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FIFTY-SIXTH ANNUAL REPORT

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

Basle on 9th June 1986

Ladies and Gentlemen,

I have the honour to submit herewith the fifty-sixth Annual Report of the
Bank for International Settlenents for the financial year which began on 1st April
1985 and ended on 31s¢ March 1986.

The net profit for the year amounted to 80,171,806 gold francs, after transfer
of 1,547,159 gold francs to the Provision for Exceptional Costs of Administration.
This compares with a nét profit for the preceding year of 68,366,633 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 19,171,806
gold francs in payment of a dividend of 155 Swiss francs per share.

The Board further recommends that 24,400,000 gold francs be transferred to
the General Reserve Fund and the remainder of 36,600,000 gold francs to the Free
Reserve Fund.

If these proposals are approved, the Bank’s dividend for the financial year
1985--86 will be payable to shareholders on 1st July 1986.



I. A FAVOURABLE BALANCE.

The world economy now looks healthler on balance than it did a year ago, or
indeed than it has done at any time during the last five or six years. There are,
however, negative as well as positive elements in the present situation, and striking
a balance between them 1s not just a matter of arithmetic. While there may be a
broad consensus as to what belongs in either category, it is much more difficult to
agree on the relative impostance to be attached to what has been achieved and to the
problems that still loom large. It may nonetheless be useful to begln this review of
economic developments of the past year by listing the positive and negatwe
elements, commenting on a few only. They will be dealt with at greater length in
the main body of the Report.

“The list of achlevernents, ‘or rather — not to over- emphasme the contribution
of policy — the list of favourable developments, is a long one:

~ inflation has eased in a large number of industrial countries, in some cases
to below the level traditionally considered to be indistinguishable from zero
given the problems of statistical measurement (see pages 13-18);

- although output figures for 1985 compare unfavourably with those for 1984
(owmg to the slowdown in the United States since the middle of 1984), a
positive feature js that aggregate demand in most economies has not fallen
off as traditional- cychcal patterns  would have suggested. Most economies
seem to be in a position to continue on the — admittedly moderate —
growth path they have been following for well over. three .years now, thus
coming closer to the old ideal of prolongmg upswings by avmdmg
overheating (pages 9-13); . :

~— the structure of exchange rates is now clearly more in line with the needs of
' .the various economies than it was a year ago (see especially page 151);

~ the ability and the determination of the. larger industrial countries to- co-
operate seem to have increased (pages 29-33);

- — pressure in the United States for a reduction of the government deficit — for
many observers.the root of a number of evils besettmg the world economy
— has now assumed proportions which make it likely that appropnate
action will soméehow be taken (pages 25-26);

. = the oil price has fallen in US dollar terms to less than half the level at Whlch

it had stood for a number of years, though this is still some five or six times

- the pre-1973 price. The sizable reduction in the cost of energy will exert a

favourable influence on many — though obviously not all — economies
(pages 12-13);
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- nominal interest rates have come down across the board. Admittedly the fall
has not in all cases exceeded that in the inflation rate, but it is significant in
itself, particularly for debtor countries and with regard to government debt
burdens (pages 70-73).

On the list of non- adaze@ements, the problems whose seventy has diminished
litcle, if at all, are: '

the unemployment situation in most European countries (see pages 18-25);

the debt crisis affecting a large number of developing countries (pages 108—
115);

— the strains on the fmancnal system caused by international and domestic
developments (pages 81-84); and

large current-account 1mbalances (pages 39—49)

"This is not to say that nothing has been accomplished on any of these fronts. .

In most industrial countries with high unemployment the rising tide has been

stemmed. Some countries have even achieved their first significant increase in
employment for several years, although demographic factors and increases in

‘participation rates have prevented this from being reflectéd in a corresponding fall

in the jobless figures. There are hopes of further advances along this road. But what
are the chances of unemployment belng reduced fo levels whlch have tradmonally
been regarded as tolerable? -

Two aspects of this quesnon are discussed at some length in this Report The
macro-economic question is whether by means of a suitable combination of policy
measures, if necessary co- ordmated mternauonally, economic growth could be
stimulated sufficiently to reduce unemployment. Put differently, are there any
policy constraints or other factors which' rule this out? The micro-economic
question is why many labour markets are so rigid that even over a farrly long period
the play of market forces fails to produce r.he requued ad]ustments '

The deb: problem has taken several new wurns since the sprmg of 1985, The
most important was the Baker initiative launched in Seoul at the beginning of
October of that year. This shift in US pohcy was welcomed by virtually all

countries. The new emphasis on ad]ustment via growth” rather than on “belt-
tightening” clearly holds out greater promise in the search for solutions and is more
realistic as regards the true time dimension of the debt problem. A number of those
debtor countries whose problems the Baker initiative addresses are already
negotiating with the World Bank for structural” adjustment loans, as well as
1mplementmg, or negotiating, IME-sponsored adjustment programmes. Admittedly,
no debtor country has yet formally embarked on a coutse of action along all the
lines envisaged by the US Treasury Secretary, but delays were to be expected from
the outset. For one thing, the sharp decline. in oil prices necessitated a complete
reappraisal of strategies in almost all debtor countries, as it led to a sudden increase
or decrease in their need for funds. (Mexico is the most obvious case in point.) In
additon, the new approach itself implies thar certain policy changes in. the debror
countries will not only form part of the conditionality which has always been an -
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element of IMF programmes but will have to go well beyond expressions of intent.
If these countries are expected to have something tangible to show in order to
become eligible under the programme, it will take time even in the best of
circurnstances. There are already quite a number of developing countries which have
shown great determination to tackle their own problems in a bolder, more
fundamental way.

" While.the outlook has improved, the fundamentals of the debt problém have

" not changed much over-the past year. There has been virtually no redemption of

debt; whatever fell due was rescheduled, on the whole on more favourable terms.
Repayment periods have been extended, interest rates have come down in line with
the declining trend and spreads have been reduced in recognition of the strong:
adjustment efforts-made by certain debtor countries, The debtor countries seem, for
the most part, to-have recognised the limits to which the commercial banks (and. the
governments in the Parts Club) might be prepared to go. The case-by-case approach
has been maintained; it still appears to be in the interest of both sides, “grand
solutions”. being neither, available nor required. The. sngmflcant improvements.
registered in the economic situation of many debtor countries in- 1984, however,
were not repeated in 1985, though Brazil and Venezuela were able.to maintain a
large trade surplus in the face of much slower world trade growth. There was little
net new lending to problem debtor countries, they were not able to re-establish their
credltworthmess, and their debt ranos remamed around the 1982 levels

The threat to the inte’:*nationai banking system represénted by the' danger of
simultaneous default on a large number of international banking loans seems. less
acute today than it did some years ago. This is not only because of the efforts which
have been made to render such default less likely, but also because the banks have
been able to strengthen their capital base in relation to’ their lending to problem
countries. In certain countries, however; some binks — particularly those with 2
heavy. concentration on agncultural loans and on lending to finance oil exploration
— have recently been facing serious problems in their domestic business. While this
may cast banks in a bad light and induce investors 1o look for other oudess in
financial markets, the problems are contained within narrow bounds and do not

pose the same kind of “ systermc threat. that the. 1982 debt crisis did. However, a_

certain degree of uneasiness about developments in financial markets and in the
banking industry has arisen in the wake of the:recent wave of financial innovations,

- which originated in the United States and the United Kingdom and has lately been

sPreadmg to. Japan and continental Europe. One reason for some of these
innovations has been the attempt to circumvent stringent new capital requirements;
to this extent the above-mentioned strengthening of the 'banks’ capital base may be
more apparent than real. Concern about this upsurge of inventiveness, however,
goes beyond this and centres on the question of whether the institutions involved are

. themselves fully aware of the risks they are incurring and are taking them properly

into account. Central banks and supervisory authorities in the major countries have
made. considerable efforts over the past year to come to grips with the new

‘ phenomena in order not to be found wanting should anything emerge.to threaten-

the international financial system < from quite another quarter than country risks.
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“The final point listed above on the negative side — the large current-account
imbalances — has wide implications. Imbalances in the international exchange of
goods and services of the magnitude encountered in recent years are not to be taken
lightly. It may appear. at first that nobody suffers. The surplus countries forgo real
spending by accumulating external assets, but they may welcome the stimulattve
effect on their economies. The deficit countries may be happy with the higher level
of spending as long as they have no difficulty in financing their deficits. But this is
—- on both sides — a very short-sighted view. The deficit countries eventually wake
up to the fact that something has to be done. Depending on the circumstances this
may be something desperate, which could severely depress the level of world:
demand. The surplus countries may see little reason. to compensate for this with
stimulative action, given the time lags and uncertainties to which all these effects are
subject. One of the major causes of the present current-account imbalances, the
gross misalignment of exchange rates, may to a considerable extent have been
corrected, but it will probably take longer to.reduce the imbalances than policy-

.makers are willing to wait. There will be-lengthy ‘delays not only because of the

notorious J-curve effects, but also because of the farge savings being made by both
Japan and Germany in their oil import bill. This is certainly the area.on thé negative
side of our list where concern about mistaken policy responses is greatest.

The favourable balance which was struck in the opening paragraphs has,
moreover, 1o be qualified in one important respect. This is not a time for taking
stock of what has been safely achieved; the process which has produced this progress
is still under way and there is always the danger of things getting out of control. The
new structure of exchange rates has not yet brought the desired degree of exchange
rate stability, and the movement in oil prices has not yet led to a new equilibrium.
This quahflcanon even applies to the improved co-operation between industrial
countries, where agreerent on one step by no means implies that agreement on the
next will be forthcoming and irritation surfaces only too easily.

" Views on matters of fiscal policy diverge widely. All countries seem to have a.
very firm idea about the right course for themselves, but to have sharply conflicting
views as to what would be the right policy for others. The further question of what
the right collective stance might be is very often not even kept conceptually separate,
Countries generally base their policies on the 'simple maxim that “what is good for
the national economy is good for the world economy”, since no mechanism exists -
for even approximately weighing costs and benefits Wltliiﬁ a multi-dimensional -

. policy framework. This aspect of economic co-operation is likely to be addressed in

greater depth in furure meenngs and studies of international orgamsauons.

It is probable, too, that the determmatlon and the ability of major countries
to co-operate will be put to the test over the question of the development of the
international monetary system. The Plaza Agreement has brought about a
transformation of the exchange rate structure. It did so not so much through the
exchange market intervention it initiated as by convincing the markets. that the

. authorities of. all the countries concerned were quite serious in - their desire for

exchange rate adjustment and would not hesitate to employ all the instruments at
their disposal to bring it about.in a concerted manner. It has been. observed that 2



commitment by the US authorities in this respect carries the greater weight also
because their supply of dollars is unlimited whereas that of other central banks,
though extensive, is nonetheless finite. This is not another form of asymmetry; all
central banks can (disregarding for the moment the internal effects on bank reserves)
buy foreign currencies against their own currencies without any technical constraint,
the supply of their own currencies being in' principle unlimited. But as it was the US
dollar which was to be brought down, it was the unlimited supply of dollars which
mattered in this case.

There can be no doubt that the international monetary system after the Plaza
meeting and the exchange rate adjustment which it brought about is-in one
important respect different from the system which had existed since 1973. Whether
the new situation should somehow -be formalised will inevitably remain on. the
agenda as the major industrial countries continue their discussions on economic co-
operation. It is questionable whether formal agreements (which, by their very
nature, require protracted negotiations and the taking of posmons on frequently
trivial matters) are really what should be sought. Where co-operation is successful
it tends to develc)p its own momentum, and it may be. best t0 explore further areas
where opportunities for successful co-operation exist.

One such area which presents itsélf is that of monetary’ polncy, where
encouraging instances of concerted action can be found and where there is not the
same d:vergenee of principles as in the field of fiscal policy.- The problem of co-
operation in this area may be exactly the’ opposite. Because it is so easy to a¢t in
parallel, this might become a guiding pr1nc1ple for monetary policy generally to the
detriment not only of overriding necessities on the domestic front but also of ‘the -
adjustmeéit of internationally incompatible. policies in other fields. It hardly needs to
be said that co-ordinaton for co-ordination’s sake would be in nobody’s interest;
the multi-dimensional policy framework requires that monetary policy should never
lose sight of .its primary responsibility, which is to prevent any resurgence of
inflation. At the moment, inflation fortunately seems to have been tamed in the
major countnes, but it cannot be dlseounted as a prime concern of economic pohcy

The topics d1scussed in this Report. have been arranged m a somewhat different
order. from that of previous Reports. Basically, three subjects will be taken up in
succession: the “real” economy, the financial markets and monetary policy. Each.of
these subjects will be dealt with in two successive chapters, one looking at national
économies, the other concentrating on the internarional links between them. In the

“conclusion an awtempt will then be made to summarise the main fmdmgs of the '
Report usmg a broader brush. - -
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II. ECONOMIC RECOVERY-
AND THE CHANGING POLICY MIX.

Highlights.

- By and large, economic' recovery contmued last year in the Group of Ten
countries. This development was noteworthy in view of the fact that the stimulative
role of the United States had declined markedly since. the middle of 1984.

Another encouragmg feature was that, after several years of ad]ustment, profits
and profitability had 1mproved substantially by last year. This may in part explain
why in several countries business investment played an important and welcome role
in the growth of aggregate demand.

At the same time, inflation performance contmued to improve, often in
countries. where inflation” had proved particularly stubbom. Outside North
America, currency appreciation reinforced the effect of general commodity price
weakness. More recently, the steep fall in 011 prices has led to further quite dramatic |
1mprovements in price performance. ‘In rnany countries the rate of increase of
consumer prices is now well below the trend rise in domestic costs; these gains will
therefore be short-lwed unless domestic costs, and wage costs in particular, respond
quickly.

- The oil pnce dechne wlll also strengthen teal demand in most oil-importing
countries, thus improving not only the. mﬂanon outlook but also the prospects for
a continuation of the economic recovery. -

Even so, unemployment particularly in Europe, is hkely to remain l'ugh by
traditional standards. It is true that some progress has been made in creating new
jobs and in reducing labour market rigidities. But it is evident that this will not be.
enough. The root of the problem may well be that the need for restrictive policy
reaction to earlier: cost and price inflation, together with employers” reaction to
earlier real wage excesses, have combined to-leave Burope with an‘inadequate-capital -
stock, a development which can only be corrected over a relatively long time span.
Of itself, this latter fact already places a severe constraint on the scope for macro-
economic policy to bring about a sizable reduction in European unemployment.

On the fiscal side, moreover, not only are there additional constraints imposed
by the need to gain control over rising public debt burdens and to reduce excessively
large government expend:tures there is also a lack of confidence in deficit spending
as a macro-economic tool against the background of experience since the early
1970s. Policy-makers in some countries may also feel that, were they to attempt
fiscal stimulation on their own, exchange rate weakness would be the inevitable
result, in contrast to experience in the United States.
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Changes in the fiscal/monetary policy configuration as between the:United
States and the rest-of the world have moved to the centre of policy discussion in
connection with the urgent need to correct the external current-account imbalances
now ‘existing in the world economy. To date, concrete efforts to rectify these
imbalances in an orderly manner have been Iargely confined to co- ordmated
exchange market intervention and some cautlous easing of monetary. pollcy

More has to be done on the fiscal front. Few now deny that the US budget
def' icit must be reduced significantly and soon. It is also important that the medium-
term growth strategies adopted. elsewhere — strategies which emphasise structural
adjustment — become more visibly effective, :

QOutput and demand.

Following a rate of about 4%/4 per cent. in 1984 "o'ut'p'ut growth in the Group
of Ten as a whole fell back last year to about 23/4 per cent., roughly the sarne as the
rate recorded in 1983.

The declme in the overall growth rate was very heavnly concentrated on the
United States. Indeed, US growth had already slowed in the middle of 1984 and has
been running on average at slightly less than 21/z per cent. per annum since then _
Consequently, the year-on-year growth i rate dropped sharply to some 2V/s per cent.,
a rate which was not only much less than that in 1984 but also more than a fuil
_ percentage point below that of 1983, the first year of the upswmg

_ “This deceleration of growth occurred desplte ithe fact that the. conmbutlon of
net exports was much less negative than it was in 1984 (see the table on page 11).

Instead, the stockbuilding cycle moved into its downward phase, the total nventory
swing between 1984 and 1985 amounting to some 3% pei cent. of GNP. Private
business investment growth also began to slow down. :

On thé other hand, publi¢ spending accelerated as the defence bulld-up
continued. In addition, consumer spendmg was supported by a decline of some 2
percentage points m the personal saving ratio. New car sales in particular rose
sharply. in the third quarter, influenced by the introduction of temporary buymg
_incentives.: The other side of this coin, however, was a further marked rise in
consumer indebtedness — something which may have been. in part a reﬂectton of
“*wealth effects” assoclated with the stock market boom.

In off1c1a1 quarters, and i the private sector, too, there seems to be growmg
optimiism about US economic prospects. The budget problem is at last being
tackled, and long-term interest rates are well down, as are both the dollar and the
price of oil. Thus, despite the sharp slowdown in GNP growth last year, many see

.the United States as having moved to a mature stage of the recovery process Wlthout
-the usua] mﬂauonary accompamment

Elsewhere, and taklng the year-as-a whole, the economic change of gear” was
‘not as abrupt as it was in thé United States. In Japan, for example, GNP rose by
more than 4Y2 per cent., compared with 5 per cent. in-1984. And in Europe,
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although there was some deceleration as compared with 1984, output growth — at _
21/s per cent. on average — was at least still above that recorded in 1983.

On the face of it this was surpnsmgly good news. The US. uptum of 1983- 84
had drawn in an enormous increase in imports from the rest of the world. This.
increase had, of course, also been fuelled by the loss of US competitiveness resul_tmg
from the dollar’s prolonged rise. But last year the rise in US imports virtually
ceased: indeed; in the first half of the year they actually declined. It is true, however,
thae US exports began to fall again last year, possibly as a lagged result of declmmg
competitiveness. This' may have created some opportunity for. other countries to
benefit from any weakening of US export market shares. Nevertheless, the real US
foreign balance worsened by much less than it had done during the previous two
years, suggesting a much reduced sttmulus to world demand from the so-called “US
locomotive™. :

The counterparts of these developments are to be seen most clearly in the
export performances of Japan and Canada, whose trade links with the Umted States
are particularly strong. In Japan export growth fell from around 1712 per cent. in
1984 to 6 per cent. last year, with the rate of growth still falling in the second half
of the year. In Canada the deceleration was even more sPectacular, from nearly 20
per cent. to 41/2 per cent. last year.

So far as the demand for domestic output is concerned, it should be noted that
in both Japan and Canada i tmport growth also fell sharply, thus mitigating some of
the effect of the slowdown in exports. In addition, however, domestic demand
growth was an important supportlve factor. In Japan private consumptlon ¢ontinued
to grow moderately, while total investment accelerated slightly owing to an upturn
in. residential investment following several years of decline: Private non-residential
investment ‘again grew at a fairly high underlying rate. Private investment growth in
Canada — both non-residential and residential — led to an acceleration in domestic
demand in 1985 that helped to offset, in part, the large turn-round in the growth
contribution of net exports, which was equivalent to some 2 per cent. of GNP.

Developments in ‘the European economies last year were less clear-cut. This is
partly because the direct effects of the slowdown in the United States were,
predictably, smaller and more difficult to identify in countries with weaker trade
links with that economy. In addition, some special factors wete at work. ‘A faitly

general one was the severe winter weather early in the year. Thié tended to depress - -

output at the time, but the loss may, to some extent, have been made up later.”

Another factor which worked in the same direction in the case of the largest
Europcan economy, Germany, was the behaviour of consumers. Because of

. uncertainties over the introduction of po]lutxon control measures, potential car
- customers apparently postponed their purchases until later in the year. The fastest-

growing component of domestic demand was private-non-residential investment, in
line with the policy intentions of the German authorities. German export
performance continued.to be relatively strong during the first three quarters of the
year despite the US slowdown and the falling dollar. For the year as a whole the net
foreign balance was a positive influence on demand growth. However, in the fourth
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Changes in reat GNP and contributions of its components.’

" Consumption Gross fixed investrent

i : ' : ' private o Change
E:JBFI' private | public non public | Exports { Imports st::';k

§ : . resi- ) . e

Countries Years dre?-.stli—a | dential building

in percentages and percentage points

United States . . - 1982 | — 25 08 04| —09|-07]. . |- 098 02 |-15
1983 34 3.0 02 —02| 114 - a4 [— 1.1 06

: 1984 6.6 29]. 0% 21| 08. ‘07| 28 21

1985 2.2 21| - 1.2 1.2 0.1 . - 03(-04|-16

1985 Q4 2.1 1.9 1% 0.8 03| -05]-06}—-12

Japan ......... 1982 3.1 24 0.2 0.4 0.0 | — 04 06 |- 03 |- 01
S 1983 33| 19| 03 04| -03|=-01] o7 08 |- 04
1984 5.0 1.6 0.2 7l -01 |- 03 30 |- 18 0.5
. 1985 4.6 15| 02 21 0.2 |- 06 11 ]-"01 01

198504 44| 16 0.2 2.4 02|-04 |~ 021 05 0.2

_Germany ...... 1982 -10|-08|-02|-05[-03{—-03 | 10 0.0 0.1
1983 16 0.7 0.1 05 03|-02]-01]|= 03 0.5
1984 30| 04 05 0.1, 01 }j~-00| 26 |-15| .08.

1985 24 0.9 04 06 -071-00 ]| 24[i-14] 09

1985 (4 2.4 14 0.4 0.0% 07 |- 12" 1.0

France ......... 1982 | 18 22 0.3 01] - 02 02 |-08 1|~ 18 i4
B : 1 1983 0.7 06| 02| —0a} o0)-01 101 02 |-08
1984 | 16| 05 00| ~02|-02| 0of. 161-o08 0.5

1985 12 1.3 0.0 0.0°f — 01 0.0 0.7 | - 12 0.4

1985 (4 1.8 2.0 0.1 01| - 01 00 03 |- 10| 04

- United Kingdom., 1982 13 0.5 0.2 0.8 03|-03 1 031]-12 0.6
1983 36 2.3 04| - 01 0.2 08 | -0.7 |- 15 0.8 -

1984 19 11 0.3 131 .0 0.0 20| -25|-03

1985 33 17 0.1 1.0 00 |- 07 17 ]1-08} 04

1985 Q4 3.3 20 0.0 0.4 02— 07 0.6 0.2 05

aby ....viann.. -.1982 ‘| - 0.5 0.3 0.4 -0 - 01 ]=-o03 0.0
S 1983 -02}-03 0.4 - 0.8° : 0.8 01 |- 07

1984 2.8 1.2 0.4 1.0° 168.|- 19| .06

1985 2.3 12 04| . or Sl 2 |-2aa 0.0
198504 23 15 0.4 R Y 23 |- 18 01

Canada ........ 1982 | - 44| — 1.2 01| -15]- 09 01 |—04f 31 |~ 33
' 1983 33 20l 01| -21f 0931-01) 16 |-211. 28

1984 5.0 2.3 s 011 - 02 0.3 51 | - 38 0.6

1985 45 32 0.4 0.7 07 0.0 13 |- 19 0.4

198504 4.9 29 03| 09 1.3 | - Ot 07— 26 0.9

" Groupof : - : o o C . ’
‘“Ten countrias® .- 1982 - {6 09 [ 0.3 | -08 . . 1-02|-01]~.07
: = 1983 2.7 20| 02 B X o] 03 (- 06 0.3
1984 48 1.9 0.5 1.7 1722 12

1985 | 27 1.8 0.7 : 100 07 |—-08 |- 08

1985Q45 | - 2.7 19 09| 1.0’ -0t |-086]|-04

1 Figures for 1985 are still preliminaw, those for 1985 04 refer to changes over four quarters Comlponents mav not add
ENP growth owing 10 roun: and statistical discrepancies in the national accounts:: - 2Including public investment.
3Totai fixed }nveslmem GNg weights and_ exchange rates of the previous year. & Sweh Iafgest coun‘lnes onh;

 quarter there came 2 sudden chéck to exports, which fell by almost 2 per cent
‘compared with the third quarter. Whether this is only a temporary setback - or'a
. reﬂecuon of the apprccnatlon of the Deutsche Mark remains to be seen. :

In France and, more partlcularly, Italy economic pohcy makers. were sull
constrained by the need to bring inflation down further, to protect the balance of
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payments and, in ltaly, to regain control over the budget. By the end of the year,

though, it was clear that France had made considerable progress in coping with its
policy constraints, most notably that of inflation. Even so, in both countries output
growth slowed somewhat and was propelled by the domestic rather than the external
sector.

The UK eeonorﬁy. continied its moderate but long-standing recovery last year.
The figures were, however, influenced by the effects of the miners’ strike in 1984,

‘which tended to lower output somewhat in that year but which also made for some

rebound when the strike ended in March 1985. On the other hand, private business
investment has proved to be quite buéyant. The announcement of the gradual
phasing-out of capital allowances has probably had the effect of bringing forward

some planned future investments to take full aclvantage of the ex1stmg system before
it is abolished.

* Amongthe smaller countries, the Netherlands experienced a slight acceleration
of growth last year, led. particulacly by ‘business investment and private
consumption.. Private residential construction and public investment both fell,
however, while the rate of growth of exports declined. In Belgium, where correction

of the budget situation is:the highest priority, the growth of domestic demand

slowed down. However, with export growth slowing down by slightly less than
import growth, the foréign balance provided a small positive contribution to GNP.

Nevertheless, .cugput growth in total dechned from 1'/2 per cent. in 1984 to, less than

1 per cent. last year. . -

The: Swednsh aut.hormes were obhged in May last year to try to curb an
acceleration of domestic demand growth which was resulting in a sharp surge in
imports. Their efforts were concentrated on the consumer sector, for example with

- stricter hire-purchase terms for car sales. Even so, for the year as a whole domestic

dériand grew by some 4V per cent., including a sharp rise in stockbuilding, while
the real foreign balance deteriorated by 2!/2 per cent. of GNP and the external
cugrent account as a whole movecl into dehc:t

A no'vel kind of oil shock. The Wor]d is current]y expenencmg the effects of a
novel kind of oil shock, namely a sharp fall in oil prices. This fall is the more
remarkable in that it has occurred at a time when the dollar itself ‘has also been
dechmng For oil-importing countries other than the United Statés the oil price fall
is-even greater When expressed in terms of ¢their own currencies. '

The effects of this development — assuming that it proves to bé more than’
temporary — will not necessanly be exactly the reverse of those of the two previous
oil price shocks, however. Then, it will be recalled, the price change was carried

. right through to the domestic price level, thus exacerbating inflation and reducing

the real purchasing power of domestic incomes. At the same time, the ml—exportmg '
countrjes tended — at least temporanly — o save much of the rise in their oil
revenues. The overall effect was likenéd by many to an increase in indirect taxation.
In addition, especmlly during the second oil shock, governments in the industrial
oil-importing countries felt that the inflationary consequences of the oil price
increase had to be countered by a non-accommodating stance of macro-economic
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policy. The overall result was, on'both occasions, recession — something which did
not, however, prevent some upsurge in inflation.

This time there will clearly be a tendency towards both a further decline in
inflation and a rise in real incomes. The likely reaction of policy-makers in consumer
countries is, however, hard to judge. Obviously, there is no incentive to try to offset
an inciptent further fall in inflation per se. On the other hand, some governments
might feel that there is here a relatively painless opportunity to take further their
attempts to reduce fiscal imbalances over the medium term. In other words, there
could be an incentive to increase taxes on oil and oil products without any
aggravation of either unemployment or inflation. '

Perhaps more important will be the reaction of the oil exporters. Many of the
major OPEC producers still possess large portfolios of foreign assets accumulated
from the current-account surpluses of the 1970s and early 1980s. But, with the
prospect of moving further in the direction of external deficit as a result of the oil
price fall, it is quite conceivable that many would choose to cut down their imports.
That is, they might choose not to “dissave”. If so, the mndustrial countries would
find some or all of their domestic demand stimulus offset by reduced exports to the
oil producers. The analogy with the initial effects of the two previous sharp oil.price
changes would then not hold. '

In such a case, however, a favourable domestic price effect would sull be likely
to remain for the importing countries. Then, as long as nominal- ob]ect.wes — for
money and/or GNP — were adhered to, some offset to any declme in expotts to oil--
producmg countries would be implied. o :

A similar point applies, for countries other than the United States and Canada,
to the favourable price effects of currency appreciation. For many countries, too,
the combination of declining interest rates, low inflation and buoyant equity
markets should help to support business fixed investment spending.

‘Over the twelve months to the end of 1985 consuinef prices rose on average

' by about 3%+ per cent. in the Group of Ten countries. This represented a further

1mprovement as compared with the previous year. By March of this year consumer
price inflation had f{allen agam to about 2V/s per cent. Thus, on average, inflation is
now lower than at any time since the mid- 1960s. Indeed, in the case of some
countries it is possible, for the time being at least, to speak of the restoration of price
stability. The disinflationary policies pursued since the second oil price shock must

~be given much of the credit for this achievement — especially when it Is recalled
that, before last year, many countries made progress in bringing down mflanon in
. -the face of éxchange rate weakness.

Last year, ‘and’ more eéspecially durmg the “éarly ménths of 1986 external'

 factors also had a favourable effect on price developments in most countries. At the

same time, however, there was a tendency for nominal wage. gains. either to
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Inflation . in the Group of Ten co.ﬁntries, 1961-86.*

2298 : : : .
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0

1961 © 1968 1971 1976 _ 1981 _ 1986
* Average p tage change in o prices over four quartéts. Consumier expenditure weights. and exchange rates
of the preceding year. .
Changes in consumer prices.
~ Changes gver twelve months anding December March
Countries 1980 | 1981 | 1982 | 1983 1984 1985 | 1986' |
) in percentages .
United States ... veef 124 | 89 | 38 | 38 | a0 | 38 23
Japan ... 7.5 43 18 | 18 | 26 18 1
55 6.8 48 |- 28 | 20 18 | o4
T137 139 | 97 ‘9.3 6.7 ar 3.0
131 | 120 5.4 6.3 a6 | 57 | a2z
- 21.2 .18 16.3 127 8.8 8.6 72
M2 f 121 | 93 45 - 38 | 44 41, -
Beigium 7.6 8.1 8.1 72 5.3 40 15
Netherlands . .. : _ 67 | 72 4.3 3.0 .28 17 | 07
I 4.1 9.2 2.6 9.2 82 5.6 43
Switzerdand _.............. 4.4 6.6 55 21 2.9 3.2 0.9
Growpof Tencounwries? ... | 112 | 93. [ 62 | a5 a1 37 23

i . : * Changes from March 1385, 2 Consumer expenditure weights and exchange rates of the proceding year.
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accelerate slrghtly ot, more often, not to reflect the decline in productivity grOWth
observed since 1983, Consequently, unit.Jabour cost performance deteriorated. in
many countries last year, suggesting that the domestic component of inflation was
by no means enurely dotmant.

Commodity prices and import prices. Non oil commochty prices tended to
weaken during most of last year despite the fall in the value of their numeraire, the
dollar. This meant that, in terms of other curréncies, which were strengtheniﬁg; the
fall in commodity prices was quite appreciable. For example, in Deutsche Mark
terms non-oil commodity prices fell by about 20 per cent. from their peak early i in
1985 to March this year.

" Slower growth last year was no doubt one factor behind the’ wea.kness of
prices. But others were probably also at work, including continued high real interest
rates, which both raise the cost of holding stocks of commodities and at the same
time increase incentives for investors to shift away from real to financial assets.
Furthermore, heavﬂy indebted commodlty producing countries may have been led

to engage in some “distress selling” and increased producuon in order to try to

ensure the continued sermcmg of their debts. Also on the supply side, there have

World market commodity prices: Qil and non-oil, 1979-86.
December 1978 = 100,

2289 [FR]
| e Spot price of oil? )

— 350
—— Non-gil commodity price_52 _

. -
USS TN R N

bbb e bra b

1979 1980 1981 ©oo1982 1983 1984 1995 1986

50 -

1 Saudi Arabian light crude in Rotherdam Data for 1986 have been estimated on the basis of netback" sales prices.
2 The “Economist” US doltar-based index.
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been good harvests of several staple crops and new sources of cereal exports have
emerged 1n Asia, a fact which has tended 1o reduce food prices on world markers..

‘The combined result of these underlying commodity pnce develoPments and
the fall in the dollar was to bring some relief from external price pressures to most
countries last year. This was especially true of Europe; where, as the graph shows,
import prices- began decisively to reverse their previous upward trend for the first
time since the second oil shock. In Japan, too, a sharp fall was recorded last year. .

Interestlng]y, the counterpart of these’ developments outside the United States
has not yet been seen clearly in that country itself. As the graph shows, US import
prices -did not begin to rise until the fourth quarter, and then did so only
moderately. Exporters to ‘the United States may have been content to. allow their
export profit margins to fall from the exceptional levels which they reached during
the. period of strong dollar appreciation.

‘Wages and unit labour costs. In the Group of Ten countries as a whole last year
nominal wage increases were little changed Put differently, there was little tendency
for vwage incréases to decelérate further in spite of the high levels of unempioyment

prevailing’ in ‘many .countriés and the tendenéy towards lower “consumer price
inflation already noted.

Import prices, 1981-85.1
Fourth quarter 1980 = 100.

Europe? ] oo .
—— — United States -1 '3

—{ 120
110

100

11981 . 1982 . 1983 - . 1984 1986 - -

;(!Jnié__values. T Comprises Belgium, France, Germany, Maly, the Nethedands, Sweden, Switzerland and the United
ingdom, P AT -
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The nominal wage problem remains particularly intransigent. in parts of
Europe. In the United Kingdom, for example; wage increases seem to have become
tmmune to any labour market influences and remain at a level which is hkely to be
incompatible with a satisfactory price performance in the longer run. In Germany
a reduction in working hours led to an acceleration in average hourly earnings,
though this may well prove to be only a temporary setback Even s0, it has occurred
against a background of high unemployment

In France further progress was made in reducing. wage increases. A “wage
norm” was promulgated by the Government, based not on.the past rate of inflation,

Industrial wage costs! and wholesale prlces

Notminal wages? Productivity? Unit labour wsts” Wholesal.e prices®
Countries Years -
; e percentage chariQES fourth quarter to fourth quarter
United States. ... ... ) 1eez | a7 3.3 o3 Y
1984 3.7 0.8 ¢ 3.0 16
1985 37 - 06 43 _ 1.4
JOPAD et | 1983 34 : g8 | ~-s8 | ~33
T - 1984 |’ 42 83 1 - 38 08
e . .1985 . 38 . 13 25 . = 37
Germany _...... e . 1983 40 - - 76 Co—34 . .08
: 1984 4.8 4.8 - 03 13
1985 55 g 3.2 2.3 =19
CFrance . ......iiiiieens 1983 10.7° 2.9 7.4 104
CoE ' 1984 - 6.4 : " 36 X T 74
1985 6.0 X .33 22
* United Kingdom ....... 1983 . 9.7 26 . A S BN 5.6
1984 : 84 29 _ 5.4 g 6.1
1985 - 84 . : 3.8 . " 45 82
1o L T | 1983 152 47 10 R X |
. L 1984 -10.8 1 61 . A4 Ty
L _ _ 1985 1088 108 . _96° . se
Canad oo mvresernen 1983 4.8 129 - 72 ‘3.6
o . .1984 . 50 , 7.3 =2 L 42
- _ | 1985 44 33 ' o 24
Belgium ...... i 1983 83 6.1 120 Y
- : 1984 85 R SR > SO P R
S N 87° b 33 3.3 Lom 22
Netherlands .......... | oees | 27 .88  f -84 . | . 20
’ ' 1984 2.9 49 - 20 T 39
. 1985 Coowe s | =13 -~ 30 1 o
Sweden ......... o |o1e83 0 m2 e Sea B 1
. . 1984 | 12.3 : 59 | . [-X I 7.8
1985 X 34 1 - 40 39
Switzerland .........-. 1983 3.4 ‘49 -7 o8
. 1984 1.7 2.4 - 07 33
1985 3.2 23 08 0.9
Group of Ten countries® . 1983 . 54 - 59 - 05 : 2.0
1984 49 .. 35 |- s, o} . 27
1985 4.7 0.9 ,33 0.8

1 For the United States and France, nok- agricultural business sector; for other cuuntrles. mtal lnduslrv oF manufacturlng
Z For the United States, alv, Belglum and Sweden, total labour costs; for other countries, wages and salaries or earnings.
2 For Japan, the United Ki aty, Canada, the Netherlands and Switzevland, output pef person: for other countries,
output per- hour, . 4 Calcu ted from nominal war%oes and productivity. 5For the United States, France, the United
Kingdom, the Netherlands and Sweden, preducer prices: for other countries, general index of wholesale prices. & Third
quarter:  7-GDP weights and exchange rates of the preceding year. i E
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but on the. target future rate. At a time of falling inflation this can be seen as ameans
of encouraging - inflation to fall more rapidly, but without obvious adverse’
consequences fot real incomes.

In ltaly, too, the outlook for wage inflation was improved when the electorate
voted in a referendum in June not to restore four index points held back earlier
under the “scala mobile” indexation system. Furthermore, an agreement was reached
on a modified indexation system towards the end of last year. Even so, nominal
wage inflation remains high relative to the requirements of price stability.

It also remains high in Sweden, where strenuous atiempts were made by the
Government early in the year to bring together employers’ and employees’
organisations with the aim of bringing wage settlements down to 5 per cent., and
overall inflation to 3 per cent.

In Belgium the Government’s attempt to impose strict wage restraint at last

appeared to -yield some positive results in 1985 and further measures were
introduced early this year.

If European wage perforrnance is still not wholly satisfactory, more
encouraging signs appear to be coming from across the Atlantic, in part.ncular from
the United States. Wages there increased no faster last year than they had in 1983.
This latter performance has to be seen against the background of a long-standing
recovery ~— a period when inflation has usually tended to accelerate.

There are clear indications of a greater degree of flexibility in wage behaviour

.in the United States than in other countries. There have, for example, been cases in

which outright cuts in wages have been accepted in the interests of safeguarding
employment. Even so, with US productivity declining last year (see the table on
page17), unit labour costs have been rising moderately again. Indeed, as the table
shows, most countries’ productivity performance has been such that, when
combined with nominal wage behaviour, unit labour costs have tended to accelerate.

So far as overall inflation is concerned, of course, the recent drop in oil prices
is likely to mean some further deceleration in the early part of this year.
Nevertheless, the recent behaviour of wages and unit costs — against a background
of high unemployment — is not entirely reassuring for the longer-term outlook.
With labour costs constituting by far the greatest part of total costs, it underlines the

- need for continuing, and in many cases intensified, moderation in nosminal wage .

settlements. For many countries, favourable external price developments provide an
unusually helpful background for initiatives in this area, But the time to take
advantage of these opportunities is now,

Labour markets in the current recovery.

Europe versus North America and Japan. A major feature of labour market
developments in the cutrent recovery hds been the contrast between Europe, on the
one hand, and North America and Japan on the other. As can be seen from the
following table, rapid employment growth in the United . States reduced the rate of
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unemployment to 7.2 per cent. in 1985, the lowest rate for five years. Moreover, the
proportion of the population of working age in employment has reached an all-time
high, which in part reflects the coming-of-age of the “baby boom generation”. In
Europe, by contrast, unemployment continued to increase in 1985 as employment
growth fell short of the rise in the labour force. The proportion of the population
of working age in employment is now some 7 percentage points below that of the
late 1960s and early 1970s. Moreover, a falling participation rate probably reflects
demographic factors as well as a “discouraged worker effect” due to the
unfavourable employmént opportunities. The experience of Japan falls somewhere
between those of Europe and North America. Employment growth has been
positive since 1975, though at a rate which has been low compared with earlier .
trends and with that of North America. Nonetheless, the rate of unemployment,
while still very low by international comparisons, reached a historically high level
(2.9 per cent.) by the end of 1985, before falling again early this year.

Changes in the composition of employment. Another contrast in recent:labour
market trends, cutting across national borders, has been that between industry and
services. Most countries have experienced low or negatwe employment growth in
industry, while the services sector has shown a strong rise. Although the sluggish
trend in industry has also affected the demand for services and tight fiscal policies
have curbed pubhc sector employment, the services sector has continued to expand,
and by 1985 its share of total employment in most countries was almost 6 percentage
points higher than ten years eaclier. Findncial and business services have grown
particularly rapidly and in several countries now account for close to 10 per cent.
of total employment. Most of this expansion can be. a.scrlbed to the growth in

Labour market indicators: United States, Japan and Europe.’

i i - [Employment]  com- T " 1 out
- icipa- | i i put per
compics | Unarmeley | Parics: | relautato | pensation | Resabour | O58stn® lempioyment
and periods . . . |workingage | employes | . employed_ .
in percentages N -average annual percentage change .
United Statos - ' . b ’
1965-73 ....... 4.5 66,5 63.6 63 1.3 ] 12 2.3
1974-79 ...... - 6.8 . '69.9 - |- 683 | 718 =02 . 00 25
1980-85 ....... | 841 728 67.0 85 04 | 0.5 _ 14
1984 ..., 1.5 734 67.9 a7 - 08 24 -
1985 ....... . 7.2 739 68.7 3.7 .03 0.2 21
196573 ....... 1.2 719 ) o 14.7 - 76 .79 1.3
1974-79 ....... 1.9 71.0 - £9.6 28 |- 41 - 29 0.7
1980-85 ....... 2.4 724 706 . 45 .24 | 31 1.0
1984 . ......... 27 72.7 0.7 39 : 16 4.4 0.6
1985 ... ... 2.5 725 706 38 21 38 0.7
OECD Europe _ L ) 1
196573 ....... - 32 | 616 © 853 10,0 - C 4.4 . . 4.2 0.3
1974-79 ....... 54 66.9 . 83.3 12,5 .23 ) 21 03
1980-85 ....... 9.5 66.8 59.6 9.7 0.3 1.5 ~- 02
1984 ..., 10 - 652 “B8G AF | —03 | 21 0.1
1985 ... o112 6.3. | B9 . 87 | - 04 240 0.3
¥ Figures for 1986 are still preliminary,” 2 Compensation per emplovee deflated b\r the GDP deflatar.

Sources: DECD Labour Force Statistics and OECD National Accounts. -



business services, which, in part, reflects a transfer of activities from industrial firms
to. service subsidiaries or independent .enterprises. In. the financial sector, on the
other hand, employment has increased at a slower pace during the last five years as
banks have introduced new labour-saving equipment.

Given the very heterogeneous natute of the services sector, it is dlffieult 1o find
a general characterisation of the job creation process. Moreover, for several reasons
1ts Iacro-economic 1rnphcatlons can only be stated tentatively. In the first place,
mdustry is more sensitive to business cycle fluctuations than services, so that during
a recession the industrial employment share will tend to fall. Secondly, because of
the low capital i intensity of service jobs and the hlgh and rising share of part-time
workers, labour productivity is lower ‘than in industry. Consequently, the
employment shift in favour of services has tended to reduce aggregate productivity
growth and thereby the scope for a non-inflationary rise in real wages. Thirdly, the
extent to which developed countries appear to be going through a process of “de-
industrialisation” is much less pronounced when output trends or shares of value
added are considered. than when employment is used as-an indiearor.

"These cyclical and structural features are evident when recent output and
employment changes are compared. For i instance, only 20 per cent. of the 11 million
‘non-agricultural jobs created in the United States since the end of 1982 aré found in
industry. Moreover, employment in. manufacturing, which has been most exposed
to the appreciation of the dollar, _declmed up to late last year, and by the end of 1985
was still some 8 per cent. below its 1979 peak However, output in US
manufacturing has held up surprisingly well, both in compatison with GDP and in
relation to past trends. In Japan, too, manufacturing output growth has been more
buoyant than the employment figures would suggest. In Germany, by contrast, and
particularly in the United Kingdom, indicators of both output and employment
point to-a weakening of the manufactiring sectors. Adverse cyclical factors were
partly responsible for this outcome. However, seen against the real appreciation of
the US dollar and the related improvement in the international competitiveness of

European firms, the slow growth of manufacturing output and employment suggests
a more fundamental weakness.

Rigidities, real wages and capacity. Most analyses of the recent trends in Jabour
markets have naturally focused on the reasons for the weak performanee in Europe.
In addition to slow growth of real demand and output, three main explanations have
been suggested: inflexible labour and produet markets impeding the adjustment of -
wage structures and employment, rising real labour costs relative to labour
productivity and an accompanying fall in profit shares and profitability; and changes
in the size and composition of the capital stock.

" Labour market rigidities. A precise evaluation of labour market inflexibilities
and their effect on employment growth in Europe is difficult to make, as very few
quantitative measures exist. Moreover, the need for labour market flexibility
depends on the extent to which other markets, espeelally product markets,- are
subject to wide swings in production levels and relative prices. The most frequently
cited sources of rigidity are measures or institutional arrangements which prevent
real wages and wage structures from adjusting to changes in demand and. supply
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Employment characteristics of the services sector: Selected indicators.

-All services
Employment - Real value added per employee
Countries Percentage Percentage of Percentage - Retative to
change total emnployment - changa .1 manulacturing®
1975-79 1980-85 1985 1975-79 1980-83 1983

United States . ..... 35 23 68.8 1.6 0.2 744
Japane ... ... 24 1.7 56.3 23 2.1 69.6
GErMany ........ . 1.4 0.8 : 534 . 37 . 1.8 - 80.5%
Framee . ... . ..., 2.2 1.2 59.3 | - 25 0.7 726
United Kingdom ., . 1.2 R 651 | 20 15 70.1
Noby .............. 2.7 2.8 55.2 1.2 - 08 728
Canada ........... 32 2.4 69.3 . 1.6 - 06 62.1
Belgium .......... ' 2.1 05 e6.1s | 1 08 0.1
Netherlands ....... 2.1 25 6722 | 26° - 1.9 81.4
Sweden ........ . 2.7 14 - 65.3 =T - 04 51.5
Switzerland ., .., 0.7 S0 55.8 '
Group of Ten ) ) . ) )

countries” ....... 27 1.9 636 2.0 0.6 725

Financial and business services T General government
' Employment )
Countries Percontage : Percentageof | Percentage ' Percentage of
change ) total employ ment changs . total employment
1975-79 1980-83 1983 197579 1960-83 - 1983

United States . . ... 6.1 a5 | 87 | 12 04 | . 165
Japan ...l . a2 64, 1.4 0.9 65
Germany ......... 19 2.4 6.4 K (I 15.9
Franee ............ . -288 7.4 12 1.6 19.2
United Kingdom ... 2.4 35 87 - | o8 -o06 224
aby .. .....ooviue. . . 7.28 3.1 2.6 1.7 15.6
‘Canada ........... 8.7 28 a7 1.0 2.3 .
Belgium ....... el |27 1.8 i 7.4 39 i 1.0t “19.59
Nethedands ....... 4.9 - 24 : 9.4 2.3 : 0.9 16.1
Sweden .......... 5.7 32 7.2 a4 2.1 - 323
Swizerand ... ..., 1.0 32 90 | 16 1.3
Groupof Ten . .

cmmtries’ ....... 4.9 4.0 8.3 ’ 1.4 '_ 0.7 16.9

tYalue added {in 1983 prices) per employee in the semces sectof as 8 eroenta e of value added per employee in
manufacturing; for Raly, total industry.  21980-82. 21982, 1990—33 19778 71982 ssrwce
" employment weights, & 1976-82.

Sources: OECD National Accounts, Vol. N, OECD Labour Force Statistics and OECD Employment Cutlook. -

(minimum wages, indexation and high unemployment benefits), raise total fabour
‘costs in relation to earnings (social security contributions, training costs and
redundancy payments) and tend to segment [abour markets and to suppress the
working, of competitive forces. Several countries, however, have taken steps towards
making labour markets more flexible. For instance, wageé indexation has been .
adjusted (Italy, Belgium and France) or abolished (Denmark), temporary work
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arrangements have been facilitated (France and Germany), unemployment benefits
reduced in rélation to average earnings (Denmark and the United Kingdom), social
security contributions lowered either generally or for particular employee groups
(France, Denmark, Belgium and the United Kingdom) and part-time work and early
retirement promoted (the Netherlands, Belgium and Germany). Moreover, measures

have been introduced to reduce the wage-bargaining power of trade unions (the
United Kingdom).

Another development pointing to more flexible Jabour markets has been the
very rapid increase in the number of part-time workers. The increase has been
especially fast in Belgium and the Netherlands, reflecting counter-cyclical measures

favouring a shorter working week but also the influence of demand and supply

developments. In several European. countries (Norway, Sweden and the
Netherlands) part-time workers now account for 25 per cent. or more of the
employed labour force, with above-average proportions being recorded for women
and in the services sector. At the same time, the number of part-time workers has
remained relatively low in Germany and France (despite policy measures) and has

increased only moderately in countries with rapid overall employment growth
(Japan and North America). - -

Real wages and employment. Turning to the relationship between real wages
and' employment, the graph on page 23 suggests that, after the first oil shock,
excessive real wage growth and a subsequent increase in the labour share in income
contributed to the rise in European unemployment. Since then, however, weakening
labour market conditions have been accompanied by real wage moderation and a
remarkable recovery in the gross profit share. Consequently, the persistence of
European unemployment can hardly be ascribed to rigid real wages alone. Weak real
output growth compared with earlier cycles and capaaty constraints to be discussed
below also appear to have played a role. :

- Employment, unemployment and real wages in selected European countries.

196573 1974-79 1980-85' 1924 1985"
Countries

EM U RW|EM U RW[EM U RW|EM VU RW|EM U RW
" Germany ...... 00 12 4606 41 2603 75 10|01 81 15|07 93 09
France......... 08 13 43|04 44 38|05 87 12|10 93 07 |04 102 02
UnitedKingdom. | 0.0 23 32 [02 44 1208 106 18|15 124 09|08 129 19
ey oeeronens 02 57 57|10 66 20|04 93 1104 104 1005 106 08
Belgium ....... 07 24 48|00 63 37 |07 123 15)00 141 10|03 133 041
Denmark....... 11 13 23}04 53 16[03 90 0O |24 98 -06)|24. 91 03
'Nethertands ... | 05 1.7 51 f05 49 25|09 137 -0.7 }05 172 20 [ 0.8 158 0.8
Spain ......... 09 18 58|12 68 35119 174 12|39 212 -09 |04 2105 -03
Sweden ....... 06 20 23|12 20 21|04 28-07]07 31 05|10 28-03
'Swizerland .... | 0.8 00 37113 04 2003 06 17|02 12 13][09 1.0 23
EEC....e...... 02 22 4402 46 25 ’-0.3 92 12|03 108 10|04 12 08

Note: EM=total employment, aver:%e annual rate of chenge; U= percentage unamployment rate, national definitions;
RW = compensation per employee deflated by the GDP deflator, average annual rate of change.
1 Preliminary. 2 1970-73. ’

Sources; OECD National Accoums, OECD Labour Force Statistics and EEC European Economy.
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Real wage moderation in Europe has generally taken place in conditions of
decelerating nominal wage and price increases, but the degree of moderation has .
varied widely from one country to another. As can be seen from the table on page
22, the Netherlands and Sweden have experienced the sharpest real wage decline
among the European countries over the period since 1980, and in Denmark real
wages have stagnated. In Germany the adjusted labour share in income is now lower
than in the early 1960s; the same applies 10 France, though in this case evenlower
rates were recorded in the early 1970s. By contrast, in the Unired Kingdom the rate
of increase in real and nominal wages has, as mentioned earlier, been largely
insensitive to the record level of unemployment. In Italy, o, nominal wage
increases have remained relatively high and until recently real wage growth exceeded
that of productivity. In Japan current real wage increases are well below earlier
levels, but, unlike in Europe, the labour share in income has remained high. Finally,
in the United States real wiges adjusted flexibly o the two oil price shocks, and the
recent improvement in labour market conditions does not appear to have initiated a
reversal of earlier nominal and real wage concessions.

" Capacity and unemployment. Despite the shift in aggregate demand and
employment towards less capital-intensive sectors, there is growing concern —

QOECD Eu_rope: Unemployrment and the labour share of income, 1965-85,

. milong
- - 170
2338 ' ul
A all

Labour force

— -1 160

—= Unemployment : -
e

Employment

%
B4 - —

) Labour share of income*. %
82 {left-hand scale) 12
_50 —~ g

Unemployment as a percentage of the
labour force {right-hand scale)
48 - . . — 4
N T T O T N T A AN O T O
1965 1970 1976 1980 ' 1985
* “.‘,' ted for changes in the ber of employses in re!atir;'n to total emp!ofment. ’

Sources: OECD Labour Force Statistics and OECD National Accounts.
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especially in Europe — that lack of productive capacity has reduced the scope for
a sustainable reduction in unemployment. As can be seen from the table below the
share. of gross fixed investment in GDP has tended to decline and an' even sharper
fall can be observed for net investment. The nature and causes of the rising share of
reinvestment ‘(i.e. the difference between gross and net investment) are not well
understood. To some extent it may be due to changes in the statistical procedures
used in calculating depreciation. In the United States there appears to have been a
shift in the composition of investment in favour of machinery and equipment, which

tends to reduce the average age of the capital stock and to raise the share of
depreciation and reinvestment. In Europe rationalisation investments are often cited
as a cause; as firms attempt 10 reduce Jabour costs by adopting more capital-

" intensive methods of production. The indicators for profitability may be interpreted

as supporting this view. In conditions of rising capital/labour ratios the return on
investment and the productivity of additions.to the capital stock can be expected to
decline or rise less quickly. Whatever the causes:of the low growth of the capital
stock, the figures on capacity utilisation shown in the last column of the table-give
cause for concern: despite the relatively slow pace of the recovery in Europe, there

is a risk that capacity limits will be reached long before labour market slack has been
absorbed,

At the same time, developments in -other indicators and the experience of
certain countries militate against taking too pessimistic a view of the capacity
problem. In the first place, when inefficient firms are being closed down and labour
is combined with more capital the average rate of labour productivity growth could
be expected to rise. Because of cyclical influences and the shift towards services and
more part-time work, productivity changes must be interpreted cautiously. It is
nonetheless striking that except in the United Kingdom productivity growth in

-Indicators of capaéity.

Fined invest t as a perd

ge of GOP ) - Flateso{capaclty
- - - ‘Ratss of return ’ uilis
Coumries Gross investment Met investment ir:r:.“ pael:cu;:?a‘;;gigf fon.;rstgsq:sa;te r
: ) percentage of
1960 1973 1984 | 1960 1973 1984 [1965-69 1975 1985% | 1973-75 peak
United States . . ., . 1729 191 180 | 71 g5 501|236 154 176 9.7
Japan ........... 206 364 280 | 186 228 140 | 367 185 240 | 919 -
Germany ........ 243. 239 202 1165 138 7.6 f 183 137 160 | 975
France ........... 201 238 189 | 101 142 68 | 163 131 130 95.0
United Kingdom .. | 16.4 2060 173 | 80 101 63 [ m3 55 7.8 95.6
Mely.............] 226 208 179 | 144 124 78| 178 1.8 158 93.7
Camadsa ...,...... 218 224 181 | 97 17 62 | 145 131 10.2 88.4
Belgivr ......... 192 214 164 92 122 85 } 179 85 155 54,1
Netherands ...... 241 231 184 | 154 148 79 | 16t 87 93 97.7
Sweden .. ... |22y 28 182 | 124 122 66 | 114 9.7 9.4 99.1%
Switzerland ...... 248 294 233 | 142 177 132 . ; . 95.7
EEC....... e 21‘8 230 187 [ 133 133 72 | 108 73 66°| 95V

* Gross operating s ‘:Plus as a petcemage of gross capital stock. For the Netherlands and the EEC the fi gur&s refer to the
enterprise sector excluding housing. I Preliminary. 1070, 4 196073, = 1984, ¢ Series starts onl\r m 1980
? Belgium, France, Garmanry, Waly, the Netheriands and the United Kingdom. :

Sources: OECD Economic Outlook, OECD National Accounts, EEC Annual Econofmic Review and national data.
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Europe has tended to decline and in the current upturn has attained only half the
rate observed in previous cycles. Secondly, high real interest rates combined with
real and nominal wage moderation have changed relative factor prices in favour of
labour. This encourages more labour-intensive methods of production and some
“stretching” of existing capacities. Finally, the experience of one industrial country
(Denmark) suggests that under the right conditions employment can expand rapidly
despite earlier fears of capacity shortages. Induced by a sharp fall in interest rates,
a marked decline in real and nominal wage increases and improved confidence in the
business sector, gross fixed investment expanded by almost 40 per cent. between
1981 and 1985, thereby raising the share of fixed investment in GDP from an all-
time low of 152 per cent. to 19Y2 per cent. Although the level of fixed investment
is stll below that of 1979, the proportion -of industrial firms.reporting capacity
constraints was only 8 per cent. by the end of last year. Moreover, helped by the
" more moderate wage behaviour, total employment increased- by more than 2 per
cent. in both 1984 and 1985, entirely as a result of growth in the private sector.

Summary The general slowdown in wage inflation and the shift in . the
distribution of factor income in favour of profits in Europe are hopeful signs for
employment. The latter development is particularly encouraging, as in several
countries it runs counter to earlier pattems of pro- cycl:cal behaviour of profit
shares. Nevertheless; several questions remain open in any- assessment of- future
labour market prospects. In the first place, it is uncertain whether the slowdown in
wage inflation' reflects’ a change in underlying behaviour or will be reversed once
employment starts to grow again. Secondly, while the improvement in profit shares
has removed one serious obstacle to faster employment growth, it remains to be seen
whether existing capacities in Europe can support a major increase in employment.
Thirdly, the current trend rates of output and productivity growth cannot be
_ premsely evaluated, which also implies that the scope for non-inflationary increases
in real wages is uncertain. It seems, however, that these trend growth rates are lower
than in the past. Moreover, if the labour intensity of production rises in response
to recent changes in relative factor prices, the growth of labour productmty can be
expected to fall further.

Fiscal policy and fiscal issues.

Probably one of the most significant features of fiscal policy in the past year
was the major change in official attitudes in the United States towards the budget
deficit. Early in the year it was becoming clear that, without major changes in the
instruments of fiscal policy, continuing large Federal deficits were in prospect, at
least until the end of the decade.

A new proposal was therefore put forward for reforming the entire budget-"
making process. An important point about this new procedure — the Gramm-
Rudman-Hollings plan — was that it set statutory deficit ceilings year by year up
to fiscal 1991, by which time the deficit would be eliminated. Of equal importance
was the fact that these ceilings were to be backed up by automatic procedures for
cutting certain categosies of expenditure, including defence, if projections by the
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Office of Management and Budget and the Congressional Budget Office pointed 1o
an above-target deficit In the coming year. Only in the event of a recession or of war
could this procedure be overridden.

Despite some doubts about the constitutionality of parts of what became the
Gramm-Rudman-Hollings Act, the President’s latest budget proposals for fiscal
1987 adhere strictly to its mandatory deficit ceilings. However, in eschewing any tax
increases, reducing defence expenditure only slightly and thus concentrating
expenditure cuts on 2 relatlvel)r small area of public spending, the President’s latest
budget proposals are meeting resistance in Congress.

Outside the United States the pursuit of more balance in the public finances
has, of course, been under way for some time, especially in the two larger
economies, Japan and Germany. Nevertheless, in October of last year — following
the Group of Five meeting the previous month — and again eatly this year a
temporary increase in public spending was sanctioned in Japan to give a short-term
boost to spending on public works and to encourage private housebuilding. Even so,
as the table shows, the general government deficit in ]apan 1s estimated to have fallen
again last year to about 14 per cent. of GNP. And in the draft budget for 1986-87
published in December a further declme is implied for this year.

In Germany, t0o, further progress has been made in cutting back the budget
deficit. The medium-term aim of policy is to reduce the Federal deficit a little further
to 1 per cent. of GNP by 1989. In the meantime, despite continuing expenditure
restraint, the tax cut introduced early this year implies no further reduction in the
Federal deficit in 1986.

In France and the United Kingdom a secular reduction in the general
government sector’s borrowing is less apparent. In France the new Government has
announced a set of measures including cuts in public expenditure, tax reductions for

General governrﬁent bﬁdget balances.’

1973 1980~81 ] 1982-83 L 1984 | 19852
Countries -
as a pereentage of nominal GNP

0.6 - 10 - 38 ~ 28 - 38

0.7 - 44 - 37 - 22 -13

1.2 - 33 -~ 29 - 19 - =1

09 . - 08 - 29 ~ 28 - 25

-~ 26 - 31 - 30 -39 - 38

- 70 -10.0 125 135 -137.

1.0 -21 - 56 ~ 6.4 - 83

Belgitm . ........\erus.s -~ 65 -14.0 -149 -12.6 -13.0
Denmark....... U 52 — 5.2 . - 83 - 43 - 10
Nethelands ............. 18 . — 48 - 85 - 60 - 58
Swedet ................ { 41 . - a3 ~ B§ - 23 - 25
Switzerland ............. ~ 11 - 01 - 05 - 03 - 1.1

1 Ingluding the social security sector but excluding capital transactions of a finsncial nature.  ?Preliminary.

Sources: DECD Economic Oulook and national data.
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companies and subsidies to companies taking unemployed young. peop]e nto
employment. The net effect of the measures is estimated to be a small cut in the
budget deficit as compared with the plans of the previous administration. .

In the United ngdom the picture is complicated by the unwmdmg of the
effects of the miners’ strike, which inflated the borrowing figures for 1984, and by
large sales of public sector assets. Asset sales are not included in the financial deficit
of the general government sector (which is shown in the table). They are, however,
counted as deductions from expenditure for the purposes of calculating the public
sector borrowing requirement, which is the target of UK fiscal policy, and for which
a flgure of 2 per cent. of GNP was set for 1985-86. For the current year a decline
in expected oil revenues served to rule out much of the reduction in direct taxation

‘originally planned, as the PSBR target was reduced to 13/ per cent. of GNP in line

with the medium-term orientation of policy.

Elsewhere, the aim in almost alt countries was stilt to bring down budget
deficits, The degree of success varied, however. For example,, in Italy the original
budget targets were overrun, despite some emergency measures following the
devaluation of the lira in mid-year. The Canadian authorities also found budgetary
control a problem, in part because of the continuing rapid growth in debt servicing
costs. But, for both of these countries, exchange rate difficulties added an extra
dimension of urgency to the task of budgetary retrehchment.

The growth of public debt. One of the most'noteworth’y fiscal dévelopments
over the past decade Or so has been the virtually universal rise in the stock of public
debt outstanding, even when’ e:{pressed as a proportion of GNP. As the following
table shows, this trend continued in 1985. -

General government debt and interest paymeﬁts.

i Gross debt ' " Gross interest payments
Countries | 1973 1| 1983 | 1984 | 1985 | 1973 | 1983 | 1984 | 1985
" e 5 percentaga of GNP | go;s‘;ngg;;e;;;emm'
United States ...... . ase | 450 458 |- 483 ‘72 2.2 3.8 T} 138 -
JAPAD il 174 682 | 693 69.4 a1 13.2 14.2 14.9
GOIMEnyY . ....er..1is 182 | a0 408 40.6 28 | 64 [.. 85 6.7
France........... .| 284 | 208 | 318 | 340 | 24 | 82 55 5.5
Unitsd Kingdom ...... 69.3 539°] 558 | 565 | o6 108 | 108 1.4
aly ...\ .ioveeeniio. | 806 842 | @14 99.4 6.9 163 | 12 | 1.7
Conads .......v.o... 467 | 587 63.4 692 | 112 | 180 17.1- -] 181
Belgium ...vvveenn..s 635 | W76 | M57-} 4217-| 80 | 160 73| 188
Denmark .. .ooonennn.. 7.9 827 67.6 | 686 a1 | 134 | 182 | 170
Metherlands .. ...... .. 432 | 623 [ e9 | 703 | 63 9.6 w04 | Mo
Sweden ............. 30.1 66.0 624 | 714 43 | ns 125 13.4
Switzerland .......... 364 33 | 395 .| 58 53 5.0 a7

Sources: OECD Economic Outlook and national data.



Rising public sector debt ratios are viewed with concern for several reasons. In
particular they place additional strains on the budget in the form of rising debt
servicing costs at a time when most countries are attempting to reduce the overall
total of public expenditure in relation to the size of the economy. In addition, high
public debt ratios are likely to reduce the room for manoeuvre in fiscal policy.

The proximate cause of the public debt problem lies, of course, in the fact that
countries have tended to run large budget deficits since the mid-1970s. What began
as a partly cyclical responsé to the recession which' followed the first oil shock
turned into a secular deterioration in the publlc finances as most countries failed to
experienice a full recovery from the recession and high unemployment became a
heavy drain on the public purse.

- The second oil shock brought with it further recessionary forces. This time,
however, there was less willingness to allow additional automatic budgetary
responses to come into play. There was also, though, less willingness to
accommodate the inflationary effects of the second oil price tise per se. Partiy for
this reason, and partly because of the emerging change in the policy mix in the
United States, interest rates rose to high levels in real terms in the early 1980s. Given
that outstandmg public debe had already begun to grow, this imphecl a fairly sharp

- increase in debt servicing outlays.

- With public debt ratios still rising in spite of strong efforts in many countries
to reduce pubhc clehcus, there has been an increasing feeling of “fiscal policy
pessimism” in much of the industrial world. That is, there seems pow to be'a w1dely_
felt reluctance for any single country to employ fiscal policy for macro-economic
demand management. '

In this respect, a reduction in interest rates would, however, appear helpful.
It would tend to redice debt servicing costs which add to the numerator of the debt/
income ratio, while simultaneously encouraging the denominator — GNP — to rise,

However, there is some doubt whether continuing recovery outside the United
States would be sufficiently supported by this means alone, especially in the face of
ongoing fiscal correction. The old question therefore recurs as to what scope there
might be for temporary fiscal measures aimed at taking up some slack and putting
the rest of the world econoniy onto a higher, but sustainable, medium-term growth’
path.

Fiscal policy effectiveness. The academic debate about the demand management
role of fiscal policy has been intense in recent years. At the same time, in the world
of policy-making itself, such a role has, by and large, been shunned (the United

. States being a notable but perhaps unintended exception). The reasons for this have

been various. In addition to the problem of public debt just discussed, short-term
manipulation of the budget has been viewed as bemg counter-productive so far as
the control of public spending and of inflation is concerned. In addition, longer-
term considerations involving the need to reduce the size of thé public sector, and
with it the overall burden of taxation, have tended to take precedence in policy-
makers’ lists of priorities.
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Nevertheless, the United States has for some time been urging both Germany
and Japan to use budgetary policy to accelerate domestic growth. This, it has been
argued, is likely to be needed to keep the recovery going (or, in some countries,
speed it up) as US demand growth — espectally that part which is diverted abroad
— slows down. Simultaneously, it is asserted, fiscal stimulus outside the United
States will assist in a more orderly unwinding of the large balance-of-payments
disequilibria which have been allowed to build up. in recent years.

On the face of it, it might seem that the experience of the United States since
1982 is fairly powerful evidence that fiscal policy remains effective in. these
traditional terms. Output.has risen sharply and inflation has remained remarkably
fow in the circumstances. Those circumstances, however, have included not only
weak commodity pr:ces but also a sharp rise in the exchange rate — something
whlch other countries could hardly count on.

It is no doubt true that the mix of policies pursued in the United States ralsed
the interest rate incentive for financial investment in that country. Expectations of
improved long-run profitability may also have been induced. But it is also true that
external current-account deficits cannot be ignored indefinitely — and in the past
have usually not been ignored: — by international ‘investors, The cumulative
deterioration in net interest flows, as well as the trade deficit itself, have always to
be cotrected sooner or later, and the obvious instrument 1is usually a decline rather
than an appreciation of the exchange rate. -

In other respects, too, the example of the United States does.not necessarily
imply that fiscal policy still has strong short-term effects on demand and output
everywhere, The dominant strategy pursued in recent years in Burope has started
from the proposition that underlying structural problems have to be put nght before
sustainable medium-term growth can occur. Firm control over inflation has been
one priority in this context. The reduction of public expenditure with a view to
lowering tax burdens has been seen as another prerequisite of a healthy recovery. -
The table on page 30 shows that in some, but by no means all, countries, the rise
i public expenditure a5 a proportion of GNP has been checked. Even so, nowhere |
has this share returned to the levels prevailing as late as 1973. In many cases the
burden of taxation is thought to have become 'so high as to”inhibit the supply
responsiveness of ‘the economy but tax'cuts on their own would only incréase

“deficits. This situation is also exacerbated by various other structural rigidities, of

which those in labour markets have already ‘been discussed. Finally, with
profitability having declined to very low levels in the late 1970s and early 1980s,.
there has been a clear need for.a major reversal of this trend, particularly given the

recent inadequate growth of capacity (see pages 23-25).

Hence, the argument cuns, if a demand stimulus is to be effective, new
capacity will have to be provided first. Otherwise fiscal stimulus may only be

“inflationary, In any case, in the period immediately ahead the recent fall in il prices

and the apprec1anon of exchange rates should be factors boosnng aggregate demand. -

Pokcy co-ordination. For countries other than the United States, external‘
constraints would probably play a much greater and earlier role than they'did there;



e inm

General government expenditure.

‘ 1962 | 1973 | 1982 1983 1984 1985
Countries
as a percentage of neminal GNP :

United States ................ 28.1 303 35.1 35.0. 33.9 35.1
JADIIY oot 18.21 21.0 318 123 35 309
GOIMBNY v virrnenns ol 33s 40.0 478 46.6 36.1 454
FRONCE . oo rnnreennnns, 34.0 35.6 47.9 a9y | 497 | 433
United Kingdom ............. 33.0 373 44,3 441 45.0 44,2
Maly....... [P 0.5 36.9 53.2 55.4 558 | 564
Canada ....... SUUSURR o X 345 450 454 46,2 46.1- .
Belgitm ... ....oo..nes S 303 M9 59.5 . 5.3 58.6 58.5
Denmark. . ... .. s 293" - o | 590 . 595 58.8 57.6
Netheronds .. . ... s 333 45.6 58.4 887 | &85 | &574
SWeden . vousriinianinns 311 438 6.6 64.9 63.3 63.3
Switzerland .. ........ae. e 21.0° 29.72 33.4 33.7 338 33.5

Y1965, ?Estimated.
Sources: OECD Economic Qutlook and national data.

especially for any one country attempting to act on its own. Unhilateral fiscal
reflation would seem likely to founder fairly quickly on the rock of an exchange rate
crisis. Proponents of expansion point out that, if many countries were acting
together, and if the United States were also playing its part by curbing its budget
deficit, then the risk of external difficulties would be much reduced. At the moment,
however, countries feel either that their strategy is already paying off or that more
remains to be done to correct fundamental conditions in their economies. Hence,

agreement on co-ordinated. fiscal expansion 0ut.s1de the United States would seem
very unlikely.

The f:scal./monetary polncy mix.

"The growing pohcy lmbalance both within the United States itself and between :
that country and the rest of the world has been a matter of great concern for some
years, Internationally, the interest rate consequences of this policy differentiation
would seem to have been one important cause of the dollar’s prolonged rise.
Together with the cyclical disparity between the United States and other countries,
this rise in the dollar also helped to account for much of the increase in external
imbalance among industrial countries recorded in recent years.

1985: a turning point? Against this background, 1985 may prove to have been
a significant year. In particular, there would seem to have been a growing
recogmnon, on the part of both policy-makers and economic agents, that decisive
action was required. In the United States monetary policy became more
accommodating and efforts to tackle the medium-term budgetary situation were
pursued more intensively. The background to this sitvation has béen building up for
some time. On the US side it began, in 1981, with the introduction of new
budgetary policies aimed at reducing taxes and thus, it was hoped, sumulating the
supply. side of the economy. Contrary to original intentions, however, large US
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public sector deficits emerged and, more importantly, their structural, as opposed to
their cyclical, component grew and interest rates rose to very high levels in real
terms.

Thus, as the financial community had feared, the US policy mix turned out in
the end to be a combination of loose fiscal policy and relatively tight monetary
policy. True, there were nonetheless still supply-side features, including especially
the effective incentives given to investment spending.

Even so, US policy stood in sharp contrast to that generally adopted in the rest
of the world. Here, as already described, the dominant strategy was also intended
to have similar — if léss spectacular — supply-side effects. The difference lay in the
order in which measures were to be taken. Cuts in the tax burden had, as it were,
to be paid for in advance by public expenditure reductions and lower budget
deficits. The latter were also intended to keep interest rates low and boost recovery
from the investment side. Major reductions in the budget deficit in Japan were also
thought to be necessary to prevent the public debt from tising too steeply.

The result was that, on the fiscal side, policy in the United States moved in
precisely the opposite direction from that in the two other largest economies,

On the monetary policy side the differences were less pronounced. Bue, partly
because of the real interest rate differentials which accompanied the US policy mix
(see the graph overleaf), the dollar strengthened more or less continuously for four
years. Even more remarkable was the fact that this appreciation was, to a large
extent, recorded in real as well as nominal terms. The counterpart was, of course,
exchange rate weakness elsewhere with its corresponding inflationary potential,
which was, however, generally well contained.

With the reduction of inflation being given a very high policy priority, policy-
makers outside the United States found themselves in an awkward position. To aim
at low interest rates in order to support investment might weaken the exchange rate
further and be inflationary. “To try to counter exchange rate weakness more
forcefully might require damagingly high real interest rates. In the event, something
of a middle course was adopted, especially in Europe. Interest rates were probably
higher than might otherwise have been desirable. On the other hand, increased
competltweness vis-a:vis the United States, together with the sharp uptun in
demand in that country, served to give a stimulus to other countries’ exports. This
also, incidentally, helped fiscal consolidation to be pursued without visible detriment
to short-term growth performance.

In 1985 the actual structural fiscal imbalance between the three. major countries
increased further, Nevertheless, after reaching a peak in February, the dollar fell
almost continuously thereafter. Thus, although on the surface the international

_policy mix situation did not seem to change in a major way, the perception no doubt

grew thar the authorities were increasingly dissatisfied with the course of events —
most notably with the build-up of large current-account 1mbalances.

One . early manifestation- of official concern was the response of some
authorities to the sharp surge in the dollar early in the year. This took the form of
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co-ordinateéd intervention in the exchange markets, though without any clear SIgnal .
that pohcy mixes were going to be altered significantly.

Nevertbeless, the dollar began to fall. Later, with M, growth- seriously
overshooting its target range in the United States, and with no significant response
from the authorities (see Chapter VI), it became clear that US monetary policy was
being eased somewhat. A little later still, in March, the discount rate was cut.
Behind this relaxation lay several elements of concern. Firstly, the economy was
slowing down. Secondly, an important reason for this slowdown was the leakage of
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démand through the deteriorating foreign balance. Thirdly, with the tradable goods
sectors of the economy hard hit by the rise of the dollar, protectionist sentiment in
the country was growing very strongly. Even in the context of a continuing large
budget deficit, the authorities thus felt obliged to mount some mild attack on the US
policy imbalance from the monétary side. The extent of this accommodatory shift
should not, however, be exaggerated, accompanied as it was by some increase in the
Federal funds rate after June. The aim was both. to support demand and to help
bring down the dollar in an orderly fashion as a means of heading off protectionist
sentiment.

It was clear, however, that this action was unlikely to be adequate to the task
on its own. Hence, there followed in September the significant meeting in New
York of the Finance Ministers and central bank Governors of the five fargest
industrial economies. This meeting was probably most important in terms of the
changes it revealed in attitudes towards the performance of the floating exchange rate
system. So far as the fiscal/monetary policy mix is concerned, the outcome was less
clear. The United States certainly committed itself to a marked reduction in the
Federal budget deficit — something which the financial markets began to take more
seriously as Congress began its discussion of the Gramm-Rudman-Hollings budget
plan. The Japanese also spoke of efforts to stimulate domestic demand via measures
to “enlarge consumer and mortgage credit markets” and later even introduced a
modest, temporary, relaxation of fiscal stance. The European countries present felt
their best course was to press ahead with the reduction of structural rigidities in their
economies.

On the face of it, this result of the Group of Five meeting did not seem to go
very far in resolving the international policy imbalance. Nevertheless, followed up
as it was by further exchange market intervention and a growing belief that the US
fiscal problem would be dealt with after all, the dollar continued to decline.

After an initial sharp appreciation of the yen, the Japanese authorities felt it
necessary to aid its further rise with a temporary increase in short-term interest rates
towards the end of the year. Fearing the threat of protectionism abroad, but fearing
also to ease the stance of fiscal policy more than tcmporanly, the Japanese
authorities could only implement their strong desire to raise the yen’s value in this
manner -— at least in the short run. Fortunately, it was not long before interest rates
could be reduced again, thus avoiding the risk of a deflationary effect on domestic
demand.

Similarly, on the US side, any marked easing of monetary policy might have
risked re-igniting inflationary expectations and destabilising the foreign exchange
markets. In the event, however, the dollar continued its decline unaided by the
implementation of any major policy change. Indeed, by late February there was
some concern that an overshooting by the dollar in the opposite dlrectmn was
becoming a danger.

For the rest of the industrial world appreciating currencies will tend over time
to weaken demand via declining real external balances, though, correspondingly, the
scope for lower interest rates has apparently already increased, as witnessed by the
co-ordinated reductions in official rates earlier this year.
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It would seem important, however, that these moves now be validated by
turning expectations of a solution of the US fiscal problem into hard fact. For
without such a solution there is a risk of insufficient progress being made rowards
a reduction of the present international imbalance. Put differently, the risks of a
disorderly, and possibly deflationary, resolution of the situation would be
heightened by any failure to bring down the US budget deficit.



HI. INTERNATIONAL TRADE AND PAYMENTS.

Highlights
' Developments in international trade and payments last year compare
unfavourably with those in 1984. World trade growth slowed down considerably,

the current-account imbalances in the developed world increased further and the
improvement in the developing countries’ current-account position came to a halt.

After having rebounded strongly in 1984, the growth in the volume of world
“trade slackened to about 3 per cent. last year. The expansion was concentrated on
the developed countries, while the volume of trade of the developing countries
ceased to grow. This uneven and rather unusual trade pastern_must be ascribed
ma:nly to the emergence of supply and demand conditions in the oil and non-oil
primary. commodity markets which worked to the disadvantage of the developing
countries. In particular, prices of non-oil primary commodities declined on a scale
which had previously been experienced only in times of widespread economic
recession, so that many developing countries suffered sizable terms-of-trade losses.

The process of adjustment of major external payments imbalances did not
continue in 1985. Among the developed couritries, there were substantial increases
in the current-account surpluses of Japan and Germany and a furcher rise in the US
current-account deficit. :

In many developing countries no further progress was made in external
adjustment and the current-account deficit for the group as a whole widened slightly
in 1985. This has, moreover; to be seen in the light of a renewed tightening of
policies of import restraint and a concomitant slowdown in the growth of domestic
output in many countries, without which the deterioration in, the aggregate current -

account would certainly have. been larger. However, some countries, on the basis of
domestic stabilisation programmes, succeeded in reducing internal and external
imbalances despite the generally unfavourable international economic environment.

International capital movements in 1985 were dominated by two features.
Firstly, the United States continued to attract huge amounts of non-resident capital;
a large part of which was, as in the previous year, provided by Japanese investors.
Secondly, cross-border securiiies transactions replaced internationat bank lending as
the pnnc1pal vehicle for international capital flows (see Chapter V).

The aggregate financing requ:.rements of the developing countries deerea.sad
substantially last year as the modest rise in the current-account deficit was more than
offset by a decline in capital outflows. New lending by official creditors was reduced
significahtly and, while bank lending increased slightly in comparison with the
previous year, there were no signs of 2 resumption of spontaneous pnvate sector
lending to problem debtor countries.
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The outlook for the world pattern of current-account payments balances has
been affected by two major developments since late 1985. On the one hand, the
depreciation of the dollar against other major currencies should in due course help:
to reduce existing imbalances in the developed world. The effects of the dollar’s
depreciation will, however, take time to make themselves felt and -should be
reinforced by measures aimed at attaining a better balance between domestic savings
and investment in the principal surplus and deficit countries. On the other hand, the
very large fall in oil prices is already aggravating imbalances between oil-exporting
and oil-importing countries and will, in the short run, further augment the Japanese
and German surpluses substantially. However, lower oil prices should also facilitate
interest rate reductions and higher demand growth in the developed world, with a
Ionger—term beneficial effect on the developmg countries” external positions.

World trade.

The growth in the volume of world trade slowed down to 3 per cent. last year,
compared with almost 9 per cent. in 1984. Owing to a rapid fall in commodity
prices, the average dollar prices of traded goods declined by almost 2 per cent., so
that the current dolfar value of world trade remained close to its 1984 level of just
below $2, 000 billion.

While the slowdown in world trade growth in 1985 was to some extent a
normal response to the moderation of world economic activity, it was unusually
pronounced in the light of the rather mild deceleration in world output growth from

- 412 per cent. in 1984 to 3 per cent. last year. The trade of the developing world

virtually stopped expanding in 1985, while trade among the developed countries
themselves continued to rise but at a slower pace than in the previous year.

Indeed, as can be seen from the following graph, the increase in world trade

~in real terms in 1985 can be ascribed entnrely to the growth of trade volumes in the

developed countries. Their total real imports rose by about 5 per cent. and, in -
contrast to 1984, the rate of import growth in North America and Europe was fairly
similar. However, real imports into Japan, which had risen . steeply in 1984,
stagnated in 1985. Real exports of the developed countries also continued to expand |

"~ last year, by about 4 per cent. on average, but this was predominantly accounted for

by a 5 per cent. growth in exports from Europe and Japan, whereas in North .
America the rate of growth slackened from 12 per cent. in 1984 to about 2\2 per -

cent. in 1985, .

The trade performance of the developmg countries detenorated last year, both
in volume and, owing to the weakness of primary commodlt)r prices, even more in
value terms. In volume terms the developing countries’ total exports décreased in
1985 by 1 per cent., compared with a rise of 61/2 per cent. in the previous year. The
weakness of demand for oil meant that the decline in export volume, of 7\2 per
cent., was particularly large in the oil-exporting countries in the Middle East. In
addition, real exports from Latin America declined by 1 per cent. in 1985, after a
71/2 per cent. increase the year before. Total exports of Asian countries continued to
grow, but by only 214 per cent., as against 14 per cent. in 1984,
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'On the imports side, the volurne change was much less pronounced between
1984 and 1985, from a very small increasé to a decrease of 1 per cent. A number of
developmg countries again cut back real imports in 1985. In particular, imports of
oil-exporting countries in the Middle East fell by 1512 per cent. in volume last year.
In Latin America the decline was only 112 per cent., while in' Asian developmg
countries total imports went up by 6/2 per cent., or at about the same rate as in
1984. Most of the Asian countries’ real nnport growth last year, however, was
“accounted for by China, while elsewhere 1 meort growth-was much slower than
before.




. On top of the unfavourable volume developments, the average dollar prices of
primary commodities declined significantly in 1985 — a development which
contrasted sharply with the 1 per cent. increase in the dollar prices of internationalty
traded manufactured goods. Last year’s decline of 12 per cent. in non-oil
commodity prices was on a scale previously seen only in conditions of worldwide
recession. The average level of oil prices declined more moderately, 412 per cent.,
but throughout the year the international oil market was in a state of precarious
balance. With world oil consumption decreasing by 'z mb/d, inventories being
drawn down slightly and non-OPEC producers expanding their output by
1 mb/d, the maintenance of stability in the oil market rested solely on production
cuts by Saudi Arabia. Acting as the OPEC countries’ swing producer, Saudi Arabia
had lowered its output to Jess than 212 mb/d by August 1985, only one-quarter of
its annual average output in 1980-81. In September, however, Saudi Arabia
abandoned this role and adopted the more market-related pricing policies of other
oil-producing ¢ountries. Total OPEC production rose in the final quarter of 1985 by
almost 3 mb/d and, while the seasonal increase in demand helped to sustain oil prices
until the end of the year, the mnpact of excess supply and the scrambling for oil
market shares led to a'crash in oil prices in 1986.

The unfavourable developments in the volume and value of developing
countries’ exports in 1985 may be attributed to three main factors. As regards
volume, there was, first and foremost, the fact that these countries’ exports to the
major developed countries, which account for two-thirds of their total exports, are
strongly concentrated on the United States and Japan. This proved particularly
disadvantageous in 1985, when the growth in the volume of US imports fell sharply,
from 25172 to 4 per cent., while in Japan there was no growth in real imports. The
effects were most keenly felt by developing countries in Asia and Latin America,
which are’ particularly dependent on the US and Japanese markets. Secondly,
developing countries’ exports to developed countries appear to have been
increasingly affected by non-tariff barriers. Studies undertaken by the OECD and
the World Bank point to an alarrmng development The proportion of manufactured
products subject to non-tariff restrictions in the industrial world is estimated to have
risen from 20 per cent. in 1980 to 30 per cent. in 1983 and there can be little doubt
that this trend has continued in recent years. As pressures for protection arise
primarily in relatively labour-intensive industries, in which developing countries
with low wage levels enjoy a comparative advantage, these countries are likely to be
more affected than the industrial countries. Restrictions limiting the developing -
countries” exposts of agricultural products are even more widespread, and whereas
perhaps around one-tenth of imports within the group of industrial countries is
subject to trade barriers, the percentage may be twice as high for industrial
countries’ 1mports from the developmg countries, While it is pracncally 1mp0551ble
to quantify the impact of protectionism on the developing countries’ trade, it is
noteworthy that last year’s slowdown in exports was pamcularly pronounced in the
case of those countries Wthh have recently become major exporters of manufactured
products.

Finally, the’ unfavourable inﬂuences on export volumes were exacerbated. by
factors that depressed the prices of primary commodities, and in particular non-oi



commodities. In recent years the combination of relatively slow economic growth
and structural changes in the developed countries, entailing shifts of activity from
heavy to light industry and reduced raw material input per unit of output, have
contributed to the weakness of commodity prices. Moreover, the effects on prices
of these demand factors have been reinforced by an unprecedented increase in
supplies of non-oil primary products of 72 per cent. over the two-year penod
1984-85. These influences exerted such downward pressure on commodity prices
that the favourable price impact that would normally have been expected to result
from the depreciation of the dollar. did not materialise in 1985.

Widening external imbalances in the three largest industrial countries.

The current-account positions of the United States, Japan and, to a lesser
extent; Germany, becamé more unbalanced in 1985. While these imbalances are not
spectacularly large in relation to' GNP, they are very substantial in absolute terms
and’ constitute an element of ‘instability in the world economy with potentially
adverse - consequences for international trade, exchange rates and the level of global
economic activity. International current-account balances of individual countries and
groups of countries are shown in the table on page 50.

In the United States the current-account deficit widened last year by $10.3
billion.to $117.7 billion. While the deterioration was much less pronounced ‘than in
1984, when the deficit more than doubled, two factors suggest that the underlying
weakening of the US external position was greater than is indicated by the recorded
annual current-account figures. Firstly, the seasonally ‘adjusted quarterly trade
deficit increased steadily throughout the year and in the final quarter it exceeded the
first-quarter deficit, in both current and constant dollars, by more than 50 per cent.
Secondly, last year’s surplus on invisibles transactions, at . $6 6 billion, was
practically the same as in 1984. However, if valuation effects on the stock of US
direct investment abroad produced by the movement in the dollar’s exchange rate (in.
contrast to other countries the US balance of payments includes such ‘valuation
effects in the investment income and outward direct investment figures) were
excluded, the invisibles surphus would have shrunk from $15 billion in 1984 1o $1.2
bﬂhon in 1985, owing to higher net payments for travel and transport, reduced net
investment income and increased transfer payments.

‘United States: Estimated components of changes in the trade balance.

Reflecting changgs in

) - Changes . export volume . non-oil import volume
. ) intheirade : non-oil . . - .
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Last year’s increase in the deficit occurred despite a $7 billion reduction in oil
imports. The decline in o1l payments reflected a 5 per cent. fall in the unit value of
imports and-a 7'/ per cent. cut in their volume as domestic oil stocks were drawn
down by 7 per cent. in the face of stagnant consumption.

The non-oil trade balance worsened by $17.3 billion in 1985, which was
considerably less than the $44.4 billion recorded in the previous yeir. The slower
pace of the deterioration was mainly attributable to the fact that the adverse
influence of relative demand pressures, which had been particularly significant in
1984, subsided last year as the growth of US domestic demand converged with
average demand growth in other indusirial countries. At the same time, however,
the US international competitive position remained weak. The annual average of the
dollar’s real effective exchange rate was 2 per cent. higher in 1985 than in' the
precedmg year, even though the decline in the exchange rate vis-3-vis the yen and

"major European currencies after February helped to, strengthen . US producers’

competitiveness by 1412 per cent. between the first and the last quarter of 1985.
Moreover, trade volumes normally rcspond only with a lag of several months to
changes in competitiveness, so that the full impact of the dollar’s decline should. be
felt only in the course of 1986.

Virtually the whole of the increase in the non-oil trade deficit in 1985 was the

result of volume factors. Movements in relative trade prices — export and import
 unit values declined by 3 and 2'2 per cent. respectively — contributed about $1/2

billion -to the increase in the deficit. The United States is both a large exporter and
a large importer of agr:cultural products and raw materials and, therefore, unlike -
most other industrial countries, did not benefit from the sharp decline in non-oil
commodity prices in 1985.

Exports in volume terms scarcely expanded over the year as a whole despite a
3 per cent. growth iri US export markets. Real exports declined during the first three
quarters, but recovered moderately, by 2 per cent., in the final quarter of the year.
This pattern was strongly influenced by movements in the volume of agncu]tural
exports. The strength of the dollar and growing world supplies resulted in strong
competition from other exporters as well as from domestic producers in the
traditional export markets of the United States, and between the final ‘quarter of
1984 and the third quarter of 1985 real agricultural exports fell by 28 per cent:, -
before rebounding by 17 per cent. in the last three months of the year. Non-
agricultural exports fared somewhat better, rising at constant prices by about 31z per
cent. in 1985, compared with 10 per cent. in the previous year. However, the overall
expansion was essentially attributable to increased exports of aircraft and intra-firm
exports of motor vehicle parts to US production sites located in Canada. The
volume of other capital goods exports virtually stagnated, while exports of consumer

'goods decreased by 6 per cent.

The volume of non-oil imports expanded by about 61/2 per cent..in 1985, or
by $1722 billion in dollar terms. This considerable slowdown in real non-oil import

growth from 30Y2 per cent. in 1984 was mainly due to the deceleration in domestic |
demand growth from 81/2 per cent. in 1984 to 212 per cent. in 1985. Moreover,
- whereas only one-half of the surge in real imports in 1984 could be ascribed to
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domestic demand factors, in 1985 import volume growth was, for the year as a
whole, much more in line with the expansion in real domestic demand, which would
seem . to indicate that import penetration slowed down considerably in 1985.
However, following a modest rise in the first half of the year real import growth
accelerated quite markedly in the second half, in spite of the fact that import costs
had begun to rise in response to the depreciation of the dollas. This suggests that US
importers brought forward purchases abroad in anticipation of further upward

- adjustments in import prices. The increase in non-oil imports was spread across all

major groups of commodities with the exception of industrial supplies and materials,
and was most pronounced in manufactured products, with imports being
particularly boosted by a continuing strong demand for motor vehicles.

United States: Trade balances vis-2-vis groups of countries.

Total trade | Industrial Western - Developi Latin .
Yeors balance | countries* Europe Japan Canada cnumﬁég America Asia
) in billicns of US dollars
1984 -4+ | ~636 | — 152 | —370 | — 181 | —s505 | —.186 | - 254
1985 . -124.3 - 787 - 212 - 434 - 171 - 4586 - 156 - 25.7

* Includes eastern Evrope and international organisations.

Last year s decline in the value of US exports, of $5.9 billion to a total of $214
billion, was pnmarﬂy attributable to reduced sales to western Europe, Japan and the
oil-exporting countties in the developing world. By. contrast, exports to Canada-and
Latin America increased moderately, but a significant share of this increase is likely
to reflect expanding intra-firm expotts of US companies to their production sites in
these areas. These exports represent to a certain extent the shipment of components
and parts used for the assembling and manufacturing of products destined for re-
export to the US market. The value of US imports rose by $4 3 billion to $338.3
billion in 1985. While purchases from other industrial countries increased by $12:4
billion, imports from the developing countries declined by $7.8 billion, mainly on
account of reduced oil purchases. These changes in the pattern of trade implied that
the counterpart to the US trade deficit shifted further to the industrial countries in
1985. Whereas in 1983 more than one-half of the US trade deficit had been vis-a-vis

'the developing countrles, in 1985 this share declined to about one-third.

" Last_year’s increase in the current-account deficit did not pose any financing
problems. Despite the very large decline in the dollar’s exchange rate the deficit
continued to be entlrely financed by spontaneous private capital inflows. There
were, however, some 1mportant changes in the pattern of these inflows. Net
purchases of US securities by non-residents increased very sharply, accounting for
half of all net capital inflows, while the balance of other non-bank capital

" transactions, which had been strongly positive in 1984, showed a small net outflow.

On the rest of the capital account there continued to be net inflows through the
banking system, on an even larger scale than in 1984. Unidentified inflows of funds,

as recorded in the statistical discrepancy of the balance of payments, remained at

about the same high level as the year before.



United States: Summary of capital-account transactions.)

1985
1984 ] .
. - first second third fourth
Hems year quarter quarter quarter quarter
in bilhons of LIS dollars
Capital-account balance ....... e 107.6 123.6 |- 351 VN | 269 41.5
Identified capitat flows . .............. Tr1 |- 908 -231 159 19.6 32.2
US Governiment capital® . ... ....... - 5O - 25 - 14 - 03] - 05 - 03
Private sectorcapital . .............. 821 933 | 245 16.2 201 325
Securities transactions? ........... 335 61.0 9.9 9.2 16.2 258
of which: . :
US Treasury securities .. ... ... 22.4 209 2.6 5.1 7.5 - B7
other US securities .......... 13.0 50.7 a5 A 1.7 224
(iher non-bank capital* . .......... 25.3 - 24 1.1 2.7 - 10 - 652
of which:
dirgct investment™* ... .. ..... 4.2 - 868 15 - 38 - 23 - 4.0
Banking Bows fnet) ........... . 232 34.7 135 4.3 5.0 11.9
Errors and omissions . .... [P 1 s0s 32.8 12.0 4.2 73 9.3
Changes in net official monelary position .
[— =improvement) . ...........ouura - 0.2 - 5.9 - 10.9 75 2.4 - 49
Memorandurn itern:
Current-account balance .. ............ —-1074 -117.7 | = 232 - 27.6 - 293 - 36.8

MNote: A minus sign indicates an quitflow of capital. ) .
1The copital-account figures are not seasomally adjusted.  2Excluding transactions in US Government secutities,
2 Met capital flows between US corporations and their finance affiliates in  the Netherdands Antilles are included in total

secyrilies transactions and excluded from ditect investrnent.  * Inter-company flows are included in other non-bank
capital and excluded from direct investment.

The record net inflow of portfolio capital can be traced entirely to an almost
fourfold increase, from $13 billion in 1984 to $50.7 billion in 1985, in net sales of
US non-Treasury securities to non-residents. More than 70 per cent. of the increase
reflected sales of newly issued US corporate bonds, raising their share in total US
corporate bond issues to nearly one-third. This surge in foreign: purchases of US
bonds' can be ascribed primarily to two factors. Firstly, yields on US bonds
exceeded those on bonds in some of thé other major currencies and, particularly
after mid-1985, there were expectations of capital gains from a decline in interest
rates. Secondly, -US corporations funded a substantial part of their financing needs
through borrowing in the Euro-bond market. This shift in borrowing behaviour was
induced by the abolition in July 1984 of the US withholding tax on interest payable
to non-residents on US securities newly issued abroad and by rapid financial
innovation, which offered growing possibilities to tailor new issues to the needs of
particular groups of foreign investors and thus enabled US borrowers to raise funds

_at times more cheaply in overseas matkets than at home. In particular, the
introduction of new hedging devices such as partly-paid bonds and warrants to
purchase additional bonds in the same or a different currency provided protection
against volatile exchange rates and, especially towards the end of the year, allowed
investors to benefit from a decline in US interest rates while limiting their exposure
to an exchange rate loss. ' '

- Other securities transactions resulted in net inflows of $10.3 biltion, or half the
amount recorded in 1984. The decline was mainly attnibutable to a $6 billion
reversal in securities-related flows, reflecting the balance on transactions between US
corporations and their finance affiliates in the Netherlands Antilles. Indeed, with the
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tax advantages of borrowing in the Euro-bond market via such firance affiliates
being effectively eliminated after the abolition of the US withholding tax, new bond
issues via the Netherlands Antilles, which had stifl amounted to $9.9 billion in 1984,
practically ceased in 1985. There was also a small reduction of $1.5 billion in net
new sales abroad of US Treasury securities, although at $20.9 billion the demand for
these securities remained very buoyant.

United States: Banking flows.

1985
first second third . fourth
Itemns year quarter | -quarter | quarter quarter
in bitlions of US dollars
" Banking flows [net] ....... s y 23.2 34.7 1356 4.3 5.0 1.9
Changesinelaims ............... ..., — 85 - B9 0.1 -4 - 15 — 86
Changes in liabilities . ............... .7 40.6 - 134 0.2 6.5 20.5
Transactions for own accountin - ) o ) )
dollars {net) ........coiiiiiiin... 20.6 275 136 -0 73 | 87
with own foreign offices .. ... e — 48 1.6 2.4 — 42 5.3 -~ 17
with other banks ) 14.7 136. 1.7 - 04 1.2 4.1.
with non-banks . ........... R 1 05 12.3 3.6 3.7 0.8 4.3
Other transactions (net)* ............. 28 7.2 - 01 4.4 - 23 5.2

Note: A minus sign indicates an outflow. of capital. . .
* Includes transactions in foreign currencies, banks’ domestic customers’ external cla;ms and banks’ custody Irablhﬁes

Net international capital inflows through the US banking sector rose in 1985
by $11.5 billion to a record total of $34.7 billion. The increase was mainly
attributable to a resumption of US banks’ net borrowing in dollars from their
foreign offices and a turn-round in their foreign currency business from net lending -
of .$2.2 billion in 1984 to net borrowing of $2.8 billion in 1985. The bulk of last
year’s banking inflows, however, continued: to result from reductions, of $13.6

“billion and $12.3 billion respectively, in the net foreign asset position of banks in the

United States. vis-3-vis unaffiliated foreign banks and non-banks. Most of these
inflows resulted from a cutback in claims, which reflected two factors: banks
continued to reduce their exposure to developing countries; and borrowers in the

" industrial countries made increasing use of international bonds and short-term Euro-

notes and Euro-commercial paper as. substitutes for bank: credit.

The turn-round in non-bank flows other than portfolio capital, from inflows
of $25.3 billion in 1984 to outflows of $2.4 billion in 1985, can be associated with
two developments discussed earlier. Firstly, as the US corporate sector shifted its
financing activities to the Euro-bond madrket, net inflows through inter-company
accounts and from other forms of US corporate borrowing abroad declined by $15.1
billion to only $6.2 billion in 1985. Secondly, the balance on net direct investment -
swung to net outflows of $8.6 billion, with a substantial part of the $10 3 billion

increase in outward direct investment representing valuation effects arising from the

declme in the dollar,

In 1985 identified net flows from western Eumpe, Japan and other countries
(v1r1:ually all of which are in the developing world) contributed in roughly equal
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United States: Regional distribution of identified private sector capital flows.

Other
. Weslern ' - : Other
Total Europe Japan :':"udr';:f::'a,! 2 countries

ltemms

1934|1935 1984|1985 1934|1935 1984 | 1985 | 1984 | 1985

in biflions of US dollars

a

US private sectorassets ... [ —11.8|-31.7 | -138]-360| 07 [-63[- 13] 21 26 75
US privale sector liabilities . 93.8] 1260 465 | 64.2] 140 35.0 6.0|.02 273 | 2546
US private sector tneth .... | 829 | 933 | 327| 202 148 | 287| 47| 23 | 200 { 331

MNote: A minus sign indicates an outflow of capital.
1 Partly estimated A lia, Canada, New Zealand and South Africa.

proportions to the total recorded net inflows of $93.3 billion into the United States

(see the table above). However, these data are compiled on the basis of residence
and, with a large volume of transactions bemg channelled via foreign rather than
domestic financial centres, the recorded regional flows cannot provide an accurate
picture of the nationality of the ultimate investors and borrowers. Nonetheless, two
noteworthy features emerge from the table. Firstly, net inflows from Japan soared
to nearly $29 billion in 1985, with claims of Japanese residents more than doubling
to $35 billion. Most of this increase appears to reflect direct purchases of US
Treasury securities and depositing with banks in the United States, which together
may have expanded from $9 billion in 1984 to over $26 billion in 1985. In addition,
other US securities sold directly o Japanese residents are reported to have risen from
$1.3 billion in 1984 to $5.7 billion in 1985, although Japanese capital-account figures
suggest that the total amount of investment in US corporate securities was much
more significant. Secondly, gross flows between residents in:the United States and
in western Europe expanded substantially last year. While the increase in-gross US
outflows to that area was mainly auributable to valuation effects on: the large US
direct investment holdings in western Europe, the rise in gross inflows from that
region was entirely accounted for by a $33 billion rise in sales of US securities other
than Treasury securities. This enormous increase was undoubtedly a reflection .of
western Europe’s role as the main centre for international bond issues; indeed, about .
80 per cent., or $26 billion, of the increase resulted from net sales in the London
market, although a substantial portion of the purchases is likely to have been made
by investors outside the United Kingdom.

The persistent and growing external dlseqmllbrrum of the Umted States was to
some extent mirrored ‘in the w:denmg current-account -surpluses of Japan and

_Germany

In Japan the current account continued to strengthen in 1985 dcsp:te a marked
slowdown in the growth of Japan’s export markets. The surplus on current account
rose by $14,3 billion, or virtually the same amount as in each of the two preceding
years, reaching a record level of $49.3 billion. The bulk of the increase stemmed
from a $11.7 billion rise in the trade surplus. In addition, the wraditional invisibles
deficit declined by $2.6 billion, mainly owmg t0 hlgher income from Japan’s
growing net foreign investment.
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Japan: Estimated contribution of changes in the volume and terms of trade
‘to changes in the trade batance.!

19352

1984 " .
; S first second third: fourth -
ltems year Lqugrter quarier , QUSNET quarter
in billions of US dollars
Changes in the rrade balanca ........... 13.1 12,5 15 _‘ 27 | 3 4.4
" due o volume changes ...... TR 88 7.3 24 | ‘29 2.5 = 05
exportvolume ... ... ..cooiiiieaan, B X T 6.2 L 30 -4 : 0.9 - 01
import valume® ................ - 140 1.1 - 06 0.5 .15 - 04
due to terms-of-trade changes ......... 4.2 5.2 - 0.9 _— 0.3 1.4 5.0

10n the basis of customs data.  ?Quarterly changes are mieasured against the corr%ponding quarter of 1984,
1A minus slgn indicates a nse in lmpol't volume

~ The increase in the trade surplus in 1985 was, as in the | prevxous year, the result
of favourable volume and terms-of-trade developments. However, while the change

_in the real trade balance was broadly of the same magnitude as in the preceding year,

the underlying volume ‘changes were strikingly different. Exports at constant dollar
prices had leaped in 1984 by $23 billion but rose comparatively moderately by $6.2
billion last year. In the face of practically unchanged international competitiveness,
the deceleration in export volume growth — from 13 per cent. in 1984 to 4 per cent.
in 1985 — must be ascribed essentially to the slowdown in the growth of Japan’s
export markets from about 9 per cent. in 1984 to 3V/2 per cent. in 1985, The fact that

‘the trade balance continued to improve substanually despite the slower real export

growth was largely attributable to last year’s developments in the volume of
imports. Having risen in 1984 by 11 per cent., equivalent to $14.1 billion, the level
of real imports remained vnrtually the same last year. While this may be attributed
partly to the weaket expansion of real domestic demand and industrial producnon
in 1985, two additional factors appear to have held back imports. Firstly, inventories
of raw materials and- oil were apparently drawn down, possibly in anticipation of
further declines in commodity prices. Secondly, the reduction in the growth of the
volume of imported manufactured products, from over 20 per cent. in 1984 to just
2 per cent. in 1985, may have been related to a certain extent to the weakening
export performance, as many components and parts used in the production of

export goods are imported from production sites abroad.

Volume movements were the dominant influence on the trade balance durning

“the first three quarters of 1985. In the final quarter, however, when the real trade -
‘balance ceased to strengthen, a very large terms-of-trade gain boosted the surplus by

as much as §5 billion. This exceptionally large improvement in the terms of trade
reflected both adjustments in dollar export prices in the wake of the yen’s
appreciation and the beneficial impact of declining commodity prices on .import unit

.values.

In value terms, Japan s exports rose b}r $5:6 b:lhon 0 $173 9 bllhon in 1985
Sales expanded substantially only in two markets: exports to - the: United States

~increased by $5.4 billion and sales to China, where an ambitious domestic reform

programme prompted exceptionally large imports, - rose by a similar amount. By
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contrast, exports to other developing countries, in particular to the oil-exporting
countries, generally declined. The value of Japan’s imports fell last year by $6.1
billion to $117.9 billion. The reduction was spread widely across different countries.

Apart from cuts in oil imports from countries in the Middle East, the most

significant reductions occurred in purchases from South-East Asian countries.

The current-account surplus was more than matched by net capital outflows;

_wh:ch including errors and omissions, reached a record of $50.7 billion, and the net

official monetary position deteriorated by $1.4 billion. Interest rate factors and
portfolio adjustment triggered by the liberalisation and deregulation of financial
markets again influenced the placement abroad of Japan’s domestic savings surplus.
The long-term interest rate differential in favour of dollar-denominated assets
remained substantial in 1985, although it narrowed from over 5 percentage points at
the beginning to just under 4 percentage points at the end of the year. Moreover,
prospects of capital gains, associated with an expected decline in interest rates, may
have provided an additional incentive to capital outflows in the second half of 1985.

Japan: Capital-account transactions.

1985
: 1984 . . . : :
first second third fourth
It.erns year quarter quartar quarter Quarter
in billions of US dollars
" Capital-account balance ... ........ i | —364 -54.6 - 84 —14.1 ‘138 | ~188 -
" Long-term eapital (net) .. ............. —457 | -648 -10.3 —-172 | -183 -19.0
Resident capital «.................. 568 | -818 | -146 | -~196 | -227 | -249
ofwhich: . . : : ’
direct investment abroad ........ - 60 -85 | - 13 - 17 - 17 - L8
tradecredits .......oveiuiai... - 49 - 3.0 - 15 - 04 -~ 04 - 07
BOAE e —11.9 =104 - 3.3 - 1o - 2.8 - 3.5
SOCUTIBS .o vuu. ... ) | -308 -59.2 - 84 ~152 ~17.1 -18.4.
Non-resident capital 71 17.3 4.2 . 2.5 44 - . 6,2
ofwhich: :
" externatbonds ................ 7.4 12.9 a5 |. 24 27} 33
other Securities ..., ........eu.t - 02 | 3.9, a.7 A 0.7 2.8
Short-term capitalinel) , ..........:... 13.3 10.2 19 3 | 48 04
of which! . .
| bankingflows ... .. .i.... " 176 10.8 25 30 3a 1.5
Errors and omissions . . . .. SUUUUDRRORORN | a7} 3.9 1.7 1.8 - 04 0.8
Changes in net official monetary position ’ B
i (—-lmptovement]‘.‘.........‘...;. - 2.3 _ 14 | - 01 - 1.1 . 0.9 1.7

Nate: A minus gign indicates an outflow of capital.

The massive net capital outflows from Japan continued to be dominated by
exports of long-term resident capital, which increased from $56.8 billion in 1984 to
$81.8 billion in 1985 (see the table above). Even more strikingly, purchases of
foreign securities doubled last year to $59.8 billion, equivalent to more than 70 per
cent. of total outflows of long-term resident capital. To an important extent this:
development reflected the continuing- portfolio diversification on the part of
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institutional investors. For example, stock figures'from balaince sheets indicate that
foreign securities held by mnsurance companies and in trust fund accounts of banks,
which had cxpanded by $10.2 billion in 1984, rose by a further $16.6 billion in
1985. At the same time, banks and the corporate sector added twice as much to their
stock of foreign securities in 1985 as they had done in the previous year. As in 1984,
the bulk of the newly acquired securities consisted of foreign currency bonds,
which, at $53.5 billion, accounted for almost 90 per cent. of residents’ purchases of
foreign securiues in 1985. Other outflows of long-term resident funds, by contrast;
declined by $4 billion to $22 billion, mainly because the levels of new trade credits
and yen lending by Japanese banks were somewhat lower than in 1984.

The investment of long-term non-resident funds in Japan, traditionally almost
entirely in the form of porifolio investment, also rose considerably, by $10.2 billion
to a total of $17.3 billion in 1985. The major part of the increase stemmed from sales
of external bonds by Japanese corporations, which have been stepped up noticeably
since the, guidelines on. the. issuance of foreign-currency-denominated bonds with
swap arrangements into yen were relaxed in Apnl 1984. Moreover, the withholding

‘tax on interest income from Euro-yen bonds held by non-residents was abolished in

April 1985. So far, however, Japanese borrowers have found it more advantageous
to issue foreign currency bonds with swaps. Euro-yen issues accounted only for a
small fraction of total external bond sales in 1985.

"As in 1984, short-term capital movements offset to some extent the net
outflows of long-term capital. Net shott-term outflows through the banks declined
by $6.8 billion, but at $10.8 billion the level was still considerably higher than
before restrictions on the banks’ conversions of foreign currency inw yen were
removed in 1984. One factor behind the lower level of short-term banking inflows
may have been banks’ borrowing of US dollars in order to finance purchases of
long-term dollar-denominated assets, including floating rate notes. Net outflows
from other transactions -— encompassing short-term non-bank trade credits and
shott-term securities transactions — practically ceased last year.

Germany’s surplus on current account doubled to $13.9 billion, primarily on
the strength of the trade performance. The increase of $6.9 billion in the trade
surplus to $28.1 billion — the highest ever recorded in current dollar terms — can
be traced to favourable volume movements which were reinforced by a 112 per cent.
improvement in the terms of trade. However, the relative contribution of volume
and price factors to changes in the trade balance varied considerably in the course
of 1985, During the first half of the year the buoyancy of export markets, in

“combination with a particularly strong German competitive position, resulted in

significant gains in export volume, and the trade surplus rose appreciably in real
terms. When these positive influences began to fade after mid-year — export volume
growth decelerated markedly during the second half of 1985 — the trade balance
began to benefit from sharply improving relative trade prices.

Over the year as a whole the volume of exports expanded by 6 per cent., or
considerably more than the 4 per cent. growth in export markets. The
corresponding gain in market shares must be ascribed mainly to Germany’s
international competitiveness, which, in spite of the Deutsche Mark’s appreciation
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Germany: Estimated contribution of changes in the volume and terms of trade
to changes in the trade balance.’

. 198862
. 1984 .
first second third fourth
tems yaar quarter quarter quarter quartsr
in hillions of US dollars
Changes in the trade balance ........... 2.2 67 | — 0.1 © 28 20 20
duelovolumechanges .............. ] 7.4 39 .13 3.2 0.4 - 1.0
exXpOtVOIUMe .. ..o 15.6 101 2.4 4.1 28 0.8
import volume® ... ... .. ... .. ... — B2 - 6.2 - 11 - 09 - 24 -18"
due to terms-of-trade changes . ........ - 52 2.9 - 14 - 03 16 3.0

*0On the basis of customs data.  2Quarterly changes are measured against the corresponding quarter of 1984
3 A minus sign indicates a rise in impaoct volume.

after February, remained on average broadly unchanged in 1985. The rise in the
volume of exports of manufactured goods, which account for 90 per cent. of
- German €xXports, Was particularly pronounced, the largest increases in sales being
achieved in the United States (16.1 per cent.), the United Kingdom (10.4 per cent.)
and Italy (7.6 per cent.). However, sales in Germany’s most important export
market, France, advanced by only 1.2 per cent. as that country pursued policies of
demand restraint until mid-1985. The volume of German imports grew by over 4
per cent., which, in the light of a rather modest expansion of real domestic demand,

suggests the persmence of a rather high income elastlcny of import demand. Indeed,

the increase in import volume was, with the exception of fuels, spread rather evenly
across all major groups of commodities. Cha.nges in the regional pattern of trade
indicate that EEC countries were the main beneficiaries of higher German import
demand.

Germany: Identified capital-account transactions.

: 1985
. 1984 "
; first second third fourth
Htems year quarter qul;?ter | averter quarter
in billions of US dq&_lars
Total identified capital (net) . ... .. ... werr| 107 | ~62 | —4a8 | —31 | -0z | -8
Long-terrh capital (net) ............... -53 | - 21 -09 | 00 | -07 - 05
Securities transactions .. ......... 0.6 37 09 13 | og 0.6
Foreign securities . .. .. P, - 654 —10.9 - 1.7 - 19 - 33 . — 40 |
Domestic securities® _............ . 6.0 14.6 2.6 .32 4,2 4.6
Other long-term capital (net) .._..... - 59 - 58 - 18 R P - 16 . - 1.1
Directinvestment .......... ..., -21 | — 28 - 03 - 04 - 0.7 - 14
Bankingflows (neth .............. - 1.8 - 085. - 11 - 03 | 0.0 | 0.2-
Otherineth ... ..vrvrvreninnsonn. - 2.0 - 24 —04. | =12 -09 | 0.1
Short-tesn capital ........ i eieveaaes - 5.4 -1 - 39 - 31 05 - 18
Banking flows fpeth ©........_..... 0.3 -10.0 - 20 - 14 02 | - 68
MO i eiinrirnereviinenens - 87 - 41 -9 ~-17 03 - 0.8

Note: A minus sign indicates an qutflow of capital.
* Including borrowers' notes of domastic public authorities.
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The rise in the current-account surplus was broadly matched by a
corresponding increase in net outflows of capital from Germany, as the net official
monetary position, excluding valuation adjustments, improved only moderately, by
$1.2 billion. As can be seen from the table on the preceding page, the pattern of
identified capital-account transactions changed markedly between the last two years.
In 1984 total net outflows of §$10.7 billion were roughly evenly divided between
exports of short-term and long-term capital. In 1985, by contrast, the hon’s share -
consisted of short-term capital outflows, whereas the volume of net long-term
capital exports declined by $3.2 billion to $2.1 billion.

" 'The most remarkable development in the long-term capital account was,
however, the very substantial increase in both inward and outward portfolio flows..
Purchases of foreign securities by German residents doubled. to $10.9 billion, of
which almost two-thirds was in the form of foreign currency bonds. Relatively high-
yielding securities - continued to attract' German investors’ interest, despite the

~apparent tendency of the Deutsche Mark to appreciate. At the same time, favourable

expectations about the future course of the Deutsche Mark and tax and regulatory
changes, including the abolition of the coupon tax in the autumn of 1984 and the
authorisation of new financing instruments such as zero coupon bonds and floating
rate notes, provided strong incentives to non-residents’ demand for German
securities; with purchases rising from $6 billion in 1984 to a new record level of
$14.6 billion in 1985. The marked expansion in outflows and inflows in respect of .
securities transactions went hand in hand with major shifts in- their regional
dlstnbutnon German residents’ demand shifted after the sprmg to investment in
cufrencies other than the US dollar and portfolio investment in European countries,
both inside and outside the EEC, rose particularly strongly. The increased demand'-
for German securities ‘originated almost entrely from European countries.

. Mainly owing to capital exports by the banking sector, net short-term capital
outflows more than doubled to $14.1 billion in 1985. While the banks’ foreign
liabilities were built up by $2.7 billion, their foreign claims increased by $12.7
billion. This strong rise in assets, the overwhelming part of which reflected increased
interbank claims, may to some extent have been related to switching operations. The
acquisition of long-term Deutsche Mark assets by non-residents was apparently
financed in part by withdrawals of short-term balances held with foreign banks
which in turn restored their liabilities through compensatory short-term- borrowmg
from the German bankmg sector.

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

In the other countries in the Group of Ten the balance on current account in
1985 changed much less than in the three largest-economies in this group. In general :
the growth in trade volumes slowed down considerably and almost all countries
benefited to varying degrees from favourable terms- -of-trade developments.

The largest improvement was recorded in the United Kingdom, where the
trade deficit was more than halved to $2.5 billion and the current payments surplus
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" International current-account balances.
" Trade balance (f.0.b.} Invisibles balance : Current-account balance

Countriesand’ - — - T —

areas 1983 1984 1985 1983 1984 1985 | 1983 | 1984 | 1985
A ' . 7 inbillions of US dollars
! BLEU ..... e -19 | -12 [ -03] 14 1.2 08 | - 05 0.0 0.6
- Cafeda ........... 14.9 4885 ¢ 133 |'-135 —14.6 =152 T tac 1.9 - 1Y
France ... ........ -87 | -47 | - 45 . 3.5 38 51 [ -52 ] -08 06
Germany ......... 20.7 7.2 ‘281 | -84 | —145 { —142°] 43 | 87 13.9°
Raly ... - 32 | - 61 - 7.0 38 3.2 28 06 | —29 | - 42
Japan ............ | 315 443 | 660 |.-107 | -93 | ~87.] 208 | 350 |- 493
Netherlands . ...... 43 55-] 5.6 0.0 { —03. ] — 01 23} 82| 585
Sweden .......... ‘'t 20| 35 25 | - 3.0 { - 31 -35 | -0 04 | - 1.0
Swizerlend .. ..... | - 28 | - 29 | - 24 | 68 6.7 6.9 38| 3B} a5
United Kingdom ... f — 1.3 | = 87 { - 2.5 6.1 68 | 68 as | -1z a4’
United States .. ... . -67.2 :[=114.1 [-1243 .| 212 67 | 66 | -46.0 |-107.4 [-112.7

Groupof Ten : S ; :

Ccountries ...i.. | — L7 —43.7 —35.5 - 1.0 -13.3 —~10.8 12,7 | -567.0 | -46.3
‘Australia . .. ... 00 |-08 | -16 | -59 | ~7?5|-70|-59-83[-a8s6
Austria. , ..., ... | -84 )-35]|-31 36.|. 29| 30| 02 ) -06|-01
Denmark.......... 02 -02 -0 ) -4 ]| -14|-16]|-12]-~-16|- 26
Fintand ........... 0.2 1.5 10 [-11 1 -15 [ -168 [ ~-09 | 00 |-086
Greece .. ..., ..., — 43 - A2 - 50 2.4 21 1.7 ] —-118 -21] -33
Icetand ... .. O 00 o.o 0.0 - 0.1 -01. 1 -01.f=-01 1 —01 - Q.1
weland ........... | — 0.2 0.2 05 |'~10 | - 11 | -1 | -12]|-09 | -06
New Zealand . ..... 02 | - 041 o0 -13 | -1 3l -3 -111-141-12
Norway .. ......... 4.2 - B 4.5 - 22 - 1.9 - 15 2.0 3.2 3.0
Portugal .......... 24| -211218 14 16 18| -10[-05 03
South Alrica ....... 41 | 21 | 6.0 - 37 — 32 }~29 0.4 - 1.1 EA
Spaim .. ..ieiiaan - 74 - 41 - 39 4.9 6.4 6.9 - 25 |- 23 3.0
CTurkey ......ien -30 | —29 | - 27 1.1 15 20 -19-141] 08
Yugoslavia ........ - L2 - 1.7 - 1.6 15 22 24 03 0.5 0.8

.Otherdefeloped ) o o : o . _- )

Ceoundies ... ... -13.0 -107 | —83 | - 18| - 1.3 061 —-148 -120 |- 77

Totsl developed . ) ’ ) . A . .

countries ...... . —-25_ 1 =52 | —44 -3 —15 =10 -28 —69 54
Mic.ld.Ie.Ea_stem oil- _ : . ' . _

" exporting countriesz| 33 34 33 .| -45 —47 ~40Q -12 ~13 -7
- Other developing . 1. . .1 . 1. : . .o N N

countries ........ —10 21 10 -33 —40 -38 —43 -8 -28

Latin America .. 29 37 34 -39 -4a0 -38 10 -3 {-4

Asia ... -18 -4 | -4 4 -1 -1 =14 - 5B -15

Other ......... =21 =12 -0 2 1 1 -19 -1 -9

- P Total developing : .
; countries ...... 23 85 43 | -78 -87 -78 =55 | -32 -35
Eastern European _
countiles? .. ..... 8 0. | 3 -3 1.-3 -2 5 7 A |
Totah ... R s | om 2 484 -105 | -90 | -78 | -94 -88
* Belgium-Luxembourg Economic Unlon.  ?lran, Iraq, Kuwait, Libya, Oman, Qatar, Saudi Arabia and the Unrled Arab
Emirates. ¥ Bulgarid, Czechoslovakia, German Democratic Republic, Hungarv, Poland, Romania and the USSR,
1 Sources: IMF, OECD, national sources and own estimates.
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increased by $2.9 billion to $4.1 billion in 1985. The reduction in the trade deficit
reflected a $1.4 billion rise in the surplus on oil trade and a $1.8 billion decline in
the non-oil trade deficit. Both these developments were due in large part to the
ending of the miners’ strike, which had worsened the 1984 trade result by perhaps
as much as $2 billion. In addition, however, the UK economy showed signs of

~ responding 1o the lagged effects of the decline in the pound sterling’s real effective

exchange rate in 1984. Non-oil export volume expanded in 1985 by over 5 per cent.,
or considerably more than UK export market growth, whereas non-oil import

. volume growth fell from 10 per cent. in 1984 to 3%z per cent., despite broadly
~ unchanged domestic demand conditions in the two years. The tradmonal surplus on

invisibles transactions declined slightly in 1985, as higher net services receipts were

more than offset by a fall in net investment earnings and increased transfer payments
to the EEC. -

In ance the current-account balance strengthened by.$1.5 billion to a surplus
of $0.6. bi]llon, almost entirely as a result of an improvement in the invisibles
balance arising from increased net exports of services. The trade deficit declined
marginally to $4.5 billion, as the deterioration in the real trade balance was more.
than offset by the influence of favourable terms-of-trade movements. The diverging
price and volume effects became particularly pronounced during the second half of
the year, when the adverse influerice of a weak international competitive position
was reinforced by a recovery of domestic démand, so that the trade balance in
constant prices wotsened in comparison with the corresponding half of 1984 by
more than $3 billion. Import volume growth accelerated to over 6 per cent. in the
second half, whereas real exports expanded by only 1 per cént. At the same time,
the effective appreciation of the French franc, in combination with declining
commodity prices, produced-a very large terms-of-trade gain in the second half of
the year. In Belgium, as in France, a strengthening of the invisibles balance, together
with a terms-of-trade gain, caused the current-account position to shift from balance
in 1984 to a $0.6 billion surplus in 1985.

The current payments position also improved further in the two Group of Ten
countries with the highest surpluses in relation to GNP. In Switzerland strong .
export volume growth of 8 per cent. was the principal factor behind the $0.7 billion
rise in the current-account surplus, which, at $4.5 billion, reached 41/2 per cent. of
GNP in 1985. In the Netherlands the current payments surplus increased
moderately to $5.5 billion in 1985, equivalent to 4 per cent. of GNP — compared
with 2- per cent. in Germany and over 31/2 per cent. in Japan.

~ Three countries expenenced a weakemng of their external position in 1985.
The largest deterioration was recorded in Canada, where the balance on current
account worsenéd by $3.8 billion to a deficit of §1.9 billion in 1985. This change
essentially reflected a $3.2 billion decline in the trade surplus, a significant part of
which must be ascribed to the buoyancy of domestic demand. The volume of

" imporis-expanded by 8 per cent., whereas export volume growth, hampered by the

slowdown of economic activity in the United States, amounted to only 4 per cent.
In addition, there was a small terms-of-trade loss. Similar factors also accounted for
the re-emergence of a deficit, of $1 billion, in the current account of Sweden. In
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particular, domestic demand ‘pressures caused real imports 1o rise by 9 per cent.,
which more than offset the favourable effects of a 3 per cent: expansion in the
volume of exports and a 1 per cent. terms-of-trade gain,

Tn Italy the current-account deficit widened in 1985 by $1.3 bllhon 1o $4 2
bllllOn, mainly as a result of an increase in the trade deficit. However, the bulk of
the trade deficit was incurred in the first six months of the year. In the second half
of last year a slowdown in domestic demiand growth, together with a reversal of
exchange rate expectations following the realignment of the lira in the EMS exchange
rate mechianism in July, caused the growth in import volume to slacken and export
volime to tise stéeply. As a result, the current-account balance turned around from
a deficit of $5.4 billion i in the first half of 198510 a surplus of $1.2 billion in the
second half.

Net inflows of capital into the Group of Ten countries declined substantially
from $65:2 billion in 1984 to $48.2 billion in 1985 (see the table below). However,
this was mainly attributable to increased net capital outflows from Japan and
Gérmany which more than offset the rise in net inflows of capital into the United

States. These capital movements were discussed in cletaii in the preceding section.

Lookmg bnefly at the pattern of capltal flows in the other Group of Ten
countries, the table dlstmgulshes between two_ groups. The “surplus countries”
comprise the Netherlands, Switzerland and the Umted ngdom, all of which have
had surpluses on current account in the past two years. In the “other countries”,
viz. Belglum, Canada, France, Italy and Sweden, the current account has been in
deficit or in virtual balance during this period.

- Group of Ten countries: The pattern of capital flows.

o S 1984 1985
Countries and items -

e . in hiflions of US dollars
Total CAPIAN (MEA) ... ee s ceeaeinaannssererenanaeanannannsres T e8.2 : 48,2
United Statss® ©........ev... SR i N . 1076 . 1236
Japan and Germany’ ... v . 1 T -a03 - | -s35
btﬁerGroupofTenobl.:lhtries - 21 1 -11.9
Long-term capital {neth .. .....\.... e eieeanas ceevaeas I —28.6 - =310
- Sumplus countiies? L. i e iae e =311 © =356
Other tmuntrias3 ..... e e i i .25 . 458
Short-term capital {nety* .......... R ST PO ] . 28685 19.2
Surplus countries? ....... v e r et ra e e 19.9 22.0
_ Other c_ourmies? ............ TR R R PO P U : 86 - 238

Note: A minus sign indicates an outﬂow of capital.

1 Total capital, including the balanci em., 2 The Metherlands, Switzerland and the Unrled Kingdom 3 Belgium,
Cenada, France, |taly and Sweden. 4Ihcludirng the balancmg itern,

In each-of the last two years the three countries in a relatively strong current-
account position were sizable exporters of long-term capital. In the United Kingdom
net long-term capital outflows increased skghtly in 1985, by $1.8 billion to $17.9
billion. A decline of $1.5 billion in net outflows in respect of direct investment was
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more than offset by a $4 billion increase in net exports in the form of portfolio
capital. Non-residents stepped up their acquisitions of UK securities by $4 billion
to a total of $5.5 billion, but at the same time UK banks and institutional investors
markedly increased their purchases of foreign securities, by $8 billion, to a new
record level of $19.8 billion: In Switzerland net purchases of foreign securities, the
only form of identified long -term capital transactions, rose in 1985 by $2 billion to
$14 billion. By contrast, in the Netherlands net flows in respect of portfolio
transactions remained negligible, and the rise in total net long-term capital outflows,
of $0.7 billion to $3.7 billion in 1985, resulted from increased net outward direct

“investment. In those countries which were in a less strong current-account position

during the past two years the sum of balances on long-term capital movements
changed relatively little between 1984 and 1985. :

The substantial inflow of short-term funds (including the balancmg n:em) nto
“other Group of Ten countries” in 1984 and 1985 chiefly reflected the persistently .
large inflow of unidentified capital into Switzerland and capital imports by banks

~and, in 1985, als0 by non-banks into the United Kingdom. The greatest change in

short-term capltal movements in 1985, however, was recorded in Ttaly, where net
inflows of $5.6 billion in 1984 are estimated t0 have given way to net outflows of .
$5.5 billion. These outflows occurred primarily in the second half of the year, partly

. because banks reduced their net external Liabilities in line with limits estabhshed one

year earlier and partly because of periodical pressures on the lira. In order to counter
such pressures the authorities intervened heavily in'the exchange markets, so that
Italy’s. net official monetary . pos:tlon worsened by $7.2 billion'— the only large- g
scale deterlorat:ton recorded in any Group of Ten country 'in .1985.

Bala;nce-bf—paymcnts developments in other groups of countries.

In the developed countries outszde the Group of Ten the aggregate ‘current-
account deficit was nearly halved in 1985 to'$7.7 billion, its lowest level since the
first oil price shock. In general, countries in this group were able to sustain export
volume growth, which, at an average of about 5 per cent., was almost twice the raté
of world trade growth. Import volume expanded on average by considerably less,
perhaps not much more than 2 per cent., but this was largely the result of a sharp
cutback in  South Africa’s rel imports, whereas i in most other’ countnes real i imports’
expandcd at roughly the same rate as real exports.

Indeed, the strengthening “of these -countties’ combmed current-account
position in 1985 was predominantly a reflection of a $4.2 billion turn-round in
South Africa’s current-account balance, to a surplus of $3.1 billion. The bulk of this
change represented-an improvement in the trade balance, as a very large reduction
in imports, of $4.3 billion, more than offset 2 $0.4 billion decliné in export earnings -
due pnmar!]y to lower receipts from gold sales. Tight domestic demand management
policies and a 50 per cent. 'depreciation of the rand in the face of debt servicing

: dlfflcultles were the main factors behmd this development.

Within the group the largest deterioration on current account in 1985 occurred
ir Greece, where the deficit widened by $1.2 billion to $3.3 billion, -equivalent to
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10 per cent. of GNP. A surge in imports triggered by ‘a rapid expansion of public
expenditure, together with declining export earnings, caused the trade deficit to rise
by $0.8 billion; in addition, net invisibles receipts fell by $0.4 billion. Faced with
an unsustainable external position, the Greek authorities adopted a stabilisation
programme in October 1985 which included various measures to restrain demand
and .15 per cent. devaluation of the drachma

Elsewhere in the group changes in current-account positions in 1985 were
~ relatively modest and did not mgmflcantly affect the broad pattern of surpluses and
deficits. Spain and Norway again recorded sizable current-account surpluses, of $3
billion each, and Australia’s deficit on current account, of $8 6 bllhon, amounted to
mote than 5 per cent. of GNP.

“The 1mprovement in the aggregate current-account position of the “other
developed countries™ was accompamed by a decline in total net inflows of capital
from approximately $19 billion in 1984 to $14 billion in 1985. The reduction was
apparently entirely on ccount of non-bank capital inflows. Borrowing from the BIS
reporting banks, net of changes in deposits, increased last year by $2.8 billion. By
contrast, in 1984 these countries had reduced their net indebtedness, ad;usted for
valuation changes, vis-a-vis the BIS reporting banks by $4.9 billion. Official non-
gold reserves, valued at end- of-year exchange rates, increased by $7 billion in 1985,
or vmually the same amount as in the prewous year.

In eastern Europe the combined current-account surplus 1s estlmatecl to have
decreased from $7 billion in 1984 to less than $1 billion. The change originated
entirely in the trade balance and was mainly attributable to a sharp decline in exports
to developed countries in the western world. Exports to these countries fell from
$42 billion in 1984 to §34 billion in 1985, whereas imports declined comparatively
little, by $1 billion to $33 billion. The biggest deterioration occurred in the USSR;
where the current account moved into deficit to the extent of about $11/2 billion, as
the trade balance vis-a-vis both eastern and western countries worsened under the
influence of reduced earnings on erergy exports. Followmg two years in which
eastern Europe had cut back its net indebtedness vis-a-vis the BIS report.mg banks,
in 1985 the change on current account was accompanied by  resumption of external
borrowing. Last year the BIS reporting banks’ net claims on eastern Europe rose by
$2.7 billion, excluding valuation effects. New lending by the banks amounted to
$5.4 billion, of which $3.7 billion reflected new claims on the USSR. At the samé
time, the USSR, as well as the other eastern European countries, continued to build -
up their deposits in 1985, by $0.9 billion and $1.7 billion respectively. -

Balance-of-payments. developments in the developing countries.

After two years of marked improvements the external position of the
developing countries weakened again last year. The increase in the aggregate current-
account deficit, of $3 billion to a total of §35 billion, was quite small, but this was
chiefly because it had been contained by a deceleration in income growth. The
deterioration was primarily attributable to less favourable export market conditions,
which: caused the combined trade surplus to fall by $12 billion to $43 billion. Real
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exports, which had expanded by 6% per cent. in 1984, shrank by 1 per cent. and,

owing to a steep decline in commeodity prices, the terms of trade worsened by 2 per
cent. The impact of sharply reduced export earnings on the current-account position
was mitigated partly by a.1 per cent. cutback in the volume of merchandise imports,
“virtwally offsetting the volume increase of the previous year, and partly by a $9
bilhon reduction in the deficit on services and transfers. The narrowing of the
invisibles deficit reflected to a small extent the effect of lower interest rates on debt
service payments but was mainly the result of a decrease in payments for services
and higher net transfer receipts.

As in past years, the composmon of exports, the onentauon | towards foreign
markets and, not least, varying degrees of external flnancmg constraint continued to
produce miarkedly different current-account performances in individual countries in
this group. Some of these dwergmg developments can be seen from the table below,
which breaks down the changes in 1984 and 1985 in the aggregate current-account
balances of different groups of developmg countries into three components the
effect of changes in the purchasing power of exports (i.e. the value of exports
deflated by import unit values, which thus measures the combined effects of
movements in the volume of exports and in the terms of trade) and the influence of
changes in import volume and in the balances on services and transfers.l The
countries are grouped by region, with the exception of non-eil-exporting countries
in the Middle East, which, tdgether'with African countries, are included in “Other
developing countries”. While this grouping obviously cannot take full account of the
diversity . of individual economies, it reflects to some extent a number of distinct
structural economic features common to the majority of countnes in the different
areas.

Developing countries: Estimated components of changes in current-account balances.’

. ) . Contribution of chenges in
Catacggﬁ;’t‘)atg?m‘jg purchasing power . : balance onnetser-
" Areas of exports? import volumg vices and transfers
C 198U; 1985 1984 J_ 1985 | 1984 1985 1984 | 1985
- in bitliohs of US dottars - : 1

. Ali deveiloping countries ..... .23 -3 38 -6 - 6_’;’2 4 4 -8z ]
. Middle Eastern oil-exporting . . . . s
coundries .. ..., .. e T~ 1f2 B2 1 — 6 =15 - B 14 - 22 61f2

Latin America .. .:.....0... 6 | = 1 L -5 -2z | "1 -2 | 3
CASIB i e 9 | ~10 27 3. |~ -12% (-4 |- ®
Other daveloping countries . Nz 3 & 1 12 e 0 Wz

1 Data based on information contained in the IMF's Warld Economic Outlook, April'19§6. 2 The valve of expons deflatad
by import qnit values, .

~ The oil-exporting countries in the Middle East were the only ‘group. of
’ develc)pmg countries which recorded a considerable current-account improvement in
1985. Faced with a substantial loss of export purchasing power for the second
consecutive year, these countries further tightened policies of import restraint and
succeeded in reducing their combined current-account deficit in 1985 by $5/; billion
to $7%/2 billion. The loss of export purchasing power equivalent to $6 billion in 1984
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and $15 billion in 1985 was mainly attributable to the contraction in the demand for

oil, reinforced by a further loss of export market shares. Export volume decreased

in these two years by 412 and 7%2 per cent. and, in addition, the terms. of trade

deteriorated by 42 per cent. in 1985. In response, the volume of imports was pared

drasuically, by 9 per cent. in 1984 and 15Y/2 per cent. in 1985, producing a positive

effect on the trade balance equivalent to about -$8 billion and $14 billion

respectively. Last year’s cutbacks also extended: to services and foreign workers’

outward remittances, which helped to improve the invisibles balances by $6!/2.
billion. The picture for the group as a whole, however, was dominated by Saudi .
Arabia, which, bearing the brunt of oil production cuts, is estimated to have

incurred current-account deficits of $24 billion in 1984 and $ 20 billion in 1985. By

contrast, Kuwait appears to have maintained a comfortable current-account surplus,

amounting to about §5 billion in each of the last ewo years.

Despite some agmhcant differences in the structure of their. exports, the
countries of Latin America, mcludmg the Caribbean area, have three features in
common. Firstly, the majority of countries rely heavily on exports of non-oil
primary products, although Mexico and Venezuela are also major oil exporters.
Secondly, Latin American countries’ trade is strongly oriented towards the North
American market and, thirdly, many countries in this area have encountered debt
servicing problems and financing difficulties. In consequence, the group ‘of Latin
American countries is particularly suscepnble to commochty price fluctuations and
changes in the level of US economic activity and has in general very limited
possibilities to finance shortfalls in exXport earnings. These constraints became
evident again last year, when the current account deteriorated by $1 billion after
having 1mpr0ved by $6'2 billion in the precedmg year. In 1984 favourable
commochty prices contributed to. a terms-of-trade gain of 4 per cent. and the surge
in US import demand boosted export volume by 7 per cent. Export purchasing
power rose accordingly by almost 12 per cent., or $11 billion, which not only made
possible a $6!2 billion improvement in the current account but also allowed a
“cautious relaxation of import restraint policies, equivalent to $21/z billion. In 1985
the situation was reversed. The slowdown of US economic activicy was reflected in
a 1 per cent. contraction of Latin America’s export volume and, mainly owing to the -
weakness of commodity prices, the terms of trade worsened by 3 per cent. With
export purchasing power thus declining by almost 5 per cent., or $5 billion, the
countries in this area had, on the whole, little choice but once again to tighten .
demand management policies and 1o reduce the volume of imports, by 11/2 per cent.:
However, there were some noteworthy divergences from the group’s average
performance. Brazil experienced a consumption-led boom in 1985, with real GDP
growth reaching around 8 per cent. Nonetheless, thé current-account: position
deteriorated only slightly, owing in part to the relatively small size of Brazil’s
tradable goods sector and in part to the maintenance of import controls.- In Mexico
imports expanded rapidly, by 19 per cent., and, with export revenues declining by
10 per cent., the corresponding -deterioration in the trade balance eliminated the

' previous year’s current-account surplus of $4 billion. By contrast, the adoption of

stabilisation policies in Argentina helped to reduce the current-account deficit by
about $0.5 billion to $2 billion. :
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* The principal common features of most countries in Asia are their strong
orientation towards exports, especially of manufactured products, and their success
in avoiding debt servicing problems, which left their creditworthiness largely
untarnished. In consequence, countries in this area enjoy, at least in the short run,
some room for manoeuvre and a less binding need to gear policies closely to external
requirements. This was clearly demonstrated in the past two years, when a currént- -
account improvement of $912 billion in 1984 was followed in 1985 by a
deterioration of a similar magnitude. In 1984 a 14 per cent. rise in export volume
and a small terms-of-trade gain had boosted export purchasing power by 15 per
cent., or $27 billion, and permitted an expansion of real imports of 7 per cent., or
$13Y2 billion, together with mgmflca.ntly larger imports of services. In 1985 the
export performances weakened in line with less favourable export market growth.
Although the gain from export purchasmg power of $3 billion was small, reflecting
a 2/2 per cent. volume rise and a 1 per cent. terms-of-trade deterioration, the growth
in the volume of imports was maintained at 642 per cent. However, as mentioned -
eatlier, the external performance of the group as a whole was strongly influenced last
year by developments in China. Not only was the extraordmary 60 per cent. surge
in imports into China responsible for the major part of the rise in the region’s
aggregate import volume, but the turn-round in ‘China’s” current account from a
surplus of $2v2 billion to a deficit of over $10 billion also accounted for more than
last year’s deterioration in the Asian countries’ combined current-account position.

In the other developing countries — the non-oil economies in the Middle East
and African countries: — developments in 1984 had been dominated by Nigeria,
where the current account improved by $4.5 billion to a small surplus as increased
sales of oil were combined with policies of import restraint. The $3 - billion

improvement i the current account mm 1985 was concentrated in the non-oil

economies in the Middle East and, in Africa, outside the sub-Saharan area.

Developing countries: Estimated financing of the current-account deficit.!

a 1983 1984.° . 1985
tams - L T
- in billions of US dollars -~ :
Currentancountdeﬁcnt! ...... e _ ...... 43 19 ) _23_
1nctaase in fotelgn assets ... ..., e ereanae s RN ' 29 . 35 8
" ofwhich: exChange resemves ..........vvaveeniennenans 9 ©8 2
LT s 20 17 B
Financing requirement . .0, ... .. o.eeaens e 72 : 54 136
Directinvestment (et} . ... ... ... oiriurnrironiaraararan 9 9 _ 9
1narease inr other foreign liahrlmes ................... il 63 '45_ 27
of whichto: : o
official creditors Ilong-te:mj 33 27 18
IMF cradit . . 10 5 1
banks’...‘.;.........- ....................... -l 14 8 10
_ OhEr L.t it e e [ &, -2
of which by maturity: . ) . S . o
Colongderm L. ieiieiiaaa.n RN a7 a4 39
'short-term‘..‘J.L-...,‘....‘...‘..........‘...- ...... —24 1 T -2

* Excludes oil-ex gnmng courdries II‘I the Middle East. 2 includes errors and omissions in balancemi—pavmerms
accounts. 8IS repaiting banks, excluding positions vis-a-vis offshore centres. -
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As shown in the table on the preceding page, the increase in the current-
account deficit of the developing countries (excluding the oil-exporuing countries in
the Middle East) was accompanied by an even larger decline in capital outflows: The
less rapid growth of foreign assets (including unidentified capital outflows) was
attributable to a very marked slowdown in the accumulation of official reserves and
a drop in other outflows of capital, which might suggest that measures to. stem
capital, flight met with some success last year. As a result, the total external financing
requlrement declined further, from $54 billion in 1984 o $36 bllllon, or only halt
its 1983 level.. :

The pattern of financing continued to reflect the repercussions of the debt °
crisis. By category of creditor, new lending by official creditors, though about one-
third less than in 1984, remained the single most important source of financing,
accounting for $18 billion, or two-thirds of total new lending. It is noteworthy that
for a second successive year close to 40 per cent. of the lending provided by official
creditors was taken up by countries in Asia, which, although not excluded from
access to private markets, seem increasingly to favour this less costly and pérhaps
less volatile source of financing. The remaining one-third of new lending was
essentially obtained from BIS reporting banks, which increased their claims on
developing countries by $2 billion more than in 1984, to $10 billion. However, one-
half of this total was provided to Chma, while new bank lending to the rest of the.
developing world declined further in 1985. OQutstanding debt to other ‘private
creditors is estimated to have decreased by $2 billion, with most of the reduction
apparently reflecting repayments of suppliers’ credits. The breakdown of new
lending by maturity shows that a sizable part of the new lending of long-term funds
was used to repay short-term debt and that the process of lengthéning the average
maturity through debt reStructunng arrangements, which had stopped in 1984, was
resumed last year. :

As regards the financing of the aggregate current-account deficit of oil-
exporting countries in the Middle East, some shift in the pattern of financing appears
to have occurred last year. In 1984 about onhe-third of the $121/2 billion deficit on
current account was covered by a reduction in official reserve assets, while the
remainder essentially reflected a drawdown of other foreign assets. In contrast, in
1985 official reserves were built up by $41/ billion despite a ¢urrent-account deficit
of $71/2 billion and gross borrowing from BIS reporting banks was reduced by $2.5 -
billion. The financing was thus obtained by the sale of other foreign assets, an
important share of which appears to have been assets held in the United States.

The total external debt of the developing countries (exc]udmg the oil-exporting
countries in the Middle East) is estimated to have increased in current dollar terms
to aréund $780 billion in 1985, a rise of $41 billion, or slightly more than the $38
billion recorded in the previous year. However, a significant part of these changes
reflected valuation effects ansmg from movements in the dollar’s exchange rate; in

terms of constant dollars the increase in debt slowed down from about $45 billion

in 1984 to about $27 billion last year. Despite a considerable drop in marker interest
rates — for instance the annual average of LIBOR on six-month dollar deposits fell
from 11.3 per cent. in 1984 to 8.6 per cent. in 1985 — reported interest payments
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-declined only marginally, from $63 billion in 1984 to $62Y: billion in 1985. The

reasons for the surprisingly modest fall — with -about one-half of total debt at
floating interest rates the impact of lower interest rates should have been-of the order
of $7 billion — are not entirely clear. Part .of the explanation may be that the
recording of interest payments is becoming motre comprehensive as debtor countries,
particularly in -connection with multi-year rescheduling arrangements, improve the
collection of debt and debt service statistics. In addition, in 1985, for the first time
since 1979, no new arrears were accumulated, which could imply that actual interest
payments were larger than in 1984. With exports of goods and services declining
considerably, the average ratio of interest payments to exports of goods and services

. rose slighdy, to 13.6 per cent. in 1985, This deterioration in the debt service ratio

occurred in the groups of developmg countries other than Latin America. However,
while Latin American countries’ interest payments in relation 10 exports of goods
and services have fallen to 29.6 per cent., or by almost 21/2 percentage pomts since
1982, their average interest payment ratio remains nearly two and a half times higher
than the average ratios of the other regional groups.

The state of the adjustment process in the developing countries. Despite some
remarkable adjustment efforts by individual countries, for the group as a whole
progress towards greater internal and external economic balance fell short of
expectations last year. While there were a number of positive developments in 1985
— the aggregate current-account deficit widened only slightly, a modest build-up of

‘official reserves continued, private capital outflows declined considerably and, for -

the first time in many years, on average no new debt payment arrears were
accumulated — the overall performance was characterised by a - slowdown in
domestic output growth, rising inflation and deteriorating debt service indicators.
These developments were attributable to a significant extent to weaker export

“market conditions and terms-of-trade losses which exacerbated external constraints

and allowed little room for domestic expansion.

At the same time, efforts to reduce domestic imbalances and to tackle
structural rigidities appear to have slackened last year. On average, no further
headway was made in raising domestic savings, not least because public sector
deficits were not cut back further and because adequate incentives to stimulate
private savings were lacking., Gross capital formation as a percentage of GDP
stagnated in 1985 and remained 41/2 percentage points below the pre-debt crisis
average. Admictedly, there are wide divergences among individual countries and
regions within the developing world, and some countries have been able to cope
comparatively well in ‘a less favourable international environment. Nonetheless, the

- scope for manoeuvre remains generally very limited in the face of heavy external

debt burdens and relatively modest export market growth. More efforts are needed
in the form of realistic pricing policies, structural reforms and greater reliance on
market ‘mechanisms if the foundations for sustainable external positions are to be

Taid.

The fall in oil prices will generate terms-of-trade gains for oil-imposting.
countries and support their adjustment efforts. However, the bulk of the real
income effect of lower oil prices will accrue to the industrial countries, and, with a
few notable exceptions, the direct relief provided by reduced oil bills will be rather
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modest in the developing world. Nonetheless, the beneficial indirect effects — oil-
price-induced acceleration of growth in the industrial world and lower interest rates
— might prove to be substantial in the longer run. On the other hand, the situation
will deteriorate severely in those developing countries whose export earnings depend
heavily on oil sales. In particular, in countries with very high debt burdens, the huge
loss of export purchasing power will force them to- cut 1mports substantially if no
addmonal external financing can be obtained. - :



IV. FINANCIAL MARKET TRENDS.

Highlights.

For financial markets in major industrial countries 1985 was an eventful year
The continuing decline in inflation rates at last brought Iong—term market interest
rates down on a broad front. The fall in interest rates and the increase in Pl‘OfltS
caused 2 strong rise in equity prlces The decline in interest rates continued into
1986, spurred on by reductions in oil prices and increased market confidence in the
longer-run outlook for inflation. The long- awaited depreciation “of the dollar

commenced in February 1985 and accelerated after the Group. of Five meeting in
Scptembcr

While the interest rate cleclmes and exchange rate ad;ustments are- certamly
welcome, they cannot be expected quickly to resolve the significant financial
imbalances facing some of the major economies. The large external deficit of the
United States, reflecting a sizable public sector deficit and stagnant private saving,
continues, as does the large current-account surplus of Japan. Sectoral financial
problems also persm, owing to major changes in exchange rates, interest rates and
commodlty prices over the past few years. The United States has, for the first time -
in the post-war period, become a net debtor nation. It is difficult to say how long
the rest of the world will wish to continue accumulating US financial assets and what
the consequences would be for interest rates and exchange rates were international
asset preferences to change markedly. This uncertainty clouds prospects regarding
the contributions to aggregate demand. likely to stem in the future from lower

interest rates and from the very appreciable gains experienced on the world’s major
stock exchanges.

Changes in the world’s financial markets led to a considerable expansion of
securities and securities-like transactions last year. This expansion was partly
attributable to falling market interest rates, which led to the refinancing of corporate
borrowing. Secular-ttends in banking and finance, however, also played a major
role. These included the continued growth of currency and interest rate swaps, the
increasing importance of securities issues as a source of funding for banks and the
rise in securities acuvities by banks as a source of fee income. The long-term
expansion of institutional investment also reinforced trends towards reliance on the
issuance of negotiable securities by 2 wide range of borrowers.

" Despite a year of increased profitability for banks in many countries, tensions.
persisted in the financial system, particularly in North America. The underlying
causes included continuing declines in inflation rates relative to expectations and
major changes in the prices of commodities, These and the general- defvelopments in
securities and banking markets have helped to focus attention on the need to review
current systems of regulation and supervision and to create market suructures that
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promote financial stability. They may also point to a need for enhanced international
consultation on these matters.

Private and public saving behaviour in the major economies.

Saving/investment tmbalances. Since the first oil crisis the world economy has
witnessed large net international cap1tal flows, resulting from increased imbalances
within countries between saving and investment. These in turn have had major
effécts on real interest rates and exchange rates. However, the global pattem of
stiuctural saving/investment surpluses and deficits has changed s1gmf1cantly since the
mid-1970s, when the disequilibria reflected pnmanly excess saving by oil- exportmg
countries and borrowing by less developed countries. The decline in real interest
rates following the first oil price shock was partly attributable to large excess saving
by the oil-exporting countrles, and relatively weak investment demand in industrial
economies. The large saving surpus of oil-exporting countries was eliminated after
the second oil price rise, which, together with more restrictive monetary policies,
contributed to . the rise in- real .interest rates internationally. The more recent
imbalances. have been mainly between. industrial countries; notably between -the
United States, with its large budget and current-account deficits, and other OECD
countries, particularly Japan, where domestic saving greatly- exceeds investment,

Gross mvestrnent and savmg m the Umted States, Japan and Germany, 1980—85 *
As a paroentage of GNP

—r—— GrOSE investment

‘e me— (Gtoss saving

— — Net private sa\dng
——— Public sector deficit
e Net ieriding cwerseas '

__ United States _— Japan —_ Germany —_

Jes 1983, 1985 1981 1983 1885 1981 1983 1985

# Data for 1985 have been estimated.
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Gross investment, saving and its components.t
Gross Gross Net - Public Net
domestic domestic private SRCIOr - gxternal
Countries Years investment? - saving? - saving? - deficit* - lending® -
as a percentage of GNP )
United States .......-. 197179 6.8 17.0 ) 8.1 - 0.8 c02
' 1380 165.0 16.3 6.4 =13 03
1981 - 188 | 17 66 -~ 1.0 T 02
1982 14.1 M 5.5 - 35 0.0
1983 ' 14.8 13.3 5.9 - 39 =10
1984 179 - _156 L3 |- 29 - 24
1985 16.8 14.0 6.5 — 36 - 28
Japan ... L 1971-79 | 338 32 |, 203 | -3 A )
o 1980 322 - 31 15.8 - 87 - 1.t
1981 i 313 7 16.6° - 33 | 0.4
1982 | 30 30.8 %6 | —~68 [ 07
1983 - 283 . 300 181 | -68. . ] . 18
1984 28.2 3.0 15.8 - BB .28
L 1985 - 82 - 321 . 151 - | - 38 .+ 39
Germany . ........ wean| . 1971-79 230 - 238 116, .. - 19 - 0.8
) 1980 235 218 10.3 } - 29 - 2.1
1981 210 200 ] . @5 - 37 - 1.0
1982 |- 197 20.1 94 | -33 , .04
1983 204 210 a8 - 25 1 0.5
1984 208 21.7 [ 100 - - 1.9 0.8
_ 1985 - 203 223 0.3 - 14 2.0
France ....... el 1971279 C 240 236 0.6 - 06 - 04
1980 23.6 - 222 . 8.2 0.2 - 14
1981 21.2 197 75 — 18 ~ 15
1982 207 18.6 6.7 - 26 - 31
1983 198 181.. 67 | - 3z = 17
1984 19.3 18.6 75 - 28 N
: 1985 - 18.9 - 18.2 7.6 - 25 -~ 07
United Kingdom ...... [ 1971-79 - | 238 S o234 145 - 48 - 06
: . 1980 | . 198 212 18 - 4.7 1.4
1981 17.6 " 188 10.0 - 33 2.2
1982 - - 175 9.3 9.5 - 27 23
1983 . 1aa 19.7 9.9 - 37 16
1984 .18 207 1.5 - 42 20
o 1985 . 189 S 187 11.0 =35 08
Maly ... ... 1971-79 21.8- .. 216 - 15.7 - 86 - | -~ 02-
© 1980 25.0 22.0 16.0 - 8.0 - 30
1981 |} 215 195 s | -me | -20
1982 20,2 179 151 . -1256 - 22
1983 - 17.8 - 180 © 137 -125 02
1984 2190 - 128 4.1 -135 . -12
1985 20.4 18.5 " 1486 =137 - 19
Y Conada ...........0.. 197179 23.7 2.9 10.2 - 13 =18
S oL 1980 232 o 233 | 128 | —-24 1 0
1981 . 248 o2 ns. | -1 | -7
1882 19.6 ©195 0.7 1 =51 - 01
1983 . 193 19.7 R P =82 © 04
1984 19.0 19.9 13.0 - .64 0.9
1985 19.8 18.9 120 - 6.3 - 0.9

1 Data for 1985 have bpen estimated. ZFor the United States, gross privata investment, and gross private gaving less
government deficit, respectively. . 3-Gross saving less government saving and an.estimate of depreciation. .. -4 For Japan
and the United Kingdom public ‘sector deficits differ from general govermment deficits shown in the table on page 26.
S Including the statistical discrepancy in the National Accounts. - ) U oL PR

Sources: National ‘data and definitions.

Attention has recently been focused primarily on the United States, where the
budget deficit increased sharply after. 1981. This was partly for cyclical but also for
structural reasons, -as attested by the fact that it has remained in the range of:3 to
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4 per cent. of GNP despite a prolonged and substantial econoniic recovery since
1982, Although not large as a percentage of GNP, the absolute size of the deéhcit
dwarfs those of other countries and helps to explain both the rise in US real interest
rates and the appreciation of the US dollar. The cyclical insensitivity and size of the
deficit are of particular concern because private saving -in the United States as a
proportion of GNP has been relatively flat since 1981 and actually declined in 1985,
falling short of the level needed to finance both private investment and the Federal
Government deficit. As a consequence the United States has recently had to rely
increasingly on large quanuues of funds from abroad.

Until early 1985 capital inflows were accompamed by currency appreciation.
The increase in net demand for credit in a large country pursuing a non-
accommodating monetary policy raised real interest rates domestically and led to an
influx of foreign capital and an appreciation of the currency. Capital inflows were
also stimulated by high expected returns on fixed investment. ‘The large US current-
account deficit, totalling $118 billion in 1985, reflected this major imbalance
between national saving and private domestic investment. This process also raised
world real interest rates by significantly increasing total demand in the now highly

- integrated world credit markets.

International concern regardmg the large domestic financial imbalance in the
Umted States stems from the need for other countries to accumulate dollar claims
and from the possible interest rate and exchange rate consequences of a change in
foreign preferences for US financial assets. The continuing large spread between US
and foreign long-term interest rates, in particular German and Japanese rates, can be
seen as reﬂecting, In part, expectations of a long-term depreciation of the US dollar.
]usnfled as it is by underlying conditions, the authorities are concerned that such a
change in the exchange vaiue of the doflar, which began in February 1985 and
gathered momentum after the Group of Five meeting in September, should occur at
a rate that will neither cause major external and internal adjustment problems for the
world economy, nor lead t0 a new overshooting. :

In contrast to the United States, with its large external financing requirements,
Japan, Germany and the United Kingdom have been net lenders internationally.
Japan’s lending has been by far the largest. Part of the accumulaton of foreign assets
by these countries reflects their successful attempts to contain the growth of public
sector deficits, Combined with the large structural excess of private saving over
private investment in Japan, the Government’s commitment to reduce its deficit has
caused Japan to become a major holder of claims on the US private and government
sectors. '

The mix of fiscal and monetary pohcy in the large mdustnal countries thus
contributed to changes in net international investment positions. While fiscal and
monetary restraint in Germany and Japan led these countries to increase their net
lending overseas, a large government deficit and an anti-inflationary monetary policy
in the United States caused it to require external finance, Because the United States
is a large country, it could, in these circumstances, raise real interest rates and easily
finance itself with private capital inflows. This luxury does not appear to be available
to smaller economies, where large government deficits are often seen to lead 1o
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currency depreciation. Canada has been a recent example of this latter phenomenon,
with high domestic real interest rates proving msuffxcwnt te prevent some currency
depreciation.

It should be emphasised that there is no necessary direct relationship between
the fiscal deficit of a country and its external imbalance. The external position
depends on the determinaiits of private saving and investment, -as well as on the size
and ‘cyclical variability of the government’s financial needs and the stance of
monetary policy. In 1985 both Japan and the United Kingdom had fiscal deficits
which as a percentage of GNP were comparable with that of the United States, yet
both were capital exporters.

A factor helping the United States to satisfy its financial needs abroad in recent
years has been that investment institutions internationally, and in Japan in particular,
have been increasingly geared to the purchase of international securities. It is
estimated that Japanese net purchases of US dollar-denominated securities more than
doubled in 1985. Major imbalances between domestic saving and investment in some

-of the large industrial countries have thus contributed to the movement from bank-

based to securities-market-based intermediation,

Equbmtmg market mechanisms. The US current-account deficit has become
so large in recent years that its fmancmg through voluntary capltal inflows 1s widely
considered to be unsustainable in the longer run, although no one can foresee the
quantitative or temporal limits to the rest of the world’s willingness to add to its
portfolio of claims on the United States. There exist several market mechanisms
which could help to re-establish balance between the domestic demand for and
supply of funds in the United States, as well as in those countries where saving is
greatly in excess of investment. These include the responsiveness-of private saving
and investment to changes in interest rates, exchange rates and output and the
reaction of private saving to changes'in the outstanding volume of government debst.

Private saving in the United States has been notable since 1980 for the absence
of 2. s;gmflcant positive response to the very considerable rise in real interest rates.

. While net private saving as a percentage of GNP rose in 1984, it fell back to only

6.5 per cent. in 1985. In fact, in 198085 the average net private saving rate, at 6.4
per cent., was considerably lower than the average of 8.1 per cent. recorded during

“the 1970s. Nor has private saving responded significantly to the rise in government-

debt and associated future tax Labilities. The argument that the private sector would
raise its saving in reaction to-an incréase in the government deficit, in anticipation

-of future taxes required to service the debt, has not been supported by recent US

saving behaviour. Nor, in contrast to what has happened in Canada, has US private
saving increased as a result of the redistribution of income to interest recipients, who
normally have a higher propensity to save than the average individual. In Japan,

‘however, there has been some decline in private saving in parallel with the decline -

“in the fiscal deficit.

Aggregate data for the United States also suggest that business investment has
not been significantly “crowded out” by higher real interest rates. Rather, the
crowding-out of private expenditure by government deficits took place via exchange
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rate appreciation, which curtailed expenditure on domestic goods in competition
with imports and reduced exports. The result of this was the development of a quite
unbalanced cyclical recovery.

The contribution of an exchange rate adjustment to restoring a better balance

.in the external accounts of the United States will in any event take time. The dollar

continued to'appreciate against-other currencies unul early 1985, but its subsequent
depreciation has now assumed major proportions, in substantial measure thanks to

. the recognition by the United States and other major industrial countries of the need

for concerted action. in the exchange markets.

In short, market mechanisms have not so far operated to reduce the US saving/

- investment imbalance. ‘As a result, the large current-account deficit of the United

States, and the country’s dependence on capital inflows from abroad, which in 1985

_amounted to 2.8 per cent. of GNP, are expected to persist in 1986 and beyond.

Consequently, it is increasingly coming to. be recognised that the US- Federal
Government- deficit has been a major source of the country’s structural financial
imbalance and that, in addition to a downward adjustment of the dollar’s- exchange

‘rate, a major effort to reduce the budget deficit is required. This recognition- led,

towards the end of last year, to the passing of the Gramm-Rudman-Hollings Act,
which provides for a progressive mandatory elimination of the deficit over. the next
five years. While implementation of the Act, or similar policies, may not be easy,
there is now a prospect of a turn-round in the US fiscal stance.

Portfolio behaviour and asset returns.’

External assets and liabilities. As a result of the national saving/investment
imbalances bulldmg up since the beginning of the recovery, the United States -
became a net debtor in 1985, for the first time in the post-war period. As the
following table shows, the shift has been a significant one, occasioned by a slowing-
down of the growth of US overseas assets and a significant acceleration of I!abilltIBS
since’ 1982

Germany, Japan and the United ngdom ‘have all-buile up thelr net. cxternal
assets in recent years; forming a countérpart to the US shift into indebtedness,
Japan’s net lending overseas as a percentage of GNP has grown rapidly in the 1980s,
amounting to an estimated 3.9 per cent. of GNP in 1985 (see the table on page 63).
The -aggregate -data do not show the division between portfolio and - direct
investment, and hence the liquidicy of the assets. In fact, Japanese overseas assets are
by far the most porifolio-based, . direct investment accounting for only 11 per cent.
of gross overseas assets at the end of 1984, compared with 33 per cent. for the
United Kingdom:. This 1mphes that Japanese external assets rnay be more eamly
switched between countries. :

Asset accumudation, valuation and portfolio shifts: Although the analysis-above
is based largely on flows of saving and investment, such flows are not the only
source of changes in wealth: Changes in the value of existing overseas and domestic



Externat assets and liabilities.*

- : : : 1985
Countries 1978 .1 979 1980 1981 1982 1983 1984 1986
and items asa
proportiorn
_in biflions of US dollars _of GNP
United States _ ,
ASSBIS .. ..Lveaa 448 511 | 607 720 | 839 894 215 934 0.23.
Liabilites .......... 372 416 501 579 692 788 887 999 028
Met external assets .. 76 95 106 141 147 106 28 | — 64 = 0.02
in thousands of billions of Japanese yen
Japan :
ASSElS . .uuiion.oas 23 33 32 L 54 63 86 20 0.28
Liabilities. .......... 16 26 30 a4 48 54 &7 63 0.20
Net external assets . . 7 7 2 2 ] 9 19 27 LE L
’ in billions of Deutsche Mark
Germany ) B : . o
ASSBS ..o 427 450 429 546 584 627 714 820 {145
Liabilities .......... 330 368 432 498 531 562 628 598 038
Met external assets . . 97 7.0 57 48 ' 53 G5 86 122 0.07
) ) in billions of pounds stesting’
United Kingdom '
Assets ... iianns 67 77 a0 115 1 147 176 222 23 1 071
Liabilities ,...:..... 55 65 f 73 85 104 18 149 172 ‘049
Net external assets . . 12 12 17 30 43 58 73 77 - 0,22
) in thousands of billions of lire
haly . o ’ _
ASSEts . ..iu e nnn . 73 a 2| 152 154 202 236 21 035
Liabilities .......... 59 68 24 135 | 150 189 233 253 0.37
Net external assets .. 14 23 33 A7 4 13 3 - 12 - 002
_ ' in billions of Canadian dolars '
Canada )
ASSELS ... ..uaela . &7 81 105 124 134 146 165 173 0.38.
Liabilities .......... 155 18% 212 257 270 293 323 336 0.74
 Net external assets - 83 | —-100 —407 E _—133 =136 ~—147 | —153 i —163 - 0.36

* The data dsﬂet comegtua‘lly from count%to cauntry. For Japan, data are oonvened Trom US dollars at year-end exchange
rates; for the Unijted States, the United Kingdem and Canada 1985 data are estimated and do nhot allow for valuation
changes in the existmg stuck of assets resurtmg from exchange raté or other asset price’ fnovements dutmg the vear

Sou rees: National data and definitions.

assets are also important, and, pamcularly n the case of. domesuc assets, such

: valuauon changes were extrernely large in 1985

As-regards overseas asset positions, valuation changes may occur-as a result of
exchange rate changes. The importance of these ‘effects depends. on' the currency
composition of -assets.and liabilities, on which precise data are-not always available.
Another important determinant is the size of net external assets, both in absolute
terms and in relation to wealth, which is generally rather small. Taking these factors
intoaccount, -estimates suggest that, compared with the contribution to- domestic

‘wealth of rising-equity prices, the wealth effects of exchange rate.changes for

individual industrial countries-during 1985 were relatively small. The appreciation of
the:yen and the Deutsche Mark -over the year are nonetheless likely to have caused
some reduction in the domeéstic currency value of net fore:gn assets held by investors

i Japan and Germany
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“Real asset returns.* .

98 . 198 t .
Countries and items 1 0 ] il I 982_[ 1953 1964 1985
In percentages
United States .
Equities 15 -8 13 13 1 .25
Housing -1 -3 -2 0 -1 7 2
BONAS o\ e -13 -5 27 0 10 25
Memorandum iteny:
agricultural reélestate . ... .. e 2 - T -6 -9 -5 - -15
Japan
EQUItIBS . .\ e e e cisvrreernnnnns 2 13 3 20 24 i5
Housing .......coovvevcncnnn.s 5 8 8 3 1 1
BONAS . ...vvreiiiiiraaan -3 10 9 9 g 7
Germany
EOUIIES + . o eoee v vneneennn 1 -2 " 36 10 63
Housing .. ......oivvunninnans 5 1] -2 -1 ] -1
BODS ©oovrervanernraranans - 4 -2 16 3 13 9
France :
EQUItIBS ... ... .iiyeiennranurs 4 —-20 1] 56 14 27
S HOUSING L. -2 -3 -2 -2 ~ 2 -2 .
BONAS . ... oiieiiiiiiiiaraians =10 -8 [ 10 " 13
United Kingdom
EGUItIES ... oo irieiieraaanenn 16 0 21 YAl 23 15
Housing .......oovvuieennnernns - 2 -8 0 3 5 2
"Bonds ............. e eeseeeaaa -4 =8 42 7 4 ]
aly . .
Equities ... .....coviiiiniainras a5 -12 -17 B | 10 103
HoUSiNg . .vnennninrneainnnnns 11 -3 13 -7 — 2 -9
Bonds .....oiiiiiiiiiiaaeas -4 3 3 4 3 5
Canada .
EQUItios . .. ....ocvuirirnreeanans 16 =19 -5 28 -6 18
Housing .....vuvvvviivnananans 0 -4 -12 - 4 -4 -1
BOROS .oy - 7 -13 28 6 11 20
* The raturns for equities incorporate the change dusing the year in the nominal asset price {respective stock market indices)
glus the dividend vield, deflated by the ge in consumer prices, For bonds (government or public sector Iotz;tatm
onds} the yneld shown is the total rate of retumn {percentage price change plus coupon Interest} deflated by th
in cor Raly, whera the effective yield 1o maturity replaces the total réturn. For housing lpﬂce

dwellings sold in the Unﬁed Slates thg United Kingdom and Italy, the cost of a new residence in Germany, Erance and
Canada, and the urban land price mdex for Japan) and agricultural real 8state, the figures shown are nommal price of value
changes deflated by consumer prices.

Sources: National data and definitions, OECD Financial Statistics and Salomon Brothers Internatuonal Bond Market
Parformance Indices.

The large and volatile magnitude of valuation effects on domestic assets can be .
gauged from the table above, which shows the real returns on equities, housing and
long-term government bonds. The .evidence suggests that equity investment has
offered a sizable real rate of return in recent years, generally exceeding the return on
real assets (housing) and the real return on bonds. The gains on equities have to be
seen in the context of the size and distribution of private sector portfolios.in the
major economies. As can be seen from the following table, the share of equity
holdings in the private sector’s portfolio is greater in the United States, the United
Kingdom and Canada than in Germany and’ Japan, if account is taken of shares held
indirectly via institutions. For these reasons the impact of a given change in equity
values on wealth is likely to be greater in the former countries. Valuation changes
in equities in 1985 are estimated as having been equivalent to no less than 5 to 10
per cent. of GNP in most of the large countries.
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Portfolio distribution of the non-financial private sector.*
Countries 1976 | 1977 | 1978 [ 1079 | 1980 | 1981 [ 1982 | 1983 [ 1984 | 1985
anditems as a percentage of gross financial assets

United States _ _
Deposits .............. 33 34 35 33 32 33 33 3z 34 32
Bonds? ............... 10 10 10 10 8 9 | 9 9 10 1
EQUITIES . .o eveeannnens 20 18 17 18 20 18 18 18 16 17
institutional investment? . 20 20 20 20 21 n 22 23 24 5

Japan . _ . .
DEpOSHS ... \vveerrene- 51 53 { 53 52 51 51 52 51 49 | 4o
Bonds? .. ..veeiiieinns -4 £ | 5 5 5 6 6 6 7 i
Equities ............... g k] ] 8 8 8 B 9 | 10 124
Institutionat investment? . 7 7 8 g 8 ‘8 9 10 11 M

Germany . ’ .
DepOSHS ...ovurrsn- 57 57 58 57 |- s7 55 54 53 51 48"
Bonds? ..........o00-- 9 a 9 10 10| N 1 | N 13 13
EQUities . ... vevvuvre-- 12 12 12 | 1o 10 10 10 1 1 15
Institutionat invesiment® . g 9 ] 10 11 12 12 12 12 | 12

United Kingdom. _ . _ .
DEpOSHS .. voveeernsns 33 32 32 3z |- 32 33 3| 30 | 29 [ 208
BONGS? .. .\oveanresns 6 6 5 | 5| & 4 5 a4 4 45
Equities ........oorvee- 12 14 13 12 12 11 1 12 13 125
institutionat investment® . | 19 21 23 23 25 25 28 29 30 30°

Canada
Deposits ...ooovvnunrens n 32 32 32 3z N 3t 29 29 29*
Bonds? .........oee... 8 8 8} 71| 86 6 7 8 8 o
EQUItIES v vvveennnnn. LY A ¥ 18 17 18 17 17 17 6 16
Institutional in 2.1 15 16 15 15 | 15 16 16 17 18 18¢

1Based on non-consolidated balance sheets for personal and company sectors; for the United States excluding non-
corporate firms and agricultural business. The sub-totals do not add up 10 100, as such items as trade credit and extemal
direct ir t t are not included 2 Excluding morigages held directly.  ? Mutual funds, pension funds, trust and
insurance company funds of a non-depository nature, ~ 4Estimated.  ® Third quarter.

Sources: National balance-shest data.

The above table summarises the portfolio distribution of major instruments for
the non-financial private sector. The portfolio distributions reveal in most countries
some movement by the private sector towards institutional investment and equities -
in recent years, while the share of deposits has been stagnant or declining. This shift
can be explained largely in terms of relative returns, though tax concessions and the
ageing of the population have also given a stimulus to institutional investment. The
share of bonds. in the portfolios of persons and companies has been rising in
Getmany and Japan, but falling in the United Kingdom. While generally slow
compared ‘with changes in the flow of funds, these portfolio shifts indicate

.significant changes in the disposition of wealth within financial markets, from
- deposits to market instruments and from holding market instruments directly to

hoiding them via investing institutions (life assurance companies, pension funds,

A large rise in equity prices such as occurred during 1985 is likely to have a
stimulative effect on expenditure, especially if it is perceived as permanent and does
not merely compensate for inflation. This will operate both via wealth effects on

~ consumption and via the effects on fixed investment of changes in the “valuation
“ratio” between firms’ market value and the replacement cost of the capital stock.

Other things being equal, wealth effects might 2lso tend to reduce saving, if
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increases in the value of wealth are considered as substitutes for the accumulation of
further assets. If this s the-case, these domestic wealth éffects may have weakened
the expected equilibrating mechanism berween saving and investment in the Umted
States; since they reduce saving out of current income and increase investment.
Elsewhere, however, they may have reinforced the equilibrating mechanism. =

Debt/equity ratios of the non-financial corporate sector.!

Countries 1966-73]1974-79] 1980 | 1981 | 1982 | 1983 | 1984 | 1986 |
United States ............ ....| osa | 096 | 077 | 092 | 087 | 078 | ov0 | 083
BT H ..] 308 3.3 314 | 2.9 2.92 268 | 24t | 1822
Germany® . . ... s 238 | 336 3.85 4.13 4.11 3.48 3.42 239
FYBNCe .. «oooeei i e 197¢ | 133 | 123 | 140 | 155 | 188 { . |} .
United Kingdom ,............| 067 | 138 | %13 | 123 | 103 | 087 | 074 | 0702
Canad .....oooueeiis .| 09 122 | 114 | 127 | 124 14 | a2 | odoe?

1 Gross liabilities excluding equity and trade credit as a futoportlon of equity at market prices, except for France and Canada
where equity is al book values.  ZEstimated. 3 All enterprises: excluding housnng 4 1970-73.

Souvces Naticnat balanee—sheet dala and OECD Financial Statistics.

- Rising equity prices also influence the debt/equity ratios of firms. In general
a lower debt/equity ratio is regarded as indicating that a firm’s financial situation is
more stable. There are, however, pronounced differences between countries in what
are regarded as “acceptable” levels of gearing, stemming from the nature of the
financial system, the tax system and expectations of growth. As equity markets have
been buoyant in recent years, a strengthening of firms’ balanice sheets has come
about in most countries (see the table above). In Germany, Japan and the United
Kingdom the measure of gearing shown has fallen by over a third since 1981.
Combined with falling interest rates, this has also led to a lower burden of income
gearing (i.e. the proportion of ircome req'uirei':l"for neét interest payments). In the
United States, by contrast, the retirement of equity and a hlgh rate of debt issue has
prevented a significant reduction in’ t.he debt/equlty ratio in'recent years. ‘

The decline in the debt/equlty ratio outside the United States and the rapld rise
of shareholders’ tate of return on equity reflect the general improvement in
corporate finances that has been observed in many countries in recent years. As is
shown in Chapter I, there has been an increase jn the share of gross profits in GNP
in Europe, and all the major countries.have seen some recovery. in real rates.of recurn
on capital since the early 1980s, both in absolute terms and in comparison with real
interest rates. Taken. together, such developments suggest that a significant
strengthemng of firms’ financial positions and investment incentives has come about
in recent years, particularly in Europe.

Fmancaal markets in 1985,

Inrerest rates. Short—term interest rates in the Umted States dechned in the first
arid second quarters of 1985 but rose again slightly in-the second half of the year.
The initial reduction was largely assoctated with an easing of monetary policy, in
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response to, subdued real growth. Short rates were again reduced in early 1986,
partly in co-ordination with declines in the other major industrial economies. Long-
term interest rates continued to decline throughout the year, which resulted in a
significant flattening of the yield curve. Domestically, expectations of a reduction in
the US budget deficit as a result of the Gramm-Rudman-Hollings proposal, together
with the short-run accommodative stance of US monetary policy, playcd some part
in reducing interest rates, while the lowering of inflationary expectations both in the
United States and elsewhere contributed to a worldwide reduction in nominal
interest rates. Given the stability of inflation in the United States. in 1985, real
interest rates also eased somewhat

Long-term rates in Japan also fell moderately in both normnal and real terriis.
The differential vis-a-vis the real long-term government bond rate in the United
States nonetheless remained -sizable. There were thus. continuing interest rate
incentives for Japanese investors to lend to the United States. The Japanese short-
term rate behaved very differently from the long-term rare. Following the Group of
Five agreement and as a result of a desire to increase the value of the yen, the
Japanese authorities induced an increase in short-term interest rates in the fourth
quarter, thus interrupting the downward movement observed since 1982. Due to
these changes, the yield curve was significantly inverted, and fears arose that the
tighterung would lead to a weakening of domestic demand. Therefore, after some
appreciation had occurred, the monetary stance was relaxed, and short-term rates
started to fall at the beginning of 1986.

Short-term interest rates in the United ngdom and Italy were also mﬂuenced
by exchange rate considerations. Speculation against sterling in early 1985 had led to
a.sharp increase in banks’ base lending rates, which were slowly brought down until
early 1986, when sterling once more came under pressure. In this case, however, the

- cause of depreciation, lower oil pnces, was evidently fundamental. Base rates were’

raised by oniy one percentage point, while a substantial depreciation took place and
the increase in short-term rates was subsequently reversed. Long-term rates in the
United Kingdom meanwhile fell slightly, which implied a further inversion of the
yield curve. The decline in long-term rates may have been encouraged by a
reduction in public sector demand for long-term funds following the abandenment
of the policy of “overfunding” in the gilt-edged market. In Italy short-term rates
declined until November, when .outflows of funds necessitated a monetary
tightening to prevent a shift of the exchange rate beyond the EMS band. The long-

‘term rate in Ita]y declined slightly, and remained significantly. below the short- -term

rate, as it has since 1982.

- In Germany short-term mterest rates fell for most of the year, after an mmal
increase in the first quarter, while long-term rates came down somewhat less. As
there was at first lietle change in the inflation rate, there was also-a falf in the real
cost.of borrowmg To some extent these changes were conditioned by the decline
in interest rates in the United States. In France interest rates, especially short-term
rates, also declined during 1985, These falls, w0, can be - associated with

- international trends, pamcularly those in Germany, France’s major partner in the

EMS. However, unlike those in other countries shown, t.hey may also be linked
with a significant drop in inflation over the year.
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Nominal interest rates and inflation, 1980-86,*
E_nd-qua_rjter figures.
—— Long-term interest rates

—— Shori-term interest rates
D Consumer price inflation

1% 23“3 Canade .\ %

United States

United Kingdoﬂ‘l

o

1980 © 1982

+Based on monthly data. Representative long-term bond yields and money ket rates; inflation as measured by
p age changes in co prices over twelve months. o . .




Some common factors underlying falling interest rates can be discerned.
Foremost, the continuation of low wnflation rates in many of the major economies
contributed to the decline of market interest rates. In particular, the longer-run
stance of monetary policy in many countries has helped to subdue expectations of
a resurgence of inflation. The decline in commodity prices and, in particular, the
weakness of the OPEC cartel no doubt also led to some scaling- down of inflationary
expectations, although this may be only temporary. In the United States neither the
reduced emphasis on the M, monetary aggregate nor the currency depreciation to
date appear to have had much impact on inflationary expectations in the short term,.
while the relaxation of monetary policy reduced interest rates directly.

Despite the decline over the past year, real interest rates are still rather high
compared with the 1960s and 1970s. While real interest rates were depressed during
the latter decade by accelerating inflation and economic stagnation, the current
higher level compared with the 1960s is perhaps more surprising. Inflation was
running at similar levels in both petiods, and the pressure of demand was higher, at
least in Furope, during the earlier period. Perhaps the most important influence has
been the greater demand for credit in recent years resulting from the shifts in saving,
investment and public sector deficits discussed above.

Acnwty in the equity markets. Equlty prices have risen sharply in real terms
on many of the major stock exchanges. As is' shown in the table on page 68 and in
the graph on page 74, these boom conditions were present on the stock exchanges
of New York, Tokyo, London, Frankfurt, Toronto, Paris and Milan as well as
elsewhere. Equity price changes are difficult to trace back to causal factors, because
they depend on expected future profits as well as on issuing activity and a range of
~ shorter-run speculative factors. Nevertheless, the decline in interest rates observed
during 1985 undoubtedly sumulated demand for equities. Secondly, the fall in
commodity prices has nnproved expectations  of future profltablhty for
manufacturers, in a mirror image of the decline in real equity prices observed in the
mid-1970s. Thirdly, the growing readiness of investors to trade in foreign securities
has led to a greater foreign demand for equmes in previously relatively thin markets,
for example in many European countries. The recent growth of the domestic
institutional sector has also led to a significant increase in transactions in some of -
these markets, for example in Italy. In addition, in'a number of European countnes
stamp duty and transaction taxes have been reduced in the past few years.

Equity prices may also have been boosted by take-over activity. This was
 particularly marked during 1985 in the United States and the United Kingdom but
was likewise evident in Italy and Germany. Management buy-outs were also a
strong feature of activity in the United Kingdom and the United States. Take-overs
and buy-outs are similar in that each involves the purcha.sc of a firm’s equity by
individuals who feel that the market va.luauon of the firm is low in refation to its
,pOtenual prof1tab1hty

The history of take-over activity shows a pattern of “waves”, pamcularly in
the late 1960s and early 1970s. Each was associated with increasing real share prices
and revealed a strong cyclical element. It is also true that the availability of finance
is a necessary precondition. The recent spate of take-overs has been financed partdy
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by debt issues, in the form of bonds in the Uruted States and bank lending
elsewhere, as well as by firms’ own resources. Earlier waves were financed to a

greater extent by equity issues. In the United Statés a feature of the current wave

was the use of low-rated “junk bonds” pledged by small predator firms on the assets

of the target firm. In this way extremely large purchases became possible from a

small asset base. This form of finance was not widely available in earhier periods.

Further important determinants of the current take-over wave are the liquidity that
firms have accurnulated and pension fund assets which have grown large in relation
to obligations. In many cases these offer pamcularly easily realisable assets and t.hus
a bait for hostile take-over activity.

In general the consequences of nsmg equity pnces are 1mprovements in the
financial positions of mcorporated firms and in the wealth of the equity holders. To
the extent that the increases are maintained, both improvements are likely to
enhance the prospects for economic expansion over the next few years. Growth
should also be stimulated directly'by recent declines in interest rates, except.to the
extent that they lead to lower net interest incomes. of the household sector, and
hence moderate the growth of consumptmn. :
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Fund-raising actrvity in the financal markets.. Total credit outstanding in. the
United States grew by 14 per cent. during 1985, compared with a 5.7 per cent,
growth of nominal GNP. Thus, the sharp rise in the ratio of debt to GNP continued
unabated, prompting concern on the part of the authorities- regardmg the
consequences for fmanc1a! stability.

Funds raised by domestic non-financial borrowers.!

Fund-raising sector?
Business sectot - ' Household sector Publi Tofal
Countri ¥ - ublic
ountries ears Equities | Bonds [ Loans® Total H&:ﬁ-’;? . Other s.e_c‘.tor‘
as a pefcentage of GNP/GDP

United States ... | 1982 | 04 11 27 | a2 16| 12| s8] 129
L 1983 - 08 | 08| 31 47 32 | 23 6.6 16.8
1984 | - 2.0 1.7 5.8 58 34 2.9 6.5 i8.3

o 1986 | — 2.0 23 | 35 38 | 238 37 | 88 | 201
Japah ... 0. ... | 1982 08 | 06 76 | 9.0 1.7 ] 1.9 8.2 20.9
1983 05 0.5 7.4 85 13 2.3 94 | 2158

1084 0.6 0.8 73 87 11 2.0 7. 18.9

1985* 0.5 09 85 9.9 0.9 1.2 6.3 18.3

Germany ......... 1 1982 03 02 42 a7 28 ] o061 a3 | 124
o 1983 0.3 0.0 43 | 46.{ .35 07| 34| 123
1984 03 | 04 43 |. a7 31 | 06 27 | 1

1985 04 | 03 40 47 18 0.7 24 a7

Francé .. .......... 1982 1.2 0.8 6.7 8.9 T 4.2 7.2 | 203
S 1083 1.7 08 . 59 B4 3.9 47 17.0
1984 1.8 0.7 4.0 6.5 3.1 - 5D | 146

_ 1985 2.2 0.8 38 68 - 40 ] 45T 153

~United Kingdom ... | 1982 03’ 0.0 31 | 34 51 | 18 C 34 13.5
o J 1983 | o8 [ o1 1.7 2.4 . 48 | . 1.8 37 12.7 .

1984 0.3 0.1 2.7 a1 53 [ 1.3 4.2 13.9

. 1985* 0.8 0.2 19 | 30 51 |- 20 ‘29 | 130
Haby . oeeen. .. c.. | 1982 | 18 10 50 | 75 . 1.0 -} 183 | 248 |
_ . 1983 23 04} 68 95 0.8 | 170 | 273
1984 1.9 03 | 75 97 1.0 : 187 | 274

P . 19854 23 |- 03 65 . 91| - o9 166 | : 26.6
Canada ........ ... | 1982 kR 0.8 19 | 38 09.-29 | 101 | 118,
: 1983 | 16 08 |- 1.3 1.1 3.0 0.9 94 { 144
1924 2.1 04 09 [ 34 2.0 17 | 93 16.4 |

1985 2.2 03 2.4 43 |, 3a w2 [ 93 | 190

1The data differ coﬁceptua! f'rorn ooﬁntr-‘,r to country.  2For Japan, the: ‘United ngdom and Canada, borrowing by
blic enterprises is include: gublu: sector borrowing, and in Germany borrowing bg the housing sector is included in
ouschold borrowing. 2 lnclu es monéy market paper and foreign bonowmg réliminary or estlmated .

Sourcds: Mational ﬂcfw-of funds data.

Funds raised by the public sector in the United States rose éharﬁly as 2

-proportion of GNP between 1984 and .1985. Over the same period households

borrowed heavily to maintain spending in the face of slower income growth, while

~ US businesses continued to retire outstanding equity in sizable amounts. Despite

lower corporate borrowing, - some quesitions have been raised. about
creditworthiness, in. particular in connection ‘with the increased significance of the -
low-rated “junk bonds” noted above, which accounted for 30 per-cent. of-bond
issues by US firins last year. Reflecting concern about the markets; the Federal
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Reserve imposed margin requirements on stock purchases financed by debt secured
principally by the equity being acquired.

It is notable that firms in the United States raised more of their funds in the -
bond market and less by bank borrowing compared with 1984. Bond issuing acuvity
also shifted towards the Euro-markets, 30 per cent. of issues being made there. To
some degree, this move towards bond issues was a normal consequence of falling
long-term rates, as they induce consolidation of short-term into long-term debt.
There were also, however, underlying trends encouraging the issue of marketable
securities; these are discussed further below.

Canadian financial markets witnessed some of the same patterns as the United
States, notably continuing heavy government borrowing, together with burgeoning
household borrowing to finance housing and consumer durables. However, the
company sector behaved rather differently than in the United States, In 1985 it
sharply increased its borrowing, reflecting both mventory accumulation and capital
formation. There was also conmderable equity issuance, in contrast to developments
in the United States,

In Japan fund-raising activity in the financial markets mainly reflected the
continuing cyclical expansion by the business sector. The growth in fund-raising was
largely in the form of loans, though issues of bonds also rose. In most European
countries the increase in profitability enabled investment to be financed without a
sharp growth in corporate fund-raising. In the United Kingdom a significant
proportion of company sector borrowing was for the financing of take-over bids.
The UK authorities issued a statement of policy to banks, requiring them to limit
their exposure in these cases. Borrowing by households in the United Kingdom was
also extremely buoyant, with housing credit alone exceeding total funds raised by
thé business sector. There are indications that a large proportion of housing credit
was actually used for other purposes. By contrast, household borrowing remained
at a relatively low level in Japan, Germany and France. In line with the policy of
fiscal consolidation, public sector borrowing continued to decline, particularly in
Japan, Germany and the United Kingdom, though in- the latter case the reduction
was helped by the sale of public sector assets. In Europe and Japan restraint by the
public sector meant that the growth in private sector demand for credit could be
accommodated without exceptional increases in net financial -market activity.
Contrasts may thus be drawn between these countries and the United States in terms
of the relative buoyancy of public sector and business borrowing, while only in the
United Kingdom has there been a comparable growth of household sector’
borrowmg

To summarise, 1985 and early 1986 witnessed a considerable decline in market
interest rates and strong gains in equity prices. In some countries, notably the
United States and Canada, domestic non-financial borrowers increased their fund- -
raising activity as a percentage of GNP. While this activity can generally be related
to the economic cycle; the saving/investment imbalances discussed earlier also
manifested themselves in the high level of fund-raising by the US and Canadian
Governments, and equally in the rather high level of household borrowing.
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The growth of securities transactions and the role of institutional investors.

" Last year witnessed a considerable expansion of securities business in national
and international markets. In the United States, Japan, Germany and France gross
new issues of traditional bonds and related paper were larger in 1985 than in recent
years (see the table below). In net terms, too, the growth of securities issues has
been quite pronounced in recent years (see the table on page 75). In the Euro-
markets bonds and other forms of negotiable instrument have been supplanting
syndicated bank loans since 1982. More recently, outstanding amounts of Euro-
notes have grown rapidly, although the total is stll relatively small. The increase in
activity has not been confined to issuing; the volume of transactions in secondary
markets has also expanded sharply.. In addition, in a number of countries
administrative changes were made that opened the way for the future growth of
securities operations. New negotiable instuments were authorised in Japan,
Germany, France and the Netherlands. The relaxation of restrictions on competition
in underwriting and dealing in securities was announced or implemented in the
United Kingdom, the Netherlands and France, and futurés markets were created in
Japan and France.

Gross bond issuas.

19860 | te81 | 1982 [ 1983 1984 1985
Countries and items .
: a3 & percentage of GNP
United States : . _

GOVEINMENE . ..\ eoeevvrreensnns 54 54 6.7 7.9 87 | 9.4
MNon-financial compenies ..., ... 28 2.2 29 32 4.2 7.0
Financial institutions . . ... reaaen 1.7 1.8 22 1.7 1.9 2.4
Restoftheworld ............... 0.2 - 00 0.0 0.0 o1 0.1
Total Loveierarin s 100 | 95 R R 12.8 14,9 18.9

Jopan ' ' '
GOVEIMMENT oo ovvennsiennnencn 6.8 7.0 6.8 8.7 73 15
Nosfinancial companies ........ : S 24 24 - 26 28 - - 3.2 5!
Financial institutions 6.2 59 6.7 . 7.2 71 7.9
‘Rest of the world ... e 0.2 0.2 0.3 0.3 _ 0.4 05
Total oo T 183t 158 63 190 | 180 | 124

Germany . ' . o :
GOVEIMENt ... v vurenrunas 1.5 17 - 2.6 26 | 28 T3
Non-financial companies ........ 0.4 0.4 0.4 0.3 03 0.4
Financial institutions? ........... 9.5 1.8 125 13.8 12.9 wr
‘Rest of the wortd ............... g4 a1 0.2 0.2 03 03
LT . 1.8 13.9 187 16.9 16.2 18.4
Government .............. . 1.6 0.9 137 16 2.3 25
Non-financial companles 0.5 04 08 08 0.7 0.7
Financial institutions . 1.9 21 22 25 26 33
Restoftheworkd ............... 0.0 . 0.0 0.0_ - 00 Q.0 0.3
Totah -coveiniienns [R 4.0 34 43 4.9 86 6.6

United Kingdom . : '
Government .........v.. [P 8.9 53 4.1 5.2 4.6 4.4
Nen-financial companies ........ 0.1 BN | S0 . B2 01 | 03
Firancial institutions ... ......... 0.0 0.0 0.1 0.1 0.0 0.0
Restofthoworld . .......oouuens 0.0 . 041 0,2 0.2 03 0.2
Total «...oven e X 56 | 45 | 55 5.0 49

*Estimated. 7 Includes debt certificates.

Source: QECD Fi ial Statistics Monthly.
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Part of the increase in activity in securities markets over. the past year is cyclical,
but a significant proportion may be explained by secular changcs in the working of
the financial system. For a wide range of borrowers, financial innovation is making
the issue of negonable paper an attractive alternative to borrowing from a bank.
Some borfowers enjoying a good reputation in the market have been able to obtain
funds at rates below the average paid by banks in the wholesale market. This is
particularly evident in the Euro-markets, where prime Euro-notes have mcreasmgly
been issued at rates below LIBOR and without an underwrmng commltrnent

The unbundling of the financial package and the tendency for banks to charge
explicitly for payments and financial services have facilitated the growth of securities
issues. Prime issuers:find it easier to obtain payments and other non-credit financial
services from their preferred suppliers and to raise funds in their own names without
guarantees. Second-tier borrowers also increasingly tap securities markets, but in
this case a bank guarantee or line of credit is often useful and sometimes
indispensable. The provision of back-up facilities allows banks to charge directly for
the information they collect in their credit assessment and customer evaluation -
activities.

Swaps are another form of off-balance-sheet business that has spurred the
growth of the securities market. They enable an issuer who énjoys a relative
advantage in a particular sub-market to exchange the interest payments or the
currency denomination of a given debt contract with a counterparty enjoying a
relative advantage in another segment of the market. The swap technique means that
the issue of paper is not limited by an issuer’s need for funds of a particular type.
Evidence from market pamcnpants suggests that a significant proportion of the
recent surge in straight bond issues can be attributed to SWaps, though declining
interest rates have also played an important role.

‘Banks have also contributed directly to the growth of securities and securities-
like instruments by issuing habilities — debt ceértificates, notes, bonds or negotiable:
certificates of deposit - that resemble marketable securities more closely than
traditional time deposits. It 1s noteworthy that this has occurred even in countries,
such as Germany and Japan, where the pace of change in bank balance. sheets has
been more measured than elsewhere and where some banks have long funded the1r
activities by 1 1ssumg bonds : '

Fundlng by banks in securities markets. *

_ _ ' 1966—75[1973—79| 1980 | 1981 | 1982 | 1983 [1934 | 1935
Countries
. as a percentage of total Niabilities
United States ................ 123 | 236 | 286 | 308 | 209 | 251 | 241 | 236
JBPBN i 83 | 17 1.3 10.6 17 12.3 132 | 143
T GRIIBNY . .ureeernraans 15.2 18.4 13.8 20,2 228 23.0 244 | 2458
United Kingdom: .. ... ........ o8 8.8 1.1 12.2 127 | 120 10.1

* Funding by banks in securities markets includes repurchase agreements, Federal funds and large term osits of non-

banks in the case of the Uniled States, certificates of de?osn and bank bonds in the case of Japan, bonds valued at market

fmces in the case of Germany and cerlificates of deposit in all currencies in the case of the United Kingdom. Data for the
tter country are available onlty from 1975,

Sources: National data and definitions,
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In a number of cases the new instruments owe their existence or growth to the
nature and relative restrictiveness of the regulations in force. The volume of large-
denomination negotiable certificates of deposit expanded in Japan because they were
free from interest rate controls and because restrictions on 1ssumg and trading in
them were relaxed. Issues of bank bonds and notes increased in some countries
because of the ability of banks to treat subordinated debt, which in many respects
resembles money market paper, as part of their required capltal The removal of
legal obstacles to the domestic dperauon of invéstment trusts in Traly opened the
way for their rapld expanswn in 1985 and 1986 and stimulated the securities

' markets

Thc changmg roles of different fi nancna] institutions.

Despite: the substantial growth of new issues of securities and securmes-hke
instruments, direct holdings of financial claims (bonds and equities) have not
increased in importance. The share of traditional deposits in the asset holchngs of the
household and corporate sectors has fallen in a number of the major countries. But
this decline has been offset by the rise in claims of the household sector on pension
funds, life assurance companies, investment trusts and other types of mtermedIary,
commonly referred to as institutional investors, which hold a significant proportion
of their assets in the form of securmes (see the table on page 69).

.The.changmg relauve -Importance of depos:tory institutions and institutional
investors denotes a shift in the locus of financial intermediation and in the amount
and type of risk borne by these two classes of institution. Institutional investors.are
carrying -out. some of the risk pooling and financial transformation previously
performed by banks. Bank assets and liabilities increasingly resemble securities; in
that a growing proportion are marketable. In addition, banks have more scope for
managing intesest rate, foreign exchange and cash-flow exposures, thanks to new
financial instraments such as swaps, fucures and options. Credit risk is less amenable
to direct management by such methods. Indirectly, However, théy may be of help.
Banks can, for example, brace themselves for greater credit risk by reducing thexr
interest rate, currency or maturity mnsmatches. .

- Buoyant demand for securities, in large measure attnbutable to t.ht gro‘wmg
importance of institutional investors, together: with more exp11c1t chargmg for
payments services, enables banks to increase their fee and commission income and

~ to diversify their sources of revenue. At the same time, ‘stagnant demand for bank

loans from prime customers and keen competition for deposits have moderated the
growth of interest earnings. In recent years the ratio of bank fees and commissions
to net bank interest earnings has thus tended to rise in the Unltcd States, Germany,
the United ngdom and Italy

Accompanymg these changes in the nature of ba:nkmg has been an increase in
competition as the types of business and the functions: in the market of depository
institutions and institutional investors have converged. In countries in which deposit

- business and securities business have been separated by law. (the United States and

Japan) or custom (the United Kingdom), competition and convergence have



occurred in tssuing, trading or trust-related business. In international markets the
distinction between banks and securities houses has been eroded even more quickly
than in national markets. Both types of insutution now play an important role in the
Euro-markets, irrespective of limitations that may apply at home. '

In reaction to the convergence of the business conducted by different.
institutions, restrictions on their activities have been relaxed. For example, controls
on interest rates and limits on credit expansion have been loosened or abolished on
a broad front. France and Japan are the only major industrial countries where
interest rate controls continue to be applied to a range of deposit accounts, and even
in these countries some rates have been liberalised either by relaxing existing
restrictions or by allowing the introduction of new, unregulated financial
instruments. Stmilarly, there has been a shift away from reliance on controls on bank
lending or credit expansion in the 1rnplementat10n of monetary policy, though there
are conditions in which some .countries. still find them useful (see Chapter VI).

In contrast, the question of the types of financial claims that can be created and
types of business that banks and other institutions are allowed to conduct has come
to the fore. Last year major changes were made in the authorisation to issue financial
claims in a number of countries. In June 1985 a yen-derominated bankers’
acceptance market was inaugurated in Japan. In December 1985 the Deutsche
Bundesbank decided to relax its opposition to the issue of negotiable DM certificates
of deposit by banks domiciled in Germany and to make them sub)ect 1o reserve

 requirements from May 1986, -as long as the maturity of the habrhty is less than two

years.- German banks were also allowed to lead manage DM issues of zero coupon,
floating rate and other paper commonly used in international finance. Changes of a
similar nature were made in the Netherlands and in that country and the United
Kingdom the issue of commercial paper was authorised.

In terms of the range of new products, the greatest regulatory reforms last year
occurred in France. In March 1985 banks were permxtted to issue certificates of
deposit which may now range in maturity from six months to seven years,
Companies were empowered to issue commercial paper from the begmmng of 1986
on condition that a standby commitment has been obtained from a financial

institution. In December 1985 companies and private individuals were allowed to

purchase government biils, which previously could be bought only by banks or
specified investors. However, remaining restrictions put a brake on theé growth of
the actual volume of new products. The most notable are maturity restrictions and -~

: minimum‘denomination‘ limits of Fr.fr.'5 million on all these instruments.

As far as limitations on bank activities are concerned, the two most toplcal
questions are securities business and geographlcal restrictions, though it is only in
the United States that the latter issue is important at the domestic level. In effect,
statutory restrictions on interstate bankmg in that country have been weakened by
the expansion of “limited service” or “non-bank” banks, which either acceps
deposits or imake commercial loans, and by decisions of individual states to allow the .
entry of ‘out-of-state banks, often imtially on a regiomal basis. Geographical
expansion may bring advantages both to individual institutions and to the financial
system as a whole. Such expansion generally facilitates portfolio diversification and
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may allow an institution to acquire a larger base of stable retail deposits. Conducting
a greater range of business over a larger area does, however, place demands on
systems of contrel and ‘management within an institution.

Banks have a growing interest in securities business, because brokerage and
underwriting activities, when permitted, generate non-interest income. Securities
business enables banks to diversify their sources of revenue and places less pressure
on capital than increased lending, Onceé administrative batriers to securities business
within and between countries are lowered, taxes on securities operations come to
constitute a larger proportion of transactions costs. Tax treatment then becomes a
more important determinant of the volume of transactions in different markers. In
the recent past financial institutions have become more vociferous in thelr calls for
the reduction or abolition of such taxes.

Recent problems of financial stability.

Against the background of continuing change in the structure of financial
markets, 1985 was a year of contrasting developments in the banking mdustry
Many international banks continued the process of consolidating their positions that
had been made necessary by the 1982 debt crisis, while somé banks and other
financial institutions, parucularly in North America, with heavy exposures to certain
sectors of their own economies faced asset quality problems.

Looklng first at the asset quality problems that some banks experienced last
year, these stemmed from a combination of interrelated factors, including the
ad}ustments associated with disinflation, large exchange rate movements and major
changes in the relative prices of internationally traded commodities. In the Unired
States weaknesses in the agricultural and energy. sectors were reflected in the
performance of some institutions which are involved in financing those parts of the
economy. In the US agncultural sector 1985 was another year of stagnating income.
These conditions caused contmumg problems for the service of a sizable fraction of
s agncultural debt; it is estimated that oinie-third of the full-time producers on
commercial-sized farms experienced financial difficulties last year. US commercial
banks as a group hold roughly 20 per cent. of total outstanding agricultural debt.

‘The weakened financial position of some US farmers caused the failure of a number

of agricultural banks, whose problems were exacerbated by the furthér erosion of
the value of collateral supporting agncultural loans that resulted from the continued
fall in agncultural land values.

The recent weakness of oil prices has contnbuted to. a detenorauon of
economic conditions in segments of the US energy sector and in the south-western
region of the country, The value of investments in oil exploration. and drilling, as

- well as in the provision of oil services, declined further last year. Moreover, vacancy:

rates for commercial office buildings in several western and south-western US cittes
are currently as high as 25 per cent. These developments have posed problems for
a number of banks in these areas of the United States that ho]d regionally
concentrated loan porifolios.
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The economy of western Canada, tou, is heavily dependent on energy. The
stowdown of economic activity in the western Canadian provinces after 1982 was
aggravated by the decline in oil prices, with unfavourable effects on the loan
portfolios of some regional banks in those areas. Two small banks that experienced
such strains had to be closed last year, bringing the first commercial bank failures
in Canada since the 1920s. Some other small banks in sound financial condition
expeneneed temporary fundmg difficulties when large depositors | transferred
deposits to the major banks. However, these problems posed no threat to the overall
stability of the Canadian financial system.

The recent major decline iri longer-term US interest rates will no doubt
alleviate some of the debt-servicing burden of the agricultural and energy. sectors.
Additionally, the lower exchange value of the US dollar should improve the export
outlook for US agriculture. Nonetheless, these sectors are experiencing problems
which are not simply cyclical but are related to changed long-term economic-

prospects for agriculture and energy-based industries both in North America and
elsewhere.

_ Economic difficulties in commodity markets have caused problems for some
commercial banks outside North America. The cessation of tin trading on the
London Metal Exchange, as a result of underlying weakness in the demand for tin,
created potential losses for banks which had financed a price stabilisation scheme
operated by the International Tin Council, as well as for other market participants.
Reduced levels of international shipping have led to swess in shipping and
shipbuilding industries and to some problems for banks, particularly in Asia, which
financed these industries. - :

Some institutions outside North America have also experienced problems with
real estate loan portfolios. Beginning with the recession in the early 1980s, for
example, the construction industry in the Netherlands experienced a sizable fall in
activity. Commercial building development was particularly hard hit and has not yet
recovered. This has led to dlfflcultles at certain mortgage banklng 1nst1rut10ns in t.hat
country.-

While sectoral problems are hkely to per31st for banks in some countries — the
full effects of the recent sharp fall in. oil prices have still to be felt —in 1985 the
international banking system as a whole demonstrated its resilience by making
considerable further progress in strengthening its  resources. Banks in most
developed countries recorded substantial increases in earnings, due in part to falling -
interest rates but also to other factors, in particular unusually high levels of fee
income. These higher profits permitted substantial additions to banks’ ‘capital and
reserves, as well as a strengthening of provisions to cover potential loan losses. The
boom .in stock markets, by raising. the market value of bank equity capital,
prompted announcements by several major Furopean banks of new share issues.
Moreover, large banks in countries such as the United Kingdom and the United
States, which permit subordinated debt to be counted as cap;tal for. regulatory
purposes, continued to reinforce their positions through issuing perpetual or other
forms of debt capital. These improvements in banks’ profitability, in their capital
structures and in their loan loss provisions are particularly welcome at a time when
the nature and structure of banking are rapidly changing.
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Financial change and stability — the challenge for prudential supervision.

Since the beginning of the 1980s those responsible for the supervision of
financial institutions and the regulation of markets have faced two principal
challenges: the first, which dates back to the early 1980s, was associated with
disinflationary policies on which industrial countries embarked after the second oil
shock; the second, which ts more recent, is the challenge that financial innovation
— both the proliferation of new financial instruments and changes in the structure of
financial markets — presents to the 0perat10n and the design of prudential control
over banks and other financial institutions. In an increasingly integrated fmancml
world both challenges have international, as well as national, aspects.

The first challenge reached its peak Wlth the outbreak of the mternatlonal debt
crisis in 1982, and the supermsory response to it centred around measures to
strengthen banks’ ability to sustain losses. Last year’s widespread increases, both in
bank capital and in provisions against. doubtful international loans, were a further
step in a process which began. in the early 1980s and in . which supervisors have
played an important part. The measures taken by banks, often on the instruction or
recommendation of their supervisory authorities, have varied from country to
country. In some countries the emphasis has been on strengthemng capital

" resources, in others on building up provisions. By these various means much has

been achieved to reinforce the balance sheets of leading international banks. In many
cases, however, these efforts will need to be sustained-in the !ight of the uncértain
outlook for some sectors of domesnc actmty and the posmon of certain debtor
Countrles

The challenge posed by financial innovations relates in part to the very rapxd
growth of banks’ off-balance-sheet activities, some of which were discussed earlier
in this chapter. In principle, the risks assoctated with the use of these new financial
instruments are no different from' those related to traditional ‘banking business;. .
indeed, to some extent the mushrooming of new sorts of off-balance-sheet business
has been a response by banks o the tightening in recent years of capna.l
requirements with respect to banks” balance- sheet assets.

The task of bank supervisors with respect to these new sorts of off-balance-
sheet activity can be summarised under four headings: to see that banks’ own
interhal control systems adequately cover these activities; to adapt banks’ publlshed
accounts so as to include them; to adapt banks’ pruclenua.l reporting so as to capture
them; and to include off-balance-sheet business, in an appropriate way, in prudentlal
coritrol systems. On this last point, the authorities in a number of major developed.

countries ~ incliding Germany, ]apan, the Netherlands, the United Kingdom and.

the United States — have extended, or are proposing to extend, capital adequac‘y
requlrernents to note issmance facilities (NIFs) and other irrevocable back-up

commitments as well as, in some instances, to other new -off-balance-sheet

techniques developed by banks.

The other main issues for supervisors arising out of recent financial innovation
are those related to the dismantling of barriers which in many countries hitherto
separated banking from securities business and other types of financial activity.
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What, for instance, are the implications for banking supervisors of some banks being
part of larger financial conglomerates? And where different parts of such
conglomerates are supervised by different authorities how are the various supervisors
to co-ordinate their activities? The convergence of the activities of providers of
different financial services needs to be complemented by a less segmented approach
to prudential supervision. '

The 1nternational aspects of these challenges are hardly less important than the
national ones. With national financial systems more closely linked than ever before, -
unco-ordinated national supervisory policies create incentives for banking and other
financial business to move from more regulated to less regulated centres, with a
consequent increase in risk-taking that could, in the longer run, harm both the
efficiency and the stability' of the financial system. At the same time, large
differences in national banking and super\qsory traditions continue to exist together,
in some instances with differences in legal restrictions on the activities of financial
institutions. Supervisors will therefore need to co-ordinate their activities
internationally by attempting to achleve similar objectives wu:hm these dlfferent
national frameworks,

The strengthening of banks’ capital positions over recent years has to some
extent taken place in a co-ordinated way. The Group of Ten countries agreed, in the
early 1980s, on the need to hale and, if possﬂ)le, reverse the erosion of banks’ capital
positions that had taken place in the late 1970s. More recently, they have made some
progress in. co-ordinating the way in which capital adequacy is measured nationally.
However, standards of capital adequacy, and the actual strength of banks’ capital
positions, continue to differ quite markedly between these countries. This is
somet}ung of an anomaly in today s 1ncreasmgly integrated financial world.

_ Prudent.xal supervision of banks’ new off-balance-sheet activities is Stlll at an
early . stage of development. For that reason,- international co-ordination of
prudential controls should, in theory, pose fewer problems in that area than it does
where long-established differences in national practices .exist. As regards the
international aspects of the supervision of new financial conglomerates, one obvious
issue concerns the supervision of different parts of such institutions whlch are
located in different countries. :

The challenges that face supcrv1sors today should not obscure the fact that the
primary respons;blhty for the soundness of financial institutions rests with the
managements of those institutions. Indeed, -the greater freedom to compete |
natlonally and mternatlonally in a wide variety of financial markets, and wr:h fewer
restrictions on the types of activities they may pursue and instruments they may use,
has increased the re3pon51b1hnes of financial managements. The job of the
supervisors is to establish a framework, appropriate 1o today’s integrated fi nancial
world, for the exercise of those responsibilities.



V. INTERNATIONAL FINANCIAL MARKETS.

* Highlights.

Buoyed by the downward trend of interest rates, large international savings
tmbalances, significant deregulation and financial innovation, activity in the
international financial markets grew rapidly in 1985, The total volume of new
facilities arranged in the short and long-term international issues markets soared by
over two-thirds. Even the gross international banking aggregates; after two years of
slow growth, expanded markedly. While the volume of syndicate'd Euro-bank loans
declined further, owing to the banks’ continued reluctance to increase their exposure
vis-a-vis 2 considerable number of heavily indebted countries and the switch by
prime borrowers to the securities markets, the banks maintained their share in
international credit flows by dramarically stepping up their presence in the issues
markets, not only as intermediaries but also as borrowers and investors.

The gross figures for the individual market sectors, however, significantly
overstate the actual volume of new credit channelled through the international
financial marlkets last year, owmg to the very large volume of refmancmg operations
and the banks’ greatly increased importance as purchasers and issuers of securities.
Net of refinancing, overlaps and double-counting, mtemauonal credit growth in
1985 may be estimated at around 10 per cent., which is more or less in line with
domestic rates of credit expansion.

From the point of view of the international debt situation, developments in
1985 were not entirely satisfactory. The heavily indebted countries in Latin America
and some other parts of the world did not, on the whole, make sufficient progress

- towards re-establishing their credit-standing to benefit from the favourable climate

in the international financial markets and were therefore still confronted with the
necessity of achieving large trade surpluses to finance their interest service payments.
Although the decline in interest rates brought considerable relief, the renewed
deterioration in the international trade climate — shrinking export growth, declining
raw material prices and the collapse of the oil price — entailed an economic setback
for a number of these countries. It was against this background that the new debt
strategy outlined by the Secretary of the US Treasury, aimed at gradually defusmg
the international debt crisis through structural reform and a resumption of economic
growth in the debtor countries, brought a new ray of hope. The success of this
strategy will, however, depend not only on the full co-operation of the debtor
countties and the commercial banks and increased financial assistance from the
international development institutions, but also on adequate economic growth and
an openness to developing countries” exports in the industrial countries themselves.
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The overall plcture

1985 was a year of brisk acuvity and rapid structural change in the
international financial markets. International bond issues expanded by over one-half,
while the volume of newly arranged medium-term facilities for the issue of short-
term Euro-paper (NIFs) was more than two and a half times its 1984 level. As a
result, the combined amount of announced new facilities in the international short
and long-term securities markets rose from $127 billion in 1984 to $213 billion last
year, or nearly three times the level of two years earlier. International banking
activity, after two years of slow growth, also picked up speed despite the continued
contractton of the syndicated loan sector, and at the end of 1985 the reporting
banks’ cross-border assets, in constant dollar terms, exceeded their year-earlier level
by $222 billion, or nearly 10 per cent.

These gross figures for the individual market sectors, however, overstate . the
true expansion of international credit flows last year. For one thing, the downward
trend of interest rates, the continued paring of spreads charged to prime customers
and the development of new instruments better suited to the needs of individual
groups of borrowers led to a spate of refinancing operations. In the international
bond markets, for example, the amount of repurchases and redemptions may be

Trends in international financial markets, 1982—85.*
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* Figures based on Bank of England data, recorded acoetding to announcemert date,
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estimated to have increased from around §25 billion in 1984 to $39 billion, or nearly
three times their 1982 level. Moreover, a very large proportion of the $125 billion
of net new issues, particularly those at floating interest rates, served to replace
outstanding ‘bank credits or other facilities. This was also true of a significant
proportion of new NIFs and syndicated bank loans.

_ . Est_imated' net lending in international markets: .
Changes in external claims of BIS reporting banks and international securities issues.

' Exchange rate adjusted flows’ Stocks
. ; ot
1980 | 1981 | 1982 | 1983 | 1984 | 1985 [end-1985
in billions of US dollars

Total international lending of reporting banks® .. | 2411 | 264.8 | 1805 [ 1037 | 1227 | 2215 | 2,512.7
minus: do;jble-'oouming.due to redepoéiting ) .' . ) ' . | . )

' among the reporting banks .. .......... 811 998 855 18.7 32.7 121.5 || 1,032.7
‘A = Net international bank lending® ... ...... ‘| 1600 | 1650 | 950 | 850 oo | 1000 [ 14800
Eura-bond and foreign bond issuss ........... . 394 440 | . .7 721 | J081 163.6
_minus: redemptions and repurchases ......... 1.4 12.0 J13.2 141 |} 261 | 3886 .
B = Net international bond finanding .......... 280 3240 58.5 58.0: 83.0 | 1250 550.0
C{A+B) = thal bank and bond financing . ... .. 188.0 [ 197.0 153.5 143.0 1730 | 2250 || 2,030.0
" inus: double-Counting® « .-+ ovrrnrreeennnns so|{ 70| 85| 30| 280| ss0[ 1300
B = Total net bank and bond financing ........ | 180.0 | 190.0 | 145.0 130.0 } 1450 | 1700 1,900.0

1 Non-dotlar bank credits are converted into dollars at constant end-of-quarter exchange rates, non-dollar honds at rates
ruling on announcermnent dates, 2Up to 1933 the reporting area includes banks in the Group of Ten countries,
Luxemnbourg,. Austria, Denmmark and Ireland, plus the offshore branches of US banks in the Bahamas, the Cayman Islands,
fanarma, Hong Kong and Singapore. As from 1884 the reporting area includes in addition Fintand, Morway and Spain as
well as pon-US banks eéngaged in international business in the Bahamas, the Cayman Islands, Hong Kong and Singapore;
all offshore units in Bahrain and all offshore banks operating in the Netherlands Antilles. 3 In addition to direct claims
on. end-users, these estimates inelude certain interbank positions: firstly, claims on banks outside the reporting ares, the
assumplion being that these *peripheral” hanks will not, in most cases, borrow the funds from banks in the financial
cefitres simply for the purpose of redepositing them with other banks in these centres; secondly, ctaims on bariks within
the reporting area to the extent that these banks switch the funds into domestic currency and/or use them for direct foreign
currency lending to domestic customers; thirdly, a large. portion of the foreign currency claims on banks in the eéuntry of
tssue of the currency in question, e.g. dollar claims of banks in London on banks in the United States; hare again the.
assumption is that the borrowing banks obtain the funds mainly for domestic purposes and not for re-lending abroad; a
deduction is made, however, in respect of working balances and similar items. ~ 4 Bonds taken up by the reporting banks,
to the extent that they are included in the banking statistics as claims on non-residents; bonds issued by the reporting banks
mainly for the purpese of underpinning their international lending activities.

. Secondly, it appears that only a limited amount — about 20 per cent. — of the
roughly $75 billion of NIFs arranged by the end of 1985 has so. far been drawn
upon, while a substandal proportion merely serves as a back-up for other types of
credit facility. Thirdly, much of the acceleration in the growth of the international
banking aggregates last year was due to the rapid expansion of the interbank market
within- the reporting area.- Net of the double-counting -that results from such
interbank . operations, the estimated volume of new final lending was: only
moderately higher than in 1984. Fourthly, there has been an increasing amount of
overlapping between the banking sector and the securities markets since the banks
themselvés became large borrowers and heavy investors in those markets. The
double-counting resulting from this overlapping last year may be very roughly
estimated at-around $55 billion, as against $28 billion in 1984 and $8.5 billion in
1982, : :
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Excluding both refinancing operations and these various elements of double-

counting, it may be estimated that new credit intermediated by the international

financial markets amounted to around $170 billion last year. This was only $25
billion more than the 1984 figure, despite the sharp acceleration in the expansion
of the gross aggregates, and still somewhat below the $190 billion peak level
reached in 1981. Although these figures do not include paper issued under NIFs and
held by non-banks, on which little information is available at present, it appears
that less than 50 per cent, of the outstanding amount of such paper has been taken
up by non-banks; it is therefore unlikely, despite the rapid growth of this market
sector, that this omission undeistates the 1985 figure for the amount of new
credit channelled through the international financial markets by more than $5 to
7 billion. -

Moreover, in view of the increasing globalisation of financial markets, it is
clear that the international markets have been taking away some business from the
domestic markets and that the total volume of new credit in the international
markets does not therefore represent a corresponding net addition to total world
credit flows. For example, Japanese corporations were important borrowers in the
international bond markets, with a large proportion of the bonds issued by them
being absorbed into the portfolios of banks and other investors in Japan.

The factors that shaped the growth, structure and sectoral distribution of
international credit flows in 1985 were basically the same as in preceding years,
though with some néw nuances and shifts in relative importance.

In the international banking sector the dominant influence was the persistence
of a “split” lending market. For many heavily indebted countries, notably those in
the developing. world,” access to international bank credit remained very difficult.
Excluding new credits extended under officially sponsored credit packages, - the
reporting: banks’ claims on these countries actually-declined last year, although the
figures may have been influenced by write-offs-and loan sales at a discount: At the
same timeé, the banks suffered from a dearth of prime customers from mdustnal
countries, with competition for such borrowers leading to a further squeezing of
lending margins. The international debt problems and, in some cases, domestic loan -
losses, however, undermined the perceived advantage of banks in offering safety to
investors. As a result, large prime borrowers were-able to raise funds in the securities
markets at a Jower cost than via the banking sector, despite the t.hmness of the -
banks’ lending margins. :

In addition, the banks’ own preference for tradable assets, together with their
need for more stable sources of funds, also gave a powerful boost to the growth of
the securities markets. It may be estimated that about one-third of net new
international securities issued last year was absorbed into the banks’ own portfolios
(excluding banks in the United States). Similarly, on the sources side of their balance
sheets, banks accounted for nearly 60 per cent. of floating rate note (FRIN) issues.
In a number of countries, notably the United States and the United Kingdom, the
funds raised through such issues may, on certain conditions, be counted as primary
capital for supervisory purposes.
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Moreover, the banks’ quest for alternative sources of income that would not
entail an expansion in their balance sheets and a reduction in their capital ratios was
a significant factor in the rapid development of the Euro-note and Euro-commercial-

‘paper market, where the banks could play an important role as guarantors, arrangers

and dealers. For the same reason, in addition to their greatly enhanced importance
as borrowers and investors, the banks continued to expand their activities as
intermediaries in the long-term issués markets, often through the acquisition of a
controlling interest in other financial institutions involved in trading and marketing -
securities. Similarly, the commercial banks played an increasing role as dealers and

market-makers for new types of instrument such as swaps, options and forward rate

agreements, thereby strongly expanding their off-balance-sheet activities and

exposures. The resultant increase in service income, though possibly conjuring up
the danger of new and not fully appreciated risk concentrations, has helped the

banks to strengthen their own funds, to improve their gearing ratios and to build up

resilience against the negative influences emanating. from the international debt crisis

and domestic loan problems.

Apart from the voluntary and involuntary support provided by the commercial
banks to the growth of the securities markets, international issuing activity benefited
in 1985 from a number of additional stimuli: the continued downward trend of long-
term interest rates and the related opportunities for capital gains and lower-cost
refinancing; the large savings imbalances amongst industrial countries; the increasing
role of institutional investors with widening international. horizons; national
deregulation measures freeing the channels for international capital flows; and the
innovativeness and flexibility of the securities markets themselves.

Looking at the developments during the period under review from a somewhat
longer-term perspective, a striking feature has been the growing integration of
different markets and market sectors. This has been partly associated with the
evolution of a variety of instruments with similar characteristics, such as transferable
syndicated loans, FRNs and NIFs. These facilities increasingly serve as direct
substitutes for eich other, with their use and advantages depending on factors such
as market liquidity, investors’ interest, flexibility of issue, possible arbitrage
opportunities and; ultimately, relative costs. Consequently, "although the general

trend towards marketable instruments appears to be firmly establishied, the precise
~ vehicles used are hkely to chinge over the short term depending on the fmanaal and :

macro- ecanomic environment at any particular time,

This increased substitutabilicy of different types of instrument, the greatly'
enhanced role of the commercial banks as investors and borrowers in the securities
markets and the development of new facilities such as the NIFs combining a number.
of heterogeneous features have increasingly blurred the borderlines between
different market sectors. This is trie in particular of the distinctions between the
short and long-term markets and between bank credit and the capital: markets.

. Moreover, the increasing osmosis between different market sectors has resulted in a

breakdown of the segmentation between domestic and international markets.
Deregulation has played an important role in this respect, particularly in the non-
dollar sectors during 1985. But the remaining regulatory barriers were also of some
consequence, giving rise to specific types of arbitrage techniques and financial flows.
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 The progressive global integration of financial markets has been particularly
striking in the case of the United States. The abolition of the withholding tax in mid-
1984 has brought about a narrowing of yield differentials between domestic and
Euro-issues as well as tighter price formulae. In addition, yields on new issues in the
international securities markets are being quoted less and less against benclhimark
interest rates charged by banks in the Euro-market, and tend rather to be related to

yields on US Government paper. The development of NIFs and related facilities has

increased. the interlinkages between the US commercial paper market and the
international market for short-term securities. And, finally, a salient feature of the
period under review has been the spreading to other currency sectors of instruments,
such as FRNs, zero coupon bonds and certificates of deposit, which had previously
been in use mainly in the United States and in the Euro-dollar market.

The international banking sector.

The dwelopment of the overall aggregates. Expressed in terms of current
dollars, ‘the growth in mternatlonal banking activity accelerated dramatically last
year, namely, on the assets side of the banks’ balance sheets, from $57 billion in
1984 to $349 billion. However, this development was due in large measure w0
valuation effects resultmg from exchange rate movements. Whereas in 1984 the
dollar’s apprecxauon had reduced the dollar value of the banks’ . positions
denominated in currencies such as the Deutsche Mark, the Swiss franc and the yen,

_in 1985 its sharp decline had the opposite effect. But, even excluding these valuation

changes, the acceleration in the growth of reporting banks’ external assets, from
$123 billion in 1984 o $222 billion last year, was quite remarkable. A sxmllarly
strong acceleration, from §27.6 billion to §62.7 billion, was, moreover, recorded in
banks’ domestic claims in forelgn currency. '

The stronger growth in international bankmg actmty last year was due .
primanly to a sharp expansion in interbank operations within the reporting area
itself (see the table on page 92). The very large $232 billion increase in these
tnterbank assets (both cross-border positions and domestic positions in foreign
cutrency) in 1985 seems to have been due to a number of influences: the growing
role of the banks both as intermediaries and as principals in the international
securities markets; hedgmg and a.rbltrage operations related to exchange market
developments and shifts in expectations; a very strong expansion in the international
activities of Japanese banks, partly in.response to the various official deregulatory
moves; and the importance of the US domestic banking sector as a borrower in the
mternatlonal banking market.

Sources and uses of international banking funds. Because of the predominance
of interbank . operations, the more rapid growth of the international banking
aggregates last year did not imply ‘a much larger increase in the final amount of
international bank credit outstanding. Excluding the double-counting resulting from
the redepositing of funds between banks within the reporting area, the total amount
of new credit channelled through the international banking system may be estimated
at around $100 billion, which was only $10 billion more than in 1984.
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Changes in external assets of BIS reporting banks at constant and current

exchange rates, 1979—85.
~ Annual figures, in bilfions of US dollars,
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As regards the uses of international banking funds, credit to countries outside
the reporting area continued to expand at a relatively sluggish pace, namely by $19
billion. This was $5.billion more thanin 1984, but amounted to less. than 30 per
cent. of the exuberant growth recorded before 1982 during the heyday of
international bank lending. Identified new international credit to non-bank entities
within the reporting area totalled $ 30 billion, about the same as in 1984. However;
since a very substantial part of this increase was probably in the form of securities
purchases, new outright leading is likely to have declined quite sharply. In addition,

~ there was $4 billion of new lending, representing for the most part claims -on
“international institutions, that cannot. be allocated geographically. These various

inside-area uses add up to-$53 billion. Apart from a sizable amount of unidentified

" lending to non-banks, the balance of $47 billion represented the reporting banks’.

own use of international funds for domestic lending or other investments not
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BIS reporting banks: Selected features of international activity.

Assets Liabilities

Exchange rate adjusted ftows Stocks Exchange rate adjusted flows Stocks
atend- atend-
1981 | 1983 | 1984 | 1985 § 1985 | 1981 | 1983 | 1984 | 1985 § 1985

in billions of US doltars

ltems

Cross-bordet positions
vig-3-vis:

1. countries outside the

reporting area .. ..., 65.7 279 142 187 620.0 166 12 296 16,4 3993
2. banks within the _
: reporting area .. .... 160.8 | ©54 ) 924 | 1797 [1.504.9% 1593 | 813 | 1057 | 191.9 |1,667.9
3. non-banks within the .
veporting area ... ... 3186 6.0 164 | 192 3364 506 | 239 136 | 21.3 350.7
4. unaltocated . ... ...... 6.7 4.4, - 34 5.4 11.2 3.7 - 1.4 1.3 B8.5

Total cross-border positions | 264.8 | 103.7 | 122.7 | 221.56 §2,512.7 || 237.7 | 1091 1 1475 | 230.6 J2,476.4
ofwhich: in foreign

currency and ECtls ., | 165.0 54.1 80.0 | 164.3 1,817.20 189.1 55.3 893 | 161.9 ([1.817.9
Domestic positions in
foreign currency:
5. interbank . .......... 51.2 111 145 51.8 406.5F 484 153 15.0 63.8 a407.8
6. vis-a-vis nonhanks? . .. 19.4 101 131 109 150.1 53 21 5.7 8.1 68.8
Total domestic positions . 706 21.2 27.6 62.7 b86.6j 537 17.4 20.7 719 476.6

Tot.'al foreign currency .
positions .. ........... 235.6 75.3 | 1076 | 227.0 ||2,373.8) 2428 727 | 1100 | 233.8 §2,3945

Note: As from end-1983 the reporting area was enlar%ad to include banks in Finland, Norway, Spain, Bahran and the
Netherlands Antilles 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 reporting area, whereas the other four market centres
mentioned, for which previously o‘nl\f data for the branches of US banks were available, were already part of the reporting
area,

* For banks in Europe, Canada and Japan only. 2 For banks in Europe and Canada only.

reflected in their external asset ﬁgures Banks in the United States alone took up $27
billion of external funds for domestic purposes, mostly in dollars.

Turning to the sources side of the international banking market, the inflow of
new-funds from outside the reporting area slowed down quite sharply last year,

- from nearly $30 billion in 1984 to $16 billion. By contrast; new identified deposits .

received by the banks from non-bank entities within the reporting area amounted to
about $29 billion, which was $10 billion more than in 1984. In addition, about $10
billion of new funds were channelled into the markets via trustee accounts of banks

. in Swiczerland and $5 billion of new deposits were received from official monetary

institutions, The balance of $40 billion included a certain amount of unidentified -
non-bank deposits but largely represented the new international funds provided by
the reporting banks themselves, either by lending abroad in domestic currency or by
switching domestic currency funds into foreign currency, Banks in Germany and

- Japan, the countries with high current-account surpluses, were by far the largest

exporters of new funds last year and between them would seem to have accounted
for the bulk of this' $40 billion.
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Returning to the reporting banks’ direct business with non-bank entities within
their own area, the largest increases in credits occurred vis-a-vis residents of the
United States (+$12.6 billion) and the United Kingdom (+$10.4 billion). The bulk
of the latter increase resulted from domestic lending in foreign currency by banks.
in the United Kingdom, with a substantial propottion of these new credits probably
going to foreign-owned securities. houses and other foreign firms in the United
Kingdom. Other major borrowers were residents of Sweden ($2.7 billion), Canada
($2.5 billion), Switzerland ($2 billion) and a number -of the smaller European
countries. No figures are available on the local foreign currency lending of banks in
Japan, which, however, seems to have been substantial. Sizable cross-border credits
were, moreover, extended to non-bank entities registeréd in the Cayman Islands
($3.6 billion) and to residents of Hong Kong ($0.9 billion). On the other hand, two
waditional groups of borrowers, Italian and Spanish non-bank entities, sharply
reduced their debts to the international banking sector last year, by $5.2 and 4.7
billion respectively.

Estimated sources and uses of international banking funds.

Exchange rate adjusted flows Stocks

1980 [ 1981 | 1982 1983 | 1984 [ 1985 . ] enc: *less
in bitlions of US dollars
Uses ) ]
Reporting area ........... 88 93 42 B3 76 77 808
Ouiside area . ..... PO ) 68 66 39 28 14 19 620
Unallocated ............. 4 6 . 14 . 4 - 4 "B
TOMA) e vt eres 160 165 95 85 %0 | 100 1,480
Sources
Reporting area ........... 104 137 93 80 62 83 - 1022
Qutside area . ...... (PR - B2 17 =12 1 29 16 399
Unallocated ............. 4 11 14 4 - 1 1 © B9
Total . ..o 160 165 =13 85 90 100 1,480
Met .
Reporting area ........... -6 -44 =51 -7 14 L ~213
Outsidearea . ............ .18 43 51 - 27 -15 3 A
Unallpcated ............. - - 5 - ) - 1 3 - 8

On the sources side of the banks’ balance sheets, the inflow of new deposits
from non-bank entities within the reporting area-was more evenly distributed. The

largest amount of new deposits, nearly $7 billion, was received from UK residents.

US residents, having drawn down their deposits with banks abroad by $5.3 billion
in 1984, built them up by $6 billion last year. Other large depositors of new funds -
were non-bank entities in Germany ($2.6 billion) and Belgium-Luxembourg ($2.5
billion), but sizable deposits were also received from residents of most other

reporting industrial countries. Here again, no figures are available on the foréign
‘currency deposits of Japanese residents with banks at home. Only Canadian and
‘Swiss non-bank - entities drew down their deposits fast’ year; by $1 and 0.9 billion

respectively. Elsewhere in the reporting area, substantial new deposits were received

from non-bank entities in Hong Kong ($1 9 bllllon) and the Netherlands Ant:llcs
($1.3 billion). '
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Lending to countries outside the reporting area. The 1985 pick-up in lending to
the outside area was almost entirely in respect of eastern Europe. Owing to their
successful earlier adjustment efforts, most of the countries in this area regained the
favour of the banks and were able to obtain rather attractive loan terms. They
borrowed $5.4 billion last year, while at the same time cutting back the flow of new
deposits. As a result, they again became net takers of new-funds, to the extent of
$2.7 billion, whereas over the preceding three years they had reduced their net
indebtedness-to the reporting banks by a total of nearly $15 billion.

" The overall picture for eastern Europe last year was as usual heavily influenced
by the Soviet Union. This country, which expenencecl a slump in its earnings from
energy exports, obtained $3.7 billion in new credit while adding $0.9 billion to its
deposus The second largest borrower in this region was the German Democratic

Estimated flows between the BIS reporting banks and groups of
countries outside the reporting area.’

T | . Flows at constant end-of-quarter exchange rales Stocks
Positions of reporting at
T banks 1979 [ 1980 | 1981 | 1982 | 1983 | 1984 | 1985 fend-1965
vis-3-vis:
In billions of LIS dollars
OFEC countries? - .
Claims ........ e 1.2 7.0 42 | 82 98 l-181 - 11 110.2
Liabilities .............ccoiaiiin 374 | 4.9 32| -182 1 -131 2.3 6.0 158.9
Net . i o] -30.2 | —349 1.0 26.4 229 |~ 41 | - 8.0 § —49.7
Memaorandurn items:
Forsign exchange reserves® . .... 180 6] —-88)~75|-83]|- 34 &4 811
Current-account balances ... ... 585 | 106.5 498 { —17.0 | -170 |- 85| - 55
Non-OPEC develgping countries ) : ) : . : .
ClaIMS ..o oiaiie e . 35.3 389 | 398 198 12.2 10.4 8.5 | 349.6
Lisbilities ...........iiiiiiiann 123 a.0 a5 46 | 10.3 19.8 31 177.3
[T N o) 230 ) 3498 30.4 15.2 191~ 94 54 | 1723
Memaorandurm items; . .
Foreign exchange reserves® .. ... 86| -18) - - 25 85 17.3 39 84.8
Current-account balances . ... ... —-425 1 —645 | -79.0 | -61.0 | -345 | -30.0 | -265 ||
Othar developed countries . ) .
CIBINS « o oot cvie i i enameanns 7.5 154 168 16.0 71 5.7 5.9 209
Liabilities .............. e 7.0 5.7 38 |- 041 13 3.2 34 35.1
Net i iriaeineeaeeanns 0.5 9.7 13.0 16.1 5.8 2.5 25 64.8
Msmorandumitems; 1 C ) : )
- Foreign axchange reserves? ..... 3.1 121 -47] 18 24 [-09 | —-. 11 13.2
Current-ac 1t balances ....... - 75| ~165 | —250 | —240 | —13.0 [ —145 | —11.5
Eastern Europe B . - ; . : . . g 5
OIS . e s s 721 68 483 |- 46 ] - 12 |1~ 013 ‘5.4 60.3
Liabilities ", e 47 | 09 0.1 20| 27 43 27 270
CNets ... e e, 25 5.9 47 | ~ 681 - 38 |- 44 | 27 | 333

Note: The country groupings used in this table have been im Tﬁosed by the structure of the E’uvo-cunencv stalistics and
thevefore differ from those empioyed in Chapters W) and V1. This applies in particular to the group of “DOther developed
countries”, which -only includés countries which are not part of the réporting systérn.

1 Up to the end of 1983 the BIS reporting area covered banks in Austria, Belgium-Luxembourg, Canada, Denmark, France,

the Federal Republic of Germann Ireland, Htaly, Japan, the Netherlands, Sweden, Switzerland, the United Kinﬁ(o m, the

United States and the ofishore branches of US banks in the Bahamas, the Cayman Islands, Panama, H ng and

n%a pore. As from end-1583 the reEoﬂmg area includes, in addition, benl:s in Finlancl Norway and Spain as well as non-
n

ks engaged in international in the 8. the Cay Hong Kong and Singapore, all offshore
bankmg units in Bahrain and all offshore banks opetatlng in the Netherands Anl:llles. As a result, the first thrae of these
countries- are no tonger included under “Other develo) countries”, while Bahrain is no longer included under “OPEC

countries”, except as regards the _Posjtions of banks in the Upited States. 2 includes in addition Bahrain {up 1o end-1983),
Brunei, Oman and Trinidad and 3 A minus sign (—) equals net deposits.  * At current exchange rates.
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Republic, with new takings of $1 billion, though at the same time it built up its
deposits by $1.4 billion. Other major customers were Bulgarla and Hungary; which
obtained $0.9 billion and $0.8 billion respectively in new credit and, also made
major additions to their deposits. On the other hand, the reporting banks’ claims on
Romania and Poland decreased by $0.5 and 0.4 billion respectively, in the case of
Poland largely as a result of transfers of claims to export insurance agencies.

Banks’ lending to non-OPEC developmg countries continued to decline last
year, with new claims amounting to no more than $8.5 billion, $2 billion less than
in 1984 and only between 20 and 25 per cent. of the levels recorded in the years
before the outbreak of the mternatlonal debt crisis. However, the renewed
deterioration in the debtor countries’ financial situations and the resultant slowdown
in their reserve accumulation entailed a. sharp decline in their new deposits with the
reporting banks, from nearly $20 billion in 1984 to only $3.1 billion last’ year. As
a result, after acting as net suppliers of new funds to the reporting banks in 1984,
to the extent of $9.4 billion, these countries again became net borrowers last year,

to the extent of $5 4 billion.

The reporting banks’ business with’ lndlwdual groups of
non-OPEC developing countries..

Estimated Rows atn tant end-of-quarter exchange rates Stocks
. . at
1978 | 1979’ L1980 L1981 | 1982 | 1983 | 1984* | 1985 Jena-1985
in billions of US doflars ’

Assets B - : . : : .
Latin America .... | 144 232 27.4 305 121 78 | 87 1.3.§ 2179
Middle East ..... 1.2 1.2 2.1 2.3 1.7 03 |- 03 = 04 15.9
Alrica ... ....... 3.1 2.7 2.0 2.0 1.7 0.6 0.1 0.4 21.4
ASiZ .. i, 3.9 8.2 7.4 51 | 43 35 49 [ 72 § 47

Total ......... 226 353 | 389 399 | 198 122 10.4 86 § 3496

Liabilities - : . 1 . ' o

. Latin America . ... 8.0 4.9 - 09 | 47 - 1.9 5.8 10.3 - 1.1 67.9
‘Middle East ....{ 33 17 2.7 15 18 |-o09 |- 18 10 [ 220
Affica ........ | o8 1.8 0.7. o5 |-08 .1 o0z | .11 1.2 12,1
Asin ... 26 3.9 15 28 55 | 52 | 99. 20 § 753

Total .o 145 | 123 | a0 | 95 | 4s | 103 { 108 | 31 ;177L_3-

* Ag from 1384 the covar ge of tha figures has been enfarged to include changes in the posmons of banks in Finland;
Norway, Spain, Bahrain and the Netherlands Antilles, as well as all banks in the Bahamas, the Cayman Islands, Hong Korig
and Singapore.

With a contmumg “split market, new lending to non—OPEC developmg :
countries was very unévenly distributed. Lending to Asian countries accelerated
from $4.9 billion in 1984 o $7.2 billion, whereas new credits to Latin America
declined sharply from. $5.7 to 1.3 billion, essentially as a result of a slowdown from
$10-to 3 billion in dmbursements undet ‘officially arranged new credit packages.

In Asia, by far the largest borrower was China, whlch, faced with a massive
deterioration in its trade balance, obtained $4.8 billion in new credit and at the same
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time sharply reduced its deposits, thereby drawing a net amount of $10.3 billion

from the reporting banks. Despite these heavy calls, China remained a net creditor

vis-a-vis the international banking sector, with its end-1985 deposits of $11.7 billion
still exceeding its debts by $2.3 billion. Other large borrowers of new funds were
South Korea and India, which received $2.3 and 1.6 billion in new credit, while at
the same time drawing down their deposits by $0.4 and 0.6 billion respectively.
Taiwan, on the other hand, a country with huge balance-of-payments surpluses and
correspondmg’!y large reserve accruals, repaid $0.6 billion in debts while adding
$6.7 billion to its dep051ts With its claims on the banks exceeding its debts by $18.6
billion, this country is now, after Saudi Arabia, the largest net creditor outside the
reporting area vis-A-vis the international banking sector. Another country that
improved its net position vis-3-vis the international banking sector fast year —

~ though for quite different reasons -— was the Phlhpplnes, it repaid $0.7 billion of

debts and added $0.3 billion to its depos:ts

In Latin America the only major borrower of new funds was Argentina;
which, benefiting from an officially sponsored new credit package of $4.2 billion,
drew $2.2 billion of new funds while adding $1.3 billion to its deposits. Chile
borrowed $0.4 billion and withdrew $0.2 billion of deposits. Brazil, by contrast,
drew funds from the international banking sector by reducing its deposits by
$2billion, while repaying $1.3 billion in debts; Peru did likewise, with $0.2 billion
of debt repayments but $0.8 billion of deposit withdrawals. Mexico, too, which
received only a marginal amount of new credits from the reporting banks, trimmed
its deposits by $0.5 billion. On the other hand, owing to strong export performance
Colombia was able to reduce its banking debts by $0.7 billion while drawing only
marginally on its deposits. '

OPEC countries, which, with the help of drastic import cuts, achieved a
considerable improvement in their overall ba]ance-of—payments position last year,
added $6.9 billion to their deposits while repaying $1.1 billion of debt. As a result,
for the first time since 1980 they were large net suppliers of new funds to the
reporting banks. The major depositors of new funds were Venezuela ($2.8 billion),
Libya ($2.3 billion), Algeria ($1.2 billion), Saudi Arabia ($0.9 billion) and Iran -
($0.7 billion). Sizable debt repayments were made by the United Arab Emirates
($1.3 billion), Kuwait ($0.6 billion) and Saudi Arabia ($0.5 billion). Irag, on the
other hand, added $1 2 billion to its banking debts, whlle Algena borrowed $0 7
billion. .

Finally, developed countries located outside the reporting area conducted
roughly the same volume of new business with the reporting banks as in 1984; they
borrowed $5.9 billion while building up their deposits by $3.4 billion. The largest
amounts of new credit were received by Australia (§2.5 billion) and Turkey

($1.4 billion). However, whereas Australia ‘added $1.4 billion to its deposits,
Turkey withdrew $0.8 billion, to become the largest net taker of new funds within
that group of countries, financing more than the whole of its current-account deficit
in the international banking sector last year. Other major borrowers were Greece
{$1.1 billion) and New Zealand ($1 billion). Vis-a-vis South Africa, by contrast,
which in early 1985 was confronted with the banks’ refusal to renew expiring credit
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lines and had to introduce a partial debt moratorium, the reporting banks showed
a $1.1 billion reduction in claims (probably partly as a result of shifts of claims to
export insurance agencies); at the same time deposits received from South Africa
increased by $0.7 billion. Another country to record a relatively large increase, of
$0.8 billion, in its deposits with the reporting banks was Portugal, which achieved
a strong improvement in its international reserve position last year.

The role of individual market centres. Looking at individual reporting

_ countries, last year’s growth in external activities was particularly pronounced in the
- case of banks n Japan, which continued tw strengthen their presence in the

international markets and made large additions to their international securities
holdings. They expanded their external assets by $53.4 billion, or 38 per cent.
Following the various financial liberalisation measures adopted in Japan in the course
of 1984-85, external lending in yen showed an especially high rate of increase of 43

* per cent. Since labilities expanded somewhat less strongly, the external net credivor

position of Japan’s commercial banking sector widened sharply from $3.2 billion at
the end of 1984 to $15.3 billion,

The development of the external position of banks in the United States was ta
some extent a mirror image of that of the Japanese banks. The external claims of
banks in the domestic banking sector showed hardly any increase last year, and even
the external assets of the US international banking facilities. grew. relatively slowly,
by $11.1 billion or less than 6 per cent. It appears that there was a large amount of
new lending to affiliated offices abroad, but this was offset to a considerable extent
by an-absolute reduction in claims on other banks and on foreign non-bank entities.
At the same time, owing to the very liquid state of the Euro-dollar market and the
role of the US banking sector as a kind of residual supplier or borrower of funds
in this market, banks in the United States recorded a strong increase of $38 billion
in their external Liabilities. As 2 result, the external net creditor position of banks in
the United States, which at its peak in March 1983 had amounted to $131 bllhon,
declined by a further $27 billion to less than $59 billion last year.

After three years of relatively slow growth, the external activities of banks in
the reporting European countries also picked up in 1985, although, at around 10 per
cent., the rate of expansion was still much slower than in the years before 1982. In
absolute figures, external assets expanded by $118.5 bilion to a total of $1,292
billion. Banks in the United Kingdom, whose share in total outstanding positions of
European market centres at the end of 1984 had exceeded 46 per cent,, accounted

- for barely one-quarter of this increase. One reason for the comparatively modest
- growth of about 5.5 per cent. registered in the largest international banking centre

seems to be that the figures for the United Kingdom, unlike those for most other
reporting countries, do not yet include the banks’ holdings of long-term securities.
In fact, UK banks’ external liabilities showed much stronger growth than their
assets, with their external net debtor position widening by $16.6 billion to $58.5
billion last year. A substantial part of this increase seems to have reflected the banks’
use of external funds for expandmg their securities holdings. External asset growth

“was also relatively slow in France (4.5 per cent.), the largest European banking

centre after the United Kingdom.
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Developments in individual banking centres.
Flows at constant end-of-quarter exchange rates ' ’ fﬁmgé

Exte;r;)al pkossit’lons ) Assels i . Liabilities A Liabil-

of banks in: - ssets |
1981 | 1983 | 1984 | 1985 [ 1981 [ 1983 | 1984 | 1985 ies
in billions of 1% doltars
United Kingdom ........ 796 | 279 | 234 | 292 78.7 33 358 458 || 552.0| 6105
CFrance. ...l a1 1.2 8.1 7.4 1491 . 1.8 671 47 1635 1562

Luxembourg ........... 62| 14 73| 98 4.1 0.3 58 84 || 1086] 994
Germany .............. 7.4 - 15 19.3 1.5 |— 2.0 5.6 63 97.4| 742
Belgium ... .. e 8.8 38| 10 16.9. | 9.8 65| 125 16.8 [ 92.3| 1087
Netherlands ............ | 7.4 |- 04 39 52 46 |- 35 1.8 4.2 714| 6456
Switzetland ............ © 51 0.2 23 9.0 28|~ 1.8 1.0 8.0 7081 453
Maly .o 6.4 20 3‘0 88 4.4 38 6.7 . 8.7 495| 639
AUSIHA ., ooiui s 2.4 25 20 5.2 18 1.7 38 5.5 34.2| 369
Spain ... . . 13 1.7 . . 06— 13 199 182
Denmark . ....... e 07§ 13 1.2 4.1 06 . 13° 1.4 481 1314 11.7
Sweden ............... 0.1 0.6 01] 15 1.9 12— 03| 31 B89 17.4
Other European reportmg . )

countries’ . .........:. 08 [— 04 18 1.4 0.8 0.3 3.5 4.9 125 275

Total European reporting

. COUNEeS ...l 1339 | 404 | 729 | 1186 [ 1260 | 42.8 | 850 | 1179 f1,2924 11,315
USBFs ............... | 634 281 17.8 a4 48.3 3.6 13.8 14.9 201.7 ] 1918
Other banks inthe . ; ) . A

United States ......... 123 54 |- 17 0.1 §-100 174 123 233 22271 1737

Total banks in the . : .

United States ....... 75.7 335 162 1.2 383 48.7 32.1_ 38.2 42441 365.5
JAPAD .. 207 | 186 220 534] 28 75| 238 413§ 1946 179.3
Canada ...... e 2.7 3.5 24 2.1 18.0 35 1.6 21 46.1] - 66.7
nher reporting ) ]

countries? ....... P 31.8 7.7 2.5 36.3 336 6.2 - B.O 3t 55521 5344
Totab . .....oovnnn wee | 2848 [ 1037 | 1227} 2218 || 237.7 | 1001 | 1475 | 2306 [[2,5127 2,476.4 .

1includes, up to 1983, Iretand and, as from 1984, also Finland and MNarway. 21Includes, up to 1983, the branches of ug
banks in the Bahamas, the Cavrnan Islands, Panama, Hong Kong and Singapore. As from 1984 this item also covers non-US

banks in these market centres, except Panama, plus all offshore units in' Bahrain and all offshore banks operating in the
Netherlands Antitles. .

~ An unusually strong growth in external assets, of $19.3 billion, or nearly 25 -
per cent., was, by contrast, recorded by banks in Germany. Most of this expansion
occurred in the fourth quarter and represented lending to banks (inctuding own.
offices) in the Euro-Deutsche Mark market, where there was a shortage of funds "
becausé of the use of Euro-DM funds for DM securities purchases and the
withdrawal of official deposits for exchange market intervention purposes. The
external liabilities of banks in Germany showed a much smaller increase, so that
their external net creditor position widened sharply, by $13 billion, which
corresponded roughly to the country’s current-account surplus, Strong growth in
external assets was, moreover, reported by banks in Belgium (21 per cent.), Italy ~

' (21.5 per cent.), Austria (18 per cent.) and Denmark (56 per cent.).

Banks in Italy reduced. their external net debtor position by $3.1 billion to
$14.4 billion last year. Spain was the only reporting European country whose banks
cut back their external liabilities in absolute amounts, namely by $1.3 billion. Since
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banks in Spain at the same time continued to add to their foreign assets, they shifted
from an external net debtor position of $1.3 billion to a net creditor position of §1.7
billion, a turn-round which was rendered possible by the country’s underlying
current-account surplus.

Currency composition of mternational banking activity and growth of the ECU

market. As in 1984, the cross-border positions of banks in industrial reporting
countries in dollars expanded much less than those in other currencies, not only in

terms -of growth rates but also in absolute amounts, namely by $60.4 billion as.
against $124.8 billion (including ECUs). In percentage terms, cross-border positions
in dollars grew by 5 per cent. but those in other currencies rose by 21 per cent., or
by 54 per cent. if valuation effects are not excluded. In fact, in current dollar terms
the share of the dollar in the reporting banks’ external positions shrank from nearly
three-quarters at the end of 1984 to just under two-thirds. This would seem to
indicate that the markets became somewhat cautious about the dollar, although there
were also other influences, such as financial deregulatlon, which helped to boost
non-dollar business.

“The currency composition of reporting banks’ cross-border positions.?

Exchange rate adjusted flows ;Sr:ﬁag}&
Currencies Agsets . Liabilities Asssts Liabil-
' 1981 [ 1983 | 1984 | 1985 | 1981 | 1983 | 1984 | 1985 Wies
. in billions of US dallars ’

US dollars al 880l 241 | 223f s16 1165 | 210} 05| 409 8307 9374
o | 744 3371 101 880 2334 | 4s0| 280 329 4082} 3502

Otber foreign Al 452 223 352 644 390 281 331 781 f 397.4| 4140
. B| 254 | 159 | 324 | 468§ 102 s8] 303{ 351§ 2832 2064

ofwhich:? . . . ) .

DeutscheMark A | 158 95| 107 34| 102 90 165 158 [ t62.1| 1616

B 48] 09| az| 154 02 |- 04| 28 29[ 699 467

Swigs france ‘al m2| 27 30| 1521 18| a7} 28t 188l soel s03
8 j 26 08| 16 27 24{- 17| osg 24§ 31| nz|

Japanese yen A 6.6 1.3 54| 210 5.8 4.0 1.8 19.3 504} 475

' B 52! %1 18| 221 175<021 3} 179F 73.8] 495
Poundssterling A [ 3.7 05 52 4.7 0.3 |~ 0.6 49 1 7.0 235 27.6
S 8 50] 33| &7 2.4 481 61| 84} 58| 366| 499

ECUs s b1z 13s o 0] 1887 126 0 s80f 343

Note: A-Eum—cunénw posiﬁons: Bzeaclernél positions in domestic currency,

1 Pasitions of banks in industriat reporting countries only. ~ 2 Excluding positions of banks in the United States.

The strongest growth was recorded in the yen sector, which benefited not only
from the various liberalisation measures in Japan, but also from the very dynamic
role of the Japanese banks in international finance; Euro-yen assets, in particular,
expanded by as much as 71 per cent. The second-highest growth rates were
registered in the ECU sector, with the reporting banks® cross-border assets in that
unit of account -expanding by 56 per cent. Substantial increases, particularly in.

--absolute amounts, were also recorded in the international Swiss franc and Deutsche

Mark sectors (18 per cent. and 14 per cent. respectively), although in the case of the
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Deutsche Mark most of this expansion was in the form of external lending in
domestic currency by banks in Germany. -

The structure of the ECU banking market..

Agsets Liabilities

End‘?ea‘. stocks Flows . End-year stocks Flows |.
1983 | 1984 | 1985 | 1985* || 1983 | 184 |. 1985 | 1985*
in biltions of US dollars

Positions vis-8-vis non-banks:

domestic.. . ... oovarnarraens e 2.7 48 | - 54 |~ 0B 05 | 09 3.2 1.7
cross-border within the EEC ...... . 0.7 17 3.5 1.2 0.3 06 .8 0.9
cross-border with non-EEC residents 0.2 08 20 1.0 0.1 0.4 1.2 05 -
unallocated ... ......oeeieeins 0.3 0.6 1.4 05 0.2 0.1 0.2 0.2 |
Total positions vis-a-vis non-banks . .. 39 7.9 123 | 21 1.1 2.0 64 . I3.3

Positions vis-a-vis banks:

GOMESIC 1 v v e eeeeeeneeeeans 23 54 | 108 35 2.5 53 | 107 35
cross-border within the EEC . ... ... 50 | 127 | 243 74 | 56 | 131 | 260 | 76
cross-border with non-EEC residents | 0.4 1.3 4.2 2.3 0.6 15 5.0 2.9
unaltocated . .. ..vovors e, 03| o9 2.6 1.2 0.2 0.4 1.0 0.4

Total interbank positions . ........ . 8.0 0.3 _ 1.9 14.4 2.9 0.3 41.7 14.4

Tl erveeneireeeii | 118 | 2821 502 | 165 § 100 | 223 | 481 | 177

* At constant end-of-quarter exchange rates.

The strong growth of the ECU banking aggregates in 1985 was accompamed
by a broadening of the scope of this market sector, particularly as regards non-bank
participation, the geographical spread of business and the role of individual market
centres. Whereas at the end of 1984 the non-bank deposit base of the ECU banking
sector had still been rather narrow, in 1985 it grew by $3.3 billion, or over 100 per

‘cent. Moreover, this large increase was very broadly distributed, encompassing not

only domestic entities and other EEC residents, but also non-banks outside the EEC
countries, ECU credits to non-banks, by contrast, showed a much smaller
expansion of $2.1 billion, or 20.5 per cent. More than the whole of this increase was
in cross-border lending, which expanded by two-thirds, whereas claims on domesuc
non-bank entities, which at the end of 1984 had accounted for over 60 per cent..of
total non-bank credits, actually recorded a decline. Interbank claims and liabilities
rose by over 50 per cent. last year. Business with banks located outside the EEC
showed particularly high rates of growth of around 130 per cent., suggesting a
widening of the gcographical base of the market beyond the ‘original circle of EEC
member countries.

A breakdown by market centres reveals some decline in the relative welght of
France and Italy in the ECU market in 1985. The increase in non-bank deposits was
largely concentrated on ‘the Benelux countries and the United Kingdom: In the
Netherlands the banks’ ECU liabilities to non-banks increased by over 250 per cent.
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to $1.8 billion. Even stronger growth in ECU liabilities to non-banks, but starting
from a lower base, was recorded by the banks in the United Kingdom. Banks in that
country also recorded the largest expansion in interbank liabilities, of $4.1 billion,
and now rank second in the ECU interbank market after banks in France. On the
assets side of the banks’ balance sheets, the decline in ECU lending to domestic non-
bank entities was more than accounted for by a $1.6 billion reduction in such claims
by banks in Ttaly, whereas in the other reporting countries ECU lending to residents
continued to expand. Cross-border lending to. non-bank entities increased strongly.
in virtually all reporting countries except [taly.

The syndicated loan market. As a result of the further shift of prime borrowers
to the securities markets and. the banks’ continuing reluctance to increase their
exposure vis-i-vis certain debtor countries, newly announced syndicated Euro-credit
facilities declined further last year, from $36.6 billion in 1984 o $21.2 billion (see
the table on the following page), their lowest level since 1972. The decline was fairly
broadly distributed and *encompassed all groups of countries except eastern
European countries, which, in view of their limited access to the securities markets,
stepped up their recourse to syndicated loan facilities from $2.5 billion in 1984 to -
$3.7 billion. On the other hand, new credits obtained by developing countries

(including OPEC members) registered a particularly sharp decline, from over $17

billion to barely $8 billion, including $2.3 billion of non-spontaneous loans
announced in the framework of officially sponsored new credit packages.

One notable feature of the syndicated loan market last year was that an
increasing number of new credits carried provisions for the transferability of loans,
which endow syndicated credits with many of the attributes of securities. The first
transferable loan was arranged in 1984. In 1985 this teclinique was employed in
facilities amounting to $3.9 billion, or 18 per cent, of new credits, - '

The international securities markets.

The short-term sector. The most striking development in 1985 was the speed
with which the market for NIFs, which allow borrowers to raise funds over a
medium-term period by issuing a stream of short-term notes, expanded arid evolved.

.In 1985 the volume of new facilities arranged rose to $49.5 billion and by the end

of the year a net ariount of about $ 70 billion.of such facilities was outstanding, ‘This

_rapid growth was associated with profound changes in the structure and character of

the market. The most important development was the emergence of non-
underwritten Euro-note facilities which in structure resemble commercial paper
programmes in the United States. While the original types of NIFs were
underwritten facilities with three to six-month maturities, had tender panel or sole
placement distribution arrangements and were priced -against. benchmark interest
rates such as LIBOR, the Euro-commercial-paper programmes are not tied to.any

" specific back-up lines, are issued for flexible maturities and distributed via

dealerships and have interest rates set on. an. absolute basis. Although Euro-

‘commercial-paper programmes amounted only to about .one-third of the new

facilities arranged in 1985, during the latter half of the year they accounteéd for an
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increasing proportion of the market. By the fourth quartef of 1985 more than 50 per

cent. of new facilities took this form, with the expansionary trend. continuing
throughout the early months of 1986. '

International financial market activity, by market sectors and borrowers.

Borrowers Other
T Other Developing -
: United industrial Eastern
developed untries Othes? Total
States | reporting | TSUEIT | Europe | GRUIHEES) | °
Types of
instrument - B in bitlions of US dollars
International bond issues .
1981 . 7.2 24.1 1.6 - 3.2 7.9 - 440
1982 : 15.3 377 4.0 - 31 1.6 7
1983 7.9 43.7 3.7 - 1.9 - 149 72.1.
1984 24.9 650.8 81 | 04 2.8 134 108.1
1985 40.5 871 4.3 0.5 6.2 200 163.6
1986 Q1 125 312 4.1 04 15 6.1 55.8
Noteissuance faéi[it_ias* ' : : } .
1981 ] - C- 0.5 - 08 - ‘1.0
1982 - 04 0.8 0.4 - 0.5 0.2 2.3
1983 o 04 18 1.0 0.1 0.2 Co- 33 .
1984 ' 31 9.8 4.8 0.1 0.6 7 | 188
1985 17.6 19.7 9.3 [ T 1.1 1.2 49.5
1886Q1 _ 21 83 31 - 0.6 - 14.1
Total securities markets )
- 1981 2 241 21 1 - - 37 7.9 45.0
1982 . 15.7 . 385 4.4 - . 36 1.8 74.0
1983 8.3 45.3 4.7 0.1 21 149 - 754
1984 28.0 04 | 1089 0.2 3.4 141 - 127.0
1985 58.1 106.3 191 0.6 7.3 21.2 2131
1986 Q1 14.6 395 7.2 04 . | 21 8.1 699
Syndicated bank boans®
8.3% - 30.8 6.0 1.1 48.0 23 96.5°
1982 8.1 23.0 128 0.5 53.5 2.6 100.5¢
1983 3.4 13.7 5.6 07 | 267 1.7 51.8% _
1984 3.6 8.6 4.2 . 25 179 0.6. 36.6°
1985 21 5.0 2.3 3.7 7.9 0.2 21.2¢%
1986 Q1 0.4 2.4 0.5 0.4 2.4 0.6 6.7

1 Countries conﬂibutin? to the BIS international banking statistics. 2 Offshorg centres, international institutions plus
vnallocated Hems. Covers all Euro-note facilities including underwritten Facilities (NIFs, AUFs and multi-component .
facilities with 'a note issuance option) and non-underwritten or uncommitted fac:lmesturo-commercial $p per {ECP}
programmes. 4 Excludss axwﬁn loans newly negotiated where only spreads are changed. 5 Exdudes $35 billion of
US takeover-related stand S Includes the following amounts of non- spontaneous bank lending: $11.2 billion in 1982,
$13.7 bitHon in 1983, $65 |Ilron in 1984 and $2.3 biltion in 1985,

Source: Bank of England.

Another notable feature, particularly in the first half of 1985, was the growth.
of multi-component facilities which allow borrowers to draw funds in a variety of
ways (short-term advances, bankers’ acceptances, swingline credits, etc.). .In
addition to the fact that they prowde access to the cheapest possible source of funds
at any given moment, one of the main attractions of these facilities last year was that
they enabled drawings to be made in currencies in which Euro-notes and Euro-

commercial paper could not then be issued, such as the Deutsche Mark, the pound
sterling and the yen.
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~ Although only a small proportion of the facilities have been drawn down,
there is evidence of a growing interest in purchases of Euro-notes and Euro-
commercial paper by non-bank investors who have come to view these notes as
high-yield substitutes for other short-term and highly liquid instruments, such as US .
Treasury bills and domestic commercial paper. The ntroduction of credit ratings
and the possibility for investors to submit unsolicited bids have enhanced the
attractiveness of this financing vehicle. For borrowers, the flexibility and relative low
cost of Euro-notes are no doubt among the factors that have contributed to the
decline of syndicated lending and, more recently, to the slowdown in new issues of
floating rate notes. In addition; these facilities have been used as substitutes for
interbank lines and as back-ups for the issuance of commercml paper in the United
States.

During the period under review the market for note issuance facilities was
affected by regulatory changes. The first of these, announced in' April 1985 by the
Bank. of England, concerned banks’ underwriting commitments under NIFs, which
were made subject to a 50 per cent. weighting in the computation of the risk asset
ratio. Following this announcement, analogous changes were introduced or
proposed in several other countries, including France; Germany, Japan and the
Uhnited States. Secondly, domestic commercial paper markets were opened in France
as from 18th December 1985, in the Netherlands as from January 1986 and in the
United Kingdom as from May 1986. Thirdly, a judicial decision in the United States
in early 1986 ruled that, under the Glass-Steagall Act, banks could not deal in
commercial paper. It is possible that, if this decision is not overruled, some US

‘banks may expand their Euro-commercial-paper business in order to compete for

US customers.

More than 95 per cent. of the note issuance facilities announced in 1985 were
for borrowers from developed countries. US corporations, in particular, stepped up.
their recourse to the market, with their share of new facilities expanding from $3.1
billion or about 16 per cent. in 1984 to $17.6 billion or 36 per cent. last year. Other
major users of these facilities were from Australia ($7.9 billion), Sweden ($4.8.
billion), the United Kingdom ($3.8 billion) and France ($3 billion). In 1985 non- -
bank corporations for the first time became the largest group of customers, their.
share in new facilities rising to over 60 per cent.

In the first quarter of 1986 newly announced Euro-note facilities amounted to
$14.1 billion. Although this volume was roughly equal to the quarterly average
recorded in the previous year, it represented a slowdown from the rapid expansion
which took place.in the fourth quarter of 1985, In keeping with the trend noted for
the latter half of 1985, an increasing number of new facilities, more than 75 per
cent., were non-underwritten or uncommitted. Two salient features during the first
quarter were the shift in the composition of borrowers from industrial to financial

_companies and a sudden increase, 1o $3.3 billion, in facilities arranged for Japanese

borrowers, notably banks, which had previously been virtually absent from the
market.

The long-term sector. Following strong growth during 1984, the volume of
new international bond issues soared by a further $55.5 billion last year, to a total
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of $164 billion, or to 227 per cent. of its level of two years earlier. Although overall

activity during 1985 was evenly divided between the first and sécond halves of the -
year, these two periods were characterised by different features. In the first part of

the year confidence in the dollar and uncertainty about the future course of interest

rates stimulated above all the Euro-dollar and, in particular, the floating rate note

sectors, the issues in which expanded by 86 and 106 per cent. respectively in

comparison with the first half of 1984. On the other hand, in the second half of the

year the issue volume in these two market sectors declined by around 20 per cent.-
as the dollar depreciated and longer-term interest rates, after an upward reaction

during the first quarter, continued on their downward trend. At the same time the

market share of fixed rate bonds expanded from 56 to 67 per cent. and that of non-

dollar issues from 33 to 46 per cent.

While the general influences accounting for the strongly expansionary trend of
the international securities markets have been outlined in the opening section of this
chapter, two - factors. which had a particularly important influence on the
developments and structural features in the period under review deserve special
attention.

One of these is the increasing use of the swap technique. A very large, though
sraustlcally unquantifiable, part of new issués in 1985 was swapped against securities -

Yields of sel_écted international bonds and Euro-dollar deposit rates, 1984—86.
. Wednesday figures, in percentages.

International dotlar bonds

— ’ aeevwr Foreign DM bonds — 14
. . — . Foreign’ Swiss franc bonds.

§-month Euro-dollar deposits
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denominated in other currencies or against other types of debt instrument, or both.
Swaps have provided an important-impetus to new issuing activity because they have
detached the exposures taken by both borrowers and lenders from the markets for
particular securities and currencies and have made it possible to take advantage of
arbitrage opportunities created by regulatory barriers. As a result, interest rate and
exchange rate features of a specific issue have become less important. Longer-term
currency swaps have, moreover, contnbutcd to the growth of new market sectors,
parucularly that for the ECU, where new issues amounted to $7.2 billion, and those
for minor currencies such as the Austrahan dollar ($3 3 billion) and New Zealand

dollar ($1.1 billion).

Structural features of the international bond markets.

. 1985 - 1986
tog2 | 1983 | 1984 : ) S Ly o
toms T D R B e s G
ik billions of US doltars

Total issues .............. 717 | 721 | 1081 1636 | 381 | 425 | 376 | 454 | bS58

or‘wm‘cﬁ: . . ) . | e
Fixedrotestraightissues | 66.4 | 500 | 655 § 1004 | 220 | 239 ) 262] 201 | 462
Flostingrstenotes ..., | 126 | 163 | 341 | 569 | 141 | 17.2 97 | 149 8.3
Convertibte bonds’ ... 27 6.8 85 73| 20 2.2 1.7 1.4 13
ofwhich: -t _ : ] : % |
US doliar Ewio . ....... 409 | 357 672 | 953 | 2a8| 279 | 190 238| 260
foreign? ... 3.2 3.4 1.2 33 0.8 04 0.8 13 22
SWASSTTERE +.vn e res 16| 140 132 154 34| 28| 32 5.6 6.4
Deutsche Mark .. ..... 55 6.3 68 | 113 1.8 28 19 48 4.3
BCU ... e ] o8] 17 28§ 72| 15} 20| 22 15| 17
YeREUrO «.oovinnns 04 o3| 12 6.8 1.2 06| 27 2.3 55
foreign . ...o...... |- 3.6 3.7.]. 47 5.6 1.2 1.7 1.4 13 22
Sterting Bwro ..,...... | 0.8 20 a1 &7 14| 10 16 17 3.2
" foraign ....... 1.2 0.9 t4 ] o9 - 0.2 0.4 03| o2
Other ...... Gocand oarl aal ss o124l 22 30l aal 28] aa

1 Excludes bonds with equity warrants,  2Excludes issues by Canadian borrowe_l_'g in New York,
Source: Bank of England.

Secondly, the growth of the securities markets i in 1985 was closely related to
rcgulatory changes concerning both the perrmtted types of issue and the financial
intermediaries authorised to arrange these issues. The most extensive deregulanon
took place in Japan and affected several aspects of issning activity. F:rstly, the circle .
of foreign borrowers allowed to issue yen bonds in the Euro-market or in ]apan was
gradually widened. Moreover, in October it was announced that the overseas
subsidiaries of Japanese corporations were to be permltted subject to certain
conditions, to issue Euro-yen bonds. Secondly, foreign institutions were authorised
10 act as lead managers of Euro-yen bond issues. Thirdly, the withholding tax on
non-residents’ holdings of Euro-yen bonds was abolished. Finally, in Jun¢ non-
resident borrowers were authorised to issue FRNs, zero coupon bonds and dual
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currency securities on the Euro-yen market. As a result, new issues of yen-
denominated international bonds more than doubled in 1985. The volume of new
Euro-yen bonds in particular soared from $1.2 to 6.8 billion.

Important regulatory changes affecting international capital market activity
also took place in Germany. As from May 1985 previously banned issues of FRNs,
zero coupon bonds, swap-related bonds and dual currency bonds were permitted.
Moreover, foreign-owned banks in Germany were allowed to lead manage foreign’
Deutsche Mark bond issues and the formal calendar for foreign issues was replaced
by a more flexible system. With the help of these changes international Deutsche
Mark bond issues expanded by 66 per cent. last year to $11.3 billion, of which
nearly one-third was in the form of FRNs and zero coupon bonds.

In France the French franc Euro-bond market was reopened in April 1985,
except for FRN issues, and in September the Italian authorities permitted Euro- .
bond issues in ltalian lire by non-residents.

As in previous years, numerous international bond issues continued to be
equipped with special features designed to exploit certain expectations concerning
interest rate and exchange rate movements. Most of these features were attached to'
dollar bonds but, partly as a result of deregulation, some of the techniques began to
spread to other currency sectors. As regards exchange rate related techniques,
features such as partly pald bonds and warrants to ‘purchase additional bonds
allowed non-dollar-based investors to benefit from a future decline in US interest
rates while limiting exposure to a depreciation of the dollar. A variety of features
were also attached to FRNs. The most important were capping provisions, whereby
coupon payments are allowed to vary according to an interest index up to a
predetermined maximum rate, and interest rate mismatches in which interest yields
are readjusted at shorter ume intervals than those applying to coupon payments.

As usual, the bulk of new issues was arranged for borrowers from industrial
countries.. US entities, chiefly corporations, stepped up their recourse 1o the marker
by 63 per cent. to $40.5 billion, thereby accounting for nearly one-quarter of issuing
activity. Japanese entities, the second-largest group of borrowers, raised $20 billion,
which was 27 per cent. more than in 1984. One of the highest growth rates was
recorded for UK borrowers, which expanded their calls on the market more than
threefold, from $4.5 to 14.6 billion. $8 billion of this amount consisted of funds
raised by banks in the form of FRNs. A further $2.5 billion was obtained through -
a single issue — the largest such transaction ever — by the British Government to.
_ strengthen the country’s international reserve position. Elsewhere in the developed
world the largest borrowing countries were France ($11.9 billion), Canada ($8.7
billion), Sweden ($5.9 billion), Australia ($5.7 billion) and ltaly ($5.5 ‘billion).
Developmg countries, including OPEC members, moré than doubled their issuing
activity, but at $6.2 billion their marker share remained well below 5 per cent.
However, these countries benefited in part from the funds raised by international -
institutions, which expanded by 41 per cent. €0 $18.6 billion last year.

The first quarter of 1986 was characterised by several major developments,
Firstly, fixed rate bond issues soared to a record tevel of $47.5 billion following the



]

— 107 —

Groups of borrowers in the international bond markets.

of which
Borrowing | Totel us Swiss [Japanese | Deutsche| ]
GCOUNres Years ECuUs Other
o areas dollars francs yen Mark
in Dittions of US dolkars
United States . ............... 1982 15.3 12.8 1.5 0.2 0.6 - 02
1983 7.9 8.1 1.3 - 03 - 0.2
1984 249 214 - 1.2 07 0.7 0.1 0.8
1986 405 30.6 25 33 11 0.9 29
1986Qt| 125 79 1.7 1.9 0.2 0.3 05
JOBAR .. 1982 | 58 1.8 3.8 0.9 02 1 - -
’ 1983 1.3 4.0 65 | - 06.] 01 01
1984 | 58 | 949 . 5.7 .0 0.5 0.1 0.3
1985 20.0 1.2 5.7 a9 0.8 0.6 0.8
1986Q1} 58 | 3.1 17 0.7 03 | - -
Other developed countries .. ... 1982 | 358 | 222 4.4 22 26 | 07 37
1983 351 210 4.3 20 1 33 09 .46
1984 51.1 328 ‘43 | 24 33 - 1.9 7.0
1985 76.4 44.0 4.8 4.3 6.1 4.4 128
1986Q1| 295 a2 | 22 33 | 26 0.9 6.3
'Developing'countries - . . . .. . . .
{including OPEC} . .......... 1982 3.1 22 0.3 0.3 02 - 0.1
1983 1.9 1.3 0.1 0.3 - - 0.2
. 1984 28 |} 18 0.2 0:7 - = © 03
1985 6.2 4.0 0.1 1.2 0.7 - .02
_ ) 1986 Qi 1.5 . 06 - 0.8 S 01 - -
Others lincluding eastern Europe} | 1982 0.2 | 0.2 - -~ - - -
1983 0z -0 0.1 - - - -
1984 0.3 0z - 01 - - -
] 1985 1.9 1.4 ot 0.1 18] 0.1 ot
1986 Q1 05 04 © 00 - - - L=
International institutions .. .... 1982 1.4 49 16 | - 11 139y 02|17
1983 14.7 6.6 1.7 17 21 0.7 1.9
1984 13.2 3.5 1.8 1.9 23 1.1 2.6
1985 18.6 . 74 19 |- 26 2.5 12 3.0
1986 Q1 60 ) 20 0.7 1.0 | -t 05 | 07
CTOUE et anens 1982 | 717 | a1 | ns 39 | . 55 0.9 5.7
1983 724 39.1 14.0 40 6.3 17 - 7.0
1984 { 108.1 £8.4 13.2 5.9 6.8 | 28 11.0
1985 163.6 98.6 15.1 12.4 1.3 7.2 | 0
1986Q1| 558 | 282 | 64 7.7 a3 | 17 75

Source: Bank of England.

sharp decline in interest rates, ‘particularly on US dollar bonds. Seconclly, new issues
of FRNs declined to $8.3 billion, or 41 per cent. below the quarterly average for
1985. This slowdown can be attributed to several factors. -Numerous issuers —
particularly sovereign borrowers — found it easier to raise funds in the fixed rate

- sectors and to arrange swaps at a cost lower than LIBOR. The perceived downward

trend of long-térm interest rates stimulated investors’ demand for fixed rate bonds.
Financial institutions, which had issued a large volume of FRNs in 1985 in order to

“ strengthen their balance sheets, were largely absent from the market. And finally,
 the yield curve remained flat and there was no incentive to hold FRNs financed with
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short-term funds. The third salient feature of this quarter was a pronounced pick-up

of activity in the syndicated loan market, from $3.3 billion in the last three months
of 1985 to $6 7 billion.

The international debt situation and the Baker initiative;

1985 was a rather mixed year from the point of view of the international debt
situation. After the improvement that had occurred during 1984, some of the clouds
on the financial horizon began to darken again. This was first and foremost the
resule of a renewed deterioration in the external trade performance of problem
debtor countries. As a result of the slowdown in economic growth in the United
States, the expansion of developing countries’ exports, which had picked up strongly
in 1984, ground to a halt, while export prices began to slide again. The resultant
decline in export proceeds forced debtor countries to make further cuts in 1rnports.
The negative impact of this development on their domestic economies was in many
cases compounded by the continuing depressive effects of the earlier adjustment
meastires, which had mainly taken the form of curbs on aggregate demand without
adequate focus on supply-side measures and structural reform.

Against this sombre background of flagging export proceeds and continuing
domestic economic problems, there was — not too surpnisingly — no sign of a pick-
up in spontaneous bank lending to the debtor countries. On the contrary, despite
substantial officially sponsored new lending packages the flow of new bank credit to:
many debtor countries almost came to a standstill or was even reversed in 1985.

Fortunately, developments during 1985 were not all negative. Interest rates,
particularly on dollar funds, continued to come down and were on average 2.5
percentage points lower than in 1984, with their decline persisting into 1986.
Similarly,. for countries whose debt is predominantly in dollars but which export in
large measure to countries not linked to the dollar area, the fall of the dollar in the
exchange markets meant a reduction in the real weight of their external debt.
Moreover, as developing countries’ currencies are tied in most cases to the US -
dollar, the deprec:atlon of the dollar has helped to restore more realistic exchange
rate relanonshlps vis-3-vis the currencies of other industrial countries. Fmally,_
despite growmg frustration and political pressures in the heavily indebted countries,
the constructive co-operation with creditor banks and international institutions has
in most cases continued. With few exceptions, the debtor countries have remained
current on their interest payments and some have more recently adopted
fundamental adjustment programmes. The banks, in the framework of rescheduling
operations, have in most cases been willing to concede more favourable spreads,
thereby compounding the effects of lower interest rates.

‘One outstanding feature was the marked differences in the situation of

~ individual countries. In Latin America, for example, economic growth — together

with- inflation — picked up strongly in Brazil, whereas in most other countries it
slowed down markedly-or continued to stagnate. Moreover, these differences in
economic pcrformance are being accentuated further by the recent oil price collapse
and its differential impact on individuval debtor countries.
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Evolution of international indebtedness in non-QPEC
developmg countries, 197656-85.
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Given the closeness of their economic ties with their large northern neighbour,
the Latin American countries were particularly stirongly affected last year by the
economic slowdown in the United States. Their exports:of goods and services,
which in dollar terms had grown by 14 per cent. in 1984, showed hardly any further

‘increase last year. At the same time, their access o foreign capital narrowed further.
- Their response was to hold down their imports and terminate or.reverse their earlier

reserve build-up. Although, in current dollar terms, the growth of their external
debt slowed down from $17 billion in 1984 to $12 billion, . the Weak export

--_performance meant that, after a substantml decline in 1984, the debt.»’export ratio

rose once more to over 350 per cent. In addition, the ratio of interest service to
exports showed hardly any further i improvement despite the lower level of interest
rates. At the same time investment and economic growth, affected by the need for

. budgetary tlghtness and foreign exchange economies, continued to stagnate in most

countries in the reglon, ‘while unemployment went on 1ncreasmg and | per capita
income showed no improvement or declined even further..

Mexico recorded a particularly marked deterioration in its external payments
situation last year. Its current-account surplus, which had amounted to $4-billion in
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1984, was virtually eliminated as the négative impact of the weaker o1l market —
although not yet fully reflected n the 1985 trade figures — was compounded by a
sharp expansion in domestic demand. In Brazil the turn-round in the current-
account balance was more modest. Owing to a realistic exchange rate policy, the
deterioration was only from near balance in 1984 to a $0.7 billien deficit, despite the
resumption of strong economic growth. Given the absence of major structural
imbalances, the comprehensive anti-inflationary economic: reform package adopted
in March 1986 is expected vo bring inflavon down from around 250 per cent. to
single digit figures this year. A resumption of export growth — export proceeds

“declined by.about 5 per cent. in 1985 — would, against the background of lower oil

prices and interest rates, go a long way towards solving the country’s external
payments problems. In Argentina the austerity programme introduced last June led .
to a.decrease in the country’s current-account deficit from $2.5 billion to §2 billion
and brought inflation down from a monthly rate of 30 to ]ust over 3 per cent, at the
end of 1985, but it paid a price in terms of lower economic activity, with domestic
output declining by approximately 4 per cent. and real per capita GNP falling to
more than 15 per cent. below its level at the beginning of the decade. Nevertheless,
only by persevering on the present policy path can the country hope to secure a
lasting improvement in its economic performance.

The stagnation of exports and déclining confidence, together with persistently
heavy debt service burdens, meant that the external financial position of most debtor
countries rentained very difficult. As explained on page 95, excluding valuation
effects gross new lending by commercial banks to Latin America almost ground to
a halt last year, despite a substantial amount of new credits received in the
framework of officially sponsored rescheduling packages. Net new IMF credit to
Latin American countries also decreased, from $3.9 billion in 1984 to $1.5 billion,
not only as a result’ of the completion of existing programmes, but also as a
consequence of the suspension of disbursements becausé of non-fulfilment of
performance criteria or outright refusal to accept Fund conditionality. At the same
time, direct access for problem debtor countries to the international capital markets
remained virtually closed and, as a result of the poor state of their domestic
economies, direct investment inflows showed little sign of revival. One offsetting
development was that Latin American countries’ deposits with the reporting banks,
after a $10 billion rise in 1984, declined by $1 billion last year, but this primarily
reflected the. fact that these countries were no longer able to add to their official
reserve positions. =

Qutside Latin America, the fmancmg situation remained very difficult in a
broad group of small low-income countries, notably in sub-Saharan Africa, with
virtually no further access to the international financial markets. In view of their
poor credit-standing, these countries, even in the most euphoric days of
international lending, had not been able to borrow much in the international
banking sector and the bulk of their very substantial external debt is to official
creditors. Given the unfavourable international trade environment, these countries,
too, were not in a position t6 improve their balances of payments last year and,
according to IMF sources; their debt and -interest service to export ratios
deteriorated markedly, from 345 to 383 per cent. and from 9.3 to 12.5 per cent.
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- Factors influencing the borrowing needs of non-OPEC
developing countries, 1975—85.
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respectively. Moreover, 2 number of these countries are in arrears with debt
réepayments to the IMF and some of them are barred from new borrowmg because
of their failure to repay such arrears, It is, however,. clear that in the case of these
countries the solution to the debt problems will have to lie outside the private
financial markets.

The situation was guite different i in the case of developing countries in East
Asia. The export perforrnance of these countries also was. strongly affected by the
slowdown in US economic growth, but owing to their Jower level of indebtedness
and/or the greater dynannsm of their economies, most continued to have access to

‘international bank credit on relatively favourable conditions. Nevertheless, except
‘for China, which is still a net creditor vis-3-vis the international banking sector, they

made only moderate use of their borrowing potential, and even where there was
some increase in debt ratios, these remained far below those of Latn American

_ countries.

To return to Latin' America, in the absence of:-spontaneous capital flows. the
avoidance of outright default continued to depend on the rescheduling of maturing
loans. While some kind of temporary agreement could be concluded in the case of
nearly- all countries, the working-out of multi-year rescheduling packages permitting
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the restoration of more normal credit relationships proved to be a difficult and time-
consuming process. Nevertheless, by the spring of 1986 five major Larin American

countries, Argentina, Chile, Ecuador, Mexico and Venezuela, had signed definitive
mu]ti-ycar restructuring agreements with their banks, following many months of
negotiations. A number of other Latin American countries ‘are still in active
negotiation, tentative agreements with banks’ steering committees having been
signed, for example, in the case of Brazil and Uruguay. Altogether, by early spring
1986 the amount of Latin American debt covered by rescheduling agreements came
to around $90 billion, roughly 40 per cent. of the toral banking debt of that area.
In virtually all instances sizable reductions in the margins charged by the banks were

‘incorporated in the packages, although terms of repayment and grace periods

differed considerably from country to country. Two. Latin American countries,
Colombia and Paraguay, continued to service their debts according to the original
terms of the contract, whereas at the other end of the spectrum Bolivia and Peru
unilaterally suspended or reduced their debt. service payments. Outside Latin
America new multi-year rescheduling agreements were, for example, reached with
Yugoslavia and the Philippines and negotiations with Nigeria are under way, In
Poland, the first country ‘which had reached a multi-year rescheduling agreement
with the banks, ad hoc reschedulmgs of loans coming to matunty partly under the -
earlier packages. are an ongoing process. :

While the penod under review did not bring a reducnon in overall exposure
vis-a-vis problem countries, or a discernible overall i improvement in the quality of
such assets, the creditor banks have in most cases continued to strengthen their
balance-sheet structures. They have further built up their provisions for doubtful
loans, while at the same time adding to their risk capital. Non-dollar-based banks
have been assisted in this respect by the sharp decline of the doilar on the exchange
markets, which has materially reduced the domestic currency value of their
international dollar books. On the other hand, problems on the domestic front,
particularly in the energy, real estate and agncultural sectors, have in some cases
added to the vulnerability of the banks in their home markets (see Chapter IV), A¢
the same time, fierce competition in the international securities markets, the shortage
of first-class borrowers and the threat of disintermediation have exerted downward'
pressure on banks’ earnings margins in their international business.

~ Their contmumg domestic economic pl!ght — in most Latin American
countries per capita GNP still remains well below the level reached at the: begmnlng .
of the decade — the more difficult international economic environment and
protectionist trends in the industrial countries have tended to harden the auitude of
debtor countries. At their Décember 1985 meeting in Uruguay the so-called
Cartagena group of eleven Latin American debtor countries came up with a request
to the international financial community for a reduction in interest charges, the
maintenance of existing credit fines and the granting of additional loans, Moreover,
they gave their advance endorsement to any decision by individual countries to take
unilateral measures to reduce their debt service burden. Since then no further Latin
American country has resorted to such action. Nevertheless, there can be little
doubt about the damaging psychological impact of sustained austerity programsmes
imposed on newly elected- democratic governments in these countries by external
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debt service considerations w1thout much prospect of 1mprovement in the
foreseeable future.

The realisation that several years of restraint and. privation had failed to
alleviate the debt ratios and that therefore a new strategy for -dealing with the
international debt problem was needed was also among the principal reasons behind
the new initiative launched by the US Treasury Secretary in October 1985 on the
occasion of the Annual Meeting of the Bretton Woods institutions in Seoul and
called by its author “a programme for sustained growth”. :

As its title suggests, the outstanding feature of this new debt strategy is its
emphasis on the resumption of sound economic growth in the debtor countties as
a necessary condition for 2 long-term solution of the international debt problem.
Instead of short-run balance-of-payments adjustments; at whatever cost to economic
activity, the emphasis of this new strategy is on structural reforms that would put
the debtor countries onto a higher ‘economic growth path, thereby gradually
reducing the relative weight of their external debt. In ordef to meet the larger
external financing requirements entailed by such a long-term policy design the Baker
initiative foresees a 50 per cent. increase (amounting to $3 billion on an annual basis)
in new:lending by the World Bank and its affiliated. institutions to the principal
problem debtor countries and a total $20 billion of additional new lending by the
commercial banks over the next three years.

Access to these sources of new finance will, however, be strictly contingent on.
the adoption of growth-oriented structural adjustment programmes to be worked
out by the debtor countries in close co-operation with the IMF and the World Bank,
As to the main focus of this structural adJUStment, Mr. Baker mentioned specifically
three areas: increased reliance on the private sector and less reliance on governments
to help increase employment, production and efficiency; supply-side action to
mobilise domestic savings and facilitate efficient investment, such as tax and Jabour
market reforms and the development of financial markets; and market-opening
Measures to encourage forelgn dlrect investment and capital inflows, including trade
liberalisation.

The IMF and the - World Bank are to lend their fuil support 0 thls
reorientation of development strategy even if this entails some change in present
practlces and procedures. This will require for one thing the establishment of an
intimate working | relauonsh1p ‘and close policy co-ordination between the two
institutions. While the IMF is to remain the principal overall international debt co-
ordinator and guardian of sound policies, the World Bank, by its very nature, will
have a large role to play in the elaboration and fmancmg of longer-term growth
strategles In this connection, the World Bank and its affiliated institutions are to
step up the share of fast—dlsbursmg sectoral and structural adjustment loans and to
expand their co-financing’ operations with the commercial banks. The International

JFinance Corporanon and the’ recently founded Multilateral Invesunent Guarantee
Agency are to assist the developing countries in attracting non-debt-creating equity

as well as the concomitant technological and managerial know-how

The commercnal banks, in turn, are-invited to'pledge the $20 bllhon of new
funds for lending to countries that have worked out such a growth-oriented
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adjustment programme. This new money could be used both for short-term
financing and for longer-term investment.

The overall thrust of the Baker initiative has generally received a favourable,
if cautious, welcome. Firstly, it showed a new sense of commitment on the part of
the present US- Admimstration with regard to the international debt problem.
Secondly, the underlying idea of a longer-term solution to this problem via

revitalisation of the economies of debtor countries which, in mast cases, have not
yet recovered from the very serious setbacks suffered as a result of the debu crisis,
is certainly a very valid concept. Even from the point of view of the commercial
banks, the commitment of new funds need not be interpreted as charity, but can be
considered sound business policy to the extent that the new. lending would serve to
improve the quallry of outstanding loans. Moreover, as far as the debtor countries
are. concerned, sound growth-oriented economic policies, 2 Pprospering private
sector, realistic price structures — partncularly in the field of interest rates and
exchange rates — and the absence of ubiquitous regulatory arbitrariness would
certainly go a long way towards solving one of their most serious problems, namely
the large outflows, both iegal and illegal, of private capital,

Criticism of the Baker initiative was not therefore chrected at its basic concept,
but concerned rather its quantitative adequacy, its structure and its balance. -

One criticism, voiced in partlcula.r by the debtor countries themselves, was
that the new funds provided under the Baker Plan would amount to only a fraction
of their ‘Intérest service payments. The continuing drain on resources would
therefore not permit the adoption of the kind of growth-oriented policies envisaged
by the Plan, as many of these long-term policies would begin to bear fruit only with
a considerable lag. Accordingly, the Baker strategy would only be likely to succeed
if it were accompanied by 4 direct reduction of debt service burdens. A related
argument was that a 2 per cent. reduction in interest rates would provide the debtor
countries with the samé amount of new funds as the Baker Plan, without giving rise
to a further increase in their indebtedness. Such an interest rate reduction, it is true,
has in the meantime been brought about by market forces, although, in the case of
the oil-exporting countries, this has been more than offset by a further deterioration
in their terms of trade. Reservations were, moreover, voiced by debtor countries
concerning questions of national autonemy and the neglect of historical and political
constraints, particularly as regards the forced shrmkage of the public sector and. the
encouragement of direct investment inflows. :

Another set of criticisms, which came sot only from debtor countries, referred
to a percewed lack of balance in this new strategy. Whereas it demands far-reaching
new commitments from both the potential botrowing countries and lending -
commercial banks, no correspondmg undertakmg is asked of the govemments of the .
credltor countries, For example, it was pointed out that there is no mention of an
expanswn of official trade credits, financial guarantees or bilateral development aid.
Nor is there a suggestion ‘that the additional lending asked from the banks ‘should
receive encouragement from their’ nitional supervisory and fiscal authorities.
Moreover, whereas for the debtor countries conditionality would include freer trade
policies, no pledge is demanded from the industrial countries to keep their markets



open to the exports of developing countries and to do away with export subsidies

~ on products competing with developing countries’ exports. Nor is there to be any

commitment by the industrial countries to support the growth of debtor countries’
exports through macro-economic policies and policy mixes that would reconcile
high rates of economic growth with reasonably low interest rate levels.

Against this criticism it can be said that such policy intentions have been
repeatedly expressed by the industrial countries, for example at the September 1985
Group of Five meeting in New Yotk and ini early May-1986 at the summit meeting.
of the major seven-industrial countries in Tokyo, although admittedly these
statements of intent can hardly be considered as a binding commitment. There can
be little doubt that, without:a policy of open doors and sustained economic growth
in the industrial countries and without lower real interest rates, the Baker strategy
would remain seniously incomplete. : :

So far no.country -has explicitly availed itself of the additional financing
facilities potentially available under the Baker Plan — partly because, given the
hardening . attitudes among debtor countries, no country wanted to be the first —
but negotiations with a number.of countries are under way, while the World Bank
has begun to. make loan dlsburserncnts for structural pro]ects of the type- enwsaged
by the Baker initiative. : :

It may be added that, in line with the strategy outlined by the Baker initiative,
a new Structural Adjustment Facility (SAF) has been established at the IMF, which
will use the SDR 2.7 billion .of funds becoming available during 1985-91 from
repayment of Trust Fund loans for lending to low-income countries suffering from

- protracted : external payments problems.- In' order not to crowd out the ‘smaller

countries, China and India have declared that they will not make use of this source
of credit. Countries applying for assistance under this facility will have to present
a medium-term economic and structural adjustment programme intended to
overcome their balance- of-payments difficulties and to foster economic growth. This
policy framework will be developed jointly - W1th the seaffs of. the IMF and the World
Bank. o
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VI MONETARY POLICY: INTERMEDIATE TARGETS
AND OPERATING PROCEDURES

l-hghllghts.

For some years monetary policies in the industrial countries gave priority to
moderating inflation. In the larger countries these policies were based mainly on
controlling the monetary aggregates. Last year, with the goal of price stability closer
in sight, the aim - of fostering a non-inflationary recovery received increased
attention. With problems. in interpreting the monetary aggregates becoming more
severe, monetary policy in some countries became more “judgemental”. '

In the United States and the United Kingdom; where monetary developments
were- distorted. by special influences, the authorities made adjustments in their
monetary objectives and attached less importance -to particular  aggregates. The
unexpected behaviour of the income velocity of key monetary aggregates, reflecting.
lower. -interest rates, financial innovation and continued disinflation, caused
monetary policy in these and some other countries to be guided more by
developments in the economy and in interest rates and exchange rates.

- In Germany, Japan, Switzerland and France, on the other hand, the authorities
were essentially successful in meeting their objectives for monetary- expansion and
saw no reason to make major changes in their monetary aggregate strategies. In
many  European countries monetary policy continues to be geared primarily to
maintaining- stable exchange rate relationships, particularly with countries with -a
good inflation performance. '

At the same time, it has become increasingly clear that the effects on the
economy of developments in exchange rites can be so great, even in the largest
countries, that the authorities have to take them into account in formulatmg and
implementing monetary policies. Partly for these reasons, central banks have had to
find ways of giving more adaptable interest rate guidance to the financial markets
and have adopted flexible procedures for influencing short-term interest rates.

In the long run, monetary policy influences mainly the overall rate 6f inflation.
To lose sight of this relationship could jeopardise the hard-won gains in the fight -
against inflation. That danger is perhaps greatest when the immediate prospects for
overall price developments are as favourable as they are at the moment as a result
of a decline in energy prices and, in most countries other than the United States,
appreciating exchange rates. Control over the monetary aggregaves in the largest
countries still seems to be the best safeguard against a revival of domestic inflation.
Goals for nominal income or for interest rates alone clearly would not serve this
purpose.

There are, however, many constraints on what monetary policy can achieve.
In some countries, for various reasons, fiscal policy is no longer seen as a useful tool
for managing aggregate demand in the economy. As a consequence there is a risk
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that too much reliance may be placed on monetary policy, particularly when aiming
at short-term goals. Monetary policy is most useful when it 1s focused on the long
run, on providing a stable monetary climate for economic growth.

Developments in money stock policies..

The monetary aggregates: objectives and developments. At the beginning of last
year monetary policy in most of the larger industrial countries was still framed in
terms of norms for monetary aggregates. Published norms for monetary expansion
were lowered for 1985 in ‘Germany and France against a background ‘of declining
rates of inflation. In line with the authorities’ medium-term objectives, the targets
were also lowered in the United Kingdom. In the United States the upper limit of
the target range for the growth of M; was initially lowered, but the target range for
M, remained unchanged and the upper margin of that for M, was raised slightly. The
monitoring fange for the increase in total domesuc debt was also raised, followmg
a steep rise in this aggregate.in 1984. -

“In relation to the targets, monetary developments in the course of last year
differed markedly from eountry to country: In Germany, ]apa_ui and Switzerland

Mbne}ary"'and credit aggregates: Objectives and rates of éxpansion. _

. Monetary or credit expan.sio'n
Chbiective? for i
.. otatany e Targotperioat | Change over four quarters
Countries . jorcredit | - .- ] . ) . S E § )
agoregate’| 1aa43 | 19853 | 1986° | 1984 | 1985 ~ firstguanter

) T 1984 |-.1935 | 1986

in percentages® . - - - o :

48 3-8 38 | 54 132 | 91 | &5 11.3

& | 59 69 8.0 86 87 9.2 6.7

69 | 69% | 89 | 104 7.7 95 106 | 69

S BN 912 |.811 | 143 138 | 122 144 | 147

8. 8 . 89 .79, 90 | 79 } 78.. 90

46 35 |3%-E%| 48 | 45 5.4 49 1 51

-6 | 46 - 76 6.9 8.9 81 | 7.3°

.- - 35 - - 9.9 94 [ 52

48 ‘37 | 26 | 58 | 24 58 | 54 3.9

610 | 59 | 1115 | 123 | 1627 | 102 | 100 15.1.

- 12 ¢ | 176 | N5 155 | 1631 [ 9.1

- 10 9 - s | 127 | a0 | es
3 3 2} 28 22 117 24 |14

o= - }5%-6 - = 1 68 | 57 9.6

1TDND = total domestic debt of non-financial sectors; CBM = central bank rncuws'r MzR = Mz hoh:lm s of remdents,
MO = wide monetary base; CPS = credit to nen-state sector; CBMA = adjusted monetary base; DMz =Mz creatibn from
domestic banking sources. 2 For Japan, projection onby. ¥ Pariods running from the fourth quatter to the fourth
g;::er for the United States texce?t for Myin- 1985), Japan (1934-851 Gerrnam,r and France (1986), and:from December to -

mber for italy and the Netherlands. Periods based on Nc‘ ges for France {1984-85) and, since

" 1985, chansg';c: over the last twelve months for the United Kingdom. Annual avara for Switzertand. For the United States

the target shown for M1 in. 1985 is that established in July 1985 for a period runnhing from the second guaner to the fourth
quarter. (The target for 1985 published in January was'4 to 7 per cent:) In the United Kingdom the 1985 target for sterlin
Ma was suspendad in Qctober. For Japan, for 1986 the second quarter to second quarter projection is shown, In France a
haly the definition of the aggrepates was changed at the be_,g_rnning of 1986.- ‘Calcuiated on the same basis as the
objective.  5At annual rates. € 1985 fourth quarter. welve momhs to Decernber. ¥ Before adjustment for
unusual devalopments in fate 1985, - S -

Sources: National data and definitions.
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monetary expansion was closely in line with the official objectives or projections,
thotugh the authorities took advantage of elements of flexibility under the targeting
arrangements. In Germany, under the influence of a decline in interest rates in the
summer, the year’s growth rate for central bank money (fourth quarter to fourth
quarter) was in the upper half of the target range, as the Bundesbank intended. In
Switzerland, where short-term interest rates also-moved down, the annual average
rate of ipcrease in adjusted central bank money in 1985 was less than the published
target for the year. In Japan the rate of growth of M, + CDs, measured over four '
quarters, moved above the Bank of Japan’s projection at the end of 1985, partly
because expectations of a rise in interest rates led enterprises to bring forward the
taking-up of longer-term credits.

In the United States and the United ngdom rates of expansion of r.he
prmapal monetary aggregates last_ year far exceeded the original official targets. The
M; measure of transactions balances, which has normally been regarded by the
Federal Reserve as the most important monetary measure, rose at an annual rate of
almost 11 per cent. between the fourth quarter of 1984 and the second quarter of
1985. In July, after weighmg various factors, “including an unexpected decline in
income velocity, the impact of the rise in the dollar on the near-term outlook for
inflation and the risk that the recovery might falter, the Federal Reserve decided to
rebase and widen the target range for M,. With the Federal Reserve clearly placing
less emphasis on M, and more on the management of the Federal funds rate, M,

_continued to rise rapidly until late in the year, moving well beyond the upper limit

of the new target range, although the year’s increase in M, and M; was within the
designated ranges. It may be noted that, boosted by large government borrowing
and by spec:al factors, including borrowing in con;unctnon with company mergers,
the rise in‘total debt of domestic non-financial sectors again exceeded the upper limit
of the momtormg range.

- In the United Kingdom the growth of sterling M, hitherto viewed by the
authorities as the principal broad monetary indicator, quickened in the spring of
1985 and, measured over twelve-month periods, subsequently remained well above
the upper limit of the target range. Control of this aggregate, which reflects
developments in the banks’ main domestic assets and liabilities, had for some time
depended less on interest rate policy than on “overfunding”, i.e. on countering the
impact on sterling M, of :a fast rate of expansion of bank credit to the private sector
by ensuring that net official sales of government debt to the non-bank private sector ..
exceeded the Government’s borrowing requirement. This practice had ceased by
October, when the target for M, was suspended. The official objective for MO

{which consists chiefly of notes and coin)} remained in place, and the authorities

continued to use a broad hqulchty aggregate, for which no norm had beén
pubhshed as a policy guide. The intention, however, was to base monetary pOllC}’

. more on or.her financial and’ eccmornm mchcators, particularly the exchange rate.

" In France and Italy devclopmen'ts in the monetéry aggrégatcs h:';ve' to 'be seen
in the context of the use made of administrative controls and of the imiportance

“attached to stabilising exchange rates within the EMS, which 1o some ‘extent pre-

empts interest rate policy. In France, where M,R expanded rapidly:in late 1984, its
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.Monetary. aggregates: Objectives and development, 1985-86.*

United States B Germany

" cBMm
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* For the Unlted States, Germany and Feance, Javels (semi-logarithmic scale); for Japan. and ‘the United Kingdom;
percentage chanpes over four quarters and twelve momhs respectivﬂy. based on end- month ﬁgures. Aggregates and

- ohjectives as defined in the table on page 17.

rise slowed down last year under the mﬂuence of a reducnon in July of the’ offi c1al

norm for credit granted by the bankmg system on the bas;s of monetary resources.
In addition, exchange controls were tightened with a 'view to checking inflows of
funds from abroad. Reserve requirements agamst cleposlts were rdised in several
stages, in laté 1985 and early 1986, partly with a view to rnocleranng the impact on
the cost ‘6f bank’ credit of declines in money market interest rates.. In Traly the
growth of M, slowed down sharply at the end of last yéar in the context. of cutflows
of funds associated with currency speculation, while bank lending in lire expanded
at an adjusted annual rate of about 40 per cent. in- November and December. In

* January 1986 exchange controls were temporarily tightened, short-term interest rates

wete raised, and 2 ceiling on bank credit was reimposed for the first half of this year.
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Countries’ revised objectives for monetary expansion published at the end of
1985 or in early 1986 party reflected their experience in 1985. In Germany the
objective for the growth of central bank money was raised slightly in the light of an
expected quickening in the growth of the economy’s productive potential, In Japan
the growth of M, + CDs was expected to continue at the slightly faster rate
recorded in late 1985, one influence being the decline in bond yields in relation to.
controlled interest rates on deposits. In Switzerland the new target for the growth
of central bank money was set at 2 per cent., the rate that the National Bank
considers. to be consistent with avoiding inflation in the medium term.

In the United States the mid-point of the tentative range for M, growth in 1986
announced in July 1985 was confirmed. This was in line with a view that the
unusually marked slowdown in the velocity of M; in 1985 was unlikely to continue.
As this was uncertain, however, the range was widened slightly and movements in
M, were to be interpreted more in the Light of developments in the other aggregates.
The norms for M, and M, remained largely unchanged, but in the case of M, and
total domestic debt previous developments implied that growth in 1986 would be
calculated from a relatively high base. In the United Kingdormn the revised medium-
term strategy announced in March 1986 included a lower target range for MO and
a higher and wider range of 11 10 15 per cent. for sterling M, set in the light of the
rapid fall in the income velocity of this aggregate observed in recent years, It was
stated that policy would be directed at maintaining monetary conditions that would
bring about a gradual decline in money GDP growth over the medium term.

In France regulatory changes, such as the authorisation of new financial
instruments, are beginning to quicken the pace of financial innovation. As a
consequence, the monetary target for 1986 apphes to a newly defined aggregate M,
which includes, in particular, the liabilities of savings banks as well as those of the
banks. Two conceptually new aggregates, M, (a measure of transactions balances)
and L (broad liquidity) will be monitored and could be rargeted in future years. In
Ttaly the monetary aggregates have also been redefined; a new M,A includes M, and
savmgs deposits but excludes certificates of deposit, which form part of M,. M,
continues to be regarded as the main money stock measure, but the principal
. interrnediate objective of monetary pohcy is credit to the non-state sector.

In the Netherlands an exchange rate commitment continues to underpin
domestic monetary stability. However, over the last few years the authorities have
become concerned that the rate of monetary expansion, which has exceeded the
growth of nominal i income, could eventually threaten domestic price “stability. In
February 1986 the banks were asked to observe a growth guideline of 51/2 to 6 per
cent. for lending to the private sector and long-term lending to the public sector, net
of the growth of banks’ long-term resources. In combination with an undertaking
by the Government to refrain from recourse to monetary fmancmg, the lendmg
guideline is designed to bring down the domestic contribution to money creation to
a figure in line w1th the trend growth of nommal GNP.

Official targets for broad monetary or credit: -aggregates continued to be used
last year in Spain and Greece. In both countries strong expansion of credit to the
public sector — by far the largest component of domestic credit expansion — called
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for measures to restrain bank liquidity and the growth of ctedit to the private sector.
In both cases the authorities’ 1986 growth targets for the principal intermediate
objective — 9.5 to 12.5 per cent. for ALP (broad liquidity) in Spain and 15 per cent.
for credit to the private sector in Greece — are substantially lower than the targets
and actual outcomes for 1985. :

Difficulties encountered in targeting the aggregates. Problems in interpreting
and controng monetary aggregates ‘have been experienced at times in most
countries that have employed targeting strategies. I-Iowever, the authorities have
been more fortunate in finding reliable monetary measures in some countries than
in others.

Various considerations have entered into the choice of target aggregates, which
differ considerably in concept from country to country. One major consideration js
that there should be a fairly stable relationship between the aggregate and nominal
income, i.e. that the income velocity of the aggregate should be reasonably stable,
or at least pred.lctable. In view of the variable lags which may be involved in this
relationship it is sometimes difficult to discern the causes of changes in velocity and
to establish clearly what they portend.

The breakdown in recent years of the previously stable trend relationship
between M; and nominal GNP in the United States has been extensively discussed.
All the US aggregates have been influenced at times by financial innovation, but it
would appear that last year’s fall in the velocity of M;, which was on a scale
comparable with the previous large decline in 1982, can be atuributed in part to the

~ simultaneous and lagged effects of the decline in interest rates in-late 1984 and early

1985. In particular, a pronounced narrowing of the differential between the interest
rates on the time deposit element of M, and the more rigid interest rates on liquid
NOW accounts seems to have led to a large rise in the interest-bearing component
of M,. A strong rise last year in the non-interest-bearing demand deposit component
of M,, however, is puzzling, considering that highly liquid interest-bearing
instruments were available. While this may. have reflected precautionary demand
sentiment, there is no certamry as to whether the trend nse will contnue or be
reversed.

To the extent that unusually large rises in M, reflected an increase. in the
demand for money assoctated with lasting declines in interest and inflation rates,

" they could safely be accommodated by raising the targets. Moreover, some interest

sensitivity of an aggregate normally helps to make it amenable to control from the
démand side via central bank influence over money market interest rates. If this
sensitivity becomes very high, however, it may be difficult to gauge that influence
with sufficient precision. In any case, earlier concern that deregulation of interest
rates would reduce the interest elasticity of M, in the United States to such an extent
as to make a control mechanism of this type unusable has proved to be unfounded.

In fact, the problems now seem to lic rather in the opposite direction; the response

of this aggregate to cha.nges in interest rates has evidently become. greater than
anticipated.

In many other countries more attention has usually been psud to developments
in broader banking-system aggregates, which are typically less interest-elastic but
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Changes in money stock measures, GNP and income velocity.*

1985 1976-85
y : Average Mini
Courtries regates | oon®Y 1GNP/GDP) Veloc ) nimuim
: heg stock Yelocity | moneY |GNP/GDP] vetocity | YE1OSItY
in percentages
United States .......oeue | My 1.9 54 | -s59 | &1 9,2 10 | - 59
: M 86 - 3.0 9.3 : - 00| - 55
M, 77 . —-21 | 108 - -12 | - 82
JABAN ke, . | m.+cDs 87 62 | - 23| 92 73 | — 17 | - 42
Germany ......o.oeens.. ... cem 45 49 0.4 6.1 56 | -~ 05 | - 38
" My 5.6 - 07 6.3 -12 ] - 47
France . ... ....... MR 73 83 .0s 10.7 11.6 09 | - 18
United Kingdom ., ... ...... Mo | 3 8.9 6.6 72. | 115 40 F — 1.0
o £M, 15.0 | - aa | 137 -18 | —108
Kaly ......0..... e, om 125 123 |'-02| 1885 17.0 12 - a7

* Based on chang'es over four quarters ending in tha fourth quarter of each calendar year. Aggregates as defined in the
table on page 1

Sources: Mational data and definitions.

more amenable to control through administrative influence over the foreign and
domestic credit counterparts in the balance sheet of the banking system. In some
cases the relationship of these aggregates to GNP has been distorted in recent years

by the growth of liquid placements with non-bank financial institutions. In France,

for instance, structural financial change has at times exerted an wpward influence on
the velocity of MR.. Counteracting forces operating last year, however, included
declines in market interest rates and the inflation rate, accompanied by rapid growth
of a tax-privileged contractual savings component of MyR, constituted under plans
involving the purchase of a dwelling. In the United Kingdom intensified competition
between the banks and building societies contributed to the sharp fall in the velocity
of sterling M, recorded last year. In particular, a measure in the April 1985 Budget
designed to equalise the tax treatment of bank and building society deposits
prevented the banks from paying interest on a gross basis. As the banks’ competitive
response was to' offer market-related interest rates on chequing deposits, these
deposits expanded at the expense of savings deposits, which are not included in
sterling M;. Another tax change provided building societies with incentives to hold
their liquidicy with the banking system instead of in instruments issued by the public
sector. Even so, the velocity of a broader aggregate, PSL,, which includes the
Labilities of the building societies, also underwent a substantial decline last year. At
the same time the velocity of MO rose, possibly as a result.of a decrease in. the
demand for notes and coin. caused by high interest rates..

‘In Germany and Japan the velocity of the key aggregates has been fairly
predictable over the years: Last year’s fall in the velocity of M, + CDsin Japan may
be partly attributable to reintermediation stimulated by progressive liberalisation of
interest rates on bank deposits, although there is a significant trend decline in the

velocity of this aggregate. In Germany the income velocity of central bank money
. changed littde last year. It should be noted, however, that the Bundesbank’s targets

are-based not on expected year-to-year changes in actual GNP but on the expected
rise in productive potential at current prices. :
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Distortions in the development of banking aggregates stemming from financial
innovation have led the authorities in some countries to look more to broader
liquidity aggregates as monetary indicators. In some cases, however, such aggregates
are not amenable to close control with the instruments available to the central bank.
This is true, for instance, of M, and M; in the United States, since large components
of these aggregates bear market rates of interest. It is not the case in Germany,
however, where M, liabilities, which are reflected in central bank money through
reserve requirements, embrace virtually all domestic short-term deposits, The fact
that M, responds in a stable manner to changes in differentials between bond yields
and the less flexible inverest rates on deposits helps to explain the contmued
effectweness of monetary targeting in Germany

Moves towards flexibility in monetary targeting. Last year the conduct of
monetary policy in the industrial countries seems to have entered a new phase.
Following the worldwide upsurge of inflation in 1979, when all major industrial
countries adopted medium-term stabilisation policies designed gradually to establish
conditions conducive to a non-inflationary recovery of output, published targets for
monetary expansion formed their centre-piece. Monétary authorities still view the
control of inflation as a primary-objective and those of the five largest industrial
countries still consider monetary targets useful for this purpose. All of them wish
to take advantage of the scope available for fostering economic recovery. Yet by last
- year differences could be seen'in their Wllhngncss to take a long-term view and in
their assessment of the need for flexibility in semng and pursuing money stock
ob;ecnves. : : : :

In Germany, Japan and Switzerland expenence stlll seemed to indicate that
moderate and stable rates of monetary expansion are likely to foster non-inflationary
growth in the medium term. The United States and the United Kingdom, on the
other hand, moved further away from strict monetary targeting. In the United
States, with a continuing relatively low and stable rate of inflation, a central policy
question was whether and to what extent the warget for My should be exceeded in
order to prolong the economic recovery, which was still showing signs of weakness,
particularly in export and import-competing industries. In the United Kingdom the
question -‘was rather ‘one of how far exchange rate objectives could serve as a
satisfactory substitute for atiempts to control the momnetary aggregates in
underpinning ap anti-inflationary strategy.

o Itis not appropnate however, to speak of the end of monetary targetmg in
any ‘of these countries, though in some monetary policy has undoubtediy. become
more . ]udgemental and eclectic. In the United States objectives for the monetary
aggregates have béen retained, although M, is now given less weight. In the United
Kingdom the target for M0 was kept in place, despite doubts about the rehabnhty
of this aggregate as a monetary indicator, and in the 1986 Budget an objective for
* broad money (sterling M) was reinstated. Objectives for the monetary aggregates
" were suspended on earlier occasions in other countries. It may be recalled that in

Switzerland the M, target was abolished in 1978, in a context of large-scale official
- exchange market intervention following a 35 per cent. rise in the real exchange rate
of the Swiss franc in a twelve-month period. It is now recognised, however, that the -
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failure quickly to unwind excessive monetary expansion accommodated inflation,
even though a target for adjusted central bank money was introduced in 1980. In
Canada the target for M; was suspended in 1982 and since then monetary policy has
been guided mainly by developments in the exchange rate, but the search for an
appropriate monetary aggregate continues.

Taking exchange rates into account in aggregate-oriented strategies. The
breakdown of the post-war system of fixed exchange rates gave individual national
authorities a better chance to control their own money stocks and inflation rates and
was a major reason for the adoption of monetary targetmg in many countries. It was
anticipated that monetary policies directed at restoring domestic price stability in
individual countries would also establish precondltlons for satisfactory developments
in exchange rates. However, subsequent experience disappointed expectations that,
in the medium term, exchange rate movements would primarily reflect inflation
differentials. In the event, floating exchange rates were found not to insulate
countries from external disturbances as much as their earlier advocates had
suggested. When monetary restraint ini the United States between late 1979 and mid-
1982 was associated with high and volatile interest rates, other countries had to opt
either for large movements in domestic interest rates or for wide swings in the dollar
exchange rates of their currencies. Subsequently they had to weigh the disadvantages
of accepting higher real interest rates than would have been brought about by
domestic influences alone against the potential costs of large real depreciations of
their currencies in terms of the dollar. Although infladon differentials between
countries had been reduced, conditions did not exist outside the United States which
would have permited countries to use monetary policy for stabﬂlsmg exchange
rates. : :

Exchange rate overshooting came increasingly to be recognised as a constraint
on countries’ ability to pursue independent monetary objectives. Complex questions
about the appropriate response of monetary policy have been raised by situations in
which exchange rates seemed to be respondmg mainly to non-monetary
disturbances, such as changes in energy prices, or to current and anticipated
government budget balances. To a greater extent than had previously been
recognised, market expectations of future developments in policy and in the
economy have had substantial effects on exchange rate behaviour.

By last year the contractionary domestic impact on the US economy of the
large appreciation of the US dollar had become very conspicuous and was -
contributing to protectionist pressures. In the new international consensus that a
corréction of exchange rate misalignment was needed, official exchange market
intervention was seen as the main instrument which could help to rectify the
situation. The Group of Five communiqué published in September 1985 (sée
Chapter VII) seemed to lmply that most of the largest countries would continue to

follow a steady course in monetary policy consistent with fundamental economic

requirements, although it was mentioned that monetary policy in ]apan was to be
managed flexibly, with due attention to the exchange rate.

Experience in the last few years has shown that the relationship becween the
growth of the money stock and changes in exchange rates is not direct or well
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understood. It would be difficult for national authorities to take exchange rates into
account in a precisc way in setting money stock objectives, though exchange rates
can be useful as “information variables” in judging the combined influence of
monetary and fiscal policies in major countries.

In the United States the Federal Reserve had for some time been taking into
account the impact of the appreciation of the dollar both on the domestic inflation
rate and on economic activity, though it certainly had no objective for the exchange
rate. That the short-run effects of dollar apprec;at.lon could be viewed as similar, in.

“some respects, to those of monetary restraint apparently influenced the decision to

permit money market interest rates to decline in early 1985 and to accept a strong
rise in M;. The Plaza Agreement was evidently interpreted in the market as an
indication that a tightening of monetary policy in the United States was not in
prospect. Once the dollar began to weaken, however, US policy seems to have been
influenced by the possibility that in time excessively rapid depreciation, while.
stimulating output, could push up the US inflation rate. In addition, a weakemng
of foreign demand for dollar investments could put upward pressures on interest

“rates in the United States, gwen the need to finance the large Federal Government

budget deficit. By late 1985 iriterest rate policy in the United States appeared to bé
geared largely to preventing a precipitous decline in the dollar. While bond yields,
which principally reflect market sentiment, fell sharply in late 1985 and early 1986,
the Federal Reserve discount rate remained unchanged between May 1985 and the
spring of 1986, when it was lowered first from 71/2 to 7 per cent. in March, then to
61/2 per cent. in April. '

In Japan rises in interest rates geared directly to an appreciation of the yen
clearly came into conflict with the desire to bring about an increase in domestic-
demand, Following the Plaza Agreement the Bank of Japan encouraged a rise in’
money market rates, which disappointed expectations of an early cut in the discount
rate and was reflected also in government bond yields. By December, however,
bond yields were back to their October level and, with the rise of the yen more
firmly established, the Bank of Japan’s discount rate was brought down from 5 to
31/ per cent. in threé stages, in January, March and April 1986. In Germany, where

_there was less conflict between objectives for domestic and external balance, bond

yields rose in October and November, though rates on the Bundesbank’s own
operations at the short end of the market showed little change. In March 1986 the
Bundesbank led the way in a first round of discount rate cuts in major countries.

In France and Italy interest rate policy was linked to exchange market
developments, but the behaviour of their currencies only partly reflected changes in

 the strength of the dollar. In France declines in interest rates abroad, together with

an improvement in the external current account and in domestic price performance,
made it easier for the authorities to implement their policy of gradually bringing
interest rates down. In Italy, where external influences included inflows of funds

'_foll_olwing_ the downward adjustment of the central rate of the lira within the EMS

in’ July,. the unl:lerlying budgetary and external current-account imbalances left little
room for manoeuvre in monetary policy.

In the United Kingdom and Canada the authorities relied more on exchange
rates as policy guides last year because of difficulties ‘experienced in interpreting
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Money market-interest rates and exchange rates, 1985-86.
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developments in the monetary aggregates. In ‘early 1985 interest rate policy in the
United Kingdom was geared mainly to defending the currency. By the end of the
year; however, a fall in the trade-weighted exchange rate of sterling seemed to be -
justified by developments in world eneigy markets. In late 1985 and early 1986 the
Canadian “dollar was also sublected to strong downward pressures, which were
influenced by developments in the Government’s budget and which proved quite
difficult to resist, even with forceful intervention in the exchange markets. The
appropriate monetary policy response in situations of this kind-is difficult to judge,
however, and in each of these-countries. the .absence of an explicit anchor for
exchange rate. expectations has at times appeared to be a disadvantage. In both the
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United Kingdom and Canada short-term interest rates had to be raised. They
subsequently declined, but in the spring of 1986 they still stood at levels which
seemed quite high in relation both to these countries’ rates of inflation and to short-
term interest rates in Germany and the United States.

Alternative strategies for monetary policy.

Monetary policies with an explicit exchange rate orientation have formed the
basis of counter-inflationary strategies followed in recent years by a group of
European countries which includes, but extends beyond, those with exchange rate
commitments within the European Monetary System. By adapting their short-term
interest rates to defending regional exchange rate relattonships which in most cases
remained unchanged between March 1983 and April 1986, the Netherlands
continued last year to enjoy a degree of monetary and price stability comparable
with that in Germany, while France, Italy, Belgium, Denmark and Ireland exerted
further downward pressure on relatively high domestic inflation rates.

- In employing the flexible adjustment of money market interest rates as the
principal means of influencing exchange rates, many continental European countries
could be reasonably sure that monetary policy remained consistent with their
exchange rate commitments, while the latter clearly contributed to controlling costs
and to moderating inflation expectations. Such exchange rate commitments,
however, beg the question as to whether monetary targets in individual countries are
necessary. In principle, what is required in a system of administratively linked but
adjustable exchange rates is that one large country should have a monetary target,
and a stable money demand relationship for the targeted aggregate. In addition, the
other countries, whose currencies are linked to that of the central country, should
have broadly consistent and attainable goals with respect to inflation and output. In
some cases, however, norms for monetary developments may be necessary to ensure
that monetary policies remain on an appropriate medium-term course. With the
interest rate assigned to the exchange market objective, efforts to meet these norms
would have to rely on other instruments, such as credit or exchange controls, which
have often been used in EMS countries to pemut both exchange rate and monetary
objectives 1o be pursued. This is not the case in Germany, whete the impact on
monetary developments of capital flows associated with efforts to stabilise exchange
rate relationships has usually been on a manageable scale. The relatively smooth
adjustment of short-term interest rates by the authorities in Germany to cope with
underlymg changes in inflationary pressures has prowdecl a fairly stable standard to
which other countries could refer in determmmg their own money market rates. The
high degree of monetary stability in Germany has therefore contnbuted to monetary
stability in other EMS member counmes.

Last. year ‘short-term. interest rate pohc1es in many European countries agairi

: .h_s_t_d to respond to exchange market developments which reflected both domestic and
foreign influences, as well as to'declines in inflation rates: In France, Ttaly and the
Netherlands money market interest rates were brought down between January and’

November broadly in step with short-term interest rates in Germany. In Belgium,

where rates were lowered substanually in the spring of 1985, they had to be raised
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for a time in the summer. In Denmark and Ireland, having stood at relatively high
levels in early 1985, short-term rates thereafter fell quite steeply during most of last
year. Bond yields, which in some countries are subject to administrative influence,
came down in most countries, with a relatively fast decline evident in Belgium, as
well as in Ireland and Denmark, where inflation performance improved very
markedly.

Short and long-term interest rates and changes in consumer prices:’
Differentials vis-a-vis Germany.

l 1979-63%| 1984 01 {1985 Q1 [ 1985 03 [ 198601 [1979-837 1984 01 [1985 01 [1985 Q3 | 1986 Q1
terns - :
in percentage points’
France ‘ Belgium
Shortrate 41 6.6 43 4.7 3.8 45 | 65 41 45 5.1
Long rate 5.6 61 | 47 57 a4 3.6 4.3 39 4.1 25
inflation 7.0 55 39 at 2.8 2.2 4.2 3.2 24 | 14
Kaly : Netherfands
Short rate 8.7 1156 9.4 8.7 127 | 04 0.3 .08 11 0.8
Long rate 88 7.3 5.2 6.8 8.7 11 0.2 0.4 0.6 0.6
Inflation 12.6 8.8 6.1 6.1 7.2 0.3 0.9 |- 01 0.1 0.6
) Denmark . Ireland ]
Short rate 70 | 43 55 | 47 46 7.4 74 7.5 53 [ 115
Longrete | 9.4 61 -] 54 438 3.6 7.1 6.2 6.0 5.6 35"
Inftation - s3 | 39 | 32 1.7 1.5 110 7.2 39 3.2 38
' United Kingdom : " Swaden :
‘Shertrote 47 31 6.9 68 6.6 33 | .41 1.1 10.3. 6.6
Long rate 43 2.3 31 40 390 35 37 56 | 71 | 66
Inflation 6.4 2.2 35 3.7 a.4 5.2 5.9 5.4 45 4.3
1 Short-term rates sre representative rates on interbank instr ts: for Italy, o d deposits; for Ireland and Sweden,

day-to-day loans; for other countries, three-month instrumernts, Long -term Faies are representative rales: for Germany,
France and Italy, public sector bonds; for other- couniries, government bonds. Inflation rates are peroentage changes in
consumer prices over twelve months (for Ireland, over fOl.ll‘ quarters] 2 Averages of monthly data,

Sources: National data and deﬁnitiohs

Nominal interest rates in most European countries remain higher than those in
Germany, but in most cases inflation rates are also still higher. When “making
interest rate comparisons market participants no doubt take into account the
possibility of exchange rate ad]ustments in the longer run. The timing of currency
realignments within - the EMS is, however, known to depend on political
considerations. In the long period between the March 1983 and Apnl 1986
adjustments of EMS currency values the ability of some countries to bring down
relatively high rates of inflation and to improve their external balances had been
clearly demonstrated. Capital flows towards countries where interest rates were
relatively high in nominal terms characterised much of the period up to November
1985, to such an extent that recipient countries at times felt that an excessive easing
of domestic monetary conditions was taking place. In France and Italy exchange
controls were tightened in the summer of 1985 with a view to discouraging inflows
of funds. In Denmark, on the other hand, the system of credit ceilings was replaced

by a scheme for regulating the growth of deposits, following an- earlier easmg of
exchange controls. -
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- The exchange market sitnation changed in late 1985 and early 1986 when, in
response to a weakening of their currencies against the Deutsche Mark, short-term
interest rates had to be increased in Italy, Belgium and Ireland. Euro-French franc
rates at some maturities also rose, but domestic rates in France could be kept on a
downward path. In-part because the Deutsche Mark 1s a major international
investment currency, a strengthening of the Mark against the dollar is often
associated with a weakening of other European currencies against the Mark. Even
s0, rises in short-term interest rates in many European countries around the turn of
the year seem also to have reflected a recognition by the market that a currency

-realignment within the EMS was needed to take account of past inflation
differentials. After the April realighment money market interest rates in the
countries concerned could be brought down.

Exchange rate based approaches to monetéry policy are likely to be most
appropriate in relatively small open economies. In some European countries quick
responses of wages to exchangé rate declines also highlighted the usefulness of
exchange rate stability. In a core group of countries with a relatively strong political
commitment to liberalising intra-regional trade and capital movements, efforts to
stabilise the exchange rates of their currencies have continued ever since the early
1970s. Perhaps more important, consistency in monetary policies among EMS
countries has been facilitated in recent years by the shared conviction that
countering inflation was a ‘precondition for satisfactory economic performance
generally.

Co-ordination of monetary policies in the EMS may have been easier to the
extent that the large external shocks experienced by European industrial countries in
the last decade, including changes in energy prices, affected many of them in similar
ways. Efforts to reduce government budget imbalances and to make wage-setting
procedures more flexible were not equally successful in all cases, however. While
adjustments in monetary policy helped to prevent short-term volatility and medium-
term swings in exchange rates, a trend depreciation of some currencies could not be
avoided. That countries with relatively high inflation rates did not, over a period of
years, seek corresponding exchange rate realignments implied, in effect, that in
accepting the resulting real exchange rate pressures they gave priority to controlling
mflatlon

~In Sweden an exchange rate target expressed in terms of an annually ad]usted-
currency index, in which ECU currencies have a large weight, also helps to underpin
monetary policy. In July 1985 the intervention margins were narrowed and
 published for the first time. However, exchange controls are still in place and; as in
a number of other European countries, policies with respect to government
‘borrowing abroad also have an influence on domestic monetary conditions. The
success of adjustment efforts permitted short-term interest rates to be brought down
last year from the very high levels which they had reached.

Objectives for nominal GNP and interest rates in monetary policy. The need
for monetary policy in_some countries to evaluate the significance of unusual and
unexpected changes in income velocity has kept alive the general question of
whether objectives for nominal GNP or interest rates could serve as satisfactory
alternatives to targets for the monetary aggregates.
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- The case for nominal income targeting usually begins with the proposition
that, while the rates of output growth and inflation are the ultimate concerns of
policy, monetary policy can influence only nominal income in the medium term.
Targets for nominal GNP would thus highlight the dependence of the “split”
between real output and prices on the private sector’s price and wage-setting
behaviour. In fact, the short-run relationships between money, prices and output are

‘uncertain and depend as well on fiscal policy and interest rate developments. In

normal circumstances, however, it can be expected that, though monetary expansion
may influence real output in the short run, it will be reflected primarily in inflation
in the longer run. Where the long-run relanionship between monetary expansion and
inflation has become uncertain, an-illuswrative path for nominal income growth in
future years, like the one published by the UK authorities in March 1986 in the
Medium-Term Financial Strategy, may serve to underline the need to bring
downward pressure to bear on the inflation rate over a penod of time. However,

none of the monetary authorities in the industrial countries have felt that short-run

objectives for nominal income would be suitable as a replacement for monetary
targets. '

In general, monetary authonties do not regard develoPments in the money
stock as indicative merely of changes in nominal income., What seems feasible in the
short term with respect to- output growth and inflation is normally taken . .into
account in setting annual monetary targets. Thus, where velocity is correctly
forecast, meeting the monetary target can be expected to imply satisfactory progress
towards longer-term objectives for the economy. Some monetary authorities have
had to adapt their monetary objectives to allow for financial innovation. Some have
also sought to take into account unexpecied movements in components of the
money stock, as well as the influence on output and prices of exchange rate
overshooting. In the United States such’ influences were taken into account in the
evaluation of monetary expansion last year, but this does not imply that monetary
policy was geared to a target for nominal income.

~Monetary authorities feel that the task of trying 1o meet targets for nominal
income would place too great a burden on them. In many cases monetary policy
would not be capable of meeting targets for nominal spending without appropriate

support from fiscal policy. While the long-run impact of deficit spending on output

may be weak, output growth in many countries is sensitive to government spending
and tax policy in the short run. These influences would need to be considered in
setting objectives for nominal income. Especially in-the short run, developments in
output and prices are also influenced by many other factors, such as commodity.
supply shocks. There is also a-political aspect to establishing nominal income targets.
Targets for GNP are .in most. countries primarily the responsibility of the
Government. For monetary authorities to assume responsibility for trying to meet
objectives for nominai GNP could imply a dangerous focus on short-term
developments in real output. It could place at risk the progress made in recent years

in widening the time horizon of monetary pol:cy, which has gone a long way
towards bringing, inflacion under control.

The use of nominal or real interest rates as ]onger term pohey glndes would
involve similar risks. The recognition that previous reluctance to Increase interest
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rates sufficiently to control excessive monetary growth had permitted a build-up of
inflation was a major reason for focusing monecary policy on the achievement of
targets for monetary aggregates. Norms for short-term interest rates are used in day-
to-day monetary policy in most countries, but they serve only as operating guides
and have to be adjusted in the light of developments in the money stock or in
exchange rates. :

“Changes in monetary policy instruments and operating procedures.

New instraments and procedures. In seeking to meet their objectives for the
monetary aggregates and exchange rates, the monetary authorities in many countries
have in recent years relied mereasmgly on money market operations and less on

exchange controls or credit ceilings.

Since the late 1970s administrative controls restraining bank lendlng have been
abolished in the United ngdom, Sweden, the Netherlands, Denmark, Ireland and
Austria, and few industrial countries now malke use of this i instrument. In France the
credit-granting regulations are no longer restrictive and now serve more as 2 safety
net than as the principal means of meeting the monetary objectives. For 1986 the
credit control arrangements were extended to cover savings banks. However, the
coefficients used in calculating the reserves that have to be constituted by individual
banks in respect of credit granted in excess of the official norm for the banking
system were made less steeply progresswe The authorities have indicated that after -

a period of transition the credit restrictions may give way néxt year to a mamly

interest rate oriented approach to controlhng monetary and credit expansion. In
japan “window guidance” has evolved in recerit years from a rigid control device
into an expression of the central bank’s views on the short-term prospects for cfedit
expansion. By lowering the projections for credit-granting in the second quarter of

11986, however, the Bank of Japan indicated its concern about a fast rate of growth

of liquid assets in the economy and sharp rises in the prices of shares and land for
commercial use. In Sweden, as part of a com:mumg process of liberalising the
financial markets, controls on’ interest rates on bank lending in domestic currency
were removed in early 1985 and credit ceilings for banks, mortgage institutions and

- finance companies were abolished in November. In Denmark credit ceilings wére

replaced in June 1985 by arrangements for the banks to make special deposits at the

" National Bank when the growth. of their deposit liabilities exceeds an agreed norm

for the system. The National Bank can lower the interest rate payable on the special
deposits so as to discourage rapid monetary expansion. In Italy the ceilings on bank
lending introduced in January 1986 were intended as a temporary expedient to help
check outflows of funds. In the Netherlands the guideline for liquidicy creation from
domestic sources, issued in February 1986, was designed mainly to restrain the trend

“rise m the ratio of M, to. nominal income. As credit financed by long-term resources
‘is exempted from the credit guideline, a shift to long-term borrowing by the banks

could tend to steepen the term structure of interest rates,  but the overall

~effectiveness of the guideline will depend on the extent to which cross-border flows

of funds respond to interest rate differentials.



'
!

— 132 —

Most official money market operations change the balance-sheet position of
the central bank in ways which have an impact on the supply of bank reserves and,
given the demand for reserves, on money market interest rates. The instruments and
procedures that central banks use in controlling money market conditions depend on
institutional and legal circumstances, which vary from country to country. Over the
years, however, operating techniques have changed in ways which display a
common trend. In particular, measures. have been taken in many countries to
discourage recourse by banks to traditional central bank discount or secured lending
facilities with fixed interest rates. At the same time, central banks have made more
use of open market operations in supplying bank reserves. Minimum reserve
requirements for banks, normally with provisions which permit averaging of reserve
holdings over a certain period, have been retained in most industrial countries to
help stabilise the demand for reserves and smooth developments in money market
rates. These interest rates now play a central role as operating variables in almost all
the industrial countries..

Formerly, in many countries other than the United States, the banking system
used central bank credit as the main means of adjusting its reserve position.
Depending on whether access to discount and secured credit was restricted, the
posted official interest rates generally served either as a centre of gravity for short-

term money market rates or as a lower or upper limit. More flexibility can be

introduced into central bank operations by ralsmg the chargc for central bank credit
in relation to market interest rates and by using market instruments for adjusting
bank reserve positions. As a result of changes of this kind, central bank discount
rates have pormally stood above money market intérest rates since 1982 in
Switzerland, since late 1984 in Italy and Belgium, and for many years in Canada. In
Germany the Deutsche Bundesbank’s lombard lending rate has stood above money
market rates since January 1985. In Belgium (since May 1985) and Canada (since
1981) the desired relatlonshjp between official and market rates has been achieved by
procedures for setting thé discount rate each week in relation to the Treasury bill
tender rate. In Sweden, since December 1985, the central bank’s pcnalty lending
charges are no longer linked to the discount rate and have been scaled in a way
which permits the cost of central bank credit at the margin — and hence day-to-day’
money matket rates — to be varied simply through a change in the sopply of
reserves.

In Japan the official discount rate remains below the call-money rate but
discretion is used by the Bank of Japan in granting and recalling loans; and open
market operations have recently been employed to influence money market rates in
a very flexible way. In the United States, where access 1o Federal Reserve credit is
restricted, the discount rate normally remains below the Federal funds rate. The
resulting refationship between these rates and bank borrowing at the Federal Reserve -
can be utilised to help limit interest rate volatility under the borrowed reserves
targeting procedure, in use since late 1982. In the United Kingdom, where no
official lending accommodation had been provided since 1982, the Bank of England
had recourse to lending operations on a2 number of occasions in 1985 in order to
make the authorities’ views with respect to money market interest rates effective
quickly.
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Official operations influencing money market conditions.”

Japan | Germnany | France Italy Belgium lﬁt:tnth;- Su;:;zgr-
ttems and periods
changes as percentages of central bank money slock
at end of previovs quarter?
Central bank net forelg #

1985 firstquarter ............ ~ 05 - 7.9 84 - 4.2 2.3 — 4.2 8.0
second quarter _. ... ... .. 0.1 3.2 7.5 2.7 . 2.5 0. 4.2
third quarter ....... - 1Lt 4.1 7.1 - 27 - 8.2 119 25 .
fourth quarter .. ......... - 1.7 0.3 3.2 - 79 | 1.5 1.6 - 14

1986 first quarter ............ 0.3 36 . - 1.2 . . - 78

Government finance? : : ' .

1985 first guarter - .......... e | = 07 - 03 76 10.3 -89 |l —-23 -
second quarter .......... 47 - 28 - 5O - 7 1.3 1.1 L=
third quarter ............ ~21.6 - 30 2.0 1.1 4.6 | —10.8 -
fourth quarter ........... : 43 27 = 80 9.3 - 15 64 | -

1986 firstquarter .........,... ~ 27 - 06 . 6.2 — 3 . -

Central bank market operations®

1986 first quarter ............ - 55 " 89 -12.3 - 1.1 - 4.0 - 7.7
second quartes - 14 0.9 — 4.4 0.4 - 09 0.8
third quarter ............ 9.6 0.8 0.3 20 - - - 28 -.20
fourth quarter . .......... 10,6 25 2.7 2.9 - 27 121

1986 first quarter ............ ~ B0 - 286 . ©o3z2 - . - 75

Gentral bank foans 1o banksS ) )

1985 first guarter ............ - 6.1 - 11 —-12 | 00 0.1 -4 - 10
second quarter .......... - 0.8 - 21 - t.4 - 0.3 1.0 21 0.1
third quarier ............ 53 - 04 - 27 1.9 - 15 2.0 11 -
fourth quarter ........... 6.9 21 | - 03 . 3.3 4z | -862 | -0z

1986 first quarter . ........... - 28 0.6 . — 4.8 ) . . - 0.6

1 Minus signs indicate operations decreasing. bank reserves.  ? Flows net of valustion changes, partly. estimated by the
BIS. For Geymany, France and Switzerland, asad on monthly averages of daily data; for other countries, month-end data.
3 ExcludmgFlorngn exchange swaps used for the purpose of influencing bank hqu&dlw For Japan, operations of tha Foreign
Exchang # Excludes certain operations carried out for the purposes of money market management and, in the
case of Japan, operations of the Foreign Exchange Fund. For the Netherlands, Treasury deposits at the central hanlc
5 Foreign exchan?e swaps, bill and security repurchase agreements, outright open market purchases and sales of bills and
secuntles, special Joans at market interest rates and government deposits transfersed to the market. For haly, includes loans
1o Treasury bill bnderwriting syndicate. S Lombard and lexcept for Germany) discount credit. For France, advances at
fixed interest rates minus liquidity taken back. _

Sources: National data and definitions.

The instruments that central banks have recently employed more intensively to
adjust bank reserves include outnght purchases and sales of bills and securities,
purchase and resale transactions in bills and securities, sales of bills drawn on the
central bank, foreign currency swaps and the shifting of government deposits from
the central bank to the marker. In some countries official transactioris are conducted
in existing private markets; in others central banks have established special auction
procedures. The new instruments permit the central bank to exercise a good deal of
discretion with respect to the timing and duration of reserve supplying and
withdrawing operations and the interest rate charged In several countries the rates
applied serve as signals of the central bank’s intentions with respect to interest rates.

In a number of countries the structure of minimum reserve requiremerits has
been refined or adapted to allow for the emergence of new types of bank liabiliry.
- Typically the cost burden of holding required reserves has been lowered, and in 2

number of cases the weight has been shifted more towards transactions deposits and
"away from time and savings deposits. Structural modifications have been made in
recent years in Italy (1982), the United States (1982 and 1984), Canada (1983) and
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France (January 1985). In Germany reserve requirements were restructured in May
1986 10 ensure that they covered liabilities at maturities of up to two years in the
form of bearer securities. Certificates of deposit could then be issued for the first
time by German banks. At the same time, the rate schedule for time and savmgs
deposits was lowered and simplified.

The reasons for the changes. All central banks now use discretionary
procedures to influence short-term interest rates; but they have employed their new
instruments to make short-term interest rate determination more flexible and to
permit central bank operations through the market. The desire for greater flexibility
basically reflects the need to ensure that short-term interest rates are adapted
expeditiously. At the same time, the aim has been to convey the central bank’s
interest rate intentions more exactly and to reduce the sometimes excessive publicity
traditionally associated with changes in posted rates.

Flexibility has facilitated the meeting of basic domestic monetary policy
objectives while permitting interest rate policy 10 respond to disturbances in the
financial and exchange markets. With floating exchange rates reacting very
sensitively to market expectations regarding the future course of policy, the newer
instruments can permit gradual changes in interest rates to take place in ways that
have aflowed the market response to be taken into account. Traditional policy
instruments, such as changes in discount rates,  could then be used for giving
stronger signals, where appropriate. In countries with exchange rate objectives the
new techniques have also facilitated the rapid adaptation of money marker interest
rates which has sometimes been necessary, especially in. periods of prospective
currency reahgnments. :

Greater flexibility has also been used to help counter disturbances wh;ch have
complicated control over the supply of bank reserves, such as erratic short-term
movements in the government accounts at the central bank. In some cases changes
in procedure have been made in an attempt to prevent large deficits in the public
finances and a build-up of banks’ holdings of liquid short-term government
securities from undermining monetary control.

Increased use by central banks of instruments such as security purchase and
resale agreements has been facilitated by the growth and development of the money
markets. The move away from instruments with posted interest rates has taken place
against 2 background of greater use of adjustable. interest ratc instruments in bank -
lending. :

Flexibility in money market procedures and excbange rates. The way. in which
the new flexibility in procedures operates was clearly seen in the complex interaction
last year between monetary policy, money market interest rates and floating
exchange rates.

In many countries monetary pol:cy has most influence on day-to-day money
market rates or rates at up to one month, while interest rates at longer maturities are
more- influenced. by expectations in the market. Under the borrowed reserve
targeting procedures used in the United States the Federal funds rate can move
significantly in response to market expectations .of changes in policy. Market
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reactions can at times reinforce the policy actions taken by the central bank. In early
1985, however, the rise in US money market rates largely reflected market
anticipation of a response by the Federal Reserve to the rise of M, above its target
range.

In European countries the steep- further rise in the dollar at that time
threatened to increase inflationary pressures and was clearly a cause for concern to
the monetary authorities. In these circumstances, bond yields in nearly all countries

_came under upward pressure for a time, although short-term money market rates

remained unchanged in many cases. In Germany, for instance, where new money
market procedures were introduced in January 1985, very short-term market rates
remained quite stable, close to the rates applied by the Deutsche Bundesbank in
supplying bank reserves through temporary securities operations. :

In the United States concern that the economic recovery might come to a halt
increased in the spring of last year and, following the cut in official discount rates
in March, the Federal funds rate moved down to the new level of the discount rate
in June. Three-month interest rates on certificates of deposit fell below the discount
rate, however, apparently because the market expected a further easing of monetary.
policy. '

From June onwards, with the dollar edging down against other currencies, the
Tederal Reserve seems to have encouraged a progressive firming of the Federal funds
rate. In Germany the Bundesbank took into account favourable domestic price
developments and a firming of the Deutsche Mark to foster a decline in short-term
interest rates by gradually lowering the rates apphcd in its purchase and resale
operations. In July, when short-term rates were in the lower half of the band
bordered by the official discount rate and the lombard rate, these official rates were

lowered so as to leave scope for further falls in money market rates. By offering

funds under temporary transactions in securities for periods of up to two months the

Deutsche Bundesbank could minimise the need for fine-tuning operations — until

the exchange markets again became unsettled in August and September. From

January to August the Bank of Japan continued to adjust its provision of bank

reserves, through the sale of bills and short-term securities as well as through'
lending; so as to encourage the call-money rate to respond flexibly to developments

in the exchange markets. .

The main change in short-term interest rate policy“after the Group of Five
agreement in September took place in Japan, where money market techniques were
applied to encourage a steep rise in money market rates. Interést rates on credit to
the domestic economy were partly insulated, however, because the discount rate

remained unchanged. Tn Germany the Deutsche Bundesbank continued to respond

to"changing conditions in the exchange market by varymg its ténder procedures —
calling for tenders at given interest rates at times when it seemed appropriate to
provide the market with clear interest rate signals. Interest rate developments in

_Germany reinained broadly consistent with meeting the domestic .monetary

objectives, but the timing of changes was evidently influenced by cxternal'
considerations.

- In France, where an improving domestlc and - external situation:brought the
French franc under upward pressure, the authorities kept it within the EMS band by
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accepting a large net increase in the official external reserves and. by gra\duall}r
lowering the key rate for purchases by the Bank of France of first-class private
paper. The published rate for a long-standing seven-day purchase and resale facility
for Treasury bills, the only remaining facility under which the banks can obtain
accommodation from the Bank of France at their own initiative, remained
unchanged at a level which exceeded that of money market rates by an increasing
margin.

In early 1986 market interest rates at all maturities followed the call-money
rate down in Japan, and bond yields also edged down in Germany. Though the cut
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in the Deutsche Bundesbank’s discount rate in March did not imply an immediate
fall of an equivalent amount in domestic money market rates, it could have an
impact on the lending charges of banks and provided an important signal. It was
closely followed by cuts n discount rates in Japan, the United States and the
Netherlands and by a further Jowering of the official money market intervention rate
in France. Cuts in official rates in Italy, the United Kingdom, Sweden, Canada,
Belgium, Ireland and Portugal came shortly afterwards. In Japan and France the
authorities adopted new techniques for influencing interest rates more directly in the
open market, particularly those on certificates of deposit, 50 as to help ensure that
the official interest rate impulse spread quickly through the money markets. In the
United States and Japan official discount rates were lowered further in late April.

Persisting problems in money market management.. In some countries; where
the changes in money market procedures constituted in part an effort to contain
pressures-on monetary creation caused by large budget deficits, more basic measures
are required to reduce the deficits. Avoiding excess monetary creation in a context
of large government deficits calls for arrangements which permit interest rates on
government debt to respond to financing pressures. Arrangements which effectively

" limit the Treasury’s access to central bank credit may also be necessary. In Italy the

1981 “divorce” between government financing and the operation of monetary policy
helped, - together with improvements in financing instruments and procedures, to
establish conditions for effective monetary control in the short run. However, the
limit on the Treasury’s credit line at the Bank of Italy continues to rise automatically
from year to year in line with the growth of government expenditure,

'In Belgium the Government has been able to finance itself indirectly over the
years from the National Bank via the Securitnes Market Stabilisation Fund, an
independent public agency which could acquire special government securities by
drawing on a credit line at the central bank. There are no minimum reserve
requirements and the banks, having accumulated a large stock of government -
securities 'which are redeemable at short notice, now have little need for central bank
accommodation. In these circumstances the National Bank retains control over
short-term interest rates only by virtue of its ability to set the interest rates on short-
term Treasury securities. In the United Kingdom, by contrast, overfunding of the
Government’s borrowing requirement in recent years drained the market of

‘Treasury bills and made the provision of bank reserves become dependent on large-

scale purchases of private bills by the Bank of England. The impact of overfunding
on the term structure of interest rates may have been quite limited but it gave rise

_.to a number of technical difficulties. The pragmatic objective since last October has

béen just to cover the Government’s borrowing requiremeént over the financial year
as a whole by sales of government securities outside the banking system.

In some cases arrangements intended to introduce greater flexibility into short-
term interest rate determination have not operated in the way that was expected. In
the United Kingdom, for instance, the objective, stated at the time of the 1981
money ‘market reforms, of leaving the determination of interest rates more 1o the

- operation of market forces could not always be met in a context of overfunding. The

revival last year of the practice of equilibrating the money market by official lending
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indicates that the authorities have recognised a need to give the market more
guidance on occasion with respect to very short-term interest rates. On the other
hand, the conventional arrangements still in place in a few countries where key
central- bank lending rates remain below short-term money marker rates could
conceivably delay flexible interest rate adjustments in a downward direction. In
some_countries, including Japan and the United Kingdom, constraints on the type
of instrument which the central bank is prepared to purchase or to accept as security
have at times hindered efforts on the part of the authorities to make their influence
felt in important money markets in which they do not themselves operate.

In the United States interest rates have been much less volatile since late 1982,
when the Federal Reserve abandoned strict targeting of non-borrowed bank
reserves, which had implied. antomatic interest rate responses to deviations in M,
from target. The borrowed reserves targeting procedures permit the Federal Reserve
to exercise much more discretion in influencing short-term interest rates. However,
the Federal funds rate has been free to move, even in the absence of changes in the
official. objectives for borrowed reserves, in response to changes in banks’
willingness to borrow. A rise in the Federal funds rate in the summer of 1984, for
instance, partly reflected bank responses to signs of fragility in the financial system.
Last year, however, with the discount rate closely underpinning the Federal funds
rate for much of the time, the scope for market expectations to be reflected in
changes in the Federal funds rate was quite limited.

In some countries, mcluding Japan, France and Sweden, where central bank
procedures have been adapting to a continuing process of deregulation and financial
innovation, further changes in procedures may be called for as new instruments
develop and markets become more integrated. In Switzerland a proposed
modification of the clearmg system .is likely to cause a change in the demand for

~adjusted central bank money — the National Bank’s target aggregate — in the

foreseeable future. Difficulties of this kind may, however, prove to be purely
transitional.

Constramts on monetary pol:cy.

Many of the difficulties with which monetary pohcy has had to cope in recent
years stem from the large deficits in the public finances. In some cases the deficits
have been structural, and efforts to reduce them have left little scope for using. flscal
policy to stabilise the economy.

Large budget deficits may threaten the effectiveness of monetary control in
both the short and the long run. In some countries where deficits are pamcularly

large (Italy, Belgium, Spain, Greece and Ireland) difficulties in the operation of

monetary policy have been caused by ineffective limits on central bank credit to the
Government, or by reluctance on- the part of the Treasury to offer appropriate
Interest returns on government securities. In other cases changing expectations about
the extent to which government borrowing might influence monetary expansion
have put pressure on exchange rates. Generally, however, the main problem has
come from the pressures exerted on interest rates by large actual and prospective
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deficits In a context in which monetary policy had given priority to controliing
mflation. '

Developments in the exchange markets have compounded the problems of
monetary policy. One of the major lessons derived from the experience with floating
exchange rates in recent years has been the degree to which external factors can
influence and constrain monetary policy, even in large countries. This was evident
in a number of them in 1985. There are three reasons why the exchange rate
consequences of monetary policies increasingly need to be considered. The first is
the increase- in international capital mobility brought about by the further

- Liberalisation of national money and capital markets and the increased international

substitutability of financial assets denominated in different currencies. This means
that domestic financial markets are more subject to the influence of activities in
foreign financial markets. Foreign monetary and fiscal policies increasingly cause .
changes in domestic financial conditions. As a consequence, the combination of
monetary and fiscal policies in some large economies can alter substantially, via their
effect on exchange rates, the set of policy: choices available to other economies.
Greater financial integration implies greater policy interdependence.

The second reason for paying increased attention to the external consequences
of monetary policy stems from the experience of larger movements in exchange rates
than seemed consistent with fundamental long-run determinants. The risk of
exchange rate “overshooting” in response to policy adjustments may at times
constrain or delay such adjusuments. In recent years much of the movement in
exchange rates of major currencies has not been associated with corresponding
movements in relative prices; nominal exchange rate changes have implied large
changes in real exchange rates. Even granted the basic difficulty of knowing what the
“correct” or “appropriate” exchange rate might be for any currency, this experience
and awareness of the substantial influence of changes in private market expectations
on exchange rates place a constraint on monetary policy. This constraint certainly
appeared to be in force in the United States’ cautious approach o adjustment of

money market rates and of its discount rate since mid-1985 and in the changes in

short-term interest rates in Japan in October after the Plaza Agreement. A greater
response of capital flows to interest rate differentials and to market expectations of
changes in policy has increasingly made policy-makers sensitive to the consequences.
of even modest alterations in the stance of monetary pohcy.

The third reason for giving increased consideration to the external impact of
economic policy generally is increased awareness of the longer-run and cumulative
real economic consequences of continuing exchange rate misalignments. Large
changes in real exchange rates among the major currencies have considerably altered
the utilisation and allocation of real resources. The adjustment costs in these
circumstances can be substantial. The reduced competitiveness of the US economy
and the very large US trade deficit have resulted in severe difficulties for the
internationally traded goods sector of that economy. This, in turn, has led to a
heightened political sensitivity there to changes in economic policy generally and
increased political debate about the stance of monetary policy. Similarly, the loss of
competitiveness in Japan associated with the appreciation of the yen since the spring
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of 1985 and its potentially significant impact on Japanese trade have focused -
attention on policy changes which might have an impact on exchange rates.

It can hardly be denied that increased capital mobility associated with the
further integration of international financtal markets has led to a more policy-
interdependent world. The environment in which monetary policy operates has
changed fundamentally in recent years as a result of the dismantling of barriers to
international capital movements, the continued process of financial deregulation and
innovation, and financial asset diversification by many types of investor. The quite
different monetary/fiscal policy mixes among the major economies have also
contributed to exchange market volatility and exchange rate overshooting. With

fiscal policy having lost much of its earlier flexibility, there is a risk that too much

may be expected of monetary policy. Monetary policy cannot be used to achieve
both internal and external balance and. both short and long-term aims
simultaneously. In Jarge economies an appropriate domestic anchor for long-term
inflation expectations is still required, even after the significant improvements in
inflation performance in recent years. Money stock control continues to provide the
necessary anchor for the long-term purchasing power of money.
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VII. THE INTERNATIONAL MONETARY SYSTEM.

Highlights.

In the international monetary field the outstanding event of the penod under
review was that, after nearly five years of almost unmterrupted rise, the dollar
peaked in February 1985 and subsequently declined sharply in the exchange
markets. This turn-round was not solely the spontaneous outcome of market forces
but appears to have been influenced to a considerable extent by a much more activist
role of the authorities in the exchange markets. The shift to a poli'cy of active
concern, encompassing internationally co-ordinated official intervention, verbal
exchange rate guidance and the artaching of greater weight to exchange rates in
domestic policy formulation, amounted to an important change in official policy
attitudes, notably in the United States.

Apart from describing the exchange market developments leading up to the co-
ordinated intervention operations initiated in late February and September 1985 as
well as the impact that these policies in turn had on the exchange markets, this
chapter considers some broader questions concerning the role and effectiveness of
official intervention and the functioning of the present floating rate system.

Another remarkable development was the progress made last year by the
European Monetary System (EMS) towards the achievement of “a zone of monetary
stability in Europe”. Inflation rates among member countries displayed a
pronounced trend towards downward convergence, which made it easier for the
EMS exchange rate mechanism to weather the sharp turn-round of the dollar in the
exchange markets without being subject to unduly disruptive forces.

As regards developients in the field of international hquldlty, the gold market
was hardly affected by the weaker dollar or by political unrest in South Africa.
While in terms of dollars the gold price showed some recovery, it declined markedly
in terms of most other major currencies.

Owing to large private capital inflows into the Umted States, the massive and
widening US current-account deficit did not act as an engine of reserve growth in
1985. The fact that official reserve assets, measured in terms of US dollars,
nonetheless showed a fairly strong expansion last year was due mainly to the sharp
appreciation of the dollar value of reserve assets held in other currencies and to
reserve accumulation by the United States. Reserve holdings in the United States, by
contrast, declined and the share of the dollar in official exchange reserves recorded
a sizable decrease. : :

General exchange rate developments.

The floating currendes. In the exchange markets there were three outstanding
features of the period under review: firstly, a much more activist approach on the
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part of the authorities to exchange rate management; secondly, the substantial
depreciation of the dollar against other major currencies which the shift in official
policy attitudes helped w0 produce; and, thirdly, - the fact that this adjustment of
exchange rate relationships took place in an orderly fashion, as is evidenced by the
continued decline in dollar interest rates up to the spring of 1986. After a five-year-
long appreciation, the US dollar eased by 30 per cent. in effective terms between late
February 1985 and mid-May 1986, while against some major currencies its
depreciation amounted to almost 40 per cent. This turn-round and subsequent
decline of the dollar were supported by a number of fundamental developments in
the US economy: iargc and growmg current-account deficits since 1983, a
weakening of economic growth since mid-1984, a more accommodating monetary
policy and the downward trend in US interest rates. However, these developments
were rather slow to make themselves felt in the exchange markets. It was only aftet
the monetary authorities of the United States and other leading industrial countries
had publicly stated that 4 depreciation of the dollar was needed and had backed that -
up by co-ordinated exchange market intervention that towards the end of 1985 these
fundamentals began to be reflected in spontaneous exchange rate trends.

_ On 17th January 1985 the Finance Ministers and central bank Governors of the
Group of Five countries reaffirmed their commitment to undertaking co-ordinated
intervention as necessary. This announcement was followed shortly afterwards by
some official sales of dollars, but as there was little evidence of a broad, co-ordinated
intervention effort the markets remained unconvinced of official resolve to curb the
extraordinary strength of the dollar. Buoyed by widening interest rate differentials
in its favour, the dollar rose steeply once more in'February. At that point, with
market sentiment towards the dollar becoming more and more euphoric, its -
exchange rates had risen to clearly unsustainable levels, which, by aggravating
existing disequilibria, was bound to lead to even greater instability later on. A large-
scale, co-ordinated official intervention effort was therefore mounted under the
leadership of the Deutsche Bundesbank, but this time with some support from the
US monetary authorities. Between the January meeting of the Group of Five and
Ist March dollar sales by the Group of Ten countries totalled approximately
$10 billion. While the bulk of the sales were made by European central banks, US
intervention amounted to $0.7 billion. These actions succeeded in restoring a two- .
way market. They . were, moreover, underpinnéd by growing evidence of an
economic slowdown in the United States and by some accidents in 1ts domestic
fmancial markets which were. perceived as precluding any tightening of US monetary -
policy. Between 26th February, just before official intervention started, and 19th
April the effective exchange rate of the dollar fell by 10 per cent. On a bilateral basis;
the decline was most pronounced - against. sterling and the Deutsche Mark,
amounting to 18 and 14 per cent. respectively; against the yen, which had previously

‘shown less weakness than some of the European currencies, the depreciation

amounted o only 6 per cent.

During the following two and a half months the dollar fluctuated widely, with
fairly large day-to day movements but no clear trend. While US interest rates were
obviously moving down, with a 1%z percentage point cut in the Pederal Reserve’s
discount rate on 20th May, a rapid expansion of the US monetary aggregates raised
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Movements of bilateral exchange -rates of selected
currencies against the US dollar, 1984-86,
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doubts about the likelithood of any further easing. At the same time, interest rates
in other countries-were a‘lso-declining, albeit to a lesser extent.

In July the ‘dollar began to weaken again. Although in that month’ dollar
interest rates temporarily firmed, the upward adJustment on 17th July of the base for
the Federal Reserve’s monetary targets in conjunction with the setting of a wider
target range appeared to confirm’ expectatlons of a continuing accommodating US
monetary policy stance. Moreover, the growing trade and current-account deficits,
their depressive influence on the domestic economy and the related strengthening of
protectionist pressures suggested that the US authorities might welcome. a further
easing of the dollar. Against this background, the dollar’s effective rate fell by 613
per cent. between early July and late August; to 15 per cent. below its late February/
early March peak. Several European central banks took advantage of the weaker
standing of the dollar to replenish their exchange reserves and to lower interest rates.
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Movements of bilateral exchange rates of selected
currencies against the Deutsche Mark, 1984-86.
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On 16th August the Deutsche Bundesbank cut both its discount and lombard rates
by Y2 percentage point, and in the United Kingdom the clearing banks’ base lending
rates were lowered twice by Y2 percentage point, on 15th and 29th July.

In late August, - however, more encouraging US economic indicators,
somewhat better trade figures and a temporary widening of interest rate differentials
in favour of the United States led to a sharp recovery of the dollar, with quotations

against the Deutsche Mark, for example, rising by about 8 per cent. within the space

of three weeks. Although the dollar subsequently eased somewhat around mid-
September, its underlying stance remained firm. Meanwhile, protectionist demands -
were increasingly gaining support in.the US Congress. In this situation the Ministers
of Finance and central bank Governors of the Group of Five countries met on the
initiative of the United States on 22nd September in New Yotk to reassess their
policies.

The understandmgs and agreements reached at that meeting went well beyond
earlier efforts to co-ordinate action with respect to exchange rates and, in particular,

-heralded a major change in US policy attitudes. Firstly, external imbalances,

especially the large and stilt growing US current-account deficit, were, at long last,
publicly identified by the authorities as posing potential problems for the world
economy. Secondly, it was agreed not only that exchange rates should play a role
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in adjusting external imbalances, but also that, 'in order to do this, they needed to
reflect fundamental economic conditions better than had so far been the case.
Thirdly, as a logical consequence of these shared views, it was agreed that some
further orderly appreciation of the other main currencies against the dollar was
desirable. Finally, the five countries underlined their readiness to co-operate more
closely in order to encourage such an adjustment. Although the specific form of this
co-operation. was not spelled. out, exchange market intervention was ewdently part
of it. On the followmg day the US authorities were reported as saying that they
might be ready to intervene on occasions other than when the markets were
disorderly.

This demonstrative show of official unanimity and resclve took the exchange
markets by surprise. Immediately after Europesn markets - opened on 23rd
September, and before co-ordinated central bank intervention had begun, the dollar
registered its largest fall — nearly 6 per cent. against most other major currencies —
in a single day since March 1973. This depreciation was confirmed the following
day, when the Tokyo market opened after a bank holiday and the-Bank of Japan
began the most aggressive intervention opérations in recent years. These and
subsequent intervention sales pushed the dollar down by 12, 10 and 6 per cent.
against the yen, the Deutsche Mark and sterling respectively within the space of two
weeks.

Not surprisingly, it took time for the markets to grasp the full extent of the
change in official attitudes, Consequently, in the course of October the central
banks’ commitment to their joint cause was tested on several occasions, but renewed
upward pressures on the dollar were resisted by continued intervention. Between the
September Group of Five meeting and early November total concerted dollar-sales
by central banks amounted to $13 billion. What was crucial to the success of the
operation was that in these interventions the United Scates for the first dme played
a leading role, with sales totalling $3 billion, some in markets in the Far East. Sales -
of dollars by the Bank of Japan were largely reflected in the decline of that country’s
foreign exchange reserves by more than $2 billion in the two months up to the end
of October. Moreover, in late October the Bank of Japan underlined its
commitment to a stronger yen by inducing an upward adjustment of Japanese
interest rates, although such a move was hardly desirable on domestic grounds. This
show of official determination finally impressed the exchange markets, ‘and in
November the dollar resumed its declme Wlthout Lhe need for further large offlclal :

: dollar sales.

- By early December the dollar had deprccmted to DM 2. 50 and Yen 200, and

_to..$1 50 .against sterling. : While US long-term -interest rates continued on . their

downward path, Japanese interest rates started to decline across the board .in mid-
December as the result of a cautions reversal of the earlier intefest rate policy. The
markets appear to have then gained the impression that the monetary authorities of

- the Group of Five countries. were content for the moment with the exchange rate
. correction that had occurred. While tenstons began to re-emerge within the EMS

exchange rate mechanism, the decline of the dollar was halted untll mid january'
1986.
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However, in the wake of the Group of Flve rnectmg on 18th-19th _]anuary
1986 in London, US. and Japanese official statements that a furcher decline of the
dollar would fot be unacceptable or might even be welcome induced a renewed shift
in market sentiment. A factor contributing to this renewed decline of the dollar was
the collapse of oil prices, which was perceived by the markets as being more
beneficial to the German and Japanese than to the US balance of payments.
Moreaver, the imptoved inflationary. outlook in the United States-as a result of the
lower oil. prices boosted expectations of lower dollar- interest rates. Against this
background, in late January the doliar once more began to ease markedly against the
yen, the Deutsche Mark and the Swiss franc and, .under the influenice of poor US
trade figures and declining US capital market yields, its fall continued until late
February.-In view of the renewed weakness of the dollar, the Bank of Japan felt able
t6 lower its discount rate — which had been left untouched for more than two years
owing to exchange rate considerations — by 1/2 percentage point on 30th January.
During this period from late January to early March the dollar fell by 12 per cent.
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against the yen and 11 per-cent. each against the Deutsche Mark and the Swiss franc,

but showed little change against oil producers currencies, viz. sterling and the
Canadian dollar..

In early March the countcr-mﬂanonary leeway gained as a result of the lower
oil prices, and evidence of economic sfowdown in Japan as exports bcgan to feel the
impact of the higher yen, prompted a co-ordinated round of official interest rate
reductions by the Deutsche Bundesbank, the Bank of Japan, the Federal Reserve and
a number of other central banks. The dollar responded favourably at first, and over
the followmg four weeks recovered particularly against the continental European
currencies, whereas its undertone remained fairly weak against the yen. However,
in early April expectations of a‘further easing of US interest rates contributed 10 a
renewed downturn.of the dallar. In fact, following the IMF Interim Committee
meeting in Washington, a second round of co-ordinated cuts in official interest rates
was implemented by, the US, Japanese and major European central banks except the
Deutsche Bundesbank between 14th and 25th April. In additien, US and European
official remarks favouring further yen appreciation spurred bearish sentiment about
the dollar despite repeated. intervention purchases by the Bank of Japan. And in
early May the economic summit meeting in Tokyo did not produce evidence of
general official readiness to suppert the dollar at this stage. In these circumstances
the dollar depreciated by 12 per.cent. against the yen and by 10 per cent. against the
Deutsche Mark and the Swiss franc between early-April and mid-May.

Dunng the fifteen-month period of dollar depreclatlon up to mid-May 1986
the yen, the Swiss frinc and the Deutsche Mark apprecnated by over 60 per cent.
against the dollar, which was certainly one of the largcsr movements yet recorded
within such a relatively shori period since the transition to floating. In effective
terms the appreciation of the Deutsche Mark and the Swiss franc amiounted to 19 per
cent. each, while, owing to Japan’s closer trade ties with the United States, the yen
advanced by as much as 35 per cent.

- A salient feature of the yen’s appreclatlon is that it was concentrated on the
period after the Group of Five meetirig in September. The yen had weakened against
the dollar- much less than: European currencies- over the' preceding years;
correspondmgly, until late September 1985, its recovery was mote modest. In-fact,
as it declined against the European currencies, the yen’s effective exchange rate
remained  virtually “unchanged from -late February to Tlate’ September  1985.
Consequently, after the September Group of Five agreement, which, in view of the
huge and widening Japanesé current-account: surplus, focused especmlly on’ the

“dollar/yen exchange tate relationship, the apprecmtlon of the yen was much more

pronounced than that of the European currenc1cs

The. pound sterling performed quite differently. Initially, in’ reaction to its
earlier weakness and as a result of its relatively high interest rate level, it benefited

- most from the decline of the dollar. Between late February and late July 1985 it

appreclated not only by 36 per cent: agamst the US dollar but also by 11 per cent.
against: the Deutsche Mark.: However, in mid-summer signs of slower economic
growth ‘and consequent expectations of an-easing of UK monetary policy brought
this upward movement to a halt. During the two months following the September
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Group of Five announcement sterling recovered much less against the dollar than
most other currencies on account of uncertainty over oil prices and rumours that the
United Kingdom might join the EMS exchange rate mechanism at a lower exchange
rate level. In early December, when oil prices started to decline, sterling began to
depreciate even against the US dollar. Although in early January 1986 its weakness
led to an upward adjustment in the UK clearing banks” base lending rate by a full
percentage point, the decline continued unil early March before a reappraisal of the
impact of the lower oil prices on the British economy and a favourably recewed new -
budget contnbuted to a substantial recovery.

During the period under review the Canadian dollar was the only major -
eurrency that continued to show weakness against the US dollar, although Canadian

monetary policy was aimed- at keeping the movements against the US currency

within fairly narfow bounds. After a sharp drop in the earlier part of 1985 the
Canadian dollar recovered moderately in the course of spring and early summer, but
came under heavy pressure once more in the last two months of the year as the
weakening ‘current-account balance and growmg concern about the budget situation
contributed to a pronounced deterioration in market sentiment. As a further decline
against the US dollar was considered undesirable and a large downward adjustment
against other major currencies had already occurred, the Bank of Canada began to
raise interest ratés and to intervene heavily in the exchange markets. Nevertheless,
in the course of January the steep fall in oil prices and the general weakness of
commodity markets intensified the downward pressures. Despite sustained
intervéntion financed in part by official drawings on credit lines with commercial
banks, and notwithstanding the further upward adjustment of domestic short-term
interest rates to over 4 percentage points above their US counterparts, the Canadian
currency touched a new low of $0.692 in early February 1986, before recovering
somewhat in the course of the following three months.

Effectiveness of official exchange market management. The success of the
authorities in bringing to a halt, and.subsequently reversing, the upward movement
of the dollar, and the fact that this was achieved without causing problems for the
financing of the US current-account deficit, undoubtedly surprised many market’
observers. It is noteworthy that, in more than one instance, official statements of

intent with regard to desirable exchange rate changes seem by themselves to have set

such changes in motdon. However, while previous Annual Reports argued that
exchange market intervention had a role to play. in support, of medium-term
stabilisation policies, it now seems necessary €0 caution against. drawing too
sweeping a conclusion from last year’s experience. The success ac}ueved was due to
the simultaneous fulfilment of several important conditions.

‘First of all, there was the timing of the action taken.. After its vigorous rise
over the preceding years the dollar was ripe for a fall. The fundamentals had been
moving clearly against it for some time, even if this was not acknowledged by the
markets.. The loss of international competitiveness and the rapidly widening current-
account deficit were sapping the dynamism and strength: of the US economy. The
problems of broad sectors of the economy which were suffering from the distorted
exchange rate relationships had given a powerful boost to protectionist pressures,
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posing a potential threat to the relauvely free international wrading system and the
prosperity of the world economy.

‘Moreover, the very large . capltal flows to the United States and the vast and
growing current-account deficit to which their exchange rate consequences had
contributed were rapidly eroding the US international financial position. Private
portfolio balances were changing in ways that, in conjunction with the current-
account deficit itself, were bound sconer or later to undermine confidence in the
dollar, Interest rate differentials, it is true, though narrowing, were still clearly in
favour of the United States. However, the gains to be derived from these
differentials were likely to be dwarfed in the medium term by the exchange losses
ulumately incurred by the unavoidable exchange rate correction.

Furthermore, intervention agamst a currency 1s most hkely to be successful i,
as'in the case of the dollar, it is supported by a large parallel current-account deficit.

- In:such a situation, given the amount of private position-taking still needed to

finance this deficit, it is not necessary to turn round market sentiment completely;
all that is required in order to.induce a downward adjustment is to lessen somewhat
the strength of market sentiment in favour of that currency. In fact, the main
difficulty in such a situation may well lie in finding the right dosage to induce a
downward correction of the currency’s exchange rate without giving rise to 2
collapse of confidence and cumulative depreciation.

Another important reason for the success of official exchange rate managément
was that at their September 1985 meeting the Group of Five countries gave a
convincing demonstration of unanimity and common policy resolve, and that the
subsequent intervention operations were fully: co-ordinated and. had the whole-
hearted support of nearly all the major industrial countries concerned. From the
point of view of credibility it was of crucial importance that, for the first time, the
US authorities, whose capacity vo'sell dollars is in principle unlimited; were seen to

" recognise the need for a further downward adjustment of the dollar. Very

important, too, was the impressive scale of intervention — around $10 billion in late
February/March and $13 billion in autumn 1985.

~ In short, while the experience of last year by no means prdves that official
intervention and exchange market guidance can always be relied on, it has shown
that they can have a major 1mpact when ' certain conditions are met. Thus, it is

_ certalnly essential that the timing and the fundamentals' are “right®, that the
 intervention is supported by the underlymg balance-of-payments developments and .
“thiat it is 1mp1ernented v:gorously and in a co-ordinated way with the co-operation

of all the major countries concerned. By contrast, unilateral action, accompamed as
on some earlier occasions by commients from other official circles that intervéntion
is not likely to make much difference, can hatdly be expected to impress’ the

_markets. Of course, to exert 2 ]ong-tcrm influence on exchange rate’ developments

official intervention will have to be underpinned by sultably tallored macro-
econormc policies.

' Moreover, last year's- expenence has dcmonstrated that the fa.shlonable view
that “the markets know best” requires qualification as far as the exchange matkets
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are concerned. For one thing, one very important set of parameters shaping the
markets’ exchange rate views and expectations is the policy stance of the national:
authorities. To suggest that the authorities know less about their own policy
ihtentions than the market is hardly a serious proposition, though it is necessary that
these intentions be made ¢lear to the market. In addition, “the” equilibrium level of
ekchanige ‘rates is certainly not the predominant concern of market-makers. The
professionals can make money from exchange rate movements both towards and
away from the equilibrium level. Their concern centres on the direction of the
movement over the next few’ days and the size of their turnover. The latter, and the
width of buying/selling margms, tend to be negatively correlated with exchange rate

stability.

Problems can, however, arise from ofﬁcnal exchangc market intervention a.nd :
guidarice, For example, when; because of an excessively large and persistent current-
account imbalance, a currency is already in-an over-exposed position there may be
a danger that official intervention will cause-an unduly strong turn-round in market
sentiment, bringing'about overshooting in the opposite direction. However, this
problem could arise even in the absence of intervention, though probably somewhat
later. In fact, by capping the exchange rate peak and thereby also the extent of the
disequilibrium, intervention will, if anything, take some of the force out of the
inevitable backward swing of the pendulum. Moreover, official intervention may
also have to play an important role in moderating the size of this backward
movement.

A second difficulty _could be that wuh continuing .large interest rate
differentials, once the overshooting has been corrected market participants might
feel that the higher interest. yields are unhkely to be offset by further depreciation
and therefore resume their investment in the country, thereby setting in motion a
renewed appreciation cycle. Here again, the problem is not due to. intervention, but
to the fact that excessively large international real interest rate. differentials are
inconsistent with a reasonable degree of exchange. rate stability.

Finally, when it is the aim of official intervention to put an end to a one-way
market and to bring home the lesson that the exchange rate can move in' either
direction, the resultant greater uncertainty about the direction of future exchange
rate movements may. entail larger short-run exchange rate fluctuations, This was
clearly the case in the spring of 1985, when, in the aftermath of the late February/
early March intervention and the exchange rate turn-round to which it gave rise,
quotations were extremely unstable for some wesks, showing large daily movements
without much overall sense of direction. However, Wl‘llle such day-to- day mstablhty
may be a nuisance to some market part:clpants, it is undoubtcdly less harmful than
the very large mlsahgnments of rates which intervention seeks to correct. It is,
moreover, notable that in the wake of the September/’October 1985 intervention
day-to-day exchange rate 1nstab1hty was less pronounced than in the spring. This
tends to confirm that market participants were this time more convinced that the
authorities would prevail. In fact, the table suggests that confidence in the
appropriateness of the exchange rate correction that had occurred became more
strongly embedded in market psychology in the course of the autumn; in Dedember;
in particular, there were markedly fewer days with large exchange rate movements.
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Daily variability of selected dollar exchange rates.*

Fariods Deutsche Mark Japangse yen Pound sterling
1983 laveragel .........c........ 2 {0.55) 1 {0.52) 14 {0.53)
1984 {average)l ........evoern.-. 3 {0.74) W 10.42) 2 {0.64)
1984 November ................ 3 {0.84) 0 (0.41) 2 {0.83)
| December . ......c.ee....n 0 {0.51} i} {0.30} 1 {0.49)
1985 January .........eieenlnn. 1 {0.48) 0 (0.31) 5 {0.71}
Februarmy ........oceeievns 3 1.2} 4 10.70) 6 {1.09)
MOIEH oo rere s 7 {1.07 2 {0.54) 3 {1.48)
APHl o e 1 {1.30) 3 - {067} T4 {1.53)
May oot g {1.13) 0 {040 C5 (099
JUBE e 6 0.:83) . 0. 10.30 5 (0.94)

JUlY e EA L X: Y1) 2 {0.57) 8 {0.99) .
AUGUST . ..orvnrarenenr.s 3 {070 o {0.28) 9 {1.28)
September......... P . g {1.64) 3 {1.43) IS )]
October ........ e 4 10.63) 2 0.74) 2 {0.50)
L 1 0.53) 2 {0.81) 2 {0.60}
December ....o.vvvveunen. 2 {0.53) 0 {0.35 3 {0.64)
1986 January ......c.oooiina-.. ; 3 {068 2 (os1) & (088}
Fobruary ....oooevveennrns 5 {076 8 on 9. .06
MBTCH .. veare e as 6 0.89) 4 {0.69) & {104
F Y IS -1 {1.09} 5 0.92) ‘5 {0341

* Variability is measured by the number of days within a month on which exchangs rate changes exceed 1 per cent. Figures -
in brackeis are the standard deviations of day-to-day percentage changes in exchange rates.

Longer-term perspectives and calls for reform. Despite the moderating influence
exerted at times by official interventions, exchange rate fluctuations over the past ten
years or so have been much larger than could be reasonably explained by changes
in underlylng conditions. The Deutsche Mark, on a real bilateral basis, depreciated
against the dollar by almost 50 per cent. between -its early 1980 peak and its early
1985 low and has since recovered half of this loss. The Japanese yen declined by 40
per cent. against the dollar between late 1978 and February last year and has since
moved back to 10 per cent. below its earher peak (se€ the graph on the followmg
page).

"It should be- noted that any -compatrisons with a: base penod are neccssaniy_
somcwhat arbitrary. Moreover, these bilateral exchange rates provide only a partial
pictﬁre, since they cannot tell anything about the development of competitive
posmons vis-a-vis third countries. And, of course, capital flow patterns also have an
important role to play. Nevertheless, in view of the underlying current-account
imbalances, the present exchange rate structure is clearly more realistic than that of
early 1985 and, glven the size of the ad]ustment, should go a long way towards' _
remov:ng the emstmg dlsequllnbrla ' :

. But whtever the equilibrium path of exchange rates may havé been over the
past decade, there can be little doubt that the fluctuations around it were excessively
large. - Although rigorous statistical evidence is difficult to come by; it is clear that
~ such large exchange rate fluctuations entail very real costs.. For one thing, greatly:
overvalued exchange rates give a powerful boost to protectionist tendencies, and the
resultant - measures are not necessarlly withdrawn when' the exchange  rate:
subsequently returns to more realistic levels. Secondly, hugely distorted exchange
rates pive wrong signals for resource allocation; this will tend to be especially serious
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Real bilateral exchange rates of selected currencies. against the US dollar, 19?6—86 *
Momhly averages, December 1876 = 100.
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in the area of longer—term mvestments. Th:rdly, mcreased medium-term exahange'
rate volatility and the threat of protecnomsm ‘will exacerbate the uncertainties
connected with investment, in particular in the internationally traded goods
producing sector. This means that the level of expected profits necessary to induce
such investment will have to be considerably higher. Fourthly, the . price, real
income and trade effects connected with large exchange rate fluctuations wﬂl tend to-
complicate domestic. macro-economic management. - ' :

In view of these problems, it may not be too surpnsmg that in recent years the .
pronounced instablity of exchange rates has increasingly occupied the attention of
policy-makers. In pamcular, wwo official studies of the international monetary
system were conducted in which the functioning of floating exchange rates was a
central issue. QOne of these studies was an outcome of the 1983 Williamsburg
summit, the Finance Ministers and central bank Governors of the Group of Ten
countries having instructed theii Deputies “to identify areas in which: ptogressive.
improvements [in regard to the international monetary system] may be sought”. The
Deputies’ report was completed and officially adopted in June 1985. A second study
dealing in part with the same issue, but from a very different angle, was conducted
by a group set up in May 1985 by the Group of Twenty-Four countries. The report

of this group, which was based on an earlier document, “The revised program of.
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action towards reform of the international monetary and financial system”, was
prepared for consideration by the Interim Committee of the International Monetary
Fund at its October 1985 meeting. : :

Although both reports ruled out any rewrn to a fixed exchange rate system,
they are quite different in overall tenor. The Group of Ten report, while
acknowledging some drawbacks, emphasised the virtues.of the present exchange rate
system. It rejected fundamental reform of the international monetary system, but
suggested improvements to be made within the present framework, largely in the
form of sounder national polnmes and their better international co-ordmation with
the help of strengthened IMF surveillance. Only a minority of the Deputies
advocated the introduction of target zones. for exchange rates.

The Group of Twenty-Four report saw much greater shortcomings in the
present system and accorded a higher priority to maintaining a reasonable degree of
exchange rate stability. Like the ‘Group of Ten report it argued for better
international policy co-ordination and a strengthening of the surveillance role of the
IMF; but in addition it called for trigger mechanisms which, in the event of excessive
instability or setious misalignment, would automatically give risé to consultation
procedures. The Group of Twenty-Four report also saw a somewhat greater role for
official exchange market intervention than the Group of Ten report and advocated
in particular a system of target zones for exchange rates.

Experience since the completion of the Group of Ten report has brought about
a- considerable change in official thinking about exchange rates. in some major
industrial countties. There have been repeated calls from US offictal circles, and
indeed from the President himself, for an examination of whether an international
monetary conference to discuss the réform of the system should be convened. The
question of such a reform, as well as the merits of some-of the envnsaged proposals,
are consulered in the concludmg part of this Report

Devélop'ments ‘within the EMS.

_ Notwnhstandmg the downward ad]ustment of the. Ita.ha.n fira i in }uly 1985 and
the more general realignment in April 1986, the period under review was, by and
large, one of relative stability in the EMS exchange rate system. This was. the result
of a further downward convergence of participating countries’ inflation rates and the
pursuit of exchange rate oriented monetary policies. fn particular, it is a testimony
to the maturity of the system that the tutn-round and subsequent decline of the
dollar in the exchange markets did not give rise to strong centrifugal tendencies. In
fact, until late November 1985, when for the first time the markets seemed to

become really bearish about the US dollar, events in. the dollar cxchange market
" hardly affected the behaviour of the member currencies within the EMS parity. grid.
The devaluation of the French franc in eacly Apnl of this year was designed not only
10 restore to. French industry part of the competitiveness lost since the March 1983
realignment, but also to provide the new Government with more leeway in the
domestic field. Thus the devaluation was accompanied by the announcement by the
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French Government of a new, comprehensive economic policy package pledging,
among other things, a far~reachmg dismantling of domestic price controls and
foreign exchange restrictions.

A more important factor in the behaviour of participating currencies during the
period ‘under review than the decline of the dollar was the wide differentials in
pominal interest rates between EMS member countries, which, in the absence of
expectations of realignment, at times exerted a dominant influence on capital .
movements between member countries. As a result, the Deutsche Mark and -the
Dutch guilder, the currencies of the two member countries with the lowest inflation
rates and also the lowest nominal and real interest rate levels, were relatively weak
during the first half of 1985, Unuil the devaluation of the Italian lira in late July they.

~were quoted well within the lower half of the EMS exchange rate band, and even

afterwards they strengthened only to slightly above the centre of the band, despite
a substantial amount of mtra—margmal intervention purchases of Deutsche Mark by
some other member countries, which took advantage of the sitvation to strengthen -
their reserve positions. Conversely, the French franc, the Danish krone and the Irish
pound, which were the beneficiaries of these capital flows, were the strongest
currencies within the band until late November.

In Belgium and Italy, however, the higher nominal and real interest rates were
not always successful in attracting a sufficient amount of capital inflows. From mid-
March 1985 onwards the Belgian franc was persistently quoted near the bottom of
the. narrower band. The Italian. lira had already started to weaken before the turn-
round of the dollar. With market participants becoming increasingly concerned
about the widening current-account deficit and the country_’s_'abi]ity O nArrow
further its still very considerable inflation differential vis-i-vis other member
countries, it declined by 4 percentage points between mid-February and late March
1985 to about half-way towards the bottom of its wider exchange rate band. It
stabilised temporarily at that level but suffered a renewed bout of weakness around
mid-July. On Friday, 19th July the Italian exchange markets were closed after the
fixing and the lira dropped below the lower limit of the band. On the following day
the members of the system agreed on a devaluation of the lira by 6 per-cent. and a
revaluation of the other member currencies by 2 per cent. each against their previous
central rates with effect from 22nd July. To support the effectiveniess of this .
realignment the Italian authorities announced emergency measures to cut the budget
deficit. The lira responded favourably by rising above the ceiling' of the narrower
band over the followmg two months, before easing somewhat in the course of the
autumn.

The relatively quiet conditions within the system began to change when, mn the
course of November, spontancous market forces began.to turn against the US
dollar. At that point the marker became conscious again of the stronger basic
situations of the Deutsche Mark and the Dutch guilder, while expectations began to
grow that a realignment of member - currencies might follow the French
parliamentary elections in March 1986. The downward pressures affected not only
the French franc but also some other currencies and. parncularly the Italian lira,
although the Italian current-account deficit had in the meantime narrowed. The
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Spot exchange rates in the EMS exchange rate system, 1984-86.

. Weekly averages of participants’ currencies in refation 1o their intervention points, in percentages.
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* Flaalignrnents of central rates with effect from 22nd JuIY 1985 {the averagae levels of the lira in the two weeks before this
realignmant, 2 86 and —3.96 per cent., are fiot shown) and 7th April

authorities responded with heavy mtra—rnargmal intérventions involving mainly sales
of Deutsche Mark and US dollars. In addition, the Bank of Italy, the National Bank
of Belgium and the Central Bank of Ireland raised their domestic short-term interest
rates. In Italy these measures were supplemented on 16th January by the
reintroduction of a ceiling on domestic credit expansion and a tlghtemng of foreign
exchange controls. In view of the firm response of the authorities and the
prospective balancc—of—pa}'mcnts and price benefits of the oil price stump the
pressures eased somewhat from mid February 1986 onwards.

Owing -to . the substantial volume  of intra-marginal . intervention these
developments were not fully reflected in the movements of the member.currencies



wifut o L

— 156 —

within the EMS parity. grid. Although the Deutsche Mark and the Dutch guilder
moved close to their upper limit in' the EMS band in the course of December, the

© French franc and the lira, too, remained well above the middle of the band. A shacp

downward movement was, however, recorded by the Irish pound and the Danish:

krone.

~In late March the tensions within the EMS exchange rate mechanism revived
as the new French Government did not seem to rule out the possibility of a -
realignment. On Thursday, 3rd April the French franc plunged in the afternoon
trading in New York and on the following day, as the participating central banks
suspended their intervention limits within the system, it fell through the floor of the
band. After discussions at an informal meeting of Finance Ministers and central bank
Governors which had already been: scheduled for the following: weekend, a
realignment was announced according to which, with effect from 7th April, the
French franc was devalued by 3 per cent. and the Deutsche Mark and the Duich
guilder were each revalued by 3 per cent. against their previous central rates; the
Belgian franc and the Danish krone were revalued by 1 per cent., while the Italian
lira and the Irish pound were left unchanged. Immediately after the realignment
massive capital inflows pushed the French franc to the top of the EMS exchange rate
band, while the Deutsche Mark and the Dutch guilder moved down to the bottom.
Despite reductions in French interest rates, heavy intervention by the central banks
concerned was subsequently required to prevent these currencies from moving

outside the band.

Several changes were made in the functiomng of the EMS during the period
under review. Following the agreement reached in pnnaple in March 1985, the
central bank Governors of the EEC member countries formally adopted in June,
1985 measures designed to enhance the usability of the official ECU. Firstly, with
effect from 1st July, a new mechanism was. introduced to enable EEC central banks
with a need for intervention currencies to mobilise through the European Monetary
Co-operation Fund their net ECU creditor positions as well as part of the ECUs
held by them under swaps with the EMCF. Such mobilisation operauons would be
covered by the EEC central banks, which would provide dollars in proportion to,.
and up to, their outstanding ECU/dollar swaps with the EMCF, and those dollars
would be exchangeablc for EEC currencies with the approval of the central banks
issuing the currencies concerned. Secondly, also with effect from 1st ]uly, the 50 per
cent. limit on the use of official ECUSs for settling obligations arising from the use ..
of the very. short-term financing facility would be waived if, and to the extent that,
the reaplent central bank itself had a nét ECU debtor p051t10n Thn'dly, the
remuineration of net ECU positions and of ECU claims under the very shost-term
finaricing fac;hty was improved. Fourthly, 1t was dec:ded that central banks of non-
miember countries and international monetary institutions (such as the BIS) could be
accorded the status of “cther holders” by the EMCF Board. “Other holders” can
obtain officiat ECUs from EEC central banks by means of sale and repurchase
agreements or reversible swap transactions, “with enntlernent to the same ECU
remuneration as EEC central banks. This ineasure was completed in November,
when a necessary Regulation of the Council: of the. European Communities came
into effect. : : : ' : '
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Ttaly was the first country to make usé of the new ECU mobilisation
mechanism to obtain forelgn exchange for intervention purposes when the lira came
under heavy pressure in late 1985, Moreover, in the course of 1985 some EMS
member countries occasionally used private ECUs for intervention purposes, buying
or selling thése currency baskets “against their national currency. Another
development, described in detail in Chapter VIII of this Report, was the formal
agréement entered into by the BIS to act as clearing agent for transactions in private
ECUs. The continued rap:d growth of the private ECU market dunng 1985 1s
discussed in Chapter V.

Just as important 4s these institutional innovations and clevelopments was the
progress achieved last year in moving towards “a zone of monetary stability in
Europe”. The outstanding feature of the period under review was a pronounced
downward convergence of inflation rates among member countries which helped the
EMS exchange rate mechanism to withstand the sharp turn-round of the dollar,
without having unwanted reallgnments forced upon it. Despite the further
slowdown of price increases in the two low-inflation countries, Germany and the
Netherlands, inflation differentials during 1985 were much smaller than in the
precedlng years, and in" early 1986 they ranged only between 12 and 11/2 percentage
points (six-month changes at an annual rate) in the case of the four largest countries
participating in the narrower exchange rate band. Progress was particularly marked
in France, where, with the help of a relanvely tight monetary policy, consumer price
increases slowed down to 2.5 per cent. in the second half of 1985, the lowest rate
recorded since 1967, In ltaly the rate of inflation, thanks to the modification of the

“scala mobile” and a fairly restrictive monetary policy, was the lowest since 1972.
In view of the weakness of the oil and other raw materials markets, it may be hoped
that this progress of the EMS member countries towards convergence in the field of

* price stability can be ma.mtamed in 1986.

As a combined result of the na‘rrowmg of inflation differentials and the two
reahgnments, the divergénce of real exchange rates between EMS member countries
was temporarily halted and partly reversed in the period under review (see the graph
on the next.page). The plcture 1s even more favourable than shown in the graph if’

instead of consumer prices the index of wholesale prices of finished goods is used

as.a deflator. On this.basis the lira’s loss of competitiveness since March. 1983 was
almost fully restored by thie t¥o recent realignments. Given the imperfections of the
data and various conceptual shortcomings, measures of international competitiveness
of this kind have, of course, to be approached with extreme caution; the results they
give are indicative rather than conclusive. :

Despite the convergence of national price déirélopm"e'nts ‘during the period
under review, there are still major differences in economic performance among EMS
member countries. Germany and the Netherlands enjoy . much stronger current-

- account balances than the other member countries, while some correncies are still
* protected by exchange controls. Moreover, . as long as:theré. are sizable- inflation

differentials berween member countries, periodical realignments of exchange rates
will be needed. Nevertheless; if the progress towards convergence that has now been
achieved can be maintained, such realignments will become smaller and less frequent
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Development of relative costs and prices within the EMS, 1983-86.
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and the system of stable, but adjustable, exchange rates will be characterised -. by
stability rather than adjustment.

Gold productmn and the gold market.

Despite the weakening of the dollar on. the: exchange markets and socxal unrest
in the principal gold-producing country, the gold market-remained fairly depressed
during most of the period nnder review. Abating fears about inflation, booming
equity markets and: the prospective capital gains to be derived from the downward
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trend of long-term interest rates kept private investors’ demand for precious metals.
at a low level. On the other hand, there was a further increase in industrial uses of
gold, and sizable official gold purchases were made by non-communist countries.

The dollar price of gold féll in late February 1985 to its lowest level since the
late 1970s.. As. its subsequent recovery was too limited to compensate for the
depreciation of the dollar, quotations in terms of most other major currencies cased
markedly in the course of 1985 and early 1986 The main exceptions to this trend
were the two largest. non-communist gold-producing countries, South Africa and
Canada, whose currencies continued to decline against the US dollar. As a result, in
terms of rand the price of gold soared by 36 per cent., while in Canadian dollar
terms 1t increased by 12 per cent. in the course of 1985. The greater part of the
world gold-mining industry. was therefore not fully affected by the weak market
performance of gold. In South Africa, in particular, gold-mining profits in terms of
domestic currency showed further increases.

Benefiting from “the previous increase of prospecting and development
activities, world gold output (excluding that of eastern Europe, China and North
Korea) continued to expand last year — by 64 meiric tons to 1,213 tons. This was
27 per cent. more than the 1980 production low, but still 5 per cent. less than the
previous peak attained in 1970. The largest output increases in 1985 were reported
for Australia (18 tons), Papua New Guinea (14 tons) and the United States (10 tons).

In South Africa, too, where activity was affected at times by strikes, gold-
mining activity continued to expand, but here the increase in the rand price of gold
induced a further shift towards mining lower-grade ores. As a result the somewhat

‘larger volume of ores milled was more than offset by a decrease in their average gold

Estimated world gold produdtion. .

_ _ 1953, L 1970 | 1980 | 1981 | 1982 | 1983 [ 1984 [ 1985

Countries ;

’ ) In metric tons

South Africa .-y <= ., - 371 .ooo 675 658 664 680 683 - 673
Canada ............ FUUS I N I 51 52 65 73 . 83 86
United States ......... 61 54 30 43 48 61 69 79
Brazih ... .oovveennenns 4 9 | 35 35 35 59 55 - 63
Austraha ... \oooienn.. 33 20 17 18 27 3| 39 57
“Philippines . .....--:-x |0 18 | 18 ) 25 ) 33 4 | 38
Papua New Guinea . E . 1 4 17 18 18 19 33
" Colombia B 7] 7 17 1B | 18 18 2 26
Chile .\t | A 2 . 7 12 19 19 18 18
Zimbabwe .. 16 16 1 12 13 14 14 15
Ghana ..o........ et 230 -22 " 13 13 12 12 12
. - 12 13 2] 1 1. 10
4 3 5 7 7 10 1 10
n . .6 .3 3 . 4 6 10 8
% | . 8 6 5 5 ) 7 8
- Totallisted «........ 897 | 1239 916 | 93 | 974 [ 1052 [ 1086 | 1,136
Other countrigs -...... : 57 a5 3 | 45 51 " g0 63 77
Estimatedworldtotal® | 754 | 1,274.| 954 | 976 1,02 | 1,112 | 1,048 1.213

- 'Exl:iudmg the USSR; other eastern European countries, Chira and North Korea,
Source: Congolfdated Gold Fields PLC (Londonk: '
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content, and, in the absence of the opening-up ‘of new mines, total gold output
declined by 10 tons to 673 tons last year. This meant that the share of South Africa
in the western world’s total gold output shrank further to 55 per cent., compared
with nearly 80 per cent. at the time of the 1970 output peak.

As -regards other sources of new gold offered on the market, sales: by
communist countries may be estimated to have expanded by around 100 tons to 2
total of 250 tons last year. This increase was essentially accounted for by the Soviet
Union, which, particularly in the latter part of 1985, stepped up its sales in order
to compensate for export revenue shortfalls resulting from the weak trend of onl
prices. : :

’ Estlmated market sources and uses of gold

1981 1982 j T 1984 1985
fems
in metric tons

Production ... e T 975 1,026 | 1,10 | 1,180 1,215

Estimated net sales by communist countries’ ... 300 - - ‘200 W0o 180 | 250
Estimated changes in official gold stocks . . i S
through market transactions™? |- = uncrease} -100 100 70 20 —165. .

Total {= estimated non-monetary sbsorption) - 1 175 1,325 1.280 1,320 . 1,300

1 Excluding IMF members, 7 As reported by the IMF. 2 Changes in South Africa’s gold reserves have been extiuded
from the movements of official gold stocks in this table, since they are believed to have larﬁely reflected the execution or
unwinding of gold swaps between the South African Reserve Bank and comrnermal banks tn ot:her countrisa.

- On the demand side of the gold market, official gold reserves (excluding those
of South Africa), which had been reduced by 20 tons in 1984, are estimated to have
shown on balance an increase of 165 tons last year. This turn-round was due in large
part to Colombia, whose gold reserves, after having declined by 89 rons in 1984,
increased by 14.8 tons in 1985. Other developing countries adding to their. official
gold holdings last year were Brazil (50.7 tons), which absorbed the bulk of domestic
production into its reserves, the Philippines (21.5 tons), India (20.5 tons) and Peru
and- Taiwan (17 tons each). In the industrial world, Finland acquired. 20 tons,
whereas the two main gold producers in this group, the United States and Canada,
reduced their holclmgs by 4.4 and 0.9 tons respectively.

The total private absorption of new gold last year may be estimated at 1,300
tons, slightly less than in 1984. Since the use of gold for jewellery and other
industrial purposes continued to expand quite strongly, this would suggest that the

amount of gold absorbed by investment demand, including purchases of coins ancl
medals, declined markedly. :

As fir as market price developments are concerned, the dollar price of gold

after falling to.a low of $284.25 per fine ounce in late February 1985, recovered to

about $334 in mid-April. It subsequently eased again and fluctuated around a level-
of about $320 during the rest of the year without being much influenced by the
further decline of the dollar or the social tensions in South Africa. Only on two days
in the second half of August did quotations temporarily move above §340.

However, in the second half of December 1985 the changed outfook for the dollar
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Market prices of gold, 1984-86.*
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monthly averages. .

in the exchange market and sizable official purchases initiated a significant recovery.
Quotations rose from a low of $315.50 per fine ounce on 11th December to 4 peak
of $363 on 16th January 1986, before fluctuating-around a level of $345 clunng the
following four months.

In contrast to its recovery in dollar terms, i:he price of gold in terms of SWiss__
francs and other major currencies has shown'a fairly pronounced downward trend
since March 1985. In mid-May 1986 it was quoted at around Sw.fr. 620 per fine
ounce, down by over 30 per ceat. from its level of fourteen months earlier.

" Reserves and international liquidity.

Expressed in current dollar terms, countries’ official reserve holdmgs other
than gold showed a fairly strong increase of about $42.5 billion, or 11 per cent., last
year. However, the bulk of this expansion resulted from valuation cffects com]ected
with exchange rate movements. The sharp recovery ‘of most major currencies against

- the dollar in the course of 1985 meant that the dollar value of official reserves held

in -these currencies ‘recorded a corresponding increase. ‘Excluding these valuation
effects, countries’ non-~ gold reserves expanded by barely $2.5 billion, or 0.5 per
cent. :



— 162 —

This very modest growth of the volume of non-gold reserves in terms of
constant dollars was the net outcome of a number of broadly offsetting
developments. On the one hand, the exchange market interventions of the US
monetary authorities added about I$4 bilion to US official foreign currency
holdings. In addition, there was some increase in other countries’ reserve holdings
in currencies other than the dollar, even if exchange rate effects are excluded. On the
other hand, the traditional engine of reserve growth — the US current-account
deficit — did not come into play last year, since, despite its record size of $118
billion, this deficit was more than financed through private net capital inflows. In
fact, foreign countries’ official holdings of dollars in the United States declined by
$2.2 billion last year. Heavy official sales of dollars, as part of last year’s co-
ordinated exchange rate strategy, tended to reduce dollar reserves, but to a large
extent this was offset by the taking into reserves of interest income on official dollar
assets and other official dollar receipts. A second contractive influence on the
volume of total reserves was a decline in the EMS countries’ official holdings of
ECUs (measured at constant exchange rates), which resulted mainly from the fall in
the accounting price of gold used for the creation of ECUs through gold swaps and
the lower exchange value of the dollar.

" Because of the very large changes in exchange rates' which occurred in 1985,
the real significance of the $42.5 billion increase in the current dollar value of official
non-gold reserves last yeat is not easy to evaluate. On the one hand, the relatively
low rate of inflation in the United States and the decline of about 2 per cent. in the
unit value of internationally traded goods would suggest that the increase was largely

“real”. In fact, as a result of the weakness of export prices, international trade in
dollar value terms edged up by only 1 per cent., which meant that the global ratio
of official reserves to merchandise imports, measured in current dollar terms, rose.
from about 21 per cent. to 24 per cent. last year. On the other hand, for purchases
of goods and- services from industrial countries other than the United States, such
as Germany and Japan, the value of official, dollar resérves declined markedly last
- year. For example, expressed in Deutsche Mark, :total non- gold reserves shrank by-'
nearly DM 170 billion, or 13 per cent.

- The market value of official gold holdings in dollar-terms showed an increase
last year of $17 7 billion, predominantly as the result of a 5.8 per cent. rise m t.he
free market price of gold.

As regards the asset ‘composition of the increase in non-gold reserves, official

exchange holdings expanded by $33.1 billion in current dollar terms, whereas in
volume terms the growth amounted to $9 billion, the rest of the increase having
represented valuation effects. EMS member countries’ ECU balances rose by $3.7
billion in dollar terms; however, at constant exchange rates there would have been
a decline of about $5 billion. The dollar value of SDR’ holdmgs and reserve posmons
in thé IMF went up by $3.8 and 1.8 b:lhon respectweiy '

The increase in the dollar value of official SDR holdmgs was mamly the result
of vatuation. effects-($2 billion) and of the Fund’s use of its own stock of SDRs for
payments to member countries ($1.5 billion). The limited -expansion: of reserve
positions in the Fund — excluding valuation effects there was actually a decline of
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Changes in global reserves.

: MF
Goid Foreign | regorve | sDRs Fcus | Nomgold
Argas and periods exchange | oocilions total
inmilons in billions of US dollars at current prives®

Group of Ten countries )
19B3 . ovv e iiviaaeans - 07 - 49.4 2.1 72 |- 30 21 . 8.4
1984 .. ... ..~ 0B - B3.7 45 - 01 0.6 - 68 | - 18
1985 ... . - 0.2 13.2 134 0.8 29 3.3 204

© Amounts outstanding at’ : A .
end-1885 ............ 737.6 241.2 117.0 256 1. 148 301 197.5
Other developed coumnee’ .
1983 . .0vniinnennnnns - 14 |- ¢4 25 09 [ - o8 | . 04 3.2
1984 .. ~ 0.3 - 53 6.8 - 0.4 - 93 8.9 .
1985 ... i - 19 0.9 8.2 0.t 03 | 04 ‘7.0
Amounts outsrandmg at ' . o . - :
end-1885 ... ... ...... 838 274 496 | 23 t 18 08 | 54.3

Developing countries
1083 ... e - 01 - 79 0.4 v - 09 oo 4.2
1984 ... i - 0.8 - B8 13.7 - 0.1 13.8

985 e 4.3 3.6 135 08 0.6 5.0
Amounts outstanding at L o B ’ | ]

no-T985 . ........ ... 121.4 | 327 |. 1673 147 | 36 _ 185.6 |
of which:
Middle Eastern oil expoﬂecs’

CO1883 e 0.2 - 15 | - B2 4.3 - 0.2 - 4.1
1984 ..ol 0.2 - 16 - 50 0.7 - - 43
1985 ...l - 0 0.4 38 0.7 0.1 46
Amounts owtstanding at . : ’ ' B

end-1985 .......... 23.7 7.6 41.5 12.¢ 1.3 54.8
Other . . . : :
1983 ..., L. — 03 - 64 8.6 0.4 -~ 07 . 83
1984 ...... P T K - 1z 18.7 - 0.7 0.1 ‘ 1 18.1
1B5 ... .44 3.2 9.7 0.2 0.5 10.4
Amounts outstanding er : ) ) . ]
ang- f985 ..... .. 883 321 125.8 | 27 7 23 - 1308

Total ) . ' S - . . S

B3 L )= 2.2 - 837 5.0 . 128 - 45 2.5 . 158
1984 ... - 1.7 - B85, 25.0 - 01 1.1 -1 18.9
1995 ..., ... e 2.2 127 I 331 1.8 g | 37 424"
Amounts putstanding at : : R L o o

end-T985 ............ | 9428 308.3 333.9 - 426 200 | 40.9 437.4

Mamotandum item: _

Eastern Eutopeen ceuntrles‘ ’ . .

1983 ... P { 1.0 14 oA 1.8 - - ' 1.8
1984 ..... e arerans i oes|{- o2 29 | - - . 28
1985 ..t { 03Ff{ 02P 4.8 - - : 49

" Amounts putsiariding’ at o i - N - .
end-1985 ............ i &W|f 200 27.7 = - . . 27.7

1.Gold reserves valued at market prices. 2 Excluding sastarn European countries, 3 lran,.Irag, Kuwait, Libya, Oman,
Qatar, Saudi Arabia and the United Arab Emirates, 4 The reserve figures given for this group of countries are not all

" eomplets. For Hungary and Remania reserve data are those reporied 1o the Intemational Moneta;r Fund, while for the other,

countriés of the group — Albania, Bulgaria, Czechoslovakia, the German Democratic Republic, Poland and the USSR deta
relate to - groee deposits held with banks reporting quaﬂeﬂy data to the BIS. & Hungary and Romania only, .

$3.1 billion — reflected a further reduction in ‘member countries” net drawmgs plus :
the ‘use of SDRs rather than member currencies for loan dlsbursements

At SDR 4 billion, gross drawmgs {excluding those in the reserve tranche)
reached only about half their 1984 level and amounted to barely 30 per cent. of their
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1983 peak. At the same time, repurchases of currencies increased from SDR 2.3
billion 1n 1984 to SDR 3.6 billion in 1985. As a result, net new drawings amounted
to only SDR 0.4 billion, down from SDR 5 billion in 1984 and the lowest figure
since 1980. The main net recipients of Fund credit were Latin American countries
(SDR 1.4 billion), notably Argenuna (SDR 1 billion) and Mexico (SDR 0.3 billion).

Developing countries in Asia and European member countries repaid SDR 0.6
billion each. At the end of 1985 there were thirty-two standby and extended
arrangements in effect, while the total undrawn amount of Fund resources
committed under these facilities came to SDR 4.7 billion, down from SDR 6.6
billion twelve months earlier. :

As regards the geographical distribution of the overal! §42.4 billion increase in
the dollar value of non-gold reserves during 1985, nearly half was accounted for by
the Group of Ten countries. Reserve holdings of other developed countries recorded
an expansion of $7 billion and those of developing countries one of $15 billion.

In the Group of Ten the United States recorded by far the largest reserve
increase, of $8.3 billion in current dollar terms. ks exchange reserves went up by
$6.2 billion, about $2 billion of which was the result of exchange rate effects, while
most of the remainder represented the proceeds of official purchases of foreign
currencies in the context of last year’s co-ordinated exchange market intervéntion.
The current dollar value of the reserves of other Group of Ten countries expanded
by $12 1 billion, but this was fully accounted for by valuation effects, as these
countries are relatively large holders of non-dollar reserves.

The largest reserve gains in current dollar terms among European Group of

Ten countries were made by France ($5.6 billion), which at times experienced

substantial capital inflows, and Germany ($4.2 billion), whose ECU holdings
recorded a particularly strong increase of $2.7 billion, owing mainly to Italy’s use
of the new ECU mobilisation facility (see page 157). The United Kingdom, which
in September had launched an official $2.5 billion floating rate note issue in the
international market, also showed a $3.4 billion increase in the dollar value of its
reserves, despite occasional large-scale exchange market operations in support of
sterling. Italy’s non-gold reserve holdings, by contrast, contracted by $5.3 billion as
a result of lira support operations, which were particularly heavy in the last few
months of the year. Qutside Europe, Japan’s and Canada’s reserve holdings showed
little change, the reserve drain resulting from official sales of US dollars on the -
exchange market being offset in Japan largely by the interest earnings on foreign
currency reserves ancl in Canada by borrowmg in the international financial markets.

In the first quatter of 1986 non-gold reserves (excluding ECUs) of the Group
of Ten countries may be estiniated to have increased by $5.5 billion. Official foreign
exchange holdings rose by $4 billion, or by $5.7 billion if the unwinding of end-
vear swaps concluded by the Swiss National Bank with commercial banks in
Switzerland is excluded, The further expansion recorded in the dollar value of
Group of Ten members’ reserve holdings reflected in large measure the continued
depreciation of the dollar in the exchange market during the quarter. Sizable
exchange reserve gains were shown notably by Germany ($2 billion), Japan ($1.2
billion), France ($1.1 billion) and the United States ($1.1 billion). Irtaly’s exchange
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reserves, by contrast, declined by $2 billion as the country provided substantial
exchange market support for its currency during January and March..

Among the “other developed countries”, the 1985 reserve gains were largely
concentrated on the Nordic countries, w1th the reserve holdings of Norway,
Denmark and Finland expanding by $4.6, 2.1 and 1 billion respectwely in current
dollar terms. Elsewhere, Portugal’s reserves nearly tripled, rising by $0.9 to 1.4
billion. Sizable reserve losses were recorded by Australia (~$1.7 billion) and Spain
(—$0.8 billion); the latter country, however, made net repayments of $4.2 bnlhon
on its foreign debt.

The $15 bitlion 1985 increase in the dollar value of the reserves of developing:
countries was unevenly distributed. Countries in Latin America, which had
recorded strong reserve gains in 1984, showed on balance a marginal loss. Venezuela
and Argentina reported increases -of $1.4 and 1.2 billion (October figure)
respectively, but Mexico drew down its reserves by $2.4 bxlhon, while Brazil
showed a decline of $0.9 bitlion.

Qutside Latin America, by far the largest gain among developing countries was
recorded by Taiwan, whose non-gold reserves rose by $6.9 billion to a total of
$22.6 billion, or more than ten times their level of five years earlier. Other Asian
countries recording sizable reserve increases were Singapore ($2.4 billion), Malaysia
($1.2 billion) and India ($0.7 billion). China, by contrast, which had built up its
reserves considerably in preceding years, reduced its holdings by $4. 6 billion in 1985
to help finance a sharply increased volume of mmports.

Middle Eastern oil-exporting countries, after having drawn down their reserves
by $4.3 billion in 1984, replenished them to the extent of $4.6 billion last year.
Sizable reserve additions were reported by Libya and Kuwait ($2 3 and 0.9 billion
respectively). Outside the Middle East, Algena nearly doubled its reserve holdmgs
to $2.8 billion. '

Turning to the investment of exchange reserves;. the outs}té\nding featu:'r'é "of
1985 was that exchange reserve growth appears to have been entirely in reserves held
outside the United States, while official assets in that country showed no iriciease at
all. In fact, reported US liabilities to foreign official holders, excluding dolfars
swapped against ECUs, declined by $2.2 billion. Moreover, within the total of -

exchange reserves invested outside the United States, the weight of dollar assets

~ decreased quite considerably.

‘Official Buro-dollar deposits, which in 1984 had expanded b}" $8 7 bllllon,

~ increased only by $1.1 billion last year. This slower expansion was more than offset

by the more rapid growth in the dollar value of exchange reserves held in other

~ currencies either in the form of Euro-currency deposits or. with commercial banks

in national markets outside the United States. At nearly $13 billion, the increase of
such assets denominated in currencies other than the dollar was three times as large

" as in 1984.2and boosted the total amount of non-dollar assets held with commercial
banks cutside the United States to $52.5 bitlion:. However, the largest part of this

growth represented valuation changes resulting from the depreciation of the dollar,
whereas the volume increase amounted to only $3 billion.
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The pattern of investment of exchange reserves.

Flows Amgunts
. outstandin
ltemns 1982 1983 1984 1985 at end-1
in billions of U5 dollars
1. Deposits with banks in European
countries,' Canada and Japan:

‘la} In national markets , . el . = 34| - 14 1.0 - 4.8 17.0
Deutsche Mark . ............. t-05 f-o08 |- 07 0.6 | EE:!
Swissfrants ...........,...... - 13 - 04 - 0.4 b 13
YOI Lo rsitntinareaenrans - 04 - 0.3 1.6 | 21 84
Poundsstering ............... - 01 04 04 1.4 4.0
Frenchfrancs ................. - 02 ) - - 0.2 0.7
Other cummencies .............. - 0.9 - 03 - 0.3 a.1 0.8

bl InEuro-markels . .....oovuivrunas =24.4 - 6.0 10.3 9.1 95.2
Dollars ..... e s | =122 - 84 1.3 1.0 603
DewtscheMark ................ -89 20 28 35 A 20.0.
Swissfrants ...l -28 . |- 05 - . 0.4 4.0
R T - 038 1.2 05 26 5.5
Pounds sterling ............... - 0.6 LA 1 - Q.1 1.5
Frenchfrancs ................. - 14 - 0.4 0.1 - 0.4
Other currencias? , .. .........., ; .04 - 01 - 04 1.5 1 45

2. Deposits with certain offshore branches |- ) . - ) '
ofUSbanks” .. ..oo..iiiiiiis -18]. 0.4 1.6 0.1 5.0
TOtI 42 .o iieeeeneeea -296 - 73 129 140 17.2
Of which: in dolars . .............. -13.9 - 83 | 87 1.1 847
in gther currancies . ... ... —158.7 1.0 4.2 12.9 52.5
Mearnorandum jtems;
Reported US liabifities to foreign
official institutions {excluding '
dollars swapped against ECUs) .. ... 2.8 65| 4.7 - 22 ) 168.1
Total OPECY daposits with mponing ) )
banks® outside the United States . =274 —-17.1 - 4.7 1.3 138.4

Note: The figures in the table include changss in the dollar value of reserves held in other currencies resultmgr from
movements in exchange rates.

' Austria, Belgium-Luxembourg, Denmark, France, Gen'nan Tredand, ltaly, 1he Netherlands, Sweden, Switzerland and thé
LUhnited Kiﬁ?: m. From 1984 onwards the figures also in ude Fintand, orway and Spain.  ZIncludes ECUs. 3 in the
Hahamas, 1 n Islands, Panama, Hong Kong and Singaipo 4 Figures for 1 onwards exclude Bahrain. ®Up
to end-1983, the figures cover the hanks of the countries listad footnote us US banks’ offshore branches in the centres
listed in footnote 3. From 1984 [ ds the fi in addition, data for all banks in the Baharmas, the Cayman
Islands, Hong Kong, Slngapom aif offshore units in Bahrain and all offshore banks aperating in the Netherlands Antilles.

It should be noted that the total expansion of $14 billion in exchange reserves
identified in the table above amounted to only 40 per cent. of the $35.3 billion
growth in. 1985 of exchange reserves held outside the United States. The remaining
$21 billion may be traced essentially to. three sources: firstly, reserves held with
central banks outside the United States, which, owing largely to the additions to US
official exchange reserves, appear to have gone up by over $7 billion last year;
secondly, reserves held in-national markets other than the US market but outside the
commercial banking sector, e.g. in the form of money market paper or other
securities, where the increase largely reflected valuation effects; and, thlrdly, official
reserves invested in the Euro-note or Euro-bond market, notably in floating rate

paper with relatively. short residual maturities. There is, however, very little

statistical evidence available on this aspect of reserve investment policies.
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In short, while the pronounced exchange market decline of the dollar tast year
' increased the value, in current dollar terms, of exchange reserves held in currencies

other than the dollar, it did not give rise to any significant movement of official

funds out of dollars into other reserve currencies. Despite the very large official

intervention sales of dollars, identified official dollar balances declined only by about

$1 billion. Moreovet, last year’s increase in US official foreign exchange holdings,

in particular, may be considered as a development potentially underpinning future

exchange market stability. It would permit the US authorities to continue to play an

important role in co-ordinated intervention, should the exchange market condmons

for the dollar become very different from those that prevatled Iast year :
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V1il. ACTIVITIES OF THE BANK.

1. Deveiopment of co-operatlon between central banks and’ mtematlonal
organisations.

During the past year the Bank has contmued to play its tradxtlonal role in
fostering international monetary co-operauon.

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 Finanice Ministers and central
bank Governors of the Group of Ten couniries 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 1o ail
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 t0 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 centra} bank Governors in 1980, its regular
monitoring of international banking developments. During the course of the year a
study group set up by the Committee and composed of officials from the central
banks of the Group of Ten countries prepared for the central bank Governors of the
Group of Ten countries a report on recent innovations in international banking. The
report was published in April 1986. The Bank also continued to assemble, survey
"and distribute statistical data on developments in the international banking and
capital markets.

The Committee on Banking Regulations and Supervisory Practices held four
meetings in 1985. In addition to reviewing supervisory developments in individual
countries, the Committee directed particular attention to international banks” capital
adequacy and to the growth of their off-balance-sheet business, On capital
adequacy, the Committee has developed a framework of measurement which seeks
to reconcile different national accounting and supervisory practices and thereby to
permit broad international comparisons of standards of banks’ capital adequacy. The
results obtained from applying this framework were examined in the course of the
year. The growth and proliferation of new techniques for conducting banking
business off the balance sheet also has implications for capital adequacy, and-
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the Committee completed a study on off-bajance-sheet instruments and their
appropriate treatment for supervisory purposes. A report on this subject, “The
management of banks’ off-balance-sheet exposures: a supervisory perspectwe , Was
circulated to commercial banks early in 1986.

. The members of the Group of Experts on Payment Systems continued to keep
one another informed of developments in payment media and systems in their
respective countries and to compare experience in a-pumber of particular fields, such
as cheque truncation and electronic payment at the pomt of sale. They also studied
teleccommunication networks dedicated to the transmission of financial messages and
analysed the effects which current developments are certain to have on the role and
the organisation of both central banks and national banking sectors.

The Group of Computer Experts updated its inventory of data processing at
central banks in the course of the year on the basis of a questionnaire, itself amended
to take account of the latest developments in data processing. Without losing sight

of the purely technical issues (it also examined some of the problems posed by the

interconnection of heterogeneous networks) the Group paid special atténtion -fo
questions of a. more general nature, in the knowledge that distributed data
processing would inevitably lead to changes within the central banks. It explored,
for example, one of the best ways of managing these changes, namely planning
them, by drawing up master plans. It also carried out an analysis of the influence
that developments will certainly have on the role and composition of data- -processing
staff and on relations berween data-processing services and users.

“The Group of Experts on Monetary and Economic Data Bank Questions
achieved long-esiablished goals concerning the automated exchange of macro-
economic statistics and related documentation, as part of continuing efforts to
develop a fuliy-fledged data bank service for the central banks of the Group of Ten
countries and the BIS. Significant advances were also made during the year with
regard to the automated reporting and accessing of international banking statistics.
In meetings of the Group, increasing attention was given to questions concerning
use of the data bank; especially to re-affirming arrangements: for the timely
availability of new and revised statistics.

- The Comrmttee 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 (EMCF) as well as their sub-committees and groups
of experts continued to meet in Basle and to be assisted by a Secretariat provided by
the Bank. The sub-committees and groups 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 the 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 rweélve EEC countries when
dealing with the European Monetary Systen (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
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states and their Community-wide co-ordination, and also to make ad hoc studies of

- particular questions — for example, in 1985, the structural changes in the financial
field and their consequences for monetary policy.

~ In the financial year 1985-86, as in previous financial years, 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 particular:

~ ensuring that the arrangements governing the sysi:em were properly applied;

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

1n addition, the Committee of Governors drew up and adopted the legal texts
necessary for the implementation of a set .of measures aimed at strengthening the
EMS by improving the conditions governing the use and holding of the official
ECU. Most of these measures, on which agreement in principle had been reached
on. 12th March 1985 (see the Fifty-fifth Annual Report, page 165), entered into force
on' 1st July 1985. As from that date, the new interest rate formula was applied to
net positions in ECUs; another measure included in the July 1985 “package”; viz.
the mechanism for mobilising official ECUs with member central banks through the
intermediary of the EMCF, was activated for the first time in December 1985.
Finally, since November 1985 the EMCF has. been empowered to grant central
banks of non-EEC countries and international monetary institutions the status of
“Sther holder” of official ECUs. In January 1986 the BIS became the first i msntutlon
to obtain this status.

The Bank continued to perform the functions of Agent- for -the- EMCF- 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 1985 to 31st March 1986, interventions
carried out by EMS central banks in other member countries’ currencies did not give
rise to any financing or settlement operations through the intermediary. of the.
EMCEF. However, followmg the monetary realignment on 7th April 1986 sizable -.
interventions were recorded in the EMCF’s books. The volume of ECUs issued by
the EMCEF through quarterly swap operations with each of the EEC central banks
(except the Bank of Spain and the Bank of Portugal, which do not participate in the
EMS, but including the Bank of Greece, which has participated in the ECU creation
mechanism since January 1986) amounted to ECU 43,8 billion-at 31st March 1986,
or approxiiately US$41 billion at- the rate of exchange. prevailing at that dave. It

" may be recalled that at 31st March 1985 the volume of ECUs had stood at almost

ECU 52 billion; the decrease of some ECU 8 billion in one year was due to 'the

* For a description of the structure and funcuons of the Fund, see the Fifty-fourth Anmual Report, pages
162-164.
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decline in the price of gold and the exchange rate of the dollar. Transfers of-ECUs
between the EMS central banks’ “ECU reserves™ accounts and of interest paid in
respect of these central banks’ net positions in ECUs totalled some ECU 3.3 billion.

As regards the administration of Community . borrowing and lending
operations, during the period under review the Agent of the EMCF received from
the borrowers and- distributed to the creditors vis-3-vis the Community the sums
due in respect of interest, premiums, commission and expenses on loans
outstanding. It also carried out the financial transactions connected with the
following operations relating to the loans on behalf of France and Greece.

(1) The first tranche, amounting to US$ 650 million, of the US$ 1,240 rmlllon
variable rate syndicated bank loan 1983-90, the proceeds of which had been lent to
the Republic of France in 1983, was repaid in advance, while the second tranche of
this loan, amounting to US$590 million, was converted into two separate public

" issues on the US market in the form of notes denominated in US dollars, viz.:

~ US$ 240 million of notes 1985——88 at 9% per cent. per annum,
— US$350 million of notes 1985-90 at 9%s per cent. per annum.,

(2) By virtue of the Decision of the Council of the European Communmcs of
9th December 1985 and under the terms of Regulation (EEC) No. 682/81 adjusting
the Community loan mechanism designed to support the balance of payments of
member states, the Community granted to the Hellenic Republic a loan in two equal
tranches for a total amount of ECU 1,750 million, or its equivalent in othei-
currencies. The first tranche was made available to Greece upon conclusion of the
borrowing operations in Janvary, February and’ March 1986, and involves the
following four publlc issues:

— ECU 350 -million of floating rate notes 1986—93 -

— US5$ 150 million .of notes 198691 at 8% per cent. per annum, -

— DM 500 million. of floating rate notes 198692, L
- = Sw.fr. 227 million of notes 1986-92 at 47/s per cent.’per annum. -

The second tranche will probably be made avallable oné year after the dlsbursement
of the first tranche, i.e. in early 1987. '

The following table shows, as at 31st March 1986, the total of outstanchng
Community borrowing and lending operanons under the terms of Council
Regulations (EEC) No. 682/81 and No. 543/85

Outstandmg Cornmunlty Ioans

Borrowing . USdullars I DeutscheMark ' Swlssfrancs . ._ECUs

countrias in millions T
France....... ST O 1 2740 -l - 1 150
GIBOCB .. ovvvrunrenvronsvononsonssnanins 180 500 o2k 350
Totah ... .. e, 2880 | s F 227 | - 50O
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2. Clearing system for the private ECU.

In February 1986 the Bank agreed to assume the functions of agent of the
private ECU clearing and settlement system set up. by the ECU Banking
Association. It signed an agreement with the ECU Banking Association to this effect
on 21st March 1986. The- clearing system can be expected to enter into operation,
once the technical details have been seitled, in the course of the 198687 financial
year. :

(1) In February 1983 the Bank was approached by a working party which had
been set up by a group of commercial banks and the Furopean Investment Bank
under the. aegis of the Commission of the European Communities with a view to
establishing a clearing system for operations in private ECUs. After discussions with
the Committee of Governors of the Central Banks of the Member States of the
European Economic Community, it was decided to enter into negotiations with the
banks, on -condition that the planned system remained exclusively within the
framework of relations between the BIS and the commercial banks and did not
contravene existing exchange control regulations or conflict Wlth the monetary
policy objectives of the countries concerned.

‘Active negotiations began in ]une 1984 and a clearing system was devised
which was finally adopted in March 1986.

(2) The structure and operation of the clearmg system are . based on three
institutions: = : '

- an ECU Bankmg Association, set up with the broad aim of facilitating
operations in private ECUs and the particular | purpose of implementing an
ECU clearing and settlement system; membership of this Association is
open to banks which have their head office or a branch in one of the EEC
countries and which demonstrate sufficient interest in the development of
ECU transactions; member banks which meet certain criteria laid down by
the BIS and the Association may be designated as clearing banks; however,
these criteria, relating principally to the level of activity in the ECU market,

allow every EEC member country to be represented by at least’ one of its
banks;

- a nettmg centre, S. W.LF. T., will be used to operate the clearing at the
technical level. In practice, each clearmg bank will be lmked directly to.a .
central clearing computer;

— the BIS, as agent of the clearing banks, ‘will act as clearing and settlement
bank; it will receive deposits in ECUs from the clearing banks and the final
clearing balances will be settled over thése accounts. -

In practice, the system will function as follows:

~ the BIS, as agent of the clearmg banks will open and operate clearing
accounts.in their names; -

~ each clearing bank will also open an ECU sight account in the books of the
BIS;
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—.every working day the clearing banks will be able to send- each other
payment orders in ECUs through the netting centre. As it will be a closed
system, i.e. total credit operations must equal total debit operations,
clearing banks in a debtor position will be able to obtam ECU funds from
crechtor banks,

- to square the residual balances, the BIS, having estabhshed that all debtor
clearing balances are covered by credit balances on the respective banks’
ECU sight accounts, will carry out the settlement operations.

The limited number of clearing banks initially permitted to take part in the
system will subsequently be raised in stages. -

3. Operations of the Banking .Department. _ .
The Balance Sheet of the 'Bank and the Profit and Loss Aocount at 3tst March

- 1986, certified by the anditors, are reproduced at the end of this Report, both are
“expressed in gold francs.*

At 31st March 1986, the balance-sheet total stood at_ GF 26_,558,446,075
whereas at the end of the preceding financial year, o
at 31st March 1985, it had amounted to GF 22,851,917,382
There was thus an increase of GF 3,706,528,693
or 16 per cent. ' '

This increase was considerably greater than those recorded at the end of the
preceding financial years, as the 'following table shows. A large proportion of this
rise was due to an appreciable increase in the gold franc value of the components of
the balance sheet denominated in currencies other than the US dollar.

- It should be noted that the appreciation of the currencies in question continued-
throughout the financial year, with the exception of March 1986, in line with
developments on the exchange markets "

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

. . Total of Balance Sheet ] Movemant overthe year

Financial years

ended 315t March in milliens of gold francs " inpercentages
1982 - 19,057 - ee9 S 3
1983 20,358 + 1,301 + 7 _
1984 21,276 + 58 + 5
1985 - - : 22,882 + 1576 + 7
1986 © 26558 + 3,706 +'16

* The gold franc {abbreviated to GF} is the equivalent of 0.290 322 58... grammes fing Id — Asticle 4 of
the Statutes. Assets and liabilities in US dollars are converted ac US$ 208 per ounce of fine gold (equivalent

6 1 gold franc = USS 1.941 49.. ) all other itemns in currencies are converted on the basns Of market rates
against the 1JS dollar,
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. The monthly movements in resources in real terms were slight during the first
half of .the fmancnal year; thereafter, fluctuations in both directions were much
larger. : .

The balance-sheet rotal reached its highest level, of 27,873 million gold francs,
at the end of February 1986, and then feil back in the last month of the financial
year.

The followmg are not mcluded m the Balance Sheet:

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

(if) assets held by virtue of the functions performed by the Bank (as Depos:tary or
Trustee} in connection with mtemanonal loans,

(ili) accounting entries arlsmg from the Bank s functlons 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 accc)unt_of various -depositors.
On 315t March 1986 this item amounted to the equivalent of 1,155 million gold
francs (compared with 1,164 million and 1,232 million gold francs respectlvely
at the end of the two previous fmancnal years).

LiABILITIES {COMPOSITION OF RESOURCES).

BIS: Development of the composition of resources

over the past five financial yaars
'(after allocation of the nat profit for the year as pfoposed te the Annual General Meeting)

Paid-up capital PP Balance-sheet
Financlal yoars rcapte Borrowed funds | Sundry ligbilities total
ended 31st March P B
i milliong of gold francs

1982 - a87 1 17,778 . : 292 19,057

1983 1037 18,987 . 334 . 20.3_53 :

1984 1,088 19,805 ' 383 21,276

1985 1,143 21,323 386 22,852

1986 o 1,204 - 24684 - |- 670 26,553

A. Capital, reserves and miscellaneous liabilities.

{a) Paid- up capital ' GF 295,703,125

The Bank’s authonsed 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 beiow, are
shown in the table at the end of this Report, under Ttem I.



— 175 —

(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 1985--86 GF 523,952,793

This compatres with 499.6 million gold francs on 31st March 1985; the
difference of 24.4 million represents the amount it is proposed to allocate to the
Fund from the net proflt The proposed increase in this Reservé Fund is in
conformity with the provisions of Article 51(3) of the Statutes.

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

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

(4) Free Reserve Fund . _
after” allocauon of the net profit for 1985—86 o GF 332,930,236

This compares with 296.3 million gold francs on 31st March 1985. It has been
recommended that an amount of 36.6 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 1985-86,

thus amounts to ~© GF 908,483,397
an increase of 61 million gold francs.

(c) The if:em “Miscellaneous” stood at ' GF 651,824,211:
against 373 million gold francs on 31st March 1985. '

It may be pointed out that during the financial year 1984-85 this item had -
remained virtually unchangcd whereas last year it registered a large increase of 279
million gold francs.

‘As mentioned earlier, items denominated in currencies other than the US
dollar were affected by the increase in the gold franc value of the currencies in
question, This movement also affected the item “Miscellaneous”.

(d) Profit and Loss Account, before allocation | __ ~ GF 80,171,806
This figure represents the net profit.for the financial year 1985-86.

Details of the proposed allocation of the net- Pl’Oflt, in accordande with the.
provisions of Article 51 of the Statutes, are given in Section 4 below. A sum of
19,171,806 gold francs, compared with 13,366,633 gold francs in the preceding
financial year, is to be set aside in respect of the dividend of 155 Swiss francs per
 share payable on 15t July 1986; it appears on the lLiabilities side of the Balance Sheet.
In 1985 the dividend paid per share amounted to 145 Swiss francs.
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‘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 ended st March " nt :
Origin 1985 | 1986 eyems
o "in millions of gold francs
Deposits of cantral banks . .............. 04 23,836 _ + 2732
Deposits of other deposiors ............ _ 219 848 + 629
L1, TN 21,323, 24,684 _ + 3,361

The increase in the balance-sheet total was chiefly attributable to the expansion
of borrowed resources, Deposits received from central banks showed a rise of 13 per

 cent., while the growth in deposits from other depositors, reflecting principally new

deposits from international organisations, was even more marked in relative terms.

Thus, the share of depos;ts from central banks in total resources declined to
96.6 per cent. from 99 per cent. at the end of the preceding financial year.

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

Depositsin gold Deposits in currencies ’ Total
Financial Financial Financial

. years ended Move- yearsended Move- years ended Move-
Term : 3istMarch ment 31stMarch ment st March . ment

1985 | 1986 1985 | 1986 1986 | 1986

in millions of gold francs : ;
Sight .. rn.. | 4314 |aa |+ 112 32| o924 |+ 612} 4526 | 5350 |+ 724
Not exceeding . : | . ' .o

3months ...... . 78 10 | — 68 § 15,238 | 18,611 | +3,373 [| 15,316 | 18,621 +3 , 305
Over3months .. .. -- -~ - 1,381 713 | — 668 1,381 713 [ - 668
Total....... 4392 | 4436 | + 44 § 16931 | 20248 | +3317 | 21,323 | 24,684 | +3,361

All- the movements recorded in this table reveal an underlying tendency
towards a shortening of the term of resources received on time account. While the
share of sight deposits remained unchanged ac 21.7 per cent., that of deposits at not
more than three months rose from 71.8 per cent. to 75.4 per cent.; resources at over
three months, on the other hand, declmed to only 2.9 per cent., against 6.5 per cent.
on 31st March 1985. '

* Whereas total deposits mcreased the share of resources in gold contracted to
only 18 per cent. from 20.6 per cent., while that of dcposﬂs in currencies rose to
82 per cent. from 79.4 per cent, : : '
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{ay Deposits in gold : S .. GF: 4,435,521,350

This compares with a figure of 4,392 million gold francs at the end of the
financial year 1984-85, representing a rise of 44 million.

The increase in 51ght depostts entirely offset the decline in time deposits and
reflected in addition net new receipts.

(b) Deposits in currencies - GF 20,247,742,186

This item corhpares‘ with 16,931 million at the end of the preceding financial

year, a rise of 3,317 million gold francs, or 19.6 per cent. The new deposits were
ch;eﬂy‘ n US dollars,

" The tise in this item was primarily due to the i increase in resources recewed at
terms not exceeding three months, Sight deposits also increased, but there was d
decline in deposits at over three months.

ASSETS (EMPLOYMENT OF RESOURCES).

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

BIS: Distribution, by nature, of sight assets and other investments.

Financial years ended 31stMarch Ml.we .
Nature 1985 | 1986 men
in millions of gold francs
Sight assets
Gold ..ottt 5,023 5,071 + 50
CUtrencies ........iveee.s- ] 5 5,026 M . 50871 o+ 5 + =]
Treasury bills
Currencies ..........oouues : 453 : 919 + 466
Time deposits and advancss .
GOl st 77. _ 81 + 4
CUMENCI®E .. ...ovvvvrnrens 14,594 14,671 17,959 18,040 + 3,365 + 3,369
Securities at term . . ' ‘ . .
CULVENGIBS . ..oovnvrennnes ) 2,686 2,506 o= 179
Total - .
Gold ......... U 5,098 . 5,152 4+ 5
CUFBNCIES . vviiiivnrrnenns | 17,737 22,835 | 21,394 26,546 + 3,657 + 3,711
(a) Gold . ' ' " GF 5 071 339,196

This compares with 5,021 mllhon on 31st March 1985 representmg a rise of
50 million gold francs.

This movement reflects, on the one ha.nd the net weight of gold received from
central banks and, on the other, the net investments of gold made on the market,
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(b) Cash on hand and on sight account with banks GF 10,349,300
This item had stood at 5.2 million gold francs on 31st March 1985.

{c) Treasury bills o ' ' GF 919,176,628

During the financial year under réview this portfolio more than doublecl
having amounted to only 453 million gold francs previously.

~ The Treasury bills in question were purchased on various markets and were
denominated. for the most part.in US dollars and Deutsche Mark.

(d) Time deposits and advances GF 18, 039,462,503

This compares with 2 figure of 14,671 million gold francs at the end of the

preceding financial year, gwmg an appreaable increase of 3,369 million, or 23 per
cent,

The development of investments in currencies was the result of the increase in
resources. The amount of the rise, viz. 3,365 million, also reflects the utilisation by
the International Monetary Fund of the balance of the SDR 2,505 million facility
granted to it by the Bank in 1984.

(e) Securities at term : - GF 2,506,303,807

This represents a slight decline of 179 million from the flgure of 2,685 million
gold francs recorded at 31st March 1985.

A breakdown accordmg to rcs:dual term to matunty of investments in time
deposits and advances (in currencies and gold) and in securities at term is given in
the followmg table.

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

Financial years ended 31st March s
: Movement
Term . 1985 | 1ese '

in miflions of goid francs

Not exceeding3months ............... 14,077 17,459 - +3,382
Over 3mMomths .. ... vieiairaeaiasn 3279 3,087 - 192
TOtAl otvriiriem oo 17,356 20,546 +3,190

In line with the shift in the term of borrowed resources, it may be noted that
there was an increase in investments at not more than three months, while the
volume of operations at longer term declined.

" Consequently, at the end of the financial year transactions at.not more than
three months represented 85 per cent., and those at longer term 15 per cent., of total

investments -(against 81.1 per cent. and 18.9 per cent. respectwely at 31st March
1985). : : :
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() Miscellaneous  GF . 11,814,640
This compares with 16.5 million at the end_ of the financial year 1984-85.
Forward gold operamons

These operations, “which' are mentioned in Note 2 to the Balance Sheet
resulted in a negative balance of B GF 54,494,512
whereas at 31st March 1985 the negative balance had amounted to 44.3 million gold
francs. The rise in this balance was chiefly due to an increase in the weight of gold
involved in swaps (gold received spot) against currencies.

4. Net proflts and their drstrlbutlon.

The accounts for the flfty-saxth fmanc;lal year endcd 3st March 1986 show a
net operating surplus of 81,718,965 gold francs, compared with 71,206,434 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 only
slightly below those obtaining in 1984-85. '

The net operating surplus is shown after deduction 0f 17,649,171 gold fra.ncs
in respect of costs of administration, the increase from the prevnous year’s figure of
14,140,343 gold francs reﬂectmg in part the rise 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 rose by some 11 per
cent.

The Board of Directors has decided to transfer 1,547,159 gold francs to the
Provision for Exceptional Costs of Administration. As a result of this transfer the
net proflt amounts to 80,171,806 gold francs, against 68,366,633 gold francs for the
prévious financial year. The allocauon of thls amount is governed by Article 51 of
the Statutes.

On the basis of this article, the Board of Directors recommends that the net

profit of 80,171,806 gold francs be applied by the General Meeting in the followrng
manner:;

(i) an-amount of 19,171, 806 gold francs in payment of a d1v1dend of 155 Swiss
francs per share;

(it) an amount of 24,400, 000 gold francs to be transferred to the General Reserve
Fund; and : :

(m) an amount of 36, 600 000 gold francs, representing the remamder 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 dccepted, the dmdend will be’ pau:l on 1st ]uly 1986
to the shareholders whose names are contamed in the Bank’s share register on 20th
June 1986. : :
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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, a true and fair view of the state of the Bank’s affairs at 315t
March 1986 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. =~

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

During the financial year 1985-86 the Bank, in its capacity as Depositary under
the terms of the Act of Pledge concluded with the ECSC, received the equivalent
of about 85,000 gold francs for the service of the last loan outstanding under
that agreement — the L.fr. 100,000,000 5!/4 per cent. Secured Loan (i5th Series)
1961-86. The amount received covered the interest payable up to 16th January 1986,
the final redemption date, plus the principal due on that date.

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 (Y oung Loan),
reference should be made to the Fiftieth Annual Report, pages 168-169.

The Bank also acted as Trustee for the assented bonds of the Austrian
Government International Loan 1930; in December 1985, in accordance with Article
XXIV of the General Bond dated 30th June 1930, the Trustee repaid to the Austrian
Government all amounts which remained unclaimed by holders of outstanding
assented bonds and coupons.

6. Changes in the Board of Directors and in the Management.

At the meeting of the Board held on 10th September 1985 the Chairman -.
announced that Mr. Michael J. Balfour would shortly retire from the Bank of

England and therefore relinquish his appointment as Alternate to Mr. Leigh-

Pemberton, Governor of the Bank of England The Chairman expressed the Bank’s

appreciation of the very valuable services rendered by Mr. Balfour over a period of
more than thirteen years.

At the next meeting of the Board, held on 12th November 1985, the Chairman
informed the Board that Mr. Leigh-Pemberton had appointed Mr. J.E.W. Kirby, in
place Qf Mr. Balfour, to act as his Alternate in the absence of Mr. Loehnis,

At the same meeting M. Bernard Clappier, whose mandate as a member of the

Board was due to expire on 27th November, was re-appointed under Article 27(2)
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of the Statutes by M. Camdessus, Governor of the Bank of Prance, for a further
period of three years ending on 27th November 1988.

Also at that meeting the Chairman informed the Board that M. Clappier had
advised him that he did not wish to be re-elected to the post of Vice-Chairman on’
the expiration of his term of office on 27th November 1985. The Chairman
expressed the Board’s most sincere gratitude for M. Clappier’s invaluable co-
operation and wise counsel during his period of office. At the same meeting Lord
Richardson of Duntisbourne was elected Vice-Chairman of the Board for a period
of three yéars ending on 27th November 1988.

M. Pierre Languetin, whose mandate as a member of the Board was c[ue to
expire.on 3tst March 1986, was re-elected under Article 27(3)-of the Statutes at.the
meeting: of the Board held on 11th March 1986 for a further perlod of three years
ending on 3ist March 1989.-

With regard to the Management of the Bank, the Board appointed Mr. Marten
de Boer as a Manager of the Bank at its meeting held on .14th May 1985 The
appointment took. effect as from st September 1985.

 Dr. Warren D McClam, who had joined the BIS n February 1954 and had
been a Manager in the Monetary and Economic Department since April 1981,
retired from the Bank at the end of June 1985. At the meeting, of the Board on 10th
June 1985 the Chairman thanked Dr. McClam on behalf of all members of the
Board for the valuable services he had rendered durmg a penod of more than thmy-
one years.

‘At the meetmg of the Board held on 9th ]uiy 1985 the Chalrrnan mermed the
Board of the appointment of Dr.. Joseph R: Bisignano to the rank of Assistant
Manager as from.1st November 1985. : : . :

M. Maurice Toussaint, who had ;omed the BIS as a Manager in the Bankmg
Department in July 1971, retired from the Bank at the end of February 1986. At the
meeting of the Board held on 11th February 1986 the Chairman expressed the
Bank’s appreciation of M. Toussamt s contnbutu)n I:O the work of the Bank over : a
penod of nearly fifteen years.

;- On 31ist March'1986 Mr. Roger’ G Stevemcm, Deputy Manager in the Bankmg.
Department, retired from the Bank after more than twenty-three years of loyal

. service, The Cha_lrman pald tnbute to him at the meeting of the Board held on 11th

March 1986

At t.he same’ meetmg the Cha:rman annOunced t.hat the Bank had deelded to
grant, as-from 1lst April 1986, the title of Deputy Head of the Monetary and
Economic Department to Mr. M.G. Dealtry, Manager, in recognition of his long
experience and important role in the management of:that Department, and to
promote Dr. G. Baer to the rank of Assistant Manager, also as from 1st April 1986. -
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CONCLUSION.

What ‘stands out when one looks at recent developments, and wheré do we go
from here? The favourable developments of last year and early 1986 certainly give:
cause to hope that the many remaining problems can, if not be solved, at least be
reduced in magnitude. Such hope, however; is well-founded only to the extent that
thesé favourable developments were due not merely 1o fortuitous circumstances, but
to a renewed vitality of the economies themselves and a strengthening of market
forces, and/or to good economic policy, nationally and internationally.

o Lookin'g' more closely for what might have been pure strokes of luck for
economic policy makers in the déveloped.countries, there seems to be only one area.
where that might apply: that of commodlty prices, and oil prices in particular. For
the develc)ped countries the decline in oil prices stands out as a favourable
deve!oPment it brought down énergy prices in general further reduced inflation
rates quite substantially and will tend to boost economic growth. The OPEC cartel
had ‘been able to keep oil prices up for much longer than many observers had
expected at the end of 1973, to say nothing of the additional strong price rises
between 1979 and 1981. The cartel eventually collapsed, firstly because of the steady
growth of supplies from non-OPEC sources and secondly as a result of economies .
in fuel consumption achieved by allowing the price mechanism free play. There is
no dén'yl'ng that this development contained some fortuitous elements as far as scale
and timing were concerned. But the oil price decline was nevertheless part of the
general disinflation process and thus mdlrectly attributable to anti-inflationary
policies pursued in major oil- consurmng countries. What can be said about the role.
of the disinflation process in the case of oil also appl:es broadly to~ other
commodities, although the wide fluctuations in commodlty prices reflect swings in
aggregate world demand in a much amplified form because of typical supply
ngldmes connected with long gestation penods and because of autonomous su[.ttl:bl)r
variations: : : :

Given the fortuitous naturé of the scale and timing of the oil price d_e_cline, the
success on the inflation front is not actually as complete as might appear from the
present figures. In this respect it 1s something of a mixed blessing, since it distracts
attention from the ‘remaining cost-push- elements still at work in virtually all
economies. Monetary policy may be relaxed too far and excessive monetary. growth
may. be tolerated in 'spite of overwhelming evidence pointing to the risk that in the
medium term this will rekindle inflation. The 0il price drop is also a mixed blessing
in another respect, in that it severely aggravates the problems of heavily indebted
onl-exportmg countries. More generally, weak commodity prices turn the terms of
trade against the developing countries, thus adding to the existing imbalances in the
world economy (to which we shall revert later).
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Nevertheless, to return to our earlier line of thought; the success on the
inflation front stands out as an example of what can be achieved if the right policy
is pursued with perseverance and with the necessary skill. Very few people would
have deemed such success possible only a few years ago. Does this. example give
grounds for optimism with respect to the problems we still face, in particular that
of unemployment? There has in fact been an employment miracle in the United
States in recent years, with the rate of unemployment declining despite: strong
growth in the labour force. The Europeans, having studied it, have, however, seen
little hope of being able to copy it. The high geographical and occupational mobility
of labour and the differentiation of wage levels in the United States stand in marked
contrast to ingrained patterns in Europe. There are also elements in the American
employment miracle, such as low productivity growth, which, despite their
beneficial effects on the labour market, are not very desirable in themselves. Growth
can still be relied on to have some employment effect; in many European countries,
however, unemployment is too high to be brought down substandally in this way
with present growth rates. But why not go for much higher growth rates than those
_currently being ‘achieved, now that inflation has seernmgly been mastered? This
question will presumably be at the centre of the economic policy debate at both
national and international levels in the near future; Itis a quesuon that is surrounded
by deep controversy over the potency of macro-economic policy, with at one
extreme the conviction that policy has an all-important role to play, and at'the other
a purely negative view: the more policy refrains from interfering, the berter for the
economy. While both credos have their vocal d1sc:ples, most policy-makers and
academics hold some kind of intermedtate posmon they agree that policy has a
positive role to play, but admit that economic growth is not at the simple command
of policy-makers. They are also aware that growth has not only a quantitative
aspect; what they seek is growth which feeds on itself and not growth” that merely
reflects increases in public expenditure.

The existence of severe unemployment does not therefore absolve those
holding such an intermediate position from asking whether higher, real growth rates
can actually be achieved in the short term and, if so, whether this can be done
without using means which damage the prospects for growth and stabllu:y in the
medivm term. Policy experience since the early 1970s and the extensive discussions
about the relative importance of demand-management and supply-side policies have
produced ample evidence that simply “spending one’s way out of unemployment
is not the solution. The BIS has often emphasmed how much depends, in tackling
this problem, on improving the flexibility of price. and wage formation, on the
promotion of labour mobility and on the removal of other rigidities affecting the
working of the economy. Whatever. is done in this direction can, however, change
growth conditions only gradually Inflation, with its wrong signals for the allocation
of resources, and the fight against inflation as well as the drastic shifts in the
international division of Jabour have left their mark on the capital stock in many
economies. The precondition for raising the level of employment is to rebuild the
depleted capital stock. Employment opportunmes cannot be created by government
fiat; they can only arise out of the economic process itself, when it becomes
economic for firms to invest and to employ more people. The creation of a climate
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conducive to a revitalisation: of the economy is what most policy-makers profess to
aim at. They want to have fiscal and monetary conditions which help to set energies
free for- economic growth and to remove structural rigidities and distortions.
Regrettably, all too often this concept is not adhered to in the day-to-day decisions
which alone .could. give substance to it. The result can easily be neither demand
management nor an- improvement in supply conditions. International discussions
just  might- have the beneficial effect of forcing policy-makers out of such
inconsistencies between ‘their words and their deeds.

" The- background to such d;scussrons is, of course, the persistent payments
1mbalances among the developed countries, with high current-account surpluses in
Japan, Germany and some other European countries on the one hand and 2 high US
current-account deficit on the other. It is only natural that the United States, having
long been lectured, at last with some effect, about the linkage between its fiscal
deficit and its current-account position, should argue similarly for a fiscal remedy in
the surplus countries. The statistical evidence presented in this Report {Chapter IV)
does indeed point strongly to the existence of such a linkage if the fiscal deficit is
part.of a general saving/investment imbalance. To argue on the basis of national
accounting and flow-of-funds identities, however, cuts right through the market,
processes which are behind them and risks presentmg a rather mechanistic picture of
a pamcular problem. |

~ As far as the present imbalances are concerned, exchange rate developments
had clearly taken on a life of their own and become a separate factor, quite unrelated

- to’ the underlying economic conditions. The main reason for this was the — in

American eyes typlcal to European eyes rather untypical — reaction of the US
dollar exchange rate to the high fiscal deficit in thé United States. A recognition of
the role that exchange rate misalignments had played in producing the curréne-
account imbalances led to the Plaza Agreement in September 1985 (which rivals the
Baker initiative on the debt problem as the most important economic policy event
of that yedr). If one views these exchange rate distortions as a major factor behind
the present current-account imbalances, it is only logical to expect their removal to
lead to a substantial reduction of these imbalances. The changes in the exchange rate
structure which have occurred since September should go a long way, perhaps even
the whole way, towards that goal. Unfortunately the remedy is not instantaneous;
there are long lags and even perverse (so-called J-curve) effects. The fact thac the
major surplus countries stand to gain most on their trade account from the reduction -
in" oil prices dperates in the same direction. But that does not detract from the fact
that an important, possibly the tnost important, move towards a better equilibrium
among the developed couritries has been made. The essential thing, after all, is not
to avoid all deficits or surpluses but only to eliminate those of an excessive,
disruptive nature, What is necessary now is 10 'muster the patience to wait for the
effects on the current account which — in the llght of the evidence from all major

exchange rate changes " smce the early 19705 — W1Il not fail to come through
eventua]ly .

This process can .00 doubt be supported by new efforts towards better
international co-ordination - of economic -policies -among the major - countries.
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However, while it is easy to agree on the principle that economic policies in different
countries should be co-ordinated and should always take the repercussions on ‘other
countries into account, the actual process of co-ordination will continue to be
difficult. This is not only because policy-makers have ditferent constituencies to
think. about; more important is that these repercussions are difficult to identify,
except in extreme cases. The larger a counury 1s, the closér it comes to the model of
the closed economy and the more it will be tempted to act accordingly. The smaller
a country, the more it can argue that its actions are irrelevant for the rest of the
world. Very few countries are constantly in a position in which they can clearly see
that what they do matters as much to others as what others do matters to them.
Some progress may be achieved by defining and agreeing on certain indicators which
would help to put the process of policy co-ordination onto a more objective basis.
However, no set of indicators will relieve the major countries of the obligation to
discuss policy co- ~ordination not only in terms ‘of the specific technical needs of a
given situation, but also in a spirit of willingness to adjust domestic policies in the
light of their international implications, which include exchange raté considerations.
The success of the EMS has been due not so much to the mechamcal use of
indicators as to the deliberate policy decision to make exchange rate $tability an
ob;ectlve to which other objectives should on occasion be subordinated: The good
news is that the authorities of the major floating currencies have .all now fully
accepted greater exchange race stabrhty as one of their prlmary policy obJecuves

The new pattern of exchange rates is still subject to marked short-term
volatility, but it is evident that the authorities have every intention of holding on to
what has been achieved. This has given encouragement to those who have long
advocated a change in the exchange rate system m the direction of less volatility, and
in particular to those in favour of target zones. However, the parties 1o the Plaza
Agreement have consistently stressed that théy have not agreed on target zones.
When a misalignment of exchange rates has become as obvious as it was before the
Plaza Agreement, It is not difficult to agree on the direction in which exchange rates
should move. It is quite a different matter to agree on what could be regarded as an
equilibrium pattern of exchange rates — even with wide margins. Not even ‘the
criteria to be used for such an exercise are obvious. Moreover, agreement on one
occasion is no guarantee of timely agreement should changes become necessary later.
Such inertia could lead to the emergence of new distortions and misalignments.

Above all, however, recent experience with official i intervention is not suffnclent

evidence that exchange fates can.always be managed in this Way Its success

depcnded ona rather spec:al combmatzon of circumstances.

If monetary: pohcy alone were to be called upon to. support target zones,
situations. could arise whose .end result would be detrimental to international and
domestic balance. This is. not an imaginary danger.. There -would. be a strong
tendency to rely on monetary policy rather than on.other policy support:because it
is the only form of. policy which can ‘act as guickly as respenses to exchange rate
movements  require. ‘One can speculate on. what the outcome would have-been in
1982-85 had the excessive appreciation of ‘the US dollar been countered with: an
acceleration of monetary expansion in the United States and.an increase in:interest
rates in Japan and Germany. Support for target zones from the whole of the macro-
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economic policy mix might avoid some of these dangers, but it would raise the very
problems of economic policy co-ordination referred to above. The satsfactory
functioning of a regional system like the EMS is no proof that a worldwide system
of more rigidly managed exchange rates could be established, particularly within a
relatively short period. The EMS links countries with for the most part similar
structures and of similar size and benefits from. policy co-operation in numerous
fields; it does not include the world’s dominant reserve currency, and its success
wok years 10 establish. '

~ The advocates of target zones, however, consider any move towards greater
policy co-ordination, as agreed upon in the Group of Ten and the Interim
Committee and recently at the Tokyo summit, as a step in their directdon. The
various pohcy changes which have taken place in the period under review can in fact
be viewed as adding up to a change in the way the exchange rate system works.
Increasing weight has been attached by nearly all the major countries to exchange
rate considerations in the conduct of their domestic policies. Much more active and
co-ordinated use has been made — and so far very successfully — of official
exchange market intervention, not only to maintain orderly market conditions and
to “lean against the wind”, but also to nudge exchange rates in a certain direction.
In particular for the Umted States, the principal reserve currency country, all this
represents a. fundamental departuré from previous policies, based on a recognition
that floating without active surveillance of exchange rates can lead to distortions
which seriously endanger the free international exchange of goods and services. To
give In to protectionist pressures, never very far below the surface anywhere, would
jeopardise all that has been achieved in the difficult and slow process of overcoming
the problems of the past fifteen years.

To sum up these reflections on the current exchange rate situation, the task
facing the authorities of the major western industrial countries is not an easy one.
The need to avoid a resurgence of major real exchange rate misalignments and to
moderate the market’s short-term volatility is now universally acknowledged At the
same time, the US Administration’s new policy, the skilful timing of the Plaza
initiative and its subsequent success, and the recognition by leading authorities that
the exchange markets cannot be left to their own devices have raised expectations
that this twofold objective could indeed be achieved: hence the sharply increased
importance attached by market participants to the real or perceived intentions of the
authorities. It would be a great pity — and could have a gravely destabilising -.
influence on the future development of the market — if these expectations were 1o
be dashed. On the other hand, the premature implementation of even a watered-
down version of target zones, at a time of major payments imbalances between the
countries concerned, is also fraught with danger, since failure on the part of the
authorities to live up to their explicit or implicit commiunents could have an equally
destabilising effect. However untidy it may seem, a gradual approach, combining
verbal guidance, exchange market intervention and visible signs -of co-ordinated -
policy action, seems for the time being to be the only realistic option, perhaps

“opening up possibilities of more “systemic” changes in the longer term. The success
of this approach will hinge critically on the absence of discordant voices and actions,
both within and among major industrial countries.
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The imbalances between developed. countries are one of the major problem
areas. Imbalances between developed and developing countriés are another, which in
the longer run may have even more far-reaching consequences. Among the
developing countries, those which have received particular attention in recent years
are those which had incurred large debts to private banks in developed countries.
Their inability to meet their obligations was therefore not just their own problem;
because. of the size of the indebtedness and the danger of a cumulation of defaults,
it constituted a threat to financial stability in the developed countries t00. When in
the course of 1985 the considerable progress made in 1984 towards improving the
situation of the debtor .countries began to stall, it- became evident that a new
initiative was required. It was necessary to give the debtor countries-hope that it was
worth their while to continue their efforts towards re-estéblishing their
credrtworthmess. Failing this, the consequences for the creditors of a mdssive default
— which had been kept at bay for three years — could again have constituted a
threat to the financial system. Once more, the United States was prepared to modify
its previous policy stance, putting forward a detalled proposal for deahng Wlth the
international debt problem

The key idea in Secrétary Baker’s proposal is to strengthen the case- by -case
international debt strategy pursued since 1982 through the adoption by heavily
indebted countries, many of them in Laun America, of ‘structural ad]ustment
policies to promote sustained growth of their economies. These policies are to
be supported by increased structural adjustment lending by the multilateral
development banks as well as by new financing from the international banking
commumry, while the International Monetary Fund is to continue to play a central
role in the debt strategy. Secretary Baker’s proposal was broadly welcomed by all
parties to the debt strategy. However, the difficulties involved in its implementation
should not be underestimated. Debtor countries will not find it politically easy to
make structural adjustments to. their economies; a major effort is required from the
international development banks to gear themselves up for increased lending to
countries prepared to undertake such adjustment; and the commercial banks will
want to see programmes agreed between the debtors and the mtemanonal
institutions before they put up new money. Furthermore, the success of the
initiative will depend not only on the efforts of the debtor countries, and on the
provision of adéquate conditional financing, but also on the ava.rlabrllty of adequate
outlets for debtor countries” exports in the markets of the industrial countries. This
will require on the part of these countries the continuation of policies that promote
non- mﬂanonary growth and firm resistance to protecuomst pressures.

More than six months have now passed since Secretary Baker put forwa:rd his
proposals. A number of debtor countries are negotiating structural adjustment loans
with the World Bank and the Inter-American Development Bank, but none of them
has yet-formally ‘embarked on a programme of the kind envisaged under the Baker
initiative, If the momentum of the initiative is not to.be losy; it is vital that one or
more debtor countries should as soon as possible put programmes in place that-will

command the support of all the other parties involved and set their economies on

the path towards sustainable growth and renewed iaternational .creditworthiness. .
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. One-group of developing countries that will need to receive Increasing
attention in the near future 1s the group of the poorest countries. As a result of
misfortune and mismanagement, many of these countries are now quite unable to
extricate themselves from the often rapidly deteriorating situation in which they find
themselves. Some have reached a point where they are unable even to meet their
relatively minor obligations vis-a-vis the IMF and the World Bank; in spite of the
dire consequences this has for them, .of making them.outcasts of the international
monetary system, The IMF’s new Structural Adjustment Facility is' directed towards
these poorest countries. But the question of how to deal with them is an extremely
difficult one, quite apart from the problem of moral-hazard, which is ever present
when special efforts are directed towards a particular group. .

On the one hand, it goes against fxrmly established humanitarian traclmons to
ignore those who are in great need and are patently unable to help themselves. On
the other hand, to apply that same pnnmple to sovereign states would raise 2 host
of issues. It is hard to see how sovereignty could be preserved if a country were
taken into an “intensive care unit”, And it is equally hard to see who could provide
such care. None of the existing international institutions is equipped to deal with
such 2 situation. There is an institutional gap between the IMF, the World Bank and
regional development banks, on the one hand, and, on the other, various
humanitarian organisations whlch deal primarily with famine rélief. Bilateral
development aid, for one reason or another, seems unable to close this gap:

traditional ties between individual developed and developing countries have in most

cases ‘weakened and neither side shows much inclination to strengthen them again.
While this is not 2 matter dlrectly pertinent to the activities of the BIS, it stands out

as perhaps the darkest spot in a picture of the real side of thé world economy which
otherwise has clearly become bnghter durmg the pa.St year or so.

Agamst the background-of the hopes and concerns expressed in tlns Report
_there are two areas of particular relevance to central bank policies — in addition to
the exchange rate situation that has already been discussed at some length above: -

One is the wholé series of profound structural changes affecting domestic and
international banking and financial markets, changes which have attracted growing
attention not least as a result of research carried out jointly by central banks under
the auspices of the BIS. The continued monitoring of these developments, of their
impact on the effective implementation of monetary policy and of their potentlal
implications for the smooth functioning of the financial markets will have to remain
2 dominant « conccm of the central bank commumty of the industrial countries.

The other area is that of monetary policy. The welcome decline in inflation
rates, at a time when real interest rates still seem relatively high and the need to
maintain growth is of paramount importance, could give rise to the temptaton to
ease monetary policy onto a more expansionary course. Authorities should weigh
the pros and cons carefully before yielding to this temptation. Firstly, because — as
is argued above — the recent sharp deceleration of inflation owes much to the .
continued weakness of commodity prices and to the collapse of the oil price; neither
of these influences will (or, indeed, should) be permanent. If inflation rates were
adjusted accordingly, real interest rates would appear less out.of line with historical
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experience. Secondly, the ability of monetary policy to hold real interest rates down
lastingly may be doubted; and to achieve even a short-run reduction may require
quite a substantial acceleration of money creation. Thirdly, current rates of
expansion of monetary aggregates in a number of major industrial countries are
already quite high. Admittedly, it is not easy to interpret the behaviour of money
supply figures in a period of disinflation; admitiedly, too, the wave of innovations
on financial markets may have reduced the significance of specific money supply
figures. It is, however, important to distinguish between statistical problems and
basic economic relationships. The market process by which t0o much money
eventually leads to inflationary price increases will not be suspended because of
difficulties in measuring money. In assessing the current stance of monetary policies,
one may have to take into account several indicators which point to a fair degree of
liquidity ease in the western industrial world: the boom of stock prices, the steep
decline of long-term interest rates, the easy financing of large-scale take-overs, the
general ebullience of financial markets and the borrowers’ marker for all
creditworthy international borrowers. In considering any further discrecionary
relaxation of monetary policies in these circumstances the authorities would need to
take into account the risk of building up an inflationary potential for the future. This
would endanger the chances of sustainable growth and of a graduwal but lasting
further decline of interest rates. These objectives are best served by maintaining the .
economy on a moderate but steady growth path.

A. LAMFALUSSY
General Manager
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BALANCE SHEET

ASSETS : {Before and after

Gold francs

Gold .. ... ... .. .. veraev .. 5,071,339,196
Cash on hand and on sight account with banks 10,349,300
Treasury bills ... ... ... ... ... .. 919,176,628

Time deposits and advances

Gold
~ Not exceeding 3 months 80,815,401
Currencies. ] - R L oL
Not exceeding 3mdnths ~ ... ... .. ... .. 16,036,416,497
Over 3 months 1,922,230,605
o 18,039,462,503
Securities at term _
Not exceeding 3 months wie wee wee eerwee o 1,341,645,063
Over 3 months Ceeeeeeseaenaeewes e 1,184,758,744
' 2,506,303,807
Miscellaneous ... ... ... ... ... civ oh s e e s 11,814,640
Land, buildings and equipment 1
26,558,446,075

Note 1: The gold franc is the equivalent of 0.290 322 68... grammes fine gold - Article 4 of the
Statutes. Assets and liabitities in US dollars are converted at US$ 208 per fine ounce of
goid (equivalent to 1 gold franc = US$ 1.94149...J, and all other items in currencies on
the basis of market rates against the US dollar.

Note 2: At 31st March 1986, pold payable.against currencies on forward contracts amounted to
54,454,512 gold francs.
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AT 31st MARCH 1986

allocation of the year's Net Profit) - UABILITIES
Before allocation | After allocation
" Gold francs Gold francs
Capital S
Authorised: 600,000 shares, each of Z, 500 gold francs  1,500,000,000
tssued: 473,325 shares ... ... ... ... ... 1,182,812,500
of which 25% pald Up .o i e eer e e e e 295,703,125 " 285,703,125
Reserves : :
Legal Reserve Fund ... ... ... ... .. .. .. 30,070.313 30,070,313
General Reserve Fund ver e mer wee wes aes 499,552,793 523,952,793
Special Dividend Reserve Fund vee eer e see e 21,630,055 21,530,055
FreeReserveFund ... ... ... ... .. ... . 296,330,236 332530236
: 847,483,397 . 908,483,397
Deposits (gold)
Central banks .
Sight ... i e e e eev . 4,399,310,101
. Not exceeding 3 months 9,603,969
Dther depositors
SIght  eev e e e e e e 26,607,280
4,435,521,350 4,435 521,350
Deposits {currencies)
Centra) banks
Sight .. e e e eee e e 807,300,172
Not exceedlng 3 months cer sar wen. eee, aee 17,806,532,730
" Qver 3 months ik e ere e eee e e 712,810,784
Other depositors
"~ Sight ‘es 17,107,405
~ Not exceeding 3 months 803,920,115 S : .
) ’ 20,247,742,186 20,247,742,_ 186
Miscellaneous ... ... ... ... oo e e e e e 651,824,211 661,824,211
Profit and Loss Account ... ... ... ... ... .. .. . 80,171,806 —
Dividend payableon Istduly 1988 ... ... .. cen et eee eae aes —~ 19,171,808
28,558,446,075 26,558,446,075

INTERNATIONAL SETTLEMENTS, BASLE

REPORT OF THE AUDITORS TO THE BOARD OF DIRECTORS AND TO THE GENERAL MEETING OF THE BANK FOﬁ

In our apinion 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 1986 and of its profit for the year ended on
that date. We have obtained all the information and explanations which we have required. The Bank has kept proper books,
and the Balance Sheet and the Profit and Loss Account are in agreasment with them and with the information and explanations given us.

Zurich, 9th May 1986 ) PRICE WATERHOUSE & CO.




~ PROFIT AND LOSS ACCOUNT
for the financial year ended 31st. March 1986

‘Net interest and other income

Gold francs

99,368,136
Less: Costs of administration:
Board of Directors ... ... ... .. ... .. . o 227,637
.Management and Staff ... ... ... ... .. .. .. . .. 13,013,979 .
Office and other expenses ... ... ... .. .o e e 4,407,555 . 17,649,171
Net operating surplus _ 81,718,965
Less: Amount transferred to Provision for Exceptional Costs of
Administration 1,547,159
Net Profit for the financial year ended 31st March 1986 ... . 80,171,806
- The Board of Birectors recommends to the Annual General Meeting
that the Net Profit should be allocated in accordance with Article 51
of the Statutes as follows:
Dividend: 155 Swiss francs per share on 473,125 shares 19,171,806
' . 61,000,000
Transfer to'General Reserve Fund 24,400,000
_ ' 36,600,000 -
Transfer to Free Reserve Fund 36,600,000
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MOVEMENTS IN THE BANK'S RESERVES
during the financial year ended 31st March 1986

in goid francs

Development of the Reserve Funds.resulting from allocations for the financial year 1985-86

Special
Legal General Dividend . Free
Reserva Fund Resarve Fund Raserve Fund Reserve Fund
Balances at 1st April 1985, after allocation of Net _ . . .
Profit for the financial year 1984-86 ... ... ... 30,070,313 439,552,793 21,630,065 296,330,236
Add: Allocatigns for the financial year 1985-86 ... — 24,400,000 — 36,600,000
Balances at 31st March 1986 as per Balance Sheet 30,070,313 523,952,793 - 21,530,065 332,930,236
‘Paid-up Capital and Reserve Funds at 31st March 1986 (after allocation} were represented by:
Paid-up
Capital Reserves Total
Net assets in o
Gold tee e aer eae ee e wee ame am was aaa aee aas 295,703,126 366,435,610 662,138,735
Currencies —-— 542,047,787 542,047,787

286,703,126 908,483,397

1,204,186,522
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