment position that can occur
without loss of confidence in the dollar.

Moreover, it is questionable whether the world’s most developed economy
should, over the longer run, be a net importer of the rest of the world’s savings. The
conclusion must therefore be that the strong dollar has served the world well in a
number of ways but that the task now is to return to a more sustainable US, and
world, balance-of-payments and exchange rate structure without undoing the
achievements of the past two and a half years or inflicting major damage on world
economic and financial structures.

Exchange rate developments within the EMS. In contrast to developments on
the dollar exchange market, the period under review was a relatively calm one in the
EMS fixed exchange rate system. By March 1985 two years had passed since the last
realignment of participating currencies’ central rates, making this by far the longest
period of nominal exchange rate stability within the system since its inception in
March 1979.

Spot exchange rates in the EMS exchange rate systern, 1983-85.
Weakly averages of participants’ currencies in relation to their intarvention points, In percentages,
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In early 1984, when the dollar weakened temporarily against other major
currencies, there were some tensions within the system. As the Deutsche Mark
strengthened against the dollar, it moved close to the upper limit of the 2!/ per cent.
exchange rate band by early February 1984, while the Belgian franc continued to be
close to its lower limit. However, around mid-March 1984, when the US dollar
began to strengthen once more, there began a period of marked convergence in the
participating currencies’ exchange rates, with the result that by early September the
gap between the strongest and weakest currencies within the narrow band had
declined to only 0.6 per cent. The Deutsche Mark, the French franc and the Dutch
guilder declined towards their central rates, while the Belgian franc detached itself
from the lower limit of the band. Except for the Itahan lira, which stayed in the
upper part of its wider band, the Deutsche Mark remained the strongest currency
in the system during most of this period. The central banks of some other
participating countries took advantage of the convergence of exchange rates to
recoup earlier reserve losses by acquiring Deutsche Mark through intra-marginal
interventions.

In early September, when the upward movement of the dollar accelerated, the
Deutsche Mark was replaced at the top of the band by the Irish pound and the
Danish krone. When the dollar began to appreciate once more in early November
1984 the Deutsche Mark, the French franc and the Dutch guilder weakened against
the other member cusrrencies, subsequently dropping well below their central rates.
By mid-December the Dutch guilder had replaced the Belgian franc at the bottom
of the band, and in early February 1985 its spread against the Danish krone, now
the strongest currency in the narrow band, gradually widened to approach the 21/
per cent. limit. Following a 12 per cent. increase in the discount rate of the
Netherlands Bank on 1st February, the guilder was able to detach itself from the
lower limit of the band, and in mid-March the Belgian franc again became the
weakest currency in the system. Owing to the relatively low level of nominal
interest rates in Germany, the Deutsche Mark was, after the Dutch guilder and the
Belgian franc, the weakest currency within the narrow band throughout the four-
month period from December 1984 to March 1985. Some other member countries
again took advantage of this situation to replenish their exchange reserves through
intra-marginal interventions, leaving most of the proceeds in Deutsche Mark but
also acquiring some non-member currencies other than the dollar,

The abrupt decline of the dollar in the course of March had little impact on the
performance of the individual currencies within the EMS, and the Deutsche Mark
continued n the lower half of the band. The only exception was the Italian hra,
which depreciated within its wider band by over 4 percentage points between mid-
February and late March, before recovering somewhat in the course of April and
early May. Continuing inflation and the partly related deterioration of Ttaly’s
balance-of-payments position were probably the main reasons for this downward
movement of the lira, which restored some of the international competitiveness lost
earlier,

Apart from these exchange rate developments, during the period under review
a change was made in the currency composition of the ECU, and a number of
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measures were taken to enlarge the use, and enhance the attractiveness, of ECU
reserves. On 17th September 1984, following the first five-yearly re-examination of
the composition of the ECU basket, an alteration was made with a view to adjusting
the component currencies’ weights so as partly to offset the changes chat had
resulted from the various central rate realignments since the system’s inception. The
new weights represent a reduction from 36.9 to 32.1 per cent. for the Deutsche
Mark, from 11.3 to 10.1 per cent. for the Dutch guilder and from 15.1 to 15 per
cent. for the pound sterling, but an increase from 7.8 to 10 per cent. for the Italian
lira, from 16.7 10 19 per cent. for the French franc and from 1 to 1.2 per cent. for
the Irish pound; the weight of the Belgian franc was increased only marginally to 8.6
per cent., while that of the Danish krone remains unchanged at 2.7 per cent. At the
same time, the Greek drachma was incorporated in the basket with a weight of 1.3
per cent., although it does not participate in the EMS exchange rate mechanism.
These changes did not affect ECU central rates or bilateral parities within the
system.,

In March 1985 the central-bank Governors of the EEC member countries
agreed in principle on a number of measures to expand the international rdle of the
ECU. Firstly, in order to facilitate the mobilisation of official ECU holdings for
exchange-market intervention purposes, EMS central banks will be allowed to
exchange ECUs via the EMCF temporarily for dollars or Community currencies
with other member central banks if the need arises. Secondly, non-EEC central
banks and certain international monetary institutions may be permitted to hold
ECUs. Thirdly, the limit for the use of ECUs by member countries to extinguish
liabilities contracted under the very short-term financing facility vis-a-vis other
countries with net debtor positions in ECU s is to be raised from 50 to 100 per cent.
Finally, in order to increase the attractiveness of official ECU holdings, the basis for
calculating the interest rate paid on them is to be raised from the weighted average
of the official discount rates in member countries to the weighted average of money-
market interest rates for the component currencies.

The present extended period of nominal exchange rate stability within the EMS$
has, of course, owed much to the rather persistent strength of the dollar against all
the participating currencies, including the Deutsche Mark. There have, it is true,
been some periods of dollar weakness, but these have been relatively short-lived.
However, this stability has also been fostered by certain developments within the
EMS area itself. Firstly, there has been a further convergence of member countries’
monetary policy stances. Interest rates were, in general, kept high in higher-inflation
countries, maintaining significant differentials above the corresponding rates in low-
inflation countries. Where there were some downward adjustments of high interest
rates, as in France, Italy and Belgium, they were cautiously executed with a view to
avoiding adverse exchange rate effects. Secondly, there has been some further
convergence of member countries” economic performances. Observed inflation rates
continued to drop in France, Belgium, Italy, Denmark and Ireland, thereby
narrowing the differentials in comparison with Germany and the Netherlands.
Moreover, this lowering of inflation rates was underpinned by a significanc
moderation of wage increases. With respect to growth performance, t00, economic
recovery got under way in all member countries during 1984.
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Convergence and divergence indicators within the EMS, 1982-85.
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In the absence of fears of an imminent realignment of central rates, nominal
interest rate differentials have since the spring of 1984 played an important réle in
determining capital flows between member countries. As a result, the currencies of
member countries with low inflation rates and moderate nominal interest rate levels
have tended to weaken against those of countries with higher inflation and interest
rates. However, this pattern of exchange rate movements, which has added to the
divergence of real exchange rates and competitive positions resulting from the
differences in inflation rates, is not without some possible risks for the furure
stability of the exchange rate system. For one thing, it may add to allocative
inefficiencies and exert undesirable influences on member countries’ current-account
performances. Moreover, if confidence in the sustainability of the present central
rate structure were to weaken, there could be a reversal of capital flows, back to the
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low inflation and interest rate countries, which could generate disruptive exchange
rate pressures within the system. Whether a reasonable degree of stability can be
rmaintained in the system will therefore depend on whether the disciplinary influence
exerted by the real appreciation of the currencies of those countries with higher
inflation rates will lead to a further downward convergence of inflation rates, as well
as on the future course of events in the dollar exchange market.

Gold production and the gold market.

The period under review was, on the whole, one of further weakness in the
gold market; the dollar price of gold reached its lowest level for five and a haif years
in February 1985. The main reason for this was that the continued high level of
dollar interest rates and the further appreciation of the dollar on the exchange
markets gave dollar investments an appeal with which gold, whose principal
attraction lies in its potential for appreciation, could not compete.

The further downward movement of the market price of gold in dollar terms
encouraged an increase in the commercial use of gold and helped to contain the
contraction in investors’ purchases. In dollar terms the gold price dropped by nearly
26 per cent. between the end of 1983 and late February 1985, before recovering to
stand about 16 per cent. below its end-1983 level in mid-May 1985. Since a
substantial part of the decline in the dollar price of gold reflected the unusual
strength of the dollar on the exchange markets, in terms of other major currencies,
for example the Swiss franc, the market price of gold showed little change on
balance over the period under review and was subject to much less pronounced
fluctuations than in dollar terms. A notable feature of last year, moreover, was that
in South Africa, which in 1984 accounted for 60 per cent. of world gold production,
the domestic gold price rose by over 30 per cent. in the course of 1984 as a result
of the weakness of the rand on the exchange market. This price increase far exceeded
South Africa’s inflation rate and was therefore in large measure a real one.

The upward trend of world gold production which, after the pronounced
decline during the 1970s, had reasserted itself in 1981 continued last year, although
at a considerably slower pace than in 1983. World gold output {excluding that of the
Soviet Union, other eastern European countries, China and North Korea) may be
estimated to have increased by 35 metric tons, or 3.2 per cent., in 1984 to a total
of 1,145 metric tons. It thereby exceeded its 1980 low point by 20 per cent., but was
still 10 per cent. below its 1970 peak level.

In contrast to the 8.7 per cent. growth recorded in 1983, the 1984 expansion
in world gold production was not very evenly distributed. South African
production, in particular, grew only marginally, a further increase in the amount of
ore processed having been largely offset by a further shift towards mining lower-
grade ores, Since 1977 the gold-mining members of the Chamber of Mines of South
Africa, which account for 97 per cent. of total South African gold output, have
reduced the average grade of ore mined, in response to the higher prices received,
by 30 per cent,



— 155 —

Estimated world gold production.

_ 1946 | 1953 [ 1970 | 1s80 [ 1981 1982 | 1983 | 1984
Countries - -
in matri¢ tons

South Africa ... ....... 371.0 | 37114 | 10004 | 6751 657.6 6643 | 6797 | 6833
Cenada .............. 8a.5 126.1 74.9 50.6 52.0 64.7 73.5 81.3
United States .. ....... 49.0 60.9 b4.2 .2 429 45.0 60.9 1.5
Brazil ................ 44 36 9.0 35.0 35.0 35.0 58.7 55.1
Australia ... .......... 25.6 334 198.3 17.0 18.4 27.0 30.6 39.0
Philippines . .......... - 14.9 18.7 220 249 31.0 333 34
Colombia ............ 13.8 13.6 6.3 17.0 17.7 15.9 179 21.3
Papua New Guinea . .., . . 0.7 143 17.2 178 184 18.3
Chile ................ 7.2 4.1 16 6.5 122.2 18.9 19.0 18.0
Zimbabwe ........... 16.9 15.6 15.6 1.4 1.6 134 141 14.5
Ghana............... 18.2 22.7 220 i0.8 13.0 13.0 11.8 1.6
Dominican Republic ., . . . - 11.6 12.8 11.8 108 108
T 4.9 44 33 5.0 7.2 8.9 9.9 10.5
Zaire ...l 10.3 11.5 5.6 3.0 3.2 4.2 6.0 10,0
Mexico ..., 13.1 15.0 6.2 5.9 5.0 5.2 74 6.8

Totallisted ......... 622.7 697.2 1,237.8 | 9153 930.7 9741 | 1,052.0 | 1,086.1
Other countries .. ..... 43.3 56.8 as.z 3g.2 42.8 46.9 58.0 58.9

Estimated world total* 666.0 764.0 1.271.0 | 9535 9735 1,021.0 | 1,110.0 | 1,145.0

* Excluding the USSR, other eastern European countries, China and North Korea.

US gold production, which had already shown a pronounced upward trend in
preceding years, rose by 10.6 tons, or 17.4 per cent., last year under the impact of
the wider use of more efficient methods of gold recovery from small low-grade
deposits. In Australia and Canada there were increases in output of 8.4 and 7.8 tons
respectively. On the other hand, there were declines in output in Brazil and Chile,

Estimated market sources and uses of gold.

1980 | 1e81 | 1982 | 1963 1984
tems
in metric tons

Production - .. .oooverrn ity 965 875 1,020 1,110 1,145
Estimated sales by communist countries {nat) ... an 300 200 80 100

Estimated changes in official gold stocks
through market tr. tions’ (— = ir se) ... - 75 -100 100 75 20
Total {= estimated non-monetary absorption) a7 1,175 1,320 1,265 1,265

1 Asroported by the IMF. ¢ 1!.':l1an%e in South Africa’s gold reserves have been excluded from the movements of official goid
stocks in this table, since they are believed to have largaly reflected the execution or unwinding of gold swaps between the
South African Reserve Bank and commaercial banks in other countries,

As regards other sources of new market gold supplies, communist countries’
net sales of gold may be estimated to have amounted to around 100 tons last year,
20 tons more than in 1983, while official gold holdings, as reported by the
International Monetary Fund, declined by 20 tons. The reduction in official gold
reserves was more than accounted for by Colombia, which drew down its gold stock
by 89 tons, to 43 tons as at the end of 1984. In addition, the United States reported
a reduction of about 1812 tons in its official gold stock. On the other hand, the
official gold stocks of Brazil, Hungary and the Philippines increased by 29, 1612 and
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1512 tons respectively. Altogether, the total of gold available for non-monetary
absorption in 1984 may be estimated at 1,265 tons, the same as in 1983,

The course of the market price of gold in dollar terms was dominated by
exchange rate developments during the period under review. After a weak start,
which brought quotations down from $381 per fine ounce at the end of 1983 to
$364 in early January 1984, the gold price strengthened twice in the course of the
first half of the year in connection with spells of dollar weakness: once in February
and early March, when quotations reached $407 per fine ounce, the highest level
recorded during the period under review; and again in late May and early June,
when the price temporarily firmed to $394, after having fallen back to $370 in early
May.

However, this second recovery was quickly reversed when the dollar gained
new strength and dollar interest rates continued to go up quite steeply, and
quotations dropped to $332.5 per fine ounce in the second week of July. During the
following four months market quotations rose somewhat on balance to about $350
in mid-November. The further strengthening of the dollar on the exchange markets

Market prices of gold in US dollars, Swiss francs and South African rand, 1982-85,

For the US dollar and the Swiss franc: Friday figures, per fine ounce.
For the South African rand: manthly averages, per fine ounce.
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then produced a sharp drop in the market price of gold, to just below $285 per fine
ounce in late February 1985. The subsequent weakening of the dollar was
accompanied by a recovery in the market price of gold to nearly $335 in mid-April
1985, before it eased again to around $320 in mid-May.

Reserves and international liquidity.

1984 was an unusual year so far as international liquidity is concerned. On the
one hand, the deficit of over $100 billion on the current account of the US balance
of payments was accompanied by a large further increase in the rest of the world’s
identified claims on the United States, much of it in liquid or marketable form, as
well as by quite substantial unidentified inflows of funds to the United States. In the
broadest sense, therefore, there was a considerable expansion last year of the rest of
the world’s dollar holdings in the United States in liquid, or potentially liquid, form.
On the other hand, as most of last year’s additions to the rest of the world’s dollar
assets were acquired by private investors, there was only a relatively modest $16
billion increase in the total official reserve assets, excluding gold, of countries other
than those of eastern Europe, while in dollar terms the market value of total gold
reserves, under the influence of the continued strength of the US dollar, showed a
further strong decline.

In current dollar terms, the growth of countries’ non-gold reserves amounted
to 4 per cent. last year, but a 2 per cent. decline in the unit value of internationally
traded goods suggests that the real increase was more like 6 per cent. This was less
than the expansion in international trade, which amounted to 6.5 per cent. in
nominal terms and 9 per cent, in volume terms. However, the underlying
expansionary momentum of international liquidity was once more understated
owing to the continued appreciation of the dollar, which reduced the dollar value of
official reserve assets denominated in other currencies. Expressed in terms of
constant end-1984 dollass, official holdings of reserve assets other than gold grew by
about $35 billion, or nearly 10 per cent., last year.

The further appreciation of the dollar was also the main reason for the
continued fall in the free-market price of gold last year, which accounted for
virtually the whole of the $69 billion, or 19 per cent., decline in the market value
of official gold holdings. This decline must be said to have offset to some extent the
greater liquidity ease resulting from the accruals of other reserve assets. However,
while the decline in the market price of gold affected mainly the Group of Ten
countries, a number of which have comfortable overall reserve positions, much of
last year’s increase in non-gold reserves was in non-OPEC developing countries
where it was badly needed.

By types of asset, the 1984 pattern of reserve growth was quite different from
that in 1983, In 1983 the increase, at least in current dollar terms, had been
essentially an “administered” one in the sense that it had consisted largely of an
increase in certain countries’ IMF reserve positions that resulted from the record
level of IMF lending operations produced by the international debt crisis. In 1984,
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Changes in giobal reserves, 1982-84.

; IMF
Gold Foreian | ressrve | soRs | Ecus | Nem-gold
Areas and periods exchange positions total
i&"gﬂ::g:: inbillions of US doHars at current prices'
Group of Ten countrias
1982 ... - 03 354 - 108 33 1.8 - 84 - 141
1983 ... - 08 - 495 2.7 7.2 - 31 3.2 10.0
1984 . ... - 06 - 53.7 4.2 - 0.1 0.7 - 68 - 21
Amounts outstanding at
end-1984 . ........... 737.8 228.0 103.5 24.8 1.8 37.3 i77.5
Other developed countries?
1982 ... i - 17 35 0.8 - 03 - 02 - 0.3
W83 . - 1.3 - 63 28 0.9 - 05 0.4 34
984 .. ... - 063 - 64 6.9 - 0.3 - 04 6.8
Amounis outstanding at .
end-1984 . ........... 86.6 26.8 44.9 2.2 1.2 04 48.7
OPEC member countries
182 .. 0.3 2.2 - 114 0.7 0.2 - 106
1983 ....... e 0.1 - 29 - 82 4.4 - 07 — 45
1984 ... 1 - 34 - 28 0.5 01 - 22
Amoaunts outstanding at
end-1984 ............ 44.0 13.6 54.1 12.3 1.7 8.1
Qther developing countries?
1982 ... - 18 28 - 07 - 04 - 1.3 - 24
183 ... - 04 - 50 7.4 0.3 - 02 7.5
1984 ... - 10 - 68 144 - 086 - 01 13.7
Amounts outstanding et
end-1984 .. .......... 7.8 22.2 975 1.4 1.3 100.2
Totat of sbove countries
982 ...... T - 35 43.8 - 224 3.3 0.5 - 84 - 267
1983 ... - 24 - 63.7 45 12.8 - 45 3.6 16.4
1984 L. - 18 - 88.8 22.7 - 0.2 1.0 - 7.3 16.2
Amounts oulstanding at
end-1984 ............ 840.3 290.6 300.0 40.7 16.7 377 394.5
Mamorandum item:
Eastern European countries? :
1982 . e - 11¥){— D2P 1.0 - - 1.0
1983 .. { 1.0 | { 0.1 1.8 - - 18
1984 ... { 0.6 | (- 0.2 27 - - 2.7
Amounts outstanding at
end-1984 ... ......... { &8°1( 1.8 22.7 - - 22,7

1 Gold resarves valusd at market prices. 2 Excluding eastern European countries.  ?Including {unlike Chapter V1 Israel
and {unlike Chapter Vi) the offshore financial centres. 4 The reserve figures given for this group of countries are not all
complete. For Hungary and Rumania reserva dats are those reported to the Intemational Monetary Fund, while for the other
cauntries of the group — Albania, Bulgaria, Czechoslovakia, the German Democratic Republic, Poland and the USSR - data
arg those of gross deposits held with banks reporting guarterly to the BIS. 5 Hungary and Aumania only.

when the combination of the expansionary stimulus emanating from the US
economy, adjustment efforts by debtor countries and some easing of international
strains enabled a number of countries to improve their external payments positions,
non-gold reserve growth was more than accounted for by a $22.7 billion expansion
in official foreign exchange holdings, of which nearly one-quarter represented
additions to Deutsche Mark reserves. By contrast, official ECU balances declined by
$7.3 billion in current dollar terms, largely as a result of valuation effects and the
lower official gold price used for the gold/ECU swaps between members of the
European Monetary System and the European Monetary Co-operation Fund.
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Member countries’ reserve positions in the International Monetary Fund plus
their SDR holdings, which in 1983, in the wake of the general increase in Fund
quotas and record drawings, had on balance recorded an expansion of $8.3 billion,
edged up only marginally last year, by $0.8 billion. At constant exchange rates,
however, IMF reserve positions and SDR holdings expanded by $2.4 and 2 billion
respectively last year. Gross new drawings on the Fund totalled SDR 8.1 billion,
down by SDR 6 billion from their 1983 peak level. As total repurchases, at SDR 2.3
billion, increased somewhat, the net amount of new credit extended by the IMF, at
SDR 5.8 billion, was less than half the 1983 figure. Nearly SDR 5 billion of last
year’s net new drawings was accounted for by non-OPEC developing countries,
with countries in the western hemisphere alone receiving SDR 3.7 billion. Brazil and
Mexico, which had already been heavy borrowers in 1983, were the largest
recipients of new funds, totalling SDR 1.7 and 1.3 billion respectively. Elsewhere in
the developing world, India and Korea drew SDR 0.5 and 0.4 billion respectively.
In eastern Europe, Hungary obtained SDR 0.5 billion, while in the group of “Other
developed countries” Portugal, with new borrowings of SDR 0.2 billion, was the
only major recipient of new IMF credir.

As for the payment media used in the Fund’s lending operations, 93 per cent.
of net new drawings was made in SDRs (SDR 2.7 billion), US dollars (SDR 2.1
billion) and Saudi Arabian riyals (SDR 0.6 billion). Drawings were financed by the
Fund through the use not only of its stock of usable currencies and SDRs but also
of part of the credit facilittes made available to it in April 1984 by 2 number of
industrial member countries and Saudi Arabia,

By groups of countries, the largest increase in non-gold reserves during 1984,
amounting to $13.7 billion, occurred in the non-OPEC developing countries, while
in addition the non-gold reserves of developed countries outside the Group of Ten
went up by $6.8 billion. Group of Ten countries’ and OPEC countries’ reserves, on
the other hand, registered declines of $2.1 and 2.2 billion respectively in nominal
terms, although in the Group of Ten the decline was more than accounted for by
exchange rate effects.

The gains of the non-OPEC developing countries, which in large measure
reflected the efforts of some heavily indebted countries to improve their external
payments positions, were all in foreign exchange reserves, which expanded by $14.4
billion, or nearly twice the 1983 increase. These countries’ IMF reserve positions
declined further by $0.6 billion and, as in the two preceding years, they continued
to make some use of their gold reserves. In Latin America, Brazil’s non-gold
reserves jumped from $4.4 to 11.5 billion and Mexico’s from $3.9 to 7.3 billion,
while Argentina recouped $0.6 billion of the $1.3 billion reserve loss it had suffered
in 1983. Trinidad and Tobago and Colombia, on the other hand, experienced reserve
losses of $0.7 and 0.5 billion respectively.

Elsewhere in the non-OPEC developing world, India and Singapore recorded
. reserve gains of about $1 billion each, while Lebanon’s total non-gold reserves
declined from $1.9 billion to barely $0.7 billion and those of Pakistan by $0.9
billion. China added $2.4 billion to its reserves in the first nine months of the year,
but this movement was largely reversed during the fourth quarter.
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The OPEC countries’ total recorded loss in non-gold reserves, at $2.2 billion,
was about half that in 1983, In particular, exchange reserves, which in 1983 had
registered a decline of $8.2 billion, showed a decrease of only $2.8 billion, due
largely to exchange rate effects. Within the OPEC group the largest recorded reserve
losses were those of Saudi Arabia (—$2.5 billion), Libya (—$1.6 billion), Kuwait
(—$0.6 billion) and Algeria (—$0.4. billion), while Indonesia and Venezuela
recorded gains of $1.1 and 1.3 billion respectively.

In the developed world, the combined $6.8 billion reserve gain of countries
outside the Group of Ten was twice as large as in 1983. Spain and Norway alone
recorded increases of $4.6 and 2.7 billion respectively; substantial additions to non-
gold reserves were also reported by Finland ($1.5 billion) and New Zealand
($1 billion). Australia and South Africa, on the other hand, experienced reserve
losses of $1.4 and 0.6 billion respectively.

The decline in the Group of Ten countries’ non-gold reserves was more than
accounted for by the $6.9 billion fall in the current dollar value of the ECU holdings
of members of the European Monetary System, to which reference has already been
made. The Group of Ten countries’ other non-gold reserve assets on balance showed
an increase of $4.8 billion, or about $9 billion if exchange rate effects are excluded.
The United States’ reserves rose by $1.2 billion, and those of Japan by $1.8 billion
despite the weakness of the yen against the dollar. In Canada, however, a similar
weakness of the exchange rate was reflected in a decline in foreign exchange reserves
from $2.7 to 1.7 billion.

Turning to the European Group of Ten countries, and excluding ECUs,
substantial reserve gains were achieved by France ($3 billion) and Italy ($1.8
billion), which benefited from the stability of their currencies within the European
Monetary System and their high nominal interest rate levels. The United Kingdom’s
exchange reserves, by contrast, declined by $1.3 billion. Germany’s foreign
exchange reserves showed little change over 1984 as a whole, as exchange-market
intervention to moderate the rise of the dollar against the Deutsche Mark was about
offset by the interest earned on dollar reserves and by other official dollar receipts.

In the first quarter of 1985 non-gold reserves of the Group of Ten countries,
excluding ECUs, may be estimated to have decreased by $6 billion. Official foreign
exchange holdings contracted by $6.2 billion, of which over $2 billion resulted from
the unwinding of swaps between the Swiss National Bank and commercial banks in
Switzerland. The large-scale official intervention in the exchange market between
late January and early March, totalling almost $11 billion, was only reflected to a
limited extent in movements of the Group’s aggregate exchange reserves, since
individual countries’ reserves are affected by a variety of other factors, including
official foreign borrowing and interest income on reserve assets. Exchange reserve
losses for the quarter were shown by Germany (—$2.7 billion), Italy (—$2.4 billion)
and the Netherlands (—$0.4 billion). In the Italian case the size of the reserve losses
mainly reflected the weakness of the lira against other EMS currencies. On the other
hand, France and Canada showed reserve gains for the quarter of $0.6 billion each.
The US interventions were partly reflected in a $0.4 billion increase in that country’s
exchange reserves.
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As regards the investment of exchange reserves, the outstanding fearure of 1984
was that the bulk of official exchange reserve accruals was placed outside the United
States. US liabilities to foreign official institutions increased by only $4.8 billion.
Official Euro-dollar deposits, which, as a result of the so-called “flight 1o quality”
and declining OPEC reserves, had shown average yearly decreases of over $10
billion in 1981-83, expanded by $9 billion during 1984, Moreover, official deposits
in Euro-currencies other than the dollar, plus official deposits in national markets
other than the United States, which, after declining by over 40 per cent. in 1981-82,
had already begun 1o recover in 1983, increased in current dollar terms by a further
$4.1 billion in 1984, to a total of $39.6 billion. In all, the growth of official reserve
holdings with banks outside the United States amounted in 1984 to $13.1 billion in
current dollar terms and to $17.5 billion in constant dollar terms.

The pattern of investment of exchange reserves, 1981-84.

Flows Amounts
ouistandin
tems 1981 I 1982 1983 I 1984 atend-1
in billions of US dollars
1. Depasits with banks in European
countries,’ Canada and Japan:

{a} In national markets . ............. - 14 - 35 - 1.3 1.0 12.2
Deutsche Mark ................ - 16 - 05 - 08 - 0.7 1.2
Swissfrancs . ................. 1.0 - 13 - 04 - 0.1 0.9
R L TP 0.8 ~ 04 - 03 1.6 6.3
Pounds sterling ............... - 08 = 0.1 0.3 0.5 26
Frenchfrancs . ................ - 08 - 0.2 - - 01 0.5
Other currencies .............. - - .0 - 01 - 0.2 0.7

{b) In Euro~markets . ..,.....ooceuun.s —179 -244 —- &5 10.5 85.7
DOMBIS . oovvvrineriiaanras - 88 —-12.2 - 90 7.6 £8.9
DeutscheMark . ............... - 54 -~ 70 21 2.8 16.7
Swissfrancs .................. - 1.1 - 29 - 05 - 04 36
YO oot - - 08 1.2 05 29
Pounds sterling ............... - 1.1 ~ 08 - 0.1 - 0.5
Frenchfrancs . ................ - 08 - 14 - 0.1 0.1 0.4
Other currencies? . ............. - 0.7 0.5 - 01 - 04 2.7

2. Daposits with certain offshore branches
of USbanks® .................... - 07 - 17 - 1.6 4.9
Total 142 . o vs s eiiirranenanns -20.0 —29.6 - 7.8 131 102.8
ofwhich:indoliars .. ............. - 9.3 -13.9 - 89 8.0 63.2
in other currencies ... .... -10.7 —15.7 1.1 4.1 396
Memorandum items:
Raported US liabilitias to foraign
official ingtitutions (excluding
dollars swapped against ECUs} . .... 4.8 28 65 4.8 168.4
Total OPEC” deposits with reporting .
banks® outside the United States . . .. - 09 =-27.4 =171 - 38 120.3

Naote: The figures in the table include changas in the dollar value of reserves held in other currencies resulting from
movernents in exchange rates.

| Austria, Belpivm-Luxembourg, Denmark, France, Germany, Ireland, kaly, the Nethertands, Swedan, Switzetand and the
United Kingdom. Flows for 1984 and amounts outstanding at end-1984 also include the figures for Finland, Norway and
Spain, 2 Includes ECUs. 3 In the Bahamas, the Cayman lsfands, Panama, Hong Kon%gz3 I Singapore. ¢ Flows for 1984
and amounts outstanding st end-1984 exclude the figures for Bahrain.  ® Up to end-1383, in the case of flows, comprises
banks of countrles listed in foatnote 1 plus US banks’ offshore branches in the centres listed in footnote 3. Flows for 1984
and amounts outstanding at end-1984 include, in addition, figures for Finland, Norway and SFain and data for all banks in
ﬂr:e ﬁahﬁmlas. éhe Ag Imfm Istands, Hong Kong, Singapore, all offshora units in Bahrain and all gffshore banks oparating in
the Metherlands Antilies.
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There were essentially three reasons for these developments. Firstly, non-
OPEC developing countries, out of yield considerations, appear to have invested 2
major proportion of their 1984 exchange reserve gains in the Euro-market.
Secondly, there was a substantial increase in Deutsche Mark reserves held by certain
member countries of the European Monetary System. These increases were the
product of intra-marginal interventions made by these countries in the framework of
the EMS fixed exchange rate mechanism in order to moderate the strength of their
currencies against the Deutsche Mark (see page 151). Thirdly, there was a sizable
build-up of yen deposits, mainly with banks in Japan, which was probably related
to the recent Japanese liberalisation measures.

it therefore appears that, whereas in 1981-82 and the first half of 1983 official
placements of foreign exchange reserves had contributed to the recovery of the US
dollar from its depressed level, since mid-1983 the build-up of official reserves with
banks outside the United States, notably in currencies other than the dollar, has
been a factor tending to moderate the strength of the dollar.



— 163 —

VIII. ACTIVITIES OF THE BANK.

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

During the past year the Bank has continued to play its traditional réle in
fostering international monetary co-operation,

The Bank participated as an observer both in the work of the Interim
Committee of the Board of Governors of the International Monetary Fund on the
International Monetary System and at meetings of the Finance Ministers and central-
bank Governors of the Group of Ten countries and of their Deputies. Furthermore,
the Bank continued to perform the functions entrusted to it in August 1964 by the
Ministers and Governors of the Group of Ten 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,

In addition to the regular meetings in Basle of the Governors of the central
banks of the Group of Ten countries, the Bank has organised periodic meetings of
central-bank officials to examine matters such as the development of the gold and
foreign exchange markets. It has also continued to provide the Secretariat for various
groups of experts.

The Euro-currency Standing Committee continued, in accordance with the
mandate given to it by the Group of Ten central-bank Governors in 1980, its regular
monitoring of international banking developments. The Bank also assembled,
surveyed and distributed statistical data on international banking developments,
Moreover, the coverage of these data was considerably enlarged. Nine more
countries — Bahrain, the Bahamas, the Cayman Islands, Finland, Hong Kong, the
Netherlands Antilles, Norway, Singapore and Spain — began to report quarterly
statistics on their banks’ external operations. The scope of the quarterly data on
international banking was also broadened to include more detailed information than
before on interbank transactions. In addition, a number of countries which report
semi-annual data on the maturity profile of their banks’ external assets enlarged the
coverage of their data to include the business of their domestic banks on a
wotldwide consolidated basis.

The Committee on Banking Regulations and Supervisory Practices, in addition
to its regular exchanges of information on supervisory developments in member
countries, continued to pay particular attention in 1984 1o the capital adequacy of
international banks. This work has three principal elements: the construction of a
framework of measurement designed to facilitate broad comparisons of capital
adequacy standards among different international banks; the monitoring of
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international efforts to strengthen banks’ capital positions and their provisions
against risk; and consideration of new developments and techniques in the field of
off-balance-sheet business and their appropriate treatment in assessing capital
adequacy.

The member central banks of the Group of Computer Experts further
developed their studies in the year under review, focusing their attention on the
following three main topics: telecommunication networks in the banking field, the
technologies they employ and the issues they raise, in particular concerning security
and reliability; the introduction of distributed data processing into all areas of the
central banks’ activities and the many implications of this phenomenon; and the
means available to the technical services within the central banks to complete the
necessary adjustments.

The central-bank representatives meeting within the Group of Experts on
Payment Systems completed the revision of the book on “Payment Systems in
Eleven Developed Countries”. They also continued their regular exchanges of
information on current developments in their respective countries and devoted a
considerable proportion of their work to analysing the risks arising from the
increasing speed of interbank transmissions.

Under the guidance of the Group of Experts on Monetary and Economic Data
Bank Questions further progress was achieved towards establishing a fully-fledged
data-bank service to meet the needs of the central banks of the Group of Ten
countries and the BIS. In particular, the Group has nearly reached the goals set for
the reporting of the macro-economic data blocks, via telecommunication links with
the BIS Computer Centre, and continuing advances are being made in the automated
transmission of international banking statistics and in their integration into internal
processing systems already operational at the BIS. As a consequence of these
developments, questions of particular interest to users, for instance those relating to
data-access techniques, are now moving into the foreground, and the Group of
Experts will give increasing attention to these questions at its future meetings.

The Committee of Governors of the Central Banks of the Member States of
the European Economic Community and the Board of Governors of the European
Monetary Co-operation Fund as well as their sub-committees and groups of experts
continued to meet in Basle. The latter include in particular the Committee of
Governors’ Alternates, which systematically prepares the groundwork for the
meetings of the Governors; a group specialising in matters relating to foreign
exchange markets and intervention policies on these markets (since the beginning of
1976 the composition of this group has varied according to the subject matter under
discussion, being confined to representatives from the EEC countries when dealing
with the European Monetary System (EMS), for example, and at other times
extended to include participants from other industrialised countries such as Canada,
Japan, Norway, Sweden, Switzerland and the United States); and a group
commissioned to examine periodically the monetary policies pursued by member
states and their Community-wide co-ordination, and also to make ad hoc studies of
particular questions — for example, in 1984, the level and the significance of
inflation-adjusted interest rates in EEC member countries.
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In the financial year 1984-85 a major part of the activity of the Committee of
Governors, and consequently of its sub-committees and groups of experts, was
concerned with the administration of the EMS established on 13th March 1979, This
included, in partcular:

— ensuring that the arrangements governing the system were properly applied;

— strengthening the co-ordination of exchange rate and domestic monetary
policies pursued by the EEC central banks as a prerequisite for the smooth
operation of the EMS.

In addition, the Committee of Governors studied a number of proposals aimed
at strengthening the EMS by improving the conditions governing the use and
holding of the official ECU. On 12th March 1985 agreement in principle was
reached on the following measures:

— the rate of interest on positions in ECUs and on claims under the very short-
term financing facility will be improved, since it will be calculated not on the
basis of the official discount rates of the EEC member countries as hitherto
but on the basis of their money-market rates;

— the central banks will be entitled, through the intermediary of the European
Monetary Co-operation Fund, to mobilise their net creditor positions in
ECUs and also part of their initial ECU allocations to meet a need for
intervention currencies;

— the usability of the official ECU in intra-Community settlements will be -
improved;

- the circle of users of the official ECU may be enlarged to include the central
banks of countries with particularly close ties with the EEC and
international monetary institutions such as the Bank for International
Settlements, These institutions will be entitled to hold official ECUs as
“other holders”.

The amendment of the legal texts necessary for the implementation of this set
of measures is in progress.

The Bank continued to perform the functions of Agent for the European
Monetary Co-operation Fund which it has been executing since 1st June 1973.#

These functions, on the one hand, are connected with the operation of the
EMS and, on the other, relate to the execution of financial operations in connection
with Community borrowing and lending for the purpose of balance-of-payments
support for EEC member countries.

During the period from 1st April 1984 1o 31st March 1985 the volume of
interventions carried out by EMS central banks in other member countries’
currencies and reported to the Agent was only marginal. The volume of ECUs
issued by the Fund through swap operations with each of the EEC central banks

* For a description of the structure and functions of the Fupd, see the Fifty-fourth Annual Report, pages
162-164,
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(except that of Greece, which does not yet participate in the EMS) amounted to
ECU 52 billion at 31st March 1985; this corresponded to approximately US$ 38
billion at the rate of exchange prevailing at that date. The gross amount of transfers
of ECUs between the EEC central banks’ “ECU reserves” accounts and of interest
paid in respect of these central banks’ net positions in ECUs totalled some ECU 4
billion. '

As regards the administration of Community borrowing and lending
operations, during the period under review the Agent of the Fund received from
France and Italy and distributed to the creditors vis-a-vis the Community the sums
due in respect of interest and commission on outstanding loans. It also carried out
the financial transactions connected with the repayment of the second tranche
(US$ 300 million at 7.75 per cent.) of a US$500 million loan. With this repayment,
made by Italy on 1st June 1984, the loans placed by the European Economic
Community in 1976 and 1977 under the terms of Regulation (EEC) No. 397/75 for
an initial total of US$1.6 billion and DM 0.5 billion were redeemed in full.

The total of outstanding loans placed by the EEC in July and August 1983 on
behalf of the Republic of France under the terms of Regulation (EEC) No. 682/81
remained unchanged. On 31st March 1985 it stood at ECU 150 miflion and
US$ 3,390 million. (For a description of these loans, see the Fifty-fourth Annual
Report, pages 164-165.)

2. Operations of the Banking Department.

The Balance Sheet of the Bank and the Profit and Loss Account at 31st March
1985, certified by the auditors, are reproduced at the end of this Report; both are
expressed in gold francs.* :

At the end of the financial year 198485, on 31st March 1985, the balance-

sheet total amounted to GF 22,851,917,382
At 31st March 1984 it had stood at ' GF 21,276,333,080
The increase, corresponding to GF 1,575,584,302

or 7 per cent., was thus greater than that recorded at the close of the previous
financial year. It would have been greater still but for a gradual general depreciation
in the gold franc value of currencies other than the US dollar in the course of the
yeat, interrupted only in August 1984 and March 1985 by a slight appreciation.

The monthly fluctuations in resources were very uneven, ranging from a
decline of 4 per cent. to an increase of more than 6 per cent.

At the end of July 1984 the balance-sheet total stood at just over 23 billion
gold francs, which was the highest level reached in the financial year under review.

* The gold franc (aBbrevimd to GF) is the equivalent of 0.290 322 58, .. grammes fine gold — Asricle 4 of
the Statutes. Assets and liabilivies in US dollars are converted at US$ 208 per ounce of fine gold (equivalent

to 1 gold franc = US$ 1.941 49 . .); all other items in currencies are converted on the basis of market rates
against the US dollar.
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The following table shows that the growth of the Balance Sheet has been fairly
constant since 1982,

BIS: Development of the balance-sheet total
over the past five financial years.

Total of Balance Sheet | Movement over the year

Financial

ended 315t March inmillions of gold francs in percentages
1981 19,726 - 4,683 - 18
1982 19,057 - 669 - 3
1983 20,358 + 1,301 + 7
1984 21,276 + 918 + 5
1985 22,852 + 1,576 + 7

The foliowing are not included in the Balance Sheet:

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

| (i) assets held by virtue of the functions performed by the Bank (as Depositary or
Trustee) in connection with international loans;

(ili) accounting entries arising from the Bank’s functions as Agent for the European
Monetary Co-operation Fund as described in Section 1 above;

(iv) gold under earmark held by the Bank for the account of various depositors. At
the end of the financial year under review this item amounted to the equivalent
of 1,164 million gold francs, which represented a reduction over the year of 68
rmlhon It had stood at 1,641 million gold francs on 31st March 1983 and 1,232
million on 31st March 1984,

L1aBILITIES (COMPOSITION OF RESOURCES).

BIS: Development of the composition of resources

over the past five financial years
{after allocation of the net profit for the yvear as proposed to the Annual General Meeting).

Financial vears Paidupceptal | porrowedfunds | Sundryliabilities | Balance-shest
ended 315t Match in millions of gold francs
1981 937 18,539 250 19,726
1982 987 17,778 292 19,057
1983 1,087 18,987 334 20,358
1984 1,088 19,805 383 21,276
1985 1143 21,323 386 22,862
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A. Capital, reserves and miscellaneous liabilities.

(a) Paid-up capital GF 295,703,125

The Bank’s authorised capital remained unchanged at 1,500 million gold
francs; there was likewise no change in the issued capital, which is made up of
473,125 shares paid up to the extent of 25 per cent,

(b) Reserves

The movements in the various reserve funds, commented upon below, are
shown in the table at the end of this Report, under Item L.

(1) Legal Reserve Fund GF 30,070,313

The total of this Fund showed no change. It has in fact remained unchanged
since 1971, when it reached 10 per cent. of the then paid-up capital, this being the
proportion laid down in Article 51(1) of the Statutes.

(2) General Reserve Fund
after allocation of the net profit for 1984-85 GF 499,552,793

This compares with 477.6 million gold francs on 31st March 1984; the
difference of 22 million represents the amount it is proposed to allocate to the Fund
from the net profit. The proposed increase in this Reserve Fund is in conformity
with che provisions of Article 51(3) of the Statutes.

(3) Special Dividend Reserve Fund GF 21,530,055

The total of this Fund has remained unchanged since the end of the financial
year 1981-82.

(4) Free Reserve Fund
after allocation of the net profit for 1984-85 GF 296,330,236

This compares with 263.3 million gold francs on 31st March 1984. It has been
recommended that an amount of 33 million gold francs be transferred to this Fund,
also from the net profit.

The total of the Bank’s reserves, after allocation of the net profit
for 1984-85, is thus raised to GF 847,483,397
from 792.5 million gold francs at the beginning of the financial year. The overall
increase of 55 million represents the largest amount so far appropriated to the
reserves at the end of a financial year.

(c) The item “Miscellaneous” stood at GF 373,006,144

against 366.2 million gold francs on 31st March 1984, showing a small rise of 6.8
million.

{d) Profit and Loss Account, before allocation GF 68,366,633
This figure represents the net profit for the financial year 1984-85.



C— 169 —

Details of the proposed allocation of the net profit, in accordance with the
provisions of Article 51 of the Statutes, are given in Section 3 below. A sum of
13,366,633 gold francs, compared with 16,492,877 gold francs in the preceding
financial year, is to be set aside in respect of the dividend of 145 Swiss francs per
share payable on 1st July 1985; it appears on the liabilities side of the Balance Sheet.
The amount of the dividend in Swiss francs is unchanged compared with the
previous financial year.

B. Borrowed funds.

The following tables show the origin, nature and term of the Bank’s borrowed
resources.

BIS: Borrowed funds, by origin.,

Financial years encded 31st March
Moavement
Otigin 1984 | 1985
in millions of gold francs
Deposits of central banks .. ............. 18,178 21,104 + 1,926
Deposits of other depositors ............ ' 627 219 = 408
L 19,805 21,323 + 1,518

The increase in total resources was entirely attributable to the new funds
received from central banks. Deposits of other depositors declined appreciably,
particularly those received from various international organisations; funds borrowed
on the market make up only a very small proportion of this item.

As regards the currency composition of resources, there was a substantial
increase during the financial year in funds received in Deutsche Mark. Deposits in
gold rose slightly.

At the end of the financial year deposits from central banks accounted for 99
per cent. of total resources, compared with 96.8 per cent. at 31st March 1984,

BIS: Borrowed funds, by nature and term to maturity.

Depasits in gold Depositein currencles Total
Financial Financial Financial
years ended Move- yearsended Move- years ended Move-
Tenm 315t March mant st March ment 315t March ment
1984 | 1985 1984 | 1988 1984 | 1986

in millions of goid francs

Sight ............ 4,225 4314 | + 89 348 32 |- 24 4,571 4626 | + 55
Not exceeding

Imonths ...... Ly 78 - 63 § 13679 ] 15,238 | +1,559 || 13,820 | 15,316 | +1,496
Over 3 months . ... - - - 1414 1381 j - 33 1414 1381 | - 33

Total ....... 4,366 4,392 | + 26 ] 15439 | 16931 [ +1,492 (| 19,805 | 21,323 | +1,6518
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The slight increase in sight funds was due to the rise in deposits in gold.

The increase in longer-term deposits, in particular those with not more than
three months to maturity, broadly corresponds to the expansion in total resources.
Funds with a term to maturity of over three months declined shightly.

As a result of these fluctuations, the share of deposits in gold in total resources
came to 20.6 per cent. and that of deposits in currencies to 79.4 per cent. At 31st
March 1984 the corresponding figures were 22 and 78 per cent. respectively.

The proportion of sight deposits in the total was 21.7 per cent., compared with
23.1 per cent. a year earlier, and that of time deposits 78.3 per cent., against 76.9
per cent. ' '

(a) Deposits in gold GF 4,391,845,185

This compares with a figure of 4,366 million gold francs at the end of the
financial year 1983-84, the rise of 26 million representing a net receipt of gold.

(b) Deposits in currencies GF 16,930,512,898

This item increased by 1,492 million gold francs, or 9.7 per cent. The
movement was actributable to the increase in funds with a term to maturity of not
more than three months. Sight deposits and funds with a residual term to maturity
of over three months declined slightly.

ASSETS (EMPLOYMENT OF RESOURCES).

The following table gives a breakdown of the main items of the assets
according to their nature.

BiIS: Distribution, by nature, of sight assets and other investments,

- Financial years andad 31st March Movesment
Nature 1984 [ 1985 ove
in milligns of gold francs

Sight assets

Gold ....oiiiiiiiieas 5,049 5,021 - 28

Currencies ........... 0. ___11 §.060 —5 5,026 - 6 - 34
Treasury bills

CUMencies -...........vus- 757 453 - 304
Time deposits and advances

Gold .....iviriniinnnnnnns 19 77 + 58

CUMrencies . ..............- 13,513 13,532 14,694 14,671 + 1,081 + 1,138
Securities at term

CUMTBNCIBS . .. vvovvrinnss 1,908 2,685 + 776
Total

Godd ... 5,068 : 5,098 + 30

Currencies ................ 16,190 21,258 12,737 22,835 + 1,547 + 1,577




(a) Gold : GF 5,021,369,537
This compares with a figure of 5,049 million gold francs at 31st March 1984,

The decline of 28 million was due to an increase in investments made on the
market, the gold utilised having been only partly offset by net new deposits from

central banks.

(b} Cash on hand and on sight account with banks GF 5,197,514
On 31st March 1984 this item had shown a balance of 10.9 million gold francs.

{c) Treasury bills GF 452,493,140

This portfolic had amounted to 757 million gold francs at the end of the
previous financial year. The decline reflects a net reduction in the total of Treasury
bills purchased on various markets, above all in the United States.

(d) Time deposits and advances GF 14,671,193,327

This compares with a figure of 13,532 million gold francs at the end of the
previous financial year, giving an increase of 1,139 million.

The increase was in line with that in resources. It comprised, in particular, a
sharp rise in investments in Deutsche Mark on the market.

Also included are the amounts drawn by the International Monetary Fund en
a facility of SDR 2,505 million granted to it by the Bank in 1984, as mentioned in
last year’s Annual Report.

(e) Securities at term GF 2,685,157,948

This represents a rise of 776 million gold francs over the figure of 1,909 million
recorded at 31st March 1984,

These holdings were gradually built up during the first six months of the
financial year, stabilising subsequently at a record level.

A breakdown according to residual term to maturity of investments in time
deposits and advances (in currencies and gold) and in securities at term is given in
the following table. '

BIS: Time deposits and advances and securities at term,
by term to maturity.

Financial years anded 31st March

Movement
Term 1984 I 1985
in millions of gold francs
Not exceading 3months . ...........,.. 12,621 14,077 +1,656
Overamomths .. .....oveininenivee.an 2,920 3,279 + 359

Total ... 15,441 17,356 +1,915
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During the financial year under review the rise in the total of investments with
a term to maturity not exceeding three months matched that in resources received
with the same term to maturity.

Investments with a longer term to maturity increased, whereas at the end of
the preceding two financial years a reduction had been recorded in this item.

Operations at not more than three months represented 81.1 per cent. of total
investments at the end of the financial year, and those at longer term 18.9 per cent.
These percentages are identical with those recorded at the end of the previous
financial year.

(f) Miscellaneous GF 16,505,915
This compares with 17.8 million gold francs on 31st March 1984.
Forward gold operations,

These operations, which are mentioned in Note 2 to the Balance Sheet,
resulted in a negative balance of GF 44,328,840
compared with a negative balance of 40.3 million at the end of the previous financial
year.

The amount of gold payable forward increased slightly as a result of the
adjustment of weights of gold connected with outstanding swaps of gold (received
spot) against currencies.

3. Net profits and their distribution.

The accounts for the fifty-fifth financial year ended 31st March 1985 show a
net operating surplus of 71,206,434 gold francs, compared with 67,934,268 gold
francs for the preceding financial year. The principal factor underlying the improved
financial result for the year under review was the increased volume of the Bank’s
funds available for investment against a background of interest rate levels broadly
comparable to those obtaining in 198384,

The net operating surplus is shown after deduction of 14,140,343 gold francs
in respect of costs of administration, the decrease from the previous year’s figure of
15,354,329 gold francs reflecting the continued fall during the year in the gold franc
value of the Swiss franc, in which currency most of the Bank’s expenditure is
incurred; in terms of Swiss francs the total administrative costs actually rose.

The Board of Directors has decided to transfer 2,839,801 gold francs to the
Provision for Exceptional Costs of Administration. As a result of this cransfer the
net profit amounts to 68,366,633 gold francs, against 67,492,877 gold francs for the
previous financial year. The allocation of this amount is governed by Article 51 of
the Statutes.
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On the basis of this article, the Board of Direciors recommends that the net
profit of 68,366,633 gold francs be applied by the General Meeting in the followmg

manner:

(i) an amount of 13,366,633 gold francs in payment of a dividend of 145 Swiss
francs per share;

{ii) an amount of 22,000,000 gold francs to be transferred to the General Reserve
Fund; and

(iil) an amount of 33,000,000 gold francs, representing the remainder of the
available net profit, to be transferred to the Free Reserve Fund. This Fund can
be used by the Board of Directors for any purpose which is in conformity with
the Statutes.

If the above proposals are accepted, the dividend will be paid on 1st July 1985
to the shareholders whose names are contained in the Bank’s share register on 20th
June 1985.

The Balance Sheet, the Profit and Loss Account and a summary statement
showing the movements during the financial year in the Bank’s reserves 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, 2 true and fair view of the state of the Bank’s affairs at 31s¢
March 1985 and of its profit for the year ended on that date. Messrs. Price
Waterhouse & Co.’s report is appended at the foot of the Balance Sheet.

4. The Bank as Depositary under the terms of the Act of Pledge concluded with
the European Coal and Steel Community, and as Trustee for international
government loans.

During the financial year 1984-85 the amounts received by the Bank for the
service of the only outstanding loan — the 5/ per cent. Secured Loan (15th Series)
1961-86 for a nominal amount of L.fr. 100,000,000, corresponding at the rate
applicable at the end of March 1985 to 823,000 gold francs — came to the equivalent
of about 66,000 gold francs in respect of redemption and interest; by the end of the
financial year the principal amount due had thus been reduced to the equivalent of
approximately 62,000 gold francs.

As regards the Trustee functions of the Bank 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),
reference should be made to the Fiftieth Annual Report, pages 168~169.
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5. Changes in the Board of Directors and in the Management.

At the meeting of the Board held on 18th June 1984 the Chairman, Dr. Fritz
Leutwiler, announced that following his decision to resign from his office as
Chairman of the Governing Board of the Swiss National Bank at the end of
December 1984 he was tendering his resignation as Chairman of the Board of
Directors and President of the Bank for International Settlements as from the same
date. Dr. Leutwiler had held these two positions since Ist January 1982,

At the next meeting of the Board, held on 10th July 1984, Prof. Paolo Baffi,
as the most senior member, expressed the Board’s most siticere gratimade for the
outstanding services that Dr. Leutwiler had rendered to the Bank. The Board then
elected, under Article 38 of the Statutes, M. Jean Godeaux, Governor of the
National Bank of Belgium, as Chairman of the Board of Directors and President of
the BIS for a period of three years as from 1st January 1985.

At the same meeting the Chairman announced that M. Gabriel Lefort would
shortly relinquish his appointment as Alternate to M. Renaud de la Genitre. The
Chairman expressed the Bank’s appreciation of M. Lefort’s valuable services.

At the meeting of the Board held on 11th September 1984 Prof. Baffi, whose
mandate as a member of the Board was due to expire on 7th November 1984, was-
re-appointed under Article 27(2) of the Statutes by Dr. Carlo Azeglio Ciampi,
Governor of the Bank of Italy, for a further period of three years ending on 7th
November 1987.

Also at that meeting the Chairman informed the Board that M. de la Geniére
had appointed M. Francis Cappanera to act as his Alternate in the absence of
M. Jacques Waitzenegger, the successor to M. Lefort.

In November 1984 M. Michel Camdessus succeeded M. de la Geniére as
Governor of the Bank of France and became an ex officio member of the Board in
his place, At the meeting of the Board held on 11th December 1984 the Chairman
expressed the Board’s appreciation of M. de la Geniére’s outstanding services during
his term of office of five years.

It was also at the December meeting that M. Pierre Languetin, who had been
appointed to succeed Dr. Leutwiler as Chairman of the Governing Board of the
Swiss National Bank, was elected under Article 27(3) of the Statutes to be a member
of the Board for the unexpired period of Dr. Leutwiler’s term of office, namely until
31st March 1986.

In addition, Dr. Johann Schéllhorn, whose mandate as a member of the Board
was due to expire on 31st December 1984, was re-appointed under Article 27(2) of
the Statutes by Herr Katl-Otto Péhl, President of the Deutsche Bundesbank, for a
further period of three years ending on 31st December 1987.

Finally, the Chairman also informed the Board that Dr. Ciampi had appointed
Dr. Rainer Masera, in place of Dr. Giovanni Magnifico, to act as his Alternate in
the absence of Dr. Lamberto Dini. The Chairman expressed the Bank’s appreciation
of Dr. Magnifico’s valuable services.
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In February 1985 Baron de Strycker, whose mandate as a member of the Board
was due to expire on 28th February, was re-appointed under Article 27(2) of the
Statutes by M. Godeaux for a further period of three years ending on 29th February
1988.

Dr. W.F. Duisenberg, whose mandate as a member of the Board was due to
expire on 31st March 1985, was re-elected under Article 27(3) of the Statutes at the
meeting of the Board held on 12th March 1985 for a further period of three years
ending on 31st March 1988.

Dr. Giinther Schleiminger, who had been General Manager of the Bank since
st March 1981, retired on 30th April 1985. At the meeting of the Board held on
15th April 1985 the Chairman expressed to Dr. Schieiminger the profound gratitude
of all members of the Board for the way in which he had discharged all his
responsibilities and their sincere appreciation of the eminent qualities that he had
shown in carrying out his duties.

In accordance with the formal appointment made by the Board at its meeting
held on 13th November 1984, Dr. Schleiminger was succeeded as General Manager
on 1st May 1985 by M. Alexandre Lamfalussy, who had been the Bank’s Assistant
General Manager since 1st March 1981. Likewise, and also as from 1st May 1985,
Mr. R.T.P. Hall, who had been Head of the Banking Department since 1st January
1974, wok over as Assistant General Manager, M. Rémi Gros, who had been a
Manager since 1st April 1981, became Head of the Banking Department, and
Dr. Horst Bockelmann was appointed Economic Adviser and Head of the Monetary
and Economic Department.

* *

The Bank learned with deep regret of the death of Dr. Donato Menichella on
23rd July 1984, of Mr. M.]. Babington Smith on 26th October 1984, and of
M. Olivier Wormser on 16th April 1985. Dr. Menichella had been a member of the
Board from August 1948 until December 1974, For the first twelve years, as
Governor of the Bank of Italy, he had been a Director ex officio; for the last
fourteen he had been a Director under Article 27(2) of the Statutes. Mr. Babington
Smith had been a member of the Board under Article 27(2) of the Statutes from
Apnl 1965 until February 1974. M. Wormser, as Governor of the Bank of France,
had been a Director ex officio from April 1969 until June 1974.
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CONCLUSION.

The major policy objective for the western industrial countries as a group is
clear enough: to keep up the momentum of their recovery. This is the prerequisite
for solving almost all other problems, both within their own econornies and in the
world economy at large. The principal qualifications to be attached to this objective
are perhaps not very controversial either. In current circumstances, achieving
sustainable growth means carefully watching two problem areas. On the one hand,
no policies should be embarked upon which could rekindle inflation; or, to put it
more positively, policies should aim at a further improvement in inflation
petformance. On the other hand, it must be recognised that sustainable growth
cannot be based on an unsustainable pattern of external payments and exchange
rates; or, again to put it more positively, measures will have to be taken to secure
a smooth unwinding of the US external imbalance. These two preconditions for
sustainable growth are not easy to meet. No wonder, then, that disagreement arises
as soon as it comes to making specific proposals as to which countries should
embark on what policy courses in order to realise the commonly agreed primary
policy goal.

One such major point of disagreement concerns the contribution that the
United States itself could make to the orderly adjustment of its external position, in
particular by policy measures that would steer the dollar gradually downwards to a
more appropriate level. Setting aside the possible réle of exchange-market
intervention, which is discussed below, the controversy centres on two analytical
issues. Do the interest rate differentials in favour of the dollar bear a major
responsibility for the appreciation and the high level of the US currency? Is the level
of US interest rates to be linked to the US policy mix, i.e. the combination of a
rising “structural” budget deficit and a non-accommodating monetary policy?

This Report answers both questions in the affirmative. At the same time, it
recognises that the value of the dollar may well have been influenced by much
improved confidence in the future of the US economy, by doubts about economic
or political prospects in other parts of the world and by portfolio adjustments in the
wake of capital-market liberalisation in countries like Japan. Nor does it exclude the
possibility that in addition to the budgetary influence other domestic factors — such
as large-scale tax deductibility of interest costs, higher prospective profic rates, and
perhaps persistent inflationary expectations — may also have played a réle in
underpinning the US interest rate level. Allowing for these possibilities should not,
however, be taken to be incompatible with the main argument. It is a question of
emphasis, not of mutually exclusive explanations.

There are two main reasons for assigning great weight to the interest rate
differential in explaining the strength of the dollar, One is the a priori acceptance of
an evident economic proposition, namely that the return on an asset has an influence
on the demand for it — in pardcular when market participants consider the quality
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of the asset as good as, or even better than, that of alternative investments. The
other reason is the statistical evidence. US balance-of-payments statistics reveal the
predominant share of banking and other highly interest-sensitive financial flows in
US capital imports. They lend little support to the view that capital has been moving
to the United States primarily because it was attracted by the higher rate of
corporate profitability: identified net direct or equity investment has not played a
large role in capital inflows into the United States. Nor do statistics on corporate
earnings suggest that profit rates in the United States have in general increased much
faster, or have become much higher, than in some other major industrial countries.

This, of course, does not mean that one should expect to find a close and
invariable correlation between the level of, or the rate of change in, the value of the
dollar on the one hand and the level of, or the change in, interest rate differentials
on the other. There may be times when expectations of future exchange rate
developments become a self-propelling force, detached from underlying realities —
even from interest rate levels or changcs. This is most likely to happen after a fong
period of exchange rate appreciation or depreciation. History is full of examples of
asset prices assuming a life of their own, that is, moving up or down to levels
unwarranted by fundamentals, usually after a sustained rise or decline in response to
a fully justified revision of prospective yield assessments. Such a speculative
“bubble” appears to have developed during the winter months of 198485, when the
dollar continued its upward course even though there was a narrowing of (in
particular) the short-term interest rate differential against the Deutsche Mark.
However, despite this narrowing, the differential bas remained significant — and
even quite large at the long end of the market — as a result of which the dollar
exchange rate has continued to enjoy strong support from this source.

There are also several reasons for attaching great weight to the réle of US fiscal
policy in keeping long-term US interest rates high. One is that while the monetary
component of the US policy mix has — for good reason — sought to be non-
accommodating towards overall credic demand, and with it the public sector’s
borrowing requirement, it can hardly be considered in practice to have been
matkedly restrictive, The trend rates of growth of the various monetary aggregates
have not been so very low; and (nominal) short-term interest rates have now
declined to where they were in the summer of 1978. On the other hand, the non-
cyclical or “structural” element of the US fiscal deficit has been growing over the last
three years at a very fast pace, so much so that its expansion has more than offset
the large natural decline of the cyclical element. And this has happened at a time
when credit demand from the private sector has strengthened without a
corresponding increase in the rate of business and household saving, with the result
that the growth in the fiscal deficit has been almost identical to the increase in the
external current-account deficit, i.e. in net capital inflows. Moreover — and this is
perhaps the most decisive argument — unless there are radical changes in either the
spending programme or taxation, or both, the “structural” component of the US
fiscal deficit is not only there to stay but is bound to increase during the years ahead.
And, as net US interest payments abroad inexorably rise, the spectre of a struccural
balance-of-payments deficit raises its head. These expectational elements in
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themselves may well explain why long-term interest rates remain so obstinately
high, despite the impressive current inflation performance.

It is this line of argument that leads to the conclusion that the smooth
unwinding of the US external imbalance requires first and foremost a major shift in
US fiscal policy, namely a set of measures to secure the gradual return of the US
budget to structural balance. An immediate, drastic cut in the deficit is obviously
not feasible. Nor is it desirable, since it could well push the US economy towards
a premature slowdown. What is needed is an immediate, credible agreement between
the Administration and Congress on incisive deficit-cutting measures which should
contain a significant first instalmene, but whose effects would be spread out over
time. With financial markets more and more dominated by expectations, particularly
in the United States, it is not unreasonable to hope that the interest-rate-lowering
effects of announcing such an agreement, especially at the long end of the market,
would in the short run outweigh the potentially dampening impact of deficit cuts on
business activity. One could also hope, for the longer run, that the likelihood of a
soft-landing scenario would materially increase. Such a scenario would imply a
moderate slowdown in US growth, a significant further decline in US interest rates
and in the external value of the dollar, and a substitution of foreign demand for
domestic expenditure,

But what about the contribution of the rest of the industrial world to
sustainable growth? This is a second area in which opinions are far from unanimous,
although some convergence of ideas can perhaps be noced.

To begin with, there is not much disagreement about the analytical starting-
point. For the global growth performance of the industrial countries 10 remain
around a durable 3 to 32 per cent. (compared with the exceptional and
unsustainable pace of 5 per cent. achieved in 1984), a soft landing of the US
economy would require as a counterpart some acceleration in the rate of growth of
domestic spending of other industrial countries as a group. Without such an
acceleration, a declining US current-account deficit — let alone a return to
equilibrium — would necessarily be accompanied by a weakening not only of U$S
growth but also of growth in other industrial nations. To turn the potential
expansion of US exports into an actual expansion, there must somewhere in the
world be increased demand for US exports.

To help achieve this, there seems to be general agreement on the need to
contain, perhaps even to roll back, trade protectionism throughout the industrial
world. This is a worthwhile policy objective in any circurnstances, but its attainment
could become vital in the present situation in which sustainable growth has also
come to depend on bringing about major changes in the pattern of international
trade. How could such changes take place if the shifts in international trade flows
that should result from helpful exchange rate movements were in fact hindered by
administrative or de facto obstacles to imports? Or to put it more bluntdy: how
could the US current account move towards reasonable balance without putting a
fatal brake on world trade if, as a prime example, the Japanese current-account
surplus cannot be brought down through substantially increased imports into Japan?
And could this be achieved simply by the depreciation of the dollar against the yen?
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Finally, a fair degree of convergence of views can also be observed on the need
for western Europe to remove, or to continue to remove, the fiscal disincentives,
legal obstacles and government and administrative interference of all kinds that
hamper a full resurgence of investment activity, even in an environment which in
terms of profit rates has become much more propitious to capital formation.

There is, however, serious disagreement as to whether three large countries —
Japan, Germany and the United Kingdom — whose “structural” public-sector
deficit has reached low or possibly even zero figures should embark upon a policy
of fiscal stimulus. The suggestion has been made that, given these countries’ success
in bringing both the public-sector deficit and the inflation rate (the latter especially
in Germany and Japan) under control, an early tax reduction would be quite
compatible with internal balance and would also be desirable in directly stimulating
domestic spending and import demand. The governments of all chree countries have
so far refused to follow such a policy course, The arguments supporting their refusal
can be summarised under four headings.

Firstly, doubts are voiced about the concept of cyclical unemployment when
the authorities are convinced that unemployment is to a large extent a structural
matter, stemming from swollen public sectors, high real wages and market rigidities.
What meaning can one attach, in these circumstances, to full-employment fiscal
balance? Secondly, the point is made that once a deficic is re-created or increased —
even exclusively through tax cuts — the chances of bringing it back under control,
should this later appear necessary, are remote. The political process is such that the
speed and ease with which budgetary policy is conducted are necessarily
asymmetrical. Reducing a deficit is always a slower and more painful, and therefore
a more dubious, undertaking than increasing it. Those policy practitioners who
insist on this point cite almost universal historical experience, including the most
recent confirmation of their fears: the difficulties encountered by the United States
itself in trying to cut the deficit. Thirdly, it is said that market participants are very
much aware of this asymmetry. Therefore, they will be inclined to believe that any
deliberate deficit-creating policy will ultimately have inflationary consequences,
mainly because sooner or later it will have to be financed through an accommodating
monetary policy.

The fourth argument takes up the external constraint, and is supported by the
historical experience of a number of countries, more recently that of France in
1981-82 and that of Germany in 1979-80. A deliberate fiscal move towards
accelerating domestic expansion leads to a deterioration in the current account and
is quite likely to put the country’s currency under pressure. It is, of course,
recognised that the shift in the current account is one of the objectives to be
pursued. The argument invoking the external constraint, however, goes beyond this.
It considers that it is highly improbable that countervailing, spontaneocus capital
flows will offset the pressure exerted on the exchange rate by the deteriorating
current account — hence the fear concerning currency depreciation. By the same
token, the absence, or the weakness, of spontaneous inflows may also mean that the
upward pressure on domestic interest rates resulting from the increased fiscal deficit
will not be tempered by foreign financing. The incentive for an expansion of
business investment will therefore be weakened. In other words, the current US
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experience is simply not “exportable”; no government outside the United States
could safely base a stimulatory fiscal policy on the assumption that it will attract
spontaneous external financing on a durable basis. This is another example,
geographical this time, of a major policy asymmetry.

These are weighty arguments indeed, demonstratung the difficulties inherent in
all artempts at worldwide policy co-ordination. But their acceptance need not lead
to unqualified gloom about the prospects for the world economy. International fine-
tuning is as risky, and therefore as liable to become counter-productive, as domestic
fine-tuning. The time path and the intensity of the reaction of the US economy to
the sort of deficit-cutting policy advocated in this Report cannot be predicted with
any precision. While the logic of the argument in favour of consistent international
policies is irrefutable, to propose expansionist fiscal policies in some large countries
with a view to their becoming effective in the short run, as a counterpart to a drawn-
out and as yet uncertain process of budgetary consolidation in the United States,
could lead to dangerous results.

This is not to say that the international dimension of domestic policies should
not be taken into account, or should not even in some cases receive priority
attention. These cautionary words about fine-tuning are simply intended to make
the point that, just as the best time horizon for successful domestic policies is the
medium or longer run — except in cases of an impending financial crisis —
international policy co-ordination should also be conceived within that time
horizon. In this framework, measures to reduce the structural US budget deficit
over time remain a priority objective, both for domestic reasons and in the interests
of a better balance of the world economy. At the same time, the best contribution
by European countries to improving their growth prospects and therefore helping
the wotld economy is to speed up, perhaps even to radicalise, their efforts towards
removing structural rigidities. This process will have to entail further reductions in
the weight of public-sector spending. The tax burden should be alleviated pari passu
with progress in this direction, not long in advance of it.

What could be done in the monetary field or, more generally, by the monetary
authorities to lend support to such medium-term policies? '

First and foremost, they should continue to pursue domestic monetary policies
atmed at a further deceleration of inflation rates. For those countries with floating
exchange rates this means the setting of monetary targets sufficient to accommodate
a sustainable pace of real growth on the assumption of a gradually declining rate of
price increases. For the others, in particular for smaller members of the European
Monetary System, the direct target, or at least the disciplining element, could be the
exchange rate.

However, these propositions, which have by now become (almost)
conventional wisdom, call for two qualifications. The first is motivated -by the
spreading of financial innovation and the blurring of demarcation lines between
instruments and institutions. This does not make targeting easier, in terms of either
definition or attainment. Trying to aim rigidly at the weekly, monthly or even
quarterly attainment of a monetary target defined once and for all has become an
even more unrealistic exercise than it has been in the past. It would, however, be a
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mistake to throw out the baby with the bath-water. Targeting in a somewhat longer
perspective, accompanied by discretionary changes in the target whenever these are
made necessary by the shifting institutional or economic environment, remains a
worthwhile objective. Full discretion does not — to put it mildly — help to combat
uncertainty, nor can it help to defuse inflationary expectations. Rules, whether in
the form of a money stock or an exchange rate target, are needed to provide some
anchor for the wildly fluctuating expectations of market participants, to make
monetary policy-makers accountable for their actions, including their decisions to
deviate from predetermined targets, and to give them leverage in their dealings with
governments and parliaments.

The further qualification relates to the hopes that can be placed in the anti-
inflationary effectiveness of monetary policy. Over the last few years the Annual
Report has consistently supported the view that, while monetary policy of the kind
suggested here is an essential condition for achieving success in the fight against
inflation, it cannot be regarded as a sufficient one. In order to minimise the risk that
the decelerating rate of monetary expansion will exert pressure on real growth rather
than on prices, price and wage formation must be made symmetrically more flexible
and adaptable. One approach could be remuneration arrangements dependent in
part, at least, on the changing profitability of the individual firm, somewhat along
the lines of the bonus and overtime provisions applying in Japan, where fluctuations
in labour income have gone hand in hand with relative job security. These
arrangements have perhaps had something to do with the fact that Japan has been
more successful than other industrial nauons in securing both a high degree of
employment and virtual price stability. Only such a major departure from current
practice could make it possible for labour to be priced into the market and for
unemployment to be gradually swept away. The relatively good news on the
inflation front should not distract attention from the great need for far-reaching
changes in the way prices and wages are set.

A second responsibility of the monetary authorities, which in some countries
would have to be exercised in co-operation with other government agencies, is the
preservation of the stability of their financial systems. Monetary targeting, if applied
with pragmatism, can in itself go some way towards bringing this objective closer,
precisely by adding a measure of stability to the macro-economic framework and by
combating inflationary imbalances, which are one of the main sources of financial
instability, Monetary authorities would also be expected to provide the markets with
liquidity support, as they have always done in the past, in periods of financial stress.
But current circumstances call for some further action, too. Firstly, the complex
process of innovation, despecialisation and deregulation must be kept firmly under
control, so as to ensure that it proceeds in an orderly and balanced way without
suddenly exposing whole categories of financial intermediary to disruptive pressure.
A second requirement is to maintain, or to re-establish, the transparency of markets
and of the operations of individual institutions by improving the information
available to all those concerned on the changing pattern of, and the new risks
associated with, financial intermediation. The third is to adjust the supervisory
framework to this highly innovative and more competitive environment. And the
fourth is to co-ordinate all these efforts internationally, given the high degree of



— 182 —

worldwide financial integration now teached. Progress is being made in all these
directions, but the task ahead should not be underestimated.

A third area in which monetary authorities can give some support to medium-
term stabilisation policies is exchange-market intervention — the empbhasis,
however, being equally on some and support. Exchange-market intervention in itself,
even when carried out on a large scale, 1s unlikely to have any lasting influence on
the trend or the level of exchange rates. But it can be useful in two circumstances.
Firstly, when it is carried out as a complement to a shift in the stance of domestic
policies, in which case its announcement effect may well underpin or accelerate the
exchange rate movement induced by such a shift. This is the well-known argument
of the authorities “putting their money where their mouth is”. Secondly,
intervention can play a most salutary role whenever the exchange market enters a
manifestly one-way speculative phase in which counter-speculation has simply
ceased to function. Large-scale exchange-market intervention, if well co-ordinated
internationally and, in particular, well timed, can in these exceptional circumstances
forcibly remind market participants that exchange rate movements may well go in
both directions. This can lead to a better balance in the operation of the market and
cut off speculative peaks that otherwise could have lasted weeks and months —
though probably at the cost of increasing for a time the daily volatility of exchange
rates.

That being said, it has to be recognised that the ideas put forward in this
Report about how to handle current problems in the exchange market, while they
may appear to some to be overly optimistic in terms of their expected effectiveness,
are in fact quite modest. They ultimately do no more than suggest that better
balanced domestic policies could in due course steer the dollar towards a more
sustainable level, while exchange-market intervention could temper some of the
speculative excesses of exchange rate fluctuations. However, even if success could be
achieved in these directions, this would stll leave some fundamental questions
unanswered. Do we have to go on living with excessive medium-term movements of
real exchange rates, of which the four-year appreciation of the dollar has been but
one example? Should we continue to tolerate short-term exchange rate volatility,
which indeed has reached unprecedented proportions over the last few months? Are
these phenomena unavoidable by-products of a financially integrated world in which
exchange-market transactions have come t be dominated by expectations
responding to the quick succession of new information? If not, what can be done
about them? These are serious questions, on which different views exist, and to
which this Report has not attempted to give an answer. It has refrained from doing
so quite deliberately, on the grounds that as long as such major imbalances in the
pattern of external payments and exchange rates subsist within the western industrial
world, it is hard to say how much of the two phenomena mentioned above should
be attributed simply to these imbalances and the policy mismatch thac lies behind
them, and how much is to be explained by more “systemic” causes. But events may,
sooner or later, call for further consideration of these issues. '

A. LAMFALUSSY
General Manager



BALANCE SHEET AND PROFIT AND LOSS ACCOUNT
AT 31st MARCH 1985



BALANCE SHEET

ASSETS {Before and after

Gold francs
Gold ... ... ... .. . i ceh eeh e aer e ee e B,021,369,537

Cash on hand and on sight account with banks . 5,197,514

Treasury bills ... ... ... ... .. . . . e e e - 462,493,140

Time deposits and advances
Gold
Not exceeding 3 months 76,952,002
Currencies

NotexceedmgSmonths e ane e eee wee 12492812127
Over 3 months vee e men een eee e ee. 2,101,729,008

14,671,193,327
Securities at term
NotexceedingSrnonths vee e aee eee .. 1,507,820,330
Over 3 months ver s e ser eee eee e W177,337.618
2,685,157,948
Miscoellaneous ... ... ... ... ... .. cir e en aee s " 16,505,915
Land, buildings and equipment 1
22,851,917,382

Nate 1: The gold franc is the aquivalent of 0.290 322 58... grammes fine gold — Article 4 of the
Statutes. Agsets and liabilities in US dollars are converted at US$ 208 per fine ounce of
gold {equivalent to 1 gold franc = US$ 1,941 49..), and all othar items in currencies on
the basis of market rates against the US dollar.

Nate 2: At 31st Margh 1986, gold payable against currencies on forward contracts amounted to
44,328,840 gold francs,




AT 31st MARCH 1985

allocation of the year's Net Profit}

LIABILITIES

Capital

Authorised: 600,000 shares, gach of 2,500 gold francs

Issued: 473,125 shares
of which 25% paid up

Legal Reserve Fund ...
General Reserve Fund

Special Dividend Reserve Fu;\d

Free Reserve Fund

Deposits (goid)
Central banks
Sight ..
Not exceeding 3 months
Other depositors
Sight

Deposits {currencies}

Central banks
Sight . .
Not exceeding 3 rnonths
Qver 3 months -

Other depositors
Sight v
Not exceeding 3 rnonths
QOver 3 months

Miscellaneous ... ...
Profit and Loss Account

Dividend payabie on 1st July 1985

res

ae

s

aes

1,500,000,000

1,182,812,500
Rl

30,070,313
477,552,793
21,530,065

... 263330,238

wia

4,287,183,741
78,054,164

26,607,280

300,041,221
15,064,953,976
1,373,465 406

11,325,356
172,983,884

7,753,056

ey

Before allocation

After altocation

Gold francs

295,703,125

792,483,397

4,391,845,185

16,930,512,898

373,006,144

68,366,633

22,851,917,382

Gold francs

295,703,125

30,070,313
498,552,793
21,530,066
296,330,236

847,483,397

4,.391,848,185

16,830.512,898

373,008, 144

13,366,632
22,851.917,382

REPORT OF THE AUDITORS TO THE BOARD OF DIRECTORS AND TO THE GENERAL MEETING OF THE BANK FOR
INTERNATIONAL SETTLEMENTS, BASLE

In our opinion the Balance Sheet and the Profit and Loss Account, including the notes thereon, give, on the basis described
in Note 1, a true and fair view of the state of the Bank's affairs at 31st March 1985 and of its profit for the year ended on
that date. We have obtained all the information and sxplanations which we have required. The Bank has kept proper books,
and the Balance Sheet and the Profit and Loss Account are in agresmant with thermn and with the information and explanations given us.

PRICE WATERHOUSE & CO.

Zurich, 7th May 1985




PROFIT AND LOSS ACCOUNT
for the financial year ended 31st March 1985

Gold francs
Net interest and other income 85,346,777
Less: Costs of administration:
Board of Directors ... ... ... .. .o eh e eee e e 209,096
Management and Staff ... ... ... .. ... .. .. L. .. 10,336,064
Office and otherexpenses ... ... ... ... .. coe er ane 3,695,193 14,140,343
Net operating surplus 71,206,434
Less: Amount transferred to Provision for Exceptional Costs of
Administration 2,839,801
Net Profit for the financial year ended 31st March 1985 ... 68,366,633
The Board of Directors recommends to the Annual General Meeting
that the Net Profit should be allocated in accordance with Article 51
of the Statutes as follows:
Dividend: 145 Swiss francs per share on 473,125 shares 13,366,633
55,000,000
Transfer to General Reserve Fund 22,000,000
33,000,000
33,000,000

Transfer to Free Reserve Fund



MOVEMENTS IN THE BANK’'S RESERVES
during the financial year ended 31st March 1985

in gold francs

Development of the Reserve Funds resulting from allocations for the financial year 1984-85

Spectat
Legal General Dividand Free
Reserve Fund Reserve Fund Reserve Fund Resarve Fund
Balances at 1st April 1984, after allocation of Net
Profit for the financial vear 1983-84 .., ... 30,070,313 477,652,793 21,530,055 263,330,238
Add: Allocations for the financial year 1984-85 ... - 22,000,000 — 33,000,000
Balances at 31st March 1985 as per Balance Sheet 30,070,313 499,552,793 21,530,068 296,330,236
Paid-up Capital and Reserve Funds at 315t March 1985 (after allocation) were represented by:
Paid-up
Capital Raserves Total
Net assets in
Gold ver are mee ser ae wae aas aee wae sar e oswe eas 295,703,125 366,444,479 662,147,604
CUFFENCIES ... ... cir it eee ee e e e ser eve aen — 481,038,918 481,038,918

295,703,125 847,483,397

1,143,186,622
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