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Letter of Transmittal
to the Board of Governors

August 19, 1985

Dear Mr. Chairman:

I have the honor to present to the Board of Governors the Annual Report of the
Executive Board for the financial year ended April 30, 1985, in accordance with
Article XlI, Section 7(a) of the Articles of Agreement of the International Monetary
Fund and Section 10 of the Fund’s By-Laws. In accordance with Section 20 of the
By-Laws, the administrative budget of the Fund approved by the Executive Board for
the financial year ending April 30, 1986 is presented in Appendix VI and the audited
financial statements of the General Department, the SDR Department, the Supple-
mentary Financing Facility Subsidy Account, the Trust Fund, and the Staff Retirement
Plan for the year ended April 30, 1985, together with the reports of the External Audit
Committee thereon, are presented in Appendix VIIl.

Yours sincerely,
/s/

J. DE LAROSIERE
Chairman of the Executive Board

Chairman of the Board of Governors
International Monetary Fund
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Chapter

1

Developments in the World Economy

INTRODUCTION

By mid-1985, economic recovery in the industrial
countries! had been under way, although unevenly,
for some two and a half years. Output growth in 1984
was the strongest in almost a decade, and inflation
continued to recede. There were encouraging signs
that the benefits of this recovery were spreading to
the developing world. Aided by the improved external
environment and the increased firmness with which
adjustment policies were pursued, domestic growth
rates in developing countries accelerated, while cur-
rent account deficits generally declined further.

Despite this progress, however, important problems
remain to be dealt with. Unemployment is high and
in many countries has risen further. Protectionist
pressures continue to increase. Fiscal imbalances are
a major source of uncertainty and concern in several
major industrial countries and, together with other
factors, have contributed to a pattern of current
account positions that may be unsustainable over the
longer term. In the developing world, economic growth,
despite recent improvements, remains significantly
below its longer-run average and is uneven across
regions. Moreover, heavy external indebtedness makes
the financial position of many countries still quite
fragile.

Economic growth in 1984, as in 1983, was led by
the rapid expansion of demand in the United States.
By late 1984 and the early part of 1985, however,
economic activity in the United States had reverted
to a more moderate pace, while demand growth in
other countries was tending to pick up. As a result,
although the overall rate of expansion was less rapid,
the geographical basis of the recovery appeared to
have become more even. Despite the spreading of
recovery, though, output growth in Europe had still
not reached a pace at which unemployment could
begin to fall.

' For classification of groups of countries, see Appendix IX.

The continuation of expansion in industrial coun-
tries was not marked by any significant acceleration
of price pressures. Indeed, the weighted average rate
of inflation in these countries in 1984 fell by a further
¥a of | percent, less than the average declines of almost
2 percent per annum in the previous two years, but still
an encouraging performance given the strength of output
growth. Interest rates on U.S. dollar-denominated assets
rose in the early and middle part of 1984, before a
downtrend was resumed later in the year that by mid-
1985 had brought short-term interest rates to their lowest
levels since the late 1970s. Nevertheless, in real terms
interest rates remained at levels that were high in
historical perspective.

The shifts that occurred in U.S. dollar interest rates
do not appear to be very closely related to developments
in exchange markets. A key feature of exchange rates
for most of 1984 and the opening weeks of 1985 was the
further strengthening of the U.S. dollar. This was par-
tially reversed in the months after February, when the
dollar depreciated substantially. Nonetheless, the dollar
in June 1985 was 9.3 percent above its year-carlier level,
in real effective terms. Partly reflecting the dollar’s
strength, as well as changes in the relative cyclical
position of the United States, the current account deficit
of the United States (including official transfers) wid-
ened to some $102 billion in 1984, while the surplus of
Japan rose to $35 billion.

The rapid growth of industrial country tmports in
1984 had a favorable effect on both the external position
and domestic economic growth of many developing
countries. The current account deficit of those countries
whose exports are not dominated by oil (the ‘“‘non-fuel
exporters’™) fell to only 9 percent of exports, two-fifths
the level of three years earlier, and the lowest ratio since
comparable statistics began to be assembled in the mid-
1960s. Stimulated by strong export increases, domestic
economic growth in these countries also strengthened,
reaching almost 4% percent, the best performance in
five years. Among fuel exporting countries, economic
performance continued to be adversely affected by weak-
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ness in the international oil market, but, here too, output
growth improved significantly in 1984,

The better outturn is, of course, modest in relation to
the adverse developments of earlier years. Per capita
absorption fell significantly in developing countries in
198183, reflecting both the weakness of overall output
and the continuation of a high rate of population growth.
Even in the 1984 recovery, many countries (especially
among the low-income countries in Africa) did not share
in the improvements reflected in the aggregate statistics.

The improving current account of developing coun-
tries has led to an easing of their external financial
position but it has not removed the need for concerted
approaches to the debt difficulties of a number of
countries. During 1984 and the first four months of 1985,
debt rescheduling agreements between Fund members
and their creditors, including multiyear agreements,
covered some $112 billion of debt. These agreements
postponed about $25% billion of debt service payments
that had been due in 1984 (equivalent to 4% percent of
exports of goods and services).

A further strengthening of domestic investment and
output in developing countries, together with a consoli-
dation of their payments position, and a reduction in
the relative size of their external debt must be regarded
as central objectives of economic policy over the coming
period. Their attainment will require both the deter-
mined pursuit of appropriate adjustment policies and
success on the part of industrial countries in reducing
real interest rates and achieving sustainable noninfla-
tionary expansion in a liberal trading environment.

Economic recovery in the industrial countries has
benefited from an improved climate of confidence and
an environment of greater price stability that has owed
much to the medium-term framework within which
economic policies have been formulated. To consolidate
and extend the progress that has been made, it is
important that those elements of the strategy that have
not yet been implemented satisfactorily be brought into
line. In this context, the three most important areas in
which policy adaptations are called for are the correction
of fiscal imbalances in those countries where the govern-
ment’s absorption of a large share of resources has
undesirable effects or pre-empts a disproportionate share
of global savings; the elimination of structural rigidities
that impede the efficient allocation of resources and
hamper the growth of employment; and determined
resistance to protectionist pressures.

While effective action in these areas would improve
the external environment for adjustment among devel-
oping countries, the principal responsibility for such
adjustment must lie with the developing countries them-
selves. Recent improvements in their external position
can best be consolidated through prudent demand man-
agement and exchange rate policies, together with struc-
tural reforms aimed at improving price and other incen-
tives for investment and production in the traded goods
sector. Particularly worrisome in this context is the surge
in inflation in a number of developing countries. This
development points to the presence of real and financial

imbalances in these economies which must be addressed
if satisfactory growth is to be restored and improvements
on current account are to be sustained.

Attention also needs to be paid to certain specific
areas in which economic policies and conditions interact
across countries. The preservation of an open trading
regime is of key importance to the developing countries
and lies at the heart of efforts aimed at combining
development with financial stability. Continued co-
operation among debtors, creditors, and international
institutions will be necessary if the debt situation is to
be satisfactorily managed. At the same time, official
development assistance remains essential for many of
the poorest developing countries; the climate for such
assistance, which has tended to stabilize in recent years,
will benefit both from improved economic performance
in the donor countries and from a demonstrated effec-
tiveness in the use of aid on the part of the recipients.
Lastly, an enlarged role for direct investment would be
helpful and requires from all parties concerned a will-
ingness to remove obstacles to such flows.

DOMESTIC ACTIVITY AND POLICIES

INDUSTRIAL COUNTRIES

Stance of Policies. Since the beginning of the
1980s governments in the industrial countries have
accorded the highest priority to establishing the basis
for sustainable noninflationary economic growth over
the medium term. To that end authorities have at-
tempted to follow sound financial policies while intro-
ducing specific measures to improve the structural
functioning of their economies. For a number of the
major industrial countries this has meant a gradual
reduction in targeted growth rates for specified mon-
etary aggregates and the adoption of policies having
the objective of limiting the share of financial and
real resources absorbed by the public sector.

Monetary policy continued to have an anti-infla-
tionary orientation in 1984. In those countries with
specified monetary targets, monetary growth was
either within or relatively close to the target range.
However, the short-run implementation of monetary
policy varied in individual countries according to the
prevailing circumstances. Some countries, for exam-
ple, endeavored to limit the growth rate for their
monetary aggregates to the lower end of their target
ranges, often in order to stem the inflationary pres-
sures arising from movements of their currency in
exchange markets. In other countries, the implemen-
tation of monetary policy was influenced by the state
of economic activity, but only to the extent possible
without endangering hard-won progress in reducing
inflation and inflationary expectations.

The monetary environment was more stable in
1984 than it had been for several years. The targeted
monetary aggregates returned to a more normal re-
lationship with the nominal growth of gross national
product (GNP), and this facilitated the task of the
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authorities in bringing about a gradual deceleration
in monetary growth. From increases of about 9-10
percent per annum during 1982 and 1983, the growth
of narrow and broad money for the seven major
industrial countries as a group declined to 6.5 percent
and 7.9 percent, respectively, in 1984. This monetary
deceleration was accompanied by a resumption of the
underlying trend increase in the income velocity of
the monetary aggregates, which was sufficient to
accommodate some acceleration in GNP growth.

Interest rates remained high but, outside the United
States and the United Kingdom, they tended to
fluctuate less than in earlier years. In Japan and most
of the major European countries short-term interest
rates generally held steady through 1984 and the first
half of 1985 while long-term interest rates followed a
modest downward trend (Chart 1). In the United
Kingdom, however, there was a fairly pronounced
rise in interest rates in the early months of 1985 in
response to a temporary weakening of the pound
sterling. In the United States, interest rates rose from
the second half of 1983 to mid-1984 in response to
the needs to finance the federal government deficit
and a growing level of economic activity. As growth
in the U.S. economy decelerated in the latter half of
1984 and in the early part of 1985, interest rates fell
back to, and then below, the low point that had been
reached in 1983.

It is not possible to measure real interest rates
precisely, since they depend on expectations of infla-
tion that are not observable directly, and are more
uncertain, the longer the holding period considered.
Nevertheless, using current inflation rates as a guide
to expectations, it appears that apart from the tem-
porary rise in U.S. rates discussed above, both short-
term and long-term real interest rates remained close
to their 1983 levels for most:of 1984, before declining
somewhat late in the year and in early 1985
(Chart 1). In the first quarter of 1985, inflation-
adjusted short-term rates averaged about 5 percent
in the major industrial countries while the corre-
sponding long-term rate was some 6%2 percent. These
yields are well above the average level of real interest
rates during the preceding two decades.

Since the late 1970s a central aim of governments in
most industrial countries has been to limit the share of
government expenditure in GNP, and to reduce fiscal
deficits in order to lower interest rates and increase the
share of saving available to finance investment by the
private sector. In many cases, however, these intentions
have proved difficult to put fully into practice. As a
share of GNP, the combined central government deficit
of the seven major industrial countries increased in each
year from 1979 to 1983, under the influence of weakness
in economic activity, rising interest payments on public
debt, and slippages in the implementation of expenditure
reduction measures.

The combined deficit declined somewhat in 1984, but
the decline was entirely attributable to improvements in
the level of economic activity. After making allowance

for cyclical factors, there was little change in the aggre-
gate deficit in the major industrial countries, the net
result of a continuing significant injection of stimulus on
the part of North American countries and an offsetting
withdrawal of stimulus by the large European countries
(Table 1). Similar differences in the thrust of fiscal
policy between the United States and most of the other
major industrial countries have been noted in previous
Annual Reports. From 1979 to 1984, the expansionary
impulse imparted by fiscal policy in the United States
is estimated to have amounted to 3 percent of GNP. In
contrast, the fiscal position of the central government in
the other major industrial countries as a group has
resulted in a composite withdrawal of stimulus of ap-
proximately 1%2 percent of GNP. The most pronounced
changes in underlying fiscal policy have occurred in the
United Kingdom and the Federal Republic of Germany
where the reduction in stimulus has amounted to
5% percent of GNP and 3% percent of GNP, respec-
tively. When fiscal policy is assessed at the broader
general government level, the picture is generally simi-
lar, although in some countries, notably Japan and the
Federal Republic of Germany, the measured withdrawal
of stimulus is greater.

As just noted, significant slippages have been encoun-
tered in the objective of reducing the share of govern-
ment expenditure in GNP. Between 1979 and 1983, total
government expenditure (including transfer payments
and interest costs) in the seven largest industrial coun-
tries rose in relation to total output by 4% percentage
points on average. Spending on goods and services
generally grew only slightly faster than GNP in this
period (and in Japan and the Federal Republic of
Germany actually grew more slowly), but transfer and
interest payments increased dramatically. In 1984, there
was a slight decline in the average share of government
expenditure in GNP, amounting to about % of a per-
centage point. The reduction was most significant in
Japan and the United States, both of which benefited
from above-trend growth. The Federal Republic of Ger-
many also achieved a decline, with the other four large
countries all experiencing further increases in the ratios
of government spending to GNP.

Previous Annual Reports have stressed the complex
origins of the economic problems of the industrial coun-
tries and the corresponding need for a multifaceted
approach that goes beyond conventional financial poli-
cies. In this vein, a number of governments, particularly
in Europe, have undertaken to support their monetary
and fiscal policy strategy by modifying or reforming
many of the institutional arrangements that impede
adjustments in real wages, raise the costs to firms of
hiring and releasing workers, and reduce the incentive
to work. Common modifications have been to reduce
the extent to which incomes are automatically adjusted
for price increases, to exclude items such as energy and
indirect taxes from wage-regulating price indices, and
to lengthen the period between cost of living adjust-
ments. Other developments have included the lowering
of minimum wages, the limitation of unemployment
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Chart 1.
Five Major Industrial Countries: Interest Rates, 1980—-May 1985

(In percent)

' Monthly averages of daily rates on money market instruments of about 90 days’ maturity.

2 Monthly averages of daily or weekly yields on government bonds, with maturities ranging from 7 years for Japan to 20 years for the United States and the United
Kingdom.

3 The United States, Japan, France, the Federal Republic of Germany, and the United Kingdom.

4 Short-term interest rates deflated by a weighted average of the increase in the private final domestic demand deflator in the current and the following two quarters;
for the most recent periods, staff projections of the deflator are used.

5 Long-term interest rates deflated as indicated in footnote 4.
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Table 1.

Major Industrial Countries: Central Government Fiscal Balances and Impulses, 1977-84"

(In percent of GNP)

1977 1978 1979 1980 1981 1982 1983 1984
Fiscal balance? (+ surplus, — deficit)
Canada? -35 —4.6 -35 -35 -2.2 -5.3 -6.2 -7.0
United States -2.7 -2.0 -1.2 -24 -25 —-43 -58 -5.0
Japan* -5.1 -53 -6.2 -6.3 -6.0 -6.0 -58 -5.7
France’ -1.0 -1.6 -1.5 -1.1 -26 -28 -33 -34
Germany, Fed. Rep. of —-22 -2.1 -1.8 —-1.7 —-2.2 -19 -20 -1.6
Italy® -9.0 —-13.1 -10.8 -10.8 -12.8 -15.1 -16.4 -15.6
United Kingdom -3.0 -50 -53 —4.7 —-4.1 —-2.38 —-48 -33
Seven major countries above -3.2 -3.4 -3.0 -3.5 -3.8 —-4.7 -57 —-5.2
Seven major countries except the
United States -37 —-4.6 —45 —4.4 —4.7 -5.0 -56 -5.3
Fiscal impulse? (+ expansionary,
— contractionary)
Canada? 1.5 1.2 -0.5 -0.1 -1.1 0.8 0.7 1.4
United States 0.2 — ~0.8 0.4 0.1 0.4 1.7 0.5
Japan® 0.2 0.2 1.0 0.2 -0.3 -0.2 -05 0.2
France® -03 09 0.1 -0.7 0.9 0.1 0.1 -0.1
Germany, Fed. Rep. of -0.5 0.1 0.1 -04 -0.8 -1.8 -0.3 -0.3
ltaly® -0.8 38 -1.7 0.1 0.6 0.6 -0.2 -1.1
United Kingdom -20 2.8 0.9 —-26 —24 -14 2.2 -1.6
Seven major countries above -0.1 0.6 -0.2 -0.1 -0.2 -0.1 0.9 0.1
Seven major countries except the
United States -0.3 1.1 0.3 -0.4 -05 -05 0.2 -0.2

' For the definition of the fiscal impulse measure, see World Economic Outlook: A Survey by the Staff of the International Monetary Fund (Washington: International
Monetary Fund, April 1985), pp. 108-10. Composites for the country groups are weighted averages of the individual national ratios for each year, with weights

proportionate to the U.S. dollar value of the respective GNPs in the preceding three years.

2 Cash basis, unless otherwise specified.
3 Data for Canada are on a national income accounts basis.

4 Data for Japan cover the consolidated operations of the general account, certain special accounts, social security transactions, and disbursements of the fiscal
investment and loan program (FILP) except those to financial institutions. Japanese data other than FILP transactions are based on national income accounts.

5 Data for France are on an administrative basis and do not include social security transactions.

% Data for ltaly refer to the state sector and cover the transactions of the state budget as well as those of several autonomous entities operating at the state level.
They also include the deficit, but not the gross transactions, of social security institutions, and part of that of local authorities.

benefits, the extension of occupational training schemes,
reductions in subsidies, deregulation, and the ‘“privati-
zation” of some public enterprises.

Output and Demand. Economic expansion in the
industrial world strengthened significantly in 1984,
with output recording the largest increase since 1976.
As may be seen from Chart 2, expansion in 1983 and
the early part of 1984 was led by the strong perform-
ance of the United States. Beginning in the latter half
of 1984, however, there has been some shift in the
distribution of growth; output in the United States
has decelerated significantly while the rate of growth
in the larger European economies seems to have been
consolidated at some 2Y2 percent.

Output growth in the United States was significantly
stronger than in any other industrial country in the first
two years of the recovery (Table 2). Real GNP increased
by 6.8 percent in the United States in 1984, led by
substantial increases in business fixed investment and
in spending on residential construction. A significant
proportion of this growth took place in the first half of

the year; all major components of demand decelerated
in the second half of the year and into 1985. While the
deceleration in domestic demand was partly in response
to the increases in interest rates from mid-1983 to mid-
1984, the most important factor behind the moderation
of overall output growth has been the deterioration of
the foreign balance.

Among the other major industrial countries, increases
in output in 1984 were strongest in Japan and Canada.
The growth of output accelerated significantly in Japan
in 1984, as stronger domestic demand arising from rapid
growth in private fixed investment and a turnaround in
stockbuilding combined with a further strengthening of
the net foreign balance. Output increased by 5 percent
in Canada in 1984, led by a strong improvement in the
net foreign balance, but supported by a notable recovery
in final domestic demand resulting from rising govern-
ment spending and a stabilization of business investment
after a period of substantial declines.

In the large European economies, output increases in
1984 remained below those of Japan and North America,
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Chart 2.

Major Industrial Countries: Real GNP,
1981-First Quarter 1985

(Percentage changes)’

" Current quarter relative to two quarters previously; seasonally adjusted
annual rates.

but nevertheless showed improvement over the previous
year. Exports to the United States were an important
source of growth in these countries in 1984 and early
1985. In addition, there was an acceleration in domestic
demand, mainly as a result of changes in stockbuilding.
Total fixed investment also increased significantly in the
United Kingdom and Italy. Nevertheless, the pace of
recovery in the major European countries has not yet
been sufficient to produce a reduction in the level of
unemployment.

The economic situation of the smaller industrial coun-
tries as a group also improved in 1984, the weighted
average growth rate of output rising from 1%2 percent in
1983 to 3Vs percent in 1984. The acceleration in growth
in the smaller industrial countries was partly attribut-
able to a turnaround in fixed investment. Such spending
increased by almost 32 percent in these countries in
1984, following a decline of over 2 percent in 1983.

However, the foreign balance remained an important
source of growth in many of the smaller industrial
countries. Several countries in the group, including
Australia, New Zealand, Denmark, Ireland, and Nor-
way, recorded quite high growth rates in 1984, but in
most others little progress was made in absorbing under-
utilized resources.

A key feature of the current recovery has been the
strength of fixed investment in industrial countries.
Investment began to increase in early 1983 and it has
been the fastest growing component of demand since
that time. Moreover, as shown in Table 3, the increase
in investment in the major countries has been wide-
spread, with capital formation in 1984 increasing rapidly
not only in the faster growing economies such as the
United States and Japan but also in several countries
where the recovery has been relatively weak. Major
fiscal incentives, buoyant demand, wage moderation,
and an improved profit outlook underlie the increases
in investment in the United States. In Europe, the
increase in investment has also been associated with an
improvement in profits, but it may also reflect capital/
labor substitution in response to earlier increases in
labor costs. New technological opportunities and lower
interest rates also appear to have played a role in
stimulating business investment spending.

Increases in investment spending, together with a
broadly similar expansion of consumer expenditures,
have led to growth rates of final domestic demand
comparable to those recorded in the recovery period
following the 1974-75 recession. However, the geo-
graphic distribution of demand growth has been decid-
edly more uneven in this recovery. In the United States,
domestic demand has grown particularly rapidly, while
most other countries have had only modest increases in
the domestic components of demand. Balance of pay-
ments developments have helped spread recovery and
thus moderate the unevenness in demand growth.
Nevertheless, despite the substantial widening of current
account imbalances that has occurred, wide disparities
in overall GNP growth have remained.

Employment and Unemployment. Although total
employment in the industrial countries has increased
significantly since the beginning of the recovery, the
unemployment rate has declined in only a few coun-
tries. More than half the industrial countries recorded
gains in employment in 1984, and total employment
increased by almost 2 percent over 1983. With de-
mographic factors acting to increase the labor force,
however, the decline in the unemployment rate av-
eraged only %2 of | percentage point and was more than
accounted for by a drop of 2 percentage points in the
United States. Many countries, including most of those
in Europe, experienced further increases in joblessness
throughout 1984 (Chart 3). In the first quarter of 1985
the unemployment rate exceeded 10 percent in France,
Italy, the United Kingdom, and the smaller European
economies taken as a group.

While a portion of the unemployment in virtually all
of the industrial countries is due to the cyclical weakness
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Table 2.
Industrial Countries: Changes in Output and Prices, 1967-84"

(In percent)

Average From Preceding Year
1967-762 1977 1978 1979 1980 1981 1982 1983 1984
Real GNP
Canada 4.8 2.0 3.6 3.2 1.1 33 —-4.4 33 5.0
United States 2.8 5.5 5.0 2.8 -0.3 2.5 -2.1 3.7 6.8
Japan 7.4 5.3 5.1 5.2 4.8 4.0 3.3 34 5.8
France? 4.7 3.1 3.8 33 1.1 0.2 20 0.7 1.8
Germany, Fed. Rep. of 35 2.8 34 4.0 19 -0.2 -1.1 1.3 2.6
ltaly? 4.3 1.9 2.7 4.9 39 0.2 -0.5 -04 2.6
United Kingdom? 2.2 3.0 4.0 3.2 -2.6 -1.4 2.4 3.2 24
Other industrial countries? 4.2 1.7 2.0 3.2 21 0.6 0.6 1.6 3.2
All industrial countries 3.7 4.0 4.1 3.5 1.3 1.6 -0.2 2.6 49
Of which,

Seven major countries above 3.6 4.4 4.5 3.6 1.2 1.8 -0.3 2.8 5.1
European countries 3.8 2.5 3.1 35 1.5 -0.2 0.5 1.5 2.4

GNP deflator
Canada 6.9 7.4 6.7 10.3 11.4 10.6 10.3 5.3 2.8
United States 5.6 5.8 7.4 8.7 9.2 9.6 6.0 3.8 3.8
Japan 7.9 5.7 4.6 2.6 2.8 2.7 1.7 0.7 0.5
France? 7.3 9.0 9.4 10.4 12.2 12.3 12.4 9.5 7.0
Germany, Fed. Rep. of 5.1 3.7 4.2 4.0 4.5 4.2 4.7 3.2 1.9
ltaly? 9.3 19.1 139 15.9 20.7 18.4 17.9 15.1 10.7
United Kingdom? 9.9 13.9 1.1 14.4 19.9 11.6 7.1 5.1 4.2
Other industrial countries? 8.0 9.7 9.6 7.7 9.2 9.4 9.8 7.1 6.7
All industrial countries 6.7 7.5 7.6 8.0 9.2 8.7 7.2 49 4.1

Of which,
Seven major countries above 6.5 7.2 7.3 8.0 9.2 8.6 6.7 4.6 3.6
European countries 7.5 9.7 8.9 8.9 11.0 9.9 94 7.2 57

T Composites for the country groups are averages of percentage changes for individual countries weighted by the average U.S. dollar value of their respective GNPs

over the preceding three years.
2 Compound annual rates of change.
3 GDP at market prices.

4 Comprise Australia, Austria, Belgium, Denmark, Finland, Iceland, Ireland, Luxembourg, the Netherlands, New Zealand, Norway, Spain, Sweden, and Switzerland.

Table 3.

Major Industrial Countries: Real Gross Fixed
Investment, 1981-84

(In percent)

Change from Preceding Year

1981 1982 1983 1984

Canada 6.4 -9.7 -5.7 0.7
United States 3.1 -6.8 9.7 18.0
Japan 3.6 1.9 0.7 5.7
France -1.8 -0.6 -1.9 -1.9
Germany, Fed. Rep. of -43 -4.6 3.0 1.2
Italy 0.6 -5.2 -3.8 4.1
United Kingdom -8.4 6.6 4.2 6.6
All seven countries’ 0.9 -33 4.5 10.2

T Averages of percentage changes for individual countries weighted by the
average U.S. dollar value of their respective GNPs over the preceding three
years.

of their economies, the presence of severe labor market
rigidities, especially in many of the European countries,
has contributed to the unemployment problem. In recent
years, the economies of most industrial countries have
had to adapt to profound employment dislocations as
industrial structures have shifted. These adjustments
have been hindered in many countries by the rigidity of
wage patterns, government-mandated job security pro-
visions, and a lack of labor mobility.

Labor shedding either stopped or slowed perceptibly
in most European countries in 1984. However, employ-
ment in Europe appeared to be responding more slowly
than usual to the recovery in output, suggesting that
European firms may still be rationalizing their use of
labor. In the major European countries, as well as in
the smaller industrial countries as a group, the growth
of labor productivity has decelerated less than that of
output in recent years, which may be the result of firms’
adjusting their labor input to be consistent with relative
factor costs.
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Chart 3.

Major Industrial Countries: Unemployment,
1965—-Second Quarter 1985
(In percent of labor force)'

' National unemployment rates weighted by labor force in the respective
countries.
2 France, the Federal Republic of Germany, Italy, and the United Kingdom.

The unemployment rate in the United States declined
sharply in 1983 and the first half of 1984, but thereafter
it stabilized at a level slightly above 7 percent. This
relative stability of the unemployment rate in the United
States since mid-1984 has been the combined result of
a deceleration in the rate of job creation and a pickup
in the growth of the labor force. Nevertheless, employ-
ment has continued to increase rapidly, growing by
some 1.7 percent in the 12 months to May 1985.
Employment also increased rapidly in Canada, by 4
percent in the 12-month period ended in May 1985.
However, Canada’s unemployment rate remains at some
10%2 percent. Japan’s unemployment rate remained little
changed at about 2% percent from the beginning of the
recovery to late 1984 because of the unwinding of labor
hoarded during the recession. More recently, however,
this unwinding has come to an end and rising output
has been translated into employment gains and declining
unemployment.

Inflation. The strengthening of the economic ex-
pansion in 1984 did not lead to any significant re-
surgence of inflationary presssures in the industrial
countries. Inflation continued to decelerate in these
countries in 1984 and the first half of 1985. As
measured by consumer prices, the weighted average
inflation rate was 3.5 percent in the year ended in the
first quarter of 1985 (Chart 4). The rate of increase
in the weighted implicit GNP deflator has followed a
similar moderating trend during the course of the
recovery, falling from an average of 9 percent in 1980—
81 to under 5 percent in 1983, and to just over 4

Chart 4.

Major Industrial Countries: Consumer Price Inflation,
1979—March 1985
(In percent)?

' Average of consumer price index for three months ended in month indicated
over corresponding three months a year earlier.

2 The figures for the second half of 1979 and the first half of 1980 were
affected by the approximately 3% percent increase in value-added tax rates,
with effect from June 18, 1979.

percent in 1984. Moreover, the improvement in infla-
tion has been pervasive—some countries that previ-
ously had encountered difficulty in reducing inflation
having made notable progress toward better price
stability during 1984 and the early part of 1985 (Ta-
ble 2).

Among the major countries, Italy had the largest
absolute reduction in its inflation rate in this period,
though its price level continued to increase more
rapidly than in the other large countries. France also
had a notable fall in inflation. Canada’s inflation rate
fell to under 3 percent in 1984, while the United
States and the United Kingdom consolidated the
considerable gains they have made in reducing infla-
tion since 1980. As has been the case for a number of
years, the Federal Republic of Germany and Japan
maintained inflation rates appreciably below those
prevailing in the other major industrial countries.
Taken as a whole, however, these developments have
led to a significant narrowing of inflation differentials
among the major industrial countries.
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Inflation in the smaller industrial countries contin-
ued to run 2Y2-3 percent above the rate recorded by
the larger countries. Only the Netherlands and Switz-
erland had inflation rates lower than the average for the
major industrial countries. Nonetheless, inflation in the
smaller countries has been on a generally downward
path, with most countries in the group recording a
deceleration in price increases in 1984.

Monetary policy has been instrumental in establishing
the less inflationary environment. By consistently di-
recting their efforts to controlling and reducing the rate
-of expansion of monetary aggregates, authorities have
achieved declines in expected inflation, at least for the
near term. This reduction in inflationary expectations,
together with the continuation of a significant margin of
economic slack, greater flexibility in wage-setting proc-
esses, and the demonstration effect of modest wage
settlements in the public sector, induced further mod-
eration in wage and salary increases in other sectors of
the economy.

There was another substantial fall in the rate of
increase in unit labor costs in 1984 as the moderation
in wage increases was reinforced by a significant increase
in labor productivity. In fact, unit labor costs in man-
ufacturing were virtually unchanged in 1984. Labor
productivity has increased rapidly during the recovery,
partly for cyclical reasons. There are also reasons for
thinking that a part of the improvement in productivity
may be more lasting. For example, the electronics in-
dustry has spawned a number of important technological
innovations, demographic factors are tending to increase
the average work experience of the labor force, inflation
has been reduced, and relative factor prices have
stabilized.

The relatively modest increases in the costs of im-
ported raw materials have been another important factor
in the improved inflation picture in the industrial coun-
tries. Basic commodity prices have been depressed by
the high level of international real interest rates and by
the relatively ample supply conditions in the markets
for a number of key commodities. In addition, the
introduction of new technologies may have made the
demand structure of the present recovery less resource-
intensive than earlier ones. Prices expressed in U.S.
dollars have also been affected by the rise of the dollar
over the past few years. In any event, raw material costs
have risen less during this recovery than might have
been expected on the basis of past experience. Expressed
in U.S. dollar terms (changes in SDR prices in paren-
theses) oil prices declined by over 12 percent (-9
percent) in 1983 and by 2 percent ( +2 percent) in 1984.
The index of other commodity prices increased by
slightly less than 8 percent (+ 11 percent) in 1983 and
by only 2% percent (+6% percent) in 1984. With the
slackening in the pace of expansion in industrial coun-
tries in the second half of 1984 and early 1985, com-
modity prices began to weaken more significantly, and
for the first six months of 1985, the index of non-oil
commodity prices was 13 percent (—7 percent) below
year-carlier levels.

DEVELOPING COUNTRIES

General Developments. The recovery of demand
in the industrial countries, together with the further
implementation of policies of adjustment in the de-
veloping countries, led to a substantial quickening in
the pace of output expansion in the developing coun-
tries in 1984. After two years of very low growth (1%
percent per annum), real gross domestic product (GDP)
in the developing countries increased by 3% percent in
1984. Growth among those countries whose exports are
not dominated by oil (the non-fuel exporters) was even
stronger—close to 4%z percent. Among the fucel exporting
countries, which account for roughly a third of devel-
oping country output, growth was more sluggish (2
percent) because of the continuing weakness in world
demand for their principal export. Nevertheless, even in
these countries, the 1984 outturn represented a consid-
erable improvement over the declines in real GDP of
the preceding two years (Table 4).

The improvement in the performance of the develop-
ing countries is also evident when these are grouped on
the basis of financial criteria. The major borrowers
posted a 3 percent gain in real GDP, more than reversing
the decline in output experienced in 1983. Countrics
that had previously experienced debt-servicing difficul-
ties, some of which are also included in the group of
major borrowers, registered a rate of growth of 2 percent
in 1984, restoring the level of real GDP to its 1981 level.

The recovery of activity in the developing countries
was led by a strong rebound in the growth of exports.
Exports were particularly strong among the non-fuel
exporters, increasing by 6 percent in volume terms in
1983 and by a further 12 percent in 1984. These large
increases in exports were attributable mainly to the
rapid growth in the imports of industrial country trading
partners, especially the United States. However, market
growth does not account for all of the buoyancy of non-
fuel developing country exports in 1983-84; thesc coun-
tries also achieved an increase in market share over the
period. Thus, a significant fraction of the growth of
exports can be ascribed to the adjustment measures,
including exchange rate changes, taken by developing
countries themselves over the past several years.

The recovery set in train by exports spread gradually
to the domestic economy. Domestic demand growth
among the non-fucl exporters, which had progressively
decelerated from over 6 percent in 1978 to less than 1
percent in 1982, firmed over the following two years to
reach almost 3 percent in 1984 (Chart 5). Although this
recovery in domestic demand owed much to the rise in
real incomes that stemmed from an increasing volume
of exports, it was also spurred by more favorable (or, at
least, much less unfavorable) terms of trade develop-
ments. The terms of trade of the non-fuel exporters
improved by some 1% percent per annum in 1983-84,
a marked change from the terms of trade losses averaging
4 percent per annum of the 1978-82 period. As a result
of this change, what had been a source of significant
leakage from the domestic spending stream became a
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Table 4.
Developing Countries: Growth of Real GDP, 1967—84"
(In percent)
Average From Preceding Year
Weights? 1967-763 1977 1978 1979 1980 1981 1982 1983 1984
Developing countries 100 6.0 5.8 5.3 4.5 34 24 1.6 1.5 3.7
Memorandum
Median growth rate 5.1 5.1 6.0 49 3.7 33 1.5 1.4 2.8
By region
Africa 12 5.0 4.3 1.4 4.2 3.7 0.9 0.1 -0.2 2.2
Asia 33 5.2 7.2 9.4 4.8 4.7 5.8 5.1 7.1 6.4
Europe 9 6.0 54 5.4 3.8 1.6 25 2.2 1.3 25
Middle East 17 9.3 6.9 1.9 1.8 -1.8 -0.7 0.3 0.6 23
Western Hemisphere 29 5.9 53 4.1 6.1 53 1.0 -1.0 -3.1 2.4
By predominant export
Fuel exporters 32 8.1 5.7 29 3.7 1.0 1.2 -0.2 -0.8 2.0
Non-fuel exporters 68 5.3 5.9 6.3 4.8 43 3.0 2.5 2.7 4.4
Primary product
exporters 49 55 5.1 3.6 4.7 4.6 1.0 0.2 -0.5 3.1
Exporters of
manufactures 42 53 6.9 9.6 4.6 38 5.2 5.1 6.6 6.2
Service and remit-
tance countries 9 4.0 7.8 6.0 57 53 3.0 31 2.0 33
Memorandum
Major borrowers 30 6.8 6.0 4.8 6.4 4.7 1.8 0.4 -1.2 3.0
Countries with recent
debt-servicing
difficulties 41 5.5 5.4 3.7 53 39 1.1 -0.1 -1.9 20

! Except where otherwise indicated, arithmetic averages of country growth rates weighted by the average U.S. dollar value of GDPs over the preceding three years.
China is excluded prior to 1978. For classification of countries in groups shown here, see Appendix 1X.
2 Weights are calculated on the basis of the average U.S. dollar value of GDPs for 1982-84.

3 Compound annual rates of change.

source of modest support. Another favorable develop-
ment has been the stabilization since 1982 of the pro-
portion of domestic income required for interest pay-
ments on foreign debt. Because of the rise in international
interest rates, as well as rapid rates of external borrow-
ing, the proportion of national income required to service
that debt had more than doubled from 1978 to 1982—
an important contractionary impulse to the income
generation process. With the easing of international
Interest rates that has taken place since 1982, this source
of contraction has abated.

Further evidence of improvement, or at least of re-
duced strain, in the developing countries in 1984 is
provided by developments in imports and investment.
Both of these (overlapping) forms of spending were
severely reduced in the early phase of the adjustment
process. For the non-fuel exporters as a group, imports
fell by 5%2 percent in volume terms in 1982 and grew
by only 1% percent on a year-over-year basis in 1983.
Similarly, investment spending in volume terms declined
in each year from 1981 to 1983. With the establishment
in 1984 of a reasonably sustainable external position for
the group as a whole (see below), export growth could
begin to be matched by an increased absorption of

imports, and imports rose by some 6 percent in volume.
Investment spending was less buoyant, but the down-
ward trend in capital formation appears to have been
halted in 1984.

Although output and demand have thus strengthened
in the developing countries in 1984, two important
qualifications must be made. First, the firming of activity
that is apparent in the aggregate statistics masks a quite
uneven distribution in the pattern of improvement. Some
large countries (notably China and India) once again
had above-average growth, but output increases in the
more numerous group of smaller countries have tended
to be below the average. Thus, the median growth rate
among developing countries was only 2.8 percent in
1984, against 3.7 percent for the corresponding weighted
average. Moreover, the acceleration in growth from 1983
to 1984 was considerably less marked on a median basis.
These general indications of the uneven distribution of
growth among countries are confirmed by an analysis
(see below) of developments among the various regional
groupings of developing countries.

Second, the improvement in economic performance
in 1984 was modest in historical perspective and does
little to recoup the declines in living standards of the
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Chart 5.

Non-Fuel Exporting Developing Countries: Selected
Demand and Output Indicators, 1978—-84"
(Changes, in percent)

1 For classification of countries, see Appendix 1X.

past several years. Growth in 1984 fell well short of
the average for 1967-76, a period that included a
major recession. Moreover, even with the recovery of
activity in 1984, per capita output last year was no
higher than it had been in 1980. Also, a larger share
of output than in 1980 had to be directed abroad to
compensate for adverse terms of trade shifts and
higher interest costs and to bring about an underlying
improvement in the current account of the balance of
payments needed to improve creditworthiness. On
average, therefore, per capita absorption declined
sharply over the four-year period. The decline in
living standards was especially marked among the
heavily indebted countries of the Western Hemisphere
where, overall, per capita absorption in 1984 was
some 20 percent below what it had been in 1980. The
African region was also hard hit, for although the
decline in per capita absorption was somewhat less
than in the Western Hemisphere, it was superimposed
on standards of living that were already well below
the average in the rest of the developing world.

The modest firming of activity in 1984 coincided
with a notable shift in the thrust of fiscal policies in
the developing countries. The most significant devel-
opment was the turnaround in the aggregate fiscal
deficit of central governments? which, after rising from
1% percent of GDP in 1980 to 5% percent in 1983,
declined to 4%2 percent in 1984. The shift in fiscal policy
appears to have been quite widespread, with the median
central government deficit declining from 6% percent of
GDP in 1983 to 5% percent in 1984. Not surprisingly,
the largest improvements in fiscal positions were among
countries that had earlier encountered debt-servicing
difficulties. Many of these countries had received finan-
cial assistance from the Fund in support of programs
aimed at a major strengthening in public sector finances.
Nevertheless, reductions in deficits were also prevalent
among countries that had avoided debt-servicing
difficulties.

In part because of these reductions in net public
sector dissaving, there was also some improvement in
the overall savings ratio of developing countries in 1984.
This ratio had tended to fall over the preceding years
as many countries had encountered difficulties in curb-
ing consumption, despite the need to curtail current
account deficits. Indeed, whereas per capita absorption
declined from 1981 to 1984, per capita consumption
changed little (in the developing countries as a group
although not in all subgroups and regions). Overall,
therefore, external adjustment appears to have been
effected, in the first instance, through sharp curtailments
in investment spending. As a proportion of GDP, in-
vestment fell from 26 percent in 1981 to 23 percent in
1984—a development which clouds longer-term growth
prospects. Fortunately, the resumption of growth and
the reductions in dissaving by central governments in
1984 have had a positive effect on aggregate savings,
thus reducing the pressure to cut investment spending,
which appears to have stabilized in real terms.

The improvement in real output in developing coun-
tries in 1984 was not matched by a comparable improve-
ment in price performance. For the group as a whole,
the weighted average rate of inflation, which had risen
from 25-27 percent in 1980-82 to 33 percent in 1983,
accelerated further to almost 38 percent in 1984 (Ta-
ble 5). However, this trend is largely attributable to
some atypical developments in a few countries. The
median rate of inflation has stabilized at about 10
percent since 1982, after having declined from 14%2
percent in 1980. It is disquieting to note, however, how
little progress has been made in further reducing infla-
tion over the past two to three years, a period during
which the corresponding rate of price increases in in-
dustrial countries was cut by more than a third.

The countries which have had the most difficulty in
bringing inflation under control are, for the most part,

2 Deficits for the public sector remain considerably greater than
those for the central government sector cited in the text. The estimates
also do not include the “monetary corrections’ that are part of some
high-inflation countries’ accounts.
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Table 5.
Developing Countries: Changes in Consumer Prices, 1967—84'
(In percent)
Average From Preceding Year
1967-76 1977 1978 1979 1980 1981 1982 1983 1984
Weighted averages?
Developing countries 13.8 24.8 18.8 21.5 27.3 26.1 24.7 33.0 37.7
By region
Africa 8.5 18.8 16.9 16.7 16.6 21.4 13.4 19.0 17.8
Sub-Saharan Africa? 9.7 28.0 22.2 26.7 26.1 30.9 19.6 30.2 18.3
Asia 9.4 7.8 4.0 8.0 13.1 10.6 6.2 6.6 6.9
Europe 9.0 15.1 19.8 259 37.9 24.0 23.8 23.2 28.0
Middle East 8.7 18.0 12.8 1.1 17.4 15.6 12.7 12.7 16.5
Western Hemisphere 245 49.9 41.9 46.5 54.0 58.6 65.5 100.5 119.8
By predominant export
Fuel exporters 9.7 18.1 12.5 11.8 15.9 16.4 18.0 25.5 20.1
Non-fuel exporters 16.2 28.0 21.4 25.7 32.2 30.6 28.0 36.9 471
Medians
Developing countries 7.8 11.3 9.8 11.5 14.5 133 10.7 9.8 10.0
By region
Africa 7.5 12.0 103 11.6 13.5 13.7 12.7 12.0 11.7
Sub-Saharan Africa? 7.6 11.9 10.5 12.4 13.8 13.6 129 12,5 125
Asia 7.1 6.2 59 7.5 13.0 12.5 7.6 8.1 8.1
Europe 7.2 1.1 9.9 14.3 16.2 15.7 19.0 13.9 135
Middle East 8.2 13.2 10.7 10.3 11.0 8.8 8.2 5.1 5.6
Western Hemisphere 9.0 11.6 10.2 14.9 18.1 14.6 9.4 8.9 11.9
By predominant export
Fuel exporters 7.9 12.0 10.5 10.0 11.8 13.3 9.7 7.7 8.0
Non-fuel exporters 7.7 10.9 9.4 12.1 15.1 13.3 109 99 10.0

¥ For classification of countries in groups shown here, see Appendix 1X.

2 Geometric averages of country indices weighted by the average U.S. dollar value of GDPs over the preceding three years.

3 Excluding Nigeria and South Africa.

those that have had severe adjustment problems and
that have encountered debt-servicing difficulties. Exter-
nal adjustment typically requires changes in the relative
price structure of the economy, changes that are effected
in part through depreciation of the exchange rate and
the reduction or elimination of subsidies. Such changes
are a source of upward pressure on the domestic price
level, which, if not counteracted through suitably restric-
tive financial policies and/or changes in indexation
mechanisms, can generate an inflationary spiral. More
generally, the accommodative financial policies that
permit these very high inflation rates to become estab-
lished may be symptomatic of more deep-seated mal-
adjustments that need to be addressed if the adjustments
already effected are to be sustainable.

Regional Developments. Perhaps because the re-
covery of output in developing countries was largely
external in origin, it was quite widespread, encom-
passing all major geographic regions and all cate-
gories of exporters (Table 4). Only in the Asian

region, however, could the rate of output growth be
termed satisfactory in historical perspective. GDP in
Asian countries grew by 6%2 percent in 1984, after
having increased by over 7 percent the previous year.
In each of the other major geographical regions, GDP
rose at between 2 and 2% percent in 1984, a notable
improvement from the previous year, but little if at all
above the rate of population growth.

The disparity in economic performance between Asian
countries and the rest of the developing world is even
more marked when output trends are viewed in a slightly
longer perspective (Chart 6). While the growth rate of
Asian countries has averaged over 6 percent per annum
for the past four years, output in the Western Hemi-
sphere is estimated to have fallen in absolute terms, and
thus to have declined even more sharply in per capita
terms. A broadly similar picture prevails in Africa and
the Middle East, where marginal gains in output have
fallen well short of the rate of population growth. In
developing countries in the European region, output
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Chart 6.

Developing Countries: Real GDP by Region, 197684
(Indices, 1976 = 100)"

' Logarithmic scale. For classification of countries, see Appendix IX.

growth has generally kept pace with population, but,
given the need to bring about an improvement in balance
of payments positions, per capita absorption has prob-
ably been declining or stagnant.

This dispersion in growth performance reflects several
factors, including differences in external positions,
creditworthiness, and access to external finance, in the
degree of price stability, and in the ability to capitalize
on the recovery in world trade. The Asian countries,
many of which have a high proportion of manufactures
in their exports, were most successful in shifting relative
prices and curbing inflation at an early stage in the
adjustment process and in restoring export expansion.
This was true not only among the export-led economies
of East and Southeast Asia but also in the larger
countries. In particular, China experienced two consec-
utive years of rapid economic growth accompanied by
stable domestic prices, as both agricultural and indus-
trial output responded to policy reforms. The Chinese
economy also became more open to foreign trade and
investment. Relatively few Asian countries had severe
debt service or external adjustment problems. As a
result, the national authorities were able to pursue
neutral or only mildly restrictive financial policies in
1984. Fiscal deficits, for instance, which were already
lower than the average of other regions, changed little
from 1983 to 1984. In combination with a 14 percent
increase in exports, these policies resulted in continued
strong growth in 1984.

The European developing countries, which are also
highly dependent on exports of manufactures, experi-
enced an equally strong recovery of exports in 1983 and
1984. However, several of these countries, handicapped
by higher debt ratios and weaker external positions than
many Asian countries, experienced difficulties in con-

trolling inflation. Their composite inflation rate accel-
erated from an already unsatisfactory 23 percent in 1983
to 28 percent in 1984. At the same time, and despite
strong exports, growth picked up only modestly to 2%2
percent, a rate no better than that achieved in 1981-82.

The region where developments contrast most with
those in Asia is the Western Hemisphere. Many coun-
tries in this region began the 1980s with very high debt
and debt service ratios and large external imbalances.
In 1981, current account deficits in the Western Hemi-
sphere region averaged 32 percent of exports of goods
and services, compared with only 11 percent for Asia.
The ensuing payments difficulties led to sharply con-
tractionary policies, including significant cutbacks in
government expenditure and investment programs, and
domestic absorption fell sharply. By 1984, the favorable
effects of exchange rate shifts, as well as of improvements
in the domestic price structure, were becoming apparent,
and with demand reviving in industrial countries, ex-
ports grew rapidly. However, since a significant part of
the growth in foreign receipts had to be devoted to a
further strengthening of the external financial position,
domestic demand remained relatively subdued. As a
result, real GDP growth was limited to an average of
2Y2 percent—not enough to increase per capita incomes,
but a significant improvement on the output declines
(averaging 3 percent) that had been recorded in 1983.
More disappointing was the deterioration in inflation
performance in a number of major countries in the
Western Hemisphere. Because of the interaction between
accommodative financial policies, exchange rate depre-
ciation, and built-in wage and cost adjustment mecha-
nisms, inflation accelerated sharply in several countries.
For the region as a whole, the median rate of inflation
rose from 9 percent in 1983 to about 12 percent in 1984,
but the weighted average rate jumped from 100 percent
to 120 percent.

Countries in the Middle East have, generally, also
experienced sluggish economic growth over the past
several years, in part because of declining oil prices and
export volumes and the hostilities that have continued
in several countries in the region. The region’s combined
export earnings declined by some 43 percent from 1980
to 1984, after having increased by nearly 100 percent
from 1978 to 1980. Although the oil exporting countries
sustained their spending and imports at a high level
during 1981-82, the continued decline in export earnings
necessitated a scaling down of their spending and im-
ports from 1983 onward. Largely reflecting weakness in
the oil sector, the combined real output of the region
had declined from 1979 to 1983 before rising by 2%
percent in 1984. However, output in the non-oil coun-
tries, as well as in the non-oil sectors of oil exporting
countries, has been rather better sustained. As for infla-
tion, it is relatively well contained in most countries in
the region. In Israel, however, price increases acceler-
ated sharply in a situation of worsening fiscal imbalance
against a background of widespread indexation.

Perhaps the most distressing aspect of output trends
in developing countries in 1984 was the continued
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weakness of economic activity in Africa. Growth in sub-
Saharan Africa was especially weak—1% percent, or
well below the region’s population growth rate. More-
over, this development follows three years of very weak
growth (1 percent per annum), so that the already low
real per capita incomes of this region in 1980 had fallen
by a further 5-10 percent by 1984. The decline in real
per capita absorption was probably even larger, since
much of the region’s increased output over the period
had to be exported in order to contain the drain on the
external position stemming from terms of trade losses,
higher debt service payments, and increased food im-
ports because of the drought that has affected much of
the continent. While the reduction in external financing
was less in Africa than elsewhere (because of the region’s
reliance on official grants and credits), the strains on
the external position of African countries were neverthe-
less substantial, as may be seen from the contraction in
imports from 1980 to 1984.

The origins of these difficulties are complex, and
partly reflect factors beyond the control of the coun-
tries concerned, such as the prolonged drought of
recent years. However, adjustment to such adverse
developments has been complicated by the region’s
poor record on exports, which, in volume terms,
increased by only 1% percent per annum over the
entire period 1967-84. This extremely low growth of
exports was again apparent in 1984, despite the rela-
tively strong growth of world trade. The low growth of
exports results in part from the commodity composition
of Africa’s trade, a composition which is to a large extent
dictated by the region’s resource endowment and stage
of development. Moreover, commodity prices have been
weak and the recovery has been slow in Africa’s tradi-
tional markets in Europe. Nevertheless, there is an
increasing realization that the financial, exchange rate,
and structural policies of governments have also played
a role, particularly in terms of distorting incentives in
the agricultural sector. Significant improvement in the
region’s growth prospects would seem to hinge on shift-
ing development strategies toward fostering agricultural
production and exports as well as persevering with the
improvements in financial policies that have taken place
since 1983. Sustained and strong economic growth will
also depend on better terms of trade and access to
foreign markets.

INTERNATIONAL TRADE AND PAYMENTS

World trade growth rebounded strongly in 1984
under the impetus of the recovery of economic activity
in industrial countries. Imports into these countries
rose by 12 percent, with growth being concentrated
in, but not limited to, the United States. As a result
of the surge in industrial country demand, the exports
of non-fuel exporting developing countries increased
by some 12 percent in volume terms. The fuel ex-
porting countries were less favored. Because of energy
conservation, interfuel substitution, and increases in
domestic energy production in the aftermath of the

oil price increases of the 1970s and early 1980s, oil
imports of industrial and oil importing developing
countries remained sluggish. Nevertheless, the fuel
exporters recorded a small rise in the volume of their
exports after four years of substantial declines (Ta-
ble 6).

Despite the buoyancy of trade, world trade prices
remained little changed in 1984. In SDR terms, the
average price of traded goods rose by 2% percent,
after having declined by 1% percent the previous year.
In dollar terms, however, prices fell for the fourth
successive year, reflecting the continued strong appre-
ciation of the U.S. dollar. Export prices for both man-
ufactures and petroleum continued to decline in dollar
terms, while other primary commodity prices were up
by about 2% percent on a year-over-year basis. As a
result, the terms of trade of non-fuel exporting devel-
oping countries improved for the second year in a row.
Added to the strong growth in export volumes, this
development permitted a significant increase in these
countries’ imports for the first time since 1980. Never-
theless, it should be recognized that the terms of trade
improvement for these countries in 1983-84 was modest
in relation to the preceding deterioration. Moreover,
non-oil primary commodity prices reached a peak in
mid-1984 and fell sharply in dollar terms thereafter.
While part of this subsequent decline was due to the
further appreciation of the U.S. dollar, prices also fell
in SDR terms.

The rebound of economic activity in the industrial
countries led to a partly cyclical shift in the global
pattern of current account balances in 1984. The indus-
trial countries, taken as a group, moved from a position
of rough balance to a deficit of $34 billion, excluding
official transfers (Table 7). This deterioration was more
than accounted for by a $58 billion deterioration in the
U.S. balance. The other industrial countries generally
experienced a strengthening in their current account
position, which was quite marked for Japan and the
smaller industrial countries taken as a group.

The continuation of recovery in the industrial coun-
tries, together with sustained adjustment efforts by de-
veloping countries, led to a further improvement in the
external position of the latter group of countries. These
countries’ combined deficit declined from $71 billion in
1983 to $44 billion in 1984. Excluding the Middle
Eastern oil exporters, the current account deficit of
developing countries, which had been $113 billion in
1981, fell to $38 billion in 1984—the lowest deficit in
relation to exports of goods and services in the past
twenty years. By 1984 this narrowing in current account
deficits, together with greater stability in the availability
of external financing, permitted the resumption of import
growth as well as a large accumulation of reserves.
Nevertheless, adjustment efforts among developing
countries were uneven and many countries’ external
positions remained precarious.

The recorded improvement in developing country
balances did not compensate fully for the recorded
deterioration in industrial country balances. As a result,
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Table 6.

World Trade, 1967-84"
(Changes, in percent)

From Preceding Year

Average
1967-76 1977 1978 1979 1980 1981 1982 1983 1984
World trade’
Volum_e 7.7 4.7 5.4 6.6 1.5 0.7 -23 2.1 8.8
Unit value (in U.S. dollar terms) 8.7 9.2 10.0 18.5 19.8 -1.2 -4.1 -44 -1.8
{(in SDR terms)* 71 8.0 2.6 14.8 18.9 9.1 2.4 -1.3 2.3
Volume of trade
Exports
Industrial countries 8.0 5.1 5.7 7.1 37 34 —-22 2.4 9.9
Developing countries 6.0 25 39 54 -2.6 —-40 -7.2 09 8.0
Fuel exporters 53 1.0 -19 2.0 -10.9 -12.6 -15.1 -5.7 25
Non-fuel exporters 6.8 4.0 9.4 9.0 9.0 7.0 1.0 6.2 12.0
Imports
Industrial countries 7.5 4.1 49 8.6 -1.7 -25 -0.8 4.2 12.2
Developing countries 8.4 9.5 7.0 49 8.3 7.3 -39 -36 2.5
Fuel exporters 15.1 133 42.. -—-43 13.0 20.5 -0.7 -129 -49
Non-fuel exporters 6.3 7.5 8.5 9.6 6.4 1.6 -55 1.5 59
Terms of trade
Industrial countries -09 -1.4 3.0 -30 -6.38 -2.1 1.8 20 -0.2
Developing countries 4.1 3.7 —-6.7 10.8 15.2 1.2 -1.7 -2.1 0.3
Fuel exporters 11.4 1.0 -9.7 26.9 40.4 8.5 -1.1 -7.5 0.1
Non-fuel exporters -0.6 6.2 —-4.1 -1.6 -5.7 -5.5 -2.2 24 0.6
Memorandum
World trade prices (in U.S.
dollar terms) for major
commodity groups®
Manufactures 7.5 8.0 14.5 139 11.1 -6.0 -20 -35 -35
Oil 21.7 9.6 0.4 459 63.5 9.9 —-4.0 -12.2 -20
Non-oil primary commodities 7.4 21.2 —-4.1 16.3 83 -152 -124 7.8 25
World trade prices (in SDR terms)*
Manufactures 6.0 6.8 6.8 10.4 10.3 38 4.7 -0.3 0.6
Oil 20.0 8.4 -64 41.4 62.3 213 2.5 -93 2.2
Non-oil primary commodities 5.8 198 -—106 12.7 7.5 -6.4 -6.4 1.4 6.9

1 For classification of countries in groups shown here, see Appendix 1X. Excludes data for China prior to 1978.
2 Compound annual rates of change.
3 Averages based on data for the two groups of countries shown separately below and on partly estimated data for other countries (mainly the U.S.S.R. and other

nonmember countries of Eastern Europe and, for years prior to 1978, China).

“ For years prior to 1970, an imputed value of US$1.00 has been assigned to the SDR.
5 As represented, respectively, by (1) the United Nations export unit value index for the manufactures of the developed countries; (2) the oil export unit values of

the oil exporting countries; and (3) the Fund’s International Financial Statistics index of market quotations for non-oil primary commodities.

the global discrepancy on current account, after having
declined from $96 billion in 1982 to $64 billion in 1983,
rose once again to some $70 billion in 1984. An inter-
national working party has been established by the Fund
to attempt to identify the principal sources of the dis-
crepancy and to make recommendations concerning
improvements in statistical techniques.

Exchange market developments during 1984 and the
early part of 1985 were dominated by the continued
strength of the U.S. dollar, although by mid-1985 the
dollar had reversed about half of the appreciation that
occurred in 1984. From December 1983 to April 1985,

the nominal effective rate of the U.S. dollar appreciated
by 17 percent (Chart 7). Over that same period, the
deutsche mark depreciated by 2 percent in nominal
effective terms, and the pound sterling by 5% percent;
the Japanese yen was little changed, on balance. The
U.S. dollar, therefore, continued to be the focus of
international attention as its value in real effective terms
reached levels some 30 to 45 percent above its value for
the first decade of generalized floating, despite the rapid
deterioration in the U.S. current account. These devel-
opments, and the factors contributing to them, are
discussed in Chapter 2.
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Table 7.

Summary of Payments Balances on Current Account, 1977-84"
(in billions of U.S. dollars)

1977 1978 1979 1980 1981 1982 1983 1984
Industrial countries —-24 319 ~5.6 -38.8 3.1 1.2 2.2 —-34.2
Canada —4.1 -4.0 —4.2 -1.2 —54 19 1.3 1.7
United States -11.7 -12.3 2.6 6.6 10.7 -38 —-355 -93.4
Japan 11.3 17.0 -79 -95 6.2 8.1 222 36.4
France 1.0 8.5 6.9 -25 -2.8 -95 -23 1.8
Cermany, Fed. Rep. of 8.5 13.4 0.1 —-8.3 0.8 10.2 10.0 13.1
Italy 3.1 79 6.4 -9.5 -7.5 -49 1.0 -3.0
United Kingdom 2.0 5.5 33 12.3 17.5 11.8 6.9 3.2
Other industrial countries -12.5 -4.0 ~-128 —-26.7 —-16.4 -12.7 -1.3 59
Developing countries -0.1 -36.2 0.2 22.6 -56.3 -99.6 -70.5 -43.9
By region
Africa -10.4 -15.4 —-6.6 —-5.3 —-25.2 —24.4 -15.5 -109
Asia -0.9 -89 -15.2 —-21.8 —234 -19.8 -16.3 -79
Europe -9.0 —=7.1 -9.9 -12.5 -10.5 -6.7 -53 -33
Middle East 31.8 145 53.7 91.6 45.8 -6.5 -21.7 —-16.3
Western Hemisphere -11.6 —-19.4 -21.7 -293 —43.1 -42.1 -11.7 -55
By analytical criteria
Fuel exporters 25.0 -0.7 54.0 100.1 347 —-234 —-17.0 —-5.7
Non-fuel exporters —25.1 —-35.5 -53.8 -77.5 -91.0 -76.2 —-53.6 —-38.2
Market borrowers —-19.5 -32.8 —-30.3 -35.6 -72.2 -736 -29.8 —-8.4
Official borrowers —-8.4 -11.5 -129 -169 —-19.3 -18.0 -15.4 -16.8
Other countries? -6.9 -35 -2.1 -3.0 -2.8 2.6 49 6.7
Total® -9.5 -7.8 -7.6 -19.1 —-56.0 —95.8 -63.5 -71.4

! On goods, services, and private transfers. For classification of countries in groups shown here, see Appendix 1X.
2 Covers estimated balances on current account transactions only in convertible currencies of the U.S.S.R. and other nonmember countries of Eastern Europe.
3 Reflects errors, omissions, and asymmetries in reported balance of payments statistics on current account, plus balance of listed groups with countries not

included.

INDUSTRIAL COUNTRIES

The major balance of payments developments in
industrial countries during 1984 and the first part of
1985 were the increases in the current account deficit
of the United States and in the surplus of Japan
(Chart 8). The U.S. current account had been in
approximate balance or a small surplus from 1979
through 1981, before shifting into deficit in 1982; the
deficit then increased to more than $100 billion (about
2% percent of GNP) in 1984.3 Data on merchandise
trade for the first quarter of 1985 suggest that the deficit
may have widened still further in that period. In Japan,
the current account surplus rose from $7 billion in 1982
to $21 billion in 1983 and to $35 billion in 1984.

The emergence of a large deficit in the U.S. current
account has been associated with the relatively rapid
growth of demand in the United States. Growth of real

3 The current account figures discussed in this section include
official transfers; the general pattern of developments is quite similar
for balances excluding these transfers.

domestic demand from 1982 to 1984 was almost twice
as rapid (at 14 percent) in the United States as in any
other major industrial country. However, and at least
equally important, the United States has also suffered a
sharp loss of export market shares in recent years (about
a fourth from 1980 to 1984) and a significant inctease
in import penetration in domestic markets (about a fifth
over these four years, measured as the ratio of import
volume to real GNP). These developments are attrib-
utable primarily to the effects on U.S. competitiveness
of the very large appreciation of the U.S. dollar since
1980.

The sharp increase in the Japanese surplus is attrib-
utable in large measure to the responsiveness of Japanese
exports to the growth in demand abroad, especially in
the ‘United States, and, to a lesser extent, developments
in primary commodity prices, including oil, over the
past few years. Japanese imports actually increased by
11 percent in volume in 1984, but exports rose by even
more (16 percent). Because Japanese industry has been
substantially restructured toward high-technology prod-
ucts, Japan was particularly well placed to expand its
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Chart 7.

Major Industrial Countries: Indices of Monthly Average U.S. Dollar and Effective Exchange Rates,
1980—April 1985
(Average value for 1974-83 = 100)
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Chart 8.
Major Industrial Countries: Payments Balances on
Current Account, Including Official Transfers,

1980—First Quarter 1985
(In percent of GNP)'

'Based on seasonally adjusted data.
2Data not available at time of publication.

exports In spite of growing pressure from some other
industrial countries to limit voluntarily shipments of
some products.

With very limited recourse to exchange market inter-
vention, the large shifts in current account balances for
Japan and the United States were associated with op-
posing movements of similar magnitude in private cap-
ital flows. For Japan, the shift was primarily in terms of
long-term instruments, as Japanese residents bought
larger quantities of foreign securities while nonresidents’
net purchases of Japanese securities declined. The major
shift in the U.S. accounts was a reduction in the rate of
net acquisition of foreign assets by U.S. residents, from
an outflow of $108 billion in 1982 to one of $12%2 billion
in 1984.

The Federal Republic of Germany recorded only a
small increase in its current account surplus in 1984, in
spite of a number of favorable developments. Export
volumes increased strongly, reflecting rapid growth in
export markets, gains in competitiveness, and a favor-
able commodity composition of German exports. At the
same time, imports were restrained by the continued
slow growth of demand in Germany relative to the
average of industrial countries. On the other hand, the
continued depreciation of the deutsche mark during 1984
resulted in a deterioration in the terms of trade that
limited the increase in the current account surplus. Also,
export growth was held back during the first half of
1984 by the strike of metalworkers.

The deficit in the French current account balance fell
from $12 billion in 1982 to $4"2 billion in 1983 and then
to nearly zero in 1984. The major source of this reduction
was the implementation of policies restraining the growth
of domestic demand in France at a time when demand
growth was accelerating abroad. Real total domestic
demand in France declined slightly from 1982 to 1984,
compared with aggregate growth of more than 8 percent
for the other industrial countries. France also has gained
competitiveness over the past four years, especially vis-
a-vis the United States and Canada; the real bilateral
exchange rates against Germany and the other member
countries of the European Monetary System have been
broadly stable.

Italy’s current account slipped back into deficit in
1984, reversing a substantial portion of the gain achieved
in the previous year. The major source of this reversal
was the resumption of growth in domestic demand,
which was considerably more rapid than in the other
large countries of continental Europe. In addition, al-
though Italy has gained competitiveness relative to the
North American countries during the past few years,
inflation differentials have led to an erosion of competi-
tiveness in relation to its major European trading
partners.

The United Kingdom also experienced a deterioration
in its current external position, as the $3%2 billion current
account surplus of 1983 largely disappeared in 1984. A
large part of this shift could be attributed to the effects
of the year-long strike by coal miners. At the same time,
while the trend toward declining market shares in non-
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oil exports appears to have been arrested, non-oil im-
ports were stimulated by a relatively buoyant growth in
domestic demand. It would appear that, despite sub-
stantial competitiveness gains in the past four years, the
external position of the United Kingdom is continuing
to suffer from the earlier (and even larger) decline in
external competitiveness.

Canada has experienced a weakening of competitive-
ness vis-a-vis European countries and Japan on a scale
similar to that of the United States during the past four
years. However, because of the large share of Canadian
trade with the United States, the real effective appreci-
ation of the Canadian dollar has been fairly modest.
Furthermore, growth of domestic demand in Canada
has been below the average for its major trading partners
for the past three years, reflecting the relatively severe
recession in Canada. Consequently, Canada’s trade per-
formance has been strong, and the current account
balance has shown a small surplus in each of the past
three years.

The combined current account balance of the smaller
industrial countries strengthened by $7 billion in 1984
and showed a surplus for the first time since 1973. The
largest improvement in this group was recorded by
Spain, where the current account balance shifted from
a $2V; billion deficit in 1983 to a $2 billion surplus in
1984. This improvement reflected a decline in real
domestic demand, at a time when foreign demand was
accelerating, as well as a lagged response to the 20
percent depreciation in the real effective exchange rate
(measured on the basis of consumer prices) over the
previous four years. Finland, Norway, and Sweden also
showed significant improvements, ranging from 12 per-
cent to over 2 percent of GNP, reflecting partly the
earlier depreciation of their real effective exchange rates.
Sweden shifted from a deficit in 1983 to a surplus in
1984, while Finland moved into balance; the Norwegian
surplus rose from 3% percent to about 6 percent of
GNP. The largest deterioration in the current balance
was that of New Zealand, where the deficit increased
from 44 percent to nearly 7 percent of GNP.

DEVELOPING COUNTRIES

Developing countries made further progress in 1984
in their efforts to reduce imbalances in their external
accounts. Export growth was the driving force behind
the adjustment in 1984, as many developing countries
took advantage of the opportunities afforded by the
strong growth of demand in the United States. Export
expansion was sufficient to reduce the current account
deficit and to finance a modest growth of imports, the
first time the latter had shown an increase since 1981.

For the group of developing countries excluding
those for which comprehensive statistics of external
debt are either not available or whose debt is small
in relation to external assets (i.e., all developing
countries except the eight major oil exporters in the
Middle East), the reduction in the current account
deficit was approximately matched by lower borrow-

ing from market sources. This led to a considerable
deceleration in the rate of growth of debt. The debt/
export ratio fell for the first time in several years, and
the maturity structure of the debt was improved,
mainly through continuing large rescheduling opera-
tions. Other encouraging financial developments in-
cluded a reduction in capital flight, the rebuilding of
official reserves (by a record $22 billion), and reduc-
tions in payments arrears.

Current Account Developments. Strenuous ad-
justment efforts, together with an improved external
environment, resulted in a further substantial narrow-
ing in the combined current account deficit of devel-
oping countries. This deficit, which had been approx-
imately $100 billion in 1982, fell to $44 billion in
1984, approximately 6% percent of exports of goods
and services (Table 7).

The aggregate picture, however, masks divergent
trends in different groups of developing countries,
particularly between those that are and are not heav-
ily dependent on exports of oil (Chart 9). Fuel ex-
porting countries were in surplus on their current
account during 1979-81, but slipped into deficit there-
after. Initially, the accumulated surpluses of carlier
years enabled them to adopt a more gradual approach
to adjustment, but continued declines in export vol-
umes and prices eventually prompted a sharp cutback
in imports which arrested the decline in their current
account position. Among the non-fuel exporting coun-
tries, 1984 represents the third year in which the need
for adjustment dominated economic management of
many countries in the group. These countries did not
have the cushion of several years of sustained current
account surpluses and had been obliged to adjust at
an earlier stage than the fuel exporters. Their aggre-
gate deficit declined from $91 billion in 1981 (equiv-
alent to 23 percent of exports of goods and services)
to only $38 billion in 1984 (9 percent of exports of
goods and services).

The nature of the current account improvement
taking place in developing countries has changed over
time as export growth has replaced import cuts as
the driving force behind adjustment. In the period
1981-83, adjustment took the form of import compres-
sion rather than export growth in four of the five
geographical regions. However, the relative contri-
butions were reversed in 1984. Export expansion was
the dominant force in adjustment in 1984 in Asia,
Europe, and the Western Hemisphere; in Africa,
export growth also picked up, although by a lesser
amount and from a lower base; and only in the
Middle East did import compression continue to lead
adjustment. The Middle East is exceptional because
most of the major oil exporters in the region had to
rely on import compression, given the limited scope
for alternative means of adjustment; excluding these
major oil producers, the Middle East followed a
similar pattern to other regions.

The recovery in industrial countries helped devel-
oping countries in a number of respects. Increased
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Chart 9.

Developing Countries: Current Account Balances,
1980-84"

(In percent of exports of goods and services)

' For classification of countries, see Appendix 1X.

demand boosted export opportunities for developing
countries. The growth of export volumes among the
non-fuel exporting countries, after dropping to near
stagnation in 1982, accelerated rapidly thereafter and
reached 12 percent in 1984, almost double the long-
run average. Recovery also assisted the fuel exporting
countries: the rate of decline of the latter’s export
volume diminished in 1983, and a modest increase in
export volume was achieved in 1984, the first growth
since 1979.

Strengthening economic activity also had a signifi-
cant impact on the prices of non-oil primary com-
modities. After having declined by some 25 percent
in U.S. dollars in 1981-82, the index of these prices
increased by a cumulative 10% percent in 1983-84.
Price increases were unevenly distributed across com-
modities, however (Chart 10). Prices for tropical bev-
erage crops, agricultural raw materials, and food grew
strongly during 1983, then leveled off in the first half of
1984 and declined significantly thereafter. The index of
metals prices experienced only a brief and limited re-
covery in early 1983, then resumed its earlier decline;
by the end of 1984 metals prices were 5 percent lower
than at the trough of the recession. Producers of copper,

iron ore, and tin were most affected. Their prices weak-
ened for a number of reasons, including excess capacity
and high levels of stocks at the end of 1982, substitution
of other materials for metals by consumers, and a shift
in supply toward low-cost producers.

Shifts in commodity prices were an important con-
tributory factor in terms of trade movements during
1983-84. On a year-over-year basis, the terms of trade
of the non-fuel exporting countries improved by 2%
percent in 1983 and by %2 of 1 percent in 1984, the first
improvements since 1977. Nevertheless, these countries’
terms of trade in 1984 were 15 percent worse than they
had been in 1977. The terms of trade of fuel exporting
countries were stable in 1984, after having deteriorated
in 1982-83; the cumulative improvement from 1977 to
1984 was about 60 percent.

Falling nominal interest rates also provided a more
favorable environment for the developing countries’ ad-
justment efforts. While the London interbank offered
rate (LIBOR) firmed somewhat in 1984, it was never-
theless over 4 percentage points below the average for
1981-82.

Chart 10.

Developing Countries: Non-Oil Primary Commodity
Prices, 1980—Second Quarter 1985’
(Indices, expressed in terms of U.S. dollars, 1980 = 100)

1 For classification of countries, see Appendix 1X.
* Nominal commodity prices deflated by the UN index of prices of manufac-
tured exports of developed countries.
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The U.S. recovery was of fundamental importance to
countries seeking export-led adjustment, as can be seen
from Chart 11. U.S. imports from Asian and European
developing countries increased by some 80 percent be-
tween 1980 and 1984, with the growth being concen-
trated in 1983-84. In contrast, other industrial countries’
imports from these regions were comparatively flat. The
pattern was the same, though growth was more muted,
for the Western Hemisphere. The opposite pattern of
falling and relatively weaker exports to the United States
applied to Africa and the Middle East. These develop-
ments were, however, due wholly to the weak exports to
the United States of the fuel exporting countries in these
two regions.

While the U.S. economic recovery offered the oppor-
tunity for export-led adjustment in many developing
countries, it did so in an uneven manner (Chart 11),
largely reflecting the commodity composition of U.S.
import growth. Exporters of manufactures achieved re-
markable success, as U.S. imports from them doubled
between 1980 and 1984; exporters of agricultural pri-
mary commodities also benefited substantially from a

Chart 11.

Industrial Countries: Imports from Developing
Countries, 1980—84"
(Indices, in terms of U.S. dollars, 1980 = 100)

! For classification of countries, see Appendix I1X.

40 percent rise in U.S. imports. However, U.S. imports
from fuel exporters fell by one third between 1980 and
1984, and by one tenth from both mineral exporters and
from countries that rely mainly on service exports or on
remittances. The groups that did not benefit directly
from the U.S. recovery had to continue to rely on import
cuts to bring about their adjustment. Some fuel export-
ing countries, in particular, continued to be in this
position.

The domestic aspects of adjustment were also impor-
tant. Developing countries laid the basis for external
adjustment by adopting measures to curb domestic
demand, to boost savings, and to improve resource
allocation (including the adoption of more market-
oriented policies on interest rates and exchange rates).
Measures of demand restraint tend to take effect more
quickly than those that enhance supply; hence the initial
phase of adjustment was characterized more by import
cuts than by export growth. However, supply-side ad-
justment policies have improved the developing coun-
tries’ ability to take advantage of the recovery in world
demand, and this too has contributed to the growing
relative importance of export expansion in current ac-
count adjustment.

One measure of the success of the supply-side policies
was the change in the developing countries’ share in the
imports of industrial countries: Asia’s share increased
by 2.6 percentage points between 1980 and 1984, West-
ern Hemisphere’s share by 1 percentage point, and
Europe’s by Y4 of 1 percentage point; the Middle East
(excluding the major oil exporters) retained its market
share, but Africa’s share (excluding Algeria and Nigeria)
dropped back by Y2 of 1 percentage point.

Finance and Debt. The developing countries’ bor-
rowing from market sources, net of amortization, had
reached a peak of some $84 billion in 1981 before
declining sharply from mid-1982 onward (Table 8).
Although long-term borrowing from official creditors
and non-debt-creating capital flows continued at a
relatively stable level (about $50 billion annually),
the initial decline in commercial lending precipitated,
for countries which were suffering from fundamental
balance of payments weaknesses, a severe financial
crisis, leading to arrears, debt rescheduling, heavy
use of Fund credit, and a substantial drawdown of
reserves. As the current account position of indebted
countries strengthened, however, the financing situa-
tion became less acute. While rescheduling continued
to be necessary on a large scale in 1984, recourse to
Fund credit diminished, outstanding arrears declined,
and developing countries added a record $22 billion
to their reserve holdings.

The decline in the developing countries’ net bor-
rowing from market sources was the most dramatic
financial development in 1981-84. It was initiated by
a perception on the part of creditors that borrowing
countries would experience extreme difficulty in serv-
icing their external obligations if the current account
deficits that had emerged in 1980-81 remained at
existing levels. As a result, the supply of new com-
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Table 8.

Developing Countries: Current Account Financing, 1978-84"
(In billions of U.S. dollars)

1978 1979 1980 1981 1982 1983 1984
Current account deficit 57 62 77 113 103 59 38
Use of reserves —14 —-22 —-18 2 14 -10 —-22
Capital outflows -10 -1 -27 -37 -38 -20 -9
Asset transactions, net -5 -8 -8 -17 -13 -8 -6
Errors and omissions? -5 -3 -19 -20 -25 —-11 —4
Non-debt-creating flows? 18 25 24 28 29 23 23
Net external borrowing 63 70 98 120 98 66 47
Long-term borrowing from official creditors* 16 18 24 27 30 29 30
Other financing flows, net 46 52 74 93 67 36 17
Reserve-related transactions 2 -1 4 9 19 17 4
Liabilities constituting foreign
authorities’ reserves 1 -1 2 1 1 -1 —
Use of Fund credit — — 2 6 7 1 5
Arrears 1 — 1 2 11 8 -1
Other net external borrowing? 45 52 70 84 48 19 14
Long-term 35 43 39 61 35 36 25
Short-term 10 10 30 23 13 -17 -11

1 Excluding the eight major oil exporters in the Middle East. See Appendix IX.

2 Positioned here on the presumption that this reflects primarily unrecorded capital outflows.

3 Official transfers, direct investment, SDR allocations, gold monetization, and valuation adjustments.
4 Publicly guaranteed by the recipient.

5 Mainly from banks and other private creditors.

mitments to borrowing countries from commercial
sources virtually dried up. Countries that relied pre-
dominantly on market sources for financing their
external position (the market borrowers) borrowed
$125 billion (net) from banks and other private cred-
itors in 1981-82, but only $20 billion in 1983-84.
Indeed, the market borrowers’ financing situation was
even tighter than these figures suggest. They secured
net inflows from private creditors in 1983-84 only as
a result of obtaining some $23-24 billion in concerted
lending packages related to debt restructuring.

The sharp contraction in new lending to the market
borrowers, as well as the capital flight that occurred
in many of these countries, led to widespread debt-
servicing difficulties. Where such difficulties were
encountered, they often reflected more fundamental
problems than merely the reduced availability of new
lending. Inadequate adjustment policies in response
to adverse shifts in the external environment had led
to growing price distortions and fiscal imbalances in
the years before 1982. These distortions had ham-
pered the process of payments adjustment and had
permitted growing current account deficits and a
rapid buildup of external debt. Countries which had
to interrupt normal debt servicing at some time
during 1981-84 had current account deficits averag-
ing one third of export earnings in 1981, despite their
already high debt and debt service ratios (Table 9).
In contrast, the market borrowers that avoided debt-
servicing problems had considerably lower current
account deficits and debt service ratios.

There is a marked contrast between the instability
in recent developments in the external financing of
market borrowers and the relative stability of the
external financing of the countries that borrow mainly
from official creditors (the official borrowers). The
capital inflows of the latter group are less vulnerable
to changing perceptions of creditworthiness, based as
they are predominantly on long-term borrowing from
official creditors and non-debt-creating flows (mainly
official transfers and direct investment). These fi-
nancing considerations largely explain why the official

Table 9.

Developing Countries: Debt, Debt Service,
and Current Account Deficits of Market Borrowers,
1981-84"

(In percent of exports of goods and services)

Market Borrowers

with Recent Debt- Other
Servicing Problems Market Borrowers
Change Change
1981 1984 198184 1981 1984 1981-84
Debt 194 264 70 65 78 13
Debt service 38 40 2 12 14 2

Current account
deficit 30 2 —28 10 2 -8

! For classification of countries, see Appendix IX.
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borrowers’ current account adjustment could be less
than that of the market borrowers. For the official
borrowers as a group, current account deficits de-
clined only from 50 percent of exports of goods and
services in 1981 to 46 percent in 1984 (Table 10).

The adjustment efforts of developing countries en-
compassed improvements in the capital as well as in
the current account. Indeed, capital outflows—mostly
capital flight—{fell by a proportionally greater amount
than the current account deficit between 1981 and
1984. The stemming of capital outflows, from $37
billion in 1981 to $9 billion in 1984 (Table 8), was
largely attributable to improvements in financial and
exchange rate policies in indebted countries.

By 1984, the reduced level of capital outflows,
together with improvements in the current account
and a stabilization in capital inflows, created the
opportunity for reduced reliance on exceptional fi-
nancing and for a rebuilding of official reserves. The
use of Fund credit fell by halfin 1984, arrears declined
slightly, and a further $22 billion was added to
reserves (Table 8).

Increases in reserves had become a matter of prior-
ity in many countries by 1983-84. The median reserve
level of developing countries (other than the eight
major oil exporting countries in the Middle East) had
been run down to only five weeks’ imports at the end
of 1982, against a median level of over two months’
imports in the late 1970s. Despite the recent record
increase in reserves, the median stock of these coun-
tries’ reserves was still equivalent to only six weeks’

imports at the end of 1984. The situation was partic-
ularly precarious for countries in sub-Saharan Africa:
their total stock of reserves was only $3 billion at the
end of 1984, with a median level at only three weeks’
imports. This is an extremely low level, and helps to
explain why these countries are vulnerable to liquidity
problems as a result of any adverse change in their
circumstances.

Table 10 also illustrates regional diversities in the
change in developing countries’ financing patterns.
The deepest cut in financing requirements was made
by the Western Hemisphere, reflecting both the large
number of market borrowers with recent debt-serv-
icing problems in the region and the capital flight to
which many countries in the region had been subject.
Reductions in the financing requirements of Asia,
Africa, and Europe also reflect the policies of market
borrowers in those regions. In the context of policies
designed to restore creditworthiness, it is notable that
Western Hemisphere and African countries tempered
the reduction in their financing requirements by bor-
rowing to increase their reserves.

The rate of growth of developing countries’ external
debt, expressed in U.S. dollars, slowed dramatically
in the early 1980s, from 18 percent annually in 1980—
81 to 5% percent annually in 1983-84. The deceleration
was the result of the reduction in the developing coun-
tries’ overall external financing requirement, of the effect
of exchange rate changes on the dollar value of outstand-
ing debt denominated in other currencies, and of the
increasing importance of the non-debt-creating flows

Table 10.
Developing Countries: Changes in Current Account Financing, from 1981 to 1984"

(In billions of U.S. dollars,

except where otherwise noted)

Changes in Financing Requirement

Changes in Financing Flow

Memorandum
Of which Of which Item
Long-term Change in
Current Capital Accumulation Non-debt- borrowing current
account out- of creating from official Other account
Total deficit flow? reserves Total flows? creditors*  borrowing® deficits
Developing countries =79 ~75 -28 24 -79 -5 2 -76 -14.1
Of which,
Market borrowers =71 — 64 —~28 21 =71 —4 3 -70 -16.5
Official borrowers” -4 -3 — -1 -4 -2 — -2 -3.8
By region
Africa -8 - 14 -1 7 -8 1 -1 -8 -13.5
Asia -13 —-16 -1 4 -13 -2 — -10 -7.8
Europe —4 -7 — 3 -4 1 — —4 -11.8
Non-oil Middle
East’ -3 — -1 -2 -3 -1 1 -2 -03
Western Hemisphere ~52 —-38 —-26 12 -52 -3 3 =51 -275

' Excluding the eight major oil exporters in the Middle East. See Appendix IX.
2 Asset transactions, net, plus recorded errors and omissions (on the presumption that the latter reflects primarily unrecorded capital outflows).
3 Official transfers, net direct investment, SDR allocations, valuation adjustments, and gold monetization.

4 Publicly guaranteed by the recipient.

5 Mainly borrowing from market sources but also includes use of reserve-related assets.

6 As percent of exports of goods and services.
7 Excludes China and India.

23

©lInternational Monetary Fund. Not for Redistribution



ANNUAL REPORT, 1985

relative to the current account deficit. Although non-
debt-creating flows fell by some $5 billion from 1981 to
1984, their contribution to financing the current account
deficit rose from about one fourth to almost two thirds.

While the appreciation of the U.S. dollar tended to
retard the growth of debt expressed in dollars, on
balance it seems likely that the appreciation of the dollar
adversely affected the debt-servicing capacity of the
indebted countries. The dollar’s appreciation reduced
the dollar value of debt by about 11 percent between
1980 and 1984, but it probably affected export prices in
terms of dollars to an even greater extent. Thus, the
exchange rate movement of 1980-84 would have tended,
other things being equal, to increase the debt/export
ratio of most developing countries.

Developing countries’ debt/export ratios fell from 158
percent in 1983 to 151 percent in 1984, despite the
adverse impact of the dollar’s appreciation. This was
the first reduction in the debt ratio since 1980. However,
the overall debt ratio remains very high in historical
perspective. Moreover, debt ratios are highly unequal
across regions: the Western Hemisphere’s ratio was
extraordinarily high at 280 percent in 1984; the non-oil
Middle East and Africa also recorded high ratios, 176
percent and 162 percent, respectively, both of which
increased in 1984; however, Europe (127 percent) and
Asia (86 percent) achieved reductions in 1984 in their
already relatively low ratios.

Adjustment policies in 1982-84 were combined with
efforts to improve the maturity structure of debt. In-
debted countries reduced their short-term debt from
$155 billion at the end of 1982 to $126 billion at the end
of 1984. At 15% percent of total debt in 1984, short-
term debt was considerably below the 20% percent
average during 1980-82. The reduction in short-term
debt was more than accounted for by countries in the
Western Hemisphere, whose short-term debt fell by $31
billion during 1982-84.

The refinancing of long-term debt falling due also
presented problems of debt management. The greater
part of maturing long-term debt, over $90 billion, was
refinanced on a voluntary basis. However, the enormous
liquidity pressures on some countries resulted in an
unprecedented amount of amortization payments falling
due in 1983-84, about $40 billion, being restructured in
formal multilateral arrangements. In this connection, a
potentially stabilizing influence was the introduction of
multiyear debt rescheduling arrangements. In 1984 such
multiyear arrangements were agreed in principle for the
bank debt of a limited number of countries, while in
early 1985, a similar arrangement covering debt to
official creditors was negotiated in the case of one
country.

Debt service ratios fell as a result of a combination
of rescheduling agreements, lower nominal interest
rates on variable interest rate debt, and strong export
growth in 1984. The developing countries’ debt serv-
ice ratio fell from 24% percent in 1982 to about 22%
percent in 1983-84. In judging the ongoing costs of
servicing a given volume of debt, it is also of significance

to consider the ratio of interest payments to exports.
This ratio fell from 14%4 percent in 1982 to 13 percent
in 1984, but remained high in comparison with the
immediate past. The interest payments ratio was less
than 6 percent in 1977.

The overall decline in the debt service ratio over the
past two years masks disparate regional trends. Africa’s
debt service ratio increased by 7Y2 percentage points
between 1982 and 1984, to reach 28Y%4 percent. The ratio
would have been even higher were it not for rescheduling
arrangements involving a number of African countries.
European and non-oil Middle Eastern debt service ratios
also increased, albeit by lesser amounts, and are now
slightly above the indebted countries’ average, at 26Y4
percent and 24% percent, respectively. Asia’s ratio fell
back to under 11 percent in 1984, the lowest ratio for
any region. The major change was in the Western
Hemisphere: the average debt service ratio of countries
in the region declined from 51% percent in 1982 to 39%2
percent in 1984. This was mainly attributable to a near
halving of the amortization/export ratio owing to re-
schedulings, but falling interest rates and increasing
exports also brought some relief. Nevertheless, the re-
gion’s debt service ratio remained almost twice the
indebted country average, and will rise over the short-
term as current rescheduling arrangements expire and
previously rescheduled debt falls due for repayment.

It is also a cause for concern that many low-income
countries, and other countries unable to attract com-
mercial loans, are encountering debt-servicing problems.
Countries that borrow mainly from official creditors
generally obtain their finance more cheaply than market
borrowers. But their debts are now so large that their
debt service ratios are at high levels, despite the below-
market-rate payment terms. Official borrowers in Asia
(excluding China and India) recorded a debt/export
ratio of 382 percent in 1984, and African official borrow-
ers a ratio of 333 percent. These resulted in debt service
ratios of 21 percent and 26 percent for the Asian and
African official borrowers, respectively. Some countries
were unable to service these debts and, as a result of
rescheduling, jeopardized their access to new trade
credits. These countries, just as much as the market
borrowers who have attracted the world’s attention
during 1982-84, face severe financial constraints.

POLICY ISSUES

Although the overall pace of economic recovery
accelerated in the industrial countries during 1984
and its benefits spread increasingly to developing
countries, the problems faced by the authorities of
both groups remained difficult and complex. Largely
because of the uneven progress of the recovery and
the divergent positions in which individual countries
emerged from the economic and financial disturb-
ances of earlier years, a feature of the economic
situation in 1984 was an exceptional diversity in the
policy issues confronting individual countries.
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In the industrial countries, this diversity reflected
problems of policy implementation, rather than dif-
ferences in basic strategy. Virtually all countries in
the industrial group have espoused a medium-term
strategy of restoring price stability and sustainable
growth. However, differences in emphasis and in
structural characteristics have resulted in continuing
divergences in rates of inflation, widely contrasting
balances on external current account, divergent fiscal
developments, and sharply differing labor market
trends.

Among developing countries, the current diversity
of policy issues reflects, first and foremost, substantial
differences in the timing and effectiveness of adjust-
ment programs adopted to deal with the global reces-
sion and their external debt burden. Generally speak-
ing, countries whose authorities reacted early and
firmly to the weakening in their external position in
198082 were in a better position to take advantage
of the upswing in world markets that began in 1983.
On the other hand, countries that were late in imple-
menting corrective policies have experienced sharper
and more disruptive adjustments. Other major differ-
entiating influences on the nature of policy problems
faced by individual developing countries have arisen
from the commodity composition of their trade and
the source of their external financing, as well as from
large differences in prevailing rates of inflation and
in degrees of indebtedness.

Maintenance of Growth in the Industrial Coun-
tries. The key elements of the medium-term strategy
supported by most of the industrial countries have
been the restoration of financial stability and the
improvement of incentives for investment and pro-
ductive activity. It has been agreed that these objec-
tives could best be pursued through gradual slowing
of growth in monetary aggregates, curbing govern-
ment expenditures and deficits, and modification of
regulations or taxes that act as deterrents to invest-
ment or expansion of employment. The area in which
policy implementation has come closest to meeting
the authorities’ goals has been that of monetary
policy. The pace of inflation has subsided throughout
the industrial world, although considerable further
progress is still needed in some countries. In other
respects, however, much remains to be done to im-
prove the implementation of the overall policy strat-
egy. Government expenditures and fiscal deficits have
exceeded targets and thus need to be curbed in a
number of countries. In some countries, structural
rigidities need to be corrected in order to bring policy
into conformity with the medium-term design.

In the United States, where by far the greatest
gains in domestic investment and employment were
achieved during 1983 and 1984, the main problem
has been to accomplish a smooth transition from the
rapid cyclical rebound of the early recovery period to
steady growth with a sustainable balance in the
composition of demand. During 1984 and early 1985,
this transition appeared to be jeopardized by two

major and related imbalances in the U.S. economy:
the fiscal deficit of the Federal Government and the
deficit in the current account of the balance of pay-
ments. The former, while stimulating demand and
output in the short run, threatened, if not corrected,
to crowd out the productive investment in the private
sector that is needed to underpin longer-term growth.
Meanwhile, its impact on the savings-investment bal-
ance in the U.S. economy was an element, among
other factors, in the deterioration of the U.S. current
account balance. The growing shift of U.S. demand
from domestic to foreign sources of supply, in turn,
further dampened the expansion of domestic invest-
ment and tended to stimulate protectionist pressures.

Firm action to deal with the deficit of the U.S.
Federal Government, for example through implemen-
tation of the expenditure cuts envisaged by the au-
thorities, would make a crucial contribution to sus-
taining the expansion of U.S. output and employment
over the medium term. Lower government borrowing
requirements could pave the way for a sustained
reduction in interest rates, and contribute to an
orderly reduction in the exchange rate of the U.S.
dollar. For the longer term, a more productive use of
national saving and a better competitive position in
world trade would greatly enhance the prospect of
durable expansion of U.S. economic aetivity, and at
the same time diminish pressures for protectionist
trade policies.

In most of the European industrial countries, cur-
rent policy problems are rather different from those
in the United States. Generally speaking, the Euro-
pean countries have made greater progress in redress-
ing fiscal imbalances, but much less progress toward
recovery from the recession of the early 1980s. Al-
though unemployment is a major problem in most
countries of the area, the medium-term viability of
attempting to reduce it by expansionary demand-
management policies is in doubt. The reluctance of
private sector employers to increase their demand for
labor on a long-term basis appears to derive from
more fundamental factors than a shortage of final
demand. The best prospect for a substantial reduction
of unemployment in these countries thus lies in struc-
tural adjustments and institutional reforms designed
to introduce greater flexibility into factor and product
markets. These means of encouraging investment and
expansion of employment opportunities do not offer
the likelihood of dramatic advances in the immediate
future, but should facilitate solid and lasting gains
over the medium term. The reduction of structural
weaknesses in European economies would enhance
incentives for capital formation in these countries and
thus contribute to bringing about a more sustainable
pattern of international capital flows and exchange
rates.

A particular requirement to enhance prospects for
durable improvement in labor market conditions is
the removal of rigidities that enable wage costs to be
maintained at an unduly high level. Meeting this
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requirement calls not only for alteration of unrealistic
indexation arrangements and general moderation of
wage demands by organized employees (as well as
resistance by employers to excessive demands) but
also for the limitation of a variety of incidental costs
of employment not necessarily reflected in wages
received by workers. It appears that a number of
practices or regulatory requirements initially adopted
(in an economic environment radically different from
the current one) to provide security for employed
persons are now operating, perversely, to deny jobs
to the unemployed. Critical re-examination of existing
minimum wage regulations and employment-based
taxes may also be in order where high wage costs are
giving undue encouragement to economies in the use
of labor.

The economic recovery in Japan, although appre-
ciably stronger than that in Europe, was even more
dependent on external demand in its early stages.
The substantial increase in the current account sur-
plus of Japan since 1982 is a symptom of strains in
the international economy. The increase in this sur-
plus was associated with excess savings relative to
investment in Japan. While the factors resulting in
this particular savings and investment balance are
complex, both external and internal developments
have been important. One such development has been
the unusually rapid growth of domestic demand in
the United States, and the associated strong appre-
ciation of the U.S. dollar. Another has been the very
high level of international interest rates, which have
spurred substantial long-term private capital outflows
from Japan, and, in combination with exchange rate
considerations, placed serious constraints on the man-
agement of monetary policy. With respect to internal
developments, demographic factors have helped sus-
tain savings in Japan at a high level, while fiscal
consolidation has led to significant reductions in
public sector dissaving. Meanwhile, the pace of do-
mestic demand growth, although firming, has not
generated a sufficient growth of investment to match
fully the additional savings. It will be important that
the recent strengthening of domestic demand in Japan
be sustained at a satisfactory pace.

An important element making for stronger recovery
in Japan than in Europe has been the greater flexi-
bility of the Japanese economy in reallocating re-
sources among industries. This experience, along with
that of the United States, appears to demonstrate the
merits of flexibility when major structural adjust-
ments are forced by circumstances.

In one respect, however, the Japanese market itself
may suffer from rigidity. Traditional trading practices
and regulations in Japan are sometimes perceived to
present obstacles to the distribution of imports of
manufactured goods. While some of the difficulties
encountered by foreign companies attempting to enter
the market are created by deficiencies in their own
modes of operation, initiatives that have been taken
on the part of the Japanese authorities on this issue

are welcome, and further efforts in this regard could
both benefit Japanese consumers and help fend off
some of the proposals now pending in other countries
for restrictions against Japanese exports.

Most of the key issues noted above, although viewed
in different perspectives by various industrial coun-
tries, are clearly of concern to all of them—and
indeed, to a considerable extent, to developing coun-
tries as well. The high exchange rate of the U.S.
dollar and the large U.S. balance of payments deficit
on current account are widely regarded as undesirable
and unsustainable. Yet they have helped support
other countries’ exports during the recovery period,
and their decline would carry opposite implications
for trading partners. That is one reason why adjust-
ments in exchange rates and payments patterns should
take place in as orderly a fashion as possible. As the
stimulus imparted by the U.S. economy to the rest of
the world tapers off, it thus becomes important that
domestic economic performance in other countries,
particularly those that have succeeded in bringing
about significant adjustment in their economies, should
continue to strengthen at a satisfactory pace.

A marked reduction in the flow of external capital
to the United States could help to make funds more
readily available to other potential borrowers, and
especially to developing countries, if it occurred under
conditions of continued adjustment by the developing
countries, as well as better balance between U.S.
domestic demands for credit and its supply, permit-
ting an easing of interest rates. However, if U.S.
dollar-denominated investments should become less
attractive to foreigners while U.S. credit demands,
including those of the Federal Government, continued
far in excess of private saving in the United States,
upward pressures on interest rates in U.S. and inter-
national financial markets would compound debt-
servicing difficulties for many developing countries
and foreclose access to external credit for others.
Higher interest rates would also tend to dampen
private investment expenditures almost everywhere.
These international considerations reinforce the do-
mestic considerations in support of the efforts of the
U.S. authorities to achieve a lower fiscal deficit.

Growth-Oriented Adjustment in Developing Coun-
tries. The developing countries best placed to benefit
from the recovery in the industrial world during 1984
and the first half of 1985 were generally those that
had undertaken early adjustments during the preced-
ing recession. These countries, mostly in the Asian
region, did not have to contend with sudden and
massive interruptions in the flow of available re-
sources. Although they were by no means immune to
the effects of the global recession, healthy rates of
growth in output and exports were rather quickly
restored even during 1983. With relatively moderate
debt service obligations, these countries have been
able to use most of their growing export earnings to
acquire larger volumes of immediately usable re-
sources. Their authorities, although facing the contin-
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uing need to keep growth of nominal demand from
outpacing that of productive potential, are confronted
by fewer short-term conflicts of objectives than the
majority of developing countries at the present time.
In general, the domestic policy problems of the au-
thorities in these countries are those of maintaining
the financial discipline that has served them well to
date. Vigilance against short-sighted pressures for
loosening of fiscal or monetary policy remains neces-
sary, but its maintenance is clearly less difficult than
the imposition of major new adjustment programs.

A more dangerous threat, from the standpoint of
these countries, is the spread of protectionist trade
measures in their external markets. A number of
developing countries that have been most successful
in combining rapid domestic growth with external
financial stability have relied heavily on increasing
exports of manufactures to underpin their economic
development. This underlines the importance, for all
countries, of trade policy decisions being made with
due regard for the health of world trade and long-
term efficiency in resource allocation.

Other developing countries are in less favorable
and more severely constrained positions than the
countries just discussed. Although balance of pay-
ments deficits on current account have generally been
substantially reduced during the past several years,
the reorientation in the use of domestic resources that
is needed to permit a return to satisfactory output
levels has not yet been completed. External adjust-
ment has too often been associated with reduced
investment and unchanged rates of domestic savings.

In many cases, the initial phase of adjustment to
reduced availability of external resources has already
been carried out. The international cyclical recovery
is generating renewed expansion of export earnings,
and some scope for a more closely parallel growth of
imports is opening up. For most of these countries,
the overriding economic policy issue is how best to
accelerate development under the constraints imposed
by the external environment and the need to achieve
or maintain a stable domestic financial position. Given
the prevalence of still overextended fiscal positions,
and the tendency of these to induce excessive mone-
tary expansion and inflation, direct application of
fiscal stimulus would not generally be an effective
means of promoting growth.

Revival of investment without external capital in-
flows on the scale prevailing before the downturn will
require expansion of domestic saving. The most fea-
sible means of raising the share of saving in national
income in developing countries is generally through
budgetary restraint, particularly if achieved through
curtailment of public consumption. The exercise of
such restraint, if coupled with prudent monetary
policies and realistic interest rates, can restore or
create a domestic environment conducive to orderly
economic planning and growth, especially if sup-
ported by realistic exchange rates and avoidance of
domestic pricing mechanisms that distort market re-

lationships. Creation of such a domestic environment,
in turn, would contribute more than any other single
factor to renewed expansion and access to external
resources, both financial and real.

For a number of developing countries, such a
prospect has been seriously compromised by their
inability to control inflation. The rapidly accelerating
and/or triple-digit inflation rates observed in several
developing countries are undermining the viability of
the adjustments made so far and bringing into ques-
tion medium-term growth prospects. Inflation rates
of this magnitude can only be injurious to the devel-
opmental effort. They distort relative prices, obscure
the significance of economic information, discourage
savings, encourage speculative activities at the ex-
pense of productive ones, promote capital flight, and
induce shifts in portfolio preferences from domestic to
foreign-currency-denominated assets—shifts which in
turn reduce the effectiveness of monetary policy. The
countries thus affected simply cannot afford the re-
sulting misallocation and waste of resources. It is
therefore essential that their economies be restored to
a sound financial footing. Although circumstances
differ, the high inflation rates observed in these coun-
tries are typically traceable, in the first instance, to
inadequate control over the monetary aggregates whose
developments have paralleled those of prices. In most
such cases, adequate control by the monetary author-
ities over the expansion of money and credit would
seem to require greater realism in fiscal policies,
especially given the constraints created by high levels
of interest payments on public debt. Even then,
progress in some cases may require marked changes
in the practices by which nominal incomes are deter-
mined. Unless wages and other incomes are set in a
way that does not perpetuate inflationary pressures,
the scope for successful application of monetary re-
straint will remain severely limited.

Among the countries that delayed making appro-
priate adjustments to the changes in international
economic conditions that accompanied the recession
of the early 1980s, a considerable number were coun-
tries that had relied heavily on market borrowing to
expedite their development during the previous dec-
ade. Some of them, after the onset of the recession,
sustained the momentum of domestic demand through
even larger recourse to external credit at market rates
of interest. One of the costs of doing so proved to be
sharp expenditure restraint and the particularly se-
vere compression of imports that was required when
adjustment was finally made inevitable by the reluc-
tance of creditors to continue lénding. These countries
now face an extended period during which their access
to external real resources will be limited by the need
to service outstanding debt. This limitation, although
painful, is essential for the ultimate restoration of
normal access to foreign credit.

Meanwhile, the authorities of such countries must
contend with delicate problems of debt renegotiation
and domestic demand management. Although the
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prospects for a matching expansion of both exports
and imports have improved now that the import-
compression phase of adjustment has been generally
completed, restraint over the growth of domestic
absorption will remain necessary for a considerable
time. As there will undoubtedly be strong pressures
to speed up the recovery of consumption spending,
the authorities may find it hard to maintain the
necessary discipline in their financial programs. How-
ever, given the magnitude of the imbalances that have
to be corrected, there is no realistic alternative to the
exercise of firmness and patience during the process
of economic rehabilitation.

Another large group of developing countries is
characterized by relatively slight reliance on external
borrowing at market terms. The external credit used
by these countries has come predominantly from
official sources, bilateral and multilateral, and the
inflow,; unlike the flow of credit from market sources,
has been relatively well maintained. However, in
relation to the needs of these countries—many of
which are small, low-income countries in sub-Saharan
Africa—the inflow has fallen short. A large majority
of these countries are exporters of primary products
whose export prices and terms of trade deteriorated
badly during the recession and whose economies were
not sufficiently resilient to withstand a marked
compression of imports. Such a result was avoided or
minimized in a good many cases only through draw-
ings on the Fund.

The authorities in a number of these countries have
had difficulty in implementing programs that would
allow them to continue to avail themselves of Fund
credit. Many governments have often found it hard
to develop the necessary consensus and the adminis-
trative resources to achieve durable restraint in fiscal
and monetary policies. However, the unquestionably
urgent needs of their populations cannot be met
through inflationary financial policies that impede
real growth domestically and undermine the external
position. In some cases, the combination of inflation-
ary conditions with domestic price controls and un-
realistic exchange rates has impaired the effectiveness
of the price mechanism in the allocation of resources.
The restructuring of price relationships to facilitate,
rather than hinder, effective use of potentially avail-
able resources must be a major preoccupation of the
authorities. Without the adjustment to which such
restructuring contributes, the effective utilization of
both domestic resources and official development
assistance will be compromised and badly needed
increases in the latter may not be forthcoming. The
need for such assistance is especially pronounced
among the low-income countries of sub-Saharan Af-
rica. Debt and debt service burdens in these countries
are very high, especially in relation to per capita
incomes. Moreover, the prolonged drought suffered
by most countries in that region has further exacer-
bated these countries’ positions by undercutting ex-
port capacity and by boosting import requirements.

Nevertheless, while the dire straits of these countries
need to be recognized and addressed by the interna-
tional community, it is at least equally important that
these countries implement policies that would im-
prove the allocation of their scarce resources.

International Cooperation. The foregoing com-
mentary has repeatedly stressed, explicitly or implic-
itly, the high and rising degree of interdependence
among countries. Close and complex interrelation-
ships among the various policy issues just discussed
are equally evident. In these circumstances, it has
become more important than ever for the Fund to
exercise surveillance and to provide a forum for
international consultation on a wide range of eco-
nomic policy issues. Due respect for the legitimate
interests of other countries must pervade the national
decision-making process if the potential benefits of
mutual support in an interdependent system are to
be realized.

The Fund itself is an agent or intermediary for
some of the most important forms of international
financial cooperation, and collaborates closely with
the World Bank in this endeavor. It has provided
substantial amounts of financial assistance directly to
countries undertaking adjustment programs and has
played a catalytic role in the provision of large
additional amounts from private and official lenders,
in. a wide variety of country circumstances. In this
context, the Fund can be particularly helpful in
describing to creditors the nature and implications of
the economic adjustments being undertaken by mem-
ber countries, and the overall financial requirements
for an adjustment program to be viable.

In recent years, the Fund has experienced a period
of unprecedented net use of its resources. Net of
repurchases, members obtained more than SDR 26
billion during the past four calendar years, with the
peak annual flow, amounting to about SDR 10%2
billion, occurring in 1983. In terms of net purchases,
this activity was already subsiding somewhat in 1984,
reflecting in large part the general improvement in the
payments positions of the developing countries, as well
as the commencement of sizable repurchases under
arrangements instituted during the recent years of large
drawings. Net drawings are subsiding further in 1985 as
repurchase obligations continue to mount, while fewer
countries have both need and eligibility for large new
drawings. However, the Fund is likely to remain in-
volved in the maintenance and monitoring of programs
undertaken by members with credit tranche drawings
outstanding for a long time. These activities, many of
them connected with the 29 stand-by and extended
arrangements in effect at mid-1985, are described in
Chapters 2 and 3.

Another aspect of the Fund’s operations that is re-
quiring intensified attention is the conduct of surveil-
lance under Article IV. The discharge of this responsi-
bility—discussed in some detail in Chapter 2—requires
the Fund to focus particularly on the international
economic and financial implications of policies and
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conditions in member countries. The increasing inter-
dependence of both financial markets and markets for
goods and services has made it increasingly constructive,
in assessing the policies of the large countries, to consider
the impact on—and reactions of—the other countries
affected. The Fund can be helpful in assuring attention
to such considerations, through its analyses and through
the opportunities it is able to provide for discussions
with the members individually and for more general
discussions in the Executive Board and the Interim
Committee.

Although the Fund cannot itself dispense official de-
velopment assistance, it recognizes the dire need of a
number of members, particularly in sub-Saharan Africa
at the present time, for a larger volume of such assist-
ance. Without it, they are unlikely to accomplish the
basic structural reforms needed for full participation in
growth of world production and markets. Recognizing
the interest of the whole international community in
helping these countries to make such a transition, the
Fund has strongly encouraged the industrial countries
to enlarge their official development assistance contri-
butions.

The field in which international cooperation is perhaps
most seriously threatened, despite an urgent need for its
strengthening, is that of external trade policy. Almost
throughout the industrial world, protectionist pressures
were greatly intensified during the international reces-
sion of the early 1980s. They have continued to flourish
under the conditions of slack demand, relatively low
capacity utilization, and high unemployment that still
prevail in major sectors of most of the industrial econ-
omies. Progress of the cyclical recovery, while it has
already weakened the rationale for protectionist actions
in several key countries, has not yet arrested the prolif-
eration of narrowly based demands by particular pro-
ducers and groups of workers for government interven-
tion to defend them from external competition. As a
result of these pressures, many new barriers to trade
have been introduced to protect specific sectors or
industries, and the use of quotas and “‘voluntary” export
restraints has expanded. A regrettable feature of these
arrangements has been an increasing degree of bilater-

alism. Moreover, subsidies to ailing industries have
become progressively more widespread.

The selective support for domestic production and
employment that can be provided by such measures is
typically limited and temporary, while the damage done
through distortion of resource allocation tends to be
lasting. A continuation of the recent drift in that direc-
tion, in contradiction of the basic principle of compar-
ative advantage that has formed the basis for the healthy
expansion of international trade since World War II,
could pose a serious threat to the whole fabric of the
multilateral trading system that has served the world so
well over the past forty years.

Halting the spread of protectionism and rolling back
existing trade barriers would facilitate the smooth func-
tioning of the international adjustment process. In par-
ticular, it could help to assure for developing countries
the adequate access to expanding markets that is essen-
tial to their achievement of sustained medium-term
growth and satisfactory resolution of their debt-servicing
problems. In present circumstances, the industrial coun-
tries have a special responsibility to lead the way toward
trade liberalization. Such action, apart from its obvious
direct merits, would encourage adoption of trade liber-
alization measures also by developing countries, which
would improve the efficiency and resilience of their
economies. Moreover, these developments, in turn, would
help the industrial countries to resist protectionist pres-
sures at home and would thus facilitate renewed expan-
sion of trade, productivity, and living standards on a
worldwide basis.

Action to strengthen the trading system is clearly
needed. Current proposals for the launching of a new
round of trade negotiations within the framework of the
General Agreement on Tariffs and Trade offer hope that
constructive multilateral action will be forthcoming.
However, it will take considerable time for any such
negotiations to bear fruit. The rebuilding of confidence
in the preservation of an open trading system will depend
crucially on steps taken by individual countries—and
especially by the major industrial countries to honor
their commitments to spurn new protectionist measures
and roll back existing trade barriers.
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Chapter

2

Developments in the International
Monetary System

The growing importance of international capital
movements continued to dominate developments in
exchange markets and in world liquidity. In the face
of rapid changes in asset preferences caused by actual
and expected divergences in economic policies and
performance among industrial countries, exchange
rates moved sharply at times in 1984 and 1985. In
the process, competitive relations among important
countries were altered so as to increase, rather than
diminish, existing imbalances in trade flows. As a
result, protectionist pressures increased, the task of
economic policymaking was made more difficult, and
a greater burden was placed on international surveil-
lance over these policies. Creditworthy countries con-

tinued to have adequate access to cross-border credit
and could thus finance their balance of payments and
adjust their reserve holdings in accordance with their
needs. All the same, world reserves have not increased
since the end of 1982, as a decline in the value of
gold reserves offset a rise in non-gold reserves. Coun-
tries with balance of payments deficits whose lack of
creditworthiness limited their access to international
capital markets had some difficulty, and faced rela-
tively high costs, in maintaining reserves at levels
they considered adequate. These issues will be dis-
cussed in this chapter, beginning with exchange rate
matters and then proceeding to questions of interna-
tional liquidity.

Exchange Rates and Surveillance

For the major industrial countries, exchange rate
movements during most of the period since the begin-
ning of 1984 tended to increase existing current
account imbalances. These movements occurred in
spite of the marked tendency toward convergence of
inflation rates that has been evident among these
countries over the past several years. Despite a partial
reversal since February 1985, appreciation of the U.S.
dollar over the last five years has caused a loss of
international competitiveness by the United States,
and the U.S. current account balance has gone in-
creasingly into deficit. In contrast, during 1984 Japan
and, to a much lesser degree, the Federal Republic of
Germany increased their already substantial current
account surpluses.

The recent evolution of exchange rates and external
payments positions among major industrial countries
has given rise to substantial concern about strains on
the international monetary system, leading to re-
newed interest in discussions regarding possible im-

provement in its functioning. These concerns relate
to a number of features, including a pattern of real
exchange rates for the major currencies that may not
be conducive to an orderly evolution of trade and
payments positions, debt-servicing difficulties in de-
veloping countries, and increased pressures for pro-
tectionism in industrial countries. This part of the
chapter discusses these issues and their implications
for Fund surveillance.

EXCHANGE RATE ISSUES IN
INDUSTRIAL COUNTRIES

The appreciation of the U.S. dollar relative to other
major currencies, which had been a feature of the
international monetary scene since the third quarter
of 1980, continued during 1984 and the first two
months of 1985. Indeed, the dollar experienced a
sharp upward movement during the month of Feb-
ruary 1985 that brought its effective exchange rate to
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a level 50 percent higher than its average over the
decade 1974 to 1983, and more than 20 percent above
its level at the end of 1983. During February, the
dollar rose briefly above 3.45 deutsche mark and 260
Japanese yen. The sharp appreciation in February
was reversed in March, and in the subsequent four
months nominal exchange rates of the dollar declined
further, to below 2.9 deutsche mark and 240 yen,
bringing them back to levels prevailing during July
and August of 1984,

Movements in competitiveness were often in direc-
tions opposite to those needed to re-establish a stable
pattern of current account positions among the major
industrial countries. Normalized unit labor costs in
U.S. manufacturing rose by 11 percent relative to the
dollar value of labor costs in other industrial countries
from the fourth quarter of 1983 to the fourth quarter
of 1984. Over this same period, the U.S. current
account deficit, including official transfers, widened
from $40 billion in 1983 to about $100 billion in 1984.
The counterpart of these developments for the United
States was exchange rate depreciation and increased
current account surpluses for several major industrial
countries. The deutsche mark depreciated by 13 per-
cent against the U.S. dollar during 1984, while the
current account surplus of the Federal Republic of
Germany increased from $4 billion in 1983 to $6
billion in 1984. Similarly, despite favorable move-
ments in prices and costs in Japan relative to the
United States, the Japanese yen was 7 percent lower
against the U.S. dollar at the end of 1984 than a year
earlier; Japan’s current account surplus increased
from $21 billion in 1983 to $35 billion in 1984. When
scaled by output, the current account imbalance of
Japan is comparable in magnitude to that of the
United States, though in the opposite direction: both
are close to 3 percent of gross domestic product
(GDP).

FACTORS INFLUENCING FLOATING
EXCHANGE RATES

A number of separate factors may have contributed
to the exchange rate movements that occurred in 1984
and the first half of 1985. First, the continued attrac-
tiveness of acquiring claims on the United States has
been enhanced by the vigor of the U.S. economy,
especially relative to that of the European economies.
Direct investment flows to the United States increased
and, with the sharp decline in new bank lending to
developing countries, the United States also experi-
enced substantial net banking inflows. Both of these
developments acted to strengthen the U.S. dollar. In
contrast, most European countries exhibited only
moderate economic growth during 1984, and confi-
dence may also have been adversely affected by
industrial disputes in the United Kingdom and the
Federal Republic of Germany.

Second, the stance of monetary policy in major
industrial countries has had a determining effect on

movements in nominal exchange rates and in real
exchange rates, that is, exchange rates adjusted for
differences in rates of change of prices and costs
among countries. A policy based on control of the
monetary aggregates by the authorities in the United
States has meant that, when economic activity has
expanded at a rapid pace, as was the case during the
first half of 1984, U.S. domestic interest rates adjusted
for inflation have tended to rise relative to rates
abroad, contributing to some strengthening of the
dollar in rea] terms. Conversely, the slower pace of
economic activity since mid-1984 has led to a steady
decline of real interest rates in the United States.
Furthermore, the evident success of U.S. Federal
Reserve policy in containing inflationary pressures
has helped to make dollar assets attractive as a store
of value. While other industrial countries also have
had marked success in reducing rates of inflation—
inflation rates in the Federal Republic of Germany,
the Netherlands, and Japan are currently lower than
those in the United States—interest rates in those
countries have not generally matched U.S. interest
rates. Interest differentials have therefore frequently
favored investment in assets denominated in U.S.
dollars. However, since August 1984, interest rate
spreads in favor of the dollar have declined substan-
tially.

Third, fiscal policy settings in major countries have
continued to be quite divergent, and discretionary
shifts in fiscal policy accentuated that divergence in
1984. When government fiscal deficits, defined broadly
to include the position of both central and local
governments, are adjusted to remove purely cyclical
movements owing to the functioning of automatic
stabilizers, such as benefits to the unemployed, it is
apparent that fiscal policy in France, the Federal
Republic of Germany, and Japan has become more
restrictive, while that in the United States has become
more expansionary. Large U.S. federal deficits, while
stimulating economic activity both domestically and
in other countries, have added to the already sub-
stantial demand for credit to finance private invest-
ment spending in the United States; and relatively
high real interest rates have helped to bring about a
large and growing transfer of savings from the rest of
the world.

These factors have exercised a strong influence on
exchange rates, particularly through their effects on
capital movements. Removal of restrictions on finan-
cial transactions as well as financial innovations have
promoted integration of international capital markets.
As a result, asset market transactions have become
increasingly important, relative to trade, in influenc-
ing exchange rate movements.

In recent years, major industrial countries have
taken measures that facilitate shifts in asset holdings,
both by making it easier to acquire claims on foreign
residents and by allowing nationals to take positions
in foreign currencies. Among these measures have
been a series of changes since 1980 that have liber-
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alized capital flows into and out of Japan. These
measures have allowed portfolio diversification by
large Japanese institutional investors and, to a lesser
extent, have favored the increased international use
of yen-denominated instruments. During 1984 several
countries, led by the United States, abolished the
withholding of taxes on interest paid to foreign holders
of bonds, thus furthering the integration of interna-
tional capital markets. The arbitraging of expected
rates of return on assets denominated in different
currencies has also been facilitated by the develop-
ment of new financial instruments, such as interest
rate swaps, currency swaps, and note issuance facili-
ties. Finally, domestic financial deregulation and in-
novation may tend to promote integration of world
asset markets by expanding the range of instruments
yielding competitive rates of return available to both
domestic and foreign investors. In the United States,
for instance, abandonment of ceilings on interest rates
on bank deposits and the introduction of money
market accounts have provided attractive alternatives
to marketable securities. In some other industrial
countries, for instance Australia and New Zealand,
increasing competition and regulatory changes have
lowered barriers separating financial institutions, with
the result that interest rates came to be more strongly
influenced by market forces. Some domestic financial
liberalization has also taken place in Japan.

Innovations in financial markets have to some
extent been the result of technological advances that
have lowered transaction costs, making movement of
funds and automatic transfer of balances into interest-
bearing accounts less costly. Information about for-
eign financial markets is being made more widely
available via computerized information services. Some
innovations have no doubt been spurred by the period
of very high nominal interest rates in the early 1980s.
Furthermore, in several major countries there has
been a change in philosophy concerning the proper
role of government that has favored moves toward
less regulation in a number of fields, including finan-
cial matters.

EXCHANGE RATES AND FINANCIAL
INTEGRATION

The international integration of financial asset mar-
kets has several implications for interpreting recent
events and for considering the functioning of the
international monetary system. First, international
capital mobility, by giving a country access to foreign
saving, allows it more flexibility in its macroeconomic
policies; recent experience of major industrial coun-
tries suggests that the associated current account
deficits and surpluses can persist for extended periods
of time. Second, exchange rates may at times respond
suddenly to changes in expected returns and percep-
tions of risk associated with assets denominated in
different currencies. Finally, the importance of finan-
cial asset markets in the determination of exchange

rates has implications for the conduct of domestic
monetary and fiscal policies. These issues are further
considered below.

Since widespread floating began in 1973, but par-
ticularly during the 1980s, financial integration has
been associated with substantial and persistent devia-
tions of real exchange rates from levels that would be
consistent with sustainable current account positions.
The real effective exchange rate of the U.S. dollar at
the end of 1984 was some 35 percent above its average
over the period 1974 through 1983, and its apprecia-
tion from the beginning of 1980 amounted to more
than 50 percent (Chart 12). The United States has
had current account deficits for the last two years
totaling some $140 billion and is likely to have annual
deficits exceeding $100 billion for the next few years.
Since the beginning of 1981 Japan has persistently
run current account surpluses, totaling some $70
billion over the past four years. The Federal Republic
of Germany was in a position of current account
surplus from 1973 to the end of 1978; a series of
substantial deficits in the period 1979-81 has been
followed by small but growing current account sur-
pluses.

As a result of recent current account deficits, the
United States has moved from a large net creditor
position vis-a-vis the rest of the world, estimated by
the U.S. Department of Commerce to have been $150
billion at the end of 1982, to a net debtor position.
Prospective current account developments imply that
it will soon be a substantial net debtor, although the
data are subject to considerable measurement prob-
lems. Japan’s net asset position vis-a-vis nonresidents
of Japan was $25 billion at the end of 1982, as
estimated by the Ministry of Finance, and current
account surpluses and valuation adjustments in 1983
and 1984 have added some $49 billion to that figure.
These current account surpluses had as their main
counterpart substantial long-term capital outflows,
taking the form both of acquisition of foreign securities
by large institutional investors in Japan and foreign
loans by Japanese financial institutions and, to a
much lesser extent, of direct investment abroad by
Japanese companies. Continuing current account sur-
pluses in coming years would reinforce Japan’s posi-
tion as a large net creditor.

Another implication of the importance of asset
transactions in the determination of exchange rates is
that, like other asset prices, exchange rates may
exhibit a high degree of volatility. This volatility has
been evident over the past year, as on numerous
occasions day-to-day movements of the U.S. dollar
against currencies of the European Monetary System
(EMS) have been very large. On September 21, 1984,
the range of movement of the dollar-deutsche mark
rate in the course of the day even attained 4 percent.
An investor considering the purchase of foreign cur-
rency must take into account any eventualities that
may affect the value of the currency in the future.
For instance, volatility in the value of the pound
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Chart 12.

Three Major Industrial Countries: Payments Balances

on Current Account, Including Official Transfers, as

Percent of GNP, and Real Effective Exchange Rates,
1973-84"

! Real effective exchange rates are measured by relative normalized unit labor
costs.
sterling against other major currencies during 1984
stemmed in part from rapid changes in prospects in
world oil markets.

To some extent, volatility of exchange rates may
simply reflect rapid adjustment to new information,
and the increasing integration of world financial mar-
kets favors that process by allowing positions in
different currencies to be taken quickly and cheaply.
On the other hand, as with other asset prices, it is
possible that investors may on occasion ignore fun-
damental determinants and concentrate on their per-

ceptions of other investors’ preferences, leading to
“speculative bubbles.”” Sudden shifts in sentiment are
possible in such a situation as investors realize that
the bubble will eventually burst, and exchange rates
may appreciate or depreciate substantially as a result.

The degree of risk that investors perceive to be
associated with an asset is also important, and changes
in the perception of the underlying risks can bring
about sharp exchange rate changes. In recent years,
substantial movements both into and out of dollar
assets have been motivated by risk considerations.
The United States has benefited from a safe-haven
demand for dollar assets by investors in both indus-
trial and developing countries, but there have also
been occasions when concern about the solvency of
financial institutions in the United States has led to
sudden exchange rate changes. The announcement of
loan losses by the Continental Illinois Bank in May
1984 triggered downward pressures on the dollar, and
the failure of several dealers in government securities
and the troubles of non-federally-insured savings and
loan associations are certainly part of the explanation
for the depreciation of the dollar in March of this
year.

In recent years, day-to-day movements in the U.S.
dollar exchange rates of other major currencies, ex-
cept the Canadian dollar, have on numerous occa-
sions approached, and sometimes exceeded, 1 percent
(Chart 13). Contrary to the expectations of some
observers, there has been little tendency for the vari-
ability of exchange rates to decrease through time,
despite the experience of more than a decade with
the widespread floating of exchange rates and a
substantial convergence of inflation rates. Industrial
countries have made considerable progress in damp-
ening inflation, and the reduction in the rate of price
increase has been greatest in the countries that ini-
tially had relatively high inflation. As a result, nom-
inal interest rate differentials have also generally
declined. However, because of the speculative element
in exchange rate determination, underlying determi-
nants may not entirely explain exchange rate move-
ments. For instance, exchange rate variability may
not correspond closely to the variability of interest
rate differentials (Chart 14).

During 1984 and early in 1985, on several occasions
the central banks of major industrial countries inter-
vened substantially, either alone or in a concerted
effort, in order to limit exchange rate variability. On
one occasion in May 1984, the dollar was subject to
sharp downward pressure and the U.S. authorities
intervened to calm disorderly exchange market con-
ditions. In the summer of 1984, and early in 1985,
the Bank of Canada intervened substantially to moder-
ate the depreciation of the Canadian dollar against
the U.S. currency. At times, in September and Oc-
tober of 1984 and early in 1985, there was concerted
intervention by the Deutsche Bundesbank and other
central banks during episodes of persistent strength
of the dollar. Intervention seems to have had the
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Chart 13.

Exchange Rates for Six Major Currencies: Daily Percentage Changes Against the U.S. Dollar,
January 1, 1981-April 29, 1985
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Chart 14.

Five Major Industrial Countries: Variability of Interest
Rate Differentials and Bilateral Exchange Rates,
1981-84

* The variability of interest rate differentials is measured as the standard
deviation of the daily series of day-to-day changes in the interest rate differential
on assets of three months” maturity.

2 Exchange rate variability is measured as the standard deviation of the daily
series of day-to-day percentage changes in the currency of the first country
expressed in terms of the currency of the second.

desired effect in these latter cases of halting a series
of sharp moves in the same direction in currency
values—in this case in the direction of U.S. dollar
appreciation. Nevertheless, the size of day-to-day
movements in the days following a period of substan-
tial intervention remained high and, although the
dollar broadly declined late in September 1984, it
attained new peaks later in the year and early in
1985.

More generally, the integration of international
capital markets and its effect on the functioning of
the international monetary system has implications
for the conduct of monetary and fiscal policies. Al-
though recent experience suggests that sterilized ex-
change market intervention (i.e., intervention trans-
actions that are not allowed to affect the money
supply) seems to have some effect in calming disor-
derly markets, the effectiveness of this policy measure

is limited. A durable official influence over exchange
rates can result only from the use of policy tools that
change underlying macroeconomic conditions.

As has been discussed above, monetary and fiscal
policies can have persistent effects on real exchange
rates. For instance, appreciation of real exchange
rates may result from a sustained anti-inflationary
monetary policy; fiscal expansion may lead to an
appreciation when it is accompanied by strong busi-
ness investment and is not accommodated through
central bank credit, particularly if there is a high
degree of capital mobility. A combination of these
two factors, as recently experienced in the United
States, is thus especially likely to impart a tendency
toward exchange rate appreciation. Appreciation may
help to achieve anti-inflationary objectives by lower-
ing the prices of imported goods, but it worsens the
competitive position of industries producing traded
goods.

The international integration of markets for both
financial instruments and goods implies that policy
changes in one country may have substantial effects
on neighboring countries, and one channel for such
effects is exchange rate movements. Contrary to ex-
pectations, floating exchange rates among the curren-
cies of major industrial countries have not in practice
granted governments an extra degree of autonomy to
pursue their own policy objectives. Instead, the ex-
perience of industrial countries over the past decade
has emphasized their interdependence. Consequently,
particular attention has been given to ways of
strengthening Fund surveillance to achieve a greater
degree of international compatibility and convergence
of economic conditions and policies in a medium-
term framework.

Exchange rate volatility may result from uncer-
tainty about the stance of policy at home and abroad,
given the integration of international asset markets.
It is therefore important for members to reduce this
uncertainty as much as possible by avoiding sudden
shifts in announced policy measures and in the im-
plementation of those policies.

THE EMS AND SMALLER
INDUSTRIAL ECONOMIES

The EMS has been successful in achieving consid-
erable stability among the exchange rates of the
currencies of participants in the exchange rate mech-
anism. Exchange rate movements among these cur-
rencies have generally been smaller than thosec among
other major currencies. Although realignments of
central parities have been necessary at times, they
have taken place less frequently in recent years than
previously. A realignment occurred in July 1985, the
first since March 1983; in contrast, there were seven
realignments between the formation of the EMS in
March 1979 and March 1983. The strength of the
U.S. dollar has probably helped in recent years to
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prevent pressures on central parities from developing.
Among the EMS currencies, the deutsche mark pro-
vides the principal investment alternative to assets
denominated in U.S. dollars, in part because the
Federal Republic of Germany (like the Netherlands)
imposes virtually no restrictions on capital move-
ments. Strong demand for dollar assets has therefore
tended to reduce the demand for deutsche mark assets
and has thus attenuated upward pressures on the
deutsche mark relative to other EMS currencies.

A more important factor supporting the relative
stability of the EMS in recent years has been the
introduction of restrictive monetary and fiscal policies
in the countries with higher inflation rates. Since
1983, the French Government has taken vigorous
measures to restrain domestic expenditures, leading
to a fall in the rate of inflation and an improvement
of the trade balance. In Belgium, a reduction of the
large government deficit has been a precondition both
for re-establishing internal equilibrium and for easing
pressures on the franc, and some progress has been
made in that direction. In Italy, moves to limit the
government deficit, together with a reduction in the
degree of automatic indexation of wages, have led to
a marked deceleration of inflation. However, the rate
of inflation is still higher than in other major EMS
countries. This inflation differential, and a deteriorat-
ing external position, made necessary the realignment
within the EMS in July 1985, which involved a
downward shift in the central rate of the lira against
other member currencies of about 8 percent.

Several other industrial countries have recently
reduced restrictions on capital movements and pro-
moted integration with international financial mar-
kets. Where a particular country has followed the
practice of pegging its currency either to another
currency or to a basket of currencies, liberalization
may bring out the problem of reconciling domestic
monetary targets and a fixed exchange rate. There
may therefore be pressures on the authorities to float
the exchange rate.

Australia and New Zealand have recently moved
to floating exchange rates during a period of major
domestic financial innovation and deregulation. Since
1980, measures have been taken in Australia to re-
move lending guidelines and controls on interest rates,
and the Australian dollar moved from an adminis-
tered to a market float starting in December 1983.
Since the change in government in July 1984, New
Zealand has taken a series of liberalization measures
relating to domestic financial arrangements and ex-
ternal payments. Wide-ranging moves in the direction
of deregulation highlighted the difficulty in reconcil-
ing domestic monetary goals with a pegged exchange
rate, and, for this reason, among others, on March 4,
1985, the New Zealand dollar was allowed to float.

Finland, Norway, and Sweden have continued to
peg their exchange rates to trade-weighted baskets of
currencies and to subordinate monetary policies, to a
greater or lesser extent, to exchange rate objectives.

During 1984, interest rates in Sweden were kept
somewhat above levels prevailing abroad in order to
limit capital outflows. In Norway, despite moves since
1980 toward liberalization of the banking system,
interest rates are still tightly controlled. Finland has
significantly liberalized the domestic financial system,
but has retained exchange controls.

IMPLICATIONS FOR EXCHANGE
RATE POLICIES

Concern about exchange rate volatility and persist-
ent shifts in competitiveness among both major and
other industrial countries that seem to result from the
importance of asset market transactions in exchange
rate determination has led to discussion of ways to
limit exchange rate movements. The success of the
EMS is sometimes cited as a model for a return to a
system of adjustable pegs for major currencies. Though
it is true that the intervention mechanisms have
served to limit exchange rate fluctuations within the
EMS; it is also the case that the countries of the EMS
are very closely linked by trade and, as members of
the European Community, share some supranational
institutions. As discussed above, member countries of
the EMS have been willing to coordinate policies in
such a way that divergences in inflation and payments
imbalances are reduced.

Some observers have suggested that countries should
restrict capital movements to insulate themselves from
financial developments abroad, for instance, by im-
posing an interest equalization tax. As a result, it is
argued, speculative forces would have less play, and
exchange rates would diverge less from those consist-
ent with a normal level of competitiveness. Restric-
tions on capital flows would, however, be contrary to
the secular trend in favor of liberalization, which
stems from concern to promote economic efficiency.
It would in any case be difficult to restrict interna-
tional capital flows in the face of a wide range of
competitively priced instruments associated with do-
mestic financial deregulation. Furthermore, restric-
tions on capital mobility would reduce countries’
access to foreign savings and prevent some profitable
investment opportunities from being exploited.

Unfortunately, asset market deregulation does not
seem to have been accompanied, in recent years, by
any decline in the incidence of trade barriers. On the
contrary, there has been a revival of protectionist
sentiment. Liberalization of capital movements, if not
accompanied by appropriate policies for internal and
external balance, may result in large real exchange
rate changes that bring forth demands for protection
of industries producing traded goods. It is therefore
important in choosing economic policies that their
international consequences be taken into account, in
order to avoid disruption to the international trading
system, from which all countries benefit.
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EXCHANGE RATE POLICIES IN
DEVELOPING COUNTRIES

For many developing countries, exchange rate pol-
icies in recent years were an essential element of
adjustment in the face of unsustainable current ac-
count deficits and external indebtedness, as well as
high and rising rates of inflation. The need to improve
the current account was made more urgent by the
increased difficulty of attracting foreign loans and the
limited supply of direct foreign investment capital.
The difficulty of attracting capital to developing coun-
tries was aggravated by high interest rates in inter-
national financial markets, a safe haven for loanable
funds in a few industrial countries, an adverse invest-
ment climate including uncertainty about profit pros-
pects in many of the developing countries, and a
perception among some suppliers of funds of severe
restrictions on foreign direct investment in some of
the developing countries. In light of these constraints
on capital inflows and the heavy burden of debt
service payments foreseen for the medium term, ex-
change rate policies during the period 1982-84 re-
flected a need for reducing current account deficits

from the historically high levels of 1981 and 1982.

RECENT EXCHANGE RATE EXPERIENCE

The discussion of exchange rate policies in this
section focuses on developments in real effective ex-
change rates, which can serve as an indicator of
changes in external price competitiveness. Changes
in the real effective exchange rate ensue from a
combination of changes in the nominal effective ex-
change rate, domestic price developments, and price
movements in trading-partner countries.! The real
effective exchange rate thus reflects the effects of
economic policies both in a particular country and in
its trading partners, as well as other developments.
This rate is, therefore, not entirely under the control
of the authorities and should be thought of as an
intermediate target variable rather than a direct in-
strument of economic policy.

For some developing countries, the movements in
real effective exchange rates in 1984 reflected the
policy intentions of the authorities, acting in response
to the need for external adjustment. For other coun-
tries, these exchange rate movements resulted from
policies taken mainly for domestic reasons, usually to
reduce inflation and foster real output growth. In still
other countries, they were the outcome of pegging
arrangements in conjunction with the reluctance of
the authorities to move the nominal rate in line with

' Indices of real effective exchange rates measure the evolution of
a country’s prices relative to those of its trading partners, adjusted for
exchange rate changes. In this section of the Report, prices are
measured by the average annual consumer price index, with indices
of partner countries averaged by using import weights, and exchange
rates are measured by an import-weighted index of average annual
effective exchange rates.

the difference between domestic and foreign inflation;
thus, movements of exchange rates among the major
currencies often played a role in determining the real
effective exchange rates of the developing countries
concerned.

The real effective exchange rates of about 45 per-
cent of the 104 developing countries for which data
are available depreciated in 1984; the remaining
exchange rates appreciated. Of the total number of
countries in the sample, 13 percent had a real depre-
ciation of over 10 percent and about 17 percent a real
appreciation of over 10 percent. Taking all the 104
developing countries together, the unweighted aver-
age real effective exchange rate remained approxi-
mately constant. A similar constancy of real effective
exchange rates of the developing countries can be
observed over the period 1982-84 as a whole.

For about 70 percent of the developing countries,
the change in the real effective exchange rate during
1984 was less than 10 percent. A relatively large
depreciation (at least 10 percent) was often associated
with undertaking a comprehensive adjustment pro-
gram which was sometimes supported by the use of
Fund resources (Ghana, Uganda, and Zaire). For
some countries, depreciation was part of the contin-
uing adjustment effort made necessary by high cur-
rent account deficits in relation to exports of goods
and services (Paraguay, Uganda, and Zambia) or
high ratios of external debt and debt service to export
earnings (Chile, Zambia, and Zaire). For other coun-
tries, the real effective depreciation reflected, to some
extent, the low rate of inflation relative to that of
trading partners (China and Togo).

A relatively large appreciation of the real effective
exchange rate (at least 10 percent) resulted from a
variety of factors. For some countries it reflected a
lag of nominal exchange rate adjustments behind
bursts of domestic inflation (Bolivia and Guyana).
Permitting the real exchange rate to appreciate sub-
stantially was also an indication that the authorities
preferred other measures to adjust their current ac-
count balances, including the tightening of exchange
and trade restrictions (Nigeria and Trinidad and
Tobago). In some countries, the authorities delayed
exchange rate adjustment because they were con-
cerned, inter alia, with the effect of nominal exchange
rate depreciation on inflation and income distribution
(Egypt, Nigeria, and Tanzania); this was so, even
where beneficial effects on external adjustment may
have been expected. It may be noted that in a few
countries the real appreciation in 1984 partially offset
the depreciation of 1982—83, but still did not prevent
substantial depreciation over the whole period 1982—
84 (Cyprus, Malawi, and Mexico).

Differences among the exchange rate policies of
individual developing countries can be explained in
part by the structure of their foreign trade. Expecta-
tions regarding the effectiveness of a change in the
exchange rate in influencing exports differ with re-
spect to commodity groups. Most developing coun-
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tries exporting primarily fuel products did not feel an
acute need for exchange rate change in the face of
declining export earnings. Foreign exchange earnings
are not perceptibly influenced by the nominal ex-
change rate, the latter being important principally for
determining the domestic currency counterpart (which
has budgetary significance) and for influencing the
non-fuel sector. Imports of raw materials and capital
goods have varied mainly with public sector invest-
ment; at the same time, with the cushion of accu-
mulated international reserves, there has not been
pressure to reduce the importation of consumer goods.
But among fuel exporters with a strong potential for
non-fuel exports, whose supply is apt to be influenced
by relative prices, active use of the exchange rate has
been felt desirable, especially when accumulated for-
eign reserves were small in relation to imports and to
debt service obligations. Among the latter group of
fuel exporters, some (Indonesia, Mexico, and Vene-
zuela) permitted their real effective exchange rates to
depreciate substantially (1528 percent) during 1982—
84. Taken as a whole, however, the real effective
exchange rate of fuel exporters appreciated during
1984 by a weighted average of 82 percent (4% percent
on an unweighted basis), as many of these countries
continued to maintain relatively fixed nominal exchange
rates with the U.S. dollar; this brought the cumulative
appreciation of the weighted-average exchange rate over
the period 1982-84 to 10 percent (11% percent, if
unweighted).

For developing countries exporting mainly manu-
factured products, changes in the real effective ex-
change rate can have important effects on overall
competitiveness. Since wages are an important part
of production cost, variations in the foreign currency
equivalent of domestic wage rates greatly affect prof-
itability in the export and import-substituting man-
ufacturing sectors relative to that in sectors producing
nontraded goods, especially when prices of exports
and import substitutes are set in international com-
modity markets without the individual country in-
volved having a perceptible influence. In that case, a
decline in the nominal exchange rate is often neces-
sary to offset the effect of an excessive rise in wage
rates on competitiveness in the export and import-
competing sectors. The willingness of countries ex-
porting manufactures to make active use of exchange
rate policies is based not only on the perceived effects
of such policies on domestic supply but is also related
to the relatively high income elasticities of demand
for their products in international markets. In 1984,
countries exporting mainly manufactures experienced
a real exchange rate depreciation of 5% percent
(weighted average); seven of the ten countries in this
relatively small group allowed their real effective ex-
change rates to depreciate.

The authorities in countries exporting primary prod-
ucts are traditionally less optimistic about the role of
exchange rates in their export performance and see other
factors as playing much more crucial roles in determin-

ing the volume of their exports. Among such other
factors are international commodity agreements (e.g.,
for coffee, sugar, tin); regulated domestic producer prices
(as in many sub-Saharan African countries where there
are state marketing boards); economic conditions and
agricultural protectionism in the industrial countries;
and the level and efficiency of domestic investment in
export industries and in infrastructure. While there is
some basis for this view, it can sometimes be exaggerated
because the exchange rate imposes constraints on the
use of other instruments for influencing domestic supply.
For instance, in the absence of adjustment of nominal
exchange rates, the authorities are often reluctant, for
budgetary reasons, to raise regulated domestic producer
prices for export crops so as to keep pace with domestic
inflation or to induce an expansion in production. Sim-
ilarly, the efficiency of investment in export industries
can be seriously compromised if foreign inputs are
underpriced relative to domestic inputs as a result of an
overvalued domestic currency. Moreover, in countries
that are exporters of mineral products, wages are im-
portant in production cost, and movements in the ex-
change rate play an important role in profitability,
output, and investment in the mineral subsector. Finally,
many exporters of primary products have rapidly ex-
panding manufacturing export sectors. For such coun-
tries, the role of the exchange rate is no less important
than for countries now classified as exporters of manu-
factures. In any event, during the period 1982-84 coun-
tries exporting mainly primary products permitted their
real effective exchange rates to depreciate less than did
countries exporting mainly manufactures (see Chart 15)
despite the greater relative deterioration of the current
account ratio of primary product exporters during 1978-
81. In 1984, exporters of primary products showed a
depreciation of the weighted-average real effective ex-
change rate of only % of 1 percent; fewer than half (45
percent) of the primary product exporters (57 countries
in the sample) showed real effective exchange rate
depreciation.

The group of countries for which services and remit-
tances constitute relatively important sources of foreign
exchange earnings was about evenly divided between
those with depreciating and appreciating real effective
exchange rates in 1984; but, overall, the group experi-
enced significant appreciation (by a weighted average
of 6% percent).

There have been wide differences in the exchange rate
experience of the developing countries in different re-
gions in recent years, which to some extent mirror
differences found among country groups classified by
structure of foreign trade (Chart 16). For instance,
exporters of manufactures are found chiefly in Asia and
Europe; the bulk of the African countries are primary
product exporters; 10 of the 16 Middle Eastern countries
in the sample (of 104 countries) are fuel exporters. Since
1981, the real effective exchange rates of developing
countries in Asia, Europe, and the Western Hemisphere
have on average tended to depreciate, while those of
Africa and the Middle East have appreciated. In 1984,
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the weighted average of real effective exchange rate
indices in Africa and the Middle East rose by 5% and
10 percent, respectively, while the rates in Asia and
Europe on average depreciated in real effective terms by
3% and 6 percent, respectively; those in the Western
Hemisphere showed a real effective appreciation of 1%
percent in 1984.

EXCHANGE ARRANGEMENTS

The exchange rate regimes chosen by the develop-
ing countries have affected the way in which exchange
rate fluctuations among major currencies have im-
pinged upon their economies. In fact, movements in
real effective exchange rates have differed markedly
among countries according to the type of exchange
arrangement. The nominal exchange rates of curren-
cies that are pegged, especially those pegged to a
single currency, have not, for the most part, been

Chart 15.

Developing Countries: Real Effective Exchange Rates
by Predominant Export, 1977-84"
(Indices, 1977 = 100)

! These indices measure the evolution of a country’s prices relative to those
of its trading partners, adjusted for exchange rate changes. Prices are measured
by the average annual consumer price index, with indices of partner countries
averaged by using impont weights, and exchange rates are measured by an
import-weighted index of average annual exchange rates. Group indices are
GDP-weighted averages of country indices. For classification of countries in
groups shown here, see Appendix IX.

Chart 16.

Developing Countries: Real Effective Exchange Rates
by Region, 1977-84"
{indices, 1977 = 100)

' These indices measure the evolution of a country’s prices relative to those
of its trading partners, adjusted for exchange rate changes. Prices are measured
by the average annual consumer price index, with indices of partner countries
averaged by using import weights, and exchange rates are measured by an
import-weighted index of average annual exchange rates. Group indices are
GDP-weighted averages of country indices. For classification of countries in
groups shown here, see Appendix IX.

adjusted enough to offset the influence of the effective
depreciation or appreciation of the currencies or com-
posite to which they are pegged. Hence, between 1979
and 1984 the currencies pegged to the U.S. dollar
appreciated substantially in real effective terms
(Chart 17). The currencies pegged to the SDR have
also tended to appreciate significantly in real effective
terms during this period, except for 1981.

Since 1973, when the major currencies began to
float against each other, developing countries have
paid increasingly close attention to the choice of their
exchange rate regime. The evolution of exchange
arrangements over the past six to ten years has becn
affected mainly by the desire for more frequent ad-
justment of nominal effective exchange rates or for
greater control over the evolution of the real effective
exchange rate. Over the last five to six years the
evolution has been away from single-currency pegs
toward flexible arrangements and, somewhat less so,
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Chart 17.

Developing Countries: Real Effective Exchange Rates
by Exchange Arrangements, 1980—84"
(Change from preceding year, in percent)

! Percentage changes for groups are unweighted averages of percentage
changes in country indices. The indices measure the evolution of a country’s
prices relative to those of its trading partners, adjusted for exchange rate
changes. Prices are measured by the average annual consumer price index,
with indices of partner countries averaged by using import weights, and exchange
rates are measured by an import-weighted index of average annual exchange
rates. Changes from each year to the following year are calculated for a constant
sample of countries that observed the exchange arrangement in question in
both years. For classification of countries, see Appendix 1X.

toward pegging to currency composites, especially
those reflecting individual countries’ trade weights
(Table 11). Consistently with this desire for increased
flexibility, the nominal effective exchange rate has
depreciated markedly for currencies with flexible ar-
rarrgements (Chart 18). The need for flexibility has
been felt especially by countries with relatively high
inflation rates, which have generally maintained ex-
change arrangements that permit frequent adjustment
of nominal rates. In 1984, among 29 high-inflation
countries? only 5 were pegged to a single currency,
compared with 28 for 50 medium-inflation countries
and 18 for 46 low-inflation countries. In contrast, 20
of the high-inflation countries had flexible arrange-
ments compared with 10 for medium-inflation and 9
for low-inflation countries.

The decision to permit greater flexibility of ex-
change rates was, in some countries, taken after a
prolonged period of generally rigid pegging with only
minor and infrequent adjustments of the nominal
rate, despite high and rising domestic inflation (Ghana,
Uganda, and Zaire). For these countries, the ex-

2 For this grouping, “high-inflation” was defined as an average of
20 percent or more over the period 1979-83; “medium-inflation” as
an average of between 10 and 20 percent; and “low-inflation’ as an
average of less than 10 percent.

change rates became seriously overvalued and sizable
parallel markets developed outside of the official
exchange systems. While it was clear, in each case,
that the required adjustment of the rate would have
to be large, it was not obvious what the correct level
of the rate should be. Hence, it was decided to allow
market forces to play a role in the determination of
the rate. At the same time, there was a fear of
substantial overshooting, given the narrowness of the
exchange markets in these countries and the virtual
absence of foreign assets of the monetary authority to
be assigned to exchange market intervention. The
concern with overshooting was increased by the fear
of its adverse distributional effects on certain income
groups. For these reasons, a modified floating system,
usually involving multiple rates, was generally pre-
ferred to one of free floating for finding the new
“equilibrium” rate. The two (or more) rates were
generally unified at the free market rate once effective
policies of demand management were put in place.

ROLE OF EXCHANGE RATE IN
EXTERNAL ADJUSTMENT

The basic aim of external adjustment is to bring
the current account balance to a level that is deemed
sustainable over the medium term. For most devel-
oping countries, external adjustment over the period
1982—-84 required improving the current account bal-
ance in relation to exports of goods and services (the
current account ratio). A number of countries used
direct controls and exchange restrictions to curtail
imports of goods and services. The latter policies,
especially when they are combined with domestic
price controls, can limit the appreciation of the real
effective exchange rate, and the deterioration of the
current account, while failing to address the financial
disequilibrium and the structural distortions of which
weak current account performance is a symptom. To
the extent, however, that current account improve-
ments were brought about by adjustment policies
rather than by trade and payments restrictions, the
current account ratio can be taken as an indicator of
the effectiveness of these policies.

Of 104 developing countries for which the requisite
data are available, 36 experienced a worsening and
68 an improvement in the current account ratio
between 1981 and 1984. Of the 36 countries whose
current account ratio deteriorated, 25 experienced
appreciation of their real effective exchange rates.
Twenty-four of the 36 countries experienced a wors-
ening in their fiscal balances (in relation to GDP)
while, in all, 31 showed either an appreciation of the
exchange rate or worsened fiscal balance, or both.
This demonstrates the importance of the association
between current account performance, the real effec-
tive rate, and the fiscal balance. But it should be
underscored that other factors also had significant

40

©lInternational Monetary Fund. Not for Redistribution



CHAPTER 2: DEVELOPMENTS IN THE INTERNATIONAL MONETARY SYSTEM

Table 11.
Developing Countries: Exchange Rate Arrangements, End of June 1979-85"

(Number of countries)

1979 1980 1981 1982 1983 1984 1985
Pegged to a single currency 61 58 56 56 54 51 49
U.S. dollar 41 40 38 38 36 33 31
French franc 14 14 14 13 13 13 14
Other currency 6 4 4 5 5 5 4
Pegged to composite 27 32 32 34 35 35 40
SDR 13 15 14 15 14 11 12
Other composite 14 17 18 19 21 24 28
Flexible arrangements 29 28 32 35 36 39 38
Adjusted according to
a set of indicators 4 3 4 4 5 6 6
Other? 25 25 28 31 31 33 32
Total 117 118 120 125 125 125 127

T Based on mid-year classifications; excludes Democratic Kampuchea, for which no current information is available. For classification of countries, see Appen-

dix IX.

2 This category comprises the following categories used in Table 12: “Flexibility limited vis-a-vis single currency,” ““Managed floating,” and “Independently

floating.”

direct effects on the current account balance that did
not operate through the real effective exchange rate
or the fiscal balance. Among these were external
factors such as worsening terms of trade or fall in
foreign demand for exports. Also important were
domestic factors such as faulty domestic producer
pricing policies, disturbances and disruptions to nor-
mal productive activities, and unfavorable weather
for agricultural export crops.

The importance of other factors in current account
performance can be seen from the fact that 36 of 61
countries whose real effective exchange rate appreci-
ated between 1981 and 1984 experienced an improve-
ment in their current account ratios between the two
dates, and among 35 countries with real effective
exchange rate appreciation of at least 10 percent, 17
countries (including Bolivia, the Congo, Egypt, Haiti,
the Libyan Arab Jamahiriya, Malaysia, Nigeria, and
Sierra Leone) improved their current account ratios.
Various factors appear to have contributed to such
favorable current account developments in the face of
real effective exchange appreciation, including in-
creased exchange and trade restrictions in a number
of these countries, as well as substantial improve-
ments in fiscal balances and increased efficiency in
the supply of exports in some of them.

Of the 68 countries (in the sample of 104 developing
countries) that improved their current account bal-
ances in relation to exports between 1981 and 1984,
32 experienced real effective exchange rate deprecia-
tion during this period. Forty-five countries of the 68
improved their fiscal balances (in relation to GDP)
and, in all, 54 countries had either a depreciation of
the real effective exchange rate or improved fiscal
balance or both.

Between 1981 and 1984, there were 43 countries

with depreciating real effective exchange rates. For
32 of these countries, the current account ratic im-
proved between the two dates. There were, therefore,
11 countries that realized deteriorating current ac-
count ratios despite real effective exchange rate de-

Chart 18.

Developing Countries: Nominal Effective Exchange
Rates by Exchange Arrangements, 1980—84'

(Change from preceding year, in percent)

* The nominal effective exchange rate of a country is an import-weighted
index of average annual exchange rates of the trading partner currencies in
units of the domestic currencies. Changes in group nominal exchange rates are
unweighted averages of changes in country indices. Changes from each year
to the following year are calculated for a constant sample of countries that
observed the exchange arrangement in question in both years. For classification
of countries, see Appendix IX.
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preciation. The reasons for this varied among coun-
tries. For some countries the authorities were reluctant
to take measures to realize a real effective exchange
rate depreciation large enough to counteract other
factors, especially those emanating from the interna-
tional economy, that were having an unfavorable
impact on the current account. In some of these
countries the authorities may not have felt a strong
need for adjustment, owing to such factors as a
reasonably strong foreign reserve position, the avail-
ability of capital inflows from abroad, and the expec-
tation of an early reversal of the adverse developments
that had caused the current account deterioration in
the first place. In a few countries the real effective
exchange rate depreciated sharply only in 1984, after
appreciating in 1982 and 1983, while other adjust-
ment measures had also been inadequate; given the
lag between exchange rate changes and their effect
on the current account, the real depreciation appears
to have come too late in these countries to prevent
the worsening of the current account ratio over the
whole period.

In recent years, the need for adjustment has been
particularly acute among the major borrowers. These
countries, like some others, have diversified economies
that respond in a fairly elastic way to relative prices.
In these circumstances, more active use of the ex-
change rate for external adjustment was generally
considered appropriate. From 1981 to 1984, the un-
weighted average of the real effective exchange rates
of these countries dropped markedly—on average by
over 13 percent (Chart 19). For other market borrow-
ers and for official borrowers, real effective exchange
rates appreciated after 1981. For the official borrowers
(excluding China and India), the appreciation accu-
mulated to 4%2 percent during the period 1982-84. For
the other market borrowers, the real effective exchange
rate appreciated by somewhat less than 4 percent in
1984, thereby just wiping out depreciations in 1982 and
1983. Between 1981 and 1984 the current account ratio
improved for 6 of the 7 major borrowers, compared with
19 of the 26 other market borrowers and 24 of the 42
official borrowers, in the sample of 104 countries; 29
countries in the sample were not classified as borrowers.

SURVEILLANCE

As exchange rate developments in recent years
show, discordance in policy strategies and perform-
ance among countries can lead to misalignment in
the pattern of exchange rates. Through the exercise
of surveillance over its members’ policies, the Fund
aims at reducing such discordance in a manner that
is consonant with the achievement of sustained non-
inflationary growth. The Fund also encourages mem-
bers that manage their exchange rates to follow a
flexible exchange rate policy consistent with the need
for balance of payments adjustment. These surveil-
lance activities are conducted according to the prin-

Chart 19.

Developing Countries: Real Effective Exchange Rates
by Financial Criteria, 197784’
(Indices, 1977 = 100)

! The indices measure the evolution of a country’s prices relative to those of
its trading partners, adjusted for exchange rate changes. Prices are measured
by the average annual consumer price index, with indices of partner countries
averaged by using import weights, and exchange rates are measured by an
import-weighted index of average annual exchange rates. Group indices are
unweighted averages of country indices. For classification of countries in groups
shown here, see Appendix 1X.

ciples and procedures for surveillance set forth in the
document entitled “Surveillance over Exchange Rate
Policies.””?

In its annual review of the general implementation
of surveillance over members’ exchange rate policies
conducted in March 1985, the Executive Board once
again emphasized the great importance that it at-
taches to the surveillance function of the Fund.* Much
of the discussion was focused on the effectiveness of
surveillance in the current international economic
environment. The Board noted the important role

3 Executive Board Decision No. 5392-(77/63), adopted April 29,
1977, Selected Decisions of the International Monetary Fund and
Selected Documents, Tenth Issue {Washington, April 30, 1983).

4 See Executive Board Decision No. 7939-(85/49), adopted
March 25, 1985 (reproduced in Appendix ).
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that surveillance had played in bringing key policy
issues to the attention of the relevant authorities and
keeping them under active discussion. In many in-
stances, policy decisions in member countries clearly
had taken account of the views expressed by the
international community through the Fund’s surveil-
lance process. More generally, however, the Board
stressed that there remained substantial divergences
between the policies actually pursued by some mem-
ber countries and those advocated by the Fund mem-
bership collectively. It also stressed that, while the
Fund should continuously endeavor to sharpen its
analysis and to improve its procedures, the basic
problem was neither analytical nor procedural; rather,
it had to do with a lack of determination in imple-
menting policy strategies that were framed in the light
of their international compatibility.

A related point discussed by the Executive Board
during the 1985 review concerned the evenhandedness
of surveillance, which was considered essential for its
effectiveness. While Directors noted the view that the
Fund was much stricter in its surveillance over the
policies of developing countries that were in deficit
than over those of other countries, they ascribed it
largely to an insufficient distinction between the func-
tion of surveillance and other functions of the Fund,
such as the implementation of conditionality and the
Fund’s jurisdiction over exchange restrictions. These
other functions do imply special responsibilities for
the Fund. For example, the Fund has the responsi-
bility to see that its resources are used in support of
effective adjustment, and member countries that seek
the Fund’s financial support have therefore to arrange
their policies so as to qualify for such support accord-
ing to the criteria used by the Fund. It is thus
inevitable that the Fund has a stronger direct influ-
ence on the policies of countries that undertake Fund-
supported adjustment programs than on the policies
of other countries. This asymmetry can, however, be
greatly attenuated by strengthening the effectiveness
of surveillance over the policies of all member coun-
tries. Because of the strong effects of developments in
major industrial countries on the rest of the world,
more effective surveillance for those countries would
improve the international monetary system as a whole.

In the course of the review, the Board considered
various possible avenues for improving the effective-
ness of surveillance. The Interim Committee, too,
discussed these matters at its meeting in April 1985.
In its conclusions, the Committee urged that steps be
taken to strengthen surveillance over the policies of
all Fund members. It also urged that consideration
be given, within the context of the policy of uniform
treatment of members, to means of increasing the
effectiveness of surveillance over the policies of those
industrial and developing countries that have a sig-
nificant effect on the functioning of the world
economy.

Through its Article IV consultations, bilateral
meetings, and the participation of the Managing

Director in international meetings, the Fund has
communicated its views to the authorities concerned
and highlighted the unfavorable effects of existing
policy weaknesses on the international community.
In addition, the Fund has taken a strong public stance
in this context, especially through its publications and
the speeches of the Managing Director. In particular,
the Fund has stressed that the unfavorable conse-
quences of policy weaknesses in major industrial
countries are felt with severity by developing coun-
tries. While developing countries should continuc
their adjustment efforts, the major industrial countries
need to improve their policies and thereby contribute
to the global adjustment process.

THE SUBSTANCE OF SURVEILLANCE

An assessment of the effectiveness of surveillance,
of possible areas of weakness, and of feasible improve-
ments must be based on an analysis of the factors
and policies that have led to the emergence and
persistence of the severe problems that plague the
world economy. Such analysis has been a major
aspect of each annual review of Fund surveillance
since the first review in 1979, as well as of each Board
discussion of the world economic outlook since that
time. The main conclusions reached during these
reviews and discussions have been presented in pre-
vious Annual Reports. Nonetheless, at this time of
renewed search for ways of improving the effectivencss
of surveillance, it is useful to pull together these
various conclusions and reassess them in the light of
recent developments.

It is clear from the above discussion of the factors
behind the pronounced movements in exchange rates
among major industrial countries that these move-
ments cannot be viewed as prima facie evidence of a
lack of effectiveness of surveillance. In particular,
some of these exchange rate movements may be the
normal consequence of economic developments and
policies—magnified perhaps by increased integration
of national financial markets, which per se is a
welcome evolution—rather than the result of faulty
economic policies or of capricious behavior of private
market participants. Changes in perceptions of a
currency as a ‘‘safe haven” and in prospects for
returns on investments in particular currencies may
also cause substantial movements in exchange rates.
Reactions to new developments take place rapidly in
financial markets so that, with the rising volume of
financial transactions, exchange rates tend to be vol-
atile. Even more important, since reactions to price
changes in markets for goods and labor, which are
important determinants of long-run exchange rate
trends, are much less rapid than those in financial
markets, exchange rates at times deviate for lengthy
periods and in substantial degree from their long-run
trend values. The task of surveillance begins when
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there are reasons to believe that unwelcome economic
developments, including exchange rate changes, are
the result of inappropriate policies. In this context,
the Fund has for some time stressed the need for each
country to follow a policy strategy that is both stable
and balanced. It should be stable because frequent
changes in policies will inevitably lead to frequent
changes in the exchange rate. Moreover, in the ab-
sence of predictable policies, views regarding the
longer-run trend value of the exchange rate may be
so weakly held that the rate may become subject to
self-sustaining speculative effects. From a domestic
standpoint, frequent changes in policies may desta-
bilize output and prices, and may ultimately hinder
rational decision making by private economic agents.
The policy strategy should, moreover, be balanced
because a lack of harmonious coordination of various
policy instruments results in economic tensions that
are apt to manifest themselves in a waste of domestic
resources and in external imbalances. In any case, an
unbalanced combination of policies is unlikely to be
stable, because the pressure for a change in policies
is bound to grow as their unfavorable effects become
more obvious.

In principle, the desirability of a policy strategy
that is stable and balanced is not contested. The
problem is that in practice the authorities often find
it difficult to pursue such a strategy. For instance,
removal of rigidities in markets for goods and labor
is often unpopular, if only because the benefits and
costs resulting from the removal may fall unevenly on
social groups of different political strength. Again, the
reduction of fiscal deficits, which generally entails
unpopular measures, requires difficult budgetary de-
cisions—whether to raise taxes or to lower govern-
ment spending, and which components of these rev-
enues or expenditures to alter. Such questions clearly
go beyond the realm of economic efficiency and have
important political dimensions.

Furthermore, it is often difficult to know what the
appropriate policy measures are. For instance, a
number of observers have focused attention on the
effects of shifts in international currency preferences
on exchange rates. It can be argued that the monetary
authorities should accommodate these shifts when
they are unrelated to the fundamental determinants
of exchange rates rather than accept large temporary
exchange rate movements that would disturb resource
allocation in the markets for goods and labor. At the
limit, a stable monetary strategy could be interpreted
as one that allows the monetary aggregates to change
in order to reflect shifts in external demand for the
currency. In practice, however, it is not always clear
whether an exchange rate movement is the conse-
quence of a shift in currency preferences or of more
fundamental developments. Moreover, even when such
a shift can be identified, a policy of accommodation
may not be without danger: for example, an expansion
of the monetary aggregates undertaken to meet a rise
in foreign demand may be misinterpreted by domestic

residents and lead to a rise in inflationary expecta-
tions. It could thus be inappropriate for national
authorities to attempt systematic accommodation of
international currency shifts. At the same time, the
exchange rate movements, apart from signaling shifts
in external demand for a currency, may at times also
provide a presumptive indication that previously un-
detected domestic developments, possibly resulting
from structural changes in the financial system, war-
rant a reassessment of the monetary targets.

Foreign exchange market intervention, although
sometimes itself a source of volatility, may at times
play a useful role in dampening, or even stopping,
speculative exchange rate movements, especially if
the intervention is decisive, concerted among the
major countries, and properly timed. For example,
the concerted intervention by a number of major
industrial countries in February 1985 seems to have
been instrumental in arresting the rise of the U.S.
dollar. However, as stated in the report of the working
group on exchange market intervention,® there is
much evidence that sterilized intervention does not
generally have a lasting effect. Ultimately, any serious
attempt to achieve greater exchange rate stability has
to rest on the implementation of more appropriate
and internationally compatible economic policies.

In this context, it is noteworthy that the countries
participating in the exchange rate arrangements of
the EMS have been largely successful in stabilizing
exchange rates among their currencies. This success
has been achieved mainly through a convergence of
their domestic policies and performance, with the
countries suffering from relatively high inflation mak-
ing a major adjustment effort in order to reduce their
inflation rates to the level prevailing in the relatively
low-inflation countries. Nonetheless, there is little
doubt that the commitment of the authorities to the
defense of the central rates and the agreed interven-
tion mechanisms have contributed to the success of
the system. While the EMS system could not easily
be extended or reproduced elsewhere, its success
under the circumstances in which it operates may
offer encouragement to those searching for greater
stability of exchange rates in the world economy.

Timely adjustment is as important for developing
countries as for developed countries. Delay in taking
appropriate measures results in unnecessary loss of
foreign reserves, in a worsening of the structure of the
country’s debt, and often in large accumulation of
external arrears. Stop-gap borrowing is normally pos-
sible only on rather unfavorable terms with respect
to both interest payments and repayment periods.
Postponing adjustment also aggravates distortions in
the structure of domestic production caused by inef-

s Working Group on Exchange Market Intervention, established at
the Versailles Summit of the Heads of State and Government, june 4,
5, and 6, 1982, Report of the Working Group on Exchange Market
Intervention, March 1983.
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ficient pricing and the use of direct controls. In
addition, an unwelcome consequence of the contin-
uation of inappropriate policies is often a decline in
private capital inflows and in domestic investment.
When the delayed adjustment is finally undertaken,
it may have to be large and rapid, and therefore more
costly to output and employment in the short term
and less beneficial over the medium term than if more
timely and resolute policies had been put in place.

Achievement of timely adjustment in developing
countries depends very much on the appropriate
combination and phasing of the various policy instru-
ments used in the adjustment program. Adjustment
problems typically arise in circumstances in which a
country has come to use more resources than are
available within its own borders. The need to curtail
public and private demand for goods and services is
therefore usually the centerpiece of an adjustment
program. Demand-management policies must, of
course, reflect the particular social and political, as
well as economic, circumstances of the country. More-
over, they should be used in such a way as to avoid
or minimize any adverse influence on the overall
supply of goods and services, for instance, through a
negative impact on the level and efficiency of private
investment, lest they undo the effect of any supply-
enhancing policies contained in the program. In turn,
policies to increase domestic output should be, as far
as possible, designed so as to avoid raising overall
domestic demand in order not to conflict with the
aims of the demand-management policies included in
the policy package. To the extent that these tasks—
constraining demand and augmenting production—
are to be accomplished simultaneously through a
rearrangement of market incentives, a shift of relative
prices will often be required.

In the short run, an adjustment of the exchange
rate, when needed, can improve the allocation of
scarce foreign exchange resources in the economy. In
the longer run, the effects of exchange rate adjustment
on relative prices can improve the allocation of eco-
nomic resources in general in line with the true
scarcity value of foreign resources. When nominal
wages are inflexible and cannot easily be lowered,
exchange depreciation supported by restrictive mon-
etary policies can reduce the budgetary contraction
required to achieve a given improvement in the
current account balance. In this way, exchange rate
adjustment can contribute to a more favorable situa-
tion with respect to output growth and employment
than could have been reached if the same external
adjustment had been attained through larger bud-
getary contraction with an unchanged exchange rate.

The choice of adjustment policies must be guided
by the effectiveness of different measures in improving
the current account balance and promoting long-term
capital inflows. Since various measures affect these
elements of external adjustment at different speed and
in different degree, the size and timing of the required
adjustment plays a role in determining the optimal

combination of policies at any given time. Indeed, an
important reason for timely adjustment is that it
permits a much broader range of instruments to be
applied, compared with a situation in which the
adjustment need has become a matter of emergency.
Timely adjustment can, in consequence, permit a
better policy design, fostering a more even growth of
economic welfare over time, than could be achieved
if adjustments were initially delayed.

Flexible management of exchange rate policy can
increase the effectiveness and efficiency of other sup-
ply policies, including producer pricing policies and
the structure of government investment. As stressed
before in this Report, the exchange rate often imposes
constraints on the efficient use of certain other supply
policy instruments. For example, producer prices can
affect the domestic supply of export crops; needed
increases in these prices are often resisted unless the
rnominal exchange rate is allowed to depreciate at the
same time, because at a given exchange rate the
profitability of marketing boards would tend to be
impaired, at least in the short term. The relative use
of domestic and foreign inputs also tends to be
distorted when the exchange rate is kept at an inap-
propriate level.

Flexibility of the nominal exchange rate is of par-
ticular relevance when the external disequilibrium to
be corrected has been caused mainly by domestic
financial developments. This tends to be true, for
example, in countries with substantial inflation, where
fiscal disequilibrium and rapid domestic credit expan-
sion result in serious pressure on the balance of
payments. In the absence of continuous revision of
the nominal exchange rate, the real effective exchange
rate in such countries soon becomes inappropriate
and harmful to economic development prospects.

Adjustments in the real exchange rate can be
especially effective in correcting payments imbalances
for countries that are producing exportables with
relatively high supply elasticities or countries that are
in the process of promoting export diversification and
a shift toward the supply of goods benefiting from
longer-run favorable demand prospects in the world
market. Whether disturbances requiring external ad-
justment come from international or domestic factors,
adjustment of the real exchange rate recognizes the
changed economic opportunities confronting the
country. The ability to alter the real effective ex-
change rate in such circumstances is a crucial element
in adjustment.

The implication is that the typical developing coun-
try should aim at keeping its real effective exchange
rate at a level that facilitates attainment of its poten-
tial output growth and a sustainable current account
balance. The nominal exchange rate should then be
changed as frequently as needed to maintain the
desired real effective rate, taking into account the
circumstances of the country, particularly its ability
to use monetary and fiscal instruments to keep do-
mestic prices in check. The choice of exchange ar-
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rangements should be made with a view to providing
the needed exchange rate flexibility.

External adjustment by the developing countries
needs to be supported by an adequate flow of appro-
priate financial resources. Beyond exercising surveil-
lance over the policies of these member countries, the
Fund has continued to encourage commercial banks
to provide financing in support of Fund-assisted ad-
justment programs. In particular, the Fund has wel-
comed recent examples of multiyear debt rescheduling
arrangements for countries that have already achieved
solid progress in their adjustment efforts. The Fund
has also stressed the primary need, particularly for
the low-income developing countries, for an increase
in the volume of foreign aid and its effective utiliza-
tion. This is especially true for sub-Saharan African
countries that are severely affected by the current
drought. Many low-income developing countries face
debt-servicing problems even though much of their
debt is owed to official creditors. The Fund has often
assisted in the process of official debt rescheduling
within the framework of the Paris Club in support of
adjustment programs involving the use of Fund re-
sources. So far, most of these reschedulings have been
made one year at a time. The Paris Club has,
however, recently started to conduct multiyear re-
schedulings, in close cooperation with the Fund, when
debtor countries have a proven record and continuing
prospects of sound adjustment.

Ultimately, an open multilateral trading system
remains the most important requirement for a gradual
improvement of the international economic situation.
Although there have recently been some favorable
developments in this respect, the overall trend toward
protectionism can hardly be considered as having
been checked, let alone reversed. The Fund is ex-
tremely concerned with this evolution and has focused
it its recent work on the issue of protectionism and
how it relates to problems in the areas of fiscal policy
and structural adjustment. It has also highlighted the
importance of this issue in all its surveillance activities
and has continued its close collaboration with the
CONTRACTING PARTIES to the General Agreement on
Tariffs and Trade.

PROCEDURES

The basic vehicle for the Fund’s surveillance con-
tinues to be the Article IV consultation. In recent
years, the Fund has been successful in its efforts to
ensure that consultations with all members are held
regularly. Article IV consultations normally take place
annually but there could be a longer interval-—up to
two years—for some members, and shorter cycles
may be requested in some circumstances. The annual
cycle is, however, required for countries whose devel-
opments have a substantial effect on other members,
for countries with Fund-supported programs, and for
countries for which there are questions about balance

of payments viability. At the time of the 1985 review
of surveillance, the Executive Board stated that at
least the 25 Fund members with the largest quotas
should be regarded as countries whose developments
have a substantial effect on other members. In the
new system of advance specification of consultation
cycles instituted in 1983, the length of the consultation
cycle or the date for the next consultation is specified
at the conclusion of each consultation. As a result of
the new system, the consultation frequency has risen
sharply in the past two years, with 80 percent of the
membership covered both in 1983 and in 1984. At
the end of 1984, there were only 4 members without
consultation for two years or more, compared with 6
at the end of 1983 and 19 at the end of 1982.

The analytical content of Article IV reports has
been considerably broadened and adapted to the
requirements of surveillance in recent years. In par-
ticular, international economic linkages and issues
related to trade and protectionism have been increas-
ingly emphasized. Moreover, Article IV consultations
have stressed the need to discuss with member coun-
tries the medium-term implications of their policies.
Since 1983, consultation reports for almost all coun-
tries in which external indebtedness is a significant
issue have included a description of the medium-term
external debt outlook. More recently, the medium-
term analysis has been expanded to include the
sensitivity of the debt projections to alternative as-
sumptions and to examine the evolution of important
components of the balance of payments. Even for
countries in which external indebtedness is not a
major issue, including many industrial countries, the
need to analyze the internal coherence and chance of
success of the whole medium-term policy strategy of
the authorities has led to the introduction of medium-
term scenarios in consultation reports.

Another major surveillance issue is the need for
structural adjustment. This need has, of course, al-
ways been recognized in the Fund’s work with devel-
oping countries. There is, however, a new emphasis
on these issues in industrial countries. This emphasis
reflects mainly the earlier experience with inflation at
times of economic slack and, most recently, the per-
sistence of fiscal deficits and unemployment in many
industrial countries. These latter problems are often
intimately related through the effects of low economic
activity on tax receipts and on government financial
support for ailing industries and unemployed workers.

Among the innovations in the content of staff
reports made in 1984, two can be singled out. The
first was the inclusion in most staff reports on devel-
oping countries of material describing the country’s
relations with the World Bank, in many cases includ-
ing the Bank’s assessment of the investment or devel-
opment program and other policy issues studied by
the Bank. The second was a review of recent devel-
opments and policies against the background of the
conclusions of the previous consultation. In particu-
lar, care was taken to explore whether the country
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had implemented the Executive Board’s recommen-
dations and whether further developments supported
the case for these recommendations.

The continuous efforts by the Fund to adapt its
surveillance procedures has also led to a new proce-
dure, usually referred to as enhanced surveillance.
This procedure is still evolving and has been adopted
for only a few countries in the context of multiyear
rescheduling arrangements. In those cases in which
it has been adopted, the country concerned has taken
the initiative of requesting the Fund to monitor its
policies through more frequent Article IV consulta-
tions. The new procedure has facilitated negotiation
of multiyear rescheduling arrangements for several
members, which have been aimed at helping members
make the transition to normal access to bank lending.
While enhanced surveillance can support banks’ risk
assessment, it is in no way a substitute for independ-
ent economic evaluations by commercial banks, which
retain full responsibility for their credit decisions
based on their own assessments.

Fund participation in multilateral meetings with
governments and with other international organiza-
tions remains another major channel for Fund sur-
veillance. The Managing Director has participated in
meetings between the finance ministers of the five
major industrial countries, which provide an impor-
tant opportunity for discussion of world economic
developments and international policy coordination.
The Group of Ten has also played an important role
over the past year in serving as a forum for discussion
of new approaches to surveillance. The report of the
deputies of the Group of Ten on the functioning of
the international monetary system, which was re-
leased in June 1985, contains findings with respect to
strengthening surveillance, as well as the functioning
of floating exchange rates, the management of inter-
national liquidity, and the role of the Fund. The
Group of Twenty-Four is reviewing issues relating to
the conduct of surveillance, especially those concerned
with the relations between industrial and developing
countries. The Interim Committee will give prelimi-
nary consideration to these matters at its next meeting
in October 1985.

Fund surveillance activities rest on a large amount
of supporting work. In particular, the Fund continu-
ously monitors its members’ exchange rates and ex-
change rate policies. Since 1983, the Executive Board
has been notified regularly of all sizable changes in
real effective exchange rates. Information notices gen-
erally include appraisals of the exchange rate devel-
opments reported. So far, information notices have
not led to Board discussions, though they have often
served to sharpen the focus of discussion of exchange
rate policy when a Board meeting concluding an Arti-
cle IV consultation or discussing the use of Fund
resources was scheduled shortly after the issuance of
an information notice.These new monitoring proce-
dures supplement the existing system, implemented
in 1977, according to which any change in a member’s

exchange arrangements must be communicated to the
Fund within three days.

Even more importantly, the Fund’s surveillance
activities benefit from the comprehensive analyses of
the world economy provided in the world economic
outlook exercise. Besides serving as the focus of the
Fund’s consideration of questions of international
policy interactions and economic linkages, the papers
prepared for this exercise provide short-term forecasts
and a medium-term perspective that serve as refer-
ence points for the Fund’s work on issues involving
individual countries. In 1984 and the first half of
1985, a major topic of the discussion on the world
economic outlook was the medium-term prospects for
growth in industrial countries and the likely conse-
quences for developing countries. The aim of the
analysis was to delineate the adjustment policies that
are needed in each group of countries.

RECENT CHANGES IN REPORTED
EXCHANGE ARRANGEMENTS

The trend toward the adoption of more fiexible
exchange arrangements continued in 1984 and the
first half of 1985. A major new development in this
period has been the adoption of independently float-
ing exchange rates by a number of developing coun-
tries. Another feature of the movement toward in-
creased flexibility of exchange arrangements has been
the shift away from arrangements of “limited flexibil-
ity”’—quasi-pegs to a single currency, which in all
instances was the U.S. dollar—toward pegging to
currency composites, including the SDR. Of the 15
members that changed their exchange arrangements
in 1984 and the first half of 1985, 6 adopted arrange-
ments of independent floating. El Salvador, which
had maintained its currency pegged to the U.S. dollar,
was reclassified as operating managed floating ar-
rangements. Peru moved from a managed float to an
arrangement under which the currency is adjusted
according to a set of indicators. Guyana, Maldives,
and Thailand, which had previously maintained their
currencies with limited flexibility against the U.S.
dollar, and Malawi, whose currency had been pegged
to the SDR, adopted as pegs currency composites
tailored to reflect the relative importance of their
trading partners. Sierra Leone changed its pegging
arrangement from the U.S. dollar to the SDR, while
Equatorial Guinea changed its currency from the
Spanish peseta to the French franc. In addition, 2
new members informed the Fund of their exchange
arrangements: St. Christopher and Nevis has been
classified within the group of countries whose curren-
cies are pegged to the U.S. dollar and Mozambique
within the group of countries whose currencies are
pegged to a currency composite other than the SDR.
As a result of these changes, the number of Fund
members with “more flexible” exchange arrange-
ments increased from 38 at the end of 1983 to 40 at the
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Table 12
Exchange Arrangements as of june 30, 1985’

Flexibility Limited vis-a-vis a Single

More Flexible

Pegged to i Currency or Group of Currencies Adjusted
Single currency Currency composite ' Cooperative according to a Managed Independently

U.S. dollar French franc Other SDR Other Single currency? arrangements set of indicators floating floating
Antigua and Benin Bhutan (Indian Burma Algeria’ Afghanistan? Belgium? Brazil* Argentina Australia

Barbuda Burkina Faso rupee) Burundi Austria Bahrain* Denmark Chile3# Costa Rica? Canada
Bahamas? Cameroon The Gambia Guinea? Bangladesh? Qatar* France Colombia Ecuador? Dominican
Barbados Central African  (pound Iran, Islamic Botswana Saudi Arabia’ Germany, Pery? El Salvador?® Republic
Belize Republic sterling) Republic of  Cape Verde United Arab Federal Jamaica
Bolivia Jordan China Emirates’ Republic of Greece

Chad Lesotho (South Ireland Portugal GuineaBissau  japan

Djibouti Comoros African rand) Italy® Somalia®” Iceland Lebanon
Dominica Congo Swaziland (South  Kenya? Cyprus India® New Zealand
Egypt? Equatorial African rand) Rwanda Fiji Luxembourg? . Philippines
Ethiopia Guinea Sio Tomé and  Finland® Netherlands Indonesia South Africa
Ghana Gabon Principe Guyana Israel
Grenada | Ivory Coast Seychelles Hungary fA(zer:iio’ Hﬁiat:((iiaKingdom
Guat 3 i 3 i

uatemata Mali Sierra Leone Kuwait Morocco United States
Haiti Niger Nigeria Uruguay
Honduras? Senegal x?:turztaum m:ii;%?scar Pakistan Zaire
Iraq Togo Malaysia Spain
Lao People’s Maldives Sri Lanka

Democratic Malta Turkey

Republic? Mauritania Western Samoa
Liberia Mauritius Yugoslavia
Libyan Arab Lo

Jamahiriya mé)z;mblque
Nicaragua? N o?w ay
Oman Papua New Guinea
Panama Romania
Paraguay? Sin

‘ gapore
St. Christopher and Solomon Islands
S hil_ew§ Sweden
t. Lucia Tanzania

St. Vincent and the Thailand

Grenadines
Sudan? ?ﬂm
Suriname ;
Syrian Arab Zimbabwe

Republic?
Trinidad and

Tobago
Venezuela®
Yemen Arab

Republic
Yemen, People’s

Democratic

Republic

1 No current information is available relating to Democratic Kampuchea.

2 All exchange rates have shown limited flexibility vis-a-vis the U.S. dollar.

3 Member maintains dual exchange markets involving multiple exchange arrangements. The arrangement
shown is that maintained in the major market.

4 Member maintains a system of advance announcement of exchange rates.

5 Exchange rates are determined on the basis of a fixed relationship to the SDR, within margins of up to
+7.25 percent. However, because of the maintenance of a relatively stable relationship with the U.S.
dollar, these margins are not always observed.
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6 Margins of *6 percent are maintained with respect to the currencies of other countries participating
in the exchange rate mechanism of the European Monetary System.

7 The exchange rate is maintained within overall margins of 7.5 percent about the fixed shilling/SDR
relationship; the exchange rate is re-evaluated when indicative margins of +2.25 percent are exceeded.

& The exchange rate is maintained within margins of +2.25 percent.

9 The exchange rate is maintained within margins of =5 percent on either side of a weighted composite

of the currencies of the main trading partners.
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end of June 1985, and members whose arrangements
are labeled as “‘independently floating” increased
from 8 to 14 over this 18-month period. One industrial
country (New Zealand) and 5 developing countries
(the Dominican Republic, Jamaica, the Philippines,
Uganda, and Zaire) formally adopted floating rate
arrangements in unitary exchange markets. The num-
ber of countries with currencies pegged to a single
foreign currency decreased from 51 to 50, while the
number of those pegging to a composite of currencies
increased from 39 to 44. Arrangements in the ‘“‘limited
flexibility” category declined from 17 to 13.

From the inception of the present classification
system in December 1981 to June 1985, the proportion
of Fund members with “more flexible’’ arrangements,
including members maintaining a cooperative ar-

rangement under the EMS; has risen from 28 percent
to 33 percent, while that of members with single-
currency pegs (including arrangements under which
there is limited flexibility vis-a-vis a single currency)
declined from 47 percent to 37 percent. The propor-
tion of members pegging to currency composites
increased from 25 percent to 30 percent in this period
(with the proportion of arrangements classified within
the “other currency composite” subcategory increas-
ing from 16 percent to 22 percent).®

At the end of June 1985, 50 member currencies
were pegged to a single currency, 12 to the SDR, and
32 to other currency composites; 40 members main-
tained exchange arrangements in the “more flexible”
category; and 13 members maintained arrangements

of limited flexibility (Table 12).

International Liquidity, Reserves, and Financial Markets

During 1983 and 1984, reserve movements were
strongly affected by the efforts of many countries to
rebuild their reserve holdings following the losses of
foreign exchange reserves in 1982. For many devel-
oping countries, this reserve accumulation has oc-
curred during a period of sharply reduced access to
international financial markets. The expansion of
reserve holdings entailed changes in the types of assets
held as reserves, in the currency composition of
foreign exchange holdings, and in the sources of
reserve growth.

This section examines a number of recent devel-
opments in international liquidity and reserves. First,
there is consideration of the changes in international
monetary arrangements that may have made the stock
of international reserves more a reflection of the
economic policies and reserve preferences of individ-
ual countries than an exogenous constraint on coun-
tries’ policies. Second, there is a review of the recent
evolution of holdings of official reserve assets. Third,
the currency composition and distribution of inter-
national reserves and liquidity are examined. Fourth,
the sources of reserve growth are reviewed, with
special emphasis on the role of private international
financial markets in the provision of international
liquidity and the financing of the adjustment process,
and on the importance of current account imbalances
as sources of reserves. Finally, there is a discussion of
the adequacy of international reserves and the role of
the Fund in the provision of international liquidity
through conditional credit and SDR allocation.

THE ROLE OF RESERVES IN THE
INTERNATIONAL MONETARY SYSTEM

The role of reserves in the international monetary
system has gradually evolved in response to a number

of developments fostering the perception that reserves
are no longer determined primarily by forces or
policies external to the operations of the monetary
system but rather reflect the economic policies and
reserve preferences of individual countries, including
those of reserve currency countries. Under the gold
standard, the relatively fixed stock of gold and the
commitment of many countries to making their cur-
rencies convertible into gold imposed a constraint on
the issuance of domestic money and thereby on the
levels of prices and economic activity in individual
countries. In contrast, the link between the stock of
gold on the one hand and prices and output on the
other hand was less direct under the gold exchange
standard, in part owing to the more active use of
credit arrangements as a source of reserves and re-
strictions on gold convertibility. Since countries could
increase their reserve holdings by acquiring claims
on reserve-currency countries, an important compo-
nent of total reserves could respond to the policies of
countries. Nonetheless, the possibility of gold conver-
sion at times influenced the policies of even the
reserve-currency countries.

The current multicurrency reserve system repre-
sents the cumulation of an evolutionary trend in
which the importance of the level of reserves as a
constraint upon policy has progressively declined for
countries having access to international financial mar-
kets and, in particular, for the reserve-currency coun-
tries. The suspension of convertibility of the U.S.
dollar and the collapse of the system of fixed exchange
rates were further—and definitive—steps in that ev-
olution because the collective demand for reserves no

¢ Excluding the arrangements for Democratic Kampuchea, for
which no information is available.
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longer reflected the need to meet conversion and
intervention obligations. Of course, these develop-
ments did not imply that national authorities no
longer wished to hold gold and other reserve assets.

With the weakening of the reserve constraint, coun-
tries sought other ways to guide their economic per-
formance, individually and collectively. In the major
industrial countries, for example, the post-1971 sys-
tem relied heavily on targets for monetary and credit
aggregates. Such control techniques did not, of course,
appear de novo; they were increasingly experimented
with as the system evolved toward the climactic events
of the early 1970s. Moreover, the widespread adoption
of floating in no way implied that a country’s policy
choices had no effects beyond its own borders. On
the contrary, experience since 1971 reinforces the
view that countries have common interests in setting
their economic policies; these interests manifest them-
selves in a number of ways, for instance, in growing
support for international surveillance over these
policies.

Under the current system, the total stock of reserves
can to some extent adjust to changes in the demand.
This supply response is not constrained by forces
outside the international monetary system even though
supplies of specific reserve assets may be fixed. Goun-
tries with access to international capital markets have
often found borrowing from private financial institu-
tions an eficient means of obtaining additional foreign
exchange reserves. An individual country can acquire
reserves at a net cost equal to the rate at which it
can borrow (inclusive of the risk premium) less the
deposit rate paid on reserves (or the yield on securi-
ties).” However, a significant number of developing
countries do not have access to the international credit
markets and such countries can acquire reserve ad-
ditions only through a surplus in their current ac-
counts or through intergovernmental borrowing.

The supply of foreign exchange reserves for coun-
tries with access to credit markets is not necessarily
tied to the structure of current account balances of
any group of countries (including the reserve-currency
countries). The counterpart of a given country’s cur-
rent account deficit is the accumulation of domestic
assets by foreign entities or the sale of foreign assets
by domestic residents. This exchange of assets could
be undertaken either by the private sector (which
would not directly lead to reserve accumulation) or
by the authorities (which can reflect intervention
activity in the foreign exchange market and can
thereby result in reserve accumulation).

For countries that do not have access to interna-
tional capital markets, the process of reserve acqui-
sition is different from that described above. These
countries often face a high real cost of accumulating

7 In addition to the acquisition of reserves through actual borrowing
from private markets and intervention in the foreign exchange mar-
kets, countries can arrange for lines of credit from either private
financial institutions, central banks, or other official institutions.

reserves associated with the adjustments of domestic
macroeconomic and exchange rate policies needed to
achieve a balance of payments surplus. For these
countries, reserve holdings can at times correspond
to minimal working balances.

The remainder of this chapter examines a number
of recent aspects of the continuing evolution of the
multicurrency reserve system. In addition to a dis-
cussion of movements in holdings of reserves, there is
also consideration of the changes in the composition
of foreign exchange reserves, the sources of reserve
growth, including current account balances and in-
ternational financial markets, and the adequacy of
reserves and international liquidity.

RECENT EVOLUTION OF OFFICIAL
RESERVE ASSETS

In 1984, total international reserves measured in
terms of the SDR declined by about | percent, as a
fall in the market value of official holdings of gold
was almost completely offset by an increase in hold-
ings of non-gold reserves. The growth of non-gold
reserves reflected larger holdings of both Fund-related
reserve assets and foreign exchange reserves by both
of the major country groups, industrial countries and
developing countries. The fall in the value of official
holdings of gold reflected both a small reduction in
the quantity of official gold holdings and a 14 percent
decline in the market price of gold in terms of the
SDR. Out of the SDR 701 billion of total reserves at
the end of 1984, two thirds was held by industrial
countries and one third by developing countries.

NON-GOLD RESERVES

Non-gold reserves increased by 12 percent in 1984,
to SDR 403 billion at the end of the year (Table 13).
Following a 1 percent decline in non-gold reserves in
1982, these reserves have grown at an annual rate of
11 percent in the period 1983-84, slightly less than
than the annual growth rate of 13 percent in the
period 1973-81.

The expansion of non-gold reserves by SDR 42
billion in 1984 reflected an increase of SDR 4.5 billion
(8 percent) in the holdings of Fund-related reserve
assets and an increase of SDR 38 billion (12 percent)
in foreign exchange reserves. Both major country
groups increased their holdings of non-gold reserves
in 1984: industrial countries by SDR 20 billion (10
percent), and developing countries by SDR 23 billion
(14 percent).

FOREIGN EXCHANGE RESERVES

Foreign exchange reserves increased by 12 percent
(SDR 38 billion) in 1984 to SDR 345 billion at the
end of the year (Table 13). Although this expansion
of foreign exchange reserves was somewhat slower
than the average rate of growth for the period 1973-
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Table 13.

Official Holdings of Reserve Assets, End of Selected Years 1979-84 and End of March 1985’
(In billions of SDRs)

March
1979 1980 1981 1982 1983 1984 1985
All countries
Total reserves excluding gold
Fund-related assets
Reserve positions in the Fund 11.8 16.8 21.3 25.5 39.1 41.6 40.9
SDRs 12.5 11.8 16.4 17.7 144 16.5 16.7
Subtotal, Fund-related assets 24.2 28.6 37.7 43.2 53.5 58.0 57.6
Foreign exchange 249.7 292.9 292.7 284.2 307.0 345.0 328.8
Total reserves excluding gold 274.0 3216 330.4 327.4 360.6 403.1 386.5
Gold?
Quantity (millions of ounces) 944 .4 953.0 953.3 948.7 947 .4 946.3 947.3
Value at London market price 367.1 440.5 3255 3929 345.2 297.6 314.6
Industrial countries
Total reserves excluding gold
Fund-related assets
Reserve positions in the Fund 7.7 10.7 135 17.1 25.6 27.2 26.6
SDRs 9.3 8.9 11.9 14.1 11.5 134 13.9
Subtotal, Fund-related assets 17.1 19.6 25.5 31.1 37.1 40.6 40.5
Foreign exchange 136.1 164.7 159.6 153.2 167.5 183.9 176.3
Total reserves excluding gold 153.2 184.3 185.1 184.4 204.6 224.5 216.8
Gold?
Quantity (millions of ounces) 789.1 787.9 787.6 787.3 786.6 786.0 786.3
Value at London market price 306.7 364.2 269.0 326.1 286.6 247.2 261.2
Developing countries®
Total reserves excluding gold
Fund-related assets
Reserve positions in the Fund 4.0 6.1 7.8 8.4 13.6 143 14.3
SDRs 3.2 2.9 4.5 3.7 2.9 3.1 2.8
Subtotal, Fund-related assets 7.2 9.0 12.3 121 16.5 17.4 17.2
Foreign exchange 113.6 128.2 133.1 131.0 139.5 161.1 152.5
Total reserves excluding gold 120.8 137.2 145.3 143.1 155.9 178.5 169.7
Gold?
Quantity (millions of ounces) 155.4 165.1 165.6 161.4 160.8 160.3 161.1
Value at London market price 60.4 76.3 56.6 66.8 58.6 50.4 53.5

Source: International Monetary Fund, International Financial Statistics.

! “Fund-related assets’’ comprise reserve positions in the Fund and SDR holdings of all Fund members and Switzerland. Claims by Switzerland on the Fund are
included in the line showing reserve positions in the Fund. The entries under ““Foreign exchange” and “Gold"" comprise official holdings of those Fund members for
which data are available and certain other countries or areas, including Switzerland. For classification of countries in groups shown here, see Appendix IX.

2 One troy ounce equals 31.103 grams. The market price is the afternoon price fixed in London on the last business day of each period.

3 In previous Annual Reports, data on the reserve holdings of oil exporting and non-oil developing countries were reported separately. The corresponding figures
for 1983 and 1984 are as follows:

Oil Exporting Non-Oil Developing
Countries Countries
1983 1984 1983 1984
Total reserves (In billions of SDRs)
Fund-related assets
Reserve positions in the Fund 113 12.6 23 1.7
SDRs 15 17 14 1.4
Subtotal, Fund-related assets 12.8 143 3.6 3.1
Foreign exchange 529 53.6 86.6 107.5
Total reserves excluding gold 5.7 7.9 0.3 110.6
Gold
Quantity {in millions of ounces) 43.8 44.0 117.0 116.3
Value at London market prices 16.0 13.8 42.6 36.6
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81 (14 percent), it represented a further acceleration
in the growth of foreign exchange reserves following
a decline of 3 percent in 1982 and an increase of 8
percent in 1983. While total holdings of foreign ex-
change reserves grew by SDR 38 billion, the industrial
countries accounted for nearly half of this increase as
their holdings rose by SDR 16 billion. Among the
countries in this group, Spain experienced the largest
increase in foreign exchange reserves (SDR 5.0 bil-
lion), following an exchange rate depreciation and
implementation of restrictive demand-management
policies. Other industrial countries with significant
accumulations of foreign exchange reserves were Nor-
way (SDR 3.2 billion) and Japan (SDR 3.3 billion).

Developing countries’ holdings of foreign exchange
reserves increased by SDR 22 billion in 1984, after
declining in 1982 and increasing by a modest amount
in 1983. This relatively large expansion in foreign
exchange reserves (15 percent) was associated with
improvements in their current account positions and
continued, though often quite limited, access to inter-
national financial markets. The experiences of the
various regions in the group, however, were not
uniform. Western Hemisphere countries, which re-
duced their current account deficit from SDR 11.7
billion in 1983 to SDR 5.5 billion in 1984, received
net capital inflows that permitted an accumulation of
foreign exchange reserves of SDR 14 billion in 1984.
Within this region, the largest individual accumula-
tions took place in Brazil (SDR 7.6 billion), Mexico
(SDR 3.8 billion), and Venezuela (SDR 1.8 billion).
Similarly, Asian countries reduced their aggregate
current account deficits from SDR 15 billion in 1983
to SDR 7.7 billion in 1984, and increased their
holdings of foreign exchange reserves by SDR 10
billion in 1984. Singapore experienced the largest
individual accumulation (SDR 1.7 billion) within this
region, followed by Indonesia (SDR 1.3 billion). In
contrast, Middle Eastern countries, despite a decline
in their current account deficit from SDR 20 billion
in 1983 to SDR 16 billion in 1984, reduced their
holdings of foreign exchange reserves by SDR 4.2
billion in 1984. Changes in holdings of foreign ex-
change reserves in the other regions were significantly
smaller. European countries increased their holdings
of foreign exchange reserves by SDR 1.5 billion in
1984, while the foreign exchange reserves of African
countries remained virtually unchanged from 1983 to
1984.

The share of industrial countries in total foreign
exchange reserves has declined substantially during
the past decade, from 64 percent to 53 percent, while
the share of developing countries thus increased from
36 percent to 47 percent. This redistribution of foreign
exchange reserves did not occur at a uniform pace
throughout the decade. The share of developing coun-
tries in total foreign exchange reserves rose substan-
tially during the first years of this period, partly as a
result of increases in the current account surpluses in
the oil exporting countries, to reach 54 percent at the

end of 1976. This process was reversed in the next
two years, and the share of developing countries in
total foreign exchange reserves reached 43 percent at
the end of 1978. Since then, changes in the distribu-
tion of foreign exchange reserves have been more
modest.

HOLDINGS OF FUND-RELATED
RESERVE ASSETS

In 1984, Fund-related reserve assets increased by
8 percent to SDR 58 billion at the end of the year,
reflecting expansions of holdings of both reserve po-
sitions in the Fund and SDRs (Table 13). Reserve
positions in the Fund grew by SDR 2.5 billion,
maintaining the upward trend evident since 1980.
Holdings of SDRs increased by SDR 2.1 billion in
1984, in contrast to a decline of SDR 3.3 billion in
1983. This decline was largely associated with the
increase in quotas under the Eighth General Review
of Quotas. Since member countries in the aggregate
paid 22 percent of the 1983 quota increase in SDRs,
their holdings of SDRs declined, with an accompa-
nying increase in their reserve positions in the Fund.
These SDR payments, made in December 1983,
amounted to SDR 6.0 billion. In 1984, payments for
quota increases were relatively minor, with only
SDR 0.2 billion paid in SDRs. Since the cumulative
total stock of SDRs has remained constant since the
last allocation in 1981, the expansion in SDR holdings
of member countries (SDR 2.1 billion) in 1984 was
reflected in a roughly corresponding decline of Fund
holdings of SDRs.

In 1984, holdings of Fund-related reserve assets
increased for both industrial and developing coun-
tries. Industrial countries increased their holdings by
SDR 3.5 billion, with the United States experiencing
the largest individual accumulation, of SDR 1.9 bil-
lion. Developing countries increased their holdings by
SDR 0.9 billion. This expansion largely reflected an
increase in Saudi Arabia’s reserve position in the
Fund resulting from additional Fund borrowing from
that country. As a result of these changes, industrial
countries held 70 percent of total Fund-related reserve
assets at the end of 1984, while developing countries
held the remaining 30 percent.

GOLD

Gold valued at current market prices (in terms of
the SDR) declined by 14 percent in 1984, reflecting
a small reduction in the physical amount of official
holdings of gold accompanied by a fall in its market
price. The physical stock of gold reserves has re-
mained fairly constant since 1972, with the exception
of a 9 percent decline in 1979. The reduction in 1979
was largely the result of members of the EMS depos-
iting 20 percent of their gold holdings with the
European Monetary Cooperation Fund (EMCF) in
exchange for European Currency Units (ECUs). Since
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1979, changes in physical holdings have been small,
and at the end of 1984 such holdings were nearly
equal to those at the end of 1979. The distribution of
gold holdings between both major country groups has
also remained virtually constant. Of a total physical
stock of gold reserves of 946 million ounces at the end
of 1984, industrial countries held 83 percent and
developing countries 17 percent.

The market price of gold has shown large changes
during the last 12 years, ranging from an equivalent
of SDR 90 an ounce at one point in August 1976 to
one of SDR 639 an ounce at one point in January
1980. During 1984, a decline in the market price of
gold (from SDR 364 an ounce to SDR 315 an ounce)
reduced official gold holdings valued at current mar-
ket prices to SDR 298 billion. As a result of the
decline in gold prices during the last two years, as
well as the accumulation of non-gold reserves, the
share of gold in total reserves declined from 55 percent
at the end of 1982 to 42 percent at year-end 1984.

DEVELOPMENTS IN FIRST QUARTER
OF 1985

In a reversal of the growth experienced in 1984,
non-gold reserves fell by SDR 17 billion in the first
quarter of 1985. This decline was due almost entirely
to a reduction in foreign exchange reserves (SDR 16
billion). The small decline in Fund-related reserve
assets (SDR 0.5 billion) reflected a fall in reserve
positions in the Fund (SDR 0.7 billion) that was only
partially offset by an increase in SDR holdings
(SDR 0.2 billion). Both major country groups reduced
their holdings of non-gold reserves, industrial coun-
tries by SDR 7.7 billion and developing countries by
SDR 10 billion.

The market price of gold measured in terms of the
SDR increased by 6 percent in the first quarter of
1985. The resulting increase in official gold holdings
valued at current market prices (SDR 17 billion)
offset almost exactly the decline in non-gold reserves.
As a result, total international reserves (including
gold valued at market prices) remained virtually
unchanged in the first quarter of 1985.

CURRENCY COMPOSITION AND
PLACEMENT OF FOREIGN EXCHANGE
RESERVES

This section examines the currency composition of
foreign exchange reserves, the effects of market trans-
actions and exchange rate movements on official
holdings of major currencies, and the placement of
foreign exchange reserves.

CURRENCY COMPOSITION OF RESERVES

During the last decade, there has been a continuing
diversification of the currency composition of foreign
exchange rescrves. While that composition had re-
mained relatively stable during the period 1975-77,
the attempts of authorities to reduce the risk of
significant capital losses due to a depreciation of the

U.S. dollar led to some diversification of foreign
exchange reserves in the years 1977-80. The share of
the U.S. dollar in total foreign exchange reserves
declined from 78 percent in 1977 to 67 percent in
1980 (Table 14). This diversification away from the
U.S. dollar was partly reversed in the early 1980s,
when the sharp appreciation of the U.S. dollar and
high real interest rates on U.S. dollar assets increased
the attractiveness of U.S. dollar instruments. As a
result, the share of U.S. dollars in foreign exchange
reserves rose to 69 percent by end-1983. In 1984,
however, the share of the U.S. dollar in foreign
exchange reserves declined to 65 percent, as monetary
authorities shifted the composition of their portfolio
toward the deutsche mark, the Japanese yen, and, to
a lesser extent, the pound sterling. In the calculation
of these shares, the SDR value of ECUs issued against
gold 1s not counted as part of foreign exchange
reserves, but the SDR value of ECUs issued against
U.S. dollars is counted as part of the holdings of U.S.
dollars. The overall picture regarding trend changes
in the currency composition of foreign exchange re-
serves is similar if ECUs, which were introduced in
1979 and accounted for 11 percent of total foreign
exchange reserves at the end of 1984, are treated
separately. Under this alternative treatment of ECUs,
the share of the U.S. dollar declined from 77 percent
in 1977 to 55 percent in 1980; it then increased to 58
percent in 1981 and stayed at that level through 1983,
before declining to 57 percent in 1984.

The changes in the SDR value of foreign exchange
reserves can also be decomposed into price and quan-
tity changes for each of the major currencies (includ-
ing ECUs) and for the total of the identified foreign
exchange reserves (Table 15). In 1984, total identified
foreign exchange reserves increased by SDR 27 billion
as a result of a positive quantity change of SDR 24
billion and a positive price change of SDR 3.3 billion.
This overall change in the SDR value of foreign
exchange reserves encompassed increases in the quan-
tity of each major currency with the exception of the
ECU, and negative price changes for all the currencies
with the exception of the U.S. dollar. The change in
holdings (resulting from the combination of price and
quantity changes) was positive for all the national
currencies. The currencies with the largest expansions
were the U.S. dollar (SDR 18 billion), the deutsche
mark (SDR 7.1 billion), and the Japanese yen
(SDR 3.4 billion). Holdings of pounds sterling in-
creased by SDR 2.0 billion, while holdings of the
French franc, Swiss franc, and Netherlands guilder
increased by smaller amounts. The relatively small
overall price change reflected the offsetting effects of
an increase in the SDR price of the U.S. dollar and
declines in the SDR prices of the other currencies.
While price changes accounted for nearly two thirds
(SDR 12 billion) of the increase in the holdings of
U.S. dollars, the declining SDR values of the other
currencies reduced holdings of those currencies by

SDR 8.9 billion.
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Table 14.

Share of National Currencies in Total Identified Official Holdings of Foreign Exchange,
End of Selected Years 1977-84"

(In percent)
Memorandum:
ECUs Treated
_Separately”

1977 1978 1979 1980 1981 1982 1983 1984 1984
All countries
U.S. dollar 78.0 75.6 729 66.8 69.8 68.7 68.5 65.1 57.0
Pound sterling 1.8 1.7 20 3.0 2.1 24 2.6 29 26
Deutsche mark 9.1 10.9 12.5 15.0 129 123 11.2 12.0 11.0
French franc 1.2 1.2 1.3 1.7 1.4 13 1.1 1.1 1.0
Swiss franc 2.2 2.1 25 3.2 2.7 2.7 2.3 2.0 1.9
Netherlands guilder 0.8 0.9 1.0 1.3 1.1 1.1 0.8 0.8 0.7
Japanese yen 2.4 33 3.6 4.4 4.1 4.5 4.7 5.2 4.8
Unspecified currencies 4.4 4.3 4.2 4.6 5.8 7.0 8.7 1.0 21.1
Industrial countries
U.S. dollar 89.0 86.2 83.5 77.6 78.7 77.0 77.6 73.6 57.0
Pound sterling 0.9 0.7 0.8 0.8 0.7 0.8 0.9 1.6 1.4
Deutsche mark 5.4 7.9 9.7 14.4 13.0 12.5 13.1 15.2 129
French franc 0.3 0.4 0.6 0.5 0.5 0.4 0.3 0.4 0.4
Swiss franc 0.8 1.2 1.5 1.8 1.8 1.8 1.5 1.4 1.2
Netherlands guilder 0.6 0.5 0.6 0.7 0.8 0.7 0.5 0.7 0.6
Japanese yen 1.8 23 2.6 35 3.7 4.5 5.2 6.3 5.3
Unspecified currencies 1.2 0.8 0.6 0.6 0.7 23 0.9 0.8 21.3
Developing countries’
U.S. dollar 67.2 61.7 62.3 56.2 61.1 60.6 59.7 57.0 57.0
Pound sterling 2.7 3.0 3.2 5.0 35 4.0 4.3 4.1 4.1
Deutsche mark 12.6 14.8 15.2 15.7 12.8 121 9.4 8.8 8.8
French franc 2.1 2.2 2.1 29 2.3 2.1 1.8 1.7 1.7
Swiss franc 3.7 3.4 35 4.6 3.6 3.6 3.1 2.6 2.6
Netherlands guilder 1.1 1.4 1.5 1.9 1.4 1.5 1.2 09 0.9
Japanese yen 3.0 4.6 4.5 5.2 4.5 4.6 4.3 4.1 4.1
Unspecified currencies 7.6 9.0 7.8 8.5 10.8 1.4 16.2 20.8 20.8

Sources: Various Fund publications and Fund staff estimates.

! Starting with 1979, the SDR value of European currency units (ECUs} issued against U.S. dollars is added to the SDR value of U.S. dollars, but the SDR value of
ECUs issued against gold is excluded from the total distributed here. For classification of countries in groups shown here, see Appendix IX.

2 This column is for comparison and indicates the currency composition of reserves when holdings of ECUs are treated as a separate reserve asset, unlike the
earlier columns starting with 1979 as is explained in the preceding footnote. The share of ECUs in total foreign exchange holdings was 11.0 percent for all countries

and 20.6 percent for the industrial countries.

3 The calculations here rely to a greater extent on Fund staff estimates than do those provided for the group of industrial countries.

In contrast to the expansion in the holdings of
national currencies, holdings of ECUs declined by
SDR 4.1 billion in 1984. ECUs are issued by the
EMCEF to the central banks of the members in ex-
change for the deposit of 20 percent of the gold
holdings and 20 percent of the gross U.S. dollar
holdings of these institutions. These swaps are re-
newed every three months, and changes in the mem-
bers’ holdings of U.S. dollars and gold, as well as in
the market price of gold and in the value of the U.S.
dollar, affect the amount of ECUs outstanding.?

8 In calculating the value of the gold holdings of the EMCF in terms
of ECUs, the ECU swap price is equal to the lower of two values: the
average of the prices recorded daily at the two London fixings during
the previous six calendar months and the average price of the two
fixings on the penultimate working day of the period.

Quantity and price changes in the SDR value of ECU
holdings, therefore, depend on the evolution of its two
components, gold and U.S. dollars. In 1984, the
decline in the holdings of ECUs resulted from both a
negative quantity change and a negative price change.
The negative quantity change, SDR 0.8 billion, was
due mostly to a decline in the quantity of dollars
deposited at the EMCF, since the quantity of gold
deposited remained virtually unchanged at 85.7 mil-
lion ounces during the year. The negative price change,
SDR 3.3 billion, was the net result of two opposite
effects: an increase in the SDR value of ECUs issued
against U.S. dollars (owing to the appreciation of the
U.S. dollar with respect to the SDR), and a decline
in the SDR value of ECUs issued against gold (owing
to the decline in the price of gold in terms of SDRs).
Since the ECUs issued against gold constitute a large
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Table 15.

Currency Composition of Official Holdings of Foreign Exchange, End of 1979—End of 1984’
(In millions of SDRs)

1979 1980 1981 1982 1983 1984
U.S. dollar
Change in holdings - 14,057 5,889 9,113 —4,530 12,655 18,169
Quantity change -12,5912 642 -6,516 —13,288 3,848 5,999
Price change —1,466 5,247 15,629 8,758 8,807 12,170
Year-end value 155,410 161,299 170,412 165,882 178,536 196,705
Pound sterling
Change in holdings 754 2,921 —1,847 626 878 1,960
Quantity change 430 2,311 - 966 1,289 1,230 3,362
Price change 324 610 — 881 -~ 663 - 352 -1,403
Year-end value 4,551 7,472 5,625 6,250 7,129 9,088
Deutsche mark
Change in holdings 3,914 9,770 —-4,123 —2,266 -827 7,083
Quantity change 2,840 12,795 —2,288 —2,262 1,673 9,977
Price change 1,074 —3,025 -1,836 -3 -2,500 -2,895
Year-end value 28,272 38,043 33,919 31,654 30,826 37,909
French franc
Change in holdings 435 1,265 - 656 -372 —315 388
Quantity change 356 1,588 —35 -5 161 618
Price change 79 —323 —622 —-367 —476 -230
Year-end value 3,027 4,292 3,636 3,264 2,949 3,337
Swiss franc
Change in holdings 1,000 2,357 -1,032 —-187 -503 17
Quantity change 916 2,881 -1,470 162 =271 681
Price change 84 —524 439 —350 —231 — 664
Year-end value 5,760 8,117 7,085 6,898 6,395 6,412
Netherlands guilder
Change in holdings 374 959 —387 —64 —-533 179
Quantity change 325 1,193 -219 —-41 -276 374
Price change 49 —234 - 168 -23 —-257 -—195
Year-end value 2,357 3,316 2,928 2,864 2,331 2,510
Japanese yen
Change in holdings 714 2,901 =110 752 1,357 3,401
Quantity change 2,408 1,021 —242 856 569 3,597
Price change -1,694 1,880 132 —104 789 -196
Year-end value 8,100 11,001 10,890 11,642 13,000 16,401
European currency unit
Change in holdings 32,706 14,952 —4,727 ~5,007 4,074 —4,071
Quantity change? 27,295 - 1,545 —2,143 —1,460 —-297 —-774
Price change 5,411 16,497 —2,584 -3,547 4,371 -3,297
Year-end value 32,706 47,658 42,931 37,925 41,999 37,928
Sum of the above
Change in holdings 25,840 41,015 -3,770 —-11,049 16,787 27,126
Quantity change 21,979 20,886 -13,879 — 14,750 6,636 23,835
Price change 3,861 20,129 10,108 3,701 10,151 3,291
Year-end value 240,183 281,197 277,427 266,378 283,165 310,290
Total official holdings*
Change in holdings 25,663 43,190 —-321 — 8,348 22,772 37,989
Year-end value 249,731 292,921 292,600 284,252 307,024 345,012

Source: Fund staff estimates.

' The currency composition of foreign exchange is based on the Fund’s currency survey and on estimates derived mainly, but not solely, from official national
reports. The numbers in this table should be regarded as estimates that are subject to adjustment as more information is received. Quantity changes are derived by
multiplying the change in official holdings of each currency from the end of one quarter to the next by the average of the two SDR prices of that currency prevailing
at the corresponding dates (except that the average of daily rates is used to obtain the average quarterly SDR price of the U.S. dollar). This procedure converts the
change in the quantity of national currencies from own units to SDR units of account. Subtracting the SDR value of the quantity change so derived from the quarterly
change in the SDR value of foreign exchange held at the end of two successive quarters and cumulating these differences yields the effect of price changes over the
years shown.

2 Reflects mainly deposits of U.S. dollars by members of the European Monetary System (EMS) in the European Monetary Cooperation Fund.

3 Quantity changes in European currency units (ECUs) issued against dollars are evaluated by applying the SDR price of the U.S. dollar on the swap date to the
estimated change in dollar holdings. Similarly, quantity changes in ECUs issued against gold are determined by applying the SDR price of the ECU on the swap date
to the ECU price of gold used by the EMS and multiplying by the change in the number of ounces.

4 Include a residual whose currency composition could not be ascertained, as well as holdings of currencies other than those shown.
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fraction of the total amount of ECUs, 77 percent at
the end of 1983, the net price change in 1984 was
negative.

There are significant differences in the pattern of
currency diversification between industrial and de-
veloping countries (Table 14). In the period since
1975, reserve portfolios of the industrial countries
have been more concentrated than those of the de-
veloping countries. Although the share of U.S. dollars
in the foreign exchange reserves of the industrial
countries declined from 89 percent in 1977 to 74
percent in 1984, it remained considerably above the
corresponding share of 57 percent for developing
countries in 1984. In addition, the combined shares
of the two currencies with the largest shares have
remained more stable for the industrial countries. For
these countries, the combined shares of the U.S. dollar
and the deutsche mark remained within the range of
88 to 94 percent; while for the developing countries,
this combined share has been between 66 and 80
percent. Developing countries have also held much
larger shares of their foreign exchange reserves in
pounds sterling, French francs, Swiss francs, and
Netherlands guilders. During 1984, the decline in the
share of the U.S. dollar in total foreign exchange
reserves for all countries represented a decline in the

U.S. dollar share for both groups of countries. In
part, the fall in the share of the U.S. dollar in the
reserve portfolios of the industrial countries reflected
the concerted exchange market intervention under-
taken by a number of countries to limit the deprecia-
tions of their currencies against the U.S. dollar.

PLACEMENT OF FOREIGN
EXCHANGE RESERVES

The growth of foreign exchange reserves in 1984
was accounted for largely by increased official U.S.
dollar claims on residents of the United States and
increased official holdings of Eurocurrency deposits
(Table 16). While foreign exchange reserves grew by
SDR 38 billion, official claims on residents of the
United States increased by SDR 21 billion, and
official holdings of Eurocurrency deposits increased
by SDR 14 billion. The growth of Eurocurrency
deposits reflected additional holdings of both Euro-
dollar deposits (SDR 9 billion) and deposits in other
currencies (SDR 5 billion). Official claims on resi-
dents of other countries denominated in the debtor’s
own currency increased by SDR 6 billion, while
holdings of ECUs declined by SDR 4 billion.

Table 16.

Placement of Official Holdings of Foreign Exchange Reserves, End of Year 1977—84"
(tn billions of SDRs)

1977 1978 1979 1980 1981 1982 1983 1984
Liabilities of residents of the United States to
foreign official institutions 104 120 109 123 139 149 163 178
Items not included in reported official U.S.
dollar holdings? —10 =7 —13 —22 —36 -=50 —52 —46
Reported official U.S. dollar claims on resi-
dents of the United States 94 113 96 101 103 99 111 132
Reported official claims on residents of other
countries denominated in the debtor’s own
currency 19 7 30 41 39 38 40 _46
Subtotal 11 140 126 142 142 137 151 178
Identified official holdings of Eurocurrencies
Eurodollars 54 47 49 54 58 56 57 66
Other currencies 19 21 25 34 32 30 33 38
Subtotal 73 68 74 88 90 86 90 104
European currency units — — 33 48 43 38 42 38
Residual’ _18 _16 7 15 18 23 24 25
Total official holdings of foreign
exchange 204 224 250 293 293 284 307 345

Sources: International Monetary Fund, International Financial Statistics; U.S. Treasury Department, Bulletin; and Fund staff estimates.

1 Official foreign exchange reserves of Fund members and certain other countries and areas, including Switzerland. Beginning in April 1978, Saudi Arabian holdings
exclude the foreign exchange cover against a note issue, which amounted to SDR 4.3 billion at the end of March 1978.

2 Mainly U.S. dollars deposited with the European Monetary Cooperation Fund in connection with the issuance of European currency units, U.S. obligations to
official institutions in countries not reporting to the Fund, and U.S. obligations that are not classified as foreign exchange reserves in the reports provided to the Fund

by the holders.

3 Part of this residual occurs because some member countries do not classify all the foreign exchange claims that they report to the Fund. Includes identified official
claims on the International Bank for Reconstruction and Development, on the International Development Association, and the statistical discrepancy.
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The composition of the holdings of foreign exchange
reserves changed somewhat in 1984, after remaining
relatively constant during the previous three years.
The share of foreign exchange reserves accounted for
by official claims on residents of the United States
increased to 38 percent, while the share of ECUs
declined to 11 per cent. The other components did
not change significantly. At the end of 1984, official
claims on residents of other countries accounted for
13 percent of foreign exchange reserves, while official
Eurocurrency deposits accounted for 30 percent. Of-
ficial Eurodollar deposits accounted for 63 percent of
total official Eurocurrency deposits.

SOURCES OF RESERVE GROWTH

This section considers the roles of private interna-
tional financial markets and the current account
imbalances of reserve-currency countries as sources
of international reserves and liquidity. It also exam-
ines the role of international capital markets in the
current adjustment process.

INTERNATIONAL FINANCIAL MARKETS,
THE ADJUSTMENT PROCESS, AND
PROVISION OF INTERNATIONAL

LIQUIDITY

An important aspect of developments in the inter-
national monetary system over the past twenty years
has been the greatly increased role of the international
financial markets as a source of international liquidity
and reserves. The widespread use of private interna-
tional credit markets by the authorities suggests that
international reserves and liquidity are no longer
constrained by the structure of current account bal-
ances of the reserve-currency countries or by the
supply of reserve assets from official sources. Inter-
national reserves and liquidity have been made avail-
able to most countries through the international fi-
nancial markets on terms reflecting to some degrec
the borrowing country’s ability and willingness to
make the real transfers required to service its debt.
In contrast, countries with limited access to the
international financial markets could acquire inter-
national reserves mainly through net sales of goods
and services to nonresidents or through intergovern-
mental transfers and borrowing.

Since 1982, the flow of funds through international
financial markets and the ability of these markets to
provide reserves and liquidity have been strongly
influenced by the external payments difficulties of a
number of developing countries that threaten to cur-
tail the availability of international credit to these
countries. The availability of international credit was
sustained as a result of a high degree of cooperation
between the Fund, international banks, the develop-
ing country debtors, and national and other interna-
tional agencies. This cooperation promoted an orderly
balance of payments adjustment process based on a

case-by-case approach involving Fund stand-by or
extended arrangements, the restructuring of external
debt payments, and, for certain countries, the provi-
sion of new credits from international banks.

The adjustment efforts of many developing coun-
tries and their more limited access to international
financial markets resulted in significant changes in
their current account positions and their accumula-
tion of international reserves. The financing require-
ments (current account deficit plus private capital
outflows exclusive of principal repayments on foreign
debt) of developing countries (except eight fuel ex-
porting countries of the Middle East®) fell from $150
billion in 1981 to $47 billion in 1984. This reduced
requirement was largely financed by grants and direct
investment flows and by long-term borrowing from
official creditors. Hence, these developing countries
did not increase their liabilities, net of deposits, to
the international financial markets in 1984. Further-
more, their improved financial situation allowed them
to increase their forcign exchange reserves by about
$21 billion in 1984. This overall experience encom-
passed divergent behavior for different groups of these
countries. In particular, the 34 market borrowers,
which account for 70 percent of the developing coun-
tries’ total external debt, experienced significantly
greater fluctuations in the availability of financing
than the remaining 59 official borrowers, which ac-
count for 11 percent of the developing countries’
external debt. While market borrowers obtained nct
private credit of $125 billion in 1981-82, their nct
borrowing in 1983-84 would have been negative in
the absence of $24 billion of concerted lending. Private
borrowing of the group of market borrowers experi-
encing debt service difficulties fell from $59 billion in
1981 to $3 billion in 1984, while those market borrow-
ers that avoided such difficulties experienced a smaller
reduction in private lending, from $27 billion to $13
billion. The reduced access of market borrowers to
external credit sharply changed the relative impor-
tance of the various sources of finance. By 1984, this
group’s combined current account deficit was fi-
nanced entirely by grants and direct investment flows.
New external borrowings for this group from private
sources was more than matched by an increase in
reserves. In contrast, the offictal borrowers cxperi-
enced greater stability in their sources of external
finance. These countries financed their current ac-
count deficits through grants, direct investment, and
long-term concessional borrowing from official credi-
tors. The remaining indcbted developing countrices,
whose external borrowing in 1978-82 was more evenly
divided among official and commercial creditors, were
able to increase their net borrowing from private
creditors from §10 billion in 1981-82 to $13 billion in
1983-84.

9 The Islamic Republic of Iran, lrag, Kuwait, the Libyan Arab
Jamahiriya, Oman, Qatar, Saudi Arabia, and the United Arab
Emirates.
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The limitations on access to international financial
markets experienced by market borrowers since the
end of 1982 has shown that the availability of inter-
national liquidity and borrowed reserves can be sub-
ject to abrupt changes. Thus, even though the total
reserves of developing countries increased in 1984,
the continued limitations on access to private financial
markets for some countries may have prevented a
corresponding increase in the overall international
liquidity available to this group. In part, the rapid
accumulation of reserves by these countries reflects
attempts to offset the decline in the availability of
borrowed reserves through increased holdings of owned
reserves.

RECENT DEVELOPMENTS IN THE
INTERNATIONAL BANKING AND BOND
MARKETS

Since the emergence of external payments difficul-
ties for a number of developing countries in the second
half of 1982, net international bank lending to devel-
oping countries has continued to decline. This decline
in net claims reflects both a decline in bank lending
and an increase in deposits held by these countries
with international banks (Table 17). The developing
countries increased their deposits with the interna-
tional banking markets by $56 billion and $45 billion
during 1983 and 1984, respectively, compared with
an increase of $30 billion in 1982. In 1984, this
increase in deposits primarily reflected a rise of $21
billion in the holdings of international reserves by all
developing countries. Despite the reduction in net
bank lending to the developing countries, the overall
net lending activity of international banks increased
to $174 billion in 1984, well above the $148 billion
level of 1983. Lending to industrial countries and
offshore banking centers accounted for this increased
lending activity.

The cost of borrowing continued to vary widely by
type of borrower. In 1984, the average spread above
the London interbank offered rate (LIBOR) paid by
borrowers from industrial countries for new commit-
ments decreased from 65 basis points in 1983 to 57
basis points. However, the reported bank lending
rates to some extent overstated the true borrowing
costs of many borrowers in industrial countries who
met their financing needs in international security
markets by relying on the use of note issuance facilities!®

19 The note issuance facility consists of an arrangement whereby
an underwriting syndicate commits itself for several years (sometimes
as long as ten years) to purchase from an international borrower notes
of various maturities up to 12 months with a fixed spread (the cap
rate) above a benchmark interest rate. When the borrower activates
the facility, notes are sold through bidding by tender or through
negotiation to banks that then place the notes with investors. The
cost to the borrower of such sales is usually below the “‘cap rate.”
The underwriting banks are required to take up only those notes that
cannot be sold below the “cap rate,”” although the underwriters may
also be among the banks that acquire notes voluntarily.

Table 17.

Total Cross-Border Bank Lending and Deposit-Taking,
1982-84"

(In billions of U.S. dollars; changes in period)

1982 1983 1984
Lending to? 185 148 174
Industrial countries 122 92 122
Developing countries? 75 54 41
Other transactors* -1 5 2
Unidentified borrowerss —-11 -4 9
Deposit-taking fromé 182 164 188
Industrial countries 144 93 136
Developing countries? 30 56 45
Other transactors* 4 10 3
Unidentified depositors® 4 6 5
Net flow of funds to (+) and from ()"
Industrial countries -22 -1 —-14
Developing countries? 45 -1 -4
Other transactors? -5 -5 -1
Unidentified (net)® -15 -10 4
Net errors and omissions® 14 2 9

Sources: International Monetary Fund, International Financial Statistics (IFS);
and Fund staff estimates.

' Data on lending and deposit-taking are derived from stock data on
the reporting countries’ liabilities and assets after allowing for exchange
rate movements. For classification of countries in groups shown here, see
Appendix IX.

2 As measured by differences in the outstanding liabilities of borrowing
countries, defined as cross-border interbank accounts by residence of borrowing
bank pius international bank credits to nonbanks by residence of borrower.

3 Excluding offshore centers.

4 Transactors included in /FS measures for the world, to enhance global
symmetry, but excluding from IFS measures for “All Countries.” Comprises
changes in identified cross-border bank accounts of centrally planned economies
(excluding Fund members), and/or international organizations.

5 Calculated as the differences between the amounts that countries report as
their banks’ positions with nonresident nonbanks in their monetary statistics and
the amounts that banks in major financial centers report as their positions with
nonbanks in each country.

& As measured by differences in the outstanding assets of depositing countries,
defined as cross-border interbank accounts by residence of lending bank plus
international bank deposits by nonbanks by residence of depositor.

7 Lending to minus deposit-taking from.

8 Calculated as the difference between global measures of cross-border
interbank lending and deposit-taking.

and the issuance of bonds and floating rate notes!! in
the Eurobond markets, both of which offered lower
borrowing costs than the conventional bank credit.
The average spread on commitments to developing

" Floating rate notes are medium-term bonds (five to seven years)
whose interest rate is reset at short-term intervals. They have been
viewed as a substitute for both fixed rate bonds and syndicated loans.
Since 1980 the share of the conventional instruments—straight bonds,
syndicated credits, and convertibles—has declined from 85 percent
to 58 percent. The greatest decline occurred in the syndicated loan
market, whose share fell from 57 percent in 1981-82 to 22 percent
of total financing in 1984. Note issuance facilities and floating rate
notes have correspondingly increased their share from 6 percent in
1981-82 to 15 percent in 1984 and from 7 percent in 1981-82 to
28 percent in 1984, respectively. Both types of instruments—note
issuance facilities and floating rate notes—have been used mainly by
borrowers from the industrial countries, but several developing coun-
tries, most notably Korea, have begun to explore their use.
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Table 18.

International Bond Issues and Placements, 1979-84'
(In millions of U.S. dollars)

1979 1980 1981 1982 1983 1984
Foreign bonds
Industrial countries 13,421 11,339 14,129 16,854 18,693 18,299
Developing countries 1,431 746 1,212 726 893 1,618
Centrally planned economies? 43 — — — — —
International organizations 5,259 5,714 5,030 7,461 7,269 7,580
Other 154 125 143 158 195 304
Total foreign bonds 20,308 17,924 20,514 25,199 27,050 27,801
Eurobonds
Industrial countries 14,212 17,206 25,210 42,816 41,015 73,145
Developing countries 1,885 1,403 3,215 3,970 2,382 3,646
Centrally planned economies? 30 — 55 — — —
International organizations 2,220 1,710 2,486 3,280 6,074 4,218
Other 344 75 358 263 627 808
Total Eurobonds 18,691 20,394 31,324 50,329 50,098 81,817
International bonds
Industrial countries 27,633 28,545 39,339 59,670 59,708 91,444
Developing countries 3,316 2,149 4,427 4,696 3,275 5,264
Centrally planned economies? 73 — 55 — — —
International organizations 7,479 7,424 7,516 10,741 13,343 11,798
Other 498 200 501 421 822 1,112
Total international bonds 38,999 38,318 51,838 75,528 77,148 109,618

Source: Organization for Economic Cooperation and Development, Financial Market Trends.

! International bonds consist of foreign and Eurocurrency bonds. Foreign bonds are issued by a borrower who is of a nationality different from the country in which
the bonds are issued. Such issues are usually underwritten and sold by a group of banks of the market country and are denominated in that country’s currency. In
contrast, Eurocurrency bonds are those underwritten and sold in various national markets simultaneously, usually through international syndicates of banks. For

classification of countries in groups shown here, see Appendix 1X.
2 fxcluding Fund member countries.

countries decreased from a peak of 170 basis points
in 1983 to 144 basis points in 1984. Despite this
narrowing of spreads, the average cost of borrowing
continued to be high in real terms, reflecting the
increase in the level of real interest rates in most
major industrial economies. For example, the average
real short-term interest rates in the United States rose
from 5.8 percent in 1983 to 6.9 percent in 1984, from
2.8 percent to 3.6 percent in the Federal Republic of
Germany, from 4.0 percent to 5.2 percent in France,
and from 4.6 percent to 6.4 percent in Italy.'?

At the same time, the position of the developing
countries improved as a result of a substantial length-
ening of the maturity structure of outstanding bank
debt. The average maturities of bank loans for devel-
oping countries was extended from seven years in
1983 to eight years and eleven months in 1984. This
lengthening of maturities reflected to an important
degree the restructuring of debts for the Western
Hemisphere countries.

12 Real interest rates are defined as the excess of nominal rates over
expected inflation. Expected inflation rates are proxied by a weighted
average of the rate of inflation in the current quarter and the next
two quarters, with the deflator of private financial domestic demand
being used as the price variable.

The international bond market continued to ex-
pand rapidly during 1984 as borrowing by many
high-quality corporate and sovereign borrowers was
stimulated by falling interest rates. New gross inter-
national bond offerings grew by 42 percent, more
than at any time during the past two decades, to
reach about $110 billion in 1984 (Table 18). The
issue of floating rate notes advanced most rapidly, by
95 percent in 1984, equity-related issucs grew by 36
percent, and the issue of straight bonds grew by 18
percent. Most of the new issues were accounted for
by industrial country borrowers, whose share of total
issues increased from 87 percent in 1983 to 89 percent
in 1984. The currency distribution in 1984 remains
heavily skewed toward U.S. dollar issues (62 percent
of the total).

As the growth in bank lending slowed in the period
since 1981, the international bond market gained in
relative importance as a source of financing. From
1982 to 1984, international bank lending declined
from $185 billion to $174 billion, while international
bond lending grew from $76 billion to $110 billion.
Developing countries issued $5.3 billion of bonds in
1984, more than at any time since the peak in 1978,
but these issues were made by only a few of these
countries. The increase in importance of the interna-
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tional bond market is largely the result of innovations
in this market that have made the underlying debt
instruments more versatile.

DEVELOPMENTS IN DEBT
RESCHEDULINGS

The restructuring of bank debt within the context
of a Fund-assisted stabilization program has been
widely used to alleviate debt service difficulties. Dur-
ing 1983 and 1984, 33 agreements were negotiated,
involving 25 countries; a number of further agree-
ments were being negotiated in the first months of
1985. In addition, 23 Fund members obtained 29
official debt reschedulings, mostly through the Paris
Club mechanism, compared with 15 countries and 21
debt reschedulings during the period 1975-82. In
1983 and 1984, 32 countries rescheduled a total of
$168 billion of their external debt owed to commercial
banks and official agencies. The volume of bank debt
formally rescheduled, excluding short-term debt rolled
over, is estimated at $35 billion in 1983 and $117
billion in 1984, or about 6 percent and 21 percent of
the total stock of bank debt of developing countries
in 1983 and 1984, respectively. In 1983, 8 countries
reached an agreement with banks on concerted lend-
ing packages in the context of restructuring agree-
ments, involving lending commitments of $14 billion
or 40 percent of new external commitments to devel-
oping countries. In 1984, 3 countries reached firm
agreements on the concerted lending of $11 billion
(40 percent of total new commitments), and 3 addi-
tional countries reached agreements in principle on
concerted loans of $5 billion. Moreover, the first
successful multiyear restructuring agreements were
agreed to in principle with Mexico and Venezuela
and a preliminary agreement was reached on a mul-
tiyear restructuring agreement with Ecuador. Multi-
year restructuring agreements are designed to help
restore voluntary debtor/creditor relationships for
debtor countries that have made substantial progress
in their adjustment efforts.

The terms on newly rescheduled debt eased during
1984. The spreads of borrowing rates over LIBOR
on rescheduled debt had ranged from 1% to 2%
percentage points in 1982 and 1983, and they fell to 12
to 2 percentage points in 1984. Rescheduling fees de-
clined as well, in part because of a new rule requiring
U.S. banks to amortize most fees over the life of a loan.
In addition, maturities and grace periods lengthened.
Within the context of the multiyear restructuring agree-
ment with Mexico, banks agreed to lengthen the period
of repayment from 8 years to 14 years with margins over
LIBOR at 7 percentage point during 1985-86, 1%
percentage points for 1987-91 and 1% percentage points
for 1992-98. For the multiyear restructuring agreement
with Venezuela, the period of repayment was 12 years
at 1V percentage points above LIBOR. Rescheduling
fees were waived for both countries.

CURRENT ACCOUNT IMBALANCES AND
RESERVE GROWTH

It has been suggested that a current account deficit
of a reserve-currency country would lead to an in-
crease in that country’s indebtedness vis-a-vis the
monetary authorities in other countries, which would
imply a corresponding increase in the reserves of the
rest of the world. Such a direct link would have been
most likely in an international monetary system with
relatively limited private international financial mar-
kets. The access of many countries to international
financial markets implies, however, that holdings of
a particular reserve currency can expand even if the
country that issues that currency has a current ac-
count surplus. A creditworthy country can readily
obtain additional reserves by borrowing in interna-
tional financial markets and hold these funds as
reserve assets at a relatively small net cost equal to
the difference between the loan rate and the return
earned on reserve assets. Holdings of a particular
currency could therefore expand as a result of inter-
national financial transactions even if the reserve-
currency country has a current account surplus.

Given the current structure of the international
monetary system, the nature of the relationships
between the current account imbalances of the re-
serve-currency countries and stocks of reserves de-
nominated in their currencies is basically an empirical
issue. During the past decade,'® it has been difficult
to find a consistent relationship between the current
account imbalances of the major reserve-currency
countries and the foreign exchange reserves denomi-
nated in their currencies. In Chart 20, this relation-
ship is examined first in terms of linkages between
the current account balances of each reserve-currency
country and the change in the stock of reserves
denominated in that country’s currency, and then in
terms of the connection between the cumulative cur-
rent account balances for each reserve-currency coun-
try (starting in 1970) and the stock of reserves.!* A
current account deficit is measured as a positive value
in Chart 20 since it has been argued that a current
account deficit (surplus) would lead to an expansion
(contraction) of reserve holdings. The comparison of
the current account imbalance and changes in reserve
holdings year by year examines the short-run linkages
between these variables, whereas the relationship
between the cumulative current account balances and
the level of reserve holdings considers longer-term
linkages. Although for certain countries there is a
positive relationship between current account deficits

¥ Consistent data on the currency composition of reserves are
available only for the period since 1975.

4 To the extent that current account imbalances prior to 1970
contributed to the growth of reserve holdings, the estimate of the
stock of reserves generated by the cumulative current account bal-
ances reported in Chart 20 would be an underestimate. However,
this difference would remain constant over time.
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Chart 20.

Six Industrial Countries: Current Account Imbalances and Reserves, 1975-84

! A positive value indicates that the country had a current account deficit.

2 Change in holdings of official reserves denominated in the national currency of the country considererd.

3 Sum of the current account balances starting in 1970. A positive value indicates a cumulative current account deficit.
4 Stock of official reserve denominated in the national currency of the country considered.
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of the reserve-currency countries and increases in
reserves denominated in their currencies during por-
tions of the period 1976-84, there was no significant
linkage for the period as a whole. The relationships
between the cumulative current account balances and
the stocks of reserves varies within the period but,
once again, there is no consistent evidence of a direct
linkage.

ADEQUACY OF RESERVES AND THE ROLE
OF THE FUND

The recent changes in access to international fi-
nance markets for many countries and the movements
in reserves described in previous sections have had
important effects on the adequacy of international
reserves and liquidity. This section considers the
factors influencing the adequacy of reserves and the
role of the Fund in the provision of liquidity.

ADEQUACY OF INTERNATIONAL RESERVES

An adequate stock of international reserves and
liquidity i1s an important element in attaining a
smoothly functioning international monetary system
and a continuing expansion of world trade, while
avoiding persistent inflation or deflation. An assess-
ment of the adequacy of the existing stock of reserves
requires an evaluation of the factors influencing the
need for reserves, the terms and conditions under
which reserves are supplied, and the sources of sup-
ply. The effective demand for reserves is affected by
such factors as the levels and variability of trade and
capital flows, the speed with which external payments
imbalances respond to stabilization programs, the
terms and conditions under which reserves can be
obtained, and the types of domestic and external
shocks that affect a country. Over time, the reserve
holdings of all countries together have tended to grow
as the value of world trade increased. In the period
1974-84, the ratio of non-gold reserves to imports for
all countries had an average value of 21 percent and
remained within the range of 20 to 25 percent. For
the industrial countries, this ratio has moved in the
range of 15 to 19 percent; and for the developing
countries, it has fluctuated between 27 and 41 percent.
Apart from periods surrounding large exchange rate
adjustments or disturbances in financial markets,
those reserve ratios have been relatively stable. For
example, the average value of the ratio of reserves to
imports for all countries of 17 percent in the period
1959-63 is only slightly lower than the average value
of 20 percent for the period 1979-84. Although the
effective demand for reserves is affected by a number
of other factors, trade flows therefore provide an
indication of likely movements in this demand.

The adequacy of reserves can also be evaluated by
considering the terms and conditions under which
individual countries acquire reserves. For countries

with access to international credit markets, the terms
on which reserves can be acquired and held reflect
the net cost of borrowing funds and investing the
proceeds in liquid foreign exchange assets. This net
carrying cost of reserves can be quite small for coun-
tries with good credit ratings, especially relative to
the costs of changing other policies in order to gen-
erate an overall balance of payments surplus. Borrow-
ing rates differ among countries, since they reflect
market evaluations of creditworthiness; the major
industrial countries generally have the lowest borrow-
ing costs. Even reserve-currency countries face a cost
of acquiring foreign exchange reserves through bor-
rowing, namely, the difference between the cost of
servicing their own obligations and the return they
obtain from holding assets denominated in foreign
currencies.

The terms and conditions on which international
reserves can be acquired are also importantly affected
by policies of reserve-currency countries. Since most
countries have a range of choices as to type of
instrument and currency composition in which they
hold their foreign exchange reserves, these portfolio
decisions are often affected by the return on and
stability of the value of different types of reserve
assets. Stable economic policies in reserve-currency
countries will help stabilize the composition of reserve
portfolios.

The adequacy of reserves for countries without
access to international financial markets requires fur-
ther considerations. First, the stock of reserves deemed
optimal for these countries is probably greater than
that of countries with access to international credit
markets. At the same time, the cost of acquiring and
holding reserves is related to the necessity of gener-
ating net exports of goods and services to the rest of
the world or of acquiring additional credits from
official or multilateral sources. Such countries face a
close linkage between their adjustment policies and
their ability to accumulate reserves. The adjustments
in absorption and production required to generate
payments surpluses imply that the cost of reserve
accumulation for these countries is much higher than
for countries with access to international capital mar-
kets. For this reason, the supply of reserves generated
by international agreements takes on special impor-
tance. The terms on which such countries acquire
reserves, for example, through SDR allocations or
government-to-government credit arrangements, may
have implications for their adjustment efforts.

THE ROLE OF THE FUND IN THE
PROVISION OF LIQUIDITY

The Fund provides reserves and liquidity through
the allocation of SDRs and the generation of reserve
positions in the Fund. At the end of 1984, Fund-
related reserve assets totaled SDR 58 billion, which
comprised SDR 16.5 billion of SDRs and SDR 41.6
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billion of reserve positions. Reserve positions consist
of members’ subscriptions paid in reserve assets,
credit extended by the Fund to its members through
the sale of other members’ currencies, and the credit
extended to the Fund by members under various
borrowing arrangements. Fund borrowings from
members at the end of 1984 equaled SDR 12.8 billion,
with the remainder of members’ reserve positions,
amounting to SDR 28.8 billion, accounted for by
reserve asset subscriptions and claims arising from
the use ot members’ currencies in the extension of
Fund credit.

The resources made available to the Fund are used
to provide temporary financial support to members
undertaking programs of cconomic adjustment agreed
between them and the Fund, with certain specified
features of the programs being considered conditions
for the continuation of the phased financial support.
Access by Fund members to this type of international
credit constitutes an extension of international liquid-
ity beyond that provided by reserve holdings and
access to private international credit markets. In
comparison with these other sources of liquidity, the
Fund’s credit is characterized by its conditionality,
which gives it an important role among the

assets and availabilities that constitute international
liquidity.

The role of the SDR and the possibility of a new
SDR allocation have been discussed extensively since
the last decision to allocate in 1978. SDR allocations
arc made on the basis of proposals by thec Managing
Director, concurred in by the Exccutive Board, and
approved by the Board of Governors by an 85 percent
majority of the total voting power. The question of
further SDR allocations has been kept under contin-
uous review by the Executive Board since the last
decision to allocate, but it has not been possible to
make a proposal for a new allocation that commands
the required support of members with 85 percent of
the total voting power in the Fund.

Although most Executive Directors believe that
there is a strong case for resuming allocations of
SDRs, some other Directors, who hold a substantial
share of total voting powcr, do not. The matter
remains under review by the Exccutive Directors and
will be considered by the Interim Committee at its
meeting in October. The Fund staff also 1s currently
undertaking a study of the role of the SDR in light of
the recent structural changes in the international
financial system.
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Chapter

3

Activities of the Fund

INTRODUCTION

The developments in the world economy and in
the international monetary system reviewed in the
two preceding chapters were reflected in the financial
activities of the Fund and in its liquidity position.
The recovery in world economic activity, successful
adjustment policies, and the consequent improvement
in the current account and reserve positions of many
member countries led to a slowing down in the
expansion of Fund credit from the peak levels of the
recent past. Consequently, there was a marked decline
in the Fund’s financial activities in 1984/85 in terms
of gross purchases as well as in the number and
amount of arrangements and commitments. Gross
purchases from the Fund fell from about SDR 10
billion in 1982/83 and 1983/84 to about SDR 6 billion
in 1984/85. The number of arrangements fell from 35
in effect in 1983/84 to 30 in 1984/85 and the amount
of commitments from SDR 19 billion to SDR 12
billion (see Table 19). Nevertheless, outstanding Fund
credit continued to expand, amounting to about
SDR 35 billion (or about 39 percent of Fund quotas)
and extending to 83 countries at the end of the
financial year. As in the recent past, the bulk of the
Fund’s financial assistance in 1984/85 was in the form
of purchases involving upper credit tranche condi-
tionality, which includes purchases under the ex-
tended Fund facility, reflecting the continuing adjust-
ment problems facing several member countries (see
Tables 20 and 21).

The Fund’s liquidity position was influenced favor-
ably by the improvement in the external positions of
several member countries and by higher reflows of
usable resources through repurchases. This in turn
led to an increase in the number and amount of
currencies that could be used by the Fund to finance
purchases. The improvement in the Fund’s liquidity
position has, however, to be viewed in the context of
the prospective demand for Fund resources. Thus, in
spite of the improvement in the world economic

situation, many member countries continue to face
difficult payments problems, as well as serious uncer-
tainties about the medium-term prospects.

In these circumstances, the Interim Committee, at
its meeting in September 1984, agreed that, although
the policy on enlarged access to Fund resources was
of a temporary character, there was a need for its
continuation, with some modification of the access
limits for 1985. The Committee concluded that the
limits of access to the Fund’s general resources, as
well as the enlarged access policy, should be reviewed
by the Executive Board again before the end of 1985
and yearly thereafter in the light of all relevant factors,
including the Fund’s liquidity position and the mag-
nitude of members’ payments problems.

The Interim Committee, at its meeting in April
1985, requested the Executive Board also to consider
in 1985 the use of resources that will be available
following the repayment of loans made by the Trust
Fund, to help forward the adjustment process by
providing balance of payments assistance to low-
income developing member countries of the Fund.
The Managing Director will report to the Interim
Committee on this matter at the time of its next
meeting in Seoul, Korea, on October 6, 1985.

The Fund’s financial and income position for
1984/85 was adversely affected by difficulties that
several members experienced in settling their financial
obligations to the Fund on time. While the amounts
of overdue financial obligations of members remain
small in relation to the Fund’s overall financial posi-
tion and activity, the increased incidence of overdue
financial obligations to the Fund has led to the
establishment of policies and procedures with respect
to members in arrears and to a change in the account-
ing treatment of charges receivable from members
with protracted arrears to the Fund. Reflecting this
change in accounting procedures, the Fund reported
for the first time since 1976/77 a net deficit of
SDR 30 million in 1984/85 compared with a net
income of SDR 73 million in 1983/84. This deficit
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Table 19.

Selected Financial Activities by Type and Country Group, 1979-85
(In millions of SDRs)

Financial Year Ended April 30

1979 1980 1981 1982 1983 1984 1985
By Type
1. General Resources Account
Gross purchases’ 1,239.2 2,210.8 4,385.9 6,960.2 10,258.2 10,164.1 6,059.8
Net purchases? (—3,588.0) (—1,362.9) (1,575.3) (5,066.0) (8,711.5) (8,148.9) (3,214.8)

Il. Administered Accounts
Trust Fund loans 670.0 961.7 1,059.8 — — — —
Oil facility subsidy
account payments
(grants) 191 27.8 50.0 9.3 25 11.7 —
Supplementary financing
facility subsidy account

payments (grants) — — — 229 443 68.5 89.9
1l. SDR allocations 4,032.6 4,033.2 4,052.6 — — — —
Total 5,960.9 7,233.5 9,548.3 6,992.4 10,305.0 10,2443 6,149.7

By Country Group (I+11+111)

Industrial countries 2,593.7 2,617.6 2,543.9 —_ 54.0 — —
Developing countries 3,367.2 4,615.9 7,004.4 6,992.4 10,251.0 10,2443 6,149.7
Africa 928.8 1,329.7 1,538.7 1,999.9 2,072.1 1,665.3 1,038.8
Asia 1,061.4 1,247 .3 3,497.3 3,163.5 3,171.2 2,639.5 807.5
Europe 249.0 765.8 981.2 1,326.0 1,188.1 1,658.3 837.5
Middle East 473.4 336.1 273.9 0.8 25.2 0.7 57.4
Western Hemisphere 654.6 937.0 713.3 502.2 3,794.4 4,280.5 3,408.5
All countries 5,960.9 7,233.5 9,548.3 6,992.4 10,305.0 10,244.3 6,149.7

IV. Memorandum
Number of stand-by and
extended arrangements

as of April 30 20 29 37 35 39 35 30
Of which,
extended arrangements 5 7 15 12 9 5 3
Commitments 1,600.4 3,049.7 9,475.1 16,206.3 25,025.5 18,569.4 11,675.3
As percent of
total quotas 4.1 7.8 15.9 26.7 41.0 209 13.1
Undrawn balances 1,377.5 2,718.0 8,076.4 11,1546 16,405.1 9,269.5 5,543.1
As percent of
commitments 86.1 89.1 85.2 68.8 65.6 49.9 47.5
V. Outstanding Fund Credit 8,873 8,038 9,545 14,802 23,590 31,742 34,973
As percent of
total quotas 22.7 20.6 16.0 244 38.6 35.6 39.2
Number of Countries 73 74 78 79 85 84 83

' Excluding purchases in the reserve tranche.
2 Purchases minus repurchases; net repurchases (—).

was charged to the Fund’s Special Reserve, reducing May 1, 1985, from 3 percent to 5 percent of reserves

the Fund’s total reserves from SDR 1,074 million on at the beginning of a financial year.

April 30, 1984 to SDR 1,044 million on April 30, No allocations of SDRs have been made since 1981,

1985. In the light of the income and financial position which was the last year of the third basic period. The

of the Fund, the net income target was raised, effective question of an SDR allocation in the current—that
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Table 20.

Purchases Under Tranche Policies and Special Facilities, 1979-85
(In billions of SDRs)

Financial Year Ended April 30

1979 1980 1981 1982 1983 1984 1985

Purchases under tranche policies 0.72 1.31 3.60 5.33 6.17 8.88 4.81
First credit tranche 0.13 0.16 0.78 0.02 0.03 — !
Upper credit tranches 0.35 0.93 1.90 2.73 3.68 4.16 2.77
Extended Fund facility 0.24 0.22 0.92 2.58 2.46 4.72 2.04
Purchases under special facilities 0.51 0.89 0.78 1.63 4.09 1.28 .25
Compensatory financing facility 0.46 0.86 0.78 1.63 3.74 1.18 1.25
Buffer stock financing facility 0.05 0.03 — — 0.35 0.10 —
Total 1.23 2.20 4.38 6.96 10.26 10.16 6.06

! Less than SDR 50 million.

is, the fourth—basic period was discussed by the
Interim Committee at its meeting of April 17-19,
1985 in Washington, but the degree of support re-
quired for an allocation was not forthcoming. The
Committee agreed to consider the matter again at its
next meeting in Seoul, Korea, on October 6, 1985.

The continuing evolution of the Fund’s role in
exercising surveillance over members’ exchange rate
policies, including the new procedure of enhanced
surveillance in the context of multiyear rescheduling
arrangements, is reviewed in Chapter 2. During the
year the Fund participated in meetings on external
debt reschedulings, as well as in meetings convened
by aid and aid coordination groups.

As regards its nonfinancial activities, the Fund
continued to provide training programs through the
IMF Institute, and technical assistance was provided
in the areas of central banking, fiscal affairs, and
statistics. In many cases, these activities have helped

MEMBERSHIP OF THE FUND AND
PARTICIPATION IN THE SDR
DEPARTMENT

During the year, the membership of the Fund
increased from 146 to 148; all members are partici-
pants in the SDR Department. St. Christopher and
Nevis became a member on August 15, 1984 with a
quota of SDR 4.5 million, and the People’s Republic
of Mozambique became a member on September 24,
1984 with a quota of SDR 61 million, raising the total
of Fund quotas to SDR 89,301.8 million. Applications
for membership were received from two countries in
the financial year: one from Kiribati was received on
July 18, 1984 and is under review, and the other
received from Tonga on January 16, 1985 was ap-
proved by the Board of Governors on August 13,
1985. Early in 1985, Fund staff also resumed contacts
with Poland regarding its application for mem-

member countries to design and carry out effective bership, which was received on November 10,
adjustment policies. 1981.
Table 21.
Outstanding Fund Credit by Facility and Policy, 1979-85
(In millions of SDRs)
Financial Year Ended April 30
1979 1980 1981 1982 1983 1984 1985
As percent As percent As percent As percent As percent As percent As percent
Amount  of total Amount of total Amount  of total Amount  of total Amount  of total Amount  of total Amount  of total
Regular facilities 1,233 139 1,606 200 2,349 246 3,206 217 4,721 20.0 5,197 16.4 5,511 158
Compensatory financing facitity 2,945 332 2,875 358 2,617 274 3,643 246 6,837 29.0 7,304 230 7490 214
Buffer stock financing facitity 48 0.5 74 0.9 — — — — 307 1.3 375 1.2 237 0.7
Oil facility 4,240 478 2,494 310 1,581 16.6 565 3.8 27 0.1 — — — —
Extended Fund facility 407 4.6 487 6.1 980 103 2,115 143 3,317 141 5,568 175 6,529 18.7
Supplementary financing facility — — 502 6.2 2,018 211 4,112 2738 6,039 256 6,920 21.8 6,310 180
Enlarged access policy — — —_ — — — 1,160 7.8 2,342 9.9 6,378 20.1 8,896 25.4
Total 8,873 100.0 8,038 100.0 9,545 100.0 14,802 100.0 23,590 100.0 31,742 100.0 34973 100.0
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Table 22.

Flow of Transactions in the General Resources Account and Resulting Stocks, 1979-85
({In mitlions of SDRs)

Financial Year Ended April 30

Type of Transaction 1979 1980 1981 1982 1983 1984 1985
Total purchases 3,720 2,433 4,860 8,041 11,392 11,518 6,289
Reserve tranche 2,480 222 474 1,080 1,134 1,354 229
Credit tranches 485 1,106 2,682 2,748 3,703 4,164 2,768
Buffer stock financing facility 48 26 — — 352 102 —
Compensatory financing facility 465 863 784 1,635 3,740 1,180 1,248
Extended Fund facility 242 216 920 2,578 2,463 4,718 2,044
Total repurchases 4,859 3,776 2,853 2,010 1,555 2,018 2,730
Outstanding Fund credit 8,873 8,038 9,545 14,802 23,590 31,742 34,973
Outstanding borrowings
In connection with oil facility 4,257 2,474 1,528 526 18 — —
Under General Arrangements to Borrow 777 777 777 777 777 — —
Supplementary financing facility — 502 2,018 4,112 6,037 6,915 6,239
Under policy on enlarged access — — — 1,358 4,120 6,876 7,964
Holdings of the General Resources Account
at end of year
Usable currencies! 8,800 10,600 23,000 17,000 14,400 32,900 37,300
SDRs 1,290 1,407 5,445 5,456 4,335 6,437 4,616
Gold? 4,055 3,636 3,620 3,620 3,620 3,620 3,620
Reserve tranche positions of members
at end of year 8,310 8,380 13,125 15,621 20,592 27,415 28,290

' *‘Usable currencies’” are those that are available to the Fund for net sales through the operational budget, except for those currencies held by the Fund in excess
of quota. Since the Second Amendment became effective on April 1, 1978, the criterion for including currencies for net sales is that the members concerned have
a balance of payments and reserve position that the Fund considers “‘sufficiently strong” for that purpose.

2 Valued at SDR 35 a fine ounce (0.888671 gram of fine gold per SDR).

TRANSACTIONS AND OPERATIONS IN
THE GENERAL RESOURCES ACCOUNT

The rate of increase of Fund credit declined during
1984/85, after rising steadily since 1978/79. Purchases
(excluding those in the reserve tranchel!) totaled
SDR 6.1 billion in 1984/85, a decline of just over 41
percent from their peaks of about SDR 10 billion in
each of the two preceding years (see Table 22). All
purchases were made by developing countries. The
largest amount was in the credit tranches (SDR 2,768
million), followed by purchases under the extended
Fund facility (SDR 2,044 million) and under the
compensatory financing facility (SDR 1,248 million).
While the last of the three amounts was slightly higher
than in the previous year, credit tranche purchases
declined by one third and those under the extended

! A member has a reserve tranche position in the Fund to the extent
that the Fund’s holdings of the member's currency in the General
Resources Account, after deducting holdings of the member’s currency
resulting from all other purchases (i.e., in the credit tranches, under
the extended Fund facility, and under the special facilities) are less
than its quota. Reserve tranche purchases represent a use of members’
own reserves held in the form of reserve positions in the Fund and
therefore do not constitute use of Fund credit.

Fund facility by more than half. However, at the end
of the financial year 1984/85, outstanding purchascs
were substantially higher at SDR 35 billion compared
with SDR 31.7 billion at April 30, 1984 (scc
Chart 21).

Total repurchases rose from SDR 2.0 billion in
1983/84 to SDR 2.7 billion in 1984/85. The bulk of
thesec—SDR 2.0 billion—related to purchases fi-
nanced with ordinary resources, while SDR 0.7 billion
was in respect of purchases financed with borrowed
resources under the supplementary financing and
enlarged access facilities. One third ecach of total
repurchases related to purchases in the credit tranches
and under the compensatory financing facility.

On April 30, 1985, 27 stand-by arrangements and
3 extended arrangements were in effect for a total
commitment of SDR 11.7 billion (with an undrawn
balance of SDR 5.5 billion}); this compares with 30
stand-by and 5 extended arrangements for a total
commitment of SDR 18.6 billion on April 30, 1984.

RESERVE TRANCHE PURCHASES

Reserve tranche purchases by 17 members in
1984/85 amounted to SDR 229.1 million, the lowest
amount of such purchases since 1979/80, as against
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Chart 21.

Use of Fund Resources as at April 30, 197485
{in billions of SDRs)

purchases of SDR 1.4 billion by 75 members during
the previous year. The large amount in 1983/84
reflected, among other factors, the purchases made
by members to repay loans of SDRs from other
members to pay the reserve asset portion of their
quota increases under the Eighth General Review.
With the exception of New Zealand, all members that
drew on their reserve tranche positions were devel-
oping countries. Four countries—Mexico (SDR 65.0
million), Hungary (SDR 38.9 million), New Zealand
(SDR 28.5 million), and Peru (SDR 21.2 million)—
accounted for more than two thirds of these pur-
chases.

CREDIT TRANCHE PURCHASES

Purchases under credit tranche policies declined to
SDR 2.8 billion in 1984/85 from a peak of SDR 4.2
billion in the previous year (see Table 22). All of
these purchases were made by 36 developing coun-
tries, compared with 43 developing countries in the
previous year. Almost all of these purchases were
made under stand-by arrangements and were fi-

nanced in part (SDR 1.2 billion) from the Fund’s

ordinary resources, and the balance from borrowed
resources under the enlarged access policy. The larg-
est amounts purchased were by Korea (SDR 319.8
million), Hungary (SDR 297.5 million), Yugoslavia
(SDR 280 million), Argentina (SDR 236.5 million),
and Chile (SDR 216 million).

New commitments under stand-by arrangements
for 24 members totaled SDR 3.5 billion in 1984/85,
compared with new commitments under 25 arrange-
ments for a total of SDR 4.3 billion in 1983/84. Of
the approved arrangements, 14 were for a period of
one year and involved amounts ranging from
SDR 1.4 million (Dominica) to SDR 162 million
(Zaire), while 9 other arrangements were for periods
of 13 months to 21 months and ranged in amounts
from SDR 54.0 million (Costa Rica) to SDR 1,419
million (Argentina). The stand-by arrangement for
Argentina was the largest arrangement approved dur-
ing the year, followed by those for the Philippines
(SDR 615 million), Zambia (SDR 225 million), Ghana
(SDR 180 million), and Zaire (SDR 162 million).

Stand-by or extended arrangements with 27 mem-
bers either expired or were canceled during the year.
As a result, SDR 0.5 billion each of ordinary and

68

©lInternational Monetary Fund. Not for Redistribution



CHAPTER 3: ACTIVITIES OF THE FUND

borrowed resources were released from committed
resources. Only one such arrangement (Zaire), which
expired in March 1985 with an undrawn balance of
SDR 30 million, was followed by a new one, for
SDR 162 million. As of April 30, 1985, the undrawn
balances under stand-by arrangements in effect on
that date amounted to SDR 2.8 billion, including
SDR 1.3 billion under three arrangements that were
inoperative because of members’ failure to observe
relevant performance criteria.?

EXTENDED FUND FACILITY

The Executive Board reviewed on December 5,
1984 the decision on the extended Fund facility,
which was established in 1974* to provide medium-
term assistance to members to overcome serious struc-
tural balance of payments maladjustments. It was
agreed that its provisions remained suitable for deal-
ing with balance of payments problems of a structural
character. The Board decided to review further the
appropriateness of the facility not later than Decem-
ber 31, 1985. No new extended arrangements were
approved during 1984/85.

Total purchases under extended arrangements dur-
ing 1984/85 amounted to SDR 2 billion, compared
with SDR 4.7 billion in 1983/84 and SDR 2.5 billion
in 1982/83. These purchases were financed in equal
proportions from ordinary and borrowed resources
under the enlarged access policy and were made by
three members: Brazil (SDR 1.1 billion), Malawi
(SDR 19 million), and Mexico (SDR 0.9 billion).
Two arrangements, with India and the Dominican
Republic, were canceled on May 1, 1984 and Janu-
ary 17, 1985 with undrawn amounts of SDR 1.1
billion and SDR 247.5 million, respectively. As of
April 30, 1985, undrawn balances under the three
extended arrangements in effect on that date amounted

to SDR 2.8 billion.

POLICY ON ENLARGED ACCESS

As requested by the Interim Committee, the Ex-
ecutive Board reviewed the enlarged access policy® on

2 The Executive Board reviewed the guidelines governing the rela-
tionship between performance criteria and phasing of purchases under
Fund arrangements and enunciated certain operational guidelines.
See Executive Board Decision No. 7925-(85/38), adopted March 8,
1985 (reproduced in Appendix Il).

3 Executive Board Decision No. 7857-(84/175), adopted Decem-
ber 5, 1984 (reproduced in Appendix 11).

4 Executive Board Decision No. 4377-(74/114), adopted Septem-
ber 13, 1974, as amended by Decisions Nos. 6339-(79/179), adopted
December 3, 1979, and 6830-(81/65), adopted April 22, 1981,
effective May 1, 1981 (Selected Decisions of the International Monetary
Fund and Selected Documents, Tenth Issue (Washington, April 30,
1983), pages 27-31).

* The policy on enlarged access to Fund resources, adopted by the
Executive Board on March 11, 1981, enables the Fund to provide
assistance to members whose balance of payments deficits are large
in relation to their quotas and which need resources in larger amounts

November 16, 1984 and decided to continue it with
modified access limits as follows.® It was decided that
access in 1985 would be subject to annual limits of
95 or 115 percent of quota (previously 102 or 125
percent), three-year limits of 280 or 345 percent of
quota (previously 306 or 375 percent), and cumulative
limits of 408 or 450 percent of quota (previously 408
or 500 percent), depending on the seriousness of a
member’s balance of payments need and the strength
of its adjustment effort. As in the past, the Fund may
approve arrangements for amounts above these access
limits in exceptional circumstances. The e¢nlarged
access policy and the revised access limits will be
reviewed before the end of 1985.

COMPENSATORY FINANCING FACILITY

Under this special facility, established in 1963, the
Fund provides financial assistance to members expe-
riencing balance of payments difficulties arising from
temporary shortfalls in export earnings due to factors
largely beyond their control. The scope of the facility
was extended, effective May 13, 1981, to provide for
compensation to members to meet the excess in the
cost of cereal imports. The Interim Committee, at its
meecting in September 1984, concluded that the limits
of access operative in 1984 for the compensatory and
the buffer stock financing facilities should be retained.
Accordingly, the Executive Board reviewed access
limits to this facility and in November 1984 decided
to leave unchanged the levels fixed in January 1984,
namely, the separate limits of 83 percent of quota on
outstanding purchases relating to export shortfalls or
cereal import excesses and the joint limit of 105
percent on outstanding purchases relating to both
export shortfalls and cereal import excesses. These
limits are subject to review by end-1985. In May
1985 the Executive Board reviewed the 1981 decision
relating to the compensation of the cost of cercal
imports, and decided to extend it for a further period
of four years, until May 1989, with provision for a
review of the decision by the Executive Board not
later than May 13, 1987.7

Purchases Under Decision Relating to
Export Fluctuations

A total of SDR 784 million was purchased by 9
members during 1984/85, a decline from purchases

and for longer periods than are available under the regular credit
tranches.—Executive Board Decision No. 6783-(81/40), adopted
March 11, 1981, Selected Decisions, Tenth Issue, pages 40—45, and
Executive Board Decisions Nos. 7599-(84/3) and 7600-(84/3), adopted
January 6, 1984, Selected Decisions, Supplement to Tenth lIssue
(Washington, March 31, 1984), pages 7-8. See also Executive Board
Decision No. 7710-(84/84), adopted May 30, 1984 (reproduced in
Appendix Il).

& Executive Board Decision No. 7841-(84/165), adopted Novem-
ber 16, 1984 (reproduced in Appendix 1I).

7 Executive Board Decision No. 7967-(85/69), adopted May 3,
1985 (reproduced in Appendix I1).
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of SDR 1.2 billion by 13 members in the previous
year and from a peak of SDR 3.7 billion in 1982/83,
which was associated with the world recession in
1981-82. Argentina purchased the largest amount
(SDR 275 million), followed by Brazil (SDR 247.9
million). Other purchases ranged from SDR 74.7
million by Peru to SDR 4.8 million by Fiji.

Purchases Under Decision Relating to
Cereal Import Costs

In 1984/85, 5 members purchased a total of
SDR 464 million under this decision,® the largest
amount purchased in any year since the decision was
adopted in 1981. Of these 5 members, Ghana and
Jordan purchased under the decision for the first
time, Bangladesh and Korea for the second time, and
Malawi for the third time. Korea’s purchase of
SDR 279.7 million was the largest amount, followed
by Ghana (SDR 58.2 million), Jordan (SDR 57.4
million), Bangladesh (SDR 55.0 million), and Malawi
(SDR 13.8 million). The purchases by Korea and by
Malawi were entirely in respect of export shortfalls,
whereas the purchase by Bangladesh was entirely
related to an excess in cereal import costs. The
purchases by Ghana and Jordan were related to both
export shortfalls and excess costs of cereal imports.
The total purchases for excess cereal costs in 1984/85
were SDR 87 million, while those for the export
shortfalls amounted to SDR 377 million.

BUFFER STOCK FINANCING FACILITY

Assistance under this special facility, established in
1969, is available to members with a balance of
payments need, for financing of their contributions to
approved buffer stock operations of international com-
modity agreements that meet the criteria for Fund
support. As of April 30, 1985, only two of these
agreements were in effect—the Sixth International
Tin Agreement (1981) and the 1979 International
Natural Rubber Agreement—but no purchases were
made in connection with either of them during 1984/
85. The total outstanding purchases of six Fund
members—Bolivia, Indonesia, Ivory Coast, Malaysia,
Sri Lanka, and Thailand—under the buffer stock
financing facility amounted to SDR 236.9 million (0.7
percent of outstanding Fund credit). With the expi-
ration of the 1977 International Sugar Agreement on
December 31, 1984, the special stocks accumulated
by exporting members of the Agreement were released
from the control of the International Sugar Organi-
zation. Consequently, purchases outstanding under

8 For a period of three years from the date of a member’s first request
for a purchase under this Decision (No. 6860-(81/81), adopted
May 13, 1981, any purchases by the member in respect of its export
shortfalls should be made under this decision instead of under Executive
Board Decision No. 6224-(79/135), adopted August 2, 1979, relating
to compensatory financing of export fluctuations, Selected Decisions,
Tenth Issue, pages 65—70 and 6164, respectively.

this facility in respect of this Agreement, totaling
SDR 128 million by six Fund members—Brazil, the
Dominican Republic, Malawi, Mauritius, Swaziland,
and Zimbabwe—became subject to an expectation of
early repurchase. With the completion of these repur-
chases by the end of March 1985, the Fund’s opera-
tions under the facility with respect to the 1977
International Sugar Agreement were concluded.

The Executive Board reviewed the access limits
under the buffer stock financing facility on Novem-
ber 16, 1984 and decided to retain the access limit of
45 percent of quota fixed in January 1984. This limit
will be reviewed before the end of 1985.

REPURCHASES

During 1984/85 repurchases totaled SDR 2,730
million, compared with SDR 2,018 million in 1983/
84 (see Appendix I, Table 1.6). The bulk of total
repurchases (76 percent), as in the preceding year
(89 percent), was in respect of purchases financed
from ordinary resources, and the remainder (24 per-
cent) related to purchases financed with borrowed
resources. Of total repurchases, about 66 percent was
evenly divided between purchases in the credit tranches,
mostly under stand-by arrangements, and under the
compensatory financing facility. Repurchases in re-
spect of purchases under the supplementary financing
facility® amounted to about 23 percent of the total,
while the remainder (77 percent) was mostly in
respect of purchases under the buffer stock financing
facility and under the extended Fund facility. Two
members, Malaysia and Papua New Guinea, repur-
chased a total of SDR 79 million (3 percent) in
accordance with the guidelines for early repurchase,
under which members are expected to repurchase
calculated amounts in advance of the normal schedule
if their balance of payments and reserve positions
have improved.!® One member, Indonesia, opted, in
accordance with Executive Board Decision No. 6172-
(79/101), to reduce the Fund’s holdings of its currency
through the sale of Indonesian rupiah by the Fund
during January 1985 rather than through early re-
purchase.

FUND LIQUIDITY

The Fund’s liquidity position is reviewed regularly
by the Executive Board taking into account all rele-
vant factors, particularly the need to maintain the

® The supplementary financing facility was established in August
1977 to provide additional financing arrangements, in conjunction
with the use of the Fund'’s ordinary resources, requested before Febru-
ary 22, 1982. For details, see Annual Report of the Executive Board
for the Financial Year Ended April 30, 1984 (Washington: International
Monetary Fund, 1984), pages 77-78.

0 Executive  Board Decisions Nos. 5704-(78/39), adopted
March 22, 1978, effective April 1, 1978, and 6172-(79/101), adopted
June 28, 1979, Selected Decisions, Tenth Issue, pages 101-105.
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liquidity of members’ reserve positions and loan claims
on the Fund, and the Fund’s ability to provide
financing in support of its members’ adjustment pol-
icies. The Fund needs to have adequate ordinary and
borrowed resources both to meet possible demands
for encashment of reserve tranche positions or credi-
tors’ claims (all of which are encashable on represen-
tation of balance of payments need) and to cover
existing and foreseeable demands for the use of its
resources.

The Fund’s ordinary resources that are available
for use consist of usable currencies and SDRs held in
the General Resources Account.!! Ordinary resources
are supplemented as and when necessary by borrowed
resources. Usable currencies are those issued by mem-
bers whose balance of payments and gross reserve
positions are considered by the Executive Board to
be sufficiently strong for their currencies to be sold
by the Fund through its operational budget to finance
other members’ purchases in a particular financial
quarter. The usability of a currency in a particular
quarter depends on whether the issuing member’s
external position 1s sufficiently strong during that
period. The list of usable currencies can and does
change every quarter with changes in members’ ex-
ternal payments and reserve positions. The SDRs
held by the Fund in the General Resources Account
can be readily used to finance members’ purchases.

The Executive Board in its latest review in April
1985 noted that the Fund’s liquidity position had
improved owing to a variety of factors, including the
recovery in world economic activity, the improvement
in the current account and reserve positions of several
member countries, and the inflow of usable resources
through repurchases. The number of usable curren-
cies also increased during the financial year from 23
at the end of May 1984 to 28 at the end of May 1985,
reflecting an improvement in the external positions of
members and the consequent addition of their curren-
cies to the operational budgets. The list of usable
currencies as of April 30, 1985 included those of all
but three—smaller—industrial members, as well as
those of several developing members. Nearly half of
the total amount of usable currencies during the
financial year was accounted for by the five currencies
making up the SDR basket (deutsche mark, French
franc, Japanese yen, pound sterling, and U.S. dollar).

The Fund’s total holdings of usable currencies and
SDRs on April 30, 1985, at SDR 41.9 billion, were
above the level of a year earlier (SDR 39.3 billion).
Liquid claims on the Fund as of April 30, 1985
amounted to SDR 42.5 billion, consisting of outstand-
ing borrowing of SDR 14.2 billion and reserve tranche
positions of SDR 28.3 billion. The bulk of these liquid
claims were held by members in strong balance of

" The Fund’s holdings of gold (103.440 million ounces) are not
included in the category of readily usable resources. The sale of this
gold for any purpose requires an 85 percent majority of the total
voting power of the Fund.

payments and reserve positions with no immediate
need to encash claims. In addition to these claims,
undrawn balances under arrangements amounted to
SDR 5.5 billion.

The Executive Board has reviewed the policy on
sales of SDRs through the operational budgets in each
of the last five years: in March 1981, May 1982, May
1983, February 1984, and March 1985. The following
factors have been taken into account in determining
the target range of the Fund’s SDR holdings: (i) the
Fund’s actual and prospective holdings of SDRs in
relation to total allocations of SDRs; (ii) the Fund’s
liquidity; (ii1) the Fund’s operational need to hold
SDRs; and (iv) the Fund’s financial position. As a
result of the first three reviews, sales of SDRs follow-
ing the coming into effect of the Seventh General
Review of Quotas in November 1980 were guided by
the aim of progressively reducing the Fund’s SDR
holdings in the General Resources Account from
SDR 5.6 billion in early 1981 to approximately
SDR 1.5 billion by the end of 1983.

Following the coming into effect of the Eighth
General Review of Quotas, the Fund’s holdings of
SDRs rose to SDR 6.4 billion by April 30, 1984,
largely as a consequence of SDR payments by mem-
bers for the reserve asset portion of their quota
increases. In February 1984 the Executive Board
decided that the Fund should be guided by the aim
of reducing the Fund’s SDR holdings to a level of
approximately SDR 4 billion by May 31, 1985.12
Accordingly, the Fund made more use of SDRs rela-
tive to currencies available in the operational budget
for transfers. As a result, the Fund’s SDR holdings
declined to SDR 4.6 billion as of April 30, 1985, or
22 percent of the net cumulative allocation (SDR 21
billion), compared with 30 percent a year earlier. In
March 1985, the Executive Board decided to reduce
the Fund’s holdings of SDRs further to a level of
approximately SDR 2.5 billion by May 31, 1986,
consistent with the Fund’s liquidity and operational
requirements.!®> The Executive Board will determine,
prior to April 30, 1986, whether and to what extent
the Fund’s SDR holdings should be further reduced.

BORROWING

Borrowing provides an important temporary sup-
plement to the Fund’s ordinary resources. Under the
current guidelines for the Fund’s borrowing, its out-
standing borrowing plus unused credit lines cannot
exceed the range of 50 to 60 percent of the total of
Fund quotas.'* During the financial year 1984/85 the

'2 Executive Board Decision No. 7626-(84/23) S, adopted Febru-
ary 13, 1984, Selected Decisions, Supplement to Tenth Issue,
page 19.

13 Executive Board Decision No. 7941-(85/50) S,
March 29, 1985 (reproduced in Appendix I1).

4 Executive Board Decision No. 7589-(83/181), adopted Decem-
ber 23, 1983, Selected Decisions, Supplement to Tenth Issue,
pages 29-30.

adopted
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Fund borrowed a total of SDR 2,152 million (34.2
percent of all purchases in the same period), raising
the total outstanding borrowing of the Fund from
SDR 13,791 million to SDR 14,203 million, after
taking account of repayments of earlier borrowings.
As of April 30, 1985, the Fund’s total outstanding
borrowing (SDR 14.2 billion) and unused lines of
credit (SDR 18.5 billion) were well below the limits
under the guidelines. Together, they amounted to 37
percent of quotas, compared with 38.7 percent of
quotas on April 30, 1984. The guidelines for borrow-
ing will be reviewed in the event of major develop-
ments, including any significant change in the Gen-
eral Arrangements to Borrow or associated
arrangements and, in any event, when the Board of
Governors has completed the Ninth General Review
of Quotas. To date, all borrowing by the Fund has
been from official sources, which include its members,
Switzerland, and central banks and other official
institutions in these countries. The Fund’s current
borrowing arrangements are described below.

GENERAL ARRANGEMENTS TO BORROW
AND ASSOCIATED ARRANGEMENTS

The General Arrangements to Borrow (GAB) were
originally established between the Fund and ten of
its main industrial member countries (the Group of
Ten) in 1962 for four years. They were designed to
provide supplementary resources to the Fund, if needed,
to forestall or cope with an impairment of the inter-
national monetary system. Switzerland became asso-
ciated with the GAB in 1964. Since their inception

Table 23.

Lenders and Amounts of Credit Arrangements Under
the General Arrangements to Borrow and Associated
Arrangements

Lender Amount

(In SDRs)

4,250,000,000
2,380,000,000

United States
Deutsche Bundesbank

Japan 2,125,000,000
France 1,700,000,000
United Kingdom 1,700,000,000
Italy 1,105,000,000
Canada 892,500,000
Netherlands 850,000,000
Belgium 595,000,000
Sveriges Riksbank 382,500,000

Swiss National Bank
Total

1,020,000,000
17,000,000,000

Credit arrangements associated with the
General Arrangements to Borrow:

Saudi Arabia 1,500,000,000
Total General Arrangements to Borrow

and associated lines of credit 18,500,000,000

the Arrangements have been activated on nine occa-
sions. No calls have been made on the GAB and
associated arrangements since the last borrowing by
the Fund in 1978 to help finance a reserve tranche
purchase of SDR 2,275 million by the United States.
This borrowing was fully repaid in November 1983.

The Arrangements have been periodically reviewed
and renewed with some modifications. On Janu-
ary 18, 1983 the ministers and governors of the Group
of Ten agreed on major revisions and a substantial
enlargement of the GAB from SDR 6.4 billion to
SDR 17.0 billion which were approved by the Exec-
utive Board on February 24, 1983 and came into
effect on December 26, 1983.!5 The Swiss National
Bank became a participant in the GAB on April 10,
1984. Under the revised GAB the Fund can enter
into associated borrowing agreements. One such
agreement was concluded with Saudi Arabia, for
SDR 1.5 billion, which came into effect at the same
time as the revised GAB (see Table 23).

The revised GAB decision will be in effect for five
years from December 26, 1983 subject to further
review and renewal. The Fund and the participants
in the GAB will review the functioning of the decision
when considering renewal of the Arrangements.

SUPPLEMENTARY FINANCING FACILITY

Under the borrowing arrangements concluded with
13 member countries and the Swiss National Bank!'¢
in order to finance this facility, none of the funds
were to be committed after February 22, 1982, or to
be disbursed after February 22, 1984. The Fund
borrowed a total of SDR 7.2 billion under these
arrangements over the period of five years following
the activation of the facility (see Appendix I, Ta-
ble 1.8). An amount of SDR 0.6 billion remained
undrawn at the expiration of the agreements, of which
SDR 0.3 billion had not been called because the
balance of payments and reserve positions of some
lenders were not sufficiently strong. The repayment
of borrowing under this facility, which began in
November 1982, amounted to SDR 675.5 million
during 1984/85, bringing total repayments to
SDR 992.9 million by April 30, 1985. The outstanding
borrowings between now and the final maturity date
of April 30, 1991 amount to SDR 6.2 billion.

BORROWING TO FINANCE
ENLARGED ACCESS

Medium-Term Borrowing

The Fund’s policy on enlarged access became op-
erational with the signing of a medium-term borrow-

's Executive Board Decision No. 7337-(83/37), adopted Febru-
ary 24, 1983, Selected Decisions, Tenth Issue, pages 131-45.

6 Executive Board Decision No. 5508-(77/127), adopted Au-
gust 29, 1977, Selected Decisions, Tenth Issue, pages 33-38.
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ing agreement for SDR 8.0 billion with the Saudi
Arabian Monetary Agency (SAMA) in May 1981.
The Fund had borrowed SDR 6.3 billion under the
agreement through April 30, 1984, and borrowed a
further SDR 300 million in 1984/85. The outstanding
balance as of April 30, 1985 was therefore SDR 6.6
billion. The commitment period under the agreement
with SAMA expires on May 6, 1987.

Short-Term Borrowing

Under agreements concluded in 1981, the central
banks or official agencies of 18 countries agreed to
make available to the Fund the equivalent of
SDR 1.3 billion over a commitment period of two
years. Of that amount, SDR 675 million was provided
under a borrowing agreement with the Bank for
International Settlements. At the end of the financial
year 1983/84, the amount of SDR 1.3 billion had
been fully utilized, except for a very small amount
that was not drawn before an agreement expired.

At the end of April 1984 the Fund concluded four
new short-term borrowing agreements for a total of
SDR 6 billion with SAMA, the Bank for International
Settlements (BIS), Japan, and the National Bank of
Belgium. The agreement with SAMA is in the form
of a supplement to its 1981 borrowing agreement with
the Fund. The four new borrowing agreements are
broadly parallel with respect to their principal terms
and conditions, with variations reflecting the lenders’
preferences and the Fund’s projected requirements
for utilizing the resources available under the respec-
tive agreements. The drawdown period under three
of the agreements was for one year, beginning on
April 30, 1984 for the BIS and Japan and on
June 30, 1984 for Belgium. These periods were ex-
tended by a further eight months effective April 26,
1985, in the light of delays in purchases under several
major Fund arrangements. The amount borrowed
under these agreements in 1984/85 was SDR 1,251.6
million. Drawings on the agreement with SAMA may
be made by the Fund beginning in 1985 and extending
through May 6, 1987. The final maturity of each
drawing under the borrowing arrangements will be
two and one-half years after the date of the drawing.

BORROWED RESOURCES SUSPENSE
ACCOUNTS

The borrowed resources suspense accounts hold
funds borrowed under the policy on enlarged access,
pending their use in purchases, and funds received in
repurchases pending repayments to lenders. The
amounts are invested in SDR-denominated assets at
prevailing short-term SDR interest rates in order to
protect their capital value in terms of the SDR, and
to generate income to offset the borrowing cost.
During 1984/85 the assets in the accounts consisted
entirely of deposits with the Bank for International

Settlements, amounting to SDR 203.4 million as of
April 30, 1985.

NET INCOME POSITION, CHARGES, AND
REMUNERATION

The Fund aims at achieving positive income each
year, both to cover its expenses and to add to its
reserves, while at the same time retaining a conces-
sional rate of charge on the use of its ordinary
resources and paying appropriate remuneration on
the use of members’ currencies. To this end, the Fund
reviews its income position at mid-year and at the
end of the financial year and determines the rate of
charge in the light of projected developments in the
cost and use of Fund resources.

INCOME, EXPENSE, AND RESERVES

Notwithstanding these general policy objectives,
the Fund experienced a nect deficit, amounting to
SDR 30 million, in the financial year that ended on
April 30, 1985. The deficit compares with a net
surplus of SDR 73 million in 1983/84 and was the
first excess of expenditures over income since 1976/77.
The deficit was the consequence of a decision taken
by the Executive Board in March 1985 not to include
in current income the charges receivable from mem-
bers that are overdue by six months or more in
meeting any financial obligation to the Fund unless
the member has remained current in paying charges
as they fall due."

This change in accounting practice was adopted in
view of the increase in payments delays during the
year which resulted in an amount of overdue charges
that exceeded the Fund’s net income target. Since the
accounting change was made only toward the end of
the financial year, the resulting reduction in income
was not offset by other measures, such as an increase
in the rate of charge. Thus, the Fund recorded the
deficit referred to carlier. Charges from members with
protracted overdue obligations to the Fund, which
are now treated as deferred income and will be
considered current income only when actually re-
ceived, amounted to SDR 56.4 million in 1984/85;
without their exclusion from accrued income, a net
income of SDR 26.4 million would have been re-
corded. The possible effect on the Fund’s income of
the failure of members to pay charges on time is taken
into account in the projection of the Fund’s income
position so as to reduce the risk that payments delays
will in the future lead to additional deficits in the
Fund’s net income position.

The overall position in regard to overdue financial
obligations to the Fund was as follows. On April 30,
1985 four members were overdue for six months or
more on their financial obligations to the Fund in the

7 Executive Board Decisions Nos. 7930-(85/41) and 7931-(85/41),
adopted March 13, 1985 (reproduced in Appendix Hl).
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General Department and one in the SDR Depart-
ment. Two members were also overdue for six months
or more in repayments of interest and principal on
Trust Fund loans. The total overdue obligations
(inclusive of those overdue for six months or more)
of these members (i.e., those with obligations overdue
for six months or more) amounted to SDR 176.3
million on April 30, 1985, compared with SDR 43.6
million due from three members to the General De-
partment at the end of April 1984.18

Besides the change in the accounting treatment of
charges receivable from members with protracted
arrears, the increase in overdue financial obligations
led the Executive Board to take a number of related
decisions as part of the overall policy and procedures
with respect to members in protracted arrears to the
Fund. One element in this policy is the suspension of
a member’s right to purchase under stand-by and
extended agreements when it has overdue financial
obligations to the Fund.!® Another element relates to
the issue of a member’s eligibility to use the Fund’s
general resources when in arrears and of related
publicity. Thus, pursuant to Article XXVI, Sec-
tion 2(a), two members were declared ineligible to
use the Fund’s general resources—Viet Nam on
January 15, 1985 and Guyana on May 15, 1985. On
the dates of those declarations, the total overdue
financial obligations of Viet Nam and Guyana to the
Fund amounted to SDR 25.2 million and SDR 18.7
million, respectively. The Executive Board also enun-
ciated in June 1985 the policy governing publicity
upon the declaration of a member’s ineligibility to
use the Fund’s general resources.?

In view of the uncertain impact of overdue financial
obligations on the Fund’s financial position and tak-
ing account of the income position for 1984/85, the
Executive Board decided in May 1985 to raise the
net income target from 3 percent to 5 percent of
reserves at the beginning of a financial year. The
disposition of any income in excess of the new target—
to augment reserves, to increase the rate of remuner-
ation or to reduce the rate of charge—would be based
upon further reviews of the Fund’s income position.

The deficit of SDR 30 million for 1984/85 was
charged to the Fund’s Special Reserve, which was
established in 1957. This reduced the Fund’s total

'8 The size and composition of overdue obligations of members to
the Fund are given in the notes to the Financial Statements relating
to the General Department, the SDR Department, and the Trust Fund,
respectively (Appendix VIil).

% Executive Board Decision No. 7908-(85/26), adopted Febru-
ary 20, 1985; and amendment of Rule G-4, Decision No. 7909-(85/26},
adopted February 20, 1985 {reproduced in Appendix [I).

20 Executive Board Decision No. 7999-(85/90), adopted june 5,
1985 (reproduced in Appendix 1l). Effective following the publication
of the Annual Report for 1985, the Fund will issue a press release
upon declaration of ineligibility and thereafter upon restoration of the
member’s eligibility. The information contained in such press releases
will be published, where pertinent, in the Annual Report for the year
concerned.

reserves (i.e., Special Reserve and General Reserve)
from SDR 1,074 million on April 30, 1984 to
SDR 1,044 million as of April 30, 1985. This repre-
sented the first decline (amounting to 2.8 percent) in
the Fund’s total reserves since the end of 1976/77.
Between the end of 1976/77 and 1983/84 reserves had
grown at a compound annual average rate of 6.6
percent.

Income from periodic charges increased by
SDR 605.4 million from SDR 2,363.8 million in 1983/
84 to SDR 2,969.2 million in 1984/85. This reflected
not only an increase in the rate of charge from 6.6
percent per annum to 7 percent per annum from
May 1, 1984 but also an increase in average balances
subject to charge (SDR 34,046 million in 1984/85,
compared with SDR 27,962 million in 1983/84). The
weighted average rate of charge on members’ use of
Fund resources in 1984/85, including the use of
ordinary and borrowed resources but after taking
account of subsidy payments (on use of borrowed
resources) made to eligible members, was 8.62 per-
cent.

Income from service charges decreased by
SDR 20.5 million, from SDR 50.8 million in 1983/84
to SDR 30.3 million in 1984/85, because the expan-
sion in the use of the Fund’s resources was less than
that of the preceding years.

The Fund’s average holdings of SDRs were higher
in 1984/85 than in 1983/84. Consequently, the interest
earned by the Fund in 1984/85 on its SDR holdings
(SDR 478.3 million) was SDR 106.7 million higher
than in the previous year (SDR 371.6 million).

The operational expense of the Fund, related to
remuneration on the use of creditor currencies and
interest on borrowing, increased by SDR 761.5 million
from SDR 2,526.3 million in the previous year to
SDR 3,287.7 million in 1984/85. This reflected an
increase in remuneration payments (SDR 434.9 mil-
lion) and in interest costs (SDR 326.6 million) over
the previous year. The remuneration payments re-
flected the higher average rate of remuneration (7.77
percent in 1984/85, compared with 7.39 percent in
1983/84). This in turn reflected the rise in the average
SDR interest rate (8.81 percent in 1984/85, compared
with 8.70 percent in 1983/84) and the increases in
the remuneration coefficient that became effective
during the year (explained below). The rise in re-
muneration payments also reflected the expansion of
remunerated positions resulting from the larger fi-
nancing provided to members from the Fund’s ordi-
nary resources. Remuneration payments totaling
SDR 1,721.2 million were made to 62 member coun-
tries, compared with payments of SDR 1,286.3 million
to 70 member countries in 1983/84.

The Fund’s interest costs, net of income from
temporary investments, increased in 1984/85 to
SDR 1,566.5 million from SDR 1,239.8 million in
1983/84. The Fund’s total outstanding borrowing
amounted to SDR 14,203 million on April 30, 1985
(SDR 13,791 on April 30, 1984). Over the year

74

©lInternational Monetary Fund. Not for Redistribution



CHAPTER 3: ACTIVITIES OF THE FUND

1984/85 the rate of interest paid by the Fund on its
borrowing averaged 11.14 percent per annum, com-
pared with the average of 10.87 percent per annum
in 1983/84, when temporary investments were higher
and there was also, up to November 1983, a balance
of GAB borrowing at less than a market-related rate
of interest.

Net administrative expenses of the Fund amounted
to SDR 224.2 million in 1984/85, compared with
SDR 192.8 million in 1983/84. A comparative state-
ment of the Fund’s income and expense is shown in
Appendix VII and details of administrative expenses
are shown in Appendix VI.

CHARGES

Since May 1, 1981, the Executive Board has deter-
mined a single rate of charge at the beginning of each
financial year to be applied to members’ use of the
Fund’s ordinary resources, whereas previously the
charges were differentiated by category and maturity
of transactions under different facilities. The deter-
mination of the rate of charge is made on the basis of
estimated income and expense for the coming year
and the target amount of net income. The Executive
Board determined that the rate of charge, effective
May 1, 1985, would remain at 7 percent per annum
as in the previous financial year.2! The revised net
income target was regarded as being compatible with
the maintenance of the prevailing rate of charge.

Members also make use of Fund resources that are
financed through Fund borrowing under the supple-
mentary financing facility and the policy on enlarged
access. Charges applicable to holdings financed with
these resources reflect the Fund’s borrowing costs
plus a margin, which continued to be determined in
1984/85 on the same basis as in previous financial
years. For purchases financed with borrowing under
the supplementary financing facility, the rate of charge
is equal to the rate of interest paid by the Fund, plus
0.2 percent for the first three and one-half years a
purchase is outstanding and plus 0.325 percent after
three and one-half years. The rate of charge for
purchases under the enlarged access policy is the net
cost of borrowing by the Fund plus 0.2 percent per
annum. The average rates of interest per annum on
outstanding Fund borrowing for the year ended
April 30, 1985 were 11.85 percent (supplementary
financing facility) and 10.48 percent (enlarged access

policy).

REMUNERATION

A remunerated reserve tranche position exists
whenever the Fund has used a member’s currency to
an extent that reduces the holdings of that member’s
currency to a level which is less than the “norm” for

2 Executive Board Decision No. 7998-(85/90), adopted june 5,
1985 (reproduced in Appendix I1).

the member. The norm varies from member to mem-
ber; for those that were members of the Fund at the
time the Second Amendment of the Articles of Agree-
ment entered into effect (April 1, 1978) it is equal to
the sum of 75 percent of their quota at April 1, 1978
plus any increases in their quota after that date. For
a member admitted to membership after April 1,
1978, the norm is calculated as the weighted average
of the norms of all the other members on the date of
membership plus all increases in the member’s quota
paid subsequent to the date on which the member
joined the Fund. At the end of April 1985, the average
norm for all members was 91.73 percent; the norms
for individual members ranged between 88.49 percent
and 98.95 percent.?2

In January 1984 the Executive Board decided that
the remuneration coefficient (i.c., the ratio of the rate
of remuneration to the SDR interest rate) was to be
raised on May | in each of the years 1984, 1985, and
1986 to specified levels,?® with provision for additional
adjustments depending on developments in the SDR
interest rate. Beginning on May 1, 1984, the remu-
neration coefficient was raised from 85 percent to
88.33 percent of the SDR interest rate. On Febru-
ary 1, 1985, this ratio was increased to 90 percent of
the SDR interest rate as called for by the agreed
formula in the light of developments in the SDR
interest rate. The coefficient was raised again on
May 1, 1985 to 91.66 percent of the SDR interest rate
as provided for in the decision. This coefficient will
rise on May 1, 1986 to 94.99 percent of the SDR
interest rate. The rate of remuneration will be re-
viewed further between May 1, 1986 and April 30,
1987, taking account of all relevant factors, including
the SDR interest rate and the rate of charge.

The rate of remuneration averaged 7.77 percent
per annum during the financial year 1984/85. The
SDR rates of interest and the rates of remuneration
applicable in 1984/85 are given in Table 24. (See also
Chart 22.)

SDR DEPARTMENT

The total amount of SDRs remained at SDR 21.4
billion, as there have been no allocations since Janu-
ary 1, 1981. The volume of activity in the SDR
Department declined in 1984/85 to SDR 15.7 billion
(2,361 transfers) from the record level of SDR 22.7
billion (2,301 transfers) in 1983/84 (see Table 25).
However, the figures for 1983/84 largely reflected the
use of SDRs by a large number of participants to pay
the reserve asset component of their quota increase
subscriptions, pursuant to the Eighth General Review
of Quotas, and associated transfers. If the transfers

22 Except for Democratic Kampuchea, whose norm is 75 percent
of quota because there has been no change in its quota since
April 1, 1978.

23 Executive Board Decision No. 7603-(84/2), adopted January 6,
1984. For details see Annual Report, 1984, pages 83, 129-30.
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Table 24.
SDR Interest Rate and Rate of Remuneration
SDR Rate of

Period Beginning Interest Rate Remuneration
1984

May 1? 8.91 7.87
May 7 9.03 7.98
May 14 9.20 8.13
May 21 9.07 8.01
May 28 8.99 7.94
June 4 9.08 8.02
June 11 9.10 8.04
June 18 9.11 8.05
June 25 9.09 8.03
July 2 9.14 8.07
July 9 9.24 8.16
July 16 9.35 8.26
July 23 9.48 8.37
July 30 9.56 8.44
August 6 9.67 8.54
August 13 9.50 8.39
August 20 9.39 8.29
August 27 9.47 8.36
September 3 9.56 8.44
September 10 9.54 8.43
September 17 9.41 8.31
September 24 9.36 8.27
October 1 9.33 8.24
October 8 9.30 8.21
October 15 9.16 8.09
October 22 8.97 7.92
October 29 8.78 7.76
November 5 8.55 7.55
November 12 8.34 7.37
November 19 8.30 7.33
November 26 8.21 7.25
December 3 8.21 7.25
December 10 8.15 7.20
December 17 8.02 7.08
December 24 7.81 6.90
December 31 7.79 6.88
1985

January 7 7.82 6.91
January 14 7.83 6.92
January 21 7.96 7.03
January 28 7.92 7.00
February 12 7.92 7.13
February 4 8.30 7.47
February 11 8.43 7.59
February 18 8.45 7.61
February 25 8.60 7.74
March 4 8.78 7.90
March 11 8.77 7.89
March 18 8.65 7.79
March 25 8.64 7.78
April 1 8.41 7.57
April 8 8.38 7.54
April 15 8.27 7.44
April 22 8.07 7.26
April 29 8.09 7.28

' The week began April 30, 1984. However, the first day of the financial
year was May 1, 1984, at which time the remuneration coefficient increased
from 85 percent to 88.33 percent of the SDR interest rate.

2 The remuneration coefficient increased from 88.33 percent to 90 percent
of the SDR interest rate as from the first day of the last financial quarter of the
financial year 1985.

of SDRs associated with quota payments are deducted
from the totals, the amount and number of transfers
in 1984/85 represented increases over the previous
year of 28 percent and 17 percent, respectively. Con-
sequent upon the decline of SDR 1.8 billion in the
General Resources Account’s holdings of SDRs in
1984/85 (explained earlier), the holdings of partici-
pants and prescribed holders increased correspond-
ingly. The pattern of holdings among industrial and
developing countries at the end of April 1985 re-
mained broadly similar to that of end-April 1984.

As in 1983/84, the volume of transactions by agree-
ment exceeded that of transactions with designation.
In transactions by agreement, participants and/or
prescribed holders transfer SDRs by mutual agree-
ment in exchange for any currency for which the
Fund has established a representative exchange rate,
without any requirement of balance of payments need.

Since May 1, 1981 the SDR rate of interest has
been maintained at 100 percent of the combined
market rate of interest.”* Since August 1983 it has
been determined weekly, instead of quarterly (as
previously), to reflect movements in the combined
market interest rate more closely.

PRESCRIBED HOLDERS OF SDRs

There was no addition during the year to the list
of 14 institutions that, to date, have been prescribed
by the Fund as holders of SDRS.? Prescribed holders
cannot receive allocations of SDRs nor use SDRs in
transactions with designation, but they can acquire
and use SDRs in transactions and operations with
participants in the SDR Department (all Fund mem-
bers) and other prescribed holders under the same
terms and conditions as participants. During the year,
transfers involving prescribed holders amounted to
SDR 235 million, compared with SDR 206 million in
the preceding year. These transfers comprised
SDR 103 million in transactions by agreement,
SDR 52 million in loans, SDR 77 million in settlement

24 The combined market interest rate is the weighted average of the
market yields on the following short-term money market instruments:
three-month U.S. Treasury bills; three-month interbank deposits in the
Federal Republic of Germany; three-month interbank money against
private paper in France; three-month U.K. Treasury bills; and the
discount on two-month (private) bills in Japan.

25 The prescribed holders comprise four central banks; three inter-
governmental monetary institutions; and seven development institu-
tions: the Andean Reserve Fund, Bogotd; the Arab Monetary Fund,
Abu Dhabi; the Asian Development Bank, Manila; the Bank for Central
African States, Yaoundé; the Bank for International Settlements, Basle;
the Central Bank for West African States, Dakar; the East African
Development Bank, Kampala; the Eastern Caribbean Central Bank,
Basseterre, St. Christopher and Nevis; the International Bank for
Reconstruction and Development, Washington, D.C.; the Interna-
tional Development Association, Washington, D.C.; the International
Fund for Agricultural Development, Rome; the Islamic Development
Bank, Jeddah; the Nordic Investment Bank, Helsinki; and the Swiss
National Bank, Zirrich.
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Chart 22.

SDR Interest Rate, Rate of Remuneration, and Short-Term
Interest Rates, July 1974—June 1985’

(In percent per annum)

! Data are monthly averages. Up to December 1980, short-term domestic interest rates are the yield on three-month treasury bills for the United Kingdom and the
United States, the rate on three-month interbank deposits for France and the Federal Republic of Germany, and the call money market rate (unconditional) for Japan.
From January 1981, the yield on U.S. Treasury bills was converted to a coupon equivalent basis, and the discount rate on two-month (private) bills was used for
Japan. From March 1981, the basis for the interbank rates for France and the Federal Republic of Germany was converted from a 360-day year to a 365-day year.
Since August 1, 1983, the SDR interest rate and the rate of remuneration have been fixed weekly.

of financial obligations, and SDR 3 million in interest
receipts on their SDR holdings. At the end of April
1985, seven institutions held SDR 18 million, com-
pared with holdings of SDR 37 million at the end of
April 1984. The highest level of their end-of-month
holdings was SDR 35 million in January 1985, and
the lowest was SDR 17 million in February 1985.

TRANSACTIONS AND
OPERATIONS IN SDRs

Transactions with Designation
The designation mechanism ensures that partici-

pants can obtain currency against SDRs if they have
a balance of payments need. In 1984/85, 34 partici-

pants used SDR 2,152 million in transactions with
designation to obtain currencies from 26 participants
designated by the Fund. Of this total, SDR 2,055
million represented the immediate use of SDRs ac-
quired from the Fund’s General Resources Account
in purchases, and the remainder represcnted the use
of participants’ own SDR holdings. About 79 percent
of SDRs received in purchases from the Fund was
used in transactions with designation. Of the 26
countries designated to provide currency in exchange
for SDRs, 16 industrial countries received SDR 2,064
million and 10 developing countries received SDR 88
million. The largest amounts of currency were pro-
vided by the United Kingdom, Canada, France, the
Federal Republic of Germany, Italy, Australia, and
Spain, reflecting the strength of their respective bal-
ance of payments and reserve positions during the
year.
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Table 25.

Transfers of SDRs, January 1, 1970-April 30,1985
(In millions of SDRs)

Annual Average

Financial Year Ended April 30 Total

January 1, 1970—

January 1, 1970—

April 30, 1979 1980 1981 1982 1983 1984 1985 April 30, 1985
Transfers among participants and
prescribed holders
Transactions with designation
From own holdings 206 298 503 661 968 89 98 4,540
From purchases of SDRs from the Fund 145 1,074 1,379 1,213 1,745 2,313 2,055 11,132
Transactions by agreement 556 362 418 1,242 1,281 3,175 2,706 14,372
Prescribed operations — — — 158 396 1,194 161 1,909
Net interest on SDRs 45 190 223 245 273 188 326 1,862
Total 951 1,923 2,525 3,520 4,664 6,959 5,345 33,816
Transfers from participants to General
Resources Account
Repurchases 327 994 930 838 566 392 717 7,489
Charges 308 557 587 968 1,497 2,168 2927 11,579
Quota payments 24 1 5,091 266 83 6,195 14 11,870
Interest received on General Resources
Account holdings 21 82 266 657 444 147 606 2,394
Assessment 1 1 2 2 2 3 4 25
Total 680 1,634 6,875 2,732 2,593 8,905 4,268 33,356
Transfers from General Resources Account
to participants and prescribed holders
Purchases 272 1,283 2,033 2,035 2,419 3,876 2,595 16,779
Repayments of Fund borrowings 4 64 161 144 28 787 129 1,352
Interest on Fund borrowings 5 21 50 143 224 202 446 1,131
In exchange for other member’s
currencies
Acquisitions to pay charges 1 — — 27 162 330 953 1,482
Acquisitions to make quota payments — — 341 — — — — 341
Remuneration 38 140 219 348 861 1,573 1,952 5,448
Reconstitution 196 5 20 — — — — 1,851
Other 26 4 13 23 20 35 14 355
Total 542 1,517 2,837 2,721 3,714 6,803 6,089 28,740
Total transfers 2,174 5074 12,237 8,972 10970 22667 15,703 95,911
General Resources Account holdings
at end of period 1,290 1,407 5,445 5,456 4,335 6,437 4,616 4,616

Transactions by Agreement

The volume of transactions by agreement
(SDR 2,706 million) in 1984/85 was slightly below
the level of the previous year, which was influenced
by the acquisition of SDRs by member countries in
order to make the reserve asset component of their
quota subscriptions to the Fund in December 1983
pursuant to the Eighth General Review of Quotas. A
feature of 1984/85 was the increase in the number of
countries that entered into standing arrangements to
provide SDRs in transactions by agreement arranged
by the Fund. Under these arrangements countries
specify the maximum amount of SDRs they wish to
sell, or the minimum level to which they are prepared
to allow their SDR holdings to fall, in transactions by

agreement. In some cases they also specify the time
period over which the arrangement is to be in effect.
Within these guidelines, the Fund arranges transac-
tions by agreement between these sellers and other
participants and prescribed holders who wish to ac-
quire SDRs. Twelve countries provided SDR 1,832
million under these arrangements in 1984/85, com-
pared with five countries which provided SDR 1,151
million in 1983/84.

The main source of demand for SDRs in transac-
tions by agreement was from countries needing to
acquire SDRs in order to pay net charges in the SDR
Department or charges on the use of Fund resources.
A number of countries also acquired SDRs in order
to make repurchases of Fund drawings or to increase
their holdings of SDR-denominated assets in antici-
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pation of prospective repurchase and charge obliga-
tions. Eight of these countries entered into special
arrangements with the Fund for the acquisition of
SDRs in 1984/85. In each case, the member author-
ized the Fund to arrange acquisitions between stipu-
lated dates up to a certain amount. Those providing
SDRs were generally participants that did not have a
balance of payments need and who are hence not
entitled to use SDRs in designation, or prescribed
holders, who could not resort to the designation
process. In other cases the Fund arranged for sales
to holders wishing to acquire SDRs by directing to
them participants who would otherwise have trans-
ferred SDRs in a transaction with designation. These
transactions by agreement in lieu of designation
amounted to SDR 237 million in 1984/85.

Additional Uses of SDRs

The Fund permits additional uses of SDRs among
participants and prescribed holders.? There were 40
such transfers in 1984/85 for a total amount of
SDR 161 million. All of these transfers took place
under two prescriptions; namely, those allowing the
use of SDRs in loans and in settlement of financial
obligations. Prescribed holders were particularly ac-
tive in these types of SDR transfers. They were the
recipients of SDRs in 22 of these transfers in an
amount of SDR 70 million, or 44 percent of the total
value of transfers. They were the users in 11 transfers
totaling SDR 59 million, or 36 percent of the total
value of transfers. Twenty-one operations, totaling
SDR 69 million, represented loan repayments and
interest payments by participants to a regional orga-
nization that is a prescribed holder of SDRs and also
uses the SDR as a basis of its unit of account. This
same prescribed holder made five loans in SDRs for
a total of SDR 51 million to three different partici-
pants. Other uses included loans to new members to
provide them with the SDRs necessary to make the
reserve asset portion of their quota payment (one
from a participant and one from a prescribed holder
that functions as a regional central bank) and the
repayment of those loans. Five transfers, for a total
amount of SDR 7 million, represented loan repay-
ments and interest payments by a prescribed holder
that also uses the SDR as its unit of account to
participants in its area. Three transfers totaling
SDR 1.4 million, which represented settlements of
financial obligations arising out of an earlier currency
loan, took place between two participants who do not
otherwisc maintain banking relationships.

2% These are currently as follows: to use SDRs in the settlement of
financial obligations; to engage in forward operations; to borrow,
lend, or pledge SDRs; to use SDRs in swaps; to make donations
(grants) of SDRs; and to use SDRs as security for performance of
financial obligations. See Selected Decisions, Tenth Issue, pages 278—
88.

Inflows of SDRs

The bulk of the inflows of SDRs to the General
Resources Account in 1984/85 represented payments
of charges on the use of Fund resources amounting
to SDR 2,927 million. Repurchases that were dis-
charged at the member’s option in SDRs rather than
in currency amounted to SDR 717 million, compared
with SDR 392 million in 1983/84. Repurchases dis-
charged in SDRs amounted to 25 percent of total
repurchases, compared with 18 percent in 1983/84.

Outflows of SDRs

SDRs transferred from the General Resources Ac-
count to members amounted to SDR 6,089 million,
compared with SDR 6,803 million in 1983/84. The
major outflow was the use of SDR 2,595 million in
purchases, which accounted for 70 percent of total
purchases financed from the Fund’s ordinary re-
sources. The substantial transfers of SDRs in pur-
chases reflected the objectives, explained earlier, of
reducing the Fund’s SDR holdings to approximately
SDR 4 billion by the end of May 1985 and to
approximately SDR 2.5 billion by the end of May
1986. The Fund made interest payments in SDRs to
five lenders in 1984/85, in a total amount of SDR 446
million, of which SDR 296 million represented interest
on outstanding loans under the supplementary fi-
nancing facility and SDR 150 million interest on
borrowing to finance enlarged access. The Fund also
made loan repayments in SDRs to seven countries
amounting to SDR 129 million, of which SDR 99
million represented repayments of supplementary fi-
nancing facility loans.

PATTERN OF HOLDINGS

There was a further increase in the concentration
of SDRs with the industrial countries. On April 30,
1985, these countries held 82.5 percent of total SDR
holdings by participants, compared with 78.3 percent
on April 30, 1984. The shares of the two main groups
of countries in cumulative allocations of SDRs are 67
percent for industrial countries, and 33 pcrcent for
developing countries.

SDR AS A UNIT OF ACCOUNT OUTSIDE
THE FUND AND AS A CURRENCY PEG

In addition to its uses as a medium of exchange
and for settlements among participants and pre-
scribed holders, the SDR is the unit of account for
Fund transactions and operations and for its admin-
istered accounts. The SDR is also used as a unit of
account (or as the basis for the unit of account, 1.e.,
is equivalent in value to one SDR) by a number of
international and regional organizations and in capi-
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tal markets.?” A number of international conventions
use the SDR to express monetary magnitudes, notably
those expressing liability limits in the international
transport of goods and services. Since August 1984,
members of the International Air Transport Associ-
ation use movements in the exchange rate of a cur-
rency against the SDR as a trigger for a review and
possible revision of cargo tariffs, which are specified
in local currency.

At the end of June 1985, the currencies of 12
member countries were pegged to the SDR. When a
member pegs its currency to the SDR, the value of
its currency is fixed in terms of the SDR and is set in
terms of currencies by reference to the SDR value of
these currencies, as calculated and published daily
by the Fund.

ACCOUNTS ADMINISTERED BY THE FUND

The Fund administers as a Trustee, in addition to
its Staff Retirement Plan, two accounts which are
separate from the Fund’s General and SDR Depart-
ments, namely, the Trust Fund and the supplemen-
tary financing facility subsidy account.

TRUST FUND

The Trust Fund was established in May 1976 to
provide additional concessionary balance of payments
assistance to eligible member countries. Part of the
proceeds of gold auctioned by the Fund was used to
make loans on concessional terms to low-income
member countries. The Trust Fund was terminated
as of April 30, 1981.28 Thereafter, the responsibilities
of the Fund are confined to the receipt and disposition
of interest and loan repayments through the special
disbursement account of the General Department of
the Fund and the completion of any related business.
Two installments of semiannual interest payments
totaling SDR 14.3 million were received in June and
December 1984. Repayments of Trust Fund loans,
which began in July 1982, were made by 43 countries
in 1984/85 and amounted to SDR 212.3 million. As
of April 30, 1985, Trust Fund loans outstanding
amounted to SDR 2,649.6 million.

7 The international and regional organizations using the SDR as a
unit of account, or as basis for a unit of account, include the African
Development Bank, African Development Fund, Arab Monetary Fund,
Asian Clearing Union, Asian Development Bank, Great Lakes States
Development Bank, East African Development Bank, Economic Com-
munity of West African States, European Conference of Postal and
Telecommunications Administrations, International Center for Settle-
ment of Investment Disputes, International Development Association,
International Fund for Agricultural Development, International Tele-
communications Union, Islamic Development Bank, Nordic Invest-
ment Bank, and Universal Postal Union.

8 Executive Board Decision No. 6704-(80/185) TR, adopted De-
cember 17, 1980, Selected Decisions, Tenth Issue, pages 318-20.

SUPPLEMENTARY FINANCING FACILITY
SUBSIDY ACCOUNT

The supplementary financing facility subsidy ac-
count was established in December 1980 to reduce
the cost of using the supplementary financing facility
for low-income developing members. The primary
sources of funds for the account were up to SDR 750
million from repayments of, and interest on, Trust
Fund loans which are transferred to the account via
the special disbursement account. By April 30, 1985
the account had received SDR 404.4 million from this
source. In addition, the account has been financed
through donations and loans and the income on the
investment of resources held pending disbursement.
The only loans received by the account, from Belgium
and Luxembourg in a total amount of SDR 4.6
million, were repaid in December 1984. Details of the
donations received by April 30, 1985 are shown in
Table 26.

Subsidy payments are calculated as a percentage
per annum of the average daily balance of the Fund’s
holdings of an eligible member’s currency that result
from purchases outstanding under the supplementary
financing facility. Eligible countries are divided into
two groups: those with per capita incomes in 1979
equal to or below the per capita income used to
determine eligibility for assistance from the Interna-
tional Development Association (IDA) who receive
the full rate of subsidy, which does not exceed 3
percent per annum; and those with a per capita
income in 1979 above the IDA level, but not more
than that of the member that had the highest per
capita income of those countries that were eligible to
receive assistance from the Trust Fund, who receive
subsidies at one half the full rate. All payments to
date have been made at the maximum rates of 3
percent and 1.5 percent, respectively.

Payments by the account to eligible members in
1984/85 amounted to SDR 89.9 million and have

Table 26.

Supplementary Financing Facility Subsidy Account:
Donations Received to April 30, 1985
(In millions of SDRs)

Amount of

Donor Donation
Australia 2.0
Austria 1.2
Denmark 1.5
Finland 1.3
France 9.3
Netherlands 4.1
Norway 1.4
Saudi Arabia 27.2
Sweden 2.2
Switzerland 2.4

Total 52.6
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totaled SDR 224.79 million since the inception of the
account (see Table 27). Pending further subsidy pay-
ments, the investments of the account are held in
SDR-denominated deposits with the Bank for Inter-
national Settlements (BIS).” As of April 30, 1985,
the interest-earning deposits of the subsidy account
amounted to SDR 241.9 million, plus accrued income
of SDR 10.0 million.

On May 28, 1985, the Executive Board decided to
suspend further transfers to the supplementary fi-
nancing facility subsidy account of the interest on and
repayment of Trust Fund loans paid into the special
disbursement account.?® This decision was taken be-
cause the assets in hand or pledged to the subsidy
account were estimated to be sufficient for the account
to make all expected remaining subsidy payments at
the maximum permissible rates of subsidy and to
discharge the known liabilities of the subsidy account.
Following the suspension of transfers to this account,
repayments of and interest on Trust Fund loans are
retained in the special disbursement account. An
investment policy for the special disbursement ac-
count similar to that of the supplementary financing
facility subsidy account was also adopted on May 28,
1985. Under this policy, the assets of the account are
to be invested in SDR-denominated deposits with the
BIS pending their use. The future use of the resources
received by the special disbursement account pur-
suant to the decision terminating the Trust Fund will
be discussed by the Executive Board in 1985.

ARTICLE IV CONSULTATIONS AND
NOTIFICATIONS OF CHANGES IN
EXCHANGE RATES

As explained in Chapter 2, consultations with mem-
bers under Article IV of the Fund’s Articles of Agree-
ment are the principal vehicle for the exercise of Fund
surveillance over the exchange rate policies of member
countries. In principle, Article IV consultations take
place annually and are completed not later than three
months after the termination of the discussions be-
tween the member and the staff. In practice, however,
it has not been possible to attain the objective of
annual consultations for all members. In order to
improve the frequency and regularity of consultations,
the practice has been adopted of specifying at the
conclusion of a consultation the date by which the
next consultation is expected to be concluded. This
practice has contributed to an increase in the fre-
quency of consultations. In 1984/85 the Fund com-
pleted 125 consultations covering 84 percent of mem-
bership (compared with 117 in 1983/84, 98 in 1982/
83 and 791in 1981/82), of which 72 were with countries
availing themselves of the transitional arrangements

29 Executive Board Decision No. 7990-(85/81), adopted May 28,
1985 (reproduced in Appendix 1.

30 Executive Board Decision No. 7989-(85/81) SBS, adopted
May 28, 1985 (reproduced in Appendix 1l).

Table 27.

Purchases Under Supplementary Financing Facility by
Eligible Members, and Subsidy Payments
(In mitlions of SDRs)

Purchases Payments
Recipients of subsidy at 3 percent
Bangladesh 110.0 11.17
Bolivia 25.5 3.09
Dominica 4.5 0.25
Gambia, The 4.8 0.23
Guyana 30.9 2.60
India 1,200.0 46.84
Kenya 94.8 8.36
Liberia 42.9 3.75
Madagascar 22.2 222
Malawi 28.1 2.87
Mauritania 16.0 1.39
Pakistan 537.1 38.18
Philippines 333.0 32.53
Senegal 54.2 4.35
Sierra Leone 17.2 1.65
Sri Lanka — 0.59'
Sudan 171.4 16.79
Tanzania 16.3 1.81
Togo 7.3 0.72
Zambia — 3.52¢
Subtotal 2,716.2 182.91
Recipients of subsidy at 1.5 percent
Ivory Cost 286.4 7.56
Jamaica 2271 11.07
Mauritius 69.2 3.46
Morocco 137.5 7.07
Peru 195.1 12.62
Subtotal 915.3 41.78
Total 3,631.5 22469

! Subsidy paid in respect of Fund holdings in excess of 140 percent of quota
under the Fund’s policy on exceptional use.

2 Subsidy paid in respect of Fund holdings in excess of 200 percent of quota
under the Fund’s policy on exceptional use.

under Article XIV and 53 with countries that had
accepted the obligations of Article VIII.*! With more
frequent, regular consultations there are now only
three countries, all affected by security problems,
outside the cycle of regular, periodic consultations.
In addition to regular Article IV consultations,
special consultations were held with major industrial

3 In accepting the obligations of Article VIII, Sections 2, 3, and 4,
a member undertakes not to impose, without the approval of the
Fund, restrictions on the making of payments and transfers for current
international transactions, not to engage in discriminatory currency
arrangements or muitiple currency practices, and to maintain the
convertibility of foreign-held balances of its currency. A member
availing itself of a transitional arrangement under Article XIV can
maintain and adapt to changing circumstances the restrictions that
were in effect on the date on which it became a member.
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countries in connection with the world economic
outlook reviews by the Executive Board. Moreover,
Fund management and staff are informed of impor-
tant developments through frequent, informal con-
tacts with members.

During 1984/85, one country, St. Christopher and
Nevis (December 3, 1984), accepted the obligations
of Article VIII, Sections 2, 3, and 4 of the Articles of
Agreement, raising to 60 the number of members that
have formally accepted these obligations. Eighty-eight
members were availing themselves of the transitional
arrangements under Article XIV, Section 2 at the
end of the financial year.

Chapter 2 also refers to the Fund’s monitoring of
changes in members’ exchange arrangements, and in
their real effective exchange rates. During the finan-
cial year there were 43 notifications of changes in
exchange arrangements, 28 information notices on
iarge changes in members’ real effective exchange
rates (i.e., 10 percent or more since the Board’s last
discussion of the member’s exchange rate policy), and
22 notifications of changes in restrictive exchange
practices. These measures are reported in detail in
the Fund’s Annual Report on Exchange Arrangements and
Exchange Restrictions, 1985. Quarterly reports on ex-
change arrangements maintained by members and on
developments in members’ nominal and real effective
exchange rates over the medium term were also issued
to the Executive Board.

DEBT RESTRUCTURING

The Fund has continued to assist member countries
in resolving debt-servicing difficulties with inter-
national banks and with official creditors and in ar-
ranging new medium-term financial lending pack-
ages.

From January 1984 to April 1985, 21 Fund member
countries—all developing countries—reached restruc-
turing agreements or agreements in principle with
international banks. Amounts restructured under these
agreements totaled some $105 billion, equivalent to
20 percent of the bank debt of developing countries.
In 1984, restructuring of medium-term and long-term
bank debt postponed the debt service of developing
countries by an estimated $21 billion, or the equiva-
lent of 4 percent of their exports of goods and services.
In addition, the amount of short-term debt rolled
over or converted into medium-term debt under re-
structuring agreements is estimated at $36 billion
over the period January 1984 to April 1985. During
this period, six member countries also reached agree-
ments or agreements in principle with commercial
banks on new lending packages in the context of
restructuring agreements.

An important development in 1984 was the nego-
tiation of multiyear rescheduling agreements by com-
mercial banks with certain member countries. Such
agreements or agreements in principle were reached
with Mexico, Venezuela, and Ecuador for a total

amount of $74 billion, and negotiations on similar
agreements were proceeding for other countries.

The extent of official multilateral debt reschedul-
ings has also risen sharply in recent years. In 1983~
84, 23 debtor countries that are Fund members ob-
tained 29 official debt reschedulings, sharply above
the average of 4 reschedulings a year during the eight-
year period since 1975. The amount of debt relief
provided was unparalleled. In 1983-84, 5 reschedul-
ings were for amounts in excess of §1 billion, and half
of them involved amounts over $300 million; in 1975—
82 only a minority of agreements (7 of 28) rescheduled
amounts over $300 million. Of the 29 recent resched-
ulings, 19 were for African countries, but reschedul-
ings covered countries in all major geographic areas.
With the exception of Mexico and Yugoslavia (where
the reschedulings were concluded at meetings of offi-
cial creditor groups), the official debt rescheduling
negotiations were conducted under the auspices of the
Paris Club.

All but one rescheduling agreement was concluded
only after the Fund’s Executive Board had approved
a stand-by or extended arrangement involving upper
credit tranche conditionality with the debtor country
concerned; the exception was the People’s Republic
of Mozambique, which became a Fund member im-
mediately prior to the date of the rescheduling agree-
ment. Fund staff representatives participated as ob-
servers in all of the Paris Club and official creditor
group meetings. In 1984/85, staff attended such meet-
ings convened with the Governments of Argentina,
Costa Rica, Ecuador, Jamaica, Liberia, Mauritania,
the People’s Republic of Mozambique, Niger, Peru,
the Philippines, Senegal, Somalia, Sudan, Togo, and
Zambia. The Fund was also invited by the chairman
of the participating countries to attend a meeting in
Paris on April 25-26, 1985, to discuss Poland’s official
external debt service obligations. The Fund was also
represented at a meeting of Poland’s official creditors
convened by the Paris Club on May 17, 1985.

TECHNICAL ASSISTANCE AND TRAINING

The technical assistance and advice provided by
the Fund to its members are an integral part of the
Fund’s activities. This assistance and advice may take
many forms and cover a wide array of topics, from
broad policy issues to narrower technical problems.
Much of the general technical assistance provided by
the Fund arises from its annual Article IV consulta-
tions with members. Similarly, when the Fund and a
member country develop a financial stabilization pro-
gram, the Fund not only helps the member to draw
up the program but often assists the member to
implement and monitor the program, at times through
the services of a staff member assigned as the Fund’s
resident representative in the country.

The Fund also responds to requests for technical
assistance and training in specific economic and fi-
nancial areas, which may be provided at Fund head-
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quarters or by staff missions to member countries. In
recent years requests have encompassed aspects of
general economic policy, problems arising from infla-
tion, exchange and trade systems, balance of pay-
ments programs, debt-management systems, account-
ing and valuation problems, macroeconomic modeling,
computer programming for economic analysis, statis-
tical issues, and data processing. These diverse re-
quests have been met by staff from virtually every
department in the Fund.

During 1984/85, the IMF Institute continued to
offer training to officials from member countries in
the form of regular courses and seminars. The ten
regular courses conducted in the past year comprised
three 18—week courses in financial analysis and policy,
one l12-week course in financial programming and
policy, three 10—week courses in public finance, and
three 8—week courses in techniques of economic anal-
ysis, balance of payments methodology, and govern-
ment finance statistics, respectively. The courses were
given in English, French, or Spanish, or in all three
languages, and, for the main financial analysis and
policy course, special arrangements were made to
allow Arabic-speaking participants to follow the course
in their own language. The courses in public finance
were conducted in collaboration with the Fiscal Af-
fairs Department and those on balance of payments
methodology and government finance statistics in
collaboration with the Bureau of Statistsics. In 1984/
85 there were two seminars on general topics—one
on the role of the Fund in the international monetary
system and the other, held in collaboration with the
Central Banking Department, on external debt man-
agement. The number of participants attending the
Institute’s training courses during the financial year
totaled 322, and participants in the two seminars
totaled 55. Altogether, about 4,500 officials from 145
member countries have participated in the programs
of the IMF Institute since its inception in 1964.

The Institute’s external training activities in 1984/
85 included country seminars conducted in Bolivia,
Hungary, Panama, and Uganda. They focused on
financial programming and the economic problems
and policy issues facing these countries and were
attended by a total of 175 participants. External
activities also included providing lecturers to three
regional organizations and briefings on the Fund’s
policies and operations to official visitors from mem-
ber countries.

A major activity of the Fiscal Affairs Department
continues to be the provision of technical assistance
on fiscal matters. Adjustments in fiscal policy have
been important elements in many of the stabilization
programs of Fund members, with measures taken to
improve revenue effort, strengthen tax administration,
rationalize expenditure policies, and increase the ef-
ficiency of budgetary operations. Implementation of
such measures often requires detailed technical anal-
ysis, and an important function of the Fiscal Affairs
Department, with assistance from Area Departments

and the Legal Department, is to serve as a source of
fiscal expertise to Fund members. Advice has covered
a wide range of topics, including the reform of coun-
tries’ tax structures, formulation and implementation
of specific types of taxation or investment incentive
codes, reorganization of tax departments, and im-
provement of assessment and collection procedures,
budget preparation procedures, accounting and au-
diting practices, fiscal reporting systems, mechanisms
for expenditure control, and public enterprise policies.
This assistance has continued to be given through a
combination of staff’ missions and the use of fiscal
experts, most often in field assignments. Support and
guidance to experts in the field continued to be
provided from headquarters. In 1984/85 technical
assistance was given to 46 countries, about the same
as in the previous two years. During 1984/85 there
were 32 long-term and 39 short-term assignments in
the field, for a total of 342 man-months; 49 panel
members and 20 staff members undertook this tech-
nical assistance work.

The Central Banking Department has continued
to provide technical assistance through the assign-
ment of resident experts to member countries, through
advisory services, and through the organization of
lectures and seminars. In 1984/85, experts and con-
sultants served in assignments in executive or advi-
sory positions with central monetary institutions and
provided about 96 staff-years of assistance, most of
which was in the fields of research and statistics,
bank supervision, banking and foreign exchange op-
erations, and external debt management. Under the
program of technical assistance in external debt man-
agement instituted in the Department two years ago,
13 experts and consultants have been assisting mem-
ber countries in the establishment of a permanent
national machinery for the reporting, control, and
management of external debt operations and in the
collection of debt statistics. Departmental staff carried
out 12 advisory and assessment missions and partic-
ipated in 10 missions led by Area Departments.
Topics on which advice was given included central
banking and financial system legislation (in coopera-
tion with the Legal Department), formulation of
financial reform in centrally planned economies, de-
velopment of money markets, structure and develop-
ment of financial systems, the design of monetary
policy instruments, and interest rate policy. During
the year further progress was made in instituting new
research programs in support of the advisory work of
the Department and in expanding the Department’s
computerized data base of central banking legislation.

The provision of technical assistance in statistics
constitutes a major part of the work of the Bureau of
Statistics, which makes such assistance available
through missions to member countries and visits by
national technicians to Fund headquarters. The pri-
mary focus of the technical assistance program of the
Bureau has been in assisting member countries to
improve the currentness and scope of the data base
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needed for monitoring economic and financial devel-
opments in the country, especially in the context of
Fund-supported adjustment programs and in the
framework of the regular Article IV consultations
with member countries. For the most part, the tech-
nical assistance is provided through missions under-
taken in response to requests from member countries.
Such assistance is concentrated in five principal fields
of economic statistics that are of particular analytical
and operational significance to the Fund, viz., money
and banking, balance of payments, government fi-
nance, international banking and external debt, and
general economic data. During 1984/85, staff of the
Bureau of Statistics participated in 87 technical as-
sistance missions to 58 countries and the Andean
Reserve Fund. In addition, staff of the Bureau assisted
the Arab Monetary Fund and the Eastern Caribbean
Central Bank in conducting two regional seminars on
balance of payments statistics and government fi-
nance statistics, respectively. Seven officials from
member countries visited the Bureau for training in
the various fields of statistics.

The Bureau of Computing Services, in addition to
providing technical advice and briefing on the Fund’s
computer applications and facilities to visiting officials
from member countries, participated in electronic
data processing technical assistance missions to Jor-
dan and Saudi Arabia. The technical assistance to
Jordan involved the review and evaluation of the
automation program in the Central Bank. In Saudi
Arabia, the Bureau assisted the Ministry of Finance
in formulating a plan for the design and implemen-
tation of a financial and accounting management
information system which would be derived from the
Ministry’s own general accounting system. The Fund
has also agreed to assist the Ministry in locating
qualified independent consultant staff to implement
the system and to review the status of the project
periodically.

RELATIONS WITH OTHER
INTERNATIONAL ORGANIZATIONS

The Fund maintained its cooperation with other
regional and international organizations in the eco-
nomic and financial fields during 1984/85. This co-
operation took the form of attendance by staff mem-
bers at meetings and seminars, exchanges of
documentation and information, and the sharing of
the Fund’s accumulated experience through technical
assistance.

The Fund’s participation in the meetings and ac-
tivities of other organizations is coordinated partly by
offices and staff away from headquarters. The Special
Representative to the United Nations, stationed in
New York, attends meetings and participates in other
activities of the United Nations and its agencies and
organs dealing with work related to that of the Fund.
The European Office in Paris provides liaison with
the Bank for International Settlements, the Commis-

sion of the European Communities, and the Organi-
zation for Economic Cooperation and Development.
The Office in Geneva reports on meetings of the
United Nations Conference on Trade and Develop-
ment (UNCTAD) and its committees and groups on
trade matters, and on the meetings of the General
Agreement on Tariffs and Trade (GATT) and certain
of its Committees. Information and documentation
on common members is also provided to the GATT’s
Committee on Balance of Payments Restrictions for
its periodic consultations. The Fund participates in
the meetings of many regional organizations as well,
in Africa, Asia and the Pacific area, Latin America
and the Caribbean, and the Middle East, through
staff representatives or observers.

Close collaboration with the World Bank continued
to be a matter of active interest to the Fund, and
both its general and practical aspects were explored
intensively during the year. Traditional channels of
close working relationship between the staff of the
two institutions were strengthened, including the ex-
change of information and technical data, joint staff
seminars, and participation of staff of one of the
institutions in missions fielded by the other. New
modalities for intensive collaboration were adopted,
including attendance by appropriate World Bank staff
at Executive Board meetings of the Fund when mat-
ters of close mutual interest are under discussion, and
the strengthening of channels for regular contacts
between counterpart staff of the two institutions at
all levels.

The Managing Director participated in meetings
of international bodies to discuss world economic
problems. As in past years, he addressed the Second
Regular Session of the United Nations Economic and
Social Council in Geneva, on July 5, 1984, at the
beginning of its General Debate on the international
economic situation. He spoke before the UN Admin-
istrative Committee on Coordination in New York
City on October 22, 1984, and before the group’s
meeting in Geneva on April 22, 1985. The Managing
Director presented a statement to the ministerial
meeting of the Organization for Economic Coopera-
tion and Development in Paris on May 17, 1984, and
participated in the monthly meeting of the Bank for
International Settlements on July 9, 1984, in Basle.
He attended the thirtieth and thirty-first meetings of
the ministers of the UNCTAD Intergovernmental
Group of Twenty-Four on International Monetary
Affairs, which took place in Washington on Septem-
ber 21, 1984 and on April 16, 1985, respectively, at
the time of the Interim and Development Committee
meetings. In addition, he took part in the ministerial
meetings of the Group of Ten, held in Rome on
May 19, 1984, in Washington on September 21, 1984,
and before the meeting of the Interim Committee in
Washington on April 17, 1985. On January 17, 1985,
he participated in a meeting of the ministers and
governors of the five major industrial countries.

The Fund also attended meetings concerning aid
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and aid coordination. During the financial year, the
World Bank invited the Fund to take part in the
meetings of the Sri Lanka Aid Group and the India
Consortium, and in the Consultative Group meetings
for Ghana, Korea, Madagascar, Morocco, the Phil-
ippines, Senegal, and Zambia. Fund staff attended a
special meeting of Maldives development partners
and a special meeting for Somalia, both held in Paris,
and an observer from the Fund participated in a
special meeting of donors on sub-Saharan Africa, also
held in Paris. Relevant documentation was provided
by the Fund to the meeting of the Intergovernmental
Group on Indonesia.

EXTERNAL RELATIONS

During the financial year, the Managing Director
and senior staff participated in several other national
and international forums where they delivered speeches
on international economic issues. Members of the
Fund staff also delivered papers at a number of
conferences. The Fund continued its program of sem-
inars for nonofhcials, with the ninth seminar con-
ducted in Portuguese on January 16-19, 1985 in
Estoril, Portugal, and the tenth seminar conducted in
English on March 29-31 in Windsor, England. The
proceedings of these seminars will be published in the

language in which they were conducted. The Fund
also organized a symposium for Governors ot Atrican

central banks on May 13-15, 1985 in Nairobi, Kenya.

Under the Visitor’s Program, representatives of
academic, business, labor, political, and financial
institutions visited Fund headquarters, where they
attended presentations by Fund staff. During the
financial year, the Fund expanded its working con-
tacts with the media in Africa and Latin America, in
a continuing effort to improve public understanding
of the institution. The Fund also expanded its publi-
cations program in 1984/85. The publications issued
in the financial year are listed in Appendix I, Ta-
ble 1.12.

EXECUTIVE DIRECTORS AND STAFF

A list of Executive Directors and their voting power
on April 30, 1985 is given in Appendix IV. The
changes in membership of the Executive Board during
1984/85 are shown in Appendix V.

In the financial year ended April 30, 1985, there
were 104 appointments to the Fund’s regular staff
and 62 separations. At the end of the financial year,
the staff numbered 1,661 and was drawn from 97
countries.
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Appendix

1
Fund Activities in 1984/85

This appendix supplements the information on the Fund given in Chapter 3. Table
i.1 provides data on exchange rates and exchange arrangements as of June 28,
1985.
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Table I.1.
Exchange Rates and Exchange Arrangements, June 28, 1985"

Pegged to Limited Flexibility More Flexibility 3
Currency Under Adjusted
Other composite Vis-a-vis cooperative according Other
French single other single arrange- to a set of managed Floating

Member Currency U.S. dollar 2 franc 2 currency 2 SDR 2 than SDR 3 currency 3 4 ments 3 5 indicators floating independently
Afghanistan Afghani — — — — — 50.60 — — — _
Algeria dinar — — — — 5.0855 — — — — _
Antigua and Eastern Caribbean

Barbuda dollar 2.70 — — — — — _ — _ _
Argentina austral — — — — —_ — — —_ 0.8005 —
Australia dollar — — —_ — — —_ — — — 1.50263
Austria schilling — — — — 21.467 — —_— — — —
Bahamas dollar 1.00 — — — _ — — _ _
Bahrain dinar — — — — — 0.376 — — — _
Bangladesh taka — — — _ 27.50 — _ _ _
Barbados dollar 2.0113 — — — _ — — _ — _
Belgium franc — — — — — — 61.5475 — — —
Belize dollar 2.00 — — — — — — — _ _
Benin franc — 50.00 — —_ — —_ — — — _
Bhutan ngultrum — — 1.00 ¢ — — — — — — _
Bolivia peso 67,000.00 — — — — — — — - _
Botswana pula — —_— — — 1.77066 — — — — _
Brazil cruzeiro — — — — — — — 5,960.00 — —
Burkina Faso franc _ 50.00 — — — — — — _ _
Burma kyat — — — 8.5085 — — — — — _
Burundi franc — — — 122.7 — — — _ _ _
Cameroon franc — 50.00 — — — — — — _ —
Canada dollar — — — — — — — — — 1.3587
Cape Verde escudo — - — — 93.4579 — — _ _ .
Central African

Republic franc —_ 50.00 — — — — _ _ _ _
Chad franc — 50.00 — — — — _ — — _
Chile peso — — — — — — _ 168.99 _ _
China renminbi — — — — 2.8779 — — —_— — —
Colombia peso — — — — — — — 142.90 — —
Comoros franc — 50.00 — — —_ — — — —_ _
Congo franc — 50.00 — — — — — — _ _
Costa Rica colén — — — — — — - _ 50.35 _
Cyprus pound — — — — 0.623636 — — — — —
Denmark krone — — — — — — 10.9525 — — o
Djibouti franc 177.721 — — — — — — — _ V
Dominica Eastern Caribbean

dollar 2.70 —_ — — — — — — _ —

Dominican Republic  peso — — — — — — — — — 3.21
Ecuador sucre — — — — — — — — 67.715 _
Egypt pound 0.70 —_ — — — — — _ _ _
El Salvador colén — . _ — _ — — _ 4.46 _
Equatorial Guinea franc —_ 50.00 — — — — — — _ —
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Ethiopia
Fiji
Finland
France
Gabon

Gambia, The

Germany, Federal
Republic of

Ghana

Greece

Grenada

Guatemala
Guinea
Guinea-Bissau
Guyana

Haiti

Honduras
Hungary
Iceland
India
Indonesia

Iran, Islamic
Republic of

Iragq

Ireland

Israel

Italy

lvory Coast

Jamaica

Japan

Jordan

Kampuchea,
Democratic &

Kenya

Korea

Kuwait

Lao People’s
Democratic
Republic

Lebanon

Lesotho
Liberia
Libyan Arab
Jamabhiriya
Luxembourg
Madagascar

Malawi
Malaysia
Maldives
Mali
Malta

birr 2.07
dollar —
markka —
franc —
franc —

dalasi

deutsche mark —_
cedi 53.00
drachma —
Eastern Caribbean

dollar 2.70

quetzal 1.00
syli —
peso —
dollar —
gourde 5.00

lempira 2.00
forint —
kréna —
rupee —
rupiah —

rial —

dinar 0.310857

pound —
shekel —
lira —

franc —
dollar —
yen —
dinar —

riel —
shilling —_

won —
dinar —

kip 10.00
pound —

loti —
dollar 1.00

dinar 0.296053

franc —
franc —

kwacha —
ringgit —
rufiyaa —
franc —
lira —

50.00

0.387747

16.148906

©International I\_/Ionetary— Fund.

1.17467
6.347

677.01

1.7693
2.4907
7.05

0.476644

Not for Red

0.976563

1,949.95

61.5475

istribution

135.765

163.641

41.85
12.431472
1,118.00
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Exchange Rates and Exchange Arrangements, June 28, 1985’

Table 1.1 (concluded).

Pegged to Limited Flexibility More Flexibitity 3
Currency Under Adjusted
Other composite Vis-3-vis cooperative according Other
French single other single arrange- to a set of managed Floating
Member Currency U.S. doftar 2 franc 2 currency 2 SDR 2 than SDR 3 currency 34 ments 3. 5 indicators floating independently
Mauritania ouguiya — — — — 80.25 — — — — —
Mauritius rupee — — - — 15.7667 — — — — —
Mexico peso — — — - — — — — 227.59 —
Morocco dirham — — — — — — — — 10.439 —_
Mozambique metical — — — — 43.6635 — — — — —
Nepal rupee — — — — 18.10 — — —_ — —
Netherlands guilder — — — — — — 3.4465 — — —
New Zealand dollar — — — — — — — — — 2.113271
Nicaragua cérdoba 10.00 — — — — — — — — —
Niger franc — 50.00 — — — — — — — —
Nigeria naira - — — — — — — — 0.895095 —
Norway krone — — — — 8.799 — — — — —
Oman rial Omani 0.345395 — — — — — — — — —
Pakistan rupee — — — — — — — — 16.0078 —
Panama balboa 1.00 — — — — — —_ — — —
Papua New Guinea kina — — — — 1.0248 — — — — —
Paraguay guarani 240.00 — — — — — — — — —
Peru sol —_ — — — — — — 11,203.94 — —
Philippines peso — - — — — — — — — 18.462
Portugal escudo - - — — — — — 174.543 —_ —_
Qatar riyal — — — — — 3.64 — — — —
Romania leu — — — — 12.47 — — _ — —
Rwanda franc — — — 102.71 — — — — — —
St. Christopher Eastern Caribbean
and Nevis dollar 2,70 — — — — — — —_ — —
St. Lucia Eastern Caribbean
dollar 2.70 — — — — — — — _— —
St. Vincent Eastern Caribbean
doliar 2.70 — — — — — — — — —
Sao Tomé and
Principe dobra — — — 45.25 — — — — — —
Saudi Arabia riyal — — — — — 3.645 — — — —
Senegal franc — 50.00 — — — _ —_ _ — .
Seychelles rupee — - — 7.2345 — — — — — —
Sierra Leone leone — — - 6.27042 —_ — — — — —
Singapore dollar — — — — 2.2335 — — — — -,
Solomon islands dollar — — — — 1.50128 — — — —_ —_
Somalia shilling — — — — — — — 40.6081 — —_
South Africa rand — — — — — — — — — 1.96078
Spain peseta — — — — — — — — 174.697 —
Sri Lanka rupee — — — — — — — — 27.42 —
Sudan pound 50 — — — — — — — — —
Suriname guilder 1.785 — — — — — — — — —
Swaziland lilangeni — 1.00°? — — —_ — — — —
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Sweden krona — — — — 8.8035 —
Syrian Arab

Republic pound 3.925 — — — — —
Tanzania shilling — — — — 17.5513 —
Thailand baht — — — — 27.42 —
Togo franc — 50.00 — — — —
Trinidad and Tobago dollar 2.406 — — — — —
Tunisia dinar — — — —_ 0.851387 —
Turkey lira — — — — — —
Uganda shilling — — —_ — — —
United Arab

Emirates dirham —_ —_ —_ — — 3.671
United Kingdom pound — —_ — — — —
United States dollar — — — — — —
Uruguay new peso —_ — — — — —
Vanuatu vatu — — — 110.14 — —
Venezuela bolivar 7.50 — — — — —
Viet Nam dong — — — 10.37883 — —
Western Samoa tala — — — — — —
Yemen Arab

Republic rial 6.485 — — — — —
Yemen, People’s

Democratic

Republic of dinar 0.345399 — — — — —
Yugoslavia dinar — — — — — —
Zaire zaire — — — — — —
Zambia kwacha — — — — 2.33951 —
Zimbabwe dollar — — — — 1.56495 —

— 536.72 —

— — 600.00

— — 0.772141
— — 1.00

— — 96.125
— 2.28363 —

— 287.87 —

- — 50.7222

' For further explanation of the classification of exchange rate arrangements, in particular for members
that maintain dual exchange markets involving multiple exchange rate arrangements, see Table 12. The

exchange rate for the Dominican Republic is for the end of April.

Netherlands are participating in the European
percent (for the Italian lira, 6 percent) for exchange rates in transactions in the official markets between

Monetary System and maintain maximum margins of 2.25

their currencies and those of the other countries in this group.

2 Rates as notified to the Fund and in terms of domestic currency units per unit listed.

3 Market rates in domestic currency units per U.S. dollar.

4 All exchange rates have shown limited flexibility against the U.S. dollar.

5 Belgium, Denmark, France, the Federal Republic of Germany, Ireland, ltaly, Luxembourg, and the

6 Per Indian rupee.
7 Per pound sterling.

8 Information not available.

9 Per South African rand.
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APPENDIX | (continued). FUND ACTIVITIES [N 1984/85

Table 1.2.
Fund Stand-By Arrangements for Members, Financial Year Ended April 30, 1985
(In millions of SDRs)

Total

Amount Approved Amount Approved

Number . ‘ Amount Not
of Stand-Bys Current Arrangement in 1983/84 in 1984/85 Amount Not Purchased
Approved Of which: Of which: Purchased as of
for Member Date of Date of borrowed borrowed at Expiration April 30,
Member Since 1953 inception expiration Total resources Total resources or Cancellation 1985
Argentina 11 Dec. 28, 1984 Mar. 27 1986 — — 1,419.00 709.50 — 1,182.50
Belize 1 Dec. 3, 1984 Mar. 31, 1986 —_— — 7.13 — —_ 4.75
Central African
Republic 4 July 6, 1984 July 5, 1985 — — 15.00 — —_ 7.00
Costa Rica 9 Mar. 13, 1985 Apr. 12, 1986 — — 54.00 27.00 — 30.00
Dominica 1 July 18, 1984 July 17, 1985 —_— — 1.40 — — 0.43
Dominican
Republic Apr. 15, 1985 Apr. 14, 1986 — — 78.50 — — 50.48
Ecuador 11 July 25, 1983 July 24, 1984 157.50 75.77 — — — —
Mar. 11, 1985 Mar. 10, 1986 — — 105.50 52.75 — 84.40
Gambia, The 4 Apr. 23, 1984 July 22, 1985 12.83 6.42 — — 10.20 —
Ghana 7 Aug. 3, 1983 Aug. 2, 1984 238.50 121.80 — — — —
Aug. 27, 1984 Dec. 31, 1985 — — 180.00 96.53 — 120.00
Guatemala 10 Aug. 31, 1983 Dec. 31, 1984 114.75 66.92 — — 57.37 —
Haiti 20 Nov. 7, 1983 Sep. 30, 1985 60.00 45.23 — — — 39.00
Hungary 2 Jan. 13, 1984 Jan. 12, 1985 425.00 21250 _ — — —
lvory Coast 1 Aug. 3, 1984 May 2, 1985 — — 82.75 — — 20.69
Jamaica 4 June 22, 1984 June 21, 1985 — — 64.00 — — 36.00
Kenya 6 Feb. 8, 1985 Feb. 7, 1986 — — 85.20 42.60 — 55.40
Korea 15 July 8, 1983 Mar. 31, 1985 575.77 575.77 — — — —
Liberia 18 Sep. 14, 1983 Sep. 13, 1984 55.00 55.00 — — — —
Dec. 7, 1984 June 6, 1986 — — 42.78 21.39 — 34.28
Madagascar 6 Apr. 10, 1984 Mar. 31, 1985 33.00 16.50 — — — —
Apr. 23, 1985 Apr. 22, 1986 — — 29.50 14.75 — 26.00
Mali 7 Dec. 9, 1983 May 31, 1985 40.50 34.62 — — — —
Mauritania 4 Apr. 12, 1985 Apr. 11, 1986 — — 12.00 — — 9.60
Mauritius May 18, 1983 Aug. 17, 1984 49.50 46.87 — — — —
Mar. 1, 1985 Aug. 31, 1986 — — 49.00 24.50 — 35.00
Morocco 9 Sep. 16, 1983 Mar. 15, 1985 300.00 246.33 — — — —
Niger 2 Oct. 5, 1983 Dec. 4, 1984 18.00 — — — — —
Dec. 5, 1984 Dec. 4, 1985 — — 16.00 8.00 — 9.60
Panama 16 June 24, 1983 Dec. 31, 1984 150.00 120.27 — — — —
Peru 17 Apr. 26, 1984 Jjuly 31, 19852 250.00 — — — 220.00 —
Philippines 17 Dec. 14, 1984 June 13, 1986 — 615.00 307.50 — 530.00
Portugal 3 Oct. 7, 1983 Feb. 28, 1985 445.00 222.20 — — 185.70 —
Senegal 5 Sep. 19, 1983 Sep. 18, 1984 63.00 38.32 — — —
Jan. 16, 1985 July 15, 1986 — — 76.60 50.42 — 54.00
Sierra Leone 6 Feb. 3, 1984 Feb. 2, 1985 50.20 24.06 - 31.20 —
Solomon
Islands 2 June 22, 1983 June 21, 1984 2.40 — — — 1.44 —_
Somalia 11 Feb. 22, 1985 Feb. 21, 1986 — — 22.10 11.05 — 20.10
Sri Lanka 8 Sep. 14, 1983 July 31, 1984 100.00 57.00 — — 50.00 —
Sudan 9 June 25, 1984 June 24, 1985 — — 90.00 45.00 — 70.00
Togo 4 May 7, 1984 May 6, 1985 — — 19.00 — — —
Turkey 15 June 24, 1983 June 23, 19843 225.00 39.44 — — 168.75 —
Apr. 4, 1984 Apr. 3, 1985 225.00 — — —_ 56.25 —
Uganda 5 Sep. 16, 1983 Sep. 15, 1984 95.00 95.00 — — 30.00 —
Uruguay 13 Apr. 22, 1983  Apr. 21, 1985* (378.00) (283.50) — — 226.80 -
Western Sa-
moa 6 June 27, 1983 June 26, 1984 3.38 _ _ —_ — —_
July 9, 1984 July 8, 1985 —_ — 3.37 1.69 — 0.84
Yugoslavia 9 Apr. 18, 1984 May 15, 1985 370.00 185.00 — — — 90.00
Zaire 6 Dec. 27, 1983 Mar. 26, 1985 228.00 135.17 — — 30.00 —
Apr. 24, 1985 Apr. 23, 1986 — — 162.00 — — 122.00
Zambia 5 July 26, 1984 Apr. 30, 1986 — — 225.00 112.50 — 145.00
Zimbabwe 2 Mar. 23, 1983 Sep. 22, 1984¢ (300.00) (187.50) — — 125.00 —
Total 4,287.33 2,420.19 345483 1,525.18 1,192.71 2,777.07
' Arrangement canceled on April 22, 1985. 4 Arrangement approved in financial year 1982/83.
2 Arrangement canceled on April 24, 1985. 5 Expiration date extended from April 17, 1985.
3 Arrangement canceled on April 3, 1984.
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Table 1.3. Table 1.4,
Summary of Members’ Purchases and Repurchases, Summary of Stand-By Arrangements That Became
Financial Years Ended Effective During the Financial Years Ended
April 30, 1948-85 April 30, 1953-85"
(In millions of SDRs) (In millions of SDRs)
Total Purchases Total Repurchases Year Number Amount
Year by Members by Members 1953 2 55.00
1948 606.04 — 1954 2 62.50
1949 119.44 — 1955 2 40.00
1950 51.80 24.21 1956 2 47.50
1951 28.00 19.09 1957 9 1,162.28
1952 46.25 36.58 1958 1 1,043.78
1953 66.12 184.96 1959 15 1,056.63
1954 231.29 145.11 1960 14 363.88
1955 48.75 276.28 1961 15 459.88
1956 38.75 271.66 1962 24 1,633.13
1957 1,114.05 75.04 1963 19 1,531.10
1958 665.73 86.81 1964 19 2,159.85
1959 263.52 537.32 1965 24 2,159.05
1960 165.53 522.41 1966 24 575.35
1961 577.00 658.60 1967 25 591.15
1962 2,243.20 1,260.00 1968 32 2,352.36
1963 579.97 807.25 1969 26 541.15
1964 625.90 380.41 1970 23 2,381.28
1965 1,897.44 516.97 1971 18 501.70
1966 2,817.29 406.00 1972 13 313.75
1967 1,061.28 340.12 1973 13 321.85
1968 1,348.25 1,115.51 1974 15 1,394.00
1969 2,838.85 1,542.33 1975 14 389.75
1970 2,995.65 1,670.69 1976 18 1,188.02
1971 1,167.41 1,656.86 1977 19 4,679.64
1972 2,028.49 3,122.33 1978 18 1,285.09
1973 1,175.43 540.30 1979 14 507.85
1974 1,057.72 672.49 1980 24 2,479.36
1975 5,102.45 518.08 1981 21 5,197.93
1976 6,591.42 960.10 1982 19 3,106.21
1977 4,910.33 868.19 1983 27 5,449.98
1978 2,503.01 4,485.01 1984 25 4,287.33
1979 3,719.58 4,859.18 1985 24 3,454.83
1980 2,433.26 3,775.83 Total 570 52.773.16
1981 4,860.01 2,852.93
1982 8,040.62 2,009.88 Tincludes renewals and extensions for one year or less, except the
renewals each six months of the stand-by arrangement for Belgium granted
1983 11,391.89 1,555.12 in June 1952 until that member purchased the full amount of the equivalent
1984 11,517.73 2,017.65 of SDR 50 million in April 1957.
1985 6,288.87 2,730.39"
Total 93,218.322 43,501.69°

' Excludes sales of currency to discharge repurchases for SDR 115 million,
and if this is included, the total is SDR 2,845 million, as mentioned in
paragraph 5 of the Notes to the Financial Statements, Appendix VIli,
page 154 below.

2 Includes purchases that are not subject to repurchase.

3 Excludes sales of currency and adjustments that have the effect of repurchase.
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Table 1.5.
Purchases of Currencies and SDRs from the Fund, Financial Year Ended April 30, 1985
(In millions of SDRs)

Under TrancHe Policies Under Decision on Purchases Financed with
Under stand-by Extended Fund
arrangements facility
Within First Enlarged Enlarged . Enlarged
reserve credit Ordinary access Ordinary access Compensatory Total Ordinary resources access
Member Purchasing tranche tranche resources resources resources resources financing Purchases Currencies SDRs resources
Argentina — — 118.25 118.25 ~— — 275.00 511.50 60.42 332.83 118.25
Bangladesh — — — — — — 54.95 54.95 10.00 4495 —
Barbados — — 1.95 1.95 — — — 3.90 1.95 — 1.95
Belize — — 2.38 —_ — — — 2.38 1.20 1.18 —
Brazil — — — — 561.13 561.13 247.90 1,370.15 333.00 476.03 561.13
Burma 6.88 — — — — — — 6.88 6.88 — —
Cameroon 7.00 — — — — — — 7.00 — 7.00 —
Central African Republic — — 8.00 — — — — 8.00 — 8.00 —
Chad 3.20 — — — — — — 3.20 — 3.20 —
Chile — - 108.00 108.00 — — — 216,00 5.00 103.00 108.00
Comoros 0.25 — — — — — — 0.25 e 0.25 —
Congo 2.50 — — - — — — 2.50 — 2.50 e
Costa Rica — — 12.00 12.00 —- s — 24.00 1.50 10.50 12.00
Dominica — — 0.97 — — — — 0.97 — 0.97 —_
Dominican Republic — — 28.03 — — — — 28.03 — 28.03 —
Ecuador 11.43 — 30.24 30.24 — — — 71.90 — 41.66 30.24
Fiji — — — — - — 4.75 4.75 4.75 — —
Gabon 7.00 - — — —_ — _ 7.00 — 7.00 —
Ghana — — 53.85 53.85 — — 58.20 165.90 49.85 62.20 53.85
Guinea-Bissau — 1.88 — — — — — 1.88 — 1.88 —
Hungary 38.93 — 148.75 148.75 — —_ — 336.43 — 187.68 148.75
Ivory Coast — — 62.06 — — — o 62.06 — 62.06 —
Jamaica — 28.00 — — e 72.60 100.60 86.76 13.84 —
Jordan 7.23 — — — — — 57.40 64.63 7.23 57.40 —
Kenya — e 14.90 61.05 — — — 75.95 — 14.90 61.05
Korea — — — 319.78 — — 279.70 599.48 279.70 — 319.78
Liberia — — 4.25 17.25 — — — 21.50 — 4.25 17.25
Madagascar — — 16.75 16.75 — — 14.40 47.90 11.90 19.25 16.75
Malawi — — — —_ 7.44 11.56 13.80 32.80 3.94 17.30 11.56
Mali — — 12.25 12.25 — — — 24.50 — 12.25 12.25
Mauritania — — 2.40 — — — — 2.40 0.40 2.00 —
Mauritius — —_ 7.00 23.50 — — 7.50 38.00 — 14.50 23.50
Mexico 65.04 _ — — 451.41 451.41 — 967.86 144.60 371.85 451.41
Morocco — — — 170.00 — — — 170.00 — — 170.00
Mozambique 13.24 — — — — — — 13.24 — 13.24 —
New Zealand 28.47 — —_ — — — —_ 28.47 —_ 28.47 —
Niger — — 11.60 3.20 — — — 14.80 1.00 10.60 3.20
Panama — — — 75.00 — — — 75.00 — — 75.00
Peru 21.23 — 30.00 — — —_ 74.70 125.93 — 125.93 —
Philippines — — 42.50 42.50 — —_ — 85.00 — 42.50 42.50
Portugal — — 46.45 46.45 — — 54.60 147.50 — 101.05 46.45
St. Christopher and Nevis 0.98 — —_ —_ — — — 0.98 — 0.98 —
St. Vincent 0.35 - — — — — — 0.35 — 0.35 —
Senegal — — 13.79 24.56 — — — 38.35 6.30 7.49 24.56
Somalia —_ — 1.00 1.00 — — 32.60 34.60 17.40 16.20 1.00

©lnternational Monetary Fund. Not for Redistribution

S8/¥861 NI SIILIAILDY ANNA “(panunuod) | XIANIddY



66

Sudan
Togo
Turkey
Uruguay
Western Samoa
Yemen Arab Republic
Yugoslavia
Zaire
Zambia
Total

9.46

— 10.00 10.00 — — — 20.00 9.90 0.10 10.00
— 19.00 — — — — 19.00 150 17.50 —
- 112.50 — — - — 112.50 — 112.50 —
— — — — — — 9.46 —_ 9.46 —
— 1.27 1.27 — — — 253 0.42 0.84 1.27
— — — - — — 5.95 5.95 - —
— 140.00 140.00 — — —  280.00 50.00 90.00 140.00
— 100.00 60.00 — — — 160.00 31.10 68.90 60.00
— 40.00 40.00 — — 80.00 — 40.00 40.00
1.88 1,228.12 1,537.59 1,019.97 1,024.10 1,248.10  6,288.87  1,132.66  2,594.53  2,561.69

©lnternational Monetary Fund. Not for Redistribution

S8/F861 NI SHLIAILDY ANNA "(Panunuod) | XIANIddY
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Table L.6.
Repurchases of Currencies from the Fund, Financial Year Ended April 30, 1985
(In millions of SDRs)

Repurchases in Respect of Purchases of

Borrowed Resources Ordinary Resources

Under
Supplementary Enlarged Extended Compen- guidelines

Member financing access Credit Fund satory Buffer for early

Repurchasing facility resources tranche facility financing  stock  repurchase Total
Bangladesh 24.2 — 31.8 — — — — 55.9
Bolivia 13.7 — 6.6 — — — 20.3
Brazil — — — — — 64.5' — 64.5
Burma —_ — 8.7 — — — 8.7
Burundi — — — — 2.8 — — 2.8
Central African Republic — — 5.0 — 4.4 — — 9.4
Chad — — — — 4.4 — — 4.4
Costa Rica 2.7 — 5.1 — 19.0 — — 26.8
Cyprus — — 2.1 — — — — 2.1
Dominica 0.2 — 04 — 1.3 — — 1.9
Dominican Republic — — 5.8 — — 23.2 — 29.0
Egypt — — — 5.6 — — — 5.6
El Salvador —_ — 4.0 — 12.1 — — 16.1
Equatorial Guinea — — 2.3 — 5.8 —_— — 8.1
Ethiopia — 1.7 7.1 — 15.8 — — 245
Gabon — — 0.9 — — — — 0.9
Gambia, The — — 0.6 — 34 — — 4.0
Grenada — — 09 — 0.7 — — 1.6
Guatemala — — 2.4 — 9.6 — — 12,0
Guinea-Bissau — — — — 0.2 — — 0.2
Guyana — — — — 2.0 — — 2.0
Haiti _— — 0.7 — 2.1 — _— 2.8
Honduras — — 4.8 — 29 — — 7.7
India — — — — 133.0 — — 133.0
Indonesia — — — — — 3.6? — 3.6
Ivory Coast 11.0 — 143 — 28.5 — — 53.8
Jamaica 30.1 — 10.9 129 18.3 — —_ 72.2
Kenya 12.5 — 239 1.3 17.3 — — 55.0
Korea 86.5 — 135.5 — 933 — — 315.2
Lao People’s Democratic Republic — — 6.3 — — — — 6.3
Liberia 2.8 — 53 — 6.3 — — 144
Madagascar 4.4 — 10.2 — 14.6 — —_ 29.1
Malawi 53 — 7.7 — 6.3 0.9! — 20.3
Malaysia — — — — 3.2 8.0? 44.2 55.5
Mali — — — — 26 — 26
Mauritania 2.0 — 35 — 39 — — 9.4
Mauritius 13.4 — 9.6 — 20.3 3.6' — 46.8
Morocco 30.1 — 28.1 — — — — 58.2
Nepal — — — — 5.2 — — 5.2
Nicaragua — — 2.7 — 10.6 — — 13.3
Pakistan 35.8 — 314 — — — — 67.2
Panama 5.2 — 1.7 — — — — 16.9
Papua New Guinea — — — — — — 349 349
Peru 48.8 — 271 — — — — 75.9
Philippines 58.3 — 54.8 37.2 52.2 — — 202.4
Romania — 6.7 325 — 124.2 — — 163.4
St. Lucia — — 0.5 — 0.5 — — 0.9
St. Vincent — — — — 0.7 — — 0.7
Senegal 5.6 — 53 0.7 10.5 — — 22.1
Sierra Leone 2.2 — 6.6 — — — — 8.8
Solomon Islands — — 0.3 — — — — 0.3
Somalia — 0.9 6.5 — — — — 7.4
Sri Lanka —_ — — 15.8 9.5 0.6 — 259
Sudan 6.3 — 2.1 1.0 1.7 — - 21.2
Swaziland — — — — — 1.0t — 1.0
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Table 1.6 (concluded).
Repurchases of Currencies from the Fund, Financial Year Ended April 30, 1985
{In millions of SDRs)

Repurchases in Respect of Purchases of

Borrowed Resources Ordinary Resources

Under

Supplementary Enlarged Extended Compen- guidelines

Member financing access Credit Fund satory Buffer for early
Repurchasing facility resources  tranche facility financing  stock  repurchase Total
Tanzania 4.1 — 6.2 —_ 10.0 — — 20.3
Thailand — 9.1 399 — 69.8 2.12 — 1209
Togo 1.8 — 6.6 — — — — 8.4
Turkey 145.0 — 55.0 — 358 — — 235.8
Uganda — 23 15.8 — 27.5 — — 45.6
Western Samoa — — 0.4 — 1.0 — — 1.4
Yugoslavia 65.1 — 143.7 — 86.6 — —_ 295.4
Zaire — 8.8 54.0 — —_ — — 62.8
Zambia — 15.0 425 — 7.4 — — 64.9
Zimbabwe — = 18.8 — — 210 — 20.8
Total 617.0 444 908.8 74.5 897.1 109.5 79.1 2,730.4

! Repurchase under the buffer stock financing facility (sugar) in accordance with paragraph 6(i) of Executive Board Decision No. 5597-(77/171), adopted
December 16, 1977. (See Selected Decisions of the International Monetary Fund and Selected Documents, Tenth lssue (Washington, 1983), page 77.)

2 Repurchase under the buffer stock financing facility (rubber) in accordance with paragraph 3(b)i) of Executive Board Decision No. 7246-(82/147), adopted
November 12, 1982. (See Selected Decisions of the International Monetary Fund and Selected Documents, Tenth Issue (Washington, 1983), pages 78-79.)
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Table I.7.
Extended Fund Facility Arrangements for Members, July 7, 1975-April 30, 1985
(In millions of SDRs)

Of Total
Amount
Amount Not Approved,
Total Of Which: Purchased at Amount Not
Date of Date of Amount of Borrowed Expiration or  Purchased as of
Member Inception Expiration Arrangement Resources Cancellation April 30, 1985
Approved in previous
financial years
Bangladesh 12/8/80 12/7/83 800.00" 480.80 580.00 —
Brazil 3/1/83 2/28/86 4,239.38 2,842.88 — 1,496.25
Costa Rica 6/17/81 6/16/84 276.75% 190.65 254.25 —
Dominica 2/6/81 2/5/84 8.55 4.49 — —
Dominican Republic 1/21/83 1/20/86 371.25° 255.75 247.50 —
Egypt 7/28/78 7127/81 600.00 — 525.00 —
Gabon 6/27/80 12/31/82 34.00 — 34.00 —
Grenada 8/24/83 8/23/86 13.50¢ 8.98 12.37 —
Guyana 6/25/79 6/24/82 62.75° 35.00 52.75 —
7/25/80 7/24/83 150.00° 116.37 98.27 —
Haiti 10/25/78 10/24/81 32.20 — 21.40 —_
Honduras 6/28/79 6/27/82 47.60 — 23.70 —
India 11/9/81 11/8/84 5,000.007 2,595.50 1,100.00 —
Ivory Coast 2/27/81 2/22/84 484.50 324.90 38.47 —
Jamaica 6/9/78 6/8/81 200.00° — 130.00 —
6/11/79 6/10/81 260.00° 227.10 175.00 —
4/13/81 4/12/84 477.70" 390.55 74.90 —
Kenya 717175 7/6/78 67.20 — 59.50 —
Malawi 9/19/83 9/18/86 100.00 81.47 — 66.00
Mexico 11777 12/31/79 518.00" — 518.00 —
1/1/83 12/31/85 3,410.63 2,287.13 — 1,203.75
Morocco 10/8/80 10/7/83 810.002 600.00 663.00 —
3/9/81 10/7/83 817.05" 567.00 680.55 —
Pakistan 11/24/80 11/23/83 1,268.00™ 869.00 919.00 —
12/2/81 11/23/83 919.00 490.12 189.00 —
Peru 6/7/82 6/6/85 650.00'° 311.56 385.00 —
Philippines 4/2/76 4/1/79 217.00% — — —
Senegal 8/8/80 8/7/83 184.80"7 126.00 143.70 —
Sierra Leone 3/30/81 2/22/84 186.00 121.81 152.50 —
Sri Lanka 11779 12/31/81 260.30 — — —
Sudan 5/4/79 5/3/82 427.00" 303.80 176.00 —
Zaire 6/22/81 6/21/84 912.00%° 632.94 737.00 —
Zambia 5/8/81 5/7/84 800.00%' 674.00 500.00 —
Subtotal 24,605.16 14,537.80 8,490.86 2,766.00
Approved during
financial year 1984/85 — — — — — —
Total 24,605.16 14,537.80 8,490.86 2,766.00

1 Arrangement canceled as of June 21, 1982.

2 Canceled as of December 20, 1982 and replaced by a stand-by arrangement.

3 Arrangement canceled as of January 17, 1985.

4 Arrangement canceled as of january 23, 1984.

5 Canceled as of June 24, 1980.

¢ Arrangement augmented by SDR 50.00 million in July 1981 to a total of SDR 150.00 million. Arrangement canceled as of July 22, 1982.
7 Arrangement canceled as of May 1, 1984.

8 Canceled as of June 10, 1979.

? Canceled as of April 12, 1981.

° Arrangement augmented by SDR 241.30 million in June 1981 to a total of SDR 477.70 million.

" includes augmentation by repurchase equivalent to SDR 100.00 million.

2 Canceled as of March 8, 1981.

3 Arrangement canceled as of April 25, 1982 and replaced by a stand-by arrangement.

" Canceled as of December 1, 1981.

> Arrangement canceled as of April 25, 1984 and replaced by a stand-by arrangement.

6 Includes augmentation by repurchase equivalent to SDR 38.75 million.

v Canceled as of September 10, 1981 and replaced by a stand-by arrangement.

8 Arrangement augmented by SDR 22.30 million in June 1981 to a total of SDR 186.00 million. Arrangement canceled as of April 6, 1982.
¥ Arrangement augmented by SDR 227.00 million in November 1980, canceled on February 17, 1982, and replaced by a stand-by arrangement.
2 Arrangement canceled as of June 22, 1982.

2 Arrangement canceled as of July 3, 1982.
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Table 1.8.
Borrowing in Connection with Purchases Under the Supplementary Financing Facility and Repayments to
Lenders, May 29, 1980--April 30, 1985

(In millions of SDRs)

Amount
Undrawn at
Expiration Borrowing
Total Amount Amount of Agree- Amount Outstanding as of

Lender of Agreement Borrowed ments’ Repaid? April 30, 1985
Abu Dhabi 150.00 105.22 44.78 14.42 90.80
Austrian National Bank 50.00 50.00 — 4.92 45.08
Banque Nationale de Belgique 150.00 12.34 137.66 6.17 6.17
Canada 200.00 173.61 26.39 12.68 160.93
Deutsche Bundesbank 1,050.00 1,050.00° — 45.64 832.35
Banco de Guatemala 30.00 8.36% 21.64 8.36 —
Japan 900.00 886.69 13.31 115.25 771.44
Central Bank of Kuwait 400.00 400.00 — 46.10 353.90
De Nederlandsche Bank, N.V. 100.00 100.00 — 10.56 89.44
Central Bank of Nigeria 220.00 69.85° 150.15 69.85 —
Saudi Arabian Monetary Agency 1,934.00 1,906.743 27.26 349.35 1,729.40
Swiss National Bank 650.00 650.00 — 75.01 574.99
United States 1,450.00 1,450.00 — 174.16 1,275.84
Central Bank of Venezuela 500.00 369.42 130.58 60.42 309.00

Total 7,784.00 7,232.22 551.78 992.89 6,239.33

! Agreements lapsed on February 22, 1984.

2 Repayments began on November 24, 1982.

3 Claims totaling SDR 172.011 million under the supplementary financing facility were transferred by the Deutsche Bundesbank to the Saudi Arabian
Monetary Agency against U.S. dollars on November 13, 1980.

* Claims totaling SDR 8.356 million were repaid in advance to the Banco de Guatemala on February 8, 1982. This encashment was refinanced by a call on
the Swiss National Bank.

5 Claims totaling SDR 69.850 million were repaid in advance to the Central Bank of Nigeria on April 8 and 9, 1982. This encashment was financed by calls
in equal amounts under the supplementary financing facility borrowing agreements with japan and the United States, in agreement with these lenders.

Table L9.
Schedule of Fund Charges

Charges in percent per annum ' payable on holdings for the periods stated

PURCHASES IN THE CREDIT TRANCHES AND UNDER THE COMPENSATORY
FINANCING, BUFFER STOCK FINANCING, AND EXTENDED FUND FACILITIES

From
May 1, 1984
Service charge 0.5
Periodic charge 7.0
SUPPLEMENTARY FINANCING FACILITY

Service charge 0.5
Periodic charge

Up to 3% years Rate of interest paid by the Fund plus 0.2 percent

Over 3} years Rate of interest paid by the Fund plus 0.325 percent

ENLARGED ACCESS PoLicy

Service charge 0.5
Periodic charge Net cost of borrowing by the Fund plus 0.2 percent

' Except for service charge, which is payable once per transaction and is stated as a percent of the amount of the
transaction.
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Table 1.10.
Summary of Transactions and Operations in SDRs, Financial Year Ended April 30, 1985
(In thousands of SDRs)

Positions as at April 30, 1985

Receipts from Transfers to Receipts Transfers Interest,

Panici:))ants and Participants and from the to the Charges, Holdings as

Total Prescribed Holders Prescribed Holders General General and Net percent of

Holdings Resources  Resources Assess- cumulative  cumulative

Holders April 30, 1984  Designated Other Designated Other Account Account  ment (Net) Holdings allocations allocations

PARTICIPANTS

Afghanistan 14,502 — — — — 107 — -1,387 13,222 26,703 49.5
Algeria 104,220 — _ —_ — 12,368 — -1,320 115,268 128,640 89.6
Antigua and Barbuda 2 — — — — — — — 2 — —
Argentina 27,626 — 85,274 290,361 41,244 377,468 95,710 — 34,864 28,189 318,370 8.9
Australia 132,219 141,974 — — — 140 — —36,669 237,665 470,545 50.5
Austria 155,517 23,207 48,000 — 86,635 37,571 — +1,380 179,039 179,045 100.0
Bahamas 1,053 — — — — 487 — —-937 604 10,230 59
Bahrain 12,402 — — —_ — —_ — +810 13,211 6,200 213.1
Bangladesh 7,124 — 31,700 39,000 —_ 44,950 33,409 —4,999 6,365 47,120 13.5
Barbados 1,687 — 2,176 — — 1,091 3,486 - 807 661 8,039 8.2
Belgium 363,801 76,400 — — 81,347 65,149 — —5,203 418,800 485,246 86.3
Belize 19 —_ 35 1,169 — 1,511 291 +3 107 — —
Benin 925 - — — — 250 — —-967 208 9,409 2.2
Bhutan 24 — — — — 31 — +4 59 — —
Bolivia 1,573 — 4,154 — —_ 3,508 6,271 —2,889 74 26,703 0.3
Botswana 7,487 — — — — 937 — +384 8,807 4,359 202.1
Brazil 48,510 — 175,456 473,154 — 582,588 286,767 -39,195 7,438 358,670 2.1
Burkina Faso 5,628 — — — — 377 — -378 5,627 9,409 59.8
Burma 3,439 — 6,964 — — 2,206 5,607 —4,780 2,222 43,474 5.1
Burundi 707 — 660 _— — 411 123 —1,440 215 13,697 1.6
Cameroon 1,119 — — — 500 7,094 — —-2,363 5,350 24,463 21.9
Canada 53,560 304,033 — — 245,274 21,311 — —80,112 53,518 779,290 6.9
Cape Verde 105 — — — — 48 — -57 97 620 15.6
Central African Republic 746 — 4,650 — — 8,020 11,385 —-923 1,109 9,325 1.9
Chad 425 — 2,548 — — 3,246 4,999 —-992 228 9,409 2.4
Chile 12,872 — 54,450 57,820 33,500 103,540 54,117 -13,236 12,189 121,924 10.0
China 366,850 34,700 — — — 6,017 — +11,966 419,533 236,800 177.2
Colombia 70,317 — 4,220 76,817 —_ 8,699 — —4,028 2,391 114,271 2.1
Comoros 1 — — — — 314 — —-76 239 716 334
Congo 434 — — — — 2,501 — —-967 1,968 9,719 203
Costa Rica 8 — 2,512 8,450 — 25,487 16,776 —2,604 178 23,726 0.7
Cyprus 1,006 — 1,000 — — 1,000 275 —-2,126 605 19,438 31
Denmark 129,539 26,400 — — — 11,286 — -3,549 163,676 178,864 91.5
Djibouti 424 - — — — 50 — -84 390 1,178 33.1
Dominica 51 — 17 966 — 1,982 1,007 -61 116 592 19.6
Dominican Republic 4,276 — 14,137 27,942 — 35,198 18,565 —3,437 3,666 31,585 11.6
Ecuador 345 — 17,582 33,861 — 42,002 18,419 -3,519 4,130 32,929 12.5
Egypt 7,014 — 15,050 — — - 3,404 14,961 3,699 135,924 27
El Salvador 2,914 — 7,901 — — 4,990 13,059 -2,740 6 24,985 —
Equatorial Guinea 6 — 3,240 — — 1,171 3,755 —-657 4 5,812 0.1
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Ethiopia
Fiji
Finland
France
Gabon

Gambia, The

Germany, Federal Republic of
Ghana

Greece

Grenada

Guatemala
Guinea
Guinea-Bissau
Guyana

Haiti

Honduras
Hungary
Iceland
India
Indonesia

Iran, Islamic Republic of
Iraq

Ireland

Israel

Italy

Ivory Coast

Jamaica

Japan

Jordan

Kampuchea, Democratic

Kenya

Korea

Kuwait

Lao People’s Democratic Republic
Lebanon

Lesotho

Liberia

Libyan Arab Jamabhiriya
Luxembourg
Madagascar

Malawi
Malaysia
Maldives
Mali
Malta

Mauritania
Mauritius
Mexico
Morocco
Mozambique

1,932
6,817
115,302
415,980
681

538
1,356,668
6,251
4,499

18

68

25

4,004

2,578
29,511
1,11
375,779
42

310,947
3,504
70,616
4,750
595,989

6,664

1,799,750
17,393
1,276

6,157
14,728
41,774

720
89

986

32
108,863
16,091
1,596

2,704
100,786

10,096
278,618

167,677

14,622

141,767

10,801
2,700
21,370

35,500
2,395
100

22,003
384

1,295

10,535
25,083
3,000
250,000
53,647

1,445
5,162
7,000
50,000

30,800

62,578
466,000

235
2,628

10,280

1,000

7,292
1,500
44,100
104,106
13,237

60,000

392
1,699

187,625

41,173

25,778

9,500
305,305

110,149

6,075
14,151
33,443

4,400

5,228

31127
13,237

393
6,493
80,183
7,085

2,421
242,043
62,499
6,556
406

6,967
3,323
2,007
13,125
2,990

210,533
23,381
577

2,185

7,692
2,200
66,380

89,078
75,770
116,077
57,525

15,033
883
30,193
1,404
1,359

16,912
21,006

692
25,484

17,353
10,048
4
16,690
2,392

4,274
30,671
429,438
19,427
13,237

10,472

938

2,395

30,170
397

23,559
794
196

11,509

6,793

11,041
69,606
1,484
402,418
28,838

76,766
464,470

739

14,314

15,676

9,752
19,303

4,301

3,746
21,725
162,512
85,598
13,237

+7,682
—7,230
-715
—11,704
—6,261

-3,997
—4,467
+114,690

-1,276

—3,163
—6,457
+4,372
-1,035

—400

-308
—1,900
+8,530

~79
—2,086

-917
-3.915
—-26
-1,723
+2,398

—1,060
-1,692
—31,394
-9,095
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1,204
8,816
149,622
627,800
4,758

1,400,909
7,283
2,149

26

2,449
559
6

50

76
9,141
857
196,368
11,419

322,259
1,436
92,216
2,246
737,725

6,263
2,016,365
15,322

3,839
10,685
83,086

351

1,049

914
138,400
16,703
1,738

1,667
95,616
7

1,125
36,647

1,533
1,275

73
8,944

11,160
6,958
142,690
1,079,870
14,091

5,121
1,210,760
62,983
103,544
930

27,678
17,604

1,212
14,530
13,697

19,057
16,409
681,170
238,956

244,056
68,464
87,263

106,360

702,400

37,828
40,613
891,690
16,887
15,417

36,990
72,911
26,744
9,409
4,393

3,739
21,007
58,771
16,955
19,270

10,975
139,048
282
15,912
11,288

9,719
15,744
290,020
85,689

10.8
126.7
104.9
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Table 1.10 (concluded).
Summary of Transactions and Operations in SDRs, Financial Year Ended April 30, 1985
(In thousands of SDRs)

Positions as at April 30, 1985

Receipts from Transfers to Receipts Transfers Interest,

Participants and Participants and from the to the Charges, Holdings as

Total Prescribed Holders Prescribed Holders General General and Net percent of

Holdings Resources  Resources Assess- cumulative  cumulative

Holders April 30, 1984 Designated Other Designated Other Account Account ment (Net) Holdings  aflocations  allocations
Nepal 504 — 250 —_ — 796 454 —-871 225 8,105 2.8
Netherlands 484,098 62,500 — — 83,905 61,404 — +6,543 530,640 530,340 100.1
New Zealand 6,008 — 13,327 28,472 - 28,472 — -15,305 4,030 141,322 29
Nicaragua — — —_ — — 2913 734 -2,179 — 19,483 —
Niger 4,063 —_ — 10,000 600 11,101 2,553 —-590 1,420 9,409 15.1
Nigeria 22,803 —_ —_ — — — — -15,315 7,488 157,155 4.8
Norway 271,112 585 1,832 — 61,060 33,940 — +12,283 258,693 167,770 154.2
Oman 7,000 5,200 — —_ 6,000 2,689 — +330 9,218 6,262 147.2
Pakistan 20,814 — 67,900 — —_ 67,417 119,720 —18,049 18,362 169,989 10.8
Panama 5,410 — 39,707 — — 256 36,872 —2,504 5,997 26,322 22.8
Papua New Guinea 16,433 3,342 17,000 — — 26 30,464 +277 6,614 9,300 711
Paraguay 31,283 —_ — — — 2,578 — +2,100 35,961 13,697 262.5
Peru 158 —_ 112,700 84,227 — 126,044 134,722 —9,148 10,805 91,319 11.8
Philippines 1,280 — 73,739 — 22,564 43,960 74,062 ~12,445 9,908 116,595 8.5
Portugal 8,590 —_ 18,500 54,600 33,900 110,444 34,197 —-5,645 9,191 53,320 17.2
Qatar 10,894 2,900 —_ — —_— 2,907 — +159 16,859 12,822 1315
Romania 1,780 — 81,970 — — 12,974 87,830 -8,250 644 75,950 0.8
Rwanda 8,380 - — — — 428 — —542 8,266 13,697 60.3
St. Christopher and Nevis —_ — 977 — 977 977 977 — — — —
St. Lucia 34 — — —_— — 207 159 - 81 — 742 —_
St. Vincent 43 — 31 350 — 406 91 —38 — 354 0.1
Sao Tomé and Principe 109 — — —_ —_ 12 — —52 69 620 111
Saudi Arabia 529,457 14,000 —_ — 666,137 505,853 — +42,294 425,467 195,527 217.6
Senegal 2,965 _— 7,300 5,000 — 18,747 18,747 —2,613 2,651 24,462 10.8
Seychelles 49 — — — — 4 —_— -38 14 406 35
Sierra Leone 1,700 —_ — — — 5,798 5,583 -1,915 — 17,455 _
Singapore 54,708 — — — 5,000 5,702 —_— +4,553 59,962 16,475 364.0
Solomon Islands 1,623 —_— — — _— 7 528 +95 1,196 654 182.8
Somalia 255 — — 14,500 — 28,393 11,897 -1,506 345 13,697 25
South Africa 21,201 — 56,500 — — 15,000 51,429 -22,512 18,760 220,360 8.5
Spain 64,649 121,610 — — — 19,639 — -20,791 185,107 298,805 61.9
Sri Lanka —_ —_ 32,306 — — — 24,216 -7,761 330 70,868 0.5
Sudan — — —_ —_ — 28,103 22,229 -5,873 — 52,192 —_
Suriname 1,650 — — — — 40 — —-539 1,151 7,750 149
Swaziland 3,456 — 2,019 — 2,500 — 1,664 —256 1,056 6,432 16.4
Sweden 126,714 57,720 —_ — — 14,113 —_ -8,702 189,845 246,525 77.0
Syrian Arab Republic 7,972 — 4,856 — 4,899 — — —3,254 4,676 36,564 12.8
Tanzania 9 — 1,150 — — 5,580 3,279 —3,460 — 31,372 —
Thailand 32,304 — 140,300 — — 15,000 158,786 -8,142 20,676 84,652 24.4
Togo 820 — 1,100 8,500 3,300 18,198 3,952 -1,131 3,235 10,975 29.5

©lnternational Monetary Fund. Not for Redistribution

S8/¥861 NI SIILIAILDY ANNA *(panunuod) | XIANIddY



201

Trinidad and Tobago
Tunisia
Turkey
Uganda
United Arab Emirates

United Kingdom
United States
Uruguay
Vanuatu
Venezuela

Viet Nam

Western Samoa

Yemen Arab Republic

Yemen, People’s Democratic
Republic of

Yugoslavia

Zaire
Zambia
Zimbabwe

Total Participants

PRESCRIBED HOLDERS

Arab Monetary Fund

Bank of Central African States
East African Development Bank
Eastern Caribbean Central Bank
Islamic Development Bank
Nordic Investment Bank

Swiss National Bank

Total Prescribed Holders

GENERAL RESOURCES ACCOUNT

Total

98,567 — — — — — — +5,731 104,297 46,231
3,265 — — — — 1,523 — -3,240 1,548 34,243
12,650 — 95,990 112,500 — 197,031 174,694 —11,844 6,633 112,307
3,567 — 23,213 — — 13,462 34,788 -3,166 2,288 29,396
63,076 999 — — — — — +2,517 66,593 38,737
522,071 629,002 20,737 — 564,996 118,483 —  —145,725 579,572 1,913,070
5,028,824 7,820 — — — 938,076 —  +49,931 6,024,652 4,899,530
4,993 — 14,750 — 9,458 17,858 19,168 -5,415 3,560 49,977

34 — — — — 61 — +6 101 —
345,130 1,600 — — — 38,989 — +6,542 392,441 316,890
— — — — — 2,033 —  —2,033 — 47,658

200 — — — — 942 886 ~109 147 1,142

8,640 — 247359 11,900 12,464 262 673 +508 8,733 6,160
17,529 — 11,042 — 15244 — 1,061 —~556 11,710 22,583
14,440 — 114,628 45,000 45,000 205,786 218,482 —16,743 9,629 155,161
43,367 — 13,764 74,000 — 104,351 68,989 -9,339 9,154 86,309

— — 94 31,660 — 99,273 60,055 —7,541 111 68,298

5,054 — 42,437 — 2,019 1,494 43,008 -616 3,341 10,200
14,960,568 2,152,419 2,762,477 2,152,419 2,739,927 6,089,244 3,658,791 —608,355 16,805,218 21,433,330
19,138 — 87,336 — 104,043 — — +1,175 3,606 —
1,042 — 8,950 — 9,050 — — +269 1,211 —
1,850 — — — 750 — — +133 1,233 —

768 — 1,134 — 977 — — +93 1,018 —

1,044 — — — — — — +118 1,163 —

97 — 7,105 — 7,202 — — +9 8 —_

13,131 — — — 5,054 — — +1,396 9,473 —
37,070 — 104,525 — 127,076 — — +3,194 17,713 —
6,436,730 — 3,658,791 — 6,089,244 — —  +609,471 4,615,747 —
21,434,368 2,152,419 6,525,793 2,152,419 8,956,247 6,089,244 3,658,791 +4,310 21,438,678 21,433,330

30.3
123.0
7.1
123.8
129
141.8

51.9
6.2

10.6
328
78.4
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APPENDIX | (continued). FUND ACTIVITIES IN 1984/85

Table 1.11.
Members That Have Accepted the Obligations of Article VIII, April 30, 1985

Effective Date

Effective Date

Member of Acceptance Member of Acceptance
Antigua and Barbuda November 22, 1983 Japan April 1, 1964
Argentina May 14, 1968 Kuwait April 5, 1963
Australia July 1, 1965 Luxembourg February 15, 1961
Austria August 1, 1962 Malaysia November 11, 1968
Bahamas December 5, 1973 Mexico November 12, 1946
Bahrain March 20, 1973 Netherlands February 15, 1961
Belgium February 15, 1961 New Zealand August 5, 1982
Belize June 14, 1983 Nicaragua July 20, 1964
Bolivia June 5, 1967 Norway May 11, 1967
Canada March 25, 1952 Oman June 19, 1974
Chile July 27,1977 Panama November 26, 1946
Costa Rica February 1, 1965 Papua New Guinea December 4, 1975
Denmark May 1, 1967 Peru February 15, 1961
Djibouti September 19, 1980 Qatar June 4, 1973
Dominica December 13, 1979 St. Christopher and Nevis December 3, 1984
Dominican Republic August 1, 1953 St. Lucia May 30, 1980
Ecuador August 31, 1970 St. Vincent August 24, 1981

£l Salvador November 6, 1946 Saudi Arabia March 22, 1961

Fiji August 4, 1972 Seychelles January 3, 1978
Finland September 25, 1979 Singapore November 9, 1968
France February 15, 1961 Solomon Islands July 24, 1979

Germany, Fed. Rep. of

February 15, 1961

South Africa

September 15, 1973

Guatemala January 27, 1947 Suriname June 29, 1978
Guyana December 27, 1966 Sweden February 15, 1961
Haiti December 22, 1953 United Arab Emirates February 13, 1961
Honduras July 1, 1950 United Kingdom February 15, 1961
lceland September 19, 1983 United States December 10, 1946
Ireland February 15, 1961 Uruguay May 2, 1980
Italy February 15, 1961 Vanuatu December 1, 1982
Jamaica February 22, 1963 Venezuela July 1, 1976
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APPENDIX [ (concluded). FUND ACTIVITIES IN 1984/85

Table 1.12,
Publications Issued, Financial Year Ended April 30, 1985

Reports and Other Documents

Annual Report of the Executive Board for the Financial Year Ended
April 30, 1984

(English, French, German, and Spanish). Free

Annual Report on Exchange Arrangements and Exchange Restrictions,
1984
One copy free; additional copies US$12.00 each

By-Laws, Rules and Regulations

Forty-First Issue (English, French, and Spanish). Free

Selected Decisions of the International Monetary Fund and Selected
Documents, Supplement to Tenth Issue Free

Summary Proceedings of the Thirty-Ninth Annual Meeting of the Board
of Governors Free

World Economic Outlook, April 1985: A Survey by the Staff of the
International Monetary Fund

US$12.00. US$8.00 to university libraries, faculty members, and
students.

Subscription Publications

Balance of Payments Statistics

Vol. 36. A two-part yearbook and 12 monthly booklets. US$38.00 a
year. US$19.00 to university libraries, faculty members, and
students. US$12.00 for yearbook only.

Direction of Trade Statistics

Monthly, with yearbook.

US$36.00 a year. US$18.00 to university libraries, faculty members,
and students. US$10.00 for yearbook only.

Government Finance Statistics Yearbook

Vol. VIIi, 1984. (Introduction and title of lines in English, French, and
Spanish). US$$20.00. US$10.00 to university libraries, faculty
members, and students.

International Financial Statistics

Monthly, with yearbook (English, French, and Spanish) and two
supplements (English). US$100.00 a year. US$50.00 to university
libraries, faculty members, and students. Yearbook, US$25.00.
Supplements separately, US$10.00 each.

Staff Papers
Four times a year. US$15.00 a year.
libraries, faculty members, and students.

US$7.50 to university

University libraries, faculty members, and students may obtain
the five publications listed above at a special rate of US$80.00 for
all five publications.

For users of Fund publications that have access to a computer,
tape subscriptions to Balance of Payments Statistics, Direction of
Trade Statistics, Government Finance Statistics Yearbook, and
International Financial Statistics are available at US$$1,500.00 a
year each for single users and US$7,000.00 a year for time-sharing
companies. This price includes the book version. The price to
universities is US$500.00 a year for each publication.

Occasional Papers

No. 27 World Economic Qutlook: A Survey by the Staff of the
International Monetary Fund

No. 28 Exchange Rate Volatility and World Trade: A Study by the
Research Department of the International Monetary Fund

No. 29 Issues in the Assessment of the Exchange Rates of Industrial
Countries: A Study by the Research Department of the International
Monetary Fund

No. 30 The Exchange Rate System—Lessons of the Past and Options
for the Future: A Study by the Research Department of the International
Monetary Fund

No. 31
1984
By Maxwell Watson, Peter Keller, and Donald Mathieson

International Capital Markets: Developments and Prospects,

No.32 World Economic Outlook, September 1984: Revised Projections
by the Staff of the International Monetary Fund

No. 33 Foreign Private Investment in Developing Countries: A Study
by the Research Department of the International Monetary Fund

No. 34 Adjustment Programs in Africa: The Recent Experience
By Justin B. Zulu and Saleh M. Nsouli

Occasional Paper No. 27, the World Economic Outlook, is
available for US$12.00, with a special price of US$7.50 for
university libraries, faculty members, and students. Occasional
Papers Nos. 28-34 are available for US$7.50 each, with a special
price of US$4.50 each for university libraries, faculty members,
and students.

Books

Analyse et programmation financiéres: Application a la Cote
d’lvoire
Cloth, US$20.00 Paper, US$12.50

Geldwertstabilitit und Wirtschaftswachstum
Edited by Hans Seidel. In German. DM 58.00

Legal and Institutional Aspects of the International Monetary System:
Selected Essays, Vol. Il
By Joseph Gold. US$40.00

Programacién financiera aplicada: El caso de Colombia
Cloth, US$20.00 Paper, US$12.50

Public Enterprise in Mixed Economies: Some Macroeconomic Aspects
By Robert H. Floyd, Clive S. Gray, and R.P. Short. US$12.00

Taxation, Inflation, and Interest Rates
Edited by Vito Tanzi. Cloth, US$20.00

Paper, US$15.00
Pamphlet Series

No. 37 The International Monetary Fund: Its Evolution, Organi-
zation, and Activities (fourth edition)
(English and French) Free

No. 40 SDRs, Currencies, and Gold: Sixth Survey of New legal

Developments
By Joseph Gold (French and Spanish). Free
No. 41 The General Arrangements to Borrow

By Michael Ainley (English).

No. 42 The International Monetary Fund: lts Financial Organi-
zation and Activities
By Anand G. Chandavarkar (English).

No. 43 The Technical Assistance and Training Services of the
International Monetary Fund
(English) Free

Free

Free

Other

Finance & Development
Issued jointly with World Bank; quarterly (English, Arabic, Chinese,
French, German, Portuguese, and Spanish). Free

IMF Survey

Twice monthly but only once in December (English, French, and
Spanish). Private firms and individuals are charged for delivery at an
annual rate of US$30.00.
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Appendix
II

Principal Policy Decisions of the
Executive Board

A. Policy on Enlarged Access to the Fund’s Resources: Charges on Holdings
Outstanding, Amendment of Rule 1-6(5)

Rule 1-6(5) shall be amended as indicated below:

(5) The rate of charge on holdings of a member’s currency acquired as a result
of the member’s purchases of borrowed currency under the policy on enlarged
access to the Fund’s resources (Executive Board Decision No. 6783-(81/40))! during
a six-month period ending June 30 or December 31 shall be equal to the total,
expressed as a percentage per annum, of:

(i) the net cost of borrowing by the Fund under that policy for the period,

calculated in accordance with (a), (b), and (c) below and

(ii) the imputed borrowing cost of the amount of the ordinary resources being
used to finance purchases of borrowed currency calculated in accordance
with (d) below,

plus 0.2 percent per annum.

(@) The net cost of borrowing for a six-month period ending June 30 or
December 31 shall consist of the actual gross cost of borrowing to finance
purchases under the policy assignable to the period less net income during
the period from the temporary employment of the borrowed funds.

(b) Actual gross costs of borrowing shall comprise:

(i) interest paid or accrued to lenders on the average daily amount of
balances borrowed; and

(ii) fees, commissions, and any other primary costs directly payable to
lenders or incurred in order to secure the borrowed funds, prorated for
six-month periods ending June 30 and December 31 in proportion to
the duration of the borrowing arrangements to which such costs relate,
or to the period covered by these costs.

(c) Net income from temporary employment of borrowed funds pending
disbursement shall be determined by taking into account:

(i) income received and income accrued from investments or other
operations to secure a rate of return;

(ii) operational expenses (paid and accrued) incurred directly by the Fund
in order to obtain this income, prorated over the period to maturity of
the investment; and

' Selected Decisions of the International Monetary Fund and Selected Documents, Tenth Issue
(Washington, 1983), pages 40—45.
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APPENDIX [l (continued). PRINCIPAL POLICY DECISIONS

(iif) any net gain or loss, calculated to the end of each six-month period
ending June 30 or December 31, resulting from exchange valuation
adjustments of currency balances and investments representing the
undisbursed proceeds of borrowing in terms of the SDR.

(d) (i) The imputed borrowing cost of the use of ordinary resources being
used to finance purchases of borrowed currency shall be the product
of the daily amount of such resources as determined in accordance
with (ii) below multiplied by the rate of interest for the weekly period
commencing each Monday calculated in accordance with the method
set forth in Rule T-1(b) and (c) for determining the rate of interest on
holdings of SDRs except that, in place of the rates or yields for the
preceding Friday on the instruments listed in Rule T-1(c), the yields for
the preceding Wednesday on the instruments specified under para-
graph 3(b) of Annex A to the letter referred to in Executive Board
Decision No. 6843-(81/75),2 adopted May 6, 1981, shall be used.

(i) The amount of ordinary resources being used to finance purchases of
borrowed currency is equal to the amount of the Fund’s holdings of
currency resulting from members’ purchases of borrowed currency
under the policy on enlarged access less the outstanding amount of
currency borrowed by the Fund to finance such purchases after
deducting the amounts of currency held in the Borrowed Resources
Suspense Accounts.

Decision No. 7710-(84/84)
May 30, 1984

B. Policy on Enlarged Access to the Fund’s Resources: Extension of Period, and
Access Limits for 1985

The Fund, having reviewed the decisions on the policy on enlarged access and
the limits on access to the Fund’s resources under that policy and under the special
facilities of the Fund (No. 6783-(81/40),> No. 7599-(84/3),% No. 7600-(84/3),° and
No. 7602-(84/3)),% decides that:

1. In paragraph a. of Decision No. 7599-(84/3),* ““1984" shall be replaced by
“1985.”

2. (a) The following sentence shall be added after the first sentence of para-
graph a. of Decision No. 7600-(84/3):% “’Access by members to the Fund’s
general resources under arrangements approved under Decision No. 6783-
(81/40)® during 1985 shall be subject to annual limits of 95 or 115 percent
of quota, three-year limits of 280 or 345 percent of quota, and cumulative
limits of 408 or 450 percent of quota net of scheduled repurchases,
depending on the seriousness of the member’s balance of payments need
and the strength of its adjustment effort.”

(b) In paragraph b. of Decision No. 7600-(84/3),° “1984" shall be replaced
by ““1985.”

Decision No. 7841-(84/165)
November 16, 1984

C. Misreporting and Noncomplying Purchases Under Fund Arrangements: Guide-
lines on Corrective Action

In a few cases, it has been found that a member has made a purchase under a
stand-by or extended arrangement which it was not entitled to make by the terms

2 Ibid., pages 188-89.

3 Ibid., pages 40-45.

4 Selected Decisions of the International Monetary Fund and Selected Documents, Supplement to
Tenth Issue (Washington, 1984), page 7.

5 Ibid., pages 7-8.

¢ lbid., pages 15-16 and 18.
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APPENDIX 1l (continued). PRINCIPAL POLICY DECISIONS

of the arrangement (a ‘‘noncomplying purchase’’). The purchase was permitted
because, on the basis of the information available to it at the time, the Fund was
satisfied that all performance criteria that were applicable to the purchase under
the arrangement, or other conditions applicable to purchases under the terms of
the decisions on the arrangement, had been observed, but this information later
proved to be incorrect. When such a case arises in the future, the member will be
called upon to take corrective action regarding a noncomplying purchase, to the
extent that it is still outstanding, either by repurchase or by the use of its currency
in transactions and operations of the Fund, unless the Fund decides that the
circumstances justify the member’s continued use of the purchased resources. Steps
should also be taken to improve the accuracy and completeness of the information
to be reported to the Fund by the member under the arrangement and to define
performance criteria and other applicable conditions in a manner that would
facilitate accurate reporting.

The Fund adopts the following guidelines, which shall apply to purchases made
after the date of this decision:

1. Whenever evidence comes to the attention of the Fund indicating that a
performance criterion or other condition applicable to an outstanding purchase
made within the previous two years under a stand-by or extended arrangement may
not have been observed, the Managing Director shall promptly inform the member
concerned.

2. If, after consultation with the member, the Managing Director finds that, in
fact, the criterion or condition was not observed, he shall promptly notify the
member of his finding. At the same time, he shall submit a report to the Executive
Board together with his recommendations, which may include a recommendation
that the member be called upon to take corrective action pursuant to paragraph 3
or that the nonobservance be waived pursuant to paragraph 4. The recommendations
of the Managing Director shall be submitted to the Executive Board on a lapse-of-
time basis giving Executive Directors a period of at least 10 days during which they
could ask that the matter be placed on the agenda of the Executive Board for
consideration.

3. Unless the decision of the Executive Board is to grant a waiver pursuant to
paragraph 4 or to take other action, the member shall be expected to repurchase
from the Fund the outstanding amount of its currency resulting from the noncom-
plying purchase normally within a period of 30 days from the date of the Executive
Board decision referred to in paragraph 2. Instead of repurchasing, the member
may request the Fund to use an equivalent amount of its holdings of the member’s
currency in the Fund’s transactions and operations, but if such use cannot be made
within 20 days from the date of the Executive Board decision the member shall be
expected to make a repurchase in accordance with this paragraph.

4. A waiver will normally be granted only if the deviation from the relevant
performance criterion or other condition was minor or temporary, or if subsequent
to the purchase the member had adopted additional policy measures appropriate
to achieve the objectives of the program supported by the arrangement under which
the purchase was made.

5. If a repurchase pursuant to the expectation under paragraph 3 has not been
effected, the Managing Director shall submit promptly a report to the Executive
Board accompanied by a proposal on how to deal with this matter, in which he
may recommend that the Fund initiate action under Article V, Section 5 of the
Articles.

6. Provision shall be made in Fund arrangements for the suspension of further
purchases under an arrangement whenever a member fails to meet a repurchase
expectation pursuant to these guidelines.

7. Nothing in these guidelines shall limit the power of the Fund to take, in cases
of noncomplying purchases, other action that could be taken pursuant to the Fund’s
Articles and Rules.

Decision No. 7842-(84/165)
November 16, 1984
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D. Extended Fund Facility and Guidelines on Conditionality: Review

The Executive Directors then took the following decision:

1. Pursuant to Decision No. 7558-(83/156),” adopted November 16, 1983, the
Fund has reviewed the programs supported by stand-by and extended arrangements,
as well as the appropriateness of the provisions of the extended Fund facility, and
of the guidelines on conditionality, and decides that the provisions of the extended
Fund facility and the guidelines on conditionality remain appropriate in the present
circumstances.

2. The Fund will again review the programs supported by stand-by and extended
arrangements, and the appropriateness of the provisions of the extended Fund
facility, and of the guidelines on conditionality, not later than December 31, 1985.

Decision No. 7857-(84/175)
December 5, 1984

E. Overdue Payments to the Fund: Member’s Right to Purchase Under Stand-By
and Extended Arrangements

1. The following paragraph shall be included, as paragraph 5, in the form of the
stand-by arrangement in Attachment A to Decision No. 6838-(81/70),2 April 29,
1981, as amended, with an appropriate reference to this paragraph to be included
in paragraph 1 and the subsequent paragraphs of the form to be renumbered
accordingly: ““(Member) will not make purchases under this stand-by arrangement
during any period of the arrangement in which the member has an overdue financial
obligation to the Fund or is failing to meet a repurchase expectation pursuant to
the Guidelines on Corrective Action® in respect of a noncomplying purchase.”

2. The following paragraph shall be included, as paragraph 5, in the form of the
extended arrangement in Attachment B to Decision No. 6838-(81/70),'° April 29,
1981, as amended, with an appropriate reference to this paragraph to be included
in paragraph 1 and the subsequent paragraphs of the form to be renumbered
accordingly: “(Member) will not make purchases under this extended arrangement
during any period in which the member has an overdue financial obligation to the
Fund or is failing to meet a repurchase expectation pursuant to the Guidelines on
Corrective Action® with respect to a noncomplying purchase.”’

3. Other stand-by or extended arrangements granted by the Fund after the date
of this decision shall include also the provision in 1 or 2 above.

4. The provision in 1 and 2 above shall be included also in an existing stand-by
or an extended arrangement when the Fund and the member reach understandings
regarding the circumstances in which further purchases may be made under the
arrangement.

5. Decision No. 7678-(84/62),"" April 20, 1984, shall cease to apply in respect
of a stand-by or an extended arrangement that includes the provision in 1 or 2
above.

Decision No. 7908-(85/26)
February 20, 1985

At the same meeting the Executive Board agreed that, if a member were failing
to meet a repurchase expectation pursuant to the Guidelines on Corrective Action?
with respect to a noncomplying purchase, the Fund would not negotiate or approve
either a stand-by or extended arrangement for the member or the use of the Fund’s
general resources outside an arrangement, as in the case of an overdue financial
obligation to the Fund.

7 Selected Decisions of the International Monetary Fund and Selected Documents, Supplement to
Tenth Issue (Washington, 1984), page 6.

8 Selected Decisions of the International Monetary Fund and Selected Documents, Tenth lssue
(Washington, 1983), pages 48-53.

? See item C, pages 111-12, above.

10 Selected Decisions of the International Monetary Fund and Selected Documents, Tenth lIssue
(Washington, 1983), pages 53-57.

"' See Annual Report, 1984, page 136.
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F. Overdue Payments to the Fund: Amendment of Rule G-4
Rule G-4 shall be amended to include the following provision as paragraph (e):

“Instructions for the transfer of currency for any purchase, other than a reserve
tranche purchase, shall be rescinded, to the extent that it is feasible, during the
period between the issuance of the instructions and the value date for the purchase
if, during that period, the member requesting the purchase has any overdue financial
obligation to the Fund or is failing to meet a repurchase expectation pursuant to
the Guidelines on Corrective Action'? with respect to a noncomplying purchase.”

Decision No. 7909-(85/26)
February 20, 1985

G. Relationship Between Performance Criteria and Phasing of Purchases Under
Fund Arrangements: Operational Guidelines

(1) As a general rule, every effort should be made to limit the lag between the
beginning of the annual program period and the date of discussion by the Executive
Board of supporting annual arrangement (or the annual segment of a multiyear
arrangement) to a minimum. This would facilitate the inclusion of quarterly
performance criteria throughout the program period and of purchases throughout
the period of the arrangement, thereby strengthening the link between Fund financing
and adjustment.

(2) Particular attention should be given to minimizing lags in reporting of data
relating to performance criteria without loss of reliability of data. It would be
reasonable for the Fund to expect that all members seeking the Fund’s support
should be able to limit reporting lags to two months. In very exceptional cases
where reporting lags exceed two months, the staff will explain the reasons for such
lags as well as the steps being taken to reduce them.

(3) Every effort should be made to limit the period between the approval of an
adjustment program by management and the date when the supporting arrangement
is discussed by the Executive Board to no more than three months. Should the
period be exceeded, the staff would confirm before the Board discussion of the
arrangement that the program as originally proposed remains generally appropriate.
In those exceptional cases where the delay indicates a significant slippage in the
implementation of the agreed program, the staff would renegotiate the program,
including the performance criteria and phasing of purchases.

(4) There would be no fewer than four purchases during a 12-month period of
the arrangement, five being the preferred course of action. The purchase dates
would also be distributed as evenly as possible throughout the arrangement. However,
problems have often been experienced in this regard because of a bunching of the
first two purchases under an arrangement and/or the last purchase occurring unduly
early before the end of the arrangement. In order to avoid such problems, as a
general rule, the date of the second purchase would not be earlier than two months
from the initial purchase on approval of the arrangement and the date of the last
purchase would not be earlier than two months before the end of the arrangement.
One possible exception would be the case where initial Executive Board approval
has been only in principle and final approval follows later by up to 30 days.

(5) The test dates for performance criteria would also be distributed as evenly as
possible through the period of the arrangement. Normally the date of the first
performance test would not be earlier than the date on which the arrangement
becomes effective, and the date of the last performance test would not be earlier
than three months from the end of the arrangement.

(6) Every effort should be made to include performance criteria initially for as
much of the 12-month period of the Fund arrangement as possible. However, it
may not be possible always to establish in advance one or more performance criteria

'2 See item C, pages 11112, above.
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for part of the period of the arrangement because of substantial uncertainties about
major economic trends and normal time lags between the completion of negotiations
on the arrangement and Board discussion of the arrangement. Taking into account
both sets of factors, as well as the actual experience in recent years, it would be
reasonable to expect that, as a normal rule, performance criteria would be included
initially which would govern purchases over a period of at least six months of the
arrangement. This would normally involve at least two sets of performance criteria.
Where this minimum period is not met, the staff report would include a full
explanation of the underlying reasons.

(7) As a general rule, indicative targets would be included at the outset for that
part of the 12-month arrangement for which performance criteria are yet to be
established. Provision will also be made for a review in order to replace these
indicative targets later with performance criteria. Indicative targets will also be
included for the last month of the arrangement period.

(8) In the case of segments within the framework of a multiyear arrangement,
normally performance criteria would be set up to the end of each underlying annual
program period. The purchase after the end of the underlying annual program
(which may be the last purchase under the preceding segment of the arrangement
or the first purchase under the subsequent segment) would be contingent both on
understandings being reached with the Fund on the next year’s underlying program
and on observance of performance criteria for the end of the preceding program
period or established in the context of the member’s new program, or on a waiver
being approved by the Board in the case of nonobservance of these performance
criteria.

Decision No. 7925-(85/38)
March 8, 1985

H. Accounting for Charges from Members with Overdue Obligations

The Executive Board decides that henceforth charges on the use of Fund resources
from members that are overdue in meeting financial obligations for six months or
more will not be included in accrued income unless a member, though overdue in
other obligations to the Fund, has remained current in settling charges as they fall
due. Charges that are not included in accrued income will instead be reported as
deferred income.

Decision No. 7930-(85/41)
March 13, 1985

I. Reporting by the Fund of Overdue Obligations

The Executive Board decides that overdue financial obligations to the Fund of
members having obligations overdue for six months or more will be reported in
aggregate by category of obligation but without identifying the members involved,
in the Fund’s Annual Report, quarterly Financial Statements of the General Department
and the SDR Department, yearbook issue of Balance of Payments Statistics, and
International Financial Statistics.

Declarations of ineligibility to use the Fund’s general resources will be reported
in the Fund’s Annual Report and will identify the members concerned, beginning
with the 1985 Annual Report.

Decision No. 7931-(85/41)
March 13, 1985
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). Developing Countries’ Indebtedness to Commercial Banks and Official Creditors,
and Export Credit Cover Policies

Chairman’s Concluding Remarks
at Executive Board Meeting

General Remarks

In their overall assessment of the present situation in indebted countries and of
policy objectives for the period ahead, Executive Directors agreed that encouraging
progress has been made in managing developing countries’ debt-servicing difficulties.
But they cautioned against complacency, noting that the debt problems in some
countries have not yet been solved.

The clear progress over the past two and a half years has been due to major
adjustments by debtor countries and to concerted action by debtors and creditors,
and it has undoubtedly been helped considerably by the strength of the economic
recovery, and particularly by the upturn in the U.S. economy. However, Directors
noted that the progress of individual countries in restoring a viable payments position
and real growth has been uneven. Directors stressed that balanced growth of the
world economy, open trading systems, appropriate adjustment policies by the debtor
countries, and continued collaboration between debtors and creditors are the keys
to solving external debt problems.

Appropriate adjustment policies in debtor countries are clearly needed to foster
what Directors called the normalization of debtor-creditor relationships, which in
turn would encourage the restoration of debtors’ creditworthiness, greater sponta-
neous bank lending, official credit flows, and official development assistance. In
this connection, several Directors underscored the serious nature of the many
problems facing sub-Saharan African countries. A number of Directors also stressed
that adjustment policies could pave the way for a return of flight capital and for an
increase in direct foreign investment and related non-debt-creating flows and
transfers of technology.

Several Directors, however, expressed their concern about the social and human
costs of the adjustment efforts in developing countries. In their view, the costs were
not stressed sufficiently in the staff papers. They thought that greater emphasis
should be placed on mobilizing additional financing, especially officiai development
assistance, in order to strengthen the growth potential of debtor countries, especially
low-income countries, which have very limited resources or access to bank credit.
Those Directors noted in particular the low level of bank lending to debtor countries
in the recent past and the additional debt-servicing burden due to high real
international interest rates, the present trends in the exchange markets, and the
effect of protectionism in a number of industrial countries.

Executive Directors generally observed that the progress in reducing debt-servicing
difficulties could be endangered by adverse developments in the world economy,
particularly developments in trade, interest rates, and exchange rates. Directors
stressed that appropriate policies in major industrial countries could greatly reduce
this danger. In this connection, a number of Directors, noting that policy responses
to adverse developments would of course have to be made by both industrial and
developing countries—in close collaboration with financial institutions—reiterated
the importance they attach to effective and evenhanded Fund surveillance.

Directors commented favorably on commercial banks’ readiness to enter into
multiyear restructuring arrangements (MYRASs) for certain countries that have made
significant progress in correcting the imbalances in their economies. They thought
that MYRAs could play a useful role in facilitating a return to more normal capital
market access by removing the ““hump’ in future amortization payments. The ability
of the countries concerned to forgo concerted lending would help to set the stage
for normalizing creditor-debtor relationships. A number of Directors urged official
creditors also to agree to muitiyear rescheduling.

Directors agreed that countries at an early stage in solving their payments problems
needed to maintain comprehensive and convincing adjustment efforts, supported
by Fund arrangements where appropriate. Financial flows, including debt relief and
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concerted lending, should be tailored to each country’s prospects and adjustment
effort. A number of Directors considered that smaller and medium-sized countries
making strong adjustment efforts must be given the same close and active attention
by creditor countries and institutions as countries having greater influence on
international economic and financial developments. Some Directors emphasized
the need to ensure that financial flows would be sufficient to finance not only
immediate balance of payments gaps, but also growth and development. In that
context, the roles of official development assistance and cofinancing through the
World Bank were stressed. Directors observed that banks and official creditors
might need to be flexible, perhaps within a longer-term framework, in dealing with
the problems of countries experiencing severe and protracted debt-servicing diffi-
culties, especially low-income countries, which generally have little or no access
to commercial lending and depend heavily on development assistance. Several
Directors emphasized that, as a monetary institution, the Fund should limit its role
in those low-income countries to that of a catalyst, providing advice on adjustment
that was perhaps as important, or more important, than financing.

Directors generally stressed the appropriateness of continuing the case-by-case
approach of tailoring the mix between adjustment and financing to a country’s
circumstances and prospects, and they considered that the Fund would continue
to have a major role to play in this field. In this regard, debt restructuring and
concerted lending, where necessary, would appear to be a pragmatic and appropriate
approach to securing additional financing, despite the sometimes admittedly arduous
process of assembling financing packages. Developing countries were strongly
encouraged actively to promote non-debt-creating capital inflows, particularly
direct investment.

While some Directors believed that the problem of external indebtedness required
a more integrated approach than the one suggested in the staff papers, | have not
discerned today a trend in favor of what some Directors have called generalized
debt relief.

Developing Countries’ External Indebtedness to Commercial Banks

A large number of Directors agreed that enhancing 