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~ SUMMARY |
‘Economic Prospects to Mid-1970

The expansion of activity has slowed down much less in the last six months than
expected. In particular, demand in the United States has been stronger and more
resistant to fiscal and credit action than envisaged, and although its pressure is now
weakening, the full impact of cost increases on prices has begun to appear. In
most other OECD countries—Germany and France are outstanding examples—the
strength of demand also proved unexpectedly high. In the United Kingdom, excep-
tionally, demand pressures have eased much as expected in last December’s issue
of the OECD Economic Outlook. In total, the rise in OECD output in the first
half of 1969 may have been nearly twice as fast as foreseen late last year—an annual
rate of perhaps 5 per cent instead of 2% per cent.

As a result, international trade has also continued to expand strongly. The
trend has been distorted by various-temporary factors—dock strikes in the United
States and the immediate aftermath of the German border tax measures. Allowing

Jor these factors, OECD exports and imports in the first half of 1969 appear to have
risen at an underlying annual rate of 13-14 per cent or sv, much the same rate as
between 1967 and 1968, and contrasting with only 5% per cent in the year before
that.

Persistent imbalances, both internal and external, have necessitated strong policy
action. The measures taken to secure a perivd of disinflation in the United States
and one of rather restricted growth of domestic demand in the United Kingdom,
together with the similar intentions of the French authorities, point to a slower
expansion of total demand and output in the year ahead. So do capacity limitations
in Germany. The growth of GNP for the OECD area as a whole may fall to some
3% per cent between the first halves of 1969 and 1970, with the growth of trade
Jollowing suit. The rise in the value of OECD imports may be, say, 9 per cent
between the first halves of 1969 and 1970.

Summary of underlying trends®
Percentage changes, annual rates seasonally adjusted

1967 1968 - 1969 1970
I 11 I
Real output (GDP or GNP)
United States 21 5 3 1% 23
Other OECD 4% 6% 7 53 5
TotAL 31 54 5 3 3
Prices (GNP deflator)
United States 3 33 4% 33 33
Other OECD 23 3% 33 31 k}
ToraL 3 33 4 3% 3%
OECD trade -
Imports 5% 124 133 94 8%
Exports 5% 12 13% 94 83

@) For various adjustments see footnotes to Tables 2 and 7.




THE PROBLEMS OF MAJOR COUNTRIES

Though many countries now face both .aternal inflation and external imbalance,
the nature of their problems varies. Ll : ‘

In the United States, policy is directed towards a slowing down of growth so as
to bring price inflation under control and improve the current balance of payments.
A stringent monetary policy is now being used to reinforce earlier fiscal mmeasures.
There seems likely to be a slowing down of expansion in the second half of this year,
followed perhaps by slight acceleration in the first half of 1970 to an annual rate of
growth of around 2 per cent; unemployment would thus show a gradual increase
from its present re!atively low level. But it is impossible to forecast turning points .
precisely: expansion could continue more buoyantly or there could be a more
abrupt adjustment if there were, for example, a shake-out of stocks, a large cut in
investment plans or a marked rise in the personal savings ratio. Since the United
States accounts for half the GNP of the OECD area, its development may have
important repercussions on other countries.

In the United Kingdom, the main objective of demand management is to make
room for the improvement of the balance of payments; demand restraint should
also help the cost[price situation. In France, the economy in recent months has
shown signs of over-heating. This, together with confidence factors, has been
reflected in exceptionally high imports since April. In its early statements the new
Government has stressed the need for a return of confidence: the first action has
been to tighten monetary policy to restrain the growth of demand.

In Iialy, expansion seems likely to be quite strong ; but the external current
account surplus may remain very high in relation to GNP—considerably higher
than in other surplus countries. The aim of diverting the use of resources to domes-
tic drvelopment seems unlikely to be fulfilled in the near future. Japan has recently
emerged into a surplus position: though 1969 is another year of fast growth,
Japan’s current external surplus is now as large as Italy’s. Germany is facing
exceptionally high demand pressures which are producing a faster rise of prices,
but the economy is now so competitive that a substantial current account surplus
seems likely to remain. Domestic and external considerations thus pull in different
directions. Demand management policies have been tightened somewhat in the

face of inflationary pressures, but domestic disinflation, if carried far, would en-
large the current external surplus ; and if it took the form of monetary restraints,
this could put a brake on capital outflows—even if interest rates in Germany remain-
ed lower than elsewhere—and thus further swell the overall external surplus.

PROSPECTS FOR PRICE MODERATION

The rise in the general price level in the OECD area as a whole was unusually
large last year. In the United States, the price rise was the largest in the last
decade, and in Europe increases were rather large in several countries. The policies
now being pursued could lead to a considerable easing from now on of the pressures
behind the unusually rapid price increases of the last eighteen months, at any rate in
some countries. (A review of price developments is on pages-14 t0 18). Inthe United
States, where both cost inflationandinflationary expectations have added to the strength
of investment and consumption, falling demand pressures could significantly reduce the
rate of price increase by mid-1970. In Europe, the change-over to TVA—already
completed in several countries but imminent in others—has meant exceptional
increases in consumer prices; in the United Kingdom, heavy reliance on indirect
taxation for demand management has had the same effect. Such shifts of taxation
may have unintended repercussions on wage demands and on cost pressures and



may, as in the Netherlands, lead to price increases greater than justified by the tax
changes. In several European countries, completion of the tax -changes and
lower demand pressures should lead to some easing of the course of prices. - But
this may not be general. In Belgium, the change-over to TV A is due at the beginning
of 1970. In France, the effects on prices of last year’s wage explosion and its after-
math may still be working themselves through . High demand pressures in Germany
are now causing some acceleration of the price rise and in Italy the exceptionally
low increases of the past year or two may not continuz. In both France and Italy
much may depend on the outcome of wage negotiations in the autumn.

PROBLEMS OF PAYMENTS DISEQUILIBRIUM

Imbalances in international payments, despite earlier hopes, are still large, and
are likely to remain so despite the improvement which seems probable over the next
twelve months. Some of the issues this raises are discussed on pages 28 to 32.

Balances on Current Account
$ billion, annual rates seasonally adjusted

1969 1 - 19701
United Kingdom -0.3 0.6
United States -0.5 1.0
Italy 3.1 2.0
Japan 2.6 2.5
Germany 1.5¢ 1.6
France? -0.8 - 0.0
Canada -0.8 -1.0

a) Say $2% billion, underlying, after removing distortions to trade at end-1968 caused by the introduction
of the border tax measures.
b) Transactions with non-franc countries.

Disinflation should improve the United States’ current external balance; the
deterioration of the trade balance should be halted and a surplus re-established.
But the swing could well be less than hoped earlier, and a full and early recovery
to the level of current account surplus prevailing in 1964-67 (an average of $ 3} bil-
lion) seems unlikely. If the improvement proves slow it may raise difficult questions
—for instance, a need to maintain, in the longer term, interest rates in the United
States which are high in relation to those elsewhere. Prospects for the United
Kingdom are subject to somewhat similar uncertainties. Progress towards surplus
since devaluation has been disappointingly slow. The current account may have
reached an approximate balance in the first half of this year (the authorities have
recently stated that published figures understate export earnings); nonetheless,
achievement of an external surplus of $ 720 million on current and long-term capital
account—the objective for the year to March 1970—would still be small, both in
relation to the earlier target of a rate of surplus of $ 1.2 billion, and to the volumz
of debt to be repaid.

lraly and Japan—the largest surplus countries—could have surpluses at annual
rates of $ 2 and $ 2% billion in the first half of 1970. Germany’s surplus could
be a little less—perhaps at rate of $ 1% billion—but since this would be at a time of
unusually high demand pressures, it would understate thz underlying strength of
the German position.

Italy’s surplus on current account has been between $ 14 and $ 24 billion a year
ever since 1965 ; despite the need for domestic development it does not seem likely



to be quickly reduced. The German surplus is, in part at least, a by-product of
the 1967 recession : German costs improved markedly relative to those of other
countries and the limited border tax measures announced last November may have
offset only some of this advantage. Letting inflationary pressures in Germany
take their course would hardly be a satisfactory way for it to be further reduced.
The Japanese surplus may be weakened by improvements in the United States
balances; but it seems likely to remain large—and Japan would gain from any move
towards better balance by other surplus countries.

Judgment of the present and prospective pattern of current balances needs to take
into account that, surpluses and deficits being inter-connected, action by one country
to change its position implies contrary effects on others. Disinflation in the United
States may have important effects for Japan. But it is equally true that if, for
example, Italy succeeded in reducing her surplus to small dimensions, it would tend
to increase those of Germany and Japan as well as benefiting, perhaps, the United
Kingdom and France. By the same token, reduction of the German surplus would
tend, among other effects, to increase that of Italy.

Despite the development of an unsatisfactory pattern of surpluses and deficits on
current account, levels of activity and of international trade have gone on rising
strongly. One important reason why this has been possible has been the rapid de-
velopment of new patterns of long-term capital flows, partly induced and partly
spontaneous. Another important factor has been collaboration between national auth-
orities to develop swap arrangements and other short-term assistance. [Experience
has shown that, for a time, an individual country may have open to it a rather wide
range of current account positions which are compatible with a manageable overall
position. But it becomes increasingly pressing for countries to achieve balance of
payments structures which can be regarded as appropriate on national and interna-
tional grounds.

7th July 1969.



GENERAL TRENDS IN OECD COUNTRIES

DEMAND MANAGEMENT

In the last six months activity—and trade—in the
OECD area: have continued to expand strongly,
despite earlier expectations of a slowdown. Some
features of the past year or so are described in the
first part of this section. Slower growth is likely in
the year ahead: growth of total output for the OECD
arca may be only 3% per cent or so, compared Wwith
an annual rate of 5 per cent in the first half of
this year. The reasons for this deceleration are
reviewed next. More detailed accounts of the seven
major countries, and of Finland, begin on page 60.

RETROSPECT

In the second half of last year output was expand-

ing strongly in nearly all OECD countries. The
United States economy was responding only slowly
to disinflationary policies and in Europe demand was
building up rapidly, with general reflation continuing
in Germany and a resurgence of demand in France
after the disturbances of the early summer. Demand
nas continued to rise strongly this year, with still
only slow deceleration in the United States and high

levels of demand nearly everywhere in Europe. Only
in the United Kingdom has pressure eased so far
this year as much as expected.

An important part of the strength of demand in
the second half of last year was the widespread
upsurge of industrial investment and this has con-
tinued to be an important factor this year. The
general upsurge of private fixed investment (exclud-
ing residential construction), at an annual rate of
increase of nearly 12 per cent, contributed nearly
1 per cent to the rate of growth of total domestic
demand in the second half of 1968 (see Chart A).
This rate is likely to have been maintained in the
first half of 1969: perhaps over a third of the increase
in total domestic demand in the seven major count-
ries so far this year can be ascribed to this one
component of demand.

A sharp rise in stockbmldmg was also important
in the second half of last year (the turnaround in
France after the fall in stocks in the early summer
was specially marked) but, in total, this has probably
not continued to be an expansionary factor this year.
Fixed investment and consumer demand are now the
main sources of rising demand for the area as a
whole.

1968 ) 1969
TaBLE 1. Q1 Q2 Q3 Q4 Average | Q1  April
OECD industrial production
1968-1969 United States 102.5 1039 1045 1059 1042 : 1076  108.7®
(1967 = 100) Canada 101.7 1045 1055 1086  105.1 1104 1106
France 1051 883 1083 1139 1039 | 1150 1175
Germany 1046 1108 1138 1192 1121 1219 1219
Italy 1041 1053 1066 109.5 1064 | 111.7 1148
United Kingdom 103.3 1038 1056 1068 1049 | 107.3  107.1
Japan 109.4 1151 1198 1252 1174 | 1265 1358
Total OECD 103.8 1046 107.5- 110.1 106.5 | 1.7 1134

a) WUnited States : May = 109.3.




CHART A

STOCKBUILDING, PRODUCTIVE INVESTMENT
AND DOMESTIC DEMAND

United Kingdom

Total seven countries

v oi§ 1

1887 1686 1688 1878

In the second half of last year the growth of OECD
industrial production spurted to an annual rate of
10 per cent, but this owed something to temporary
factors. A short pause followed early in 1969 but
rapid expansion was resumed in March and April.
In Japan, there was a brief interruption in the boom
in the first quarter, perhaps associated with stock
adjustments, but in April industrial production
showed a further sharp rise. In Germany, antici-
pation of the export tax, announced in November,
was partly responsible for the spurt in production at
the end of the year and for the pause early this year.
By March-April production again slightly exceeded
the December peak. In France, the level of indus-
trial output around the turn of the year—in January
1969 it was more than 12 per cent higher than a
year earlier—resulted partly from a sharp upsurge
of consumer demand at a time when stocks of
finished goods were still seriously depleted. At the
same time, export and investment demand were
strong. Given spare capacity and scope for increas-
ing productivity, industry was able to step up pro-
duction to match demand but by the spring capacity
utilisation was reaching a level only surpassed in the
1956 boom. In the United Kingdom, production
was rising sharply last year but levelled out in the
early months of this year, following tax increases in
November and reflecting also disappointing exports
in the early months of this year. In the United
States, however, production has risen continuously—
by May it was 3 per cent higher than it had been six
months earlier. Production has also risen rapidly
in Canada, with strong consumer and investment
demand.

PROSPECTS

The need for a period of disinflation in the United
States and for restricted growth of domestic demand
in the United Kingdom and France, and the measures
already taken to secure these objectives, point to
slower growth of demand and output in the year to
the middle of 1970. So do capacity limitations in
Germany.

Demand pressures have weakened a little in the
United States in recent months, but the full impact
of cost increases has begun to be felt on prices. An
important part of the persistent strength of demand
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—in addition to consumer spending—has been the
unexpected strength of business fixed investment.
The recent increase in it does not seem to be justified
by current levels of plant capacity utilisation and it
is difficult to say how far it may have been provoked
by expectations of higher investment costs or by
firms taking a longer-term view of demand prospects
and possible wage cost developments.

The authorities have responded to the continued
buoyancy of demand with an increasingly stringent
monetary policy. With the raising of the prime rate
to 8% per cent in June, interest rates generally
reached record levels. Proposals have also been
tabled for fiscal policy. They include the repeal of
the investment tax credit and the extension of the
surcharge on personal and corporate income taxes,
at an unchanged rate in the rest »f this year and at
reduced rates in the first half of next. These policies
seem likely to secure a further progressive slowdown
in the second half of this year. The annual rate of
growth between the second and fourth quarters of
this year might be around 2 per cent or possibly less,
the rate might be little more early next year. By

mid-1970 a significant margin of unutilised capa-
city would then have appeared; unemployment might
be 4} per cent and the rate of rise of the price level
distinctly less than at present. But the range of
uncertainty is clearly wide.

The slow response of the economy so far to
restrictive action raises the question of whether
demand might not continue to exceed forecasts with
little or no reduction in inflationary pressures, for
instance, because of a resilience of business invest-
ment, a substantial decline in the savings ratio (which
is still rather high by historical standards) or serious
slippage in the restraints on public expenditure.
Equally, there could be a more abrupt adjustment
than at present envisaged, with, for instance, invol-
untary stock accumulation followed by a sharp
reversal, a rise of the savings ratio and a larger
downward revision of investment plans in response
to unfulfilled sales expectations.

Such developments could result in a standstill—or
even some decline—in real GNP during one or two
quarters. In these circumstances, there would be a
faster rise in unemployment, with all its social costs,

Weight From From previous half-year®
TanLe 2 Country or group of countries in previous year
Changes in real Gross Domestic 1967 1967 1968 1969 {1968 1968 1969 1969 1970
Product and totai Domestic | S | S G { SR |
Demand :

Estimates and forecasts United States

Percentage at annual rates

Season_glly adjusted Canada

France

Germany

Italy

United Kingdom

Other Europe

GDP = Gross Domestic Product. Japan

GNP = Gross National Product.

GNP 510 24 50 3%| 58 50 3 1 2%
DD 27 54 3 66 50 3 1+ 24
GNP 3.7 31 47 5 59 66 43 4% 33
DD 20 34 5%| 37 66 5% 4 3%
GDP 715 45 42 8 {-37 211 4% 33 3%
DD 46 45 84|-38 228 5% 2% 2%
GNP 78 00 67 6} 54 102 5% 4% 3

DD -2.1 65 8 56 83 9% 4 4

GDP 45 65 54 74 43 61 73 7 7

DD 74 40 73 06 69 7 9 gk
GDP 6.9 1.8 31 13| 44 24 % 3 23
DD 30 24 1 21 14 % 2 23
GDP 109 38 45 54| 45 51 S5t 5% 5%
GNP 77 129 144 1211147 143 114 13% 9

DD 145 134 114125 137 9% 14 8}

DD = Total Domestic Demand (includ-
ing stock building).

a) Member countrics’ GDP for 1967

Torar OECD GNP =DD

100.0 35 57 5 60 61 5 3 3%

converted into dollars at current rates

of exchange. Of which:
b) The half-yearly figures for the total
OECD and ""f trhree ;ueb-tgtals have OECD excl. US.A.
been adjuste or t istortions
caused by fiscal measures in Germany OECD Europe
at the end of 1967 and 1968 and by the
French strikes. EEC

GDP 490 46 - 64 63| 65 71 7 53 5
GDP 376 32 49 53| 49 57 6% 4% 4
CDP 225 35 57 7 53 69 8% 4} 4




0 GENERAL TRENDS

CHART B
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but, given the policy weapons at the disposal of the  are clear. Developments into 1970 will depend on

authorities, the strong underlying demand for housing
and the backlog of social programmes, there would
seem little risk of a cumulative recession developing.

In the United Kingdom and in France the object-
ives of demand management policies-—to make room
for improvement of the external current account—

the determination with which appropriate policies
are pursued. In both countries, a restrictive fiscal
policy is being followed and both are relying heavily
on monetary policy to control demand. In both
countries domestic demand is potentially strong and
restraint is also needed because of the cost-price
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situation and its possible impact on wage develop-
ments and consumers’ attitudes. In 1968 each
country experienced unusual cost increases—the
consequences of devaluation in the United Kingdom
and of the Grenelle agreements in France. In addi-
tion, fiscal measures produced substantial increases
in consumers’ prices. It is important to prevent the
emergence of a price-wage spiral and to break infla-
tionary expectations which might result in a decrease
in savings. In France, in particular, improvement
of the external current account is likely to depend
heavily on the avoidance of new speculative press-
ures and inflationary price and wage developments.

There are, however, considerabie differences be-
tween the two countries. In the United Kingdom,
demand pressures eased significantly in the first
quarter of 1969 under the combined impact of a fall
in personal consumption—following tax increases
last November—and a pause in the growth of both
exports and private investment. The check to the
growth of output is not likely to be prolonged.
Export prospects seem quite good, and fixed invest-
ment is expected to rise—though the latest survey
of business intentions suggests it will not be as
powerful as expected earlier (perhaps lessening the
short-run risk of overloading in the engineering
industries)—and the trend of consumer demand is
upward, though restrained by fiscal and monetary
policies. During the coming year output could rise
by a little under three per cent, with a smaller increase
in domestic demand and a shift of resources to the
balance of payments. But even if the authorities’
present aim for the balance of payments were achiev-
ed, this would still fall short of the rate of surplus
needed, given the volume of debt outstanding.

In France the savings ratio appears to have fallen
further in the early months of 1969. Private invest-
ment and exports are buoyant and demand pressures
have risen—as evidenced by the highest ratio of
vacancies to unemployment since 1964 and extremely
strong demand for imports. Though there has been
a temporary lull in nation-wide negotiated wage
increases, actual earnings have continued to rise
rapidly in response to the tensions on the labour
market. Prospects are hara to appraise, given present
uncertainties (the new Government’s economic policy
was known only in broad terms at the time of
writing). The need to restore confidence implies
restrictive demand management policies. On this
basis, output might be rising at a rate of, say, 3-4

y
Thousands, seasonally adjusted

1966 1967 1968 1969
I I 11 I n Aprile

1. Labour force (2 + 3)

Germans 25960 | 25805 25660 | 25 630 25 650 | 25 700
Foreigners 1240| 1070 960 970 1075| 1300

TOTAL 27200 | 26 875 26 620 | 26 600 26 725 | 27 000

2. Employed
Independent 5150 5130 5095| 5020 5005| 4960
Salaried 21920121255 21005] 21215 21 440 21890
TOTAL 27070 | 26 385 26 100 | 26 235 26 445 | 26 850

3. Registered unem-

ployed * 130 430 520 365 280 150

4, *“ Labour reserve” — 335 345 220 2315 150

TOTAL EMPLOYABLE
RESERVE (3 + 4) 130 825 8€5 585 515 300

a) Secretariat sstimates.

per cent during the coming year, with some easing of
demand pressures. Private investment and exports
could be the main expansionary factors, with consu-
mer demand rising perhaps in line with output. Some
relief of pressure could come from stockbuilding: it
has recently been at a high rate and could become
more moderate.

The German economy -had entered 1968 with a
fairly sizeable margin of unused resources. Un-
employment was 2 per cent, of which about half
constituted hard-core unemployment, and there was
a * labour reserve ”? of slightly more than one per
cent (see Table 3). In addition, the fall in the
number of foreign workers from the 1966 peak was
equivalent to somewhat more than one per cent of
the labour force. GNP rose by nearly 8 per cent
during 1968, a faster recovery than had seemed
likely, so that by the spring of this year the gap was
almost absorbed. Unemployment fell below one per
cent, all the foreign labour lost earlier returned to
Germany, and perhaps one half of the domestic
“ labour reserve ” was re-employed. Current re-
quests for more foreign workers are very high and

1. The « labour reserve » consists of wage earners who
withdrew from the labour force during 1967 recession without
registering as unemployed and who can be considered to be
prepared to re-enter the labour force under favourable condi-
tions. The exact size of this reserve is difficult to estimate.
The figures shown in Table 3 for 1967 have been calculated by
the Institut fiir Arbeitsmarkt- und Berufsforschung (see also
Economic Outlook, No. 4, page 13). The more recent figures
are Secretariat estimates.
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some further increase in their numbers is likely; but
neither this, nor the fractional rise in the domestic
labour force expected from now onwards, can pro-
vide more than marginal alleviation of the labour
bottleneck. Vacancies number nearly 800,000, an
all-time record.

From now on, the growth of real output is bound
to start slowing down, perhaps rather sharply, to the
rate of increase of productive capacity (say 4 per
cent a year). But nominal domestic demand seems
likely to go on rising at a rate of 8 per cent or more,
with very buoyant private demand both for invest-
ment and consumption. In these circumstances,
imports will probably continue to rise fast and
lengthening delivery dates may in time begin to
check the growth of exports. Pressure on domestic
prices is likely to increase. Despite the high press-
ure on .resources, the external surplus (on goods and
services) in the first half of 1970 could still be
equivalent to about 2 per cent of GNP, well above
the objective set for 1973 of a surplus equivalent to
14 per cent of GNP at much lower demand press-
ures. In roughly similar cyclical circumstances in
the first half of 1965, the external surplus was vir-
tually nil. These prospects point to a dilemma for
economic policy; the domestic situation calls for
measures of restraint, but fiscal or monetary measures
would delay the adjustment of the external balance.

Problems of demand management seem less in
the other major countries. In Jtaly the recovery of
domestic demand continues, supported by good
export markets in Germany and France as well as
in most other European countries. The measures
already taken or under discussion, especially pension
and pay increases, are likely to help ensure a fairly
fast growth of consumption. The recovery of pri-
vate productive investment would be encouraged not
only by higher demand but also by better confid-
ence; government action aimed at improving the
availability of long-term capital, partly by restraints
on the capital outflow, could prove important in this
connection. Even on conservative assumptions about
private productive investment, total domestic demand
may increase by about 9 per cent between the first
halves of 1969 and 1970, 2 per cent more than be-
tween the first halves of 1968 and 1969. This

should reduce Italy’s very large surplus on current
account. But in the first half of 1970 this may still

be running at an annual rate of around $2 billion.

Because of the impetus already received, the
expansion of domestic demand in Canada is likely
to decelerate less markedly than in the United States.
The growth of output may be around 4 per cent or
so during the coming year. with some rise in un-
employment, but improvement in the cost/price
situation may be slow in coming.

The signs of weakening of the Japanese boom
early in 1969 have not been confirmed by later
indicators. Fairly rapid expansion—a growth rate
of 10 per cent or more—seems likely to continue.
though the pace may decelerate a little since export
prospects are weaker (the United States market—on
present expectations—will be increasing only slow-
ly) and the private investment boom may slow down.
The external position is very strong, a contrast from
previous boom periods which have been cut short
by balance of payments’ difficulties.

The following table summarises the conjunctural
position of nine smaller OECD countries where
there has recently been a significant acceleration in
demestic demand following a sharp rise in exports.
This has, in some countries, been superimposed upon
the full impact of earlier reflationary measures.

In the Netherlands, the boom in the second half
of 1968 reflected a rapid increase of both fixed
investment and exports, together with a bunching of
purchases in anticipation of the change-over to TVA.
The growth of activity paused in the early months
of 1969 following the introduction of the TVA, but
pressure of demand remained uncomfortably high,
and output is likely to rise less this year than in

Conjunctural Indicaters for certain OECD

countries
Timing Slack at Outlook Present
of upturn mid-1969 1969 (c) policies
(a) (b) PC Inv. (d)
Austria Q1-1968 + + + —_
Switzerland Q3-1968 [ 0 0 [}
Spain Q3-1968 + + 0 — +
Netherlands Q3-1968 4] — 0 —
Belgium Q4-1968 + + + —_
Sweden Q4-1968 [} 0 + —
Finland Q4-1968 + + + + +
Denmark Q4-1968 + + + —
Norway Q1-1969 0 0 + 0

a) The quarter when domestic demand started accelerating significantly.

5) Rough estimate of the short-fall between actual and potential GNP :
0 negligible ; + small ; + + significant. °

¢) Outlook through 1969 for private consumption (PC) and productive

investment (Inv.) : — below ; 0 equal to ; + above long-term rate of
growth.
d) Present policies : — contractionary ; 0 neutral ; + expansionary.
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either of the last two years. In Belgium expansion
started somewhat later from a lower level of capacity
utilisation and appears to be somewhat less vigorous.
However, the risk of price tensions when TVA is
introduced at the beginning of next year suggests
caution in demand management. In Switzerland,
the revival of domestic demand in the course of
1968 followed the resumption of export growth.
Sustained expansion does not, so far, appear to have
produced any serious demand pressures, though price
increases have accelerated slightly. Unless the
export boom persists, the development of total
demand is unlikely to exceed capacity in the months
ahead. In Austria the upturn started before mid-
1968, but followed a very gradual path with some
weakening in the fourth quarter and renewed growth
in recent months. Unemployment has remained
relatively high. Given the slightly restrictive posture
of the 1969 budget, the upswing, particularly in
business investment and private consumption, is
unlikely to lead to excessive demand pressures.

In Sweden, the turnaround occurred only towards
the end of 1968; current prospects seem to be quite
buoyant, particularly for productive investment. The
labour market has reacted rapidly and by April
vacancies were above their 1965 peak. On the other
hand, unused capacity still exists in some industries
and the change to the TVA (at the same rates as the
general purchase tax) was carried out without serious
disturbances. On balance, some restraint in the
growth of domestic demand may be called for, parti-
cularly if the export boom continues. In Norway,
the acceleration of domestic demand occurred only
in early 1969. By April, productive capacity was
almost fully utilised and slack in the labour market
‘had practically disappeared. But the upswing of
domestic investment (excluding ships) is not expect-
ed to be very strong. The introduction of TVA in

January 1970 may lead to anticipatory purchases in
the autumn, but this is not expected to necessitate
a change from present demand management policy.
After a very moderate rise during 1968, domestic
demand in Denmark accelerated strongly in the first
months of 1969, stimulated by a continued growth of
exports, easy credit and large wage increases. The
margin of unused capacity and unemployment dimin-
ished rapidly. Large speculative outflows of funds,
and a prospect of over-heating towards the end of
the year, led the Government to adopt restrictive
measures in May. In Finland, there was a strong
increase of exports and a marked strengthening of
the current balance after devaluation, but for the
third consecutive year there was a rise of only 2 per
cent in GNP last year. By the end of the year un-
employment amounted to 4 per cent of the labour
force. There was a sharp upturn in the beginning
of this year. Spare capacity is expected to be taken
up and some demand management problems may
arise by 1970. Much will depend on the current
negotiations concerning incomes policy. (A special
article on Finland is on pp. 103-113.) In Spain, the
foreign balance ceased to provide a stimulus last
autumn, and slack in the economy has been reduced
only slowly. Prices have remained fairly stable. So
far the recovery in productive investment has been
hesitant but, with a rapid expansion of private ‘and
public consumption, some signs of over-heating could
appear later this year.

In general, the momentum in the smaller indus-
trial countries seems to be such that, even if they
experience a weakening of external demand, rapid
expansion should continue for some time. If high
demand pressures were to persist in several of the
larger European countries, severe strains on capacity
could develop in some of the smaller countries.
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RISING

The rise in the general price level in OECD
countries accelerated last year. The implied GNP
deflator—the broadest measure of prices-—seems to
have risen by 34-33 per cent, the largest rise for a
decade. The year-to-year rise in 1969 may be even
larger, perhaps above 4 per cent, even if in some
countries (most importantly in the United States
since it accounts for half total OECD output) up-
ward pressures ease off gradually during the year.

Much of the change in price performance in recent
years has been in the United States. In 1961-63
the rate of increase in the implied GNP deflator in
the United States had fallen to little over one per
cent a year. Since then it has accelerated sharply,
exceeding 3 per cent in 1967 and reaching nearly 4
per cent last year. The preliminary estimate for the
first two quarters of this year is a rise at an annual
rate of 43 per cent.

Over the last ten years or so, average rates ol
increase in Europe have been distinctly higher than
in the United States—perhaps 33 per cent for the
countries combined. During 1967 falling demand
pressures in Germany, Italy and France were accom-
panied by easing pressure on prices. Other countries,
too, had below-average increases for various reasons
and in total the year saw a rather small rise in
European prices. Despite the United States accel-
eration, the rate of price rise for OECD as a whole
dipped a little. The picture changed in 1968—for
several reasons, including widespread changes in tax

PRICES

structures and in rates of indirect taxation, and the
wage crisis in France. It was the larger increase in
Europe, coinciding with the continued acceleration
in the United States, which made the increase for
OECD countries as a whole so large.

CONSUMER PRICES

Consumer prices normally show much the same
general development as the GNP deflator at market
prices, tending to rise slower and to fluctuate more
than the aggregate measure. A particular feature
of the last year or two has been an even faster rise
in consumer prices than in prices generally. Nearly
all OECD countries publish a monthly base-weighted
consumer price index. This may move differently
from the implied consumption deflator for an indi-
vidual country, but a combined index for OECD
countries generally shows a fairly close fit so the
monthly indicator can be used to fill- out the story.
The combined index was rising about 3 per cent a
year during 1967. It has accelerated fairly steadily
since then and rose over 2% per cent between the
fourth quarter of 1968 and the second quarter of this
year. (See Chart C.)

Part at least of the explanation lies in the change-
over to TVA in many European countries, and, in
the United Kingdom, in heavy reliance on indirect
taxes for demand management. The changeover to

1958-68
TaBLE. 4. Average Smallest Largest 1967 1968 1969
1958-68 annual annual forecast

Price changes in 1969 against (10 years) rise rise
longer-run trends T '_' - - T
Price deflators of GNP at market United States 2.0 1.1 3.84 3.1 38 43
prices Canada 2.6 0.7 4.6 3.6 3.6 33
Annual percentage changes United Kingdom 2.8 1.0 4.7 2.7 3.3

Germany 2.8 0.9 4.3 0.9 2.1 3

Italy 3.6 -0.5 8.7 2.7 1.5 2%

France 3.9 2.1 6.1 3.0 5.0 6
@ 1968, Netherlands 42 1.7 7.5 4.1 4.0 6%
5 1967, Japan 4.3 2.5 6.0 4.5 4.1 4%
c) 1959, Total OECD 2.7 2.0¢ 3.6% 3.1 3.6 4%
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TVA has meant a shift in the incidence of taxation
towards consumer goods while in the United King-
dom indirect taxes bear much more on consumer
purchases than other sectors of demand. In France
the extension of TVA to services and distribution at
the beginning of 1968 added a good 1 per cent to
the level of consumer prices, and in Germany the
changeover to TVA accounted for more than half of
the 2 per cent rise in consumer prices last year. At
the same time the competitive position of exports
improved. In these cases fears of exaggerated price
increases by producers and traders did not mate-
rialise mainly because demand pressures were rather
weak in both countries. i

Events were aifferent after the introduction of
TVA in the Netherlands at the beginning of 1969
and the increase in rates in France. According to
official calculations, the mechanical effect of the tax
reform on corsumer prices in the Netherlands was
only 1.3 per cent. Nevertheless, the cost-of-living
index jumped by 3% per cent in January 1969 and
went on rising until April, indicating a considerable
widening of profit margins. The Dutch authorities
have now reacted by imposing price controls. In
France, the effect of the increase in the rates on
prices was contained between December and Febru-
ary, but instead of decelerating, the rise in prices
continued at a high rate at least until May. In
both countries the pressure of demand and the
related psychological atmosphere probably explain
the unexpectedly sharp rise in prices. In Sweden,
by contrast, where demand pressures were not very
high, the acceleration in the rise in the cost-of-living
index at the beginning of 1969 exceeded only slightly
the calculated mechanical effect of the tax changes
(0.3 per cent). Given the experience of other
countries, the Belgian authorities have decided to
adopt lower rates than originally planned. Even so,
official calculations suggest a mechanical effect on
prices which on rather pessimistic assumptions could
approach 3 per cent.

EXPORT PRICES

For OECD countries as a whole, “ export prices ”
have risen far less than the general internal price
level. Between 1958 and 1968 the implied GNP
deflator for all OECD countries combined rose by
about 30 per cent while a combined index of export

CHANGES IN O.E.C.D. CONSUMER PRICES
ssasonsily adjusted

CHART C
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unit values (in current US dollars) rose only 6 per
cent for total exports and 9 per ceat for exports of
manufactures.* One reason is that devaluations
have been more important than revaluations over
this period. But there has been a wide-spread ten-
dency for export prices, measured in naticnal cur-
rencies, 10 risc less than domestic prices in general.
This has been most marked for Japan and Rtaly,
where export unit value indices have actually fallen
over the period despite an above-average rise in
their GNP deflators. At the other end of the range.
for US.. UK. and Germany, export prices have
risen by not much less than the deflator. Investig-
ation is hampered by weaknesses of the data (true
measures of export prices or export quotations are
rare} and differences between countries both in
methods of compilation and in the commodity
structure of trade. Even so, some conclusions can
be suggested.

1. The aggregate index refers to the unit value of manufac-
tures exported by the seven major countries, Belgium-Luxem-
bourg, Netherlands, Sweden and Switzerland. In 1967 these
eleven countrics accounted for about 95 per cent of total OECD
exports of manufactures. Source : United Nations, Monthly
Bulletin of Staristies and Secretariat estimates.

2. The United States unit value index for exports of manu-
factures alone rose by 2.7 per cent last year.

(GNP (erGOP:at memet prcws, e —1 1
s ter CECO ano OECD Euwrape
sre 2 1963 sxchangs ates.

| ! i | i | } { i i
‘59 0 61 B2 B3 M4 85 66 67 88 '8

The large rise last year in domestic prices in
OECD countries would, in the ordinary way, have
led to a rise in combined export prices. The main
reasons why the index fell between 1967 and 1968
szem to be the devaluation of sterling and some other
currencies late in 1967 (which had some effect on
international commodity prices in dollar terms, as
well as reducing the dollar export prices of the
devaluing countries) and the changeover to TVA in
Germany at the beginning of 1968 (which meant
complete exemption of exports from tax instead of
the partial exemption under the old tax system).
Export prices for the United Kingdom, for instance,
measured in dollars, fell about 6 per cent between
the two vears, and export prices for other countries
which devalued also fell. German export prices
fell by over one per cent. The indices for some
smaller countries also fell. In total, they were suf-
ficient more than to outweigh the rise of one per
cent in the index for the United States.”

The prospects for home prices this year—discuss-
¢d below—suggest a fairly steep rise in export prices
for OECD countries combined. In addition, UK.
export prices will show a fairly big rise between the-
two years since most exports early in 1968 were
shipped at pre-devaluation prices (which meant
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TABLE 5. oo | p i {E L’E%i:'? DW %:Eé;{ .
Prices and labour costs in 1958 1965 | 1958 1965 | 1958 1965 | 1958 1965 1958 1965
sclected European countries to to to to ' to to % to to to to
and Japan 1968 1968 | 1968 1968 | 1968 1968 | 1968 1968 | 1968 1968
Annual percentage changes T ! T o
United Kingdom 28 34 30 37 29 3223 31 LI -03

Germany 28 22 23 21 33 20, 26 08 12 02

Italy 36 22 33 2349 22 37 15 -1.0 -13

France 39 36 |39 33 51 46 43 41 06 LI

Netherlands 41 45 | 34 43153 45 30 10 05 -06

@ InUS.s. Japan 43 44 49 48 | 48 35 L1 -12:-06 08

] H H

exceptionally low prices in dollar terms at the new
exchange rate). The German border tax measures
of November 1968 have been reflected in the rise of
23-3 per cent in the German base-weighted price
index for total exports in the first quarter (though
the average value index rose much less). U.S.
export prices also seem likely to rise since the evid-
ence of the past is that U.S. export prices of manu-
factures have kept broadly in line with changes in
" home costs, while commodity prices are likely to be
fairly strong. Altogether, a rise of two or even
three points in the combined OECD export price
index is possible.

NATIONAL DEVELOPMENTS '

In the United States the acceleration of prices has
clearly been associated with the chift in the economy
from slack growth to full employment. The change
in the profile for labour costs is rather steeper than
that for the price level.

By contrast to the United States, increases in unit
labour costs in recent years have been below the
longer-term average in quite a number of European
countries. This has been basically a cyclical develop-
ment. The relationship between labour costs and
output prices has also been affected in some count-

1. Throughout this section data are based as far as possible
on country sunmissions to OECD. Other sources used are
OECD Main Economic Indicators, United Nations Monthly
Bulletin of Statistics and national statistics, especially for 1968.
Unit labour costs in industry include construction. The diver-
sity of sources, especially for unit labour costs in industry
limits the extent to which inter-country comparisons can be
made.

ries by tax changes. No short period offers a good
comparative base for all countries, so the decade
average is used in the table as the benchmark. It
will be noticed how similar the cost rankings for the
decade average are to that for the GNP deflator.

In Germany, unit labour costs in industry fell
during the recession. There was a sharp dip in both
employment and hours in 1967. On an annual com-
parison, labour costs fell further in 1968 but the
trend is likely to be upwards this year. A consider-
able acccleration of the GNP deflator is possible.
In France, labour cost increases were rather small in
both 1966 and 1967. but the wage increases last
summer led to a rise of about 7 per cent last year in
labour costs per unit of real GNP, the largest annual
rise since 1963. By January this year hourly wage
rates in manufacturing industry were 16 per cent

TABLE 6.

Prices and labour costs in North America
Annual percentage changes

United

States Canada

1960 1965 1960 1965

to to i to to

1963 1968 1963 1968

GNP deflator 1.2 32 13 39

Consumer price index 1N 3.3 1.3 38

Labour costs per unit cf real GNP 0.9 45 0S5 53

Unit labour costs in industry 0 39 -16 4.0
Export unit value of manufactures

in US. § 0 -2.8 30

2.8
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higher than a year earlier while production in the
first quarter was 9-10 per cent higher. Abolition of
the payroll tax late last year goes some way to offset
the rise in wage costs. But consumer prices by
May were over 6 per cent higher than a year carlier,
partly because of higher TVA rates, and a fairly
large year to year rise in domestic prices seems in-
evitable. In the United Kingdom higher indirect
taxattion is adding to the domestic price rise
this vear. In ltaly, the upswing in activity may lead
to rather bigger wage increases but the price level
may well show another below average rise this year.

In Japan, as in Europe. labour costs have recently
risen less than on average in the past. They have
also fluctuated much less during the last three years
than they did earlier when the growth of output
changed pace muchk more sharply. A feature of the
figures is the much more marked contrast between
the industrial sector and the whole economy than is
shown by the figures for other countries. The
ncarest parallel in Europe is [ltaly, and also the
Netherlands. Comparative analysis cannot be press-
ed too far because of the limitations of the statistics.
but the figures secem to demonstrate the importance
of structural shifts from low wage/low productivity
sectors to high wage/high productivity sectors,
accompanied by rapidly rising incomes throughout
the economy.

PRICE PROSPECTS

The outlook for 1969 as a whole is thus for an
even larger rise in the general price level in the OECD
area than there was last year but in some countries
there could be a considerable easing from now on of
the varied pressures that have been causing specially
large increases. In the United States, the implied
deflator in the first quarter was already so high that
a year-to-year rise larger than in 1968 seems almost
certain, even if the rate decelerates from now on:
but by mid-1970 the rate of increase could be much
less if pressures in the economy have subsided as now
intended. In the United Kingdom and France
recent developments, including tax increases, also
suggest rather large year-to-year increases. But
from now on the rate of increase in both countries
is likely to be less provided wage increases are not
excessive. In the Netherlands, the change-over to
TVA at the beginning of the year led to a price
explosion. which policy is now directed to combat-
ting. Some countries, however, face the probability
of accelerating increases. In Germany high demand
pressures are causing prices to rise faster, and in
Ttaly the exceptionally low increases of the last year
or two may well not continue. In Belgium, the
change-over to TVA is duc at the beginning of next
ycar and this may mean an exceptional price increase.

TRADE AND CURRENT PAYMENTS

Trade of OECD countries has been growing very
rapidly since late in 1967, in response to the accele-
ration of demand and output. OECD imports rose
by nearly 13 per cent last year (Table 7), adjusted for
the main special factors, and a strong underlying risc
has probably persisted this year, though masked by
temporary disturbances!. For 1969 as a whole,
OECD imports could rise by about 12-13 per cent
but this party reflects the high level already reached
at the beginning of the vear. A slowing down now
seems likely and the increase between the first halves
of 1969 and 1970 might be only about 9 per cent. A
slower growth of United States imports as the econo-
my cools off seems unlikely to be offset fully elsewhere.

The fast acceleration of United States demand last
year worsened the trade balance of North America
relative to other OECD countries. This year the
pattern should begin to move the other way, but large
imbalances seem likely still in 1970. Speculative
elements seem to have been affecting trade in recent

1. In this section the following special factors have been
allowed for :

1968 Effects of 1967 U.K. dock strike, anticipation of U.S.
1969 dock strike, acceleration of German exports prior
to border tax change, and postponement of German
imports.

1969 U.S. dock strike and counterpart of German trade
displacements.

e
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1968 From previous yc:ar3

From previous half-year
s 1967 1968 196_9 1968 1968 1969 1969 1970

billion® I I 1 1

TaBLE 7.
Foreign trade of the OECD
area ¢
Values, per cent changes, TOTAL®
seasonally adjusted annual rates 1 ¢
Estimates and forecasts mports
Exports
INTRA-CECD
Exports
ExTRA-OECD
a) Adjusted for statistical discrepancy in
the recording of intra-OECD trade, for Imports
the effects of the U.K. dock strike and
of the French strikes,and for the esti- 'EXPOHS

mated shift between 1968 and 1969 of

164.4 54 127 124 138 145 134 9% 8§
158.7 5.7 122 124 [ 149 158 13% 9% 831

111.0 61 13.7 14 169 156 15% 103 9%

48.6 36 104 9 8.6 13.0 81 6 S
45.7 5.1 87 94 141 138 9% 7% S

U.S. imports and exports affected by
the dock strike and German imports
and exports affceted by speculation
and the export tax.

b) Recorded figures.

Memorandum Item:
Recorded figures?

¢} Including trade with unspecified ori- TOTALS
gins/destinations.

d) Adjusied for statistical discrepancy in Imports
the recording of intra-OECD trade,
as in footnote (a). Exports

months — whether in fear of parity changes or of admi-
nistrative restrictions. Such speculation, if it persis-
ted, would tend to shift trade in favour of the exports
of surplus countries; no allowance for its continuance
has been made in the detailed projections that foilow.

The large rise in OECD imports from non-OECD
countries last year was followed by a rise in OECD
exports to them with less time-lag than has been
typical in the past. The timing of future changes is
uncertain because some non-OECD countries are
probably less immediately dependent in the short run
on export earnings than they used to be. Primary
producers’ reserves rose by some $§ 2 billion between
end-1963 and end-1967, and by a further $ 2 billion
in 1968. Some slowdown is nonetheless expected
for OECD exports to non-CECD countries, should
imports from them begin to decelerate. The pro-
bability is that the rise in total OECD exports between
1968 and 1969 will be about as fast as the rise in total
OECD imports and that both will be rising more
slowly from now on.

Trade developments and prospects are analysed in
some detail in the following paragraphs. The section
ends with a discussion of prospects for current
balances. Revent developments in capital flows (no
forecasts are attempted) are described in a separate
section.

s4 130 12 : 126 186 104 10} 8}
56 129 12 147 195 9% 10}y 8%

DEVELOPMENTS IN 1968

The very large rise in imports by the United States
last year and also the full scale of the rise in United
Kingdom imports despite devaluation, have not yet
been fully explained. In addition to exceptionally
high imports, the United States export performance
was worse than usual. Adjusted for special factors,
United States exports grew about 9 per cent in value
compared with a growth of export markets of over
11 per cent, a larger than average difference. In
consequence the trade surplus fell from nearly § 3.9
billion in 1967 to $0.6 billion in 1968 (Table 8).
The United Kingdom trade balance also worsened,
though only a little. The high volume of imports
and the adverse change in the terms of trade following
devaluation were not quite offset by the growth in
volume of exports. But for the United Kingdom,
export performance was better than usual. with a
growth of exports (adjusted for the effects of strikes
and alsc for price effects of devaluation) greater than
the growth of export markets instead of the shortfall
that had been usual before devaluation.

The rapid rise in United States imports, which
accounted for much of the deterioration in her trade
accounts, had widely spread repercussions on the
trade of other countries. The Canadian surplus
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almost doubled. The Japanese surplus more than
doubled, but a further factor here was the rather
slow growth of Japanese imports, relative to the
growth of the economy. For Germany, the rise of
38 per cent in exports to the United States in 1968,
accounting for a quarter of the total rise in German
exports, was one of the reasons why the trade surplus
rose in the face of strongly growing domestic demand.
The strong Italian trade position was mainly due to
sluggish imports, but it also reflected a strong growth
of exports, including exports to the United States.

OUTLOOK FOR OECD IMPORTS
IN 1969 AND FIRST HALF
OF 1970

In the first quarter of 1969 OECD imports were
probably about 74 per cent above the average for
1968 as a whole, if allowance is made for the various
disturbing factors already listed. (The recorded
increase was about 6 per cent). The prospect for
the rest of this year and early next year, as Table 7
indicates, seems to be for a gradual deceleration of

the underlying trerd!. By the second half of this
year, or early next, the rate of increase could fall below
the average of the last five or six years.

The forecast of some 12 per cent for the underlying
rise in total OECD imports between 1968 and 1969
is distinctly larger than the forecast of 74 per cent
made last year 2. Demand in the United States has
been stronger and more resistant to fiscal and credit
action than expected and its strength in France and
Germany at the turn of the year was also underesti-
mated.

The forecast for 1969 includes a substantial dece-
leration (to a rise of only about 6 per cent) in the
trend of imports by the United States (Table 9).
This allows for a further sharp increase in special
automotive imports from Canada, and is related to
the expected slowing down of the growth of output

1. The recent distortions to trade could, however, mean
that in terms of half-yearly changes, the recorded figures for
the second half of 1969 will not show any deceleration from
the first half. There seems recently to have been speculative
importing and if this continued it would also affect the total

figures.

2. OECD, Economic Outlook, No. 4 p. 14.

TaBLE 8.

Trade balances, 1967 to 1969
and longer-run trends

$ billion
Estimates and forecasts

United Kingdom
United States

RESERVE CURRENCY COUNTRIES

France®

Germany

Italy
Belgium-Luxembourg
Netherlands

Torar EEC

Canada

Japan

Other OECD North
Other OECD South

Change

Average 1967 | 1967 1968

1960-63 1964-67 to to
1968 1969
-0.52 -1.08 | -1.67 | -0.24  0.80
507 489 | 386 | -323 0.0
456 381 | 219 | -347  0.80
039 017 | 022 | -020 -0.40

2.09 2.98 5.25 0.47 -0.85
-0.98 0.08 | -0.02 1.07 0.25
-0.03 0.04 0.14 | -0.17 -0.05

Torar OECD

Adjustments®
a) Tramsactions with non-franc countries.

b) For inconsistencies in recording of

intra-OECD transactions. WITH REST OF WORLD

OECD TRADE BALANCE

-0.30 ~0.61 0.56 0.23 0.05
1.17 2.66 5.03 1.40 -1.00
0.43 0.71 0.84 0.80 -0.55

-0.01 1.43 1.16 1.37 1.50

~-1.72 -2.31 ~-2.22 0.40 0.20

-1.14 -2.57 -2.70 | -0.07 -0.60
3.29 3.73 4.30 0.55 0.40

-1.3 -0.9 -0.8

20 2.8 35 0.1 0.1
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TABLE 9. X
Imports of selected OECD countries or areas

Annual percentage changes
Estimates and forecasts

1960 1964 1967 1968
to to to to
1963 1967 1968 1963

United Kingdom 1.9 36 7.0 34
United States 4.5 12.8 23.5 6
EEC 10.9 6.9 12.8 18
Other OECD countries 9.3 10.7 8.6 12

with a progressive reduction of cost and price pres-
sures. It must be uncertain, after last year’s expe-
rience, how imports will change. The present fore-
cast assumes that part of last year’s rise in imports
will prove irreversible but growth could fall back
more sharply than allowed for as domestic demand
and cost pressures ease. The range of possible
outcomes is clearly wide.

Slow growth in imports is also projected for the
United Kingdom. Although the April budget was
only moderately restrictive, it came after a long series
of fiscal measures to dampen the growth of domestic
demand, and monetary policy has been tightened.
Imports might be 3 or 4 per cent higher than last
year. The import deposit scheme is probably exerting
some restraining influence on the volume of imports,
but its main effect appears to be on import finance.
Devaluation seems to have had much less effect than
expected on import propensities so far : if greater
than expected effects were to develop as demand
pressures ease, the rise in imports might be even
smaller.

Imports into EEC countries and Canada are,
however, likely to show large rises. For EEC coun-
tries taken together the year on year increase will
probably be very substantial (perhaps 18 per cent);
by the early months of this year imports had already
shown a large increase and from now on growth is
likely to be much less rapid, under 10 per cent between
the first halves of 1969 and 1970. The trend of imports
is expected to be strongest in Germany and Italy.
Demand pressures are already strong in Germany
and imports could rise by 20 per cent year on year,
with further rapid growth through the year continuing
into 1970. In ltaly, with the recent acceleration in
economic expansion, imports could rise by 15 to
20 per cent a year through the first half of 1970.
French imports over the last year have risen rapidly

so that the year on year increase might also be around
20 per cent; but if demand pressures now ease,
imports would rise little from now on.

Japanese imports, after stagnating in the first haly
of 1968, rose fast in the second. Although they
levelled off again in the first five months of this year,
a renewed rise seems likely, with growth continuing
in the first half of 1970. The increase between 1968
and 1969 is however unlikely to be very different
from the 11 per cent recorded last year.

OECD TRADE WITH
NON-OECD COUNTRIES

OECD trade with non-OECD countries has been
growing strongly for nearly two years (Table 7).
In late 1967 and early 1968, the growth of imports
from primary producing countries briefly outstripped
that of intra-OECD trade-under the impact of various
abnormal factors such as a rapid stock accumulation
of raw materials, the high cost of oil, including tanker
freights, after the closure of the Suez Canal, and high
copper prices. More recently a fairly widespread
upward trend in the prices of primary products has
acted to keep up the growth rate of imports from non-
OECD countries.

Exports to non-OECD countries have also grown
strongly, in line with the development of OECD
imports from them. The OECD’s trade surplus
with the rest of the world, which showed some marked
swings in 1967 has thus remained roughly stable, at
a very high level, during 1968 and the first half of
1969.

OECD trade balance with the rest of the world
$ billion, seasonally adjusted, annual rates
Estimates and forecasts

1968 1969 !
I I I u i I

1967
I I

54 1.6

i
T N

35 37 i[ 34 33

The large reserves accumulated by non-OECD
countries over the last few years, especially in 1968
(Table 10) could act as a buffer for some time to
come and allow a continuation of strong import
growth. But other current debit items, notably debt
servicing, are likely to grow rapidly in importance
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TasLe 10.
Changes in reserves® of primary producers
8 Dbillion
Average

1960-63 196467 | |87 1968
Developed primary producers & 0.3 -40.1 -0.2 0.8
Less developed countries 0 0.7 0.5 1o
High reserve countries ¢ 0.3 0.2 0.1 0.2
Latin America d 0.2 0.2 0.2 0.4
South East Asia ¢ 0.1 0.3 0.3 -0.1

Other Afro-Asisn less developed
countries S 0.2 -0.1 -0.1 0.6

&) Including net IMF position.

B) Australia, New Zealand and South Africa.

¢) lIraq, lsrael, Kuwait, Lebanon, Libya, Malaysia, Saudi Arabia
and Veneczucela,

d) Escluding Venezuela.

e) Cambodia, Formosa, Hong-Kong, Laos, Philippines, South Koreas,
South Vietnam and Thailand.

) Including Yugosiavia.
Source : 1.M.F., International Financial Statistics.

over time!. The outlook for future capital flows
from the OECD area, is therefo:c important when
trying to assess the prospects for OECD exports.

During the 1960’s the capital outflow (including
transfers) to the rest of the world increased substan-
tially, with the major contribution coming from the
public sector 2. Data for 1968 are, as yet, too scanty
to provide a consistent picture, but since there seems
to have been a small deterioration in the rest of the
world’s current account and a large reserve increase,
the inference is that there was a further substantial
increase in its capital inflow (Table 11). Fragmentary
information suggests this came from the private sector.
It would appear that Australia and South Africa
have benefited to a large extent from the boom in
mining shares in 1968 and among the developing
countries Latin America may have received an in-
creased inflow, with several important countries in
the area benefiting from large scale private or official
credits.

The 1969 outlook for the capital outflow from the
OECD area is not very favourable. Total OECD
public aid seems unlikely to rise and may « cen fall.
Though little is known about how far capital flows
to the rest of the world are proving sensitive to the
much tighter monetary climate this year, it can hard-
ly be conducive to an increasing supply of funds to
non-OECD countries.

1. OECD, Development Assistance, 1968 Review, Paris 1968.
2. OECD, Economic Outlcok, No. 4, pp. 17-20.

In addition, the forecast deceleration in the reserve
currency countries’ imports can be expected sharply
to reduce the growth rate of total OECD imporst
from non-OECD countries from say the middle of
1969, for the reserve currency countries import more
from outside the area than do EEC countries. The
deceleration of imports is likely to continue into the
first half of 1970 and could be reinforced should the
slowing down in the rate of growth of trade be accom-
panied by a decline in prices of primary products from
their present levels.

In view of these expectations the forecast of OECD
exports to the rest of the world has been based on
the hypothesis that non-OECD countries will adjust
their impori demand relatively smoothly to foreign
exchange receipts so that OECD total exports are
likely to be unfavourably affected, albeit only mode-
rately, by a deceleration in sales outside the area from
the middle of this year onwards. Were the primary
producing countries to draw more on their reserves,
the outlook for OECD exports could weli be more
buoyant in the near future, but at the cost of a steeper
adjustment later,

OECD EXPORT PROSPECTS
IN 1969 AND FIRST HALF
OF 1970

Putting together the projections of non-OECD
countries’ imports from OECD, and the forecasts of
imports by individual OECD countries, an estimate
of the growth of potential export markets for each
OECD country can be reached (Table 12). For 1969

TABLE 11.
OECD balance of payments with
the rest of the world 1966-1969

$ billion ; estimates and forecasts

1966 1967 1968 1969

Trade balance 2.9 3.5 (@36 33
Services, net 5.1 5.0
Transfers, net -4.5 4.8

Current balance 35 37 @38 4
Total capital ~3.2 (-3.5)

Balance on official settlements® 03 (0.2) (-1.0)

a) Adjusted for gold transactions with the private sector. In 1967 and 1968
the adjustment is particulary tentative because of the impact of the gold
crisis and other speculative capital ffows. ‘
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TABLE 12.

Relative export performance
Percentages ; estimates and forecasts

Total market gai
Growth of markets and growth of exports or ,mewm
1967 to 1968¢ 1968 to 1969 Average

Growih of Growth of | Growth of Growth of | 1959-60 1967 1968

comrys  GOmRl  eoummys | coumnw GO, cowtys | fo  to  to
murkl::s ab exports @ exports d markets @ b exports @ exports d 1966-67 19688 1969
United Kingdom 11.9 13.4 6.8 124 11 9% -3.1 1.5 . -1%

United States 11.2 8.9 9.4 113 6% 5% -1.5 23 -5
France 11.7 11.6 .. 143 174 .. 2.1 -0.1 3
Germany 12.0 12.6 14.3 134 15 12 0.5 0.6 1%
Italy 13.8 17.0 15 174 .. 4.7 3.2 23

Belgium-Luxembourg 15.0 16.0 161 144 .. 0 1.0 -2
Netherlands 14.0 14.5 16 14% -0.5 0.5 -1}
Canada 25.3 19.0 103 9 .. -2.6 -63 13
Japan 15.1 24.2 .. 10 204 ‘e 7.2 9.1 104
Other CECD North 11.8 10.8 9.6 123 13 .. -0.3 ~1.0 P 3
Other OECD South 13.2 171 6.2 124 12 .. 1.1 39 B

Total OECD 13.6 13.6 129 123 123 12

a) Adjusted for the effects of the U.K. and U.S. dock strikes, and for the
acceleration in German exports at end-1968.

5) The growth which would have occurred in a country’s exports if it had
exactly maintained its share in total OECD exports to cach of 15 broad
geographical areas. The figures are adjusted for certain special factors
such as U.S. — Canadian trade in cars under the Ottawa Agreement.

¢) For the calculation of market growth between 1967 and 1968, UK.,

total OECD exports may rise about 123 per cent.
Both Canada and Japan will, however, face a much
slower growth of markets than this, partly because
of the importance of the United States as a market
to them and partly, for Japan, because of the
forecast slowdown in primary producers’ import
demand. (The contrast with 1968 is marked
last year Canada and Japan had an especially
favourable pattern of export market growth). Prospects
for the United States and the United Kingdom are
roughly similar to last year’s developments.

The EEC countries will be providing rapidly rising
export outlets to each other. They will also help to
sustain the prospects of the smaller OECD countries,
thereby partly offsetting the latters’ dependence on
the slowly growing British market.

The forecast for each country’s exports! takes
into account developments in the first four or five
months of 1969 and views about possible changes
in short-term competitiveness. Exports from the
United Kingdom were clearly responding to devalua-

Danish, Irish and Spanish exports were valued at pre-devaluation prices.
The figures given for the adjusted export growth of U.K., other North,
other South, and total OECD are also on this basis.

d) Gi;ren only in cases where the figure differs from that in the previons
column.

€) The difference between the growth rates of markets and (adjusted) exports,
i.e. a measure of the extent to which countries gain ( +) or lose (—) market
shares in total OECD exports.

tion in the second half of 1968 though the response
was perhaps slower than had been hoped. The
failure of exports so far this year to respond fully to
buoyant demand conditions in Europe is puzzling.
The 14 per cent loss of share shown in Table 12 for
1969 as a whole implies a sharp rise in United Kingdom
exports in the rest of this year. For the United States
a rise of some 9 to 10 per cent might normally have
been expected in relation to a market growth of over
11 per cent. United States exports have for some
time been growing more slowly than United States
export markets (possibly because of their commodity

1. Exports are shown both adjusted for the effects of U.S.
and U.K. dock strikes and for the acceleration of German
exports at end-1968, and without adjustment for these factors.
Special allowance has not been made for the possibility of
short-term disruptions caused by speculative trade develop-
ments. Any sustained acceleration of German exports, for
example, might in effect add te trade (through higher stock
building or the displacement of domestic output in the import-
ing country) or displace exports of other countries — probably
those against which there has been currency speculation.
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composition) and recently domestic demand and cost
pressures may have become more important. On
top of this, performance may be affected this year by
a once-and-for-all export loss incurred as a
result of the dock strike early in the year. For
Germany, apart from the irregular movements caused
by the November 1968 border tax changes, perfor-
mance is assumed to be slightly better than usual.
The effect of the export tax in raising export unit
values is assumed not to be entirely offset by volume
losses in 1969. By 1970 some net reduction may,
however, be apparent. French exports were reduced
last year by the strikes and this affects the year to
year rise. On an underlying basis France is assumed
to record a limited gain in shares—a performance
rather less good than during most of the sixties—in
view of domestic pressures.

Japanese exports in the first five months of this
year were already 174 per cent above their average in
1968. Thus the forecast assumes rather little growth
from now. This is heavily influenced by the pattern
assumed for the United States market and also by
the assumed deceleration of imports by non-OECD
countries. As for the smaller OECD members, in-
cluding the Benelux countries, they seem to have

TaBLE 13.
Current invisibies, 1967 to 1969
and longer-run trends

$ billion ; estimates and forecasts

Average
1960-63 1964-67 | 1967 1968 1969

United Kingdom g 0.49 0.45 0.65 0.82 1.10
United States a -2.37  -1.14 | -1.68 -091 -0.60

-1.89 -0.69 :-1.04 -0.09 0.50

RESERVE CURRENCY COUNTRIES

France b 041  0.10 | 0.02 (-0.30) -0.20
Germany ~1.67 274 |-2.79 -2.85 -3,30
Taly 1.08  1.56 | 162 159 1.50
Other EEC 056 053 | 0.54 044 0.40

Torar EEC 038 -0.56 | -0.61 -1.15 -1.60
Canada a 2129 -146 |-1.35 -1.79 -1.90
Japan 040 -1.05 | -1.35 -1.48 -1.65
Other OECD North 120  1.58 | 1.70 177 175
Other OECD South 094  1.89 | 212 2.13 240

ToraL QOECD -1.07 -9.30 ! -0.52 -0.60 -0.50

a) Data include waived debt obligations payable by the United Kingdom
to the United Sta.es and Canada (1964, 1965 and 1968).

b) Transactions with non-franc coun.ries. The figure for 1968 has been
estimaied by the Secretana; and may be subject to a considerable margin
of error. In 1968, part of the speculative capital outflow may have waken
the form of leads and lags or exporis of bank notes which may result in
an undervaluation of current receipts and an over valuation of current
payments as measured on an exchangc record basis. Secretariat estimates
are calculated on a uansactions basis.

TABLE 14,
Current balzuces, 1967 to 1970
and longer-run trends

$ billion; esti and fi ts
Average 1967 1968 1969 1970 a
1960-63 1964-67 1
United Kingdom 003 -063 |-1.03 -1.09 0 0.0
United States 2.70 3.75 218 -028 0o 1.00
RESERVE CURRENCY
COUNTRIES 2.67 312 1.15 -1,38 0 1.60
France & 0.80 0.27 024 -030 -060 O
Germany 0.41 0.24 246 2.8 160 1.60
Italy 0.10 1.64 1.60 264 280 200
Belgium-Luxembourg 0.04 0.06 020 0.02 -0.10 -0.20
Netherlands 0.20 -0.10 |-0.08 0.06 0.15 0.10
ToraL EEC 1.58 2.11 442 530 385 350
Canada —0.86 -0.7§ | -0.50 -0.15 -0.80 -1.00
Japan -0.42 0.38 {-0.19 105 240 250
Other OECD North -0.53 -0.74 | -0.52 -0.05 0.15 -0.40
Other OECD South -0.20 -0.68 |-0.58 -0.49 -0.80 -0.80
TorAaL OECD 222  3.44 | 3.78 430 4.80 ..40
Adjustments ¢ 0 0.2 -0.f -05 -08 -09
OECD CURRENT BALANCE
WITH REST OF WORLD 2.2 3.6 3.7 38 4.0 4.5

a) Seasonally adjusted, annual rates.
b) Transactions with non-franc countries. See also footnote &), Table 13.
¢) For inconsistencies in recording of intra-OECD transactions.

benefited more than proportionately s« far this year
from the general buoyancy of Continental European
demand. Their export growth is, however, forecast
to decelerate, over the rest of the year and into 1970,
under the combined influence of slower market
growth and strong domestic demand pressures.

OECD TRADE BALANCES

AND CURRENT INVISIBLES

IN 1969 AND FIRST HALF
OF 1970

The predictions suggest there may be a fairly general
but rather slow move by the first half of 1970 towards
trade balances that are more appropriate from the
point of view of general equilibrium. Balances on
invisible account seem likely also to move in an equi-
librating way (Table 13).

The large capital mevements of recent years have
been having a fairly marked effect on invisible flows.
By swelling the interest payments of the major capital
importers (the reserve currency countries), they have
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tended to offset to some extent the latters’ trend
towards improvement. In 1968, for instance, U.S.
interest payments on overseas investments in the
United States (including liquid dollar holdings) rose
by over $ % billion. This went a long way to offset
the rise in United States earnings, which reflected in
part extra remittances secured under the mandatory
direct investment programme introduced at the be-
ginning of the year. The United Kingdom’s invisible
balance also improved last year, but net earnings of
interest profits and dividends actually fell, mainly
because of higher interest charges on an increasing
total of external liabilities which nullified the expected
savings in foreign currency terms .of servicing sterling
denominated debt. A further reason was that heavy
costs for the oil companies of the Suez canal closure
in 1967 fell into 1968.

Despite the unfavourable influence of rising in-
terest rates, some further improvement in net invi-
sibles earnings in 1969 is foreseen for the reserve
currency countries—for the United States because
favourable trends in most items are not offset by any
deterioration on the military account ; and for the
United Kingdom because of savings on defence
expenditure and because of lower costs associated
with the Suez canal closure. The counterpart is to
be found in worse prospects for Canada, Japan and
the EEC countries. The German balance is likely
to record the largest deterioration (nearly $ 4 billion),
with freight, tourism and workers’ remittances all
showing rising debits. France, on the other hand,
may well improve on last year’s estimated deficit,
thanks partly to the expected sharp rise in transfers
from the EEC Agricultural Fund but also to the ces-
sation of last year’s unfavourable factors on travel
account. Growing imports and rising incomes may
lead to a small fall in the Italian invisible surplus for
the third year running. A structural change may
well be taking place at present in Italy’s invisibles
balance : though some items are still buoyant, nota-
bly emigrants remittances and, lately, investment
income, the tourist surplus has remained about the
same since 1965 and the freight and miscellaneous

services accounts have deteriorated rapidly.
CURRENT BALANCES

Although some progress should be made over the
next twelve months towards reducing current account

imbalances, the outlook for the first half of next year
is far from satisfactory. Prospects for individual
countries are discussed in the next paragraphs. Some
of the issues raised by the continuing imbalances are
discussed in the following section.

Prospects for the reserve currency countries are
particularly uncertain, as regards both domestic
developments and the effects of a change in domestic
demand conditions on the trade balance. On the
assumptions made in previous sectione, the United
Kingdom might show an improvement this year on
current account of the order of $ 1 billion from the
very disappointing 1968 results. Little improvement
is expected for the United States this year, partly
because the trade balance has been unfavourably
affected this year to the extent of perhaps $ 300
million by an unusually long dock strike. Both
countries may show current balances in approximate
equilibrium for the year as a whole, and move
towards surpluses in the first half of next year
(Table 14).

The EEC countries’ current surplus, which in-
creased by nearly $ 1 billion to about $ 5% billion in
1968, may fall back to some $ 3% billion in 1969 and
show a further decline in the first half of 1970.
Most of the fall would reflect strong demand press-
ures in Germany. The Canadian current deficit was
unusually low in 1968, largely as a result of booming
demand in the United States. It is now expected
to rise gradually through the first half of next year.
The Japanese current surplus is expected to double
in 1969 to a figure above $ 2 billion and may remain
at approximately that level in the first half of 1970,
despite slower growth from now on in the American
and non-OECD markets and sustained high demand
at home. In 1968 most of the smaller industrialised
countries (and particularly Norway and Switzerland)
shared in the export boom and improved their
current balances. This improvement has continued
into the first half of 1969. Renewed rapid expansion
in Mediterranean countries may, on the other hand,
lead to some deterioration in their current balance,
despite the very rapid growth of exports expected
for some of them.

The total current surplus of the OECD area with
the rest of the world is expected to remain very high
through 1969 and may rise further in the first half
of next year. It is doubtful, however, whether so
high a level could be sustained for long, given present
trends in official aid to less-developed countries.
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PROBLEMS OF BALANCE
OF PAYMENTS ADJUSTMENT

In the issue of Ecomomic Qutlook rublished in July
of last year it was suggested that a marked reduction
in payments imbalances was in sight and that the
worst of the international monetary crisis was prob-
ably over. One main reason why this has been
proved premature is that action to correct inappro-
priate levels of domestic demand has been less effective
and taken longer to produce results than expected.
This was notably so for the United States and the
United Kingdom on one side, and Ita!y on the other ;
it does not apply to Germany where the recovery in
domestic demand has been more rapid and sustained
than foreseen a year ago. But it also seems clear that
carlier optimism was based on an under-estimate
of the extent to which persistent differences in cost
and price pressures have led to more enduring changes
in compatitive positions. There may also be struc-
tural factors, not directly connected with demand pres-
sures or costs and prices, contributing to the persist-
ence of imbalance. Moreover, speculative factors
have recently affected trade.

Although most of the changes foreseen in current
balances in the coming year go in the right direction,
they start from a very unsatisfactory situation. The
position forecast here for twelve months hence would
represent only very limited progress towards a more
viable structure of international payments. This
can be illustrated by comparing the forecast positions
with the kind of current account aims which countries
seem to be seeking to achieve. The broad lines. of
a set of “interim aims” were suggested a year ago.!
The figures shown in Tables 15 and 16 are based on
general statements made from time to time by national
authorities about individual couantries’ aims or inten-
tions. But since general statements are often not
quantitative, the suggested figures for several coun-
tries cannot be regarded as precise.

In assessing the significance of the discrepancies
between the forecasts and the suggested medium-
term aims a judgment has to be made as to whether
cyclical conditions in the first half of next year should
be regarded as favourable or unfavourable to the
country concerned. The biggest discrepancy in
absolute terms—though not in relation to GNP—

is for the United States ; this despite the fact that if
the internal adjustment goes according to plan, rela-
tive demand pressures by the middle of next year
should be somewhat more than normally favourable
to the United States. It seems likely, however, that
there will be continuing benefits to the payments
position, with some further improvement in the
current balance in the second half of next year—al-
though it will probably still fall short of the suggested
aim unless the check to domestic demand turns out
to be sharper and more prolonged than at present
envisaged. A substantial discrepancy is also forecast
for the United Kingdom. Relative to conditions
in the United Kingdom’s major export markets, the
cyclical position in the first half of next year would
seem to be neither particularly favourable nor unfav-
ourable. The further benefits still to come through
from devaluation, however, are an uncertainty in the
trade forecast. The target for the United Kingdom
has been largely determined by the need to repay
debt. It involves a relatively large surplus on goods
and services expressed as a percentage of GNP—but
not so high as those actually achieved by Germany
and Italy.

If the trade forecasts for France are fulfilled, the
current balance might not be very far from the medium-
term aim in the first half of next year. This forecast
is based on the assumptions that confidence is im-
proved and that the rise in domestic demand is kept
somewhat below the growth of capacity over the next
twelve months. It also reflects the cyclically strong
demand expected from the important French export
markets in Germany and Italy and a number of other
neighbouring countries. ’

For Japan, Germany and Italy, the forecasts all
show a positive discrepancy of § 1 billion or above,
equivalent to 0.6, 0.8 and 1.6 per cent of GNP res-
pectively. Japan has been benefiting from excess
demand in the United States which should be elimin-
ated by the middle of next year. The large current

1. Cf. Economic Outlook, No. 3, pages 49 and 50.
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~ NOTES ON
« MEDIUM-TERM AIMS”

United States. The authorities have not given any quant-
itative target but they have indicated the need for a sub-
stantial improvement in the trade and current balance. The
figure of § 33 billion is the level achieved on average in
1964-67, and would require a surplus on goods and
services equivalent to about 0.7 per cent of GNP. The
outflow of non-monetary capital averaged $ 5% billion in
1960-67 but fell to $ 24 billion in 1968.

United Kingdom. The authorities’ aim announced after
devaluation is for an overall surplus of £ 500 million. This
would seem to require the achievement of a somewhat larger
current account surplus to cover some net capital outflow.
Recently, a short-term target of £ 300 million has been an-
nounced for the year ending March 1970. '

France. Some time ago the authorities indicated that
they regard a small surplus on current transactions with
pon-franc countries as normal, and in view of the need to
restore confidence and rebuild reserves this would also
seem appropriate in the not too distant future. A surplus
of § 500 million on current transactions with non-franc
countries would imply an overall surplus on goods and
services and private transfers (with franc and non-franc
countries) of about 0.7 per cent of GNP.

Canada. In the longer run the Canadian authorities
want to eliminate the current deficit, but it would probably
not be appropriate to aim to achieve this during a period
when the United States is secking a large improvement in
its trade balance. In relation to GNP the suggested interim
aim represents a significantly smaller deficit than that incur-
red over most of the post-war period.

Germany. The official medium-term aim for 1973 is for
a surplus on goods and services equivalent to 1.5 per cent
of GNP, or around 0.9 per cent if private transfers are
included.

Japan. The official aim was to reach a current surplus
of $14 billion by 1971. There is a question, however,
whether even this is consistent with the desired improvement
in the United States position. A $ 1 billion current surplus
would give a surplus on goods and services equivalent to
0.7 per cent of GNP. .

Italy. The authorities have indicated their desire to
reduce the current surplus very substantially. A current
account surplus of $ 4 billion would give a surplus of 0.2
per cent of GNP on goods and services, but stiil nearly 1 per
cent if private transfers are included.

These aims imply a significant improvement in the current
balance of the seven countries taken together, part of which
would probably have to be obtained at the expense of other
OECD countries, but which would also seem to require a
rise in the combined current surplus of the OECD area as
a whole—and hence also in the financial flows to non-OECD
countries.

TABLE 15 -
Current account forecasts and “ medium-term aims ~
$ billion ; estimates and forecasts

Average 1970 1 | *Medium As

oy 1968 ammuat | lom ST S S
United States 323 028 10 | 37 | -27 8
United Kingdom -033 -109 06 | 15 | -09 6
France® 053 030 O 0.5 | -0.5 4
Canada 080 -0.15 -1.0 { -0.8 | 02 2
Japan 002 105 25 10 | LS 12
Germany 033 28 16| 05 | 11t 4
Italy 087 264 20| 05 | 15 15

a) Transactions with non-franc countries.

TABLE 16
Balances on goods and services
Per cent of GNP at current prices
Estimates and forecasts

Average 1970 1 | Medium- 1.
196067 1968 snmual | term © PLTF
United States 0.9 0.3 0.4 0.7 -0.3
United Kingdom 02 -0.5 1.1 20 -0.9
France® 0.6 -02 -01 0.3 04
Canada -14 02 -12 -0.9 0.3
Japan . 0.1 0.9 13 0.7 +0.6
Germany? 1.7 35 2.3 1.5 +038
(1.1) 2.9 (1.6) 0.9)
Italy? 1.1 3.1 1.8 0.2 +1.6
' (1.8) (3.77 .6 (0.9)

@) Transactions with non-franc countries.
b) Figures in brackets include private transfers.

surplus nevertheless forecast could mark the emer-
gence of a longer run trend. For Germany the
forecasts assume that the border tax adjustments
remain in force. Demand conditions in the first
half of next year seem likely to produce a below-
normal current surplus, with inflationary pressures
emerging at home against somewhat slacker conditions
in important markets abroad. For Italy, on the
other hand, conditions may still be cyclically favour-
able, and a comtinuation of sustained domestic
expansion should bring the surplus down further
in the second half of next year and into 1971.
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CURRENT ACCOUNT AIMS AND
CAPITAL MOVEMENTS

The foregoing is confined to imbalances on current
account. The last few years have witnessed extreme-
ly large changes in net capital movements, which,
at least until recently, have tended to offset—and,
in some cases, more than offset— changes on current
account. Recent developments are discussed in the
next section. They reveal, inter alia, the paradox
that last year and in the first quarter of this year, the
United States was running a current account deficit
for the first time this decade, but at the same time
recorded its first significant overall surplus on official
transactions in the 1960’s.

It may, therefore, be open to question how much
it matters if a country fails to achieve a preconceived
structure of its balance of payments, particularly
since both current and capital transactions are extreme-
ly difficult to forecast with any precision. The
authorities’ first concern may simply be to achieve a
sustainable overall position on official settlements
over a period of years. A country running an unex-
pectedly large current surplus may prefer to adapt
its policies so as to stimulate a correspondingly larger
capital outflow, rather than take the steps necessary
to achieve its desired balance of payments structure ;
and, similarly, in reverse for a country with an unex-
pectedly weak current account position. Such a solu-
tion will be sustainable unless and until speculative
forces build up—often in a rather fickle way—because
public opinion at home or abroad becomes convinced
that the new configuration is inappropriate and,
therefore, unlikely to last indefinitely. As they build
up, speculative forces tend to slow down or reverse
the equilibrating capital movements which n{)rmally
take place between countries in different cyclical
positions, and ultimately to distort current transac-
tions as well.

This has been an increasing feature of events over
the last two years. It should be noted, however,
that by altering the policy mix there may be a fairly
wide range over which the structure of the balance
of payments as between the current and capital
account can be varied, with both a sustainable overall
position and the maintenance of the desired degree
of full employment and price stability. There are,
however, limits, which are not easy to identify clearly ;
beyond a point, for example, a policy combining
relatively easy monetary conditions to stimulate

capital outflows with fiscal restraint to prevent over-
heating will—with fixed exchange rates—run into
conflicts which prevent one or other of the objectives
from being achieved. N

Over a period of time questions of the desirability
as well as the sustainability of the structure of the
balance of payments become increasingly relevant.
On gencral economic grounds individual countries
may feel it appropriate to draw on foreign savings
to finance domestic investment with high rates of
real return ; or, conversely, to take advantage of
high rates of return on investment abroad. Such
considerations may be qualified, however, on more
narrowly nationalistic grounds : for example, by a
view that large foreign debts andfor control over
domestic production facilities involve an unacceptable
infringement of national sovereignty ; or, conversely,
that beyond a certain point the export of domestic
savings is undesirable on national welfare grounds.

At the international level, a further consideration
is the accepted need to promote an adequate transfer
of real resources to the developing countries as em-
bodied in the 1968 UNCTAD resolution to devote to
aid flows the equivalent of 1 per cent of GNP.
While this implies a presumption that the average
developed country should run a surplus on goods and
services of a significant size, this cannot, for the rea-
sons already discussed, provide a clear-cut criterion
for each developed country taken individually. In
practice, the size of the combined OECD surplus on
goods and services with the developing countries is
determined by the financial resources made available
to them through official or private channels (less
any “backflow”). If, therefore, any one OECD
country fails to achieve its intended current surplus,
the counterpart will normally be a complementary
discrepancy in the case of another OECD country
or countries. In 1968, neither the $ 3.2 billion deter-
ioration in the United States trade balance nor the
$ 7 billion improvement in its capital balance were
reflected to any significant extent in the combined
balance of payments of the OECD area as a whole.
It is important to recognise, however, that imbalances
within the area will—and probably have—reduced the
combined current surplus to the extent that balance
of payments difficulties lead to cuts in aid without
corresponding increases from surplus countries ;
moreover, escalation of interest rates may cut back
interest-sensitive capital flows to the developing
countries.
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For Canada it is usually accepted that—despite the
high level of per capita income already achieved—
net capital inflows are appropriate in order to facil-
itate thie rapid exploitation of high-yielding invest-
ment ooportunities. At the same time, Canada is
perhaps one of the covntries which, because of its
close trade and finas:.cia! ties with the Uniied States,
has a rather wids : gver which it can achieve a
susta.nu e wisice of payments structure by varying
the poiicy i, <¥ver both the short and longer run,
the capital inflow has been matched quite closely to
fluctuations in the current deficit—although at times
this has posed problems in the use of monetary policy
for domestic demand management. The questicn
for Canada is, therefore, less one of susthinability ?
than of desirability ; more particulaﬂ},/of the appro-
priate trade-off between rapid exploitation of domestic
investment opportunities against considerations of
national sovereignty.

Italy has been a substantial net exporter of goods
. and services for more than ten years,? part of which
has been used to build up official reserves, but which
has been increasingly covered by large-scale capital
outflows. In view of Italy’s large social and economic
investment requirements, this is generally considered
to be inappropriate. This seems to be a case where
failure fully to exploit the growth potential of the
economy has tended to perpetuate an unsatisfactory
structure of the balance of payments. On the one
hand, it has been associated with a better than aver-
age cost and price performance which has accentu-

ated Italy’s strong competitive position. On the

other hand, the continued efforts to maintain easy
credit conditions and keep interest rates down in
the face of monetary tightness elsewhere, while
appropriate in the short run from both the internal
and external point of view, seem to have led to the
large capital outflow acquiring a momentum of its
own. One factor has been certain institutional
weaknesses in Italian money and capital markets ;
another has been the emergence of economic and
social unrest, itself probably partly a consequence
of the failure to absorb the substantial margin of

1. It is relevant that when the Canadian dollar came under
speculative pressure early in 1968 this was because of doubts
about the continuing freedom of capital flows from the United
States rather than about the current balance which was, in fact,
in an unusually strong position.

2. With the exception of 1962-1963. The cumulative net
export of goods and services over the 11 years 1958-68 amounted
to the equivalent of 16 per cent of an average year’s GNP.

under-utilised resources. Up to a point, this situation
has been sustainable ; the expansionary monetary
forces—and exchange rate speculation—which might
otherwise have been generated by the very large
current surpluses have been counterbalanced by the
developments in the capital balance. But, as time
has passed, both the desire to reduce the excessive
export of domestic savings—and the difficulties of
doing so have increased. In this sense the situation
prevailing over the last few years is not sustainable
over the longer run.

Germany has also been running current surpluses
well above the desired level since the 1966-67 reces-
sion. In the recovery phase it did not prove too
difficult to stimulate correspondingly large capital
outflows through vigorous use of monetary policy.
As full employment has been reached, however, the
conflict between internal and external objectives of
monetary policy has increased. These difficulties
have been greatly exacerbated by speculative forces
which, although partly due to accidental factors, also
reflected—rightly “or wrongly—a feeling that the
position was becoming unsustainable.

The prospects for the United States over the next
few years raise the possibility of the opposite sort of
problem. Any assessment must be subject to con-
siderable uncertainty. But, even after the economy
has been cooled off and the price rise has been brought
down to an acceptable level, the trade surplus may
remain below past levels. Given the favourable trend
in invisible transactions and underlying forces bene-
fiting the capital account, it might be possible to
achieve a sustainable overall balance through a policy
combining high interest rates with fiscal stimulus.
But how far it would be feasible.to go in this direction
is at present extremely difficult to assess, particularly
in view of the desire to ease and eventually remove
the present controls on private capital movements.

These four examples may generally support the
conclusion that while in the short and medium run
there may be a rather wide range of current account
positions which are compatible with a sustainable
overall position, over the somewhat longer run it
becomes increasingly desirable and necessary to
achieve balance of payments structures which can
be regarded as appropriate on national and inter-
national grounds.

The question arises, therefore, whether the slow
progress that appears likely to be achieved in reducing
imbalances over the next twelve months—despite
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the improvement expected in respect of relative
demand pressures—can be accepted as satisfactory.
The risks involved in unduly slow adjustment are
of various kinds. First, deficit countries have to
adopt undesirably restrictive demand management,
generating widespread deflationary tendencies. Look-
ing at the present situation and prospects this does
-mot seem to be a very immediate danger—perhaps
the main reason being the strong political resistance
that has grown up in almost all couatries to the idea
of deliberately running an ecomomy significantly

below its full employment potential. Given this,
there is the converse risk that failure to adjust may in
certain circumstances push surplus countries into
undesirably inflationary situations. More generaily,
the uncertainties genmerated by the persistence of
extreme imbalances have probably been contributing
to inflationary expectations in quite a number of
countries. Third, there is the danger of increasing
recourse to direct controls on international transac-
tions. This has alreadv been apparent over the last
two or three years. '



33

DEVELOPMENTS
IN INTERNATIONAL CAPITAL FLOWS

Very large and often sudden international capital
movements have continued, reflecting speculative
forces, measures in various countries to control or
foster long-term capital movements as a balance of
payments corrective, and the widespread conse-
quences of increasingly tight and dear money in the
United States.

The major change in capital balances last year was
the sharp swing in net capital flows of the two major
capital exporters—the United States and Germany—
from a combined outflow of $ 7.5 billion in 1967 to
an inflow of $0.6 billion in 1968 (Table 17). Of
this reversal of $ 8.2 billion, $ 7.0 billion was account-
ed for by the United States which—for the first time
since at least the end of the war—recorded a net
capital inflow, of $ 1.7 billion. This more than offset
the deterioration on current account and left the
United States in official settlements surplus for the
first time in the present decade. The decline of
about $ 1.2 billion in the net export of capital from

Germany was more than accounted for by a massive
swing in short-term capital movements—irom net
outflows of $ 1.6 billion in 1967 to net inflows of
$ 1.7 billion in 1968. Coinciding with an increase
in Germany’s current account surplus, this led to a
rise in the German surplus on official settlements by
about $ 13 billion. Long-term capital exports from
Germany—mainly of resident-owned funds—increas-
ed by just over $2 billion, to a quite exceptional
total.

The main counterpart of the change in the com-
bined capital account of the United States and Ger-
many was a sharp increase in net capital outflows
from the United Kingdom and the other EEC
countries. The United Kingdom capital balance
deteriorated by about $ 2 billion, and that of the five
EEC countries other than Germany by an estimated
$6 billion. A major factor in the latter amount
was speculative outflows from France, but the
capital balances of the other EEC countries also

- 1967 1968

TasLE 17 -

Summary balances of Carital Balance on Capital Balance on

payments, 1967 and 1968 Current move- official | Current move- official

balance ments® settlements, balance ments® settlements
$ billion
United Kingdom -1.03% -0.25%¢ -1.28 -1.09 ~2.09¢ -3.18
United States 2.18 -5.21¢ -3.03 -0.28 1.74¢ 1.46
RESERVE CURRENCY COUN- {
TRIES .15 -5.46 —4.32 -1.38 -0.35 -1.72
France? 024 004 0.34¢ | (0.30) (-3.50) (-3.70)¢
Germany 246 -2.34 0.3 2.88 -1.12 1.76
Italy 1.60 -1.04 0.56 | 264 -2.71 -0.06
. . Other EEC 0.12 0.30 042 = 008 -046 -0.38

a) :zclndm;masfumkand unrecord-

5 “m“ou.mm recent data in dollar ToraL EEC 442  -3.05 1.44 l (5.30) (-7.80) (-2.39)
o Otee. os earely comparable  Canada 050 oS 00l | -ols 03 O
with, latest data published in terms Of g han 019 013 006 105 0.9 0.86
Includi in liquid liasbilitk ‘

O ersarions non-monctary insti.  Other OECD North -052 063 0.11 (005 (@74 069
tutions. . ) Other OECD South -0.58 0.59 0.01 C(-0.49)  (0.66) 0.17

d) Transactions with non-franc countries. o

€ Including net settiement on behalf of 1., OECD 378 664  -2.8I (4.30) (-6.60) (-2.20)

the overscas franc area.
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. TasLE 18. . .
Capital movements in OECD countries 1967-1968
$ billion
1967 8 ; ’ ) 1968
Non-monetary capital Total Non-monetary capital Total
Total Banking| short- | Total Banking| short-
capital | Total Long- Othera | fundsb| term | capital | Total Long- Othera| fundsbq term
term capital term capital
United States -5.21 -6.23 -5.32 -0.92 1.02 0.11 1.74 | -2.23 -1.20 -1.03 3.97 2,94
United Kingdom ¢ -0.14 | 0.05 -0.24 0.28 -0.18 0.10 | -2.19 | -1.08 -0.23 085 | -1.12 -1.96
TOTAL RESERVE CURRENCY COUNTRIES -5.35 | -6.19 555 -0.53 0.84 021 | -045 | -3.30 -1.43 -1.88 2.85 0.98
Franced 0.04 | -0.33 0.12  -0.46 0.37 | -0.09 | (-3.50)e| .. .. .. . ..
Germany : -2.34 | -1L.13 -0.77 -0.36 { -1.21 -1.57 | -1.12 | ~1.91 -2.87 0.96 0.79 1.75
Italy -1.04 | ~1.22 ~-1.10 -0.12 0.18 0.06 | -2.71 -1.98 -1.28 -0.71 | -0.72 -1.43
Belgium-Luxembourg 0.0 ~0.04 0.05 -0.09 0.09 0.00 | -0.30 | -0.24 ~-0.13¢ -0.12¢] -0.06 —0.18¢
Netherlands 0.28 0.15 -0.17 0.31 0.11 042 | -0.16 | -0.10 -0.08 -0.02 | -0.07 ~0.08
ToraL EEC -3.05 -2.58 -1.87 -0,72 -0.46 | -1.18 | (-7.80)f | (-7.50)f e -(0.30)f ..
Austria 0.27 0.32 0.27 0.05 | -0.05 0.00 0.12 0.20 0.20 0.01 | -0.08 -0.07
Deamark 0.19 0.21 0.22 -0.01 -0.02 | -0.03 0.15 0.22 0.15 0.07 | -0.08 -0.01
Norway 0.34 0.37 0.39 -0.02 -0.03 -0.05 | -0.13 -0.01 0.04 -0.05 | -0.12 -0.17
Sweden -0.05 0.12 .. .. -0.17 - 0.23 0.21 .. .. 0.03
Switzerland i -0.07 -0.13 .. .. 0.06 .. 0.18 0.70 .. .. -0.53
Other Eurcpean couptries of the OECD 0.54 .. 1.02 .. .. -0.48 0.85 .. ..
Canada 0.51 0.83 1.24 -0.41 -0.32 { -0.73 0.36 0.66 1.35 -0.69 | —0.30 -0.99
Japan 0.13 -0.38 -0.81 0.43 0.51 0.94 | -0.19 0.05 -0.25 0.30 | -0.24 0.06
Tora OECD NON-RESERVE CURRENCY
COUNTRIES ~1.18 .. .. .. .. .. (-6.20)
NET APPARENT CAPITAL OUTFLOW TO THE REST
OF THE WORLD -6.53 .. . .. .. . -6.65
a) Including errors and omissions and unrecorded tramsactions. d) Transactions with non-Franc countries only.
&) Including, fur the reserve currency countries, changes in liquid liabili- €) Secretariat estimates.
ties to international non-monstary institutions. /) Including an estimate for France.

¢) See Note b) to Table 17.

deteriorated in 1968: Italy’s by $ 1.7 billion, and that rising interest rates in the United States on capital
of the Benelux countries, taken together, by about  and money markets throughout the OECD area.
$ 0.8 billion, these changes mainly reflecting short- This was interrupted in late April and early May by
term capital movements. In the United Kingdom the massive speculative inflow into Germany in
and France these movements, added to an already  anticipation of revaluation. The focus of attention
unfavourable or deteriorating current account posi-  switched back again to the United States with the
tion, led to very large official settlements deficits. recent raising of the prime rate to the record level of
8% per cent, and by mid-June the 3-month Euro-
dollar rate had risen to 11-12 per cent.

Partly for domestic reasons. but also partly in
response to these external pressures, short-term

On the basis of the global data summarised in
Table 18 (regional details are not yet available on
the 1968 capital accounts of most OECD countries)
Fhere appears to have beerf little net change in the interest rates have been raised and a variety of other
imputed net outflow of capital from the OECD area . LT,

. . measures taken to stem capital outflows in virtually
to the rest of the world. However, ancillary evid- . . .
. . all the European OECD countries since the begin-
ence of various kinds (see page 24) suggests that . .
. . . ning of the year. Although they may be modified
there was probably a significant increase in net e e . .

. . by the recent proposals to inhibit capital inflows
private long-term capital outflows to non-OECD .

. 1 . . through United States banks (see page 38), these
countries. with little net change in outflows of official . . . .
I ‘ abital trends are unlikely to cease entirely until the credit
ong-term capital. squeeze in the United States bears fruit in terms of

The main feature of 1969 to date has been the a slackening in the demand for funds and a reduction
steadily increasing pressure of tight money and of inflationary pressures.
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Short-term Capital Movements up to the November
Crisis o : V

~International 'movements of short-term funds
throughout 1968 were dominated by waves of specu-
lative forces—the run on sterling and the gold crisis
early in the year; the outflow from France during the
May-June crisis, which continued more or less
steadily through the summer; a preliminary burst of
speculation on a Deutschemark revaluation at the
end of August; and the massive flow of funds into
Germany in November.

Alongside this turbulent flow into and out of
European currencies. was the pull of the U.S. finan-
cial markets, although net flows of short-term funds
into the United States were large only in the second
quarter, when monetary conditions were noticeably
tightened, and in the third, when a general easing of
dollar interest rates led to a situation where it was
cheaper for U.S. banks to borrow FEurodollars
through their European branches than to issue cer-
tificates of deposit in New York—though they con-
tinued to do both.

October was one of the few periods of relative
calm in the exchange markets during the year.
There was a pause in speculation on the Deutsche-
mark. Moreover, the announcement of a more
favourable United Kingdom trade balance, and of
the central bank arrangements to offset withdrawals
‘of sterling funds by official institutions in sterling
area countries, led to a marked improvement of
sterling in the forward exchange markets. As a
result, foreign funds began to move back into the
United Kingdom early in the month, despite the
upward pressure that was beginning to emerge on
Eurodollar interest rates. And in France, where the
ending of exchange controls had been announced in
September, there appears initially to have been a
sharp decline in the capital outflow that had been
more or less continuous since May.

The respite from speculation, however, was brief.
From late October through the first three weeks of
November there was a further capital inflow into
Germany of about $3 billion. The Bundesbank
intervened to rechannel funds into the Eurodollar
market and, in the period to 15th November, is
reported to have engaged in swap transactions with
the German commercial banks ~f about $ 1 billion.
Despite this rechannelling and the return flow of
some of the foreign capital after the Bonn commu-

niqué of 22nd November, the net inflow of short-
term funds, German and foreign, over the month as
a whole totalled $1.4 billion and German official
reserves rose by $ 1.8 billion.

Virtually all other major currencies except the
Swiss franc were affected to some extent by the
intense speculative pressure. There were substantial
withdrawals from the Eurodollar market for con-
version into Deutschemarks, as evidenced by a sharp
rise in Eurodollar interest rates—the counterpart, on
this occasion, being mainly a drain on central bank
dollar holdings rather than a deterioration in the
United States’ official settlements position. The
currencies hardest hit were sterling and the French
franc; both were again traded at a substantial for-
ward “discount (in the case of the franc, as wide as
during the earlier political crisis), and there appear
to have been large short-term capital outflows from
both countries.

Short-term Capital Movements after the November
Crisis

The return flow from Germany which began after
the Bonn conference continued through January,
by which time German reserves were below their
late summer level. In the meantime both France
and Britain had taken measures to deter capital
outflows or encourage capital inflows, and were thus
able to benefit from the reflux from Germany. Al-
though detailed monthly figures are not available,
published reserve changes indicate that both couitries
were able to improve greatly their balances of payments
on official settlements account; an improvement
which continued into the early months of 1569.

The French improvement was accomplished by
various policy measures. The discount rate was
raised and a ceiling placed on the growth of short-
term bank credit early in Novembter. After the
Bonn meeting, and the decision not to devalue the
franc, additional monetary and fiscal measures of a
restrictive character were announced and exchange
controls, much more stringent than those in effect
earlier, were reimposed. Measures were also taken
requiring French banks to reduce their net foreign
assets, or to refrain from redressing a net liability
position. As a result of these measures, and perhaps
because of rising domestic interest rates, French
commercial banks reduced their net position in
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foreign currencies vis-a-vis non-residents by $ 780 mil-
lion in the fourth quarter as a whole—a change that
was more than accounted for by increased borrowing
abroad, since assets payable in foreign currencies
actually increased by about $ 500 million.

The improvement in the United Kingdom’s position,
although erratic and interrupted during the May
crisis, seems to indicate at least some restoration of
confidence in sterling. This has been bolstered
by the measures taken at the time of the November
crisis, strengthened further by the discount rate
increase in February, the April budget measures,
the higher long-term interest rates permitted to
appear in the gilt-edged market, and the sharp turn-
around in the fiscal position..

But clearly the most important factor dominating
short-term capital movements between the Deutsche-
mark crises of November and May was the rapidly
growing tightness in U.S. financial markets, with
escalating interest rates and large drafts on the
Eurodollar market by United States banks.

Until late last year, the pressure of demand for
funds in the United States was allowed to be reflected
in higher interest rates; but no major specific actions
were taken to enhance the growing stringency. On
17th December, however, the authorities announced
an increase in the discount rate from 5% to 51 per
cent and began to follow a markedly more restrictive
open market policy and these measures led immediately
to a further sharp jump in market interest rates in
the United States. United States banks were also
confronted with sharp pressures on their liquidity
from another direction. Because of the Regulation
Q ceiling, the rates they were able to offer on large
certificates of deposit were no longer competitive;
by the end of last year their liabilities in this form had
declined by § 1.5 billion from the peak reached at
the beginning of December. Immediate resort to
the Eurodollar market to replace funds lost by the
deposit withdrawals was hindered by certain special
year-end developments, including the substantial,
but temporary, withdrawal of Eurodollar deposits
from London by U.S. corporations to ensure com-
pliance with the U.S. programme. The further
sharp rise in Eurodollar interest rates may have
partly reflected French demands on the market
and the fact that only part of the funds that had
entered Germany in November had left that country
by the end of December. Another growing demand
on the market during the latter part of the year,

which seems to have been exceptionally heavy in the
fourth quarter, came from U.S. corporations, who
were borrowing from the Eurodollar market (in
addition to issuing Euro-bonds) to finance their
overseas investments.

Since the beginning of this year financial conditions
in the United States have tightened steadily, as an
increasingly restrictive monetary policy confronted
credit demand heightened by expectations of contin-
ued inflation. Most short-term interest rates climb-
ed steadily, although the key 90-day Treasury
Bill rate fluctuated narrowly at a high rate of just
over 6 per cent until early June, when it jumped
suddenly to 6.5 per cent. Open market policy,
a rise in the discount rate in April and an increase
of about § 650 million in required reserves all added
to the pressure on the banking system. The effects
of Regulation Q ceilings caused a continued drain
of large certificates of deposit—by § 5.8 billion
from 1st January to 28th May. In these circumstan-
ces the banks resorted to heavy borrowing from
their overseas branches, pushing interest rates in the
Eurodollar market well above U.S. rates; by early
June, the 30-day rate was in the 11-12 per cent per
annum range.

This tremendous pull of the dollar market began to
attract more and more funds from all over Europe
and from the rest of the world. Some indications of
the source and destination of these short-term capital
flows emerge from the data on dollar assets and
liabilities of British banks:

$ billion '
Western Europe 0.88
Germany 0.22
Belgium 0.22
Netherlands . 0.20
" France 0.17
Italy e.17
Norway 0.06
Canada, Japan and United States 0.59
Noan-CECD countries 0.99

2.46

Thus as 1969 has progressed, the pressures on the
Eurodollar market have intensified, with a resulting
escalation in interest rates. Almost all European
countries have responded to this situation—and to
their own domestic needs—by raising domestic
short-term interest rates, and in many cases taking
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various kinds of action to stem capital outflows—
which, in reducing the supply of funds, have added
to the upward pressure on interest rates.

These actions were varied, and occurred at differing
times, beginning as early as December, when three
countries, Canada, Belgium and the Netherlands
followed the U.S. action and raised their discount
rates. So far in 1969, discount rates have been
increased in twelve member countries of the OECD ;
in five countries more than once. Several coun-
tries—Germany, Italy, Belgium, Denmark, Sweden—
took new discrete measures to inhibit capital outflows
or to stimulate capital inflows.

During April and early May, growing evidence
that the German measures taken in the autumn
were not sericusly affecting the German current
account surplus, and renewed public discussion in
private and official circles regarding the desirability
of revaluing the Mark, combined to provoke a new
speculative crisis. According to German spokesmen,
from late April to 9th May-—when the decision was
again taken not to change the parity—there was an
inflow of speculative funds of about $4 billion.
There seem to have been large shifts in leads and
lags and again large withdrawals from the Euro-
dollar market. The resultant strain on official
reserves was widely spread throughout Europe,
being particularly severe in the case of Denmark.
Although there was no significant fall in funds borrow-
ed by U.S. banks from their foreign branches, it
seems likely that some of the pressure fell on the
United States balance of payments, probably pushing
the official settlements position, at least temporarily,
back into substantial deficit.

Faced with this flood of incoming funds, the
German authorities at first intervened actively to
rechannel the funds back into foreign currency
"markets, but suspended their operations when it
became clear that the swaps were being increasingly
used to finance the speculation. In the two weeks,
following the second decision not to revalue the
Deutschemark the German authorities took a number
of steps to discourage further inflows and induce a
return of funds to other countries. Reserve require-
ments against foreign deposits were reimposed; and
on 22nd May the Bundesbank began again to offer
swap cover on short-term foreign investments by
the German banks on very favourable terms. The
reversal of the speculative flows got under way rather
slowly, but appears to have accelerated in mid-June,

as conditions in United States financial markets
tightened further and Eurodollar rates 1eached new
record levels. The additional funds tied up in Ger-
man reserves—which are presumably invested enti-
rely in U.S. Treasury bills—may directly or indi-
rectly be exerting additional pressure on the Eurodcl-
lar market.

‘The monetary pressure coming from the United
States, and the response this has elicited from other
countries, has raised some important issues. Given
the size of the United States economy, it was to be
expected that vigorous use of monetary restraint
would have considerable repercussions throughout
the OECD area. In fact, the pull has been sufficient
to put the United States significantly—albeit errati-
cally—into surplus on official settlements, despite
the deterioration in the current account. There
has therefore been a drain on other countries’ res-
erves—accentuated in May by the Deutschemark
crisis—and several countries’ official dollar holdings
have fallen to unusually low levels. Morecver, in
a number of them the high demand for funds in the
Eurodollar market has begun to contribute to growing
stringency in domestic money and credit markets.

There is obviously a danger that under these circum-
stances countries might be pushed into undesirably
restrictive monetary policies. For the two countries
in the most vulnerable external positions, France
and the United Kingdom, the tensions which have
prevailed so far this year in international markets
are clearly not helpful. However, capital outflows
from these countries appear to have owed as much
to confidence factors as the attractiveness of interest
rates elsewhere; and, in any case, both need to rely
heavily on restrictive monetary policies for internal
reasons. For a number of other European countries
—notably Germany, but also several of the smaller
industrialised countries—there have also been good
domestic grounds for a significant tightening of mon-
etary policy since last autumn, as domestic expansion
has begun to run into capacity limitations. While,
therefore, there does seem to have been some defensive
element in certain of the measures taken, it is not
clear that up to June the general tightening of mone-
tary conditions in Europe had gone further than
would in any case have been justified by the pace of
expansion and the inflationary problems faced by
several countries. It might have been, however, that
some countries would soon be pushed into an unbal-
anced policy-mix giving undue weight to monetary
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restraint in relation to the requirements of their own
domestic situation.

In June, the borrowing of Eurodollars by United
States banks from their foreign branches accelerated
sharply, increasing by more than § 3 billion in three
weeks. Against this genefal background, the Fede-
ral Reserve Board announced on 26th June plans to
impose a 10 per cent reserve requirement against
increments in such borrowing above the May average :
the same requirement would also apply to * borrow-
ings ” from foreign banks !. In order to avoid by-
passing the intended effect of slowing down the
domestic use of Eurodollars, a similar requirement
was imposed against direct loans by foreign branches
of United States banks to residents of the United
States and against assets acquired by a foreign branch
from a United States office of the bank. These

changes—if eventually approved by the Federal
Reserve Board—should have the effect of slowing
down the flow of short-term foreign funds to the
United States through the banking system: indeed,
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since the banks’ position at end-June was apparently
well above the base figure, the initial effect might well
be some net outflow of these funds. However, other
short-term flows—including loans by foreign banks
to U.S. residents, both directly and via the United
States agencies and branches of such banks—will
remain unaffected by the proposed change in Federal
Reserve regulations : so that, given the present degree
of monetary tightness in the United States economy,
some short-term capital movements across the Atlan-
tic may continue, although probably at a much re-
duced pace. '

Eurodollar Market .

The foregoing description of recent short-term
capital movements has made frequent rcference to
movements into and out of the Eurodollar market.
This market, which consists of the depositing of
short-term funds denominated in dollars at banks
outside the United States and their relending (both
to U.S. and non-U.S. residents), grew remarkably
in 1968, according to the estimates published by
the Bank for International Settlements®. It expanded
by more than 40 per cent, from about $17.5 to
$ 25 billion. Of this § 7.5 billion increase, $ 1.9 biilion
came from the United States and Canada (Table 19)
consisting almost entirely of the temporary deposit of
funds borrowed abroad by U.S. corporations to
finance direct investments.

On the other—or “ uses ”——side, the BIS  data
show that $44 billion—about 60 per cent—of the
funds raised in 1968 were employed in the United
States and Canada. This is more than twice as
much as the U.S. banks reported as having borrowed
through their foreign branches; the remainder (after
some allowance for lack of comparability of statistics
from different sources) must have represented direct
lending to U.S. residents—bank and nonbank—by
banks engaged in the Eurodollar market. This
could include, inter afia, loans to domestic (U.S.)
customers sold by U.S. banks to their foreign bran-
ches and correspondents; funds placed in the U.S.

1. Deposits of foreign banks with United States banks have
previously been subject to reserve requirements, and would
remain so under the new regulations.

2. These data comprise activities of commercial banks oper-
ating in eight European countries, which are believed to cover
practically all the market. Transactions of Canadian and
Japanese banks, however, are exciuded, except to the extent
they are counterparts to the assets and liabilities of banks in the
eight reporting countries.
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Balance
TABLE 19 Geographic area 1965 - 1966 1967 1968 v
Net Euro-dollar flows, 1966-68 e
$ billion Sources of funds (* deposits ™)
4 Outside area
United States and Canada® -0.2 04 09 19 4.5
Other ' 05 08 09 20 7.3
ToTAL 03 1.2 1.8 39 11.8
Inside area L
Non-banks 04 06 1.1 1.3 5.2
Banks? 1.8 1.2 0.1 23 8.0
TorAL 2.2 1.8 1.2 36 13.2
Total sources 25 30 30 175 25.0

a) Excludes loans and other conventional com-
mercial transactions with United States banks.

5) Including funds deposited by commemal

Uses of funds (™ credits )~ -

banks within the arca (e;. German ban| et 5
de?ts in London) under special arnnmu Outside area
with official moneury msmuuons. .
unless such fund: are the eoumetpun ol' dollar Other 07 07 16 20 6.8
depocmFat the bank mkmc tl: U.S. place- .
or ins! m
B i .8 Trescary bith, Ananced German ToTAL 12 30 24 64 170
lass o&z:lmed by swaps with the Bundesbank, )
uded. GR*“M, are norm H
geurmpondem balances held in the U.S. Inside area
d) !ncludl,tfu asscts p;yagle ina non-g:lil!:xr, cu‘l; Non-banks 1.0 04 04 0.6 4.7
tamed in the Euro-ymarsk“e,:pﬁngeposm or oby Banks® 03 04 02 05 33
S b heees, banks with ltatan res: '
t ian wi ian res-
idents m?eu mpzrtod in the * non-bank ® category. TotaL 1.3 00 06 1.1 8.0
amote : The data, in principlc, exclude redeposi®S  Total uses 25 30 30 75 250

market through the New York agencies and branches
of European banks engaged in Eurodollar opera-
‘tions; loans to U.S. corporations and their overseas
ﬁnancmg subsidiaries to assist the latter in financing
direct investment; and other direct extensions of
credit to U.S. residents.

Long-term Capital Movements

An account of long-term capital movements
in 1968 and early 1969 can be limited to developments
in the private sector; after adjustment for various
types of special transactions, changes last year in net
flows of official capital were relatively small.

Among the major countries, the main developments
were a substantial increase in net outflows of resident
capital from most countries of the EEC and large
increases in inflows of non-resident capital, particu-
larly into the United States, but also into Japan and
Canada (Tables 20 and 21). The main force at work
has been the shifts in monetary pressures already des-

cribed and their effects on interest rates and capital
market conditions in different countries. The United
States balance of payments programme has also been
a powerful force working in the same direction. The
rapid growth of the international issue market and
of large-scale purchases of outstanding issues may
also reflect a growing willingness and desire on the
part of institutional investors in rmanv countries to
build up their foreign portfolio holdings.

As noted below, the main effect of the United States
balance of payments programme in 1968 was to
induce American corporations to draw heavily on
foreign sources of funds to finance their overseas
investments, particularly by floating bonds in foreign
and international markets. Together, these diverse
influences combined to produce large changes in
flows of portfolio capital. In addition, in the United
States and Japan there were sharp increases in the
use of other foreign sources of long-term finance,
principally—it would appear—of long-term loans
from banks: a major counterpart was a substantial
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increase in long-term lending by German residents,
particularly German banks (in addition to purchases
of foreign bonds) ; but it is also likely that a significant
part was obtained in the Eurodollar market.

In the United States all but $ 0.3 billion of the
$ 3.9 billion swing in net movements of private long-
term capital last year was accounted for by a massive
increase in inflows of foreign capital, from $ 1.6 bil-
lion in 1967 to $ 5.2 billion. Some $ 2.9 billion of
this increase was due to a sharp rise in foreign long-
term claims on and investments in the United States
corporate sector. Corporate bond issues abroad
rose from § 0.4 billion to $ 2.1 billion; and other
foreign purchases of United States securities rose by
about § 1} billion. -

Net foreign purchases of U.S. corporate equities
at § 2.3 billion, three times as much as in the previous
year (which had followed three years of net sales),
reflected a marked change in attitudes toward invest-
ment in United States securities. This may have

been, at least in part, induced by the more favourable
treatment of foreign investors provided by the Foreign
Investors Tax Act of 1966. The hope of short-term
capital gains may aiso have been a stimulus, although
the performance of Wall Street in 1968 was outpaced
by that of most of the other principal stock exchanges
of the world. Political and economic uncertainties
in Europe may have been another factor. The
movement induced, and was aided by, the formation
of a large number of mutual funds, organised outside
the United States, for the principal purpose of invest-
ing in equities, particularly of United States corpo-
rations.

There was an increase of $ 670 million (compared
with a rise of only $ 90 million in the previous year)
in other long-term liabilities of the United States
corporate sector. Both the bond issues and the
other corporate borrowing reflected the constraints
of the balance of payments programme on the use
of domestic funds to invest abroad. Part of the

TABLE 20
Private long-term capital movements of major OECD countries 1967 and 1968
$ billion
Assets reported separately Liabilities reported ‘scpamtely Other
Total assets
net Total Direct  Portfolio  Other Total Direct  Portfolio  Other _and
investment investment liabilities
net
United States 1967 -2.81 —4.45 -3.15 -1.27 -0.03 1.64 0.26 1.29 0.09
1968 1.13 -4.11 -3.03 -1.27 0.18 5.23 0.32 4.24 0.67
United Kingdom 19678 -0.09 ~1.16 -0.74 -0.08 -0.34 1.07 0.51 0.03 0.54
1968 -0.15 -1.49 -0.89 -0.39 -0.21 1.34 0.60 0.20 0.54
France? 1967 0.17 -0.45 -0.20 -0.06 -0.18 0.61 0.32 0.16 0.13
1968 . .. ..
Germany 1967 -0.42 -0.83 -0.25 -0.35 -0.24 0.41 0.70 -0.16 -0.13
1968 -2.50 -2.95 -0.39 -1.41 ~-1.15 0.45 0.38 0.00 0.06
italy 1967 -1.00 -1.31 -0.23 -0.87¢ -0.20 0.31 0.26 0.06 -0.02
1968 -1.29 -1.77 -0.23 -14i¢ -0.14 0.48 0.33 0.05 0.10
Belgium 1967 0.15 -0.16 -0.05 ~0.11 0.00 0.31 0.23 0.06 0.02 0.01
1968 -0.06¢ | 029 -0.03 -0.27 0.01 0.234 0.23 ~0.01 -0.01¢ 0.004
Netherlands 1967 -0.15 -0.47 -0.21 —0.04 -0.22 0.40 0.05 0.04 0.31 -0.08
1568 -0.05 -0.59 -0.22 -0.27 -0.11 0.56 0.13 0.30 0.13 -0.02
Canada® 1967 1.24 0.47 -0.08 -0.39 000 | 1.42 0.57 0.85 0.29
1968 1.35 -0.64 -0.16 -0.43 -005 | 1.93 0.54 1.39 0.05
Japan¢ 1967 -0.81 -0.87 -0.12 0.00 -0.75 0.06 0.05 0.06 -0.04
1968 -0.24 ~1.10 -0.22 000 088 0.86 0.08 0.35 0.43

a) See Nowe &) to Table 17.
b) ‘Transactions with non-Franc countries only.
¢} Including remissions of bank-notes.

d) Partly estimated by Secretariat.
¢} Including official assets and liabilitics.
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T 21 ol Of which, due to changes in flows of:
Changes in private long-term net Resident capital Non-resident capital
capital balances of major changes | Total Port- Other | Total Port-  Other
OECD countries 1967 to 1968+ folio folio
$ billion
United States 3.94 034 000 034 360 295 065
Japan? 057 | 0.23 000 -023 080  0.29 0.50
Note : A positive figure indicates & reduc.  Canada® 034 | 016 -004 -0.12 | 0.51 0.54 -0.03
o i o o e o b, United Kingdom¢ 006 | 033 031 002 | 027 018 009
resident capital.
4 Dats olate only o capitel mo Netherlands 004 | 012 022 0.1 016 026 -0.10
fprwhichc_kuikofmmdlhbili—
5 Taciuding.official longterm capital :  GErmany 209 | 212 -106 -106 | 003 016 -0.13
see Note ¢) to Tabis 20. Ttaly -029 | -047 -053 007 018 -0.01 0.19
¢) See Note b) to Table 17. )
d) See Note a) to Table 20, Belgium 0214 013 -0.16 003 | -0.08 -0.07 -0.02¢

borrowing abroad, however, appears to have been
used to finance domestic activity. This indicatec
that although the balance of payments programme
was an important factor behind the swing in the
United States capital balance, it was powerfully
assisted by the growing monetary pressures in the
United States compared to conditions in most Euro-
pean capital markets.

The higher net inflow of non-resident capital to
Canada in 1968 was also due to a substantial increase
in foreign purchases of Canadian securities, which
rose by $§ 540 million. Of this, § 350 million reflected
new bond issues by Canada in European capital mar-
kets. In contrast, United States purchases of Cana-
dian securities increased by only § 90 million. The
diversification of Canadian borrowing abroad last
year largely reflected the growing pressures in United
States and domestic capital markets.

The $0.3 billion increase in foreign portfolio
investment in Japan last year also partly reflected
resort by Japanese borrowers to European bend
markets, but mostly purchases of outstanding Japa-
nese bonds and shares by foreign investors, attracted
by high yields and booming conditions in Japanese
capital markets. High bond yields in Japan pro-
Lably also contributed to the substantial increase in
other Japanese long-term borrowing abroad, which
rose from $ 30 million to § 480 million.

Borrowing in other European capital markets
contributed to the rise in inflows of non-resident
capital in both the United Kingdom and the Nether-
lands. The high level of activity in the Eurobond

market probably also attracted some Dutch invzstors,
contributing to the sharp increase in their acquisitions
of foreign bonds and shares. The increase in resident
portfolio capital outflows from the United Kingdom
largely reflected purchases of Australian oil and
mineral securities : exchange controls continue effec-
tively to limit net investment in non-sterling countries.
However, British companies, like American ones,
are turning increasingly to overseas borrowing to
finance overseas investment.

The main counterpart to the increased inflows of
non-resident capital into the countries discussed
above was a substantial increase in outflows of resi-
dent capital from Germany, Italy and Belgium,
totalling $ 2.7 billion for the three countries together ;
net inflows of non-resident capital changed little.
Outflows . of German funds almost quadrupled,
rising from $ 830 million to $§ 2,950 million, reflecting
the ready availability of funds on the German capital
market throughout the year. The increase was about
equally aivided between German purchases of forsign
bonds and other securities, which rose by § 1.01 bil-
lion, and long-term loans, mainly from German
banks, which increased by $0.9 billion. Direct
investment outflows from Germany also increased
somewhat. Portfolio movements also featured large-
ly in the higher net capital outflows from Italy
(where—including an estimate for purchases financed
by exporting bank notes—they accounted for more
than the total increase) and from Belgium.

Few details are available of the overall picture of
long-term capital movements in OECD countries in
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early 1969. The most notable development was
the further substantial increase in net long-term
private capital outflows from Germany, which at
$ 1.9 billion in the first four months, was already over
three-quarters of last year’s total. In the same
peiiod German purchases of foreign securities totalled
$ 1,070 million. On the other hand, foreign pur-
chases of United States equities seem to have reached
their peak about the turn of the year, and have since
fallen off (albeit from a very high rate of about § 34
billion a year), probably refiecting the downturn in
United States stock prices (Chart H).

International Bond Issues

New Eurobond issues in 1968 soared to about
§ 4.5 billion, almost double the volume of 1967
(Table 22). Of these about 75 per cent consisted of
“international offerings” and the balance comprised
foreign issues .offered solely within national markets,
mostly in Germgny and Switzerland. In the first
quarter of 1969 they amounted to an annual rate

of § 63 billion, but fell off sharply in April and May
to an estimated annual rate of $ 3 billion, and activity
has since remained rather slack. The fact that Uni-
ted States companies hold in liquid form some $1.5
billion of the proceed$ of ecarlier issues may have
lessened their need for borrowing. The market
also seems to have become congested in the first
quarter. Moreover, it may have paused to digest
the implications of the measures taken in April by
the Italian authorities to regulate capital outflows
and the “queueing” requirements imposed in Germany
on non-resident issues in domestic currency—though

TABLE 22
International bond issues outside
the United States markets

$ billion
1967 1968 1969
QA
CURRENCIES OF ISSUE

Dollars 1.66 246 0.76 0.25
Deutschemarks 0.19 132078 0.18
Swiss Francs 016 033 009 0.02
Other? 028 034 005 03
ToTraL 229 445 1.68 049

Of which:

Issued in international markets 1.89 3.37 | 1.15 0.35
Issued in national markets 040 1.08 | 0.53 0.14

BORROWERS
U.S. companies 0.60 223 | 065 020
Western Europe® 095 086 ) 043 0.08
Other OECD countries? 0.07 044 | 030 0.11
Non-OECD countries 044 042 | 0.17 0.01
International lending institutions® 0.23 0.50 | 0.13 0.09
TOTAL 229 445 | 1.68 049

i

U.S. BORROWERS |
Dollars 049 1.88 | 0.51 0.17
Deutschemarks 006 021 009 001
.Swiss Francs 005 0.14 | 003 001
Other 000 0.00! 002 001
ToTtaL 060 223! 065 0.20

Of which:

i
Convertible 023 165! 040 0.09
Non-convertible 0.37 059 0.25 0.11

a) Data for 1967 and 1968 are based on BIS compilations ; data for 1969
are Secretariat estimates.

5) Including issues denominated in units of account and in more than one
cusrency.

c) Excludes the United Kingdom.

d) United Kingdom, Canada, Japan.

e) Including European regional institutions.
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The net outflow of capital items affected by the United
“States balance of payments programme declined by roughly
$ 31 billion in 1968. On direct investment transactions it
fell by $ 2.3 billion to $ 1.5 billion (Table 23) ; bank credit
covered by the programme swung by § 1 billion to an inflow
of $0.6 billion ; and there were substantial repatriations of
short-term balances previously held abroad by United
States corporations.

The effects of the controls in producing these changes
cannot be distinguished from those of other forces at work.
Thus, although the growth in investment expenditures by
United States subsidiaries abrcad slowed down in both
1967 and 1968, there is little evidence that tHis was due to
the programme. The main effect of the latter was to sti-
mulate an increase in the financing obtained outside the
United States both by parent companies and, it appears,
by subsidiaries. But this was considerably facilitated by
the easy conditions in foreign money and capital markets
relative to those in the United States : indeed, some of the
borrowing abroad appears to have been undertaken to
finance domestic expenditures rather than foreign invest-
ment. Similarly, that United States banks remained well
below their target ceilings suggests that they were able to
satisfy as much foreign demand for credit as they desired
in the light of their liquidity position.

The programmes relating to direct investment and bank
lending have been extended at least until end-1969. 1In both
cases the leeway carried over from 1968, plus the quotas
for 1969, would theoretically permit net capita! outflows
substantially above those of last year. Thus, it appears
that United States non-financial corporations could make
foreign direct investments (including the use of retained
earnings) of about $5 billion this year. In fact, survey
results indicate intentions to make net exports of capital,
including reinvested earnings, totalling only $ 2.8 billion
— nearly twice last year’s figure, but still well below 1966
and 1967 : excluding reinvested earnings (which are not
comprised by the United States balance of payments sta-
tistics) the net outflow of capital covered by the programme
would, on this basis, rise from § 0.25 to $ 1.12 billion.  The
guidelines for the banks would allow a considerable capital
outflow this year ; but the present degree of monetary

UNITED STATES BALANCE OF PAYMENTS PROGRAMME

tightness in the United States may lead to some further
repatriation of bank assets, although perhaps less than
last year.

TABLE 23
Direct investment transactions affected

by U.S. balance of payments programme
$ billion

1966 1967 19688 1969%

Reinvested earnings 1.08 092 121 1.67
Capital transfers, gross 344 335 247 342
Total direct investment 4.53 427 3.68 5.09
Less:
Use of funds borrowed abroad 0.65 0.56 2.22 2.30
Equals:
Direct investment, net of foreign bor-

rowing 387 3.71 146 2.79
Memorandum items
Total long-term borrowing abroad :

Programme data .. 3.8¢

Balance of payments data 08 05 29
Total plant and equipment expendi-

tures, balance of payments data,

excluding Canada 63 70 7.6%
Capital transfers, balance of

payments data, excluding Canada 2.5 2.6 2.2
a) Estimated. )
b) Projected.

¢) Cumulative total, 1965-68 : $6.0 billion.

Note : The data for 1966-68 are based on reports from 3,300 companics ;
the 1969 projections represent 469 major companies, which accounted
for almost 90 per cent of investment in recent years.

the latter requirement has created a backlog of poten-
tial borrowers which may result in further “interna-
tional ” issues later. [t also appears that the present
high interest rates are having a deterrent effect on
borrowers’ willingness to incur additional long-term
debt.

On the demand side, the new United States balance
of payments programme introduced in January 1968
was no doubt a major factor behind the rapid rise
in offerings of international issues last year. But
the market could not have expanded as it did had
there not been a sufficient supply of funds forthcom-

ing to keep the cost of international borrowing at
levels that have been increasingly attractive in relation
to alternative sources, notably in the United States.
The gap between yields on dollar Eurobonds and
U.S. domestic bonds has narrowed steadily since
the middle of last year ; and the yield on Deutsche-
mark Eurobonds (Chart 1) at 6-63 per cent has be-
come increasingly attractive to borrowers from
many countries. Other factors contributing to the
growth of the market have been the introduction of
attractive convertible features to U.S. bonds in the
face of a rising U.S. stock market ; capital flight from
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some European centres due to political or economic
uncertainties; and the fact that interest on interna-
tional bonds is not subject to withholding tax in the

country of issue.

Market uncertainties over the future of monetary
parities seem to have contributed to substantial
relative shifts in currencies of issue and in interest
yields on issues in given currencies. Thus, while
the volume of dollar denominated issues increased
in 1968 by 48 per cent to § 2.5 billion, DM-denomi-
nated issues increased nearly seven-fold to § 1.3 bil-
lion.

The growing interest of borrowers—almost enti-
rely governments and .international institutions—in
floating DM issues reflected the widening spread
between DM and dollar rates that began to appear
in mid-1967, and which in 1968 and early 1969 was
apparently wide enough to offset any reluctance to
incur the exchange risk of a possible revaluation of
the Deutschemark.

The fact that rates on dollar issues in European
markets have risen so steeply in the past two years
probably reflects in part the natural tendency for all
securities denominated in a particular currency to
follow generally similar trends : in the case of DM-
denominated issues (rates on which have been roughly
stable since mid-1967 in the face of rates on German
domestic issues which were declining through most
of the period) this tendency appears to have been
outweighed by the rapid rise in flotations and the
fact that, in the German capital market, 6 per cent is
generally regarded as the floor for long-term interest
rates. United States borrowers, however, have not
made much use of the DM market, apparently pre-
ferring to use the convertibility feature to avoid the
high interest rates on straight debt rather than to
incur the exchange risk of a possible revaluation of
the Deutschemark. Practically all the foreign issues
placed in Germany in 1968 were those of central
governments or international institutions, who could
not command the lower rates applicable to conver-
tibles in the dollar section of the market.

About 75 per cent of the increase in all international
issues in 1968 was accounted for by United States
companies and their special financing subsidiaries.
To a significant extent, the borrowing to finance
investment abroad seems to have been! precautionary ;
of the § 24 billion raised during 1968, about § 1.5 bil-
lion remained on deposit abroad, mainly in the Euro-
dollar market. In view of the high interest rates
prevailing in that market, the amount that can be
earned on Eurodollar deposits exceeds the rates of
interest paid on Eurobond issues, a factor likely to
stimulate precautionary borrowing.

The rising rates on Eurodollar bond issues led
American companies in 1968 to turn increasingly to
issues containing an equity feature. For the year
as a whole, over 70 per cent of the Eurobonds issued
by American companies were convertible. These
were usually marketed at an interest rate substan-
tially below the rates available on comparable straight
debt issues ; buoyant conditions in the United States
stock market obviously helped to increase the attrac-
tiveness of such issues. But even with the decline
in U.S. stock prices which began late in 1968, con-
vertible issues were still being marketed heavily during
the first quarter of 1969.

Borrowing by countries within the Western Euro-
pean area itself accounted for about 19 per cent of
the total in 1968, but was very slightly lower than in
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the previous year. Borrowing by Canada and Japan
rose from under $ 100 million to over § 400 million.
There was no change on balance in the amount of
capital raised on international markets by non-OECD
countries, but international lending institutions in-
creased their takings substantially, and Canada
and Japan entered the Eurobond market despite
their relatively free access to the United States capital
markets. This is further evidence, along with bor-
rowing by United States companies for use in the
United States, that at least some borrowers could
obtain money more cheaply and readily on the Euro-
bond market than on the United States new issue
market. This change in the cost of long-term bor-
rowing in Europe relative to the United States was
most notable in the case of flotations in Germany.
Although the recent expansion of the international
issue market probably owes a good deal to essentially
temporary factors, there are other considerations

—often of a fiscal nature—pointing to continued
growth of the market. Bonds payable in U.S. dol-
lars, for instance, bear a higher rate of interest than
comparable domestic United States securities; they
are payable in the most widely used international
currency ; and for foreigners interest on them is not
subject to United States income tax. The yield on
foreign bonds payable in Deutschemarks has up to
now been below that on German bonds; but for
non-German holders these issues are exempt from
the 25 per cent withholding tax ir:posed on the
interest on domestic bonds—and they are denomina-
ted in a popular currency.

As a result, part of the DM issues offered in Ger-
many has been purchased, at the time of issue, by
non-residents ; it is also reported that a considerable
amount of the capital inflow into Germany early in
May 1969 took the form of purchases of non-German
bonds payabie in Deutschemarks.

DEVELOPMENTS IN INTERNATIONAL LIQUIDITY

This section examines the major factors which
affected the supply and demand of official internation-
al liquidity in the ’ sixties and summarises the present
position of OECD countries. Though there are no
precise criteria which would permit an objective
definition of what “adequate” levels of official liquid-
ity should be, this examination throws light on some
of the main elements to be taken into account in an
analysis of future prospects and needs for official
international liquidity creation.

THE EXPERIENCE
OF THE 1960’s

World holdings of reserve assets, as recorded in
official statistics, rose by some $ 14 billion from end-
1960 to end-March 1969. This was almost fully
accounted for by a rise in holdings of currency assets
and reserve positions in the IMF, with holdings of
monetary gold rising by only $1 billion over the
period as a whole (Table 24). Two points, however,
need to be borne in mind in interpreting these figures.

First, the increase in reported holdings of currency
assets includes large amounts of creditor countries’
holdings of currency assets arising from support
operations (mainly sterling and, to a lesser extent,

TABLE 24

Development of official international liquidity=
$ billion; amounts outstanding at end of period

1960 1965 1967 1969

Sept. March

Gold

Recorded 379 414 404 389

Adjusted 379 414 404 383
Currency assets

Recorded 19.7 243 271 30.3

Adjusted 21.1 248 260 245
Reserve positions in the IMF 3.6 54 5.9 6.1
Total

Recorded : 61.2 710 734 754

Adjusted 62.5 71.6 72.2 68.9

a) Foreign reserve assets of national monctary suthorities ; for definitions
of both recorded and adjusted reserves see inset on pp. 50-51.
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CHART J
OFFICIAL RESERVE ASSETS
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francs). It is doubtful whether countries providing
support in this way regard such holdings as fully
equivalent to first-line reserves : their mobilisation
would require the reversal of the support operation
or a shift in the burden of support to another coua-
try. Secondly, the significance to be attributed to
the rise in South Africa’s monetary gold holdings
since adoption of the two-tier price system is at
present inevitably uncertain. This rise accounted
for more than half the total increase in monetary
gold holdings recorded during the period as a whole.
In what follows, use will normally be made of a con-
cept of official liquidity on an adjusted basis, exclud-
ing these two items as far as possible on the basis of

available data and also correcting for the discontinuity
arising from the incorporation into published reserves
of the United Kingdom’s dollar portfolio. Any
such adjustments are of necessity somewhat arbitrary
and alternative methods could have been used. A
brief discussion of the technical reasors behind the
adjustments made here and of possible alternative
lines of approach is in the inset.

On this adjusted basis, total official liquidity in-
creased by § 64 billion (about 10 per cent) between
end-1960 and March 1969. Development through
the period was, however, not regular (Chart J.).
Indeed, total official liquidity (on an adjusted basis)
increased by $ 9 billion in the five years from end-1960

CHART J (continued)
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CHART K to end-1965 ; then increased only slightly until Sep-
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September 1967 there was no net creation of this
type, but from end-September 1967 to end-March
1969 it amounted to $§ 3.1 billion! (equivalent to
$ 2.1 billion at an annual rate).

Finally, transactions in United States official
reserve assets (gold and reserve position in the Fund)
were at roughly the same rate and acted in the same
direction in all three periods. In the first two
periods they consisted very largely of conversions
into gold of dollar assets accumulated by other
countries as a result of the United States official
settlements deficit. These resulted in a transfer of
assets from the United States to other countries,
rather than a rise in global official assets as would
have occurred if official monetary authorities of these
countries had decided to hold the acquired foreign
assets in the form of claims on the United States.
To this extent, they provided an offset to the potential
liquidity-creating effect of the United States deficit.
In the third period, United States gold sales werc
closely connected with the functioning of the Gold
Pool until March 1968.

In the eighteen months to March 1969 there also
were sharp short-term fluctuations in the world totals
of official assets (Chart J). Within this period,
three sub-periods can be distinguished (Chart K):

i) October 1967—March 1968: Sterling and gold
crises
a) Main liquidity destroying factors
— Gold losses to the private sector through
Gold Pool operations: their potential
impact on total international liquidity was
aggravated by the fact that in practice
most of the total loss resulted in gold sales
by the United States;
— The effects of sterling devaluation on
official holdings of the overseas sterling
area. 2

1. This figure represents the amount of official liquidity
created through support operations (including IMF drawings)
on the * adjusted ™ definition. The effect on recorded liquidity
was as much as § 7} billion.

2. United Kingdom liabilities to the Owverseas Sterling
Area have not been identified separately in Chart K as a source
of reserves (tisey are part of * other ). For detailed figures
and explanation of treatment given, see inset on sources and
uses of international lquidity.

3. See Economic Outlook, No. 3, p. 35 for an analysis of
the impact of the gold crisis on private capital transactions of
reserve currency countries.

b) Liquidity creating factors

— A Unitec States’ official reserve transac-
tions deficit, fully concentrated in the
fourth quarter of 1967 (when monectary
conditions were only beginning to tighten);
— Large-scale support to the United Kingdom,
because of both the devaluation crisis and
the indirect impact of speculation in gold. *
Despite the gold losses, reported officiagl reserves
over this sub-period actually rose because of the
sterling assets created as a counterpart of support to
the United Kingdom, but on an adjusted basis total

official liquidity declined by around $3 billion.

i) April 1968-November 1968: French disturbances
and Franc/Deutschemark currency crises

a) Main liquidity destroying factors
— A United States official reserve transac-
tions surplus of $ 0.9 billion concentrated
in the April-June period and partly due to
monetary tightness in the United States
and to the capital flight from France and
the United Kingdom;

b) Liquidity creating factors

— Support to France and to the United
Kingdom, both in the form of IMF draw-
ings and of direct assistance from Central
Banks;

— A small rise in national monetary
gold holdings following the Washington
announcemeni, even discounting the rise
in the South African gold stock.

— French gold sales to the United States.

The latter factors had a much bigger impact than
the former, so that over this period there was an
exceptionally large increase in official liquidity on
an adjusted basis.

iti) December 1968-March 1969: Reversal of previous
phase and considerably increased monetary strin-
gency in the United States
Two main factors contributed to liguidity
destruction during this short period
— A very substantial United States official reserve
transactions surplus as monetary conditions tight-

ened;
— Repayment of debt by the United Kingdom and

France.
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There was no rise in national monetary gold
holdings outside South Africa and the fiduciary
component of official reserve assets on an adjusted
basis fell by about § 14 billion, resulting in a decline
in official liquidity on an adjusted basis. As there
was some debt repayment, the decline in recorded
reserves during this sub-period was somewhat

larger.

The background to these violent changes in inter-
national payments positions has been discussed in
earlier sections of Economic Outlook. Short-term
capital movements were by far the most important
cause of disturbances and this is reflected in the
exceptionally large rise in privately held foreign
assets in 1968.

Total short-term assets and liabilities vis-a-vis non-
residents of commercial banks in Group of Ten
countries other than the United States increased by
§ 163 billion and § 14} billion respectively (42 per
cent and 34 per cent respectively). The major part
of the increase in both assets and liabilities was
denominated in foreign currencies: in doliars the
increases were $ 12 billion (assets) and $ 94 billion
{liabilities). ' This was connected in large part

ADJUSTMENTS TO GLOBAL RESERVE FIGURES

As explained in the text, recent years have seen a contraction
-~and at times reversal—-in the traditional sources of reserve
creation.  The situation has been alleviated by substantial
extension of inter-central bank credits, so that—at least until
recent months—published totals of world reserves continued
to rise ; it is estimated that the total of world reserves at end-
March 1969 included over § 9 billion arising from inter-central
bank credit operations of various kinds. It is therefore neces-
sary to make adjustments i order to obtain an impression of
the underlying development of reserve assets readily usable for
making settlements. The starting point, as shown in Table 25,
Is the recorded series of global reserves, which differs only
slightly from the series given in the International Liguidity
tables of the IMF [fmernational Financial Statistics. The
changes ! are made to bring the figures closer to standardised
definitions. These basic figures then undergo adjustment to
vield the series of * adjusted reserves ” used throughout this
section,

Most of the adjustments to currency assets relate to those
created by support operations.  Several kinds of support oper-

I. To include Switzerland’s hoidings of Roosa Bends, to exclude Japan's
holding of Eximbank certificates. and to include foreign asseis of the Kuwan
government (given in the Kuwait country pages of 1.F.S) ; adjusted also for
the Secretariat’s estimate of goid swaps between the Swiss National Bank
and the Bank for International Settlements. 1t should be noted that countries
exciuded from IF$ (notably those of the Sino-Soviet Area} are also excluded
here.

with the further rapid expansion in the Eurodolar
market. Viewed from the angle of its impact on
official international liquidity, the relevant factor is
that insofar as part of these funds took the form of
short-term capital movements into the United States
they led to a surplus cn official reserve transactions,
which in turn was a potential source of destruction
of official liquidity. Conversely, central banks in
other countries can as a group increase their official
reserves through withdrawing funds from the Euro-
dollar market, only to the extent that this leads to a
deterioration in the U.S. position on official reserve
transactions (i.e. a shift in U.S. liabilities from priv-
ate to official holders). In other words, in the
framework of the analysis used here, official liquidity
can only be increased at the expense of private liqui-
dity to the extent that private holders can be induced
to relinquish, not just deposits in the Euro-dollar
market, but claims on the U.S. monetary. system. 2

1. Source: Bank for International Settiements, 39th Annual
Report, Basle, 1969.

2. Unless central banks keep their holdings in the form
of claims on the Euro-dollar market or other currency markets.
These have not been separately allowed for as sources of liqui-
dity in this analysis and are therefore part of the statistical |
discrepancy (see inset). ' ‘

ation need to be distinguished, since a variety of effects on
published reserves is possible, and the adjustment needed to
bring the figures to a basis useful for analysis varies correspon-
dingly.

i) Drawings on US facilities put dollars into the hands of
—and give the US an equivalent foreign currency claim
on—the drawing country. The dollar proceeds of the
transaction are normally used with little delay to make
payments, but the claim acquired by the US must be held
if the support of the debtor’s currency is to be effective.
Assurning that all of the dollars accrue to official holders,
such a “swap ™ drawing will increase published giobal
reserves by double the amount of the drawing. Only the
dollars created by the swap can be regarded as additions
to usable reserves, however, and in arriving at * adjusted
reserves ” it is necessary to subtract US holdings of foreign
currency assets arising from this kind of operation ;
Drawings by the US on swap facilities with another Ceniral
Bank normally have no effect on global reserves and there-
fore call for no adjustment. The proceeds of such
drawings are generally used to “ mop up” temporary
surplus dollar holdings of the partner country, with the
result that neither party to the arrangement increases its
holding of currency assets : the partner country effectively
obtains forward cover on its surplus dollars ;

i}
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TABLE 2§
of recorded and sdjusted reserves
$ billion; amounts outstanding at end of period
1960 1961 1962 1963 1964 1965 1966 1967 1968 1969
Sept. March Nov. March
1. Total, countries’ reserves, recorded 61.2 629 636 669 696 71.0 728 734 738 7172 7154
2. ADJUSTMENTS
2.1. To exclude creditor countries’ currency assets arising from support
operations - 01 -01 -02 08 -~08 -19 1.7 46 -62 -58
2.2. To include U.K. dollar portfolio throughout period 1.4 1.4 1.4 1.4 1.4 1.4 0.5 0.5 — — —
2.3. To exclude the risc in South Africa’s gold holdings since March, 1968 — —_ — — — —_— — — — 0.5 -0.6
3. Total countries’ reserves, adjusted (1 + 2) 62.5 642 648 681 702 716 714 722 692 705 689

iit) Operations in which the US does not participate have the
effect, in general, of increasing published global reserves
by the amount of the assistance given. The debtor coun-
try either obtains dollars directly, or else obtains the cred-
itor’s currency, with which it purchases dollars from the
creditor. As in i) above, the dollars are in general used
speedily to make payments. The creditor country's
assets are unchanged in amount, but changed in composi-
tion, as a result of the support operation : in place of the
dollars given in assistance the creditor holds either the
currency of the debt:r (in the case of a simple swap draw-
ing) or else claims in dollars (or possibly a third currency)
that are not for the moment usable (in the case of a * dollar
deposit ” or a swap routed through the BIS). For some
purposes the creditor country may be justified in regarding
claims of these kinds as part of its reserves, on the ground
that the support operation is reversible in the relatively
short term or that if its balance of payments suddenly
deteriorated, the claims would be transferable to another
creditor. But the latter would be an exceptional course,
and in any case assistance of this kind cannot be said to
increase the total of freely usable reserves for the system
as a whole. For these reasons, the concept of “ adjusted
reserves " used here excludes the creditor countries’ hold-
ings of currencies arising from such operations.

To sum up, global adjusted reserves as defined in this note
should exclude in principle all creditor countries’ holdings of
currency assets arising from support arrangements. This
implies that the dollars created by drawings on the US are
regarded as a contribution to total adjusted reserves, but that
other support operations are treat=d as means of temporarily
shifting given amounts of usable reserves within the system
without adding to the total. An alternative would have been
to adjust only for the “ double counting ” that arises when a
support operation creates reserves by twice the amount of
support given (item /). A choice between the two methods is
to some extent arbitrary, but the former—which takes account
of the * quality ™ of reserve assets—has been preferred for the
purpose of this note.

In practice, available statistico do not permit precise calcul-
ations of the adjustments ; it is, however, possible to arrive at
estimates that are believed not to be seriously wide of the mark.
US holdings of currency assets, which were negligible until the
early 1960’s, appear to have arisen almost entirely from the
extension of support to others! : for present purposes it has
been assumed that all US currency holdings arise in this way,
even though very small amounts may be held as working balan-
ces, etc. Support extended to the UK by countries other than
the US has been assumed to be represented by changes in UK

sterling liabilities to central monetary institutions in Western
Europe and by UK liabilities in non-sterling currencies to all
central monetary institutions. # Assistance to France by coun-
tries other than the US has been estimated by the Secretariat
on the basis of information in various central bank publications?.
Other instances of support extended by countries other than the
US (for example, in favour of the lira in 1964) appear to have
been unwound within the calendar year, and therefore do not
affect the figures presented here. ¢ At end-March 1969, the
sum of the items excluded from * adjusted ” reserves was nearly
$ 6 billion (Table 25, line 2.1).

Another adjustment to the series ol currency assets consists
of the inclusion of the UK dollar porifolio in that country’s
reserves from the start of the period, at its value realised on
liquification. It could be argued that the liquification was a
source of liquidity creation. Its recording differs, however,
both in valuation and timing between the UK and US statistics,
and it has been found preferable for purposes of statistical
consistency——particularly in relation to the treatment of * sour-
ces and uses ™ that follows—to regard the proceeds as having
formed part of UK reserves from the beginning of the period
(Table 25, line 2.2).

The total of countries’ gold holdings is adjusted to eliminate
the rise in South Africa’s holdings since March 1968, the first
date after the Washington announcement for which figures are
available. While the Gold Pool arrangements operated, gold
sales by South Africa could be regarded as leading to an in-
crease (or a reduced fall) in the monetary gold stock of Gold
Pool countries, on the assumption that those countries would
have continued—at least in the short term—to meet the same
volume of private demand whether or not the Gold Pool’s
stocks were being replenished by South African sales. With
the introduction of the two-tier gold market, the whole of the
South African gold stock car no longer be regarded as a vir-
tually certain future contribution to the total supply of gold
available to other monetary authorities—part may be sold in the
free market, depending on policy decisions yet to be taken and
on market developments. It is therefore thought to be prefer-
able for analytical purpose to record additions to the monetary
gold stock from South African production on an ex-post basis
(i.e. the amounts effectively entering the system through sales
to other central banks) rather than ex-ante (the amounts ac-
cruing to the South African central bank), (Table 25, line 2.3).

1. See the regular articles by Mr. C.A. Coombs in the Federal! Reserve
Bulletin and figures appearing in that publication and the US Treasury Bulletin,

2. Source : Bank of England Quarterly Bulletin. The fact that non-sterling
area countries’ holdings of sterling other than in support of the pound would
have tended to fall over recent years implies that the assumption employed
here yields an under-estimate of the extent of support,

3. Banque de France : Bilans hebdomadaires : Deutsche Bundesbank
Annual Repore | Banca d'ltalia : trnual Report.

4. The only other adjustment made on account of “support” is the exclusion
of ltaly®s Canadian bond acq.ired in 1968.
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The total rise in official reserve heldings since the
beginning of the decade was unevenly distributed,
both as regards the total amounts of reserves accruing
to the various countries and as regards the asset
composition of those resevves. Without entering into
the details of the country distribution, ! the following
points may be noted regarding the large areas shown
in Chart J:

i) Reserve currency countries: These countries’
reserve assets, essentially in the form of gold,
have declined more or less “regularly throughout
the period, reflecting their weak balance of pay-
ments position. At the same time their liabilities
to national monetary authorities have increased

CHART L

OFFICIAL ASSETS AND LIABILITIES
OF RESERVE CURRENCY COUNTR{ES
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sharply (Chart L). However, the improvement
in the United States’ balance on official reserve
transactions has been reflected in a marked
change in trend on the liabilities side and, in the
most recent period, in a sharp improvement in
the net position, through both a rise in assets
and a decline in liabilities.

iy OECD non-reserve currency countries: Total
reserves increased rapidly until late in 1966.
Until end-1964 the rise took the form of both
gold and currency assets, hoidings of the latter
reaching a peak at the end of that year. In 1965
holdings of currency assets fell sharply but the
fall was more than offset by a substantial rise in
gold holdings (United States gold sales were large
that year) and by increasing reserve positions in
the Fund. The latter also accounted for part
of the further reserve rise which took place in the
period up to September 1967. Total reserves of
these countries then declined sharply on an
adjusted basis and by end-March 1969 they
were $ 3} billion lower than at end-September
1967. All three types of assets shared in the fall
but, as noted below, important changes took
place in this period in the asset composition of
individual countries’ reserves.

iif) Non-OECD countries: Their reserves have in-
creased continuously since 1962 (exclusively in
the form of currency assets until the recent
period), following a prolonged period of decline.

The asset composition of official reserves has also
changed fairly markedly during the period. The
following developments may be noted regarding the
composition of total world reserves:

— The gold ratio declined fairly regularly from 1960
to September 1967, then suffered a sharp fall until
March 1968—with total monetary gold holdings
going down and total fiduciary assets going up
(Chart M);

— The ratio deciined further but more slowly in the
middle sub-period, as gold remained virtually
constant and fiduciary assets increased;

— In the most recent sub-period the decline in total
fiduciary assets has led to a sharp rise in the gold
ratio.

1. The position of major countries at end-March 1969 is
discussed on pp. 54-55 below.
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By March 1969, the ratio of gold to total reserves
had declined to about 52 per cent, against 62 per cent
at end-1960. On an adjusted basis the fall was
somewhat less marked, the ratio declining from about
61 to around 56 per cent.

A separate analysis of development in groups of
countries, notably those with traditionally high
ratios ! and the others, reveals more striking changes.
Within the OECD area the dichotomy between the
two groups of countries has increased considerably.
On an adjusted basis, non-reserve currency countries
with high gold ratios had together the same ratio in
September 1967 as at the end of 1960 (63 per cent).
But in the more recent period their gold ratio has
risen sharply to some 72 per cent, after having fallen
slightly during ths gold crisis. In the recent period
these countrics have tended to finance deficits with
fiduciary assets, with the exception of France whose
gold holdings fell somewhat more than its holding of
fiduciary assets. French gold sales, however, were
largely to the United States and other high gold-
ratio countries, and the latter also received a very
high proportion of the gold sales made by the Inter-
national Monetary Fund to finance United Kingdom
and French drawings. As a result, this group lost
$ 21 billion of fiduciary assets between September
1967 and March 1969 and only $ 0.4 billion of gold
(all of which occurred before March 19¢+). Other
non-reserve OECD countries’ gold holdings remained
virtually stable throughout the period. Their fidu-
ciary assets rose rather sharply between 1960 and
1965 and consequently the ratio of gold to their total
reserves declined. Following an intermediate period
in which fiduciary assets fell, the recent picture has
been cominated by the large surpluses of Japan, and,
to a lesser extent, Canada, both of which have been
financed by accumulating fiduciary assets (in addition
Canada made gold sales to the United States). As
a result, from end-March 1968 to end-March 1969
the gold ratio of these countries as a group fell from
27 to 21 per cent.

Gold holdings of non-OECD countries have
increased significantly in the last 18 months for the
first time in the decade, even excluding the rise in South

1. Such a distinction must necessarily be somewhat arbi-
trary. The countries included here in the non-reserve cur-
rency high gold-ratio group are Austria, Belgium, France,
Germany, Italy, Netherlands, Portugal, Spain and Switzerland.
With one exception (Spain in 1960) these countries all had gold
ratios in excess of 40 per cent at the dates shown in Tables 24
and 27.

%

22

CHART M
GOLD RATIOS
Porcontage ratie of goid to
totsl reserves -
“
unadjusted WORLD e
q-~——‘
- 00
adjusted \\
- — - 5
- \\ - 56
N
-
7 OECD NON-RESERVE
CURRENCY COUNTRIES

high gold ratio countries’

other countries®

NON-OECD COUNTRIES’

1961 1862 1883 1984 1966 1868 1867 1988

* Adjusted. Sea st



54  GENERAL TRENDS

Africa’s stock. The increase is almost totally account-
ed for by certain sterling area countries and took
place in the period immediately following the devalua-
tion. Thus the gold ratio in the reserves of non-

OECD countries combined, which had declined over.

the previous five years (pari-passu with the rise in
these countries’ fiduciary assets) rose during the
18 months following September 1967 to above its 1965
level and almost to the level of end-1960.

THE PRESENT POSITION

As already noted, the marked slowdown in the
growth of the more durable elements of official
liquidity since around the end of 1965 has mainly

affected OECD countries. By end-March 1969 the
effect of these movements on both the asset compos-
ition of most OECD countries’ reserves and on
indicators of their relative size such as the ratio to
foreign trade was quite marked. For OECD non-
reserve currency countries this ratio was only 29
per cent at end-March 1969, compared with 45 per
cent at end-1965 and 50 per cent at end-1960.
The ratio was 35 per cent for the United States and
only 14 per cent for the United Kingdom at the most
recent date, against 105 per cent and 43 per cent
respectively at end-1960 (Table 26). Among non-
reserve currency countries the ratio at end-March
1969 tended to be higher for the smaller than for
the larger countries, with Portugal, Switzerland,
Austria and Ireland all having ratios above 50 per

Average annual | Ratio of reserves
TABLE 26 change to foreign trade b
. Reserves a
Official reserve assets March | End-60 End-65
of individual countries 1969 to to | End-  March
end-65 March 1960 1969
$ billion and percentages 69
Large OECD countries, adjusted®
Italy 4.5 031 -0.11 78 44
United States 122 | -094 -0.77 | 105 35
Germany 7.6 008 0.07 65 34
France 4.0 0.81 -0.72 35 30
Japan 3.1 0.04 0.30 46 24
Canada 3.0 0.21 -0.01 33 24
United Kingdom 2.5 -0.14 -0.59 43 14
TotaL LARGE OECD COUNTRIES, ADJUSTED 36.8 0.37 -1.84 66 30
Smaller OECD countries, recorded®
Portugal 1.3 006 0.13 146 152
Switzeriand 3.6 0.17 0.17 | 106 92
Austria 1.6 0.12 0.10 57 73
@) Large countries’ reserves have been Ireland 06 | 002 006 61 60
?diuﬁwd u_gdéstgvib? for tslac Spain 1.0 0.17 -0.12 75 40
L on p. .
B oot b o ssible from published Netherlands 24 | 011 O 44 27
infomuﬁion. how'everl.wzo ;lgccntfe ;; Norway 0.6 003 0.05 26 27
D ivnsnt mmade 1o ‘global reserves,  Belgium 21 | 017 006 39 26
m“ﬂl‘. °bf_!?‘!'F‘i°h ‘l"‘t? d"*;’?‘i from data Sweden 0.8 0.09 -0.07 19 15
218108, Orma! I Was ¢£8-
ggciafﬁf cl!ifﬁcuit tg ot:tain“t"or the smal- Denmark 0.3 0.06 -0.08 17 11
g coug;r:: for b:;‘;ch‘morded figures
¥e U oTe given.
b) Ratio of recorded or adjusted reserves ToTaL sMALLER OECD COUNTRIES, RECORDED? 149 1.00  0.17 48 38
to the agmu&l average of exports and
O o - (7 1968 expressed  Totar OECD  Adjusted 506 | 136 -203| 62 31
&) Countries ranked within groups accord- Recorded 56.4 1.5 -0.08 60 34
B o 08 o e e nona ha;  Non-OECD Adjusted 184 | 045 121 35 34
the proportion of non-trade transace .
tions varies considerably between  Torar WoriD Adjusted 689 | 181 -081 | 54 3
d) Including Greece, Iceland and Turkey. Recorded 74.5 1.97 1.33 53 35
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cent, ! while among the larger countries the highest
ratio was that of Italy at 44 per cent. Japan and
Canada had among the lowest ratios in the OECD
area. 2 All OECD countries except Portugal, Aus-
tria, Ireland and Norway had significantly lower
ratios of reserves to foreign trade at end-March 1969
than at end-1960.

The impact of these developments on changes in
the asset composition of OECD countries’ reserves
has already been shown in terms of gold ratios for
the group as a whole and for “ high gold ratio”
countries taken together. The absolute figures at
the end of the period are perhaps even more striking.
By end-March 1969 holdings of freely usable foreign
exchange * of * high gold ratio ” countries had fallen
to $ 24 billion, or about 9 per cent of their total
reserves. This is an exceptionally low figure: at end-
September 1967, for instance, holdings were $ 7 bil-
lion (Table 27). They could, of course, be increased
again by the conversion of other official assets. Gold
holdings amounted to § 194 billion at end-March
1969. At the same date, this group of countries was
also holding various forms of non-marketable U.S.
Treasury bonds (and 3-12 month certificates) to
a total of $2.4 billion. The largest holdcrs were
Germany ($ 1.2 billion), Switzerland (§ 450 million)
and Italy (§ 370 million). In the case of Germany a
substantial part of these holdings was acquire. -1aer
military offset arrangements and is mobilisable only
in case of serious balance of payments deficit. At the
same date these countries also had reserve positions
in the International Monetary Fund amounting to
$ 3.0 billion, of which § 2.2 billion represented super-
gold tranche positions and GAB lending. Of the
latter claims, which involve no repayment obligations,
$ 1.1 billion was accounted for by Germany, $ 630 mil-
lion by Italy and § 320 million by the Netherlands.

Reserves of non-OECD countries as a group have
grown rather more rapidly since the end of 1965
than in the previous five-year period (Table 28).
Although the growth of reserves has been unevenly
distributed, a positive element to be noted is that

1. The fact that it has not been possible to estimate reserves
of the smaller OECD countries on an adjusted basis may
account for part of the difference, but these countries’ holdings
of currencies obtained through support operations are believed
to be small.

2. It is perhaps relevant in this context that Japan has for
some time indicated its desire to raise the level ‘of its reserves

3. Excluding creditor countries’ holdings of currencies
arising from support operations and holdings of non-market-
able US bonds.

TABLE 27
Non-reserve currency “ high gold ratio " countries®
Reserve asset composition

$ billion; amounts outstanding at end of period

1967 1969

1960 1965
Sept. March
Gold 12.5 19.5 19.9 19.5
Freely usable foreign exchange? 6.7 58 6.9 2.5
Other fiduciary assets 0.8 4.7 52 7.2
ToraL® 200 300 321 29.2

a) For list of countries, see footnote on p. 53.

b) Excludes creditor countrics’ currency assets acquired through support
operations, and holdings of U.S. non-marketable Treasury securities.

c) Unadjusted.

TABLE 28
Official international liguidity positions
of non-OECD areas
§ billion, outstanding at end of period, and percentages

1960 1965 Nii?cgh
Total reserve assets ($ billion)

Total non-OECD 12.2 14.4 18.4
Developed primary producers® 1.6 2.5 3.2
High reserve countries® 3.1 4.5 5.5
Other less-developed countries 7.5 74 9.7

Ratio of reserves to trade? (per

cent) ’

Total non-OECD 35 32 34
Developed primary producers? 26 28 35
High reserve countries® 49 57 56
Other less-developed countries 34 26 27

a) Adjusted basis.

b) Australia, New Zealand, Finland and South Africa. Finland has been
included throughout as a2 nen-OECD country in order 0 maintain conti-
auity.

¢) Iraq, israel, Kuwait, Lebanon, Libya, Malaysia, Saudi Arabia and Vene-
zucla. .

d) Average of imports and exports in the years 1960, 1965 and 1964,

since end-1965 reserves of less developed countries
as a group (excluding high-reserve countries, largely
petroleum producers) have grown proportionately
more rapidly than their foreign trade. At end-
March 1969, reserves of less-developed countries
as a group amounted to 27 per cent of their foreign
trade compared with 35 per cent for developed
primary producing countries and 31 per cent for the
OECD area as a whole.
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At the time of writing, the cffects of the sharp
speculative crises witnessed in late April and early May
had been partially unwound. By end-June $ 3 billion
out of the $4 billion of funds estimated to have
flowed into Germany had left that country. But the
official reserves of most other OECD countries
except the United States seemed to have fallen further
since end-March. [t seems that post-crisis flows
from Germany to the United States have been rather
greater than flows from the United States to Germany
during the crisis and that for the first half of the year
the United States has recorded a substantial official
settlements surplus. If so, the main characteristics
of the position at end-March had become accentuated
by end-June.

FUTURE PROSPECTS

The analysis of past trends may provide a guide to
some of the factors that may have to be considered in
assessing future developments in the supply and
demand for international liquidity and their implica-
tions for reserve creation, notably by the creation
of special drawing rights with the International
wonetary Fund. No arithmetical calculation is
possible of the future need for reserves. But it may

be useful to consider the result of various projections -

of past trends, as a background to the consideration
of the question. Projections can of course be made
on many different bases, and three alternatives are
illustrated below. '

First is a simple projection of the trends in reserves
recorded over the whole period end-1960 to end-March
1969. It seems necessary to take the reserve currency
and other countries separately; for though the former
lost reserves in the past period, it may be taken as an
assumption that they will not continue to do so in
future. The adjusted reserve assets of non-reserve-
currency countries over this period rose on average
by about 3 15 per cent a year, equivalent at current
levels to about $ 2 14 billion.

While it is probably true that countries had no
positive aim to acguire such additions to their reserves,
the resuits of payments trends was such that certain
countries acquired disproportionate increases; and
having once acquired even appreciable reserve increa-
ses, they were not in general disposed to regard the
resulting level of their reserves as excessive. The
increases that occurred might therefore be regarded

~

percentage $ billion
Projection based on increase  annual rate
in world
reserves
1. lincrease in rescrves of non-reserve currency
countries (end-1960 to end-March 196%) 3% 23
2. [Increase in world reserves (end-1960 to end-
Sept. 1967) 2% 1
3. Increase in reserves required to keep reserve/
trade ratio at March 1962 level with 8 per
cent annual growth in world trade. 8 5&

as representing a de facto demand for reserves over
this period. This is relevant for the future since
payments trends are likely to continue to result in
certain countries acquiring disproportionate reserve
increases.

The increase in the reserves of the non-reserve cur-
rency countries in any period is, however, by definition,
equal to the supply of new monetary gold plus the
deficit of the reserve currency countries.® Though
the latter deficit is affected by the actions both of the
non-reserve and the reserve currency countries,
it can be argued that it is to some large degree outside
the control of the latter group of countries. > For
these and other reasons it could therefore be argued
that the resulting increase in reserves was not a true
reflection of their needs.

This objection would not apply il the increase in
total world reserves, including thosc of the reserve
currency countries, were taken as the starting point
for the projection. For this purpose it seems best to
take the trend over the period end-1960 to Septe.nber
1967, thus stopping short of the period of heavy loss
of monetary gold preceding the institution of the
two-tier gold price system. Over this period, world

_reserves grew at § 14 billion a year. A projection

based on this figure would however make no allowance
for the fact that the fall in U.S. reserves which occurred
in this period could hardly be repeated.

1. Apart from the effect of support operations in favour of
NON-FESETvVe CULTENCY countries.

2. Partof the increase in monetary gold may go to the reserve
currency countries, but the result of such purchases would be to
increase the supply of sterling and dollars to other countries
pro tanto over and above any sterling and dollars acquired
by other countrics as the counterpart to the cfficial settle-
ments balance of the United Kingdom and United States.
If such acquisitions are in excess of other countries’ require-
ments they have the possibility of taking gold in settlement.
This will reduce total world reserves, but the change of reserves
of all non-reserve currency countries taken together will remain,
as before, equal to the reserve currency countries’ deficit plus
new monetary gold.
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Projections of both the above trends would result in
relatively moderate increases in world reserves in
future. As already noted, the rate of increase in
reserves since 1960 has been less than that of world
trade. A third basis of projection is to assume
that in general countries will be unwilling to see
their reserves continue to decline relative to their trade.
The third illustrative projection is therefore based on
the assumptions that there is no further decline in
the ratio of reserves to international trade and that
world trade continues to expand at 8 per centa year.!
Reserves would then have to grow by some $ 5 billion
a year.

Even if these projections were hcld to indicate the
possible range of the rate of growth of future reserve
needs, many other factors would have to be taken into
account in deciding the appropriate scale of delib-
erate reserve creation. Account would have to be
taken of the possible extent both of other sources of
additional reserves, and of the extinction of existing
reserve assets in consequence of an cfficial settle-
ments surplus on the part of the rescrve currency
countries. It is generally agreed that an adequate
growth of reserves is required for the smooth working

of the international payments system. Excessive
reserve creation would tend to hamper the balance of
payments adjustment process by reducing the incent-
ive to control inflationary tendencies and to :adopt,
in the case of deficit countries, effective corrective
measures. A general shortage of reserves, on the
other hand, could lead to a general intensification of
direct controls on current and capital transactions
or to the adoption of unduly deflationary policies as a
protection against reserve losses and such policies
on the part of other countries would thus impede the
efforts of the deficit countries to correct their balance
of payments. A judgement therefore has to be made
of the adequacy of present reserve levels from the
péint of view of the adjustment process, and of the
further effects from this point of view of reserve creation
on a greater or smaller scale. A more general consid-
eration which will also have to be taken into account
is the need to maintain general confidence in the
international monetary system, and the effect on such
confidence of the scale on which new international
liquidity is created.

1. i.e., the average growth since 1960.

SOURCES AND USES OF OFFICIAL INTERNATIONAL LIQUIDITY

Table 29 is intended to provide a simplified analysis of the
ways in which official reserve assets can potentially be created,
the factors which prevent the potential creation taking place,
and actual reserve changes. The data are based on the “ adjus-
ted ” definition of official reserves explained in the earlier inset
to this section. In the analysis that follows some items are
presented as potential sources of liquidity creation and others
as offsets ; this treatment is essentially based on the values typi-
cally taken by those items in the early 1960’s. Thus the US
balance on official reserve transactions was, on average in
1961-1965, significantly in deficit, and was the most important
source of liquidity creation. The recent surpluses have, cor-
respondingly, been a source of liquidity destruction. A minus
sign in the table indicates cither a negative potential source
(i.e. in effect liquidity destruction) or a negative offset (i.e. in
effect liquidity creation).

1.1 US Balance on official reserve transactions. This item
gives the potential liquidity-creating effect of a US deficit, i.e.
the extent to which US liabilities to central monetary institutions
would rise if no other means of financing the deficit were used.
It can be thought of as the “ supply ” factor in the generation
of additional US liabilities. In general, a US deficit on official
reserve transactions has been financed in part by the reduction
in US reserve assets—gold and the reserve position in the IMF—
to an extent that can be regarded as a reflection of “ demand ”
factors. The extent to which other countries are willing to

hold more dollars depends partly on whether the reserve-
holding preferences of central banks are changing and partly
on the country distribution of the surpluses. A given
United States deficit results in different amounts of official
dollar liabilities being created depending on the gold or dollar-
holding preferences of the surplus countries which provide the
counterpart to the United States deficit. But the fact is that
when other countries convert their official dollar holdings into
gold or other reserve assets they offset the potential liquidity
creating effect of an official settlements deficit of the major
reserve currency country. For example, during the period
1961 to 1965 an average deficit on official reserve transactions
of § 1.7 billion was partly offset by transactions in US reserve
assets (gold and the reserve position in the IMF) amounting on
average to $ 0.9 billion a vear. The two factors do not neces-
sarily work in opposite directions, however : in the eighteen
months to March 1969 the liquidity-destroying potential of the
official reserve transactions surplus of §2.3 billion was rein-
forced by transactions in reserve assets (mainly gold losses) to
the extent of § 1.3 billion.

The figures used are those published by the US Department
of Commerce, adjusted in the years 1965-67 for the estimated
effect on US liabilities of the liquification of the UK dollar port-
folio. (As explained in the ecarlier inset, the portfolio has been
regarded for present purposes as forming part of U.K. reserves
from the start of the period, and appropriate adjustment has
been made on both the assets and liabilities sides.) It could
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TaBLE 29

Sowrces and uses of official international liquidity
Adjusted basis ; $ billion

-
average Jan. 66  Oct. 67 | Oct. 67 April Dec. 68
1961 to to to to to
to Sept. 67 Mar. 69 | Mar. 68 Nov. 68 Mar. 69
1965
Potential sources
1.1. U.S. deficit on official reserve transactions {deficit = +) 1.7 1.7 ~2.3 0.9 -0.9 -2.4
1.2. Gold purchases from private sector (X3 02 ~-2.4 -2.6 0.1 [+]
1.3. U.S. support operatioas for others 0.2 0.4 24 1.5 0.9 -0.1
1.4. Use of IMF credit .5 0.4 0.7 -0.2 1.3 0.4
1.5 U.K. net liabilities in sterling to central monetary institutions in sterling area 0.1 0.2 -0.7 0.8 -0.5 0.6
i. TOTAL, POTENTIAL SOURCES 3.0 1.3 -2.3 -1.0 1.0 -2.2
Less identified offsets
2.1. Transactions in U.S. reserve assets ( + finances deficit) 0.9 1.4 1.3 2.3 -0.8 0.2
2.2. IMF surpius and gold deposits [} ~0.1 0.1 Q 0 Q
2. TOTAL, IDENTIFIED OFFSETS 1.0 1.3 1.4 2.3 -0.8 -0.1
3. NET IDENTIFIED SOURCES (I - 2) 2.0 1] -3.7 -3.4 1.8 -2.1
Plus
4. DISCREPANCY -0.2 0.6 0.4 0.4 -0.5 0.5
5. ToTAL, USES (3 + 4) (CHANGES IN COUNTRIES' ADJUSTED RESERVES) 1.8 0.6 -3.3 -3.0 1.3 -1.6
S.1. Gold 0.7 -1.0 -2.1 -2.6 0.6 o
5.2, Currency assets 0.7 1.1 -1.4 0.2 ~0.1 -1.2
5.3, Reserve position in the IMF 0.4 0.5 0.2 -0.2 0.8 -0.4

be argued that a more appropriate measure of the potential
source of liquidity is the broader * balance on official settle-
ments ” (which includes debt prepayments and other special
transactions as financing items below the line). Even the
balance on official settlements may to some extent be influenced
by transactions which are essentially of an official financing
nature (such as preferential swap rates on dollars provided by
several European Central Banks to their commercial banks).
The balance on official reserve transactions has becn used here
for the sake of simplicity and reflects the concept of potential
creation of official dollar holdings only in a rather narrow sense.

1.2 Gold purchases from the private sector. This item is
equa! to the net change in countries’ gold holdings and in IMF
gold holdings, as given in International Financial Statistics,
adjusted to eliminate the rise in South African holdings since
March, 1968. The private sector as defined here includes,
therefore, international organisations other than the IMF and
countries whose holdings are not reported in IFS. The coun-
terpart to this item on the uses side is to be found in line 5.1
—changes in countries’ gold holdings—and part of line 5.3
—reserve positions in the IMF.

1.3 US support operations. The previous inset briefly
described various kinds of support operation, and concluded
that the only one which added to the adjusted total of global
reserves as defined here was the support of others by the US.
This item gives the extent of such support : as already explained,
it has been taken for simplicity to equal changes in US holdings
of foreign currency.

1.4 Use of IMF credit. This is defined in IFS as * drawings
other than drawings against a Gold Tranche Position (i.e. draw-
ings against the Credit Tranche Position, drawings that raise
Fund holdings beyond 200 per cent of quota and Compensa-
tory Financing drawings)”. The drawing country receives
currencies of other members, which are normally converted
to dollars : the countries drawn upon are credited with increases

in their reserve positions in the IMF equal to their sales of dol-
lars, so that their total reserves are unchanged, while the draw-
ing country has at its disposal additional reserves equal to the
drawing. Drawings against a Gold Tranche Position give rise,
in general, to no such reserve creation, since in this case the
drawing country’s reserve position in the IMF falls equally
with the drawing, leaving its total reserves unaltered. )
A complication arises when the currency drawn is the US
dollar, since the counterpart of the resulting increase in the US
reserve position in the IMF is not a drop in US foreign exchange
reserves but increased liabilities to foreign monetary authorities.
Gross reserves are thus increased by the amount of drawings
in dollars against Gold Tranche Positions, and doubly increased
by drawings in dollars that are defined as use of IMF credit.
A full treatment of sources and uses would therefore identify
drawings on the IMF in dollars as a separate source of liquidity
creation. In the present simplified approach, net drawings in
dollars are included (with minus sign) in the offset line ** tran-
sactions in US reserve assets .

1.5 UK net liabilities in sterling to central monetary institu-
tions in the sterling area. The role of the UK as a reserve
currency country has declined during the period under review.
At the end of 1962 (when the present series of figures started)
UK liabilities to all central monetary institutions amounted to
$ 6.2 billion, representing—even on an adjusted basis—nearly
10 per cent of world reserves, and over a quarter of currency
assets. But only $ 0.6 billion of this consisted of liabilities to
central monetary institutions in Western Europe and North
America. By September 1968, the total had risen to § 8.2 bil-
lion, but $ 4.2 billion of this was accounted for by liabilities to
central monetary institutions in Western Europe and North
America, almost all of which have been regarded as resulting
from support operations and excluded from global reserves on
an adjusted basis. The dollar value of the amount of sterling
held as freely usable reserves had declined markedly, partly as
the mechanical effect of devaluation. In September 1968 the
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Basle Facility enabled the UK to offer an exchange guarantee
on sterling area countries’ official holdings of sterling above
10 per cent of their total reserves in return for undertakings to
maintain not less than an agreed proportion of their total
reserves in sterling.  Since then, those countries’ official sterling
holdings have risen substantially. This facility permits the
maintenance of a reserve currency role for sterling, at least
as far as sterling area countries are concerned.

Ideally, the potential source of liquidity creation by the UK
in its relations with the sterling area would be its total official
settlements deficit with the area. Since available data do not
allow the calculation of this concept, however, liabilities to
central monetary authorities have been used. (For 1961 and
1962, the earlier series of official overseas sterling area sterling
holdings was used).

2.1 Transactions in US reserve assets. This item has already
been discussed in relation to the US balance on official reserve
transactions. [t corresponds to published figures for changes
in US gold holdings and reserve position in the IMF, except
that the effect on the US gold stock of IMF gold deposits and
investments has been eliminated. The reason for this is that
IMF gold deposits and investments have no effect on the bal-
ance on official reserve transactions, since the rise in gold
holdings is offset by liabilities to the IMF ; and on the uses
side (line 5.2) only dollar claims of monetary authorities of
countries are counted in global reserves.

2.2 IMF surplus and gold deposits. This item is included in
order to reconcile use of Fund credit and changes in IMF gold
holdings, on the sources side, with changes in reserve positions
in the IMF, on the uses side. [t is taken from the international
liquidity tables in IFS.

4. Discrepancy. The discrepancy between total net iden-
tified sources and total (adjusted) uses mainly reflects (apart
from purely statistical discrepancies and divergent reporting)
the lack of recording on the liabilities side of two categories
of recorded currency assets :

i) Official claims on commercial banks and the BIS (partic-
ularly in the form of Eurodollars) ;

ii) Official claims (other than those obtained by creditor
countries in support operations, which have been excluded
from adjusted reserves) on countries other than the US
(or the UK in the case of overseas sterling area countries).
The most important examples are probably holdings of
French francs by overseas franc area countries and holdings
of Deutschemarks by other countries.

Notes to Chart K

The correspondance between the items shown in Chart K
and those in Table 29 is as follows :

Item in Chart K Corresponding items

in Table 29

US balance on official reserve transactions 1.1
Gold gains or losses by the system 1.2
1.3

Support operations + 1.4
Transactions in US reserve assets (sign

inverted) 2.1

Other, including statistical discrepancy 1.5-22 + 4
Net creation/destruction 5



DEVELOPMENTS IN MAJOR COUNTRIES

FRANCE

Activity remained high in the early months of 1969
despite the fiscal and monetary policy measures
taken after the November crisis. The trend i dom-
estic demand was probably much stronger than
cnvisaged by the French authorities in their October
forecasts. Even so, exports have been faring better
than generally expected and the trade balance im-
proved in the first quarter of 1969, after a strong
deterioration in the preceding quarter. But it wor-
sened in April ana May, because of surging imports.
New monetary measures were taken in May and
June to curb the growth of domestic demand and to
speed up the restoration of internal and external
equilibrium. The prospects for both domestic de-
mand and the external balance are difficult to assess.
In the rest of this year and early 1970, assuming no
excessive wage increases, the expansion should be
much slower than during the recent recovery period,
and probably less than the growth of capacity. But
a strengthening of the current balance of payments
is likely to depend very heavily on the avoidance of
new speculative pressures and of inflationary price
and wage developments.
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Recent Trends

Industrial production, excluding building, recovered
so sharply in the second half of 1968, that it increased
by 4.2 per cent between the years 1967 and 1968,
despite the strikes. In the early months of 1969,
there was some apparent hesitation, but this was
partly due to unusually adverse weather and to a
one-day national strike ; April saw a strong upturn.
In the May business survey, production prospects
were judged even more buoyant than in previous
surveys, with the outlook considered exceptionally
good in the intermediate industries. Order books
were regarded as particularly well-filled, with foreign
demand remaining dynamic. Stocks continued to
be regarded as abnormally low. In the June capacity
survey, the proportion of firms finding it difficult to
increase output with existing equipment and man-
power resources was large by past standards and still
increasing, suggesting that a high degree of capacity
utilisation has been reached in manufacturing. The
labour market has progressively tightened. At the
beginning of April, employment in manufacturing
(seasonally adjusted), steadily falling from the begin-
ning of 1967 until last autumn, was 0.8 per cent higher
than a year earlier and weekly hours worked were
also somewhat higher. Complaints of skilled labour
shortages have grown and unfilled vacancies rose
markedly up to May. Registered unemployment
(seasonally adjusted) decreased steadily from the
peak of last summer ; at the end of April, some
360,000 could be estimated to be out of work—cor-
responding to about 2.4 per cent of dependent civi-
lian employment. Hourly wage rates in manufac-
turing rose by 2 per cent during the first quarter of
1969.

The official aim of limiting the increase in the
consumer price index between 1967 and 1968 to 4.4
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per cent was roughly attained. The increase was
sharp in services (104 per cent) and moderate in food
and drink (3.1 per cent). The removal of the payroll
tax and the increase in TVA rates following last
November’s currency crisis had officially been esti-
mated to bring about a mechanical increase of the
consumer price index of about 14 per cent ; the index
rose by 1.1 per cent in January and 0.3 per cent in
February, less than could have been feared, given
the inevitable uncertainties as to how far the abolition
of the payroll tax, particularly in the trade and ser-
vices sectors, would, in fact, be passed on to consu-
mers. But in March-May the index registered a
further advance of 14 per cent and the spring business
surveys indicated that a large number of price increa-
ses were planned for the months ahead. The price
rise could, therefore. turn out to have been rather
steep in the first half-year.

The buying spree of the later months of last year
seems to have been followed by a calmer development
in the early months of 1969, on the basis of the move-
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ment of retail sales and the levelling-off of new pas-
senger car registrations. Partial indicators, such as
savings deposits, point, however, to some fall of the
household savings ratio. And in the spring there
may have been some new strengthening of real pri-
vate consumption.

According to the March investment survey (cover-
ing slightly less than one-third of total gross fixed
investment) productive investment by firms included
in the survey could increase by about a quarter at
current prices (perhaps 20 per cent in volume) between
1968 and 1969. A strong upsurge in private produc-
tive investment could be influenced by the fiscal
incentives adopted by the authorities last September,
the postponement of certain projects initially sched-
uled for 1968, and the favourable development of
business profits : by the end of last year profit margins
were at least back to their pre-strike level, as a result
of productivity gains, tax relief, government subsidies
and price increases.
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In the first quarter of 1969, imports (seasonally
adjusted) were relatively stable. But April saw a
marked upturn to well above the peak of last Novem-
ber, and imports increased again in May. Stock-
building may have been responsible for much of this
latest increase. Exports expanded at a very satis-
factory rate in the first five months of 1969. French
exporters have been able to take advantage of the
buoyancy of world trade and there is no clear evi-
dence of a deterioration in their competitive perfor-
mance.

There was, thus, on the basis of seasonally adjusted
figures on a transactions basis, a marked improvement
of the trade balance in the first quarter of 1969 ; the
deficit fob/fob with non-franc countries fell to an
annual rate of $200 million from $ 600 million in
the fourth quarter of 1968. The significance of the
sharp worsening of the trade balance in April and May
caunot yet be assessed, but it is probable that tem-
porary factors played some role. The comparatively
limited trade deficit in the early months of the year
and some reflux of capital in January and February
did not prevent severe intermittent attacks on the
franc. The new currency crisis, with heavy reserve
losses, which occurred in the spring was largely
influenced by growing expectations of DM revaluation
and uncertainties concerning the outcome of political
events at home. . During the first six months of the

year, gross official reserves fell by $ 590 million to
$ 3,610 million. These figures do not take account
of drawings on credits extended by foreign central
banks.

Policies

The new Government had, at the time of writ-
ing, only outlined its economic strategy. In the
field of fiscal policy there had been no further measures
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since those following the November currency crisis.
The tax and expenditure changes then announced
were officially forecast to reduce the deficit on trans-
actions cf a definiiive nature to F 4.3 billion in 1969
(compared with I* .3 billion in the original October
budget) and to bring the total defcit (including finan-
cial transactions) down from F ii.7 i0 F 6.4 billion.

Further steps have bee: 1si2.: 1o tighten monetary
conditions. Bank it had tosn raised from 5 to
6 per cent last Iiovor hir, minimum reserve requi-
rements and the ratio for banks’ obligatory holdings
of medium-term paper had been put up, and short-
and medium-term bank lending (other than discoun-
table medium-term credit and credit eligible for the
mortgage market) had been subjected until end-June
to a ceiling of 4 per cent over September 1968. It
appears that the banks by and large observed the
ceiling, but a surge of credit exempt from it meant
that total bank lending increased substantially in
the early months of 1969. This and other develop-
ments led on 8th May to new measures to stem do-

mestic demand, including :

— Extension of the ceilings on short-term bank
loans to the end of the year. This would limit
the expansion of such loans to 3 per cent in the
course of 1969. Certain norms were established
for the expansion of medium-term discountable
credits for equipment and construction ;

— Increased interest rates on savings accounts ;

— A tightening of consumers’ credit ; minimum
down payments were increased, maximum repay-
ment periods reduced, and the limit on credit
granted by specialised institutions was brought
down.

These measures were followed on Junme 13th by
increases of one percentage point in Bank rate to
7 per cent, and in the rate for advances by the Banque
de France against securities to 84 per cent. The
rediscount rate for export credit of less than
18 months, which had been raised from 3 to 4 per
cent in May, was increased to 5 per cent ; export
credits exceeding 18 months could still, however,
benefit from the 3 per cent rate.

Following the May and June measures, the com-
mercial banks raised their prime rates for short-term
and medium-term loans by some 14 percentage
points to 7.2 and 8.25 per cent respectively. In
June, the Crédit Foncier increased its lending rates
for non-subsidised construction credits (these credits
account for virtually all its lending operations) by
0.7-0.8 percentage points on rates varying from 7.35
to 8.85 per cent, following smaller increases in March.

The hire purchase credit restrictions may not be
very stringent, but credit restrictions for 1969 seem
restrictive by past standards. The recent measures
must be viewed against the probable marked increase
of business profits siiice last summer, which suggests
that business in general should still be fairly liquid.

Demand and Qutput
FRANCE®

Percentage changes, volume
Seasonally adjusted

1967 From From previous
billion | Previous year half-year
francs 11967 1968 1969 |1968 1968 1969 1969 1970

I I I I I

at annual rates

Estimates and forecasts Private consumption

Public consumption

Fixed investment
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But small and medium-sized firms whose rate of self-
financing is generally rather low could feel the credit
restrictions rather strongly.

Prospects

Short-term forecasting is particularly hazardous,
given the difficulty of appraising the underlying
strength of demand of recent months, the lack of
detail about the new Government’s economic policy
at the time of writing and the uncertainty as to do-
mestic reactions to future financial developments
abroad. The following paragraphs only indicate
the sort of trends which could ensue if government
policies succeed in restoring confidence and social
developments at home and financial events abroad
do not occasion new major upsets.

The trend of private consumption could still remain
fairly strong in the second half-ycar. Employment
is erpected to rise until the autumn and the wage
rise could well amount to 7-8 per cent through the
year. Although, with confidence gradually restored,
the savings ratio might revert to a more normal
level and the tighter conditions for consumer credit
might influence the situation somewhat, real private
consumption could increase by as much as 7 per cent
between the calendar years 1968 and 1969, assuming
some moderation of the price rise.

Government expenditure should feel the impact
of the budgetary measures taken at the end of last
year, but its deceleration may be tempered by the fact
that part of the expenditure on goods and services
scheduled to take place in 1968 was postponed to
1969, and that the number of civil servants is expected
to increase by 4.4 per cent in 1569. Preliminary
information points to a rather restrictive budget on
the expenditure side in 1970,

Private productive investment seems likely to

continue increasing rapidly through the year. Des-
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pite the slowing down of the growth of public invest-
ment and a rather moderate expansion of dwelling
construction, total gross fixed capital formation may
expand by some 9 per cent between 1968 and 1969
but decelerate somewhat in the first half of 1970,
when the impact of the various government incentives
to business investment will be smaller and the trend
of consumer demand may become less buoyant.
The rate of stockbuilding could become more mod-
erate in the second half of 1969 following the very
strong first half (normal levels seem to have been
restored already in retail trade). But estimates of
‘stocks are uncertain, special influences may affect
stock policies, and stocks in industry were still con-
sidered very low in the May business survey, so res-
tocking could still be strong in the second half of the
year despite the high cost of credit.

If the assumption of slower growth of fina! dom-
estic demand in the second half of 1969 was borne
out, the prospects for a better current foreign balance
would seem reasonably good. The growth of im-
ports could decelerate markedly in the second half,
though stockbuilding and uncertainty concerning
price movements could keep the import propensity
rather high. The growth of exports should continue

at a good rate in the course of the year. French
export markets, especially Germany and Italy, are
likely on present prospects to be particularly favour-
able and there need be no loss of France’s market
shares. On these assumptions, the trade balance
(fob) with non-franc countries could approach equi-
librium in the second half of 1969. The deficit on
current invisible transactions should be somewhat
smaller than last year. The tourist account could
improve, reflecting the disappearance of last year’s
strike losses and the exchange control measures.
Net receipts of investment income may decline if,
as seems likely, the tendency to repatriate income
were to increase in the case of non-residents and
decrease in the case of residents. Since the foreign
labour inflow is not expected to increase much this
year, private transfers should rise less than in 1968.
Net receipts on official transfers will probably in-
crease markedly with the scheduled payments by the
EEC agricultural fund.

The deficit on the current balance of payments
could, thus, be relatively small in the second half of
the year, with the deficit for the year as a whole held
down to some $§ 600 million. By early 1970, approx-
imate equilibrium or even some surplus could have

Balance of Payments
FRANCE-=
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been restored. But the overall payments position,
as in recent months, could -be substantially affected
by capital movements and leads and lags.

These estimates of the trend of the current balance
of payments, which may be thought optimistic, are
only likely to be realized if economic policy, in the
months immediately ahead, is adequate for the task
and if wage developments can be contained within
reasonable limits. Demand management policy, as

in the recent past, is faced with particularly difficult
problems ; it needs not only to assure that overall
demand, for the time being, expands less fast than
capacity and a sufficient improvement in the foreign
balance on current account is achieved, but to combat
the widespread aaticipations of price increases and
the capital outflow, which are not directly related to
the underlying trend of the main economic variables.
Economic policy has, therefore, to be more restrict-
ive than would otherwise have been required.

GERMANY

The expansion of activity was very strong in the
 second half of 1968 and has remained strong this
yvear. By early 1969 the economy was working at
virtually full capacity. All indicators point to con-
tinued buoyancy of domestic demand. The border
tax changes have been followed by a fairly sharp rise
in the export price index ; the rise in that for imports
has been due mainly to rising world prices. But
lasting effects on trade flows are not noticeable so far.
Given domestic supply limitations, the growth of
output is bound to slow down during the coming
period to the rate of growth of productive capacity
(4 per cent at most). The pressure of demand will

in all probability rise, resulting in a faster rise in
prices and some reduction of the large current exter-
nal surplus. Even so, the surplus in the first half
of 1970 could still be high. These prospects point
to a dilemma for economic policy. The domestic
situation calls for restrictive policies.

But these, whether monetary or fiscal, would delay
the adjustment of the external balance. Therisein the
discount rate in June followed increases in interest
rates elsewhere but would seem’ also to reflect the
increasing preoccupation of the authorities with
domestic problems.

Demard and QOutput
GERMANY

Percentage changes, volume

Seasonally adjusted
at annual rates

Estimates and forecasts Private consumption

Public consumption
Fixed investment
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1960 - 1965 1969

Q Qt Qt

Capacity utilisation ia industry, seasonaily adjusted 4.0 895 920

Leogih of order bo. 43 in industry (months) 39 35 37
Percersage balance of price expectations in masufac-

turing (IFO-test)e 11 11
Unit labouricosts, seasonally edjusted, 7 increase ea

previous quanier . L2 -1

Cost of living (son food), 7 increase om previcus quarter 0.9 1.1 1.1
Industria! producer prices for investment goods, % in-

crease: on previous guertss - eg o9 } 8 4
Unemployment scasonally adiusted, in per ceat of de-

peadent labour force 4 07 0%
Vacaacies, seasonally adiussed (1,000) 405 646 680

a) Percentage of industrislists expecting price increases /ess percentage
expecting falling pi-s.

Recent Trends

The anticipatory effects of the border tax measures
on the foreign balance, and the unexpected buoyancy
of domestic demand, forced output up at an annual
rate of some 10 per cent in the second half of 1968.
The unwinding of the anticipatory effect reduced the
apparent growth rate in the first half of 1969 to
about 5% per cent per annum. But the rise in busi-
ness fixed investment, although more moderate than
earlier, remained strong and private consumption
rose fast, supported by a significant increase in em-
ployment (notably of foreigners) and a strong advance
in hourly earnings. More stockbuilding, after the
fall in the second half of 1968, may have added to the
strength -of domestic demand. Total domestic de-
mand (including stocks) seems to have been expanding
at an annual rate of some 9% per cent in volume
terms, about the same &s in the preceding half-year.
Table 30 suggests that, by the first quarter, pressure
on resources was already about as strong as during
the peak periods of the 1960/61 and 1964/65 booms.

There are indications of some acceleration of the
rise in prices. The cost-of-living index, stable during
much of 1968, continued to rise during the first
quarter of 1969 at a seasonally adjusted annual rate

1. The adjusted “underlying” movement of GNP at sea-
sonally adjusted annual rates may be as follows :

1967 11 1968 I 1968 II 1969 I 1969 II 1970 1
41/4 83/4 71/4 8 3172 3

This adjustment takes account of the forward shifts of expend-
iture from 1968 to 1967 (mainly business fixed investment)
and from 1969 to 1968 (mainly exports).

of close to 4 per cent. Judgement as to the signifi-
cance of this must be tempered by the consideration
that the upward movement was to a large extent due
to a reversal of the trend in food prices, which had
fallen until the middle of 1968, and to rent adjustments.
During the second quarter prices rose more slowly.
Nonetheless, since the middle of 1968 the strong
expansion has led to a moderate upward trend in
industrial producer prices, notably in the field of
investment goods, where prices in April 1969 were
more than 2 per cent up on their mid-1968 level.
And the acceleration of the wage rise, which had
started at the end of 1968, continued in the first
quarter of 1969, when industrial wages and salaries
per man-hour rose at an annual rate of some 8 to
9 per cent. Wage settiements in the first quarter
provided increases in hourly rates averaging 6 to
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7 per cent for about 6 million workers. However,
with the continuing strong rise in productivity, unit
labour costs in industry seem to have fallen some-
what further on a seasonally adjusted basis.

Mainly because of the artificial disturbances to
trade flows around the turn of the year, the surplus
on the current account of the balance of payments
(seasonally adjusted) fell to $0.2 billion in the first
quarter from § 1 biilion in the fourth quarter of 1968.
Exports showed an absolute decline and imports
rose by 10 per cent, heavily influenced by the reversal
of the export acceleration and import delays exper-
ienced in the preceding months. The second quart-
er, less affected by special factors, saw a sharp re-
bound of the current account, and in the first half of
the year there may have been a current surplus of
about $ 2 billion. If adjustment is made for the

special factors operating in the ‘fourth and first quar-
ters, the underlying current account surplus may
have declined, but only slightly, from $ 1.3 billion
in the second half of 1968 to $ 1.2 billion in the first
half of 1969, reflecting the sharp rise of imports
associated with the strong expansion of activity.
The actual current account surplus in the fifst
quarter was more than offset by a long-term capital
outflow, most of it on private account. The volume
of DM-denominated foreign bonds sold to residents,
which had risen sharply in 1968, showed a further
strong increase to $0.43 billion. There was also
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a very large outflow of short-term funds ; by the end
of March the whole of the speculative funds that had
flowed in during the November crisis had left Ger-
many again. Thus there was a deficit on official
settlements of $ 1.75 billion in the first quarter, and
official reserves at the end of March were about
$0.38 billion lower than at the end of September.
But there was another extremely large speculative
inflow in May of more than $4 billion. Less than
a quarter of fit was reflected in the net foreign position
of the banks. Most took the form of changes in the
terms of payment (leads and lags), the taking up of
foreign currency credits by German enterprises and
the movement by foreign companies of liquid reserves
into their German subsidiaries. A considerable
part of the funds entering Germany seems to have
been invested in securities, notably Euro-DM bonds.
The reversal of the inflow was at first hesitant. By
the end of June, Central Bank reserves had fallen
by about $3 billion, though only a small part
represented & net outflow on account of domestic
non-bank bodies.

During the first quarter the banks felt some pres-
sure on their liquidity position. A major influence
was the external deficit on non-monetary transactions
and substantial withdrawals of foreign deposits as
the speculative positions taken in November were
unwound. Further pressure came from the very
sharp increase in bank lending during the quarter :
loans to the private sector accounted for the greater
part of the acceleration (with the growth of profits
declining and high investment expenditure, the finan-
cial deficit of the enterprise sector has risen consider-
ably). But compared with the years prior to 1967
the banks’ liquidity position remained comfortable
and was subsequently boosted by the repercussions
of the renewed speculative inflow of foreign funds
in April-May. The trend of long-term interest rates,
flat since the middle of 1968, has become upwards.
The general coupon on new bond issues had risen
by one half a percentage point to 6% per cent for
domestic issues and about 7 per cent for foreign
issues by late May and has risen further since. Short-
term interest rates have also moved up again since
the speculative fever in May. The rise in domestic
short-term rates early in June may have reflected
temporary factors. The banks were exporting funds
on a large scale, stimulated by the high returns to
be obtained in the Euro-dollar market and the swaps
then offered on very favourable terms by the Bundes-
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bank and this produced some tightening in domestic
markets. But the raising of the discount rate later
in the month reinforced the rising trend of money
market rates and also bond rates.

Recent Policy Measures
The 1969 budget (general government) originally

contained certain expansionary measures to offset
the expected deflationary impact of the border tax



70 GERMANY

measures adopted last November. ‘When it became
clear, by mid-March, that there was a risk of an
excessive rise in domestic demand, the Government
adopted or proposed a number of restrictive measures,
and these were reinforced in mid-May. The most
important can be summarised as follows = .

a) Expenditurc plans of the Federal Government
were reduced provisionally by about DM 2 bil-
lion. The cuts mainly affect public consumption
and investment ;

b) The Financial Planning Council recommended
that the Federal Government and the Lénder
set up a contracyclical reserve of DM 3.6 billion
(in accordance with paragraph 15 of the Growth
and Stability Law). This was approved by Par-
liament in June. The authorities have, however,
discretion to use these funds partly for increased
‘redemption of money market paper ;

¢) Any tax revenue of the Federal Government,
Lander and communes resulting from a growth
of GNP faster than assumed in’ the original
budget calculations and not necded to meet the
above requirements should either be used for
increased redemption of money market paper
or put into the contracyclical reserve ;

d) Tax payments by enterprises, which have been
lagging considerably behind the accrual of income,
are to be speeded up. The additional revenue
will be used for the reduction of net borrowing
requirements ; :

e) It was proposed to cancel the time limit on the
4 per cent border tax adjustment, and this was
subsequently approved.

The estimates in Table 31 suggest that, after
allowance for the various restrictive measures ac-
tually taken, the General government budget is now
likely to exert a deflationary impact of some 1 per
cent of GNP in 1969.

Monetary policy has also been tightened. In
March the Central Bank announced that it would
no longer intervene at the long end of the market,
and it was decided to reduce rediscount quotas of
the credit institutions by some DM 3.5 billion. The
discount rate was raised from 3 to 4 per cent and the
Lombard rate * from 34 to 5 per cent. The Central
Capital Market Committee decided to subject foreign

l.l Rate of short-term Central bank lending against collat-
eral.
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.TasLE 31. _ : :
General government budget and its estimated Impact
on domestic demeand '
Percentage changes
1969
DM : After introduction
billion QOrigin- of restrictive
1966 1967 1968] ally measures in March
. planned and assuming
a stronger growth
of GNP a
Current revenue 1773 2 8 10 14-15
Expenditure on goods and
services at home 73.2 7 4 10} 9
Gross asset formation 20.3 |-5¢ 11 104 . 9
Transfers to domestic sec-
tors 20 (10 53 74 7
Estimated impect of bud-
gst changes on domes-
tic demand (per cent of
GNP) 2 -3 3 -1

@) Secretariat estimates.

issues, which had been very high indeed in the first
quarter, to voluntary regulations similar to those
existing for domestic issues. With effect from Ist
June, minimum reserve requirements for domestic
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deposnts were increased by 15 per eent and those
for. foreign dcposnts by 50 per cent. The latter
measures resulted in a reduction of bank liquidity by
about DM 2% billion. At present, secondary bank
reserves are still relatively high, suggesting that the
“bfakmg distance” of monetary policy is rather
long. However, a conflict mlght soon begin to
emerge between the domestic aims of monetary
policy and the external aim of maintaining conditions
conducive to exports of long-term capital sufficient
toc maich the, current account surplus. The raising
of the discount rate to 5 per cent in June—which had
immediate effects on the bond market—may bring
the conflict nearer.

Early in 1909, given the deficit in the basic balance
of payments, the monetary authorities decided that
the encouragement of short-term capital exports by
the banks was no longer necessary for the mainten-
ance of international payments equilibrium. The
Bundesbank therefore gradually made the terms of
swaps offered to the commercial banks less attrac-
tive, and, at the beginning of May, temporarily
discontinued them. They had, however, to be rein-
troduced at the end of the month. To discourage
short-term capital inflows the Bundesbank had an-
nounced at the beginning of May that increases in
foreign deposits exceeding the level of either 15th
April or Ist May were to be matched by an equivalent
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Balance of payments

1968 1968 1969 1969 1970
I {{ 1 1 I

1967 1968 1969

GERMANY

Value, million dollars
Estimates and forecasts

SEASONALLY ADJUSTED

Exports 21 697 24820 27750 11 563 13 257 13450 14 300 14950
Percent change® 8.0 (143) (12); (8.6 (32.2) 3) 149 )
Imports 16445 19094 22850 9197 9897 11100 11 750 12400
Percent change® -3.7) (16.1) (20)] (16.0) (21.0) (26%) ©® Q23
Trade balance 5252 5726 4900 2366 3360 2350 2550 2550
Services and transfers, ret -2 788 -2 850 -3 300| -1284 -1 566 -1 600 -1 700 -1 750
Current balance 2464 2876 1600, 1082 1794 750 850 800
UNADJIUSTED
Current balance 2464 2876 1600 1261 1615 90 700 950
Long-term capital® ‘—772 -2 865 -1147 -1 718
a) Over previous period at Short-term capital and unrecorded¢ -360 959 667 292
annual rates, customs basis.
‘cgzm ?xcluding special trans- Balance on non-monetary transactions i332 970 781 189
s T e anece P4Y" Change in reserves 329 1332 183 1149

ments for military imports.

deposit with the Bundesbank—in effect, a 100 per
cent incremental reserve requirement. !

Prospects

If no further policy measures are taken, and mone-
tary conditions, despite the recent measures, remain
relatively easy throughout the forecast period, the
rise in demand seems likely to remain strong. But
the growth of output will slow down because of
capacity iimitations.

In the second half of 1969, the underlying rise in
exports should have reasserted itself (the forecasts
do not allow for possible future speculative distur-
bances), and fixed investment is likely to show a
further advance. Residential construction may re-
vert to its underlying downward trend as the stimulus
from the second contingency budget in 1967 wears
off. But business fixed investment demand is likely
to remain buoyant. The 1FO-test taken in the spring
suggested an upward revision of investment plans

I. The effect of the incremental minimum reserve require-
ment is not necessarily a full 100 per cent in all circumstances
as the Central Bank Act includes limitations on the average
rate of reserve requirements. The Government has therefore
proposed a change in the Act enabling the Bundesbank to
increase reserve requirements on foreign deposits to 100 per
cent.

and the order-capacity index (a fairly reliable indi-
cator) points in the same direction. Nevertheless,
the rise in investment may slow down in real terms
because of supply bottlenecks. Inventory accumu-
lation, probably strong in the first half of the year,
may fall back. The rise in public consumption should
be moderate, influenced by the recent measures.
But the increase in private consumption is likely to
remain strong. The acute pressures on the labour
market seem bound to lead to faster increases in
hourly earnings so that even though employment
may increase only a little and the rise in prices accel-
erate (under both cost and demand pressures) real
personal income should increase considerably. By
June, the number of foreign workers, at 1,370,000,
was 360,000 more than a year earlier, and some
further—though much smaller—increase is expecied
during the rest of the year on the basis of current
applications. Nonetheless pressure on resources is
likely to increase, with consequent pressures on costs
and prices.

Prospects for the first half of 1970 are necessarily
uncertain. In the absence of new measures, the
inflationary trend seems likely to continue. There
seems little reason to expect a slowdown of the rise
of demand in money terms. Given the probable
pressure on capacity and the tight situation likely
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to prevail in the labour market, investment demand
and wage incomes should remain buoyant. The
increase of output, however, is unlikely to exceed
the growth of capacity (estimated at around 34-4
per cent a year, assuming very little increase in the
labour force). Some further acceleration of the rise
in prices therefore seems in prospect.

With continuing high pressure of demand, the
current external surplus would tend to decline. The
rise in exports may remain relatively fast in the short-
term, given the likely trend of world trade and the
strong competitive position of German industry that
has developed since 1966. The inflow of export
orders has continued rapidly. But imports are likely
to rise much faster, and the deficit on invisibles could

rise considerably, because of a sizeable increase in
the remittances of foreign workers and a higher
deficit on tourism. By the first half of 1970 the
current account surplus could be reduced to around
an annual rate of say § 14 billion compared with
the estimated underlying annual rate of nearly § 24
billion in the first half of this year. But this could
nevertheless imply a surplus on goods and services
of somewhat more than 2 per cent of GNP in the
first half of 1970, well above the official medium-
term balance of payments aim of 1.5 per cent. And
given the fact that, in that period, demand pressures
would be exceptionally high in Germany, the surplus
might be expected to grow again with the return to
more normal conditions.

ITALY

The more vigorous rise in economic activity that
began late in 1968 continued in the early months of
this year, boosted both by a persistent rapid growth
of exports and by stronger domestic demand. GDP
seems likely to rise at an annual rate of 7 per cent
or more through the first half of next year and non-
farm employment may grow significantly. Never-
theless there may still be considerable slack at mid-

1970. And the current balance of payments surplus
—now running at an annual rate of over § 2.5 billion—
while expected to decrease, is likely to remain large
next year. Capital outflows, including banking funds,
exceeded somewhat the current surplus in 1968. The
outflow has since accelerated so that despite the large
current surplus and a repatriation of banking funds
there was a decline of official reserves, though they

Demand and QOutput
ITALY

Percentage changes, volume
Seasonally adjusted

1967 From From previous
billion | Previous year half-year
lire 1967 1968 1969| 1968 1968 1969 1969 1970

I I I Il It

at annual rates

Estimates and forecasts Private consumption

Public consumption
Fixed investment

Final domestic demand

(excluding stocks)
® The yearly and half-yearly rates . .
of change refer to changes in stock *plus change in stock building
building and in the foreign balance
eoxpressed as a percentage of GDP
in the previous period. These two
figures plus the rate of change of final
domestic demand broadly equal the
rate of change of GDP. [n practice,
however, divergences are possible
because the rate of change of final
domestic demand is not expressed
a8 a8 pesrcentage of GDP.

GDP at market prices

GDP implicit price deflator

*plus change in foreign balance

28218 | 72 43 63 | 24 45 6 8+ 74
5780 | 28 42 43 | 46 49 44 4% 44
8233 (102 75 10 63 60 10 13 13

42 231 71 49 63! 35 48 6% 8} 8}

5502 | 0.4
5234

-0.9 /-28 20 P 3 %
08 14 -1 37 06 1 -2 -14

43304 | 65 54 7} 43 61 73 7 7

27 1.5 2% 08 12 2% 33 4%

@) Actual level of stock building

and foreign balance. Indusirial production

85 63 84| 68 60 9& 84 8%
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remain high. The measures taken in recent months
to reduce the capital outflow illustrate the many
difficulties posed by the combination of a large current
account surplus and major domestic development
needs.

Recent Trends

The acceleration of activity in late 1968 was essen-
tially due to higher domestic demand. Exports
continued to rise quite strongly, but imports increased
sharply, due partly to rebuilding of stocks. In early
1969, the external surplus again provided an additional

expansionary stimulus as export growth accelerated
and the rise of imports became more moderate. But
final domestic demand has probably continued gaining
strength. After a strong upswing in late 1968, in-
dustrial production (seasonally adjusted) moved
somewhat irregularly, but progressed from December
to April at an annual rate of about 10 per cent. The
effect on employment was fairly significant for indus-
try and construction ; the quarterly surveys of January
and April show an average increase of 3.1 per cent
compared with a year earlier. But total employment
declined on a similar comparison, because of a con-
tinued large movement of labour away from the farms
and of a fall in services—a sector where employment
had risen particularly fast in the first half of 1968.

The rise of wage rates remained fairly moderate
until recently. By the end of last year the combina-
tion of higher rates and wage drift had only raised
average hourly earnings by 5 to 6 per cent for manu-
facturing workers over twelve months, and average
hours worked in industry (including construction) fell
fractionally in the same period. But wage rates
accelerated significantly in April when 50 per cent
of the regional differentials ! in minimum rates were
abolished. They then showed an increase of about
6 per cent over April 1968, compared with an earlier
year-to-year increase of 3.7 per cent. Moreover,
the sliding-scale adjustment of wage rates in relation
to the cost-of-living resulted in a fairly significant rise
for the period May-July. Consumers prices, pract-
ically stable in the year to last'October, rose between
November and April at an annual rate of just over
3 per cent, with food prices rising slightly faster.

" When activity began to strenghten in the second
half of last year, inventory formation may have
accounted for nearly a third of the total increase in
domestic demand. [ts impact in the early part of this
year seems to have been smaller; consumers’ expen-
diture, fixed investment and exports seem to be sup-
porting the underlying trend of total demand. Both
production of investment goods and imports of
machinery are showing signs of acceleration. This
may partly refiect the effect of the special tax allow-
ance introduced last autumn to encourage private

1. [ltaly is divided into seven zones for the purpose of esta-
blishing minimum wages, the differential in rates reaching
20 per cent. This difference was reduced by 50 per cent from
April ; the remaining difference will be halved in October 1970.
By Ist July 1972 all regional differences are due to have been
eliminated, and all minimum wage rates will then be aligned
on those of Milan and Turin.
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productive investment, and partly the acceleration
effect of increased total. demand. Residential con-
struction is still progressing fast though probably
less rapidly than last year.'

The rise in industrial employment coupled with
increased wages has probably served to boost con-
sumers’ expenditure in recent months. The index
of sales by department stores showed an increase of
6 per cent between the first four months of 1968 and
1969, with a tendency towards an acceleration. Over
the same period, registrations of new private cars,
which had been flat in the course of last year, rose
by 4.5 per cent. The results of the latest business
survey (for the end of April) seem to confirm the
more buoyant trend of domestic demand. The
difference between the percentage of firms which
considered the level of domestic orders as ‘“high™ or
“low™ was -+ 19, as compared with — Il a year
carlier.

Imports, seasonally adjusted, rose very fast in the
second half of 1968 .2 They have risen again this
year, though more moderately, and in the first four
months were about 12 per cent above last year’s
average. Exports, seasonally adjusted, have contin-
ued to grow fast, and were on a similar comparison
15.5 per cent higher. On a cash basis the current
account surplus for January-April was practically
the same as a year earlier (3420 million compared
with $407 million). It was, however, more than
offset by an exceptionally high capital outflow of
$ 966 million as compared with $ 490 million in the
same period of 1968. As a result, the balance of
payments showed a deficit on non-monetary trans-
actions of $ 558 million, substantially higher than
in the first four months of 1968. The capital outflow
was probably even higher on a transactions basis.
The impact of the deficit on official reserves was
cushioned by the repatriation of banking funds
following the instructions of the monetary authorities.
Hetween December and April net official reserves
decreased by $ 307 million to $457 million. The
banks’ net foreign position started decreasing in
February and over the four months showed a deciine
of about $ 240 million.

1. Construction permits issued have slowed down since
October, after a fast increase early in 1968 in anticipation of
restrictive urban planning measures effective from September,

2. Imports of merchandise as recorded (especially food
imports) were rather erratic during 1968.

Policy mmré:

The public sector may have been one of the main
sources of rising domestic demand by the second
half of last year. The expansionary effect of the
public sector last year on current account—as estim-
ated by the reduction in the cash surpius on current
account—amounted to 0.5 per cent of GNP; it prob-
ably became stronger as the year went on. The
impact of the capital account seems likely to have
been similar.
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While budget forecasts are difficult to interpret,
given the considerable difference between estimates
and actual receipts and expenditures, there are some
grounds for expecting the public sector to exert a
stronger expansionary effect in 1969. Current ex-
penditure is forecast to rise substantially. The
increase in pensions—approved by Parliament in
May—will represent an addition to purchasing power
equivalent to about 1 per cent of GNP (slightly offset
by an increase in the price of oil products). And the
increase which has been recently approved in civil

TasLE 32
Income and outiay account of General Government
Cash basis
b:lgh‘:u Annual change in %
lire 1967 1968
Current account
Income 12436 14.8 8.7
Expenditure 12 318 8.7 11.0
Saving 118 (1.9)a {(-0.%)e
Capital account
Gross investment 1014 -5.0 23.2
Transfers 548 386 2.6
Less: Receipts 250 .. .
Net borrowing 1312 (-1.6)a (1.0)e

@) Absolute changes in saving and net borrowing as percentages of the pre-
vious year's GNP.

servants’ salaries may raise Government expenditure
by about 200 billion life in the second half of this
year. Receipts should be affected by the tax credits
granted last autumn to stimulate investment and by
the reduction in social security charges in the South
(total tax receipts—excluding social security contri-
butions—were rising less fast in the first four months
of 1969 than a year earlier). As a result, government
borrowing on the capital market is expected to be
considerably larger than last year.

Throughout 1968 the authorities had allowed
monetary conditions to be easy. Thus interest rates
in Italy remained stable in contrast to the sharply
rising trend in most other major industrial countries.
Nevertheless, demand for domestic loans and invest-
ments was not very strong : the ratio of bank credit
to deposits registered a modest decline and the ratio
of securities to deposits remained virtually stable.
Italian funds flowed increasingly abroad. Conse-
quently, when early in 1969 the capital outflow showed
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signs of accelerating from the 1968 rate of § 2.7 billion,
measures were taken to dampen it :

a) In February the authorities let the spot rate for
the lira fall to its permissible floor ;

b) On 23rd March it was announced that the interest
rate applying to special short-term advances! by

1. Advances for a period of 8 to 22 days. This method of
financing was introduced in the second half of 1967 to satisfy
the additional liquidity needs of commercial banks at the end
of each half-year.
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the Banca d’Italia (accounting for roughly 20 per

_cent of total advances) to Italian banks would be
raised progressively from 3.5 per cent up to 5 per
cent for banks demanding such advances more
than once in the same six-months period ;

¢) The banks.were requested to reduce their net credit
position abroad (amounting in December to about
$ 720 million) to zero by the end of June. In the
period January-April total bank advances of the
Banca d’ltalia to commercial banks fell (seasonally)
by only Lit. 119 billion, compared with a fall of
over Lit. 700 billion a year earlier, and the change
was relatively more marked for special short-term
advances ;

d) In April automatic authorisation for banks to
participate in consortia for the underwriting or
placing of foreign issues in Italy was temporarily
suspended. Priority in placing foreign issues is
to be given to the banks most active in placing
domestic securities, and will be granted only if
the issuers have interests in Italy. At the same
time, banks were forbidden to purchase shares of
non-authorised foreign investment funds, author-
isation being reserved for funds investing at least
50 per cent of their portfolio in Italian securities.
Subsequently, these funds were authorised to set
up subsidiaires in Italy and the 50 per cent rule
will apply to savings collected by them in Italy.
These measures were reinforced by the decision
taken later on to submit the purchase by residents
of units of foreign investment trusts to prior
authorisation by the Ministry of Foreign Trade ;

e) Transfers abroad by Italian emigrants were sub-
jected to authorisation ;

f) A system of flexible rates for one-year Treasury
bonds has been introduced. The interest rate on
bonds purchased voluntarily either by the banks
or the public will be changed every month accord-
ing to market conditions.® The yield of bonds
purchased by banks to invest their compulsory
reserves remains unchanged at 3.75 per cent.
This measure became effective for the first time
on 19th May, when Lit 200 billion of freely nego-
tiable bonds at 4.25 per cent interest rate were
allotted to the banks, together with Lit 225 bil-
lion at 3.75 per cent interest for their compulsory
reserves ; v

g) Effective from July Ist, the authorities have announ-
ced a partial increase in bank rate, which had not
changed since 1958. The basic rate will still

remain at 3.5 per cent, but a penalty rate of 5 per
cent will be charged to banks and credit institu-
tions whose average rediscounting activity in the
previous six months has been in excess of 5 per
cent of their required reserves® with the Bank
of Italy.

The creation of Italian investment funds—now
being considered by the Government—could even-
tually play a considerable role in shifting financial
resources from foreign to domestic uses, subject to
tax treatment being comparable with that in other
Member countries.

Prospects

The pace of economic activity should remain strong
this year and may accelerate progressively with
domestic demand supplying the buoyancy. GDP in
real terms is expected to rise at a rate of slightly more
than 7 per cent in the course of 1969 and in the first
half of 1970. From mid-1968 to mid-1970, real
output would thus have been progressing faster than
the rise of capacity which is probably around 6 per
cent per year. But given the slack at the beginning
of the period, the economy is likely still to be running
below full capacity at the end of the period covered
by the forecast. ’

The public sector (including transfer payments) is
expected to be one of the main props of domestic
demand. Government consumption should accel-
erate this year and remain buoyant in 1970, though
part of the additional expenditure will probably be
reflected in higher prices of Government purchases.
Government fixed investment may again rise faster
than private investment. Residential construction
should rise strongly though the trend may be less
sharp than in 1968. Productive investment seemed
to be on an upward trend in the second half of last
year: it should accelerate well into the first half of
1970, as the fiscal measures taken last autumn to
stimulate it produce their full effect and spare capacity
is reduced. The latest business survey shows domes-
tic orders in the capital goods industry high by the
standards of recent years. Inventory formation is
expected to provide some additional stimulus.

1. Out of a total of Lit. 2,000 billion of Treasury bonds in
the market at the end of January 1969, only 350 billion (i.e.
16 per cent of the total) had been purchased voluntarily.

2. Up to last December rediscounts were clearly below th's
ceiling, but from then up to February they amounted on av-
erage to about 7 per cent of banks’ required reserves.
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SURVEYS OF BUSINESS OPINION

Manufacturing and extractive industries
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The rise of consumers’ expenditure should streng-
then because of some acceleration in wage rates,
especially in the first half of 1970,' and in employment.
This should be intensified by the progressive abolition
of the regional differences in miniumm wage rates
and by the increase in pensions. The savings ratio

1. Some important collective wage agreements—apparently
affecting 3.5 millions of workers—will be re-negotiated this

autumn.

of households seems likely to rise only fractionally
(it appears to have risen by as much as 14 percentage
points in 1968) partly because of the shift in income
to households with a high propensity to consume.

Exports are expected to be very buoyant through
1969, rising faster than Italian markets, though as
the pace of domestic demand gathers momentum this
might cease to be the case. Imports are still increas-
ing quite rapidly and the rate should accelerate into
the first half of 1970 in line with the growth of total
demand. With some fall in net invisible earnings,
the current surplus (seasonally adjusted) is likely to
fall. But in the first half of 1970 it may still be run-
ning at an annual rate of about $ 2 billion, and for
the present year as a whole it may amcunt to $ 23 bil-
lion. The outlook for the capital account is very
uncertain. The recent measures concerning banking
funds implied a reflux of over § 0.7 billion by end-June.
On the other hand, the outflow of non-monetary
capital remained substantial until recently and it is
doubtful how much the restrictive measures taken
so far will dampen it—at least as long as interest rate
differentials with foreign markets remain high and
domestic confidence factors are not particularly
favourable.

Thus, during the period under review, neither the
internal nor external problems facing the Italian eco-
nomy seem likely fully to be solved. The growth
of domestic demand should narrow the gap between
potential and actual GDP—but the gap may only
have shrunk from a little over 4 per cent to a little
less than 2 per cent by mid-1970, while the external
surplus on current account seems unlikely to fall
very much by the first half of 1970. It scems generally
agreed that a country with a development problem
as important as that of Southern Italy should not be
exporting so significant a proportion of real resources
instead of absorbing them at home. This raises the
question of whether the balance of payments adjust-
ment could appropriately be speeded by an even faster
rise in domestic demand than at present in prospect,
or whether this might generate serious physical
bottlenecks and cost pressures. The fact that the
recent outflow of capital has been large enough to
lead to some reserve losses is not, in itself, dangerous
given the present level of Italy’s reserves. Its impor-
tance lies—apart from the sheer size of outflow—in
the fact that it would be appropriate for more capital
funds to be employed in developing the economy at
home. It must be dubious whether the recent res-
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1967 1968 1969 | 1968 1968 1969 1969 1970
Balance of payments I " i I 1
ITALY e — e
Value, million dollars SEASONALLY ADJUSTED
Estimates and forecasts
Exports 8605 10095 11900, 4816 5279 5850 6050 6300
Percent change?® 8.3) (17.0) (173 (22.8) (17.7) (23) ) (8)
!mports 8626 9044 10600| 4245 4799 5100 5500 5950
Percent change® (14.7) (4.3) (18)|(-13.0) (28.8) (14) (i6H) (16D
Trade balance -21 1081 1300 571 480 750 550 350
Services and transfers, net 1620 1593 1500 816 7717 800 700 650
Current balance 1599 2644 2800 1387 1257 1550 1250 1000
UNADJUSTED
Current balance 1599 2644 2800 1070 1574 1250 1550 70G
Long-term capital? -1100 -1278
Short-term capital and unrecorded -122  -705
a) Over previous period at Balance on mn-monetary transactions 376 661 22 639
annual rates, customs basis, o i .
.cﬁz,,,f“'“dm special trans- Change in reserves 595 367 -458 91

trictions on capital exports will, by themselves, have
any large durable effect. The most appropriate
course would seem to be to speed up the introduction

of institutional reforms of the Italian capital market,
thereby diminishing the more permanent factors
behind the outflow of private capital.

UNITED KINGDOM

Progress towards balance of payments surplus has
been disappointingly slow since devaluation, with
the current account probably only approaching balance
in the first half of this year.! The next twelve months
should offer a good opportunity for further export
growth; and there should be scope for the replace-
ment of imports by domestic output as a result of
devaluation, provided there is not too rapid a growth
of domestic demand. But even if the external surplus
of at least £ 300 million on current and long-term
capital account, recently set as the objective for the
year ending March 1970, is achieved, policies will
have to remain geared to balance of payments needs
if the improvement is to be maintained and further
progress made towards the aim of a surplus at an
average annual rate of £ 500 million. To help the

balance of payments, taxes were increased again in
the April budget, while public expenditure is to rise
little in volume this year. New weight is being given
to monetary policy, in more stringent terms than at
any time in the post-war period. Present prospects
seem to be for the increase of domestic demand to be
restrained within rather narrow limits in the immed-
iate future. In present circumstances, the main
concern of policy will have to be to ensure that these
limits are not exceeded. The downward revision of
industrial investment plans, which has recently been

1. Ailowmg for the recently announced under-recording
of exports in both trade and balance of payments figures. The
actual and forecast figures given here are on the old basis. It is
ewpccted that when revised figures are prepared by the autho-
rities they will show a better current account for the past several
years at the expense of the balancing item.
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announced, should, in the short run, lessen the risk
of domestic demand impeding the improvement of
the balance of payments, however undesirable it
may seem from the point of view of the long-run
re-shaping of the economy.

Fiscal and Incomes Policies

Tax changes contained in the April 1969 budget are
estimated to raise revenue by some £ 270 million
during the current fiscal year (£ 340 million in a
full year). The main heads under which they will
be levied are as follows:—

TaeLE 33.
Tax changes in the April 1969 budget

Yield in £ million in
1969/70  Full year

Corporation tax: raised from 424 to 45 per cent 75 105

Selective employment tax: contributions of em-
ployers raised from 37/6d. to 48/- for adult
male workers (other rates to rise also) 123 130

Indirect taxes:
catension of purchase tax to previously exempt

commodit.es, higher fuel and excise dutics 88y 1183
2863 3534

Other tax changes {including income tax relief ) -143 a
272 (340)

a) Difficult to estimate.
Including secondary effects, the impact on domestic
demand has officially been estimated to build up to
an annual rate of about £ 280 million (or
0.5 per cent of GDP) in the first half of 1970.
The impact on output would be smaller insofar as
the check to domestic demand sets free resources for
higher exports or import replacement. The Central
Government borrowing requirement (excluding re-
ceipts under the import deposits scheme) was reduced
to only about £70 million in 1968/69. For the
financial year 1969/70 the accounts are intended to
be in surplus (again excluding import deposits) by
at least £ 850 million, and the authorities suggest
that the surplus might approach £ 1,000 million.
Statutory powers which enable the Government
to delay the payment of wage increases by up to one
year will not be renewed when Part 1 of the 1966
Prices and Incomes Act expires towards the end of
1969. But the powers under Part Il of the Act,
which enable the Government to delay wage increases
by up to three months whilst re‘erring them to the
Prices and Incomes Board, are to be retained.

-85

Monetary Policies

Monetary conditions in late 1968 and early 1969
tightened somewhat less than might have been expect-
ed. The Bank of England absorbed a large amount
of government securities from holders outside the
banking system, and bank credit expanded faster in
the fourth quarter than in the third. For these rea-
sons, the money supply increased at an annual rate,
seasonally adjusted, of over 10 per cent in the fourth
quarter.

UNITED KINGDOM - MONETARY INDICATORS
INTEREST RATES
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DOMESTIC CREDIT EXPANSION

The introduction of the concept of domestic credit expansion
(DCE) as a tool of economic analysis and management in the
United Kingdom reflects the desire to “supplement the money
supply indicator by an indicator which measures not simply
total bank credit, as reflected in the money supply, but total
credit extended to the domestic economy by the banks and
overseas together”.? More precisely, DCE is defined and
measured as the sum of bank lending to the private and public
sectors, changes of currency in the hands of the non-bank
public, and overseas lending to the public sector. This last
item can take the form of reductions in gold and foreign
exchange reserves, as well as of increases in credit received
by the public sector from foreign official institutions and other
overseas sources.

The new concept is intended to provide an appropriate
indicator for assessing monetary and credit policy in relation
to the attainment of both domestic and balance of payments
objectives. The increase in the money supply, broadly defined
to include all deposit liabilities of the banking system, is an
approximate measure of the total credit extended by the
banking system to the pullic and private sectors combined.
The increase of notes and coin in the hands of the non-
bank public, however, plus overseas “lending” to the public
sector (as defined above) also add to the total amount of funds
available to finance expenditure by the public sector, over
and above the amount which it raises by borrowing from the
banking system and from the domestic non-bank sector.
(Borrowing from the latter is presumed to have a neutral
effect on total funds available for spending or investing do-
mestically and is therefore excluded from the concept of
DCE.) The concept of domestic credit expansion has the
advantage over the concept of the money supply that it adds
back the negative (or positive) effect on the level of the money
supply arising from a deficit (or surplus) in the balance of
payments. It thus represents what the expansion in money
supply (and credit created by such expansion) would have
been had the balance of payments been in equilibrium. Thus
it is closer to the magnitude that should bear some reasonable
and reasonably stable relationship to potential capacity
growth if inflation or deflation is to be avoided.

It also represents the total amount of credit made available
to the economy by monetary expansion plus, in the event of
a balance of payments deficit, the conversion into domestic
currency by the public sector of owned reserves or funds
borrowed abroad, which has the effect of reducing the need of
the public sector to have recourse to domestic sectors of
finance, at any given level of budgetary deficit. In time of
balance of payments deficit, the change in the money supply
alone will fall short of indicating the total amount of credit

1. Economic Trends, May 1962, p. XXII.

2. Another, but less important, factor that affects the difference bet-
wegen money supply and total credit granted by the banking sector is the
change in net non-deposit liabilities of the latrer.

made available to the public and private sectors by the bank-

ing and overscas sectors and may thus give the impression

that monetary policy is more restrictive than it really is.*
The following summary tabulation, taken from the article

“in the May 1969 issue of Economic Trends explaining the new

concept, shows the importance of external transactions on
the difference between the concept of domestic credit expansion
and that of money supply. The increase in the money supply
has fallen significantly short of the total amouut of domestic
credit expansion, especially in the two most recent fiscal
years.

1965-66 66-67 67-68 68-69
£ million
Domestic credit expansion 1119 503 2262 1224
Adjustments :
For net overseas transactions +9 +29 -979 -190
For non-deposit liabilities of banks ~79 -142 -4 -98
Equals: Increase in money supply 1049 390 1239 936

The same table in Economic Trends illustrates how domestic
credit expansion is built up from the borrower’s side.

1965-66 66-67 67-68 68-69
£ miilion
Public sector borrowing: @
From the banking system 578 411 -26 88
Through issue of notes and coin to the
non-bank private sector 241 1285 106 59
From overseas {including use of reserves) -77 29 1441 408
Total public sector borrowinga 742 565 1521 555
Bank lending to private sector etc. 377 ~62 741 669
Domestic credit expansion 1119 503 2262 1224

a) Excluding sales of interest-bearing debt to the non-bank private sector

Two of the stated objectives of the United Kingdom in the
financial year ending March 1970 are a surplus of at least
£ 300 million on current and long-term capital account of
the balance of payments and a central government financial
surplus of at least £ 850 million (and possibly even £ 1,000
million). The United Kingdom authorities have also adopted
a specific limit on total domestic credit expansion. This
limit implies that, if the DCE target is not to ve exceeded,
any short-fall in achieving the balance of payments objective
will reduce, pari passu, the credit that can be extended by the
banking system to the domestic economy. It also implies
that any shortfall in achieving the public sector surplus,
which is »not offset by smaller than expected retirement of
public debt from the non-bank private sector, will reduce
the amount of credit which the banking system can extend
to the private sector.
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On 27th February, in view of the continuous expan-
sion of bank credit to the domestic sector and in
line with developments abroad, Bank rate was raised
from 7 to 8 per cent. During the first quarter there
was a record fiscal surplus of about £ 1.4 billion
(much of the extra revenue levied in the spring 1968
budget was payable only in the last quarter of the
financial year). The Bank of England progressively
lowered the prices at which it was willing to absorb
securities. The clearing banks were subjected to
strong pressure to contain advances within the
ceilings established by the authorities, but failed to
do so in the time requested. In the first quarter
as a whole the money supply, seasonally adjusted,
continued to rise, though only a little, so the rise
(on United Kingdom definitions) over the October
—March period was at an annual rate of about
7 per cent.

Much the same lines of policy have been continued
since the first quarter. When bank advances increased
again in May, the authorities introauced an interest
penalty, halving the rate payable on special deposits
at the Bank of England. Advances fell back sharply
and by mid-June they were only 1 per cent above the
ceiling. Prices of government securities were allowed
to continue to fall. By early July, after the further
increases in international rates set off by th¢ increase
in the United States prime rate, yields on long-dated
government securities were about 94 per cent, com-
pared with 74 per cent at the beginning of December.

Demand and Output
UNITED KINGDOM®

Percentage changes, volume
Seasonally adjusted [
at annual rates

Estimates and forecasts Private consumption

Public consumption

Fixed investment

e The yearly and half-yearly rates
of change refer to changes in stock
building and in the foreign balance
expressed as a percentage of GDP
in the previous period. These two
figures plus the rate of change of final
domestic demand broadly equal the
rate of change of GDP. In praciice,
divergences are possible because the
rate of change of final dJdomestic
demand is not expressed as a percen-
wage of GDP.

@} The figures shown for the past
(up to 1968 D) are based on a com-
promise between the three estimates
of GDP.

b) Actual level of stock building
and foreign balsnce.

Final domestic demand
(excluding stocks)

*plus change in stock building

GDP at market prices

GDP ‘mplicit price deflator

Indusirial production

*plus change in foreign balance

Corporate bond issues could be floated only with
coupons of about 10} per cent. Since the rate of
increase of the general price level has not been accel-
erating, the real rate of interest has also been rising
sharply. :

The greater emphasis now being placed on mone-
tary policy is reflected in the letter of intent to the
International Monetary Fund in May requesting a
new standby. The objective is to restrict domestic
credit expansion to the public and private sectors
in the year ending 31st March 1970 to not more
than £ 400 million, compared with some £ 1,225 mil-
lion in 1968/69.

Recent Trends

The recovery of demand and output in the second
half of last year was checked in the early months of
1969. In the first quarter personal consumption
was lower than in the second half of last year, partly
reflecting the tax increases of last November, and
the upturn in private investment seems to have been
checked, though probably only temporarily. There
was, however, a large rise in stocks: work in progress
went up, perhaps linked with the rise in engineering
orders, but there was also an unusually large rise in
stocks of finished goods. Retail sales remained
fairly low in April and May : industrial production
did not increase between January and April. Unem-
ployment has been rising, reaching 2.3 per cent by

1967 From
billion | Previous year

£ 1967 1968 1969

From previous
half-year

1968 1968 1969 1969 1970
i It 1 I I

25.3 1.8 23 i 1.7 03 -} 2 2
7.1 4.7 1.1 P27 24 1 13 13
7.2 68 3.0 231 37 29 + 7 5

39.7 32 22 I 23 03 O 23 2

020 |02 02 |02 12 & -3 -4
06 -12 07 |23 09 0 1} %

393 | 1.8 31 13 44 24 3 34 23

31 36 4 | 34 48 4 34 3

06 49 33 | 61 53 2 3% 3
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early June, but unfilled vacancies have fallen only a
little, and some sectors report growing difficulties in
recruiting skilled workers. The unemployment ratio
may not now be fully comparable with that of earlier
years, as redundancy payments and higher unem-
ployment benefits may enable workers to take a long-
er time choosing a new job. Many firms—partic-
ularly in engineering—seem now to be vorking at
full capacity.

TABLE 34.
Productivity in U.K. manaufacturing industry

Percentage change over a year earlier
1960-66 1967 1968/ 1968 {1969

average Q1 Q2 Q3 Q4 | Qi

Output per man 2.5 1.8 6657 66 175 6.0l 44

Output per man hour 4.0 42 69[(66 68 78 59| 2
1

1

The shake-out of labour in manufacturing which
began during 1966 continued in 1967. Dishoarding
of labour caused output per man to increase—output
per man hour rising as quickly as the longer-term
average—in marked contrast with previous exper-
ience during recessions. When output recovered
in 1968, some slack was taken up. But employment,
seasonally adjusted, remained fairly stable and prod-
uctivity performance improved further (Table 34).
The favourable development of productivity seems
to have been arrested in the first quarter of 1969,
when manufacturing output fell, and from now on
the rate of increase seems likely to be nearer to the
longer-term trend.

Although the rise in newly negotiated wage rates
has been moderate so far during 1969, the implemen-
tation of the construction workers’ and engineers’
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agreements in November and December 1968 pushed
up the starting point. By April hourly wage rates
were some 3 per cent above the average for the second
half of 1968. Thus, whilst the effect of devaluation
on input prices seems now to have come through
in full, pressure on costs has remained considerable.
Retail prices have continued to rise fairly rapidly,
partly because of indirect tax increases late in Novem-
ber and in April, and by May the index was 4 per cent
higher than the average in second half of last year.

The deficit on the current and long-term capital
account of the balance of payments fell, on a seas-
onally adjusted basis, from $ 1.1 billion in the first
half of 1968 to $0.2 billion in the second. Most
of the change was on long-term capital account,
which showed a surplus in the second half heavily
influenced by large inflows associated with foreign
takeovers of British firms. The current account
improved, but still showed a deficit of § 0.4 billion
in the second half. Exports rose rapidly during
the year, helped by the strong growth of world trade
and some gain in market shares after devaluation.
Imports were high all through the year but most of
the increase came early on. Between the first and
second halves the rise was only 3 per cent, excluding
deliveries of U.S. military aircraft, most of it due to
higher prices. In the first half of the year foreign
exporters had reduced their prices in dollar terms
to maintain as far as possible their shares of the U.K.
market after devaluation; in the second half, price
absorption was less important. The volume of
imports changed little after the first quarter, but for
the year as a whole (excluding U.S. military aircraft
deliveries) was 9 per cent higher than in 1967. Two
percentage points of the volume rise was due to ab-
normally high imports of silver bullion and diamonds.
The remaining 7 per cent was about what might have
been expected on the basis of the earlier relationships
between the rise in imports and the growth of final
expenditure. This does not necessarily mean that
devaluation had no effect on imports : analysis is
hampered by the various attempts in recent years to
limit the growth of imports. )

The initial estimates of the current accournt in the
first quarter of this year, and the trade figures for
April and May, suggest a further reduction in the
current deficit for the first half of 1969. Exports
increased little—a rather disappointing performance,
especially for sales to Europe where demand has
been rising fast. But imports were virtually flat

DELIVERIES AND ORDERS
3-month moving sveragee
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New orders : foreign
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and there were, on preliminary estimates, excep-
tionally high net invisible earnings in the first quarter,
especially from net investment income.

Prospects

The risk that a substantial private industrial invest-
ment boom might impede the improvement of the
balance of payments this year seems less in the light
of the latest investment intentions enquiry which
shows a fairly sharp downward revision of plans in
manufacturing. The latest private investment surveys
indicate that for manufacturing a rise of 7-8 per cent
is now intended rather than 10-15 per cent as indicated
by the previous survey taken in November and Decem-
ber last year. But the rather low preliminary estim-
ates of investment in the first quarter of this year
suggest that industrial investment will have to rise
fairly rapidly during the year if the intentions are
to be fulfilled. Housing investment is also likely
to be deterred by the scarcity and high cost of mortgage
finance. For stockbuilding, the high rate early
this year suggests that it may be, if anything, a depres-
sive factor from now on, but this must be uncertain.
Public consumption is not expected to rise more
than raarginally, and the rise in government capital
spending, in accordance with cuts made in 1968,
is expected to be limited to 4-5 per cent in volume.
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The main risk on the domestic side is probably in
the field of personal consumption. As last year,
consumer demand could agein be stronger than
expected. It must be uncertain how strong the
upward pressure on both basic wage rates and wage
drift will be, given that prices have been rising more
than usual for some time and that present powers
under incomes policy are to be reduced. A rise of
6 per cent in the wage and salary bill between the
first halves of 1969 and 1970, coupled with a rise
of 3 per cent in consumer prices and some decline
in the personal savings ratio from the apparently
rather high level in the first part of 1969, could lead
to a rise in personal consumption of about 2 per cent
between the first halves of 1969 and 1970.

Exports could grow quite strongly; market pros-
pects are relatively favourable and there has been a
rapid increase in export orders. The rise in imports
could be fairly small, especially if stockbuilding
falls back from the recent very high rates and if
greater devaluation effects develop as domestic demand
pressures ease. During the next year total output

could be rising at a rate of about 3 per cent, with
a smaller rate of rise in domestic demand and a
shift of resources to the balance of payments. At
the time of the budget the authorities were reckoning
on a rise of just under 3 per cent in total output,
with a rise of about 2 per cent in domestic demand
and a substantial shift of resources to the balance of
payments. The picture differed from that suggested
here because they envisaged a slower growth of
private consumption and higher rates of investment,
both fixed and in stocks. Clearly there is a wide
margin of uncertainty attaching to any projection.
The cut in manufacturing industry’s investment
plans may do scmething to ease the prospective
pressure on the key engineering indusiry. But in a
situation where the authorities are trying to secure
a shift of resources to the balance of payments, to a
large extent by repressing the normal growth of
personal consumption, and where investment demand
is rising, competing pressures are bound to be strcng.
The ability of the authorities to ensure that from
now on domestic demand developments do not

Balance of payments

1967 1968 1969 | 1968 1968 1969 1969 1970
H II i II I

UNITED KINGDOM

Value, million dollars SEASONALLY ADJUSTED

Estimates and forecasts
Exports
Percent change®

Imports? *
Percent change® ¢

Trade balance
Services and transfers, neté

Current balance

8200 8500
0y O

13891 14647 16000, 7024 7623 7800
(-2.0) (6.8) (94| (18.2) (18.2) 5)
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55 8 Gy 0600 69 ah G @
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prejudice the balance of payments is likely to depend
heavily on their success in the field of monetary
trends. A fairly wide area of investment and con-
sumption could prove sensitive to increasing strin-
gency of monetary policy.

The objective for the balance of payments, stated
late in May in the letter of intent to the IMF, is a
surplus on current and long-term capital account
of at least $ 720 million in the year ending March 1970
(a figure formulated before the under-recording of
export earnings was announced). This would re-
present a substantial improvement on performance
to date but would still represent only a first step

UNITED

The deceleration in the rate of expansion, which
began midway in 1968, continued into the first quar-
ter of 1969. For the second consecutive quarter
the rate of growth of output was below that of poten-
tial. The deceleration has been less pronounced
than anticipated earlier; heavy demand pressures,
especially in labour markets, have persisted, and
price increases have accelerated. The balance of
current external transactions deteriorated sharply in

towards the essential strengthening of the United
Kingdom’s external position, given the volume of
debt which remains to be repaid.

On present definitions, the current account may
still have been in deficit in the first half of this year.
A prospect of rising exports and rather little increase
in imports would suggest the account moving into
surplus from now on. But unless the swing is much
more pronounced than at present seems likely, an
unusually favourable outturn on long-term capital
account would seem to be required for the achieve-
ment of the declared objective.

STATES

the fourth and first quarters. Responding to these
developments, the Federal Reserve system has applied
an increasingly stringent monetary policy to rein-
force the fiscal measures already in place.
Assuming that restrictive fiscal and monetary
measures are maintained until satisfactory progress
against inflation has been made, a further deceleration
is probable during the remainder of 1969, and no
significant revival in the rate of growth is anticipated

Demand and Output
UNITED STATES
Percentage changes, volume

1967 From From previous
billion previous year half-year

$ 1967 1968 1969 |1968 1968 1969 1969 1970
1 I I H I

Seasonally adjusted
at annual rates

Estimates and forecasts Private consumption
Public expenditure

Private fixed investment

Final domestic demand

(excluding stocks)
® The yearly and half-yearly rates

of change refer to changes in stock ®plus change in stock building

building and in the foreign balance

expressed as a percentage of GNP *plus change in foreign balance

in the previous period. These two

B o amic Gemand brosdly saval
jomestic roadly equal :

the rate of change of GN;q in GNP at market prices

practice, however, divergences are

possible because the rate of change . .

of final domestic demend is not ex- GNP implicit price deflator

pressed as a percentage of GNP.

492.2 30 47 3 6.2 42 2% 3 33
1784 1112 60 23 89 38 3 1 %
1082 -14 66 53 | 66 58 9% -3 1

778.8 40 53 33| 68 44 3% 12 2%

6i1¢ 112 02 0 !-02 06 -¥ O O
48 | -02 04 0 |07 00 O 0 0

7897 | 24 S0 33 58 S50 3 1% 2%
|

3.1 38 4% 39 39 4% 4% 3

@) Actusl level of stock building

and foreign balance. Industrial production

12 46 41 | 60 40 6% 4
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for the first half of 1970. The easing of demand
pressures should bring a slowdown in price increases
and an improvement in the current account of the
balance of payments—though satisfactory perform-
ance on neither objective seems likely to be achieved
by the first half of 1970. Moreover the capital
account could become less favourable. The risks
and uncertainties in the prospect underline the need
to ensure that recent inflationary tendencies are
overcome.

Recent Trends

While the first quarter of 1969 saw expansion
continuing to slow down, final demand was still
somewhat more buoyant than expected. Consump-
tion expenditures regained momentum after a small
increase in the previous quarter. The personal

GNP — 1958 prices
Percentage increase at annual rate
1968 1969
Qi Q2 Q3 Q4 Qt
6.5 6.3 52 35 29

saving rate fell rather sharply to its lowest level in
about three years, roughly offsetting the increase in
personal tax burdens resulting from higher social
security tax rates and the retroactive nature of the
1968 surcharge. First estimates showed a remark-
able surge in business fixed investment, to more than
51 per cent in value terms above the previous quart-
er, and 104 per cent above the level of only
two quarters earlier. Residential construction rose,
though more slowly than previously. Federal govern-
ment purchases continued to climb slowly in value
terms (a flat pattern would have been implied by the
January budget estimate) ; state and local government
spending accelerated. A fall in the rate of inventory
accumulation, however, partly offset the strong
expansion of final sales.

Pressures on resources have eased only slightly
since their peak in the second half of 1968. In the
first quarter real GNP still exceeded estimated * full
employment " potential GNP by about 0.9 per cent,
down only moderately from the peak of 1.3 per cent
in the third quarter of 1968. Employment, typically
lagging somewhat behind output, continued to
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expand rapidly into the early months of 1969. The
unemployment rate has only recently begun to rise
from the trough of 3.3 per cent in December—
February, reaching 3.5 per cent in April and May.

‘It still remains at levels below any reached since the

Korean War period. Plant capacity utilisation in
manufacturing, however, as measured by the Federal
Reserve index, remained moderate in 1968, easing
somewhat in the second half of the year and in early
1969.

With excess demand pressure continuing—especially
in labour markets—wage and price increases have
continued to be unacceptably large. The industrial
wholesale price index, however, levelled off sharply
in the second quarter.

TABLE 35.
Wage and price trends
Annual rates of change

Dec. 67 June 68 Dec. 68 Dec. 68
to to to to
June 68 DPec. 68 March 69 May 62

- \t 5
Consumer price index 46 4.7 6.3 6.1
Wholeszale price index, indus-
trial commodities 2.6 2.6 6.7 4.4
Average hourly earnings (non- .
agricultural, private) 7.4 5.7 7.0 7.5
1967 Q4 1968 Q2 1968 Q4
to to to
1968 Q2 1968 Q4 1969 QI
GNP deflator 39 3.8 4.4

The balance on current external transactions
continued to be weak in the first quarter of 1969.
Part of this reflects the impact of the East and Gulf
Coast dock strike, which apparently fell more heavily
on exports than on imports. The trade balance
registered a $ 100 million deficit in the first quarter
compared with about $75 million in the fourth
quarter, and a surplus of $ 626 million for 1968 as a
whole. Since the first half of 1968 had been adverse-
ly affected by extraordinary imports of copper and
steel, the underlying trade surplus appears to have
seen a considerable deterioration since then.

The invisibles balance showed a strong improve-
ment in the first half of 1968, but worsened in the
second half. Investment income continued its strong
secular increase, and the tourist balance, worsened
in 1967 by Canada’s Expo’67, showed a recovery.
But interest payments abroad increased through the
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year with the rise in bcth interest rates and U.S.
borrowing abroad; and military payments were
swoller: in the second half by the government pay
increase. '

The first quarter of 1969 saw a sharp turn-around
of the capital inflows that had produced the substan-
tial surplus in the fourth quarter of 1968 and there
was a liquidity deficit of $ 1.7 billion (scasonally
adjusted). In large measure, this appears to have
resulted from a heavy return flow of corporate liquid
funds to abroad after the very large repatriation of
these funds—apparently to meet requirements under
the capital restraint programme—just before the
end of 1968. Aside from this rather artificial swing,
available data do not suggest a deterioration in the
inflows that produced last year’s strong capital
account result. Inflows of foreign capital into
United States equities during the first quarter were
higher than in any quarter of last year, although the
peax was reached in January and there was a contin-
uous month-by-month decline through the quarter.
Corporate flotations of Eurobonds continued at a
heavy rate through the first quarter but then fell
fairly sharply in April and May (see pp 42-45). United
States banks made a further substantial reduction in
their claims on foreigners.

The acute pressure on U.S. bank reserve positions
has also led to heavy borrowing from forergﬁ%fb;:anch-
es—amounting to about $3 billion. As a result,
the balance on official reserve transactions was in
surplus by $ 1.2 billion in the first quarter.

The Tightening of Monetary Conditions

Late in 1968, when it was clear that fiscal measures
alone had not been sufficient, the Federal Reserve
System moved strongly towards restraint. There
was a 4 point increase in the discount rate in Decem-
ber ; and bank reserve positions were put under
increasing pressure through open market operations.
Non-borrowed and total reserves declined over the
first four months of the year (both seasonally adjus-
ted). On April 3rd, the discount rate was raised
by a further half point to 6 per cent (the highest level
since the 1920’s) ; and reserve requirements on de-
mand deposits were raised by half a percentage point.
Lending capacity was also put under pressure by the
refusal of the Federal Reserve Board to raise the
ceiling on interest rates that the banks are permitted
to pay on time deposits. The combination of this

ceiling and rising market rates led to a decline in time
deposits at banks over the early months of the year.
Net borrowed reserves, a widely used index of pres-
sure on bank reserve positions, have climbed sharply
since late 1968. During May, net borrowed reserves
averaged around § 1.1 billion, compared with about
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§ 250 million in November—more than a half billion
doliars higher than in the peak months of the 1966
credit squeeze and in the first half of 1968.

These measures have led to a sharp decline in the
rate of monetary expansion. The money supply
(demand deposits plus currency holdings of the
public) increased at an annual rate of less than 3 per
cent during the first five months of the year (seasonally
adjusted) compared with 64 per cent during 1968.
The money supply including commercial bank time
deposits has actually declined since December.

Interest rates have responded to sustained inflation
and tightening monetary conditions. With the rais-
ing of the * prime rate ” from 74 per cent to 8% per
cent early in June, the general structure of interest
rates reached record levels. Yields on new issues
of 91-day Treasury bills, which had climbed to about
64} per cent shortly after the beginning of the year,
after. easing somewhat, turned up again in May and
reached 6.7 per cent in late June. Rates on bankers’
acceptances and prime commercial paper also went
up sharply, each to around 8 per cent by June. Long-
term rates also rose sharply early in the year. Yields
on high-grade corporate bonds were near 7 per cent
in March. They receded somewhat later but in mid-
June were near pré\}ious peaks. Partly because of
the Federal Reserve ceiling on commercial bank
time deposit rates, flows into savings institutions
were not quickly or severely affected ; there were
signs that this might be beginning in April, but the
impact of monetary restraint has not yet fallen—as
it did in 1966—especially heavily on residential
construction.

New Fiscal Proposals

In April the Administration put forward a number
of fiscal policy proposals. New estimates of Federal
expenditure for fiscal years 1969 and 1970 were releas-
ed. These reflected two partially offsetting factors.
First, estimates of certain costs were revised upwards
for both fiscal vears, largely reflecting increased
interest payments and farm price support payments.
For fiscal year 19701, however, these increases,
estimated at § 1.6 billion, were more than offset by
a $ 4 billion reduction in other expenditure proposals,
including $ 1.1 billion in defence, and $ 1 billion in
the previously proposed increase in social insurance

1. Beginning July ist, 1969,

benefits. On a national accounts basis, expenditures
are expected to be $ 1 billion higher than previously
estimated in the fiscal year just ended but $§ 3.2 billion
less for fiscal year 1970.

Several major tax changes were also proposed :

i) Repeal of the 7 per cent tax credit for machinery
and equipment, effective on all orders placed after
the announcement date ;

ii) Extension of the surcharge on personal and cor-
porate income taxes at an unchanged rate through
the second half of 1969, but the rate to be halved
to 5 per cent as of Ist January, 1970, and main-
tained at that level for the last half of the fiscal
year ;

iii) An extensive set of proposals for tax reform

designed to have little net fiscal impact.

The reduction in the surcharge would increase
personal disposable incomes at an annual rate of
about $4 billion, and corporate after-tax profits at
an annual rate of around $ 21-3 billion beginning
mid-way in the fiscal year. The repeal of the invest-
ment tax credit would have an eventual revenue effect
of something over $ 3 billion per year ; however, the

~ impact on revenue in fiscal vear 1970 will be around

$ 2 billion, since the tax credit will continue to be
claimed on equipment ordered before the announce-
ment date. The impact on capital spending is
more difficult to predict. Estimates of its eventual
effect in reducing investment levels vary from § 3-6
billion per year, but it will take a substantial time for
the full effect to be realised.

The first two proposals were designed to have a
roughly offsetting effect, comparable to the restraint

TaBLE 36.
Federal expenditures, national accounts basis

Billion dollars

FY FY 1969 FY 1970
1968 Jan. Apr. Jan, Apr.
actual est. est. est, est.

Federal govi. expenditure 172.4 187.3 188.3 199.6 i196.4

Purchases of goods and

services 95.6 101.5 102.¢ 105.6 104.2

{Defence) (75.8) (79.9) (80.0) | (82.2) (81.0)
Transfers 44.5 50.1 49,9 54.9 53.6
Interest 10.8 12,0 12.3 12.2 12,7
QOther 21.5 23.7 24.1 26.9 259

Source: Survey of Current Business.
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that would have resuited from the simple prolongation
of the 10 per cent surcharge through fiscal year 1970.
They appear, therefore, to reflect a rearrangement
of priorities rather than a basic shift in the intended
degree of restraint.  The net effect of the tax proposals
may be slightly stimulative in fiscal year 1970, but
could well be restrictive in the longer run.
Looking at the budget as a whole, it is clear that
there has been a sharp swing towards fiscal restraint
in the fiscal year 1969 and that additional restraint
will be applied in the period ahead. Tax revenue
grew rapidly last year, and expenditure only slowly ;

and in fiscal 1970 revenue should continue to grow

v

more rapidly than expenditure. Using the revenue
estimates made in January !, the national accounts
budget would show surpluses of $ 1.7 billion in fiscal
1969 and § 5.9 billion in fiscal 1970 compared with
a deficit of $ 11.3 billion in fiscal 1968.

Prospects

Assuming that the recent fiscal proposals are enacted
fairly promptly and that a strongly restrictive mone-
tary policy is maintained, a further progressive slow-
down is likely through the rest of 1969, and continued
slow growth, with at most a gradual acceleration,
in the first half of 1970. The range of uncertainty
is clearly large. Though an actual recession seems
unlikely—and could be corrected if signs of it emerg-
ed—the deceleration could be quicker than depicted.
Equally it could continue to be slower.

There probably will have been no further slowing
down in the second quarter. Final sales, however,
probably rose substantially less than in the first
quartZr. Business fixed capital spending was expect-
ed in the latest intentions survey to rise rather less
fast in value terms. Retail sales in April and May
suggested a slower rise in consumption. With
housing starts dropping off sharply between Feb-
ruary and May, residential construction probably
declined in volume terms. However, net exports
and inventory investment have probably increased
sufficiently to keep output growing at about its { rst
quarter pace. ; S

In the second half, however, some further slowdown
should become evident. There will be some stimulus

1. These revenue estimates have been out-dated by more
recent information and the proposed changes in tax laws.
The latter might reduce revenues by roughly $1 biilion ; how-
ever, other revisions might be at least partially offsetting. .

coming from.the $ 2.8 billion Federal pay increase
beginning on Ist July, and from a lightening of the
personal tax burden owing to the end of the retroact-
ive tax payments. But after the third quarter Fede-
ral purchases should be declining (in value) if the
current budget cuts are adhered to. Fixed investment
is not likely to be buoyant. Residential construction,
in particular, should feel the full effects of monetary
stringency by then. The SEC/Commerce Survey
published in June indicated a rather marked levelling
off in business fixed capital spending in the second
half of the year, with downward revisions from earlier
projections. Further downward revisions seem likely
with continued monetary stringency and relatively
weak cash flows. The repeal of the investment tax
credit could also reduce spending somewhat towards
the end of the year. Apart from the Federal pay
increase at mid-year, the rise in personal incomes
should slow down and the savings rate is likely to be
somewhat above the level of the first quarter. Inven-
tory investment may be moderate if credit costs and
an easing of inflaticnary expectations impel business
towards a gradual reduction of stock-sales ratios.
For the year as a whole, a “central” projection for
real GNP may be an increase of about 3} per cent
over 1968 ; however, this implies an annual rate of
gain between the second and fourth quarters of around
2 per cent, or possibly less.

Any acceleration in first half 1970 would probably
be small while present policy lines are followed.
Federal purchases should continue to decline some-
what if the present expenditure estimates are achieved.
Business capital spending should be dampened by the
combination of falling utilisation rates, continued
credit tightness and weak cash flows and the ending
of the investment tax credit. There are no prospects
for much revival of residential construction given the
financial conditions assumed. (Underlying demand
conditions are very strong, and a relaxation in mone-
tary policy could bring about a strong revival in
home building). Labour compensation should be
growing more slowly with gradually rising unem-
ployment and a dampened pace of wage increases.
The halving of the tax surcharge will add about
$ 4 billion (annual rate) to disposable income and
provide some stimulus to consumption. But if
existing policies are adhered io—particularly mone-
tary policy and Federal spending restraint—there
seems no reason to expect a very significant speed-up
in growth in the first half of 1970.
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By mid-1970, then, a significant margin of unutil-
ised resources probably would have appeared, which
might amount to between 14 and 14 per cent of
potential GNP. Unemployment might have risen
to perhaps 44 per cent. The improvement in price
performance will be gradual, judging from past
experience. The GNP deflator might be rising at an
annual rate of 23-3 per cent by mid-1970, compared
with the current 4} per cent rate.

A slowing down of the economy is necessary for
internal reasons in order to bring price inflation under
control. How fast the process should proceed must
clearly depend on the importance assigned to oppos-
ing factors. Too fast a cooling-off would produce
rapidly-mounting unemgioyment and unacceptable
social costs. On the other hand, a long drawn-out
process could fail to dispel the climate of inflationary
expectations and could result in the later stages of
the process being diluted. If policies were to be
cased prematurely there would be need for a new
cooling-off period in, perhaps, 1971, and this could
entail more sacrifice of growth and employment
levels in total than now envisaged. On the other
hand, should a more rapid adjustment develop, it
might entail, say, a period about the turn of the year
when expansion was temporarily balted ; an unem-
ployment figure of 4% per cent would probably be
reached rather earlier than mid-1970 ; and there might
be some temporary further increase, until the economy

could be brought back smoothly to a higher growth
rate. But this might result in overcoming the more
certainly, during the yecar ahead, the recent infla-

tionary tend%cws.

Domcsté disinflation should bring some improve-
ment in thé current balance of payments. But the
capital account could become less favourable. Con-
sideration of the balance of payments prospects, and
of the inevitable uncertainties, underlines the impor-
tance of carrying present lines of policy to their
conclusion. The trade surplus of previous years was
eroded in 1968 by the rapid growth of imports. Most
current projections assume that there will be only
gradual improvement from now on, as the economy
cools off—i.e. that much of the damage donein 1968
will not be reversed as more normal levels of internal
demand are restored. The gain in exports in 1969
will have been reduced both by anticipation of the
dock strike—which probably shifted into 1968 exports
that would otherwise have been shipped in 1969—and

by the strike itself, which probably caused once-for-all ~-

loss of exports. The growth for the calendar year
may be only about 6 per cent. The underlying
growth of imports consistent with the “central”
domestic prospect is estimated at 8 to 9 per cent.
Adjustments for dock strike distortions, the effects
of actual and threatened strikes on copper and steel
imports in 1968, -and the effects of the automotive
trade agreement with Canada, reduce it to about

Balance of payments

1967 1968 1969 | 1968 1968 1969 1969 1970
I I I I I

UNITED STATES

Value, million dollars SEASONALLY ADJUSTED

Estimates and forecasts
Exports

Percent change®

Imports
Percent change®

Trade balance
Services and transfers, net?

Current balance

@) Over previous period at " Short-term capital and unrecorded
annual rates, customs basis.

5) 1968 data include waived Balance on non-monetary transactions
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6 per cent. The trade balance should improve within
1969, but the year’s total will probably not be much
different from last year’s $ 600 million surplus. = With
an improvement in the net balance on services and
unilateral transfers (including government grants),
however, the current account may revert to balance,
following last year’s $ 284 million deficit.

Prospects on the capital account are quite uncertain,
especially given the large swings in the recent past.
The net outflow of non-monetary capital, however,
seems likely to widen in 1969. In part, this simply
reflects the fact that some of last year’s favourable
flows were related to the initial impact of the 1968
capital restraint programme, and are not likely to be
repeated in 1969. With the substantial leeway left
under direct investment programme ceilings, and the
easing of these restraints announced on 4th April,
net capital outflows related to direct investments will
probably increase, perhaps substantially. In addi-
tion, U.S. banks may not contract their foreign loan
portfolios as much as in 1968. Foreign purchases
of U.S. equity securities have been deterred by falling
prices. The balance on non-monetary transactions
thus seems likely to deteriorate in 1969. Inflows of

monetary funds through U.S. banks will continue to
be highly sensitive to the degree of pressure on U.S.
bank reserve positions, as well as to conditions in
the Euro-dollar market, and, moreover, will be
influenced by the new reserve requirements proposed
by the Federal Reserve Board (see p. 38).

In 1970 the current account should show some fur-
ther strengthening. Exports can be expected to rise
more than this year, while imports will be reflecting
the deceleration of domestic demand. The trend of
invisibles is favourable. The pace of improvement
must however be unce ‘ain. It can be argued that
overheating caused the disappearance of the trade
surplus in 1968, and that, with overheating removed,
imports_will fall quickly back on to a lower trend.
But it is difficult to believe that there will not prove
to have been more lasting effects from the recent poor
price performance of the United States and from the .
establishment of new trading habits. If domestic
growth accelerates only slowly next year and the price
rise slows down steadily, it is possible that the trade
balance could improve rapidly during the year. But
on present prospects the quick return to a trade’
surplus as large as in 1967 seems rather improbable

f CANADA |

Aithough slowing down, expansion has been strong-
er than expected earlier. But in contrast to the
export-led growth experienced in 1968, this year’s
expansion is being spurred mainly by domestic de-
mand, notably personal consumption, residentiai
construction, and a recovery in business fixed invest-
ment. Early indicators point to an annual rate of
growth of real GNP of about 5 per cent in the first
half of 1969 (seasonally adjusted), slower than earlier,
but still in line with the growth of capacity. Over
the next twelve months, the expansion is expected
to slow down, perhaps to a rate below that of capacity
growth, with some increase in unemployment. Pro-
gress towards better price/cost performance has so
far been small;indeed, the rise in costs and prices has
accelerated in recent months. The easing of demand
pressures which seems likely over the next twelve
months and the coming into operation of the Board

of Review for Prices and Incomes may serve to slow
down the price/cost rise, but it could take some time
before a satisfactory performance is restored.

Policies

In October 1968, restrictive measur¢s were taken
to eliminate the budget deficit in the coming fiscal
year to 31st March 1970, affecting both expenditures
and taxation. The new budget presented on 3rd
June, shows no important changes from that in Octo-
ber, but it forecasts a surplus on a national accounts
basis of Can. $ 575 million against an estimated
actual deficit of Can. $ 67 million in 1968/69. How-
ever, there seems to have been a surplus of about
Can. § 4 billion in the first quarter of 1969 (seasonally
adjusted annual rate), so fiscal restraint will not be
intensified from then on. Total spending is forecast
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to grow by 10.3 per cent, slightly less than last year,
and by 10.5 per cent for goods and services, 2 percen-
tage points more than in fiscal year 1968/69. The
extension of Medicare to provinces will exclude
Quebec and probably Ontario and add less to federal
outlays than expected earlier. Revenue is estimated
to grow by 15.5 per cent (13.7 per cent in 1968/69).
The Government plans to maintain the present
structure of income taxes and to extend the 3 per cent
surtax on personal and corporate incomes, introduced
in February 1968, by a year, to the end of 1970. Non-
budgetary expenditure (excluding foreign exchange
transactions) are forecast at about Can. $ 650 million.
This will be financed partly by the budget surplus ;
net borrowing requiréments are estimated at about
Can. $ 200 million to $ 300 million, compared with
Can. $900 million in 1968/69. The budget for the
total public sector is expected to show a swing from
a deficit on a national accounts basis of about Can.
$ 200 million in calendar year 1968, to a surplus of
the order of Can. § 300 million in calendar year 1969,
suggcsting somewhat less fiscal restraint than from
the central government budget alone.

Monetary policy has become increasingly restric-
‘tive. The Bank of Canada at the end of February
raised bank rate from 6% to 7 per cent, after a half per
cent rise in December 1968. The rise was motivated
mainly by strong domestic demand for bank credit
and represented a further step in the progressive
tightening of monetary policy since last September,

evidenced by the steep rise in market interest rates,
since about that time. The bank ratc was raised
further to 74 per cent on 10th June (in response to
the increase in U.S. banks’ prime rate the day before),
and chartered banks followed by raising their prime
rates to between 8 and 8} per cent. In the middle
of April an increase of one percentage point in the -
banks’ secondary reserve requifements was announ-
ced, effective from June, reducing bank lending capa-
city by about Can. $ 260 million. The money supply
(the public’s holdings of currency and chartered bank
deposits) grew at a seasonally adjusted rate of 2.8 per
cent over the first four months of the year, equivalent
to 8.5 per cent at an annual rate, and considerably
more slowly than the 14.7 per cent annual rate during
the previous six months. Demand for bank credit
seems to be rising faster than bank deposits, and the
coming into force of the higher secondary reserve
requirements has added to the pressure on bank
reserves. This pressure may have led to the increase
in net new issues payable in currencies other than the
Canadian dollar.

Recent Trends

Fixed investment demand appears to be very strong.
Recent surveys point to a sharp rise in planned busi-
ness capital outlay. Housing starts have contmued
vigorously upwards, the volume of rcs:dentlal cons-
truction mcreasmg perhaps at a msonally adjusted
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annual rate of 8 per cent, despite record mortgage
rates. Consumer demand seems also to have been
strong, especially for durables. Sales of appliances
in the first quarter were 14.5 per cent higher than a
year earlier : outstanding consumer credit at chartered
banks rote hv 5.5 per cent from December to March
rith 2.6 per cent in the same period last
wear, g 1o 7th June vehicle production was 21 per
arnd mrgher than a year ago. In sum, the increase
in final domestic d-mand in the first half of 1969 may
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have been even stronger than in the previous half
year. But the rise in stockbuilding was probably
smaller than earlier, so that the growth of total do-
mestic demand may have slowed down to an annual
rate of about 5} per cent as against 64 per cent in the
second half of 1968.

The growth of exports (goods and services, annual
rates) in the first half of 1969 seems to have accele-
rated to about 9 per cent in real terms from 7 per cent
in the second half of 1968. However, special factors
make the underlying trend difficult to assess. The
U.S. dock strikes led to a substantial re-routing of
goods through Canada, inflating both exports and
imports. On the other hand, there were strikes on
the west coast of Canada, and anticipation of strikes
in the U.S. in 1968 probably deflected exports to the
United States from 1969 to 1968. Imports are likely
to have shown a strong increase, perhaps some 11
per cent. Some of this, however, probably resulted
from the U.S. dock strikes, which added goods in
transit to Canadian import needs. The current
external deficit (seasonally adjusted) probably in-
creased in the first half of 1969, perhaps to U.S.
$ 400 million from $ 137 million in the second half
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of 1968, because of a weaker trade balance and a
further deterioration in non-trade items. At end-May,
official reserves, including Canada’s reserve position
in the Fund, were $3.01 billion, about the level
reached towards the end of 1968. In December 1968,
the target level for Canadian exchange reserves under
the arrangements with the United States (then at
U.S. $ 2.55 billion) was abolished, on the basic prin-
ciple that it would not be Canada’s intention to achie-
ve a permanent increase in its foreign exchange
reserves through borrowing in the United States,
and on the understanding that this measure would
increase Canada’s flexibility in monetary policy.
Rising activity has been accompanied by a vigorous
rise in employment, reducing the rate of unemploy-
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ment from 4.8 per cent at the end of 1968 to 4.4 per

cent in April. The rise in productivity seems to have

been smaller than last year when the growth of indus-

trial activity was concentrated in ‘certain sectors

(notably the base metal industries) where output

could be increased significantly without much rise

in employment. Industrial wage contracts signed

in the second half of 1968 provided for increases in

the base rate of about 8 per cent on an annual basis,

about the same as in the first half but slightly lower

than in 1967. Long-term contracts typically provide
for disproportionately large increases in the first year
of the contract period. Thus, the main part of the
increases is likely to have fallen in the first half of
1969. With a weaker productivity performance than
last year, unit labour costs have risen faster than
earlier. Price increases have generally accelerated.
Wholesale prices were rising at an annual rate of
9.2 per cent in the first four months, compared with
virtually no change in the same period of 1968 ;
sharp increases in prices for wood products, non-
ferrous metals, and building materials in January
accounted for most of the acceleration. Consumer
prices went up at an annual rate of 5.2 per cent be-
tween December and May compared with the rate
of about 4.4 per cent in the previous six months.
The increase, although widespread, was due in part
to higher taxes on tobacco and alcohol. The GNP
deflator in the first half is likely to have increased
at an annual rate of 4 per cent, against 3.3 per cent
in the previous half-year.

Prospects

The rise in real domestic demand is expected to
slow down to an annual rate of about 4 per cent in
the second half of 1969, and to remain at about that
rate in the first half of 1970. Both business fixed
investment and residential construction are expected
to grow less than earlier, given the trend towards
tighter credit conditions. The volume increase in
public consumption should be rela¥ively moderate
(about 3% per cent) for 1969 as a whole, reflecting,
inter alia, the upward trend in provincial and municipal
spending. The expansion of consumer demand,
although slowing down somewhat, may remain
relatively strong, given the sharp rise in wages and
a further increase in employment. ‘But stockbuilaing
would not seem likely to be a dynamic element over
the next twelve months and, with exports growing
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much less rapidly than in 1968—because of the likely
trend in U.S. imports—the foreign balance (which
has already deteriorated) probably will not provide
any new net stimulus to demand.

Both exports.and imports are likely to grow rather
slowly in the second half, and the trade balance may
not change much. For the year as a whole, the
trade surplus would thus be less good than last year.
With some further deterioration of the non-merchan-
dise balance, the current account deficit may be of
the order of U.S. $ 750 million, after last year’s
unusually low deficit. No improvement is expected in
the first half of next year, on the basis of developments
forecast in the section on the United States.

Although the growth of output is slowing down,
employment may continue to increase fast, because
of the likelihood of a more moderate advance in
productivity than the relatively strong increase
experienced last year. Nevertheless, given the rapid
growth of the labour force, the unemployment ratio
is likely to rise towards 5 per cent by the end of the
year, and to continue to edge upwards in the first
half of 1970. Even though the rise in wages may
slow down somewhat, the increase in unit labour
costs could remain substantial, given the modest
advance in productivity. The rise in pricesis there-
fore not expected to show any appreciable deceleration
before the first half of 1970.

JAPAN

The present boom in Japan has already lasted lon-
ger than any of its post-war predecessors and seems
likely to continue into the first half of 1970. ‘Unlike
any previous boom, it has not run into balance of
payments difficulties ; indeed, the surplus on current
external account, after 34 years fast growth of activity,
is running at record levels and seems likely to remain
extremely high over the year ahead. With no signs

at present of domestic overheating, and the external
position strong, it would be desirable 1o keep the
economy growing at its present rate, and this will
require the maintenance of relatively easy credit
conditions. The time aiso seems highly appropriate
for accelerated progress towards the removal of the
remaining import restrictions and obstacles to capital
exports. The Japanese authorities are committed to
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progress in these fields and the present combination
of economic circumstances is favourable to fulﬁ]ment
of these commitments.

Policies

Fiscal and monetary policies appear to be fairly
neutral in character at present. Central and local
government budget estimates for the fiscal year to
March 1970 foresee total expenditure rising at about
the same rate as in the previous year though with a
significantly slower advance in spending on goods
and services. Total income tax cuts, including local
taxes, are estimated at Yen 276 billion in a full year
(3 per cent of total tax revenue), following a relatively
moderate reduction of Yen 140 billion in FY 1968,
when, moreover, the cuts were offset by increased
indirect taxation. Despite the higher tax cuts, the
central government’s deficit is expected only margi-
nally to exceed that of 1968 (Yen 460 billion) and may
be smaller since the forecast growth in GNP of 14.4
per cent in current prices to which it was related
seems likely to be surpassed.

Since suspending quantitative credit control (“win-
dow guidance”) last October, the Bank of Japan has
adopted a more flexible system of credit guidtlines,
taking into account the fund position of individual
banks. The fund position is defined as the difference
between money market lending and borrowing from
domestic financial institutions (including recourse to

the Bank of Japan credit facilities). According to
the new directives, the .main credit institutions (com-
prising the city banks and long-term credit banks,
which account together for about 70 per cent of total
outstanding credit of all banks) should not allow their
fund position to deteriorate. Strict adherence to
this rule would imply that recourse to the Bank of
Japan credit facilities was limited to the amount of
additional money market net lending or to a reduction
of money market indebtedness. The temporary
worsening of the banks’ fund position since the end
of last year suggests, however, that the liquidity
guidelines have been handled in a rather flexible
manner, though it is understood that the Bank is

" closely watching each individual bank’s lending

activity.
TaBLE 37
Public expeaditure
Percentage changes over
previcus fiscal year
1968 1968 1969
Billion | Provisional Initial
Yen results estimates
Central government
QGeneral account expenditure 5917 13.7 15.8
Fiscal loan and investment programme 2 769 10.6 14.¢
Local goverament expenditure 5 605e 17.5s 18.0
Total governmsnt spending on goods and
services (current peiws) 9 750 14.8 12.3

@} [Initial estimates.
Source : Official estimates.
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Aﬁeradropmmiendmgbybanks
mthequamroflm ‘credit expansion has
accelerated sharply ;- in the second quarter of this
year, it may have been as much as 80 per cent faster
than a year ago. In' response to buoyant credit
dcmand and agheemng liquidity ‘conditions,: yields

standing long-term bonds have risen conspi-
cuousiy since last September, but call money rates
and‘yields on new issues (largely placed with banks)
have so far been kept relatively stable. The Ministry
of Finance has recently eased restrictions on foreign
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borrowing by Japanese firms ; but given the interest
rate ceilings fixed for such borrowing, no significant
increase in capital inflosvs on this account seems likely
in the near future. On the other hand, the Bank of
Japan has facilitated a shift of import financing from
foreign to domestic sources by tolerating a deterio-
ration of the fund position of city banks. The amount
of this “Yen shift” was expected to amount to about
$ 250 million for the second quarter, but exceeded
$ 300 million by the end of May.

In view of the much stronger external position, the
government has recently intensified its moves towards
further hberahzatlon of both mvxsxblc trade and
capital flows. As from April 1969, tourist and busi-
ness travel allowances have been raised, from $500
to $700, and from $1,000 to $3,000, respectively, for
each trip. Plans are under consideration, both for
raising substantially the ceiling for automatic appro-
val of overseas direct investment and for abolishing
restrictions on transfers of non-residents’ earnings
and of profits of foreign-owned enterprises. Fur-
thermore, export credit regulations are to be eased.
Controls on foreign direct investment in Japan were
relaxed in March : the second round of the liberali-
zation scheme covers a wide range of trade and indus-
try, with maximum foreign participation ratios nor-
mally fixed at 50 per cent but jn some cases 100 per
cent. .

Recent trends

Boom conditions continued unabated up to the
fourth quarter of 1968. A certain hesitation, which
may have been partly statistical, scemed to appear
in early 1969—the index of industrial production
levelling off, imports receding slightly and new do- .
mestic orders for machinery, excluding ships, declining
sharply. However, this weak trend was reversed in
April. Industrial production in April and May was
5.4 per cent above the first quarter average (throwing
some doubt on the seasonal adjustment) and recent
estimates suggest a vigorous revival of new domestic
orders for machinery in the second quarter. The
growth of merchandise exports also became faster
and industrial deliveries maintained their buoyant
tendency, bringing to a halt the marked rise of the
inventory/delivery ratio. Following some slack in
the third quarter of last year, new construction orders
resumed a steep upward trend. But unports were
rather flat up to May.



15.7 per cent higher than a year carlier. The down-
ward tendency of wholesale prices of producer goods
_ has been reversed since last autumn, reflecting strong
increases in metal prices. Consumer prices levelled
out between September and February, but have risen
again since; by April the index was 4.7 per cent higher
than a year earlier, with the non-food component
4.1 per cent up on the year.

L. Index of industrial production
1. Operating index = Index of production capacity
(The index of industrial production is reweighted :md
seasonally adjusted).
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high direct investment by Japanese trading firms),
the balance shifted back into a surplus of § 80 million
in January-May. At the end of May, official reser-
ves, in¢luding the reserve position in the Fund, stood.
at § %ibillion, some $ 1.1 billion higher than a year

i

earlier. Moreover, during the twelve: months to

‘April, the net foreign exchange position of commercial

banks 1mproved by $0.6 billion. -

Prospects

Quite vigorous expansion seems likely to continue

for another year, with real GNP growing about

11 per cent between the first halves of 1969 and 1970
and little, if any, decline in the rate of external current
surplus. Leading economic indicators, such as the
diffusion index, point tc a contmued boom, profits
rose Taster in the six months to last March and busi-
ness enquiries show a.picture of continuous buoyant
profits and sales, and favourable investment pros-
pects. The pace may lose some momentum in com-
ing months, because of a slower advance of exports
(especially to the United States and primary produc-
ing countries, which together take most of Japan’s
exports), and private productive investment. The
weaker inventory accumulation of the first half of
1969 is likely to be followed by a new but moderate
upturn. The trend of consumer spending may not
change much. The sharp rise in wages is likely to
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increase of farm income may, however, be less than  ing

in the pmdmg two years, when it was boosted by
bwwhmﬁandsubﬁanﬂalmmmgom
ment-controlled prices.

Given the unabated boom conditions, pnvatc
productive investment should remain the main source
of cxpans;on up to the middle of next year, thongh
even its rate of mcreasé may slow down. Latest
mvestment intention surveys suggest that mvestmeat
of bigger corporations would grow by about 20 per
cent in current prices in the year to March 1970 and
that smaller enterprises might increase mvestmcnt
outlays even faster. Financing problems 'should be
cased by the favourable development of profits and

"""1’75 per eent above

! ’ veat ’s amagc As mdnstnal
production increases and stockbmidmg revives, im-

~~ports can be expected to increase again, pesstb!y

reducing somewhat the current account surplus. But
2y well approach $ 24 billion this year
andtheratemthcﬁtsthalfofncxtmrmay st:ilbc

very high.




TRENDS AND POLICIES

' GENERAL BACKGROUND |

Finland became the 22nd Member of OECD at the beginning
of this year. With an area of 337 000 square kilometres, her
size is about the same as that of Italy. But with a popula-
tion of 4.7 million, she is one of the least densely populated
member countries (14 per square kilometre). Nearly a tenth
of the country is covered by inland water-ways and lakes—num-
bering, it is supposed, 60 thousand—while forests cover 70
per cent of the land area. The forests are Finland’s main
natural asset; the waterways provide power and easy trans-
portation for forestry industries. Economic progress since

the war has been rapid : 48 per cent of the population 'now _

live in urban areas and income per head is about the average
for OECD countries in Europe.

Finland has close historical links with her two main neigh-
bours. An integral part of the Kingdom of Sweden for many
centuries, she became after thy annexation of 1809 an auto-
nomous Grand Duchy under the Russian crown. Finland
achieved independence in 1917, and adopted a republican

constitution in 1919. Under the constitution, legislative
power is exercised by Parliament and the President; the
chief executive power, by the President. The two hundred
seats in’ Parliament are shared by six or so main political
parties, and in no clection has one party yet got half the seats.
Most governments have been coalition governments, though
seven of the twenty-one post-war administrations have been
minority governments. :
With the economy based on private enterprise, and with
relatively small units becoming increasingly integrated with
world markets, economic planning on the part of the Central
Government can be only indicative and of general guidance.
State enterprises are not more widespread than in most
European OECD countries and their decision-making on
production, investment and marketing is fairly independent
of the Government. Some big groups are found within
wholesale trade and pulp and paper producers, but no
single group or company is considered to be of dominating
importance in the economy.

BASIC DATA
AREA AY'D POPULATION FOREIGN TRADE
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{lka 2;2 Tampere o {Tammerfors) ﬂ’ gg :‘hasd ports cent 3‘"
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Man-power by industry (per cent, 1967) : - Wood products 16.9
Average 1962-66 : . Agriculture and forestry 27 Pulp and paper 43.6
Live births (per thous.) 17.5 Industry and construction 34 Metal products, etc. ne
Deaths 9.4 14 Other goods $1.2
Net natural increase g; Transport and communications 7 "
Net increase of population . Services 18 I of is and ices,
per cent of GDP, 1968 238
PRODUCTION
D Merchandise imports 1968, per cent :
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per cent of GDP 22.7 Commerce . - 9.8 . E
Public consumption Trassport and communication 7.5 | Currency units per $
15.7 Services 28.4 (from 12th Octobur 1967)
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Finland faced great problems after the Second
World War. There had been heavy dcstt'uwon.

and the peace settlement involved not only a large.

cession of territory and reception of the displaced

population, but also heavy war reparation payments
which extended over eight years. Despite these dif-

ficulties, output per head regained its pre-war (1938)
level by 1948. Exports have continued to grow
rapidly—partly as a result of world demand for pulp
and paper; partly because of trade agreements with
Eastern Europe; and partly through the development
of new exports to EFTA and oiher countries.
During the last two decades Finland has been one of
the fastest growing economies of Western Europe;
and in the process the economy has been progress-
ively industrialised and diversified.

There was serious inflation in the early post-war
years and it has continued to be more rapid than in
most OECD countries. The last devaluation in 1967
was the fourth since 1948. Developments sincc 1967
have, however, been favourable. Incomes policy has
succeeded in braking the rapid rise in incomes; and
last year the balance of payments improved, demand
expanded and unemployed resources were absorbed.

GROWTH AND
STRUCTURAL CHANGE

Growth

The rapid recovery of activity in the early post-
war period represented great effort and sacrifice.
Finland lost 10 years of normal economic growth
during the war. After the war 12 per cent of its
territory and productive capacity was ceded to the
Soviet Union. About 15 per cent of the population
had lived in this area and had to be resettled in
Finland. Unlike most other Western European
countries, Finland received no economic aid; on the
contrary, during the eight years ending 1952 repa-
ration deliveries totalling $ 570 million (in 1952
prices)—about a quarter of 1948’s gross national
product—were made to the Soviet Union. Most of
these indemnities were paid out of Finland’s own
production: net foreign borrowing over the eight-year
period amounted to about $ 100 miilion. Finland,
‘however, benefited greatly from an improvement of
her terms of trade. Since 1948 GNP has increased
at an average annual rate of about § per cent, rather

VMI Long-term Trends In GNP
Volume indices, 1950 = 100

lﬂﬁﬂﬁ“ﬁ“ﬂﬁ!lﬂﬂlﬂﬁ‘ﬂﬂ

1 1938 exchangs rates.
Sources National Accouats of OECD Countries 1957-1966, Statistics of National
Accounts 1950-196] and national publications,

faster than the average for OECD' countries combin-
ed but roughly in line with the performance of OECD
Europe.

Change in Industrial Siructure

Expansion has been accompanied by rapid struc-
tural change. In 1948, agriculture and forestry (a
vocational combination typical in Finland) accounted
for about one-third of total output and employed
more than 40 per cent of the labour force. By 1967,
employment in agriculture and forestry had fallen by
one-third—a major factor in the improvement of
real income of those remaining in agriculture. The
relative size cf this sector remains higher than in
most other industrialised countries. Output per man
in agriculture is still relatively low; productivity in
agriculture has, in recent years, increased roughly in
line with the trend in industry; but the initial differ-
ence has remained.

The manufacturing sector has grown about in line
with GNP, and accounts for about one-third of total
output and one-quarter of total employment. But
there have been major changes within manufacturing.
The engineering industries—relatively modest before
the war—have thus grown especially rapidly. The
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goods demanded as war reparations necessitated a
major development of these industries, and after 1952
exports of engineering products to the Soviet Union
continued under bilateral trade agreements. Engi-
neering exports to Western countries have also in-
creased as their quality and competitiveness improv-
ed. Today the metal and engineering industry is the
largest industrial employer and accounts for one
fourth of industrial output. Its most important
products are machinery for the wood-processing
industries, ships, lifting and hoisting equipment,
transport equipment, electric motors, generators and
cables.

The wood, pulp and paper industrics maintain 2
dominant position, though expansion has been some-
what slower than for total industry; their share of
industrial production has fallen from about 25 per
cent after the war to 20 per cent today. The fact
that the volume of timber felling has reached the
growth of the forest stock may have served partly to
limit the overall expansion of the wood-processing
industry, and partly to shift production towards a
higher degree of processing. As in many. other
industrialised countries, the relative importance of
the textile, clothing and footwear industries has

declined.
Growth and Structure of Foreign Trade

Exports of goods and services now account for
about a quarter of GNP, with goods alone represent-
ing about one-fifth of GNP; on the import side the
relationships are about the same. Both the commo-
dity and the geographical patterns of exports have
changed significantly in the post-war period (Table II).

TasLe 1. Gross Domestic Product by Industries

Per cent
Gross domestic
product (current
factor cost)
1948 1958 1967

Agriculture, forestry, hunting and fishing 33 21 15
Mining, manufacturing and electricity supply 30 28 30
Building and construction 10 10
Transport and communications 6 7 7
Trade, banking and insurance 10 i2 13
Public administration and defence 4 4 4
Other services 9 18 21
Total 100 160 100

Sources : Finnish Natioaal Accounts and Economic Survey 1968.

TasLe 1l Exports by Main Types of Goods
Anaual change in volume,
per ceni
1930/58 1958/66 1950/66

Per cent of
value

1950 1958 1966

Agricultural products 41 43 35S | 140 85 19
Forestry products 100 78 1.2 s 70 --335
Wood industry products 381 23 179 10 25 1S
industry products 416 465 417 15 95 8.5

Mectal and engincering industry pro-
ducts 49 137 182 | 235 100 140
Other goods 43 44 95| 135 280 205
Total 1000 1000 1000 i 6S 15 19

Wood and paper products maintain a dominant
position, but their share of total exports has fallen
from over 85 per cent in 1950 to about 60 per cent
in 1968, with_a marked shift towards shipments of
more highly-processed goods. The share of engineer-
ing products has increased markedly; the share of
non-traditional manufactured products, though still
relatively modest, has increased significantly over the
last decade, reflecting increased exports of a wide
range of products as a result of stronger marketing
efforts and the progressive removal of barriers to
international trade.

About two-thirds of Finland’s foreign trade is with
other European OECD countries, her main trading
partners being EFTA countries. The share of the
Eastern countries is about 20 per cent: trade with
countries outside. Europe is small. In Europe, Fin-
land’s main suppliers are Western Germany, the
Soviet Union, Sweden and the United Kingdom,
each accounting for a little more than one-seventh of
total imports. On the export side the United King-
dom remains the biggest buyer of Finnish products
(one-fifth), followed by the Soviet Union (one-
seventh). In post-war years the share of Western Eu-
rope in Finland’s trade has been increasing, reflecting
mainly a strong expansion of trade with Sweden.
The shares of the Eastern countries have declined
somewhat, although the Soviet Union has maintain-
ed its relative position.

The growth and change in the structure of foreign
trade has of course been decisively influenced by
foreign trade policy. Up to 1957, practically all
foreign trade was conducted on a bilateral basis.
After the devaluation in that year quantitative res-
trictions on imports from Western countries were
gradually abolished; licensing is now maintained on
only a small percentage of total imports, mainly
agricultural products and mineral fuel. Finland has
been associated with EFTA from mid-1961, and has
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Tasre IH Forelgn Trade by Arems

Per cent
Imports Exports
1933 1967 1958 1967
EFTA countries 2.9 406 313 38 -
EEC countries 26 2.7 228 235
Other OECD countries 19 6.5 9.7 9.5
Eastern ceuntries 26.8 204 242 212
9.8 48 120 7.3
100 100 100 100

gradually abolished tariffs on imports of industrial
goods from those countries. Tariffs on imports
from Western countries outside the EFTA area will
decline over the next few years as a result of the
commitments made in the Kennedy Round in GATT.

MANAGEMENT
OF THE ECONOMY

The rate of inflation as well as cyclical fluctuations
would seem to have been more marked than in most
developed Member countries. The lack of stability
can to a large extent be ascribed to fluctuations in
foreign demand for Finnish exports, but certain
features of economic policy may also have exerted
a destabilising influence.

T'he Rise in Prices

The development of prices has been irregular with
galloping inflation from 1945 to 1951, virtual stability
in 1952-1955, a steep rise 1956-1958, stability in
1959-1962 and a renewed upturn from 1963 to 1967.

In the period from 1945 to 1949 the cost-of-
living index rose by some 40 per cent a vear. This
reflected the pressure on resources due to reconstruc-
tion of the war-damaged productive potential and
reparation payments; to an important extent, high
investment expenditure and war reparation deliveries
were financed by an inflationary credit expansion:
the rise in prices served to limit the growth of con-
sumer spending in real terms. The Finnmark was
devalued twice in 1949-—once independently and once
in line with the devaluation of other European cur-
rencies. 'The rise in prices remained strong in 1950
and 1951, but the steep increase in exports during
the Korean boom (from $ 350 million in 1950 to
$ 800 million in 1951) made it easier to absorb higher
domestic incomes and prices.

From 1952 to 1955 prices were practically un-
changed. Demand pressures eased in 1952-1953
when the Korean boom subsided and war reparation
deliveries came to an end. From 1954, morcover,
the Finnish authorities pursued a policy of suppress-
ed inflation with higher government subsidies to
limit the rise in the cost-of-living index and legally-
enforced ceilings on wage increases.

Regulatory powers to control prices expired at the
end of 1955. The 6 per cent rise in prices in the
subsequent three months sparked off a strong price-
wage spiral which lasted till mid-1958. A general
strike for 19 days in 1956, and the inflationary
seit'ements which brought it to an end, reinforced
the pressure on prices. The 1957 devaluation (28
per cent) led to a further immediate rise i prices;
but the stabilisation measures taker in the spring,
and the weakening of foreign demand in 1958 to-
gether with the liberalisation of imports served to
ease demand pressures and the rise in prices Tevelled
out. Fhe primary source of inflation in the 1955-58
period would seem to have been..cost pressures
rather than excess demand conditions.

The period of price stability beginning in mid-
1958 lasted for three years. Wage indexation was
abolished at the beginning of 1959 and wages in
1959 probably rose only in line with productivity.
But from 1960 onwards aggregate demand was
allowed to rise sharply. with demand pressures be-
coming excessive in 1962 when unemployment fell to

Diagram 2 Trends in Prices
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a very low level (just above 1 per cent). Between
1962 and 1967 the GNP deflator rose by more than
5 per cent per year.  Labour costs per unit of pro-
duction rose relatively fast; and indexation between
wages, other incomes and prices again became an
important factor. But excessive demand  pressures
may have been the principal factor behind the infla-
tionary trend in this period. More stable conditions
were not restored until the stabilisation agreement in
March 1968.

Countercyclical Policy

Fluctuations in the annual rate of growth of real
GNP have been more marked than in some other
countries (Table IV). This can largely be ascribed to
strong fluctuations in the growth of merchandise
exports, reflecting the unstable world demand for
wood, pulp and paper products which have a heavy
weight in Finland’s exports. But there has been little
tendency for domestic demand to move in a counter-
cyclical manner. Diagram 3 suggests that, on the
whole, it has tended to vary in the same direction as
the increase in exports, and the fluctuations have
been relatively strong. This, though undesirable, is
perhaps not surprising; an inverse variation is not
easy to achieve in a country with a large foreign
trade. For a rise in exports has a direct impact on
domestic incomes which, in turn, influence domestic
demand; and foreign demand is a major determinant
of the business climate, affecting the propensity to
spend of both investors and consumers.

The efforts made by the authorities to achieve a
countercyclical movement of domestic demand do
not, however, appear to have been very sirong. The
increase in real central government expenditure on
goods and services has often tended to be strong when
the expansion of activity and pressures of demand

Tasre IV Fluctuations ks Growth
Finland compared with other countries

Merchandise I Ggoss Domestic Product
exports, § values {Volume!?
Average Average
rate of Average rate of Average
change deviation change devigtion
1951-66 ©1951-66
Finland 8.0 5.6 4.6 29
Denmark 8.1 25 4.2 2.4
Germany 12.5 4.0 5.1 17
Swedm 8.6 31 4.0 1.4

Swu OECD Foreign Trade Statistics, Finnish Bulletin of Foreign Trade and Nauonal Aceounts

Diagram 3 The Bustams Cycle snd Economic Policy
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have been strong, and vice versa. Exceptions seem
to have occurred in 1959 and 1963, when government
spending exerted a stabilizing influence on demand.

Financial savings, measuring the income effect of
the budget, also show no clear countercyclical move-
ment: over much of the period considered they seem
to have moved in a destabilising manner. It has
been a feature of Finland's post-war developments
that restrictive fiscal measures have tended to be too
long delayed. As in other countries, prompt adjust-
ment of fiscal policy to the needs of the economy
involves a number of difficulties. Many items in the
budget cannot easily be changed quickly. Moreover.
in the early phase of an export upswing, the balance
of payments tends to be strong so that there is no
imperative need for action on external grounds. The
political situation prevailing during the post-war
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period, with generally weak govemhaents, has render-
ed the operation of an appropriate fiscal policy more
difficult than in many other countries. ’

Aonetary policy, less constrained by political and
administrative factors than fiscal policy, has by and
large been used countercyclically. There is no good
single indicator of changes in monetary policy.
Diagram 3 shows in a general way the posture of
monetary policy, as indicated by the « direction » of
the measures taken (restrictive or expansionary). It
suggests that,” over most of the period, monetary
action to dampen the cyclical swings in activity was
taken at a relatively early stage of the cycle. But it
is difficult to assess the strength of the measures
adopted. The movement of the supply of liquidity
to the economy as a result of changes in the Central
Bank’s foreign exchange reserves and the volume of
its rediscounts has, at least in certain periods, been
strongly pro-cyclical, notably in 1954-55, 1960-61
and 1964. Official foreign exchange reserves rose in
these periods, rather strongly in the first and third.
and offsetting action by the monetary authorities
seems to have been limited.

Structural Policies

Although Finland is essentially a free market
economy, government policy influences structural
developments in various ways. One key factor has
been agricultural policy and the land settlement for
people who lost their farms at the end of the war.
Through import controls on agricu'ti ral products
and price and income support to farmers, the autho-
rities have aimed at a high degree of self-sufficiency
for basic food products. Finland’s output of dairy
Froducts and, occasionally. that of meat and eggs
exceeds domestic requirements; she is almost self-
sufficient in bread grain and has a relatively big
production of sugar. But partly because many small
units were created under the resettlement programme.
the farms are small—their average size being even
less than in the 1930’s. Since there is no longer
scope for an expansion of total agricultural pro-
duction, further improvement of farmers’ incomes
will depend on a marked decline in the agricultural
labour force through higher productivity and, thus,
on the capacity of other industries to employ the
labour released from agriculture. To stimulate the
development of new industrial projects the Govern-
ment. on certain occasions, has granted cheap loans

for long-term economic planning, comprises representatives
i of the Government, the Central Bank and labour and business

| in 1969. The Bank of Finland has a research department
i making short-term forecasts and studies on special economic

i
{
}

| small, so there is little scope for open-market operations; at

; rendered by government enterprises. Appropriations for
| fixed investment are transferable over four years and some

- ahead. To help plan public activity over the longer-term,

| topics. A Regional Development Board was established by

The Central Bank (Bank of Finland) is an autonomous
vision of the Parliament. The Government may borrow
fm&c&nwﬂ&akoﬂymmmdmmdfo:
specific purposes. The banking system further consists of
sixconmmia!bsaks.ﬁsswiambmks.ﬂoWsﬁw
andﬂ;cPostOfﬁoeSavmssBank;tlwlatterosﬂyisowmd
by the State. Other principal financial institutions are t

National Pension Fund and 62 private insurance companies.

The banks are normally in debt to the Central Bank;
variations in the volume of their rediscounting is the principal
monetary policy weapon used by the authorities. If the
rediscount ceiling is exceeded, a progressive penalty interest
rate (maximum 4 per cent) has been applied on top of the
rediscount rate (now 7 per cent). The Central Bank controls
directly the average lending rates of the commercial banks.
The average lending rates at present are 7.5, 7.9 and 8.1 per
cent respectively for commercial banks, savings banks, and
credit societies. The Central Bank has at times imposed
ceilings on bank advances and issued recommendations
regarding the pattern of the credit expansion. Borrowing
abroad by banks or others is regulated through general ins-
tructions and individual licensing. The bond market is

the end of 1966 outstanding bonds accounted for only 5 per
cent of domestic credit, and bonds are usually held to maturity.
The Central Bank regularly informs the credit institutions
about the aims of monetary policy, and seek to reach mutual
understanding on its implementaton.

Taxation and central government expenditure are approved
by Parliament for each fiscal year (coinciding with the calendar
year). The Government has no power to change tax .rates
without the prior approval of Parliament; however, it gy
change a few charges (tobacco, spirits) and prices for services

budget items which are exceptionally difficult to forecast
may be exceeded, which allows some flexibility in government
expenditure. Supplementary budget proposals are often
submitted to Parliament in the course of the fiscal year. Local
authorities are free to stipulate their own tax rates but they
may not raise loans of more than 5 years’ maturity without
the approval of the Ministry of the Interior.

The Ministry of Finance prepares annual Economic Surveys
covering recent developments and forecasts for the year

work on S-year indicative budgets has been started. The
Economic Council, presided over by the minister responsible

organisations. Its work will be devoted mainly to long-term
developments; a study for the years 1969 73 is to be published

government resolution in 1966, comprising members from
different Ministries, city administrations and local authorities.
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and made direct contributions for the financing
of - business investment. = Private enterprises have
obtained loms fmm the World Bank against govern-
ment guarantee. ~ State-owned enterprises have been
estabhsmd in some sectors (iron and steel, chemicals,
oil refineries, power production). In their guide-
lines to domestic banks and in controlling the intake
of foreign long-term loans the monetary authorities
give priority to the financing of exports and capital
expenditure in exporting industries. Special tax
allowances and interest rebates are granted to firms
setting up in regions where industrial development
is slow and the labour force underemployed. To
facilitate the transfer of manpower from agriculture
and forestry to other occupations the labour market
authorities arrange for vocational retraining courses,
grant removal allowances, give advice on state
housing finance and make contributions to firms’
housing programmes for their workers.

In the 1969 budget important changes were made
concerning transfer payments to agriculture to
reduce central government expenditure related to
exports of surplus agricultural production and to
promote structural change in agriculture and reduce
the area under cultivation. Small farmers who cease
to cultivate their arable land will be paid Mk 250
per year for each un.ctare taken out of production;
only farms with arable land up to 14 hectares are
eligible, so that the maximum amount a farmer can
receive will be Mk 3,500 per year. [t is expected
that in the course of two years the cultivation of
about 4 per cent of the arable land will be abandon-
ed. Total transfer payments to agriculture are likely
to fall because the decline in production will reduce
subsidy payments related to the volume of output.

Moreover, on 23rd May the Government submitted
to the Diet proposals for a new framework for deter-
mination of agricultural prices and incomes, with the
double aim of ensuring that farmers’ incomes develop
in line with those of wage and salary earners and
reducing the surplus of some agricultural products.

According to these proposals:

i) The agricultural prices will be adjusted auto-
matically to compensate for rising costs of pro-
duction;

if) The stipulated income from the farmers’ own
work shall be determined through negotiations
between the farmers’ associations and the Coun-

cil of State;

ifi) Cost and price calculations will be based on the
level of production in 1968. If this level is
exceeded, the proposal provides for a certain
reduction of the prices otherwise determined.
In addition, a second proposal provides for the
imposition of a charge, the size of which will
depend on the amount by which the production
of milk and wheat exceeds predetermined reduc-
ed levels.

THE 1967 DEVALUATION AND
RECENT POLICY MEASURES

Im 1964 and 1965 there were large current external
deficits: exports rose only moderately and there
were sharp increases in imports. Several factors
served to reinforce the rise in imports. Domestic
demand rose rapidly and strengthened demand
pressures. With growing incomes, domestic demand
was directed more towards imports, especially since
trade barriers within EFTA had been removed. The
strong rise in Finnish costs also contributed. In
1964, the current deficit was financed by capital
imports. This became more difficult in 1965, when
foreign capital market conditions became tighter, and
Finland’s external reserves fell sharply, necessitating
corrective action. Monetary measures—notably a
reduction of the banks’ rediscount quotas with the
Central Bank—were introduced at an early date, but
major fiscal action was not taken until late in 1966.

As a result of more restrictive policies, the growth
of domestic demand slowed down considerably in
1966 and 1967 and demand pressures eased. But
the balance of payments remained difficult. After
rising rather slowly in 1966 imports declined in
1967. The rise in exports, however, remained rela-
tively modest, especially in 1967, when the expansion
slowed down in many European countries. The
reserves fell to little more than one month’s mer-
chandise imports by the end of 1966, and 1967 saw
some further decline. With unemployment high,
and little early prospect of a marked improvement
of the balance of payments, more radical action was
needed.

On 12th October 1967, the Finnmark was devalu-
ed by 23.8 per cent in relation to the US dollar; this
implied a rise of 31,25 per cent in the US dollar rate
expressed in Finnmark. But as more than a quarter
of Finland’s exporis goes to the United Kingdom and
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Sowrces: Nationsl Dudget 1969 and Mosthiy Bullesin, Bank of Pinland.

other countries whose currencies devalued later in
1967, the average rise in the rates of foreign curren-
cies expressed in Finnmark was about 26 per cent.
Between October and the end of 1967, Mark prices
for Finnish exports and imports rose almost as much
as the rise in foreign exchange rates. |

Incomes policy has been a key element in recent
government strategy. Given the inevitable rise of
import prices resulting from the devaluation, and
wide use of escalator clauses in wage and income
agreements, ! there was a clear danger that the effect
of the devaluation would be whittled away by
excessive increases in wages and other incomes.
Negotiations with representatives of labour, mana-
gement, agriculture and other groups where there-
fore initiated by the Government soon after the
devaluation.  Under the agreement reached in March
1968:

i) The trade unions agreed to forego the cost-of-
living adjustment to which they expected to be
entitled in December (estimated at 5 to 6 per
cent), though they did not relinquish the 3.5 per
cent automatic wage increase due in June 1968.

i’) Wage increases were to be limited to the rise of
productivity, estimated at 3 to 4 per cent a year.
For 1969 the agreement provided for an across-
the-board increase of 16 pennies per hour, entail-
ing a 3.5 per cent rise in the wage and salary
rates.

iify Farm target price adjustments were 10 be limited
to 2 Per cent in June 1968 and 2 per cent in
January 1969.

1. The three-year wage agreements concluded in 1966,
covering most wage and salary earners, included escalator
clauses, and farmers’ incomes were subject to adjustment in
sccordance with the rise in pnccs of products purchased by
farmers.

. A main condition for the conces

trade unions and the farmers was that index
eisewhem in the m@mwmhﬁw them Wyms
me Gowemmem s!muki lx &uthmmd to mwl
prices, rents and wages. ‘The Economic Spec&l
Powers Act passed in- April 1968 grz
‘powers, to be exercised in ceﬁiabo:anm with a- Prices
and Wages Council on which trade unions, cmp!oym*s
and other groups are represenied. The law expires
at the end of 1969, but index clauses will not auto-
~matically be re-introduced.  The Government under-
took not to raise tax rates during 1968 and. 1969, and
to keep its long-term borrowing in 1969 below
Mk. 550 million. The agreement called for more
macro-economic planning and for an evaluation of
long-term growth policy.

The existing stabilisation agreements expire at the
end of 1969. Negotiations concerning a new agree-
ment covering 1970 and, possibly, 1971 have been
undertaken in recent weeks but, at the time of writ-
ing, no agreement had yet been reached.

The 1969 budget should serve to stimulate demand.
The rise in expenditure may slow down as a result
of the limitations imposed by the- stabilisation agree-
ment. But the 14 per cent export levy imposed after
the devaluation (to limit the rise of incomes of the
export industries and, thus, their ability to increase
wages and prices on other inputs) has been gradually
reduced and was abolished last April. The levy has
yielded Mk 650 million ($ 155 million) the main part
of which will be used to stimulate investment in
1969, entailing a sharp increase in government lend-
ing.

The improvement of the balance of payments
caused a strong increase of domestic liquidity in
1968, despite the restrictive monetary impact of the

. TABLE VI Money and Credit
Change in balances during the year, Mk. mill.

1965 1966 967 1968

NON-BANK LIQUIDITY:

Money supply 43 128 —31 488

Time deposits i 040 123 [ i § 205
CENTRAL BANK:

Met foreign assets -3 368 108 194

Rediscounts 192 27§ —48 ]

Net credits to the private sector 52 7% 32 —T7
Banks:

Total loans £ 124 1257 1016 776

Total deposits 1 881 1 253 1108 1 545

Source - Baah of Finlaad, Monthly Bullstia.
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government budget. - The banks’ net indebtedness to
the Central Bank fell by Mk 240 million (30 per
cent) and the money supply (currency outside banks
plus sight deposits) increased by 22 per cent after
having remained practically stable in the pmcedmg
year. Monetary conditions have remained easy in
the present year and bank advances have been nsmg
faster than earlier.

RECENT TRENDS AND PROSPECTS
Recent Trends

The volume of exports rose by 11 per cent between
1967 and 1968, the strong upward trend continuing
throughout the year. Qutput turned up sharply in
the second half when fixed investment recovered,
stimulated by the favourable trend in exports, the
better competitive position and growing profits.
Recent indicators suggest that the upturn of activity
has remained fast in the first months of 1969, with
most demand components sharing in the advance.
Industrial production in the first quarter was 8.5 per
cent and industrial employment in January 2.3 per
cent higher than a year earlier. Available indicators
point to a strong rise in both building activity and
investment in_machinery and equipment. A 5 per
‘cent increase in the volume of retail sales between
the first two months of 1968 and 1969 suggests that
private consumption is also recovering. The margin
of unused resources has been reduced, but remains
considerable; the unemployment rate (seasonally
adjusted) fell from 4.7 per cent in the third quarter
of 1968 (the peak) to 4 per cent in the first quarter;
in earlier periods of high activity, however, the ratio
has been well below 2 per cent.

During the months immediately after the devalua-
tion, consumer prices rose at an average rate of 1 per
cent per month. After the introduction of the price
freeze in March 1968, the rise was dampened. and
since mid-1968 consumer prices have remained vir-
tually stable. The rise in wages, relatively fast in
the early months, has also been moderate since the
middle of last year, influenced by the stabilisation
agreement concluded in the spring of 1968.

The current account of the balance of payments
showed a surplus of $76 million in 1968 after
deficits between $ 150 million and $200 million
during the preceding four years. The current balance

)

TasLe VI Bulunce of Paysesens’

8§ million
1964 1965 1966 1967  [96d
Export of goods 1280 1419 1495 13 1625
Import of gnods i 805 1682 173D 1 T | 599
TRADE BALANCE —215 233 N7 182 %
Services 0 7% 8 194 P4
Transfers -3 M 46 82 64
CUBRRENT ACCOUNT - —~175 190 198 143 7%
capital, net © 153 3t 48 ki) L]
IMF drawings - —— — — 63 43
Orher capital movements® 78 71 » ~30 i
OVERALL BALANCE % <88 1M —3t 142
Change in forcign cxchange holdings, incl
IMF position
Central Bank 56 —67  —100 28 178
Other (mninly conunercial banks) .. 25 1 4 b
mm The 1967 balusos ia national currency has been cogverted st the svorage
nus: - 3«
mn‘
m M of Finland, dy in and K ic Survey (968,

has remained strong in 1969. In the first quarter
merchandise exports were 22 per cent higher than a
year carlier. Imports, on the same coinparison,
showed a 29 per cent increase, reflecting the upturn
in aggregate demand. Imports of investment goods,
passenger cars and raw materials have risen fastest.
Seasonally adjusted, the trade balance showed a small
deficit in the first quarter, but with the invisible
balance normally showing an excess of receipts, the
current account may have remained in surplus. In
the first months of the year the capital account does
not seem to have been seriously affected by the rise
in interest rates in international financial markets and
official reserves rose by $ 32 million during the first
quarter. The speculation in May in favour of the
German mark, however, touched Finland as well as
other countries, entailing a fall in official reserves of
$ 58 million to $ 279 million at the end of the month
(the equivalent of 2 months’ merchandise imports).

Prospects

Prospects for 1969 would seem to be favourable.
The rise in exports is likely to remain strong, and
with domestic demand recovering, activity shouid
rise fast and lead to a decline in unemployment
without endangering the balance of payments. And
with the incomes agreement in force to the end of
the year, the rise in costs and prices should remain’
moderate.

The authorities expect the rise in the volume of
merchandise exports to slow down somewhat, from
11 per cent in 1968 to 10 per cent in 1969 whereas
the value increase is estimated at 12 per cent. This
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is probably more than the likely growth of Finnish
foreign markets this yecar. Total OECD imports
may risc by 12 per cent in 1969, but import demand
may bs weaker than this in some of Finland’s most
important markets—notably the United Kingdom—
so that Finnish OECD markets could grow by some-
what less. However, there are reasons to expect
some further devaluation effects, given notably the
fact that the export levy has been completely abolish-
ed in 1969. Moreover, a favourable development
of costs during 1969 should contribute to a further
improvement of the exports industries’ competitive
position. The volume of export orders on hand at
the beginning of 1969 was relatively high; a large
part of estimated exports has already been sold. An
increase in the value of merchandise exports of some
12 per cent could therefore very well be attainable.
Exports of wood and paper industry products are
expected to rise less than this (some 8 per cent)
whereas exports of engineering products are forecast
to grow much more rapidly (by 25 per cent).
Exports of services may increase stightly faster than
that of goods; there will be important additions to
the merchant fleet in 1969 and the devaluation could
have a further favourable effect on tourist earnings.

The Finish authorities envisage a strong recovery
of business fixed investment in the course of the
year. Capacity utilisation rates are increasing, profit
margins have improved considerably and prospects
for stronger growth of activity are favourable. The
financing of fixed investment should not be a pro-
blem. The abolition of the export levy will increase
the cash flow of export industries and a large amount
of export levy funds collected by the Government in
1968 will be used for investment purposes in 1969.
In volume, fixed investment in machinery and equip-
ment is expected to be some 20 per cent higher than
in 1968. whereas investment in non-residential build-
ings could increase by around 13 per cent.

House building picked up in the latter pary of
1968 and is forecast to increase by more than 10 per
cent in 1969. supported by higher government and
Central Bank lending and by easier credit conditions
in general. Although the expected rise in residential
construction may bring the number of completed
dwellings up to 40.000. the house-building programme
will still fall short of official long-term aims. On
the above assumptions total private fixed investment
should rise by 16 per cent in 1969. Given the res-
trictions imposed on budgetary policy by the stabili-

TasLe VIIl Prospects for GDP in 1969

i Percentage changs in
Mk, mill. frolume from previous
1968 your

1968 1969

Private consumption 187117 0.2 40
Public consumption 5 500 4.1 4.4
Gross fixed asset formation 7 641 —44 120
Private 5849 —60 160
Public 1792 1.1 —10
Changs in stocks (incl. statistical error) 1280 3.8 4.1
Domestic demand 33138 —1.0 6.2
Exports of goods and services 8360 1.7 9.5
Imports of goods and services _mm —33 10.5
Gross domestic product 33721 2s (1]

| Per cent of GDP.

sation agreement, and given the fact that private
investment is likely to recover strongly, the appro-
priations for central government investment have
been reduced, entailing a slight fall in public invest-
ment in real terms. All in all, total fixed investment
should increase by 12 per cent.

Public consumption may increase at about the
same rate as in 1968, 4 to 4 % per cent. Taking
account of the fall in public investment, total public
demand for goods and services should increase by
only 3 per cent (as in the previous year), a stabilising
feature in a year when exports and private domestic
demand are rising strongly. '

The collective agreements in force for 1969 point
to a 5 per cent rise in negotiated hourly rates this
year. With relatively slack labour market condi-
tions, wage-drift is likely to remain moderate,
perhaps of the order of 1 per cent. The paid labour
force may increase by some 3 per cent, sO that the
total wage bill could rise by 9 per cent. Employers’
contributions to social security arrangements will
increase somewhat more (12 per cent) as a result of
the additional benefits agreed to in an appendix to
the stabilisation agreement. Non-wage income is
likely to rise faster than wages and salaries. The
increase in farmers’ income may be only 2 per cent,
in line with the rise in agricultural prices but income
of private forest owners, cculd rise by some 25 per
cent. With the rise in costs moderate, and price
controls dampening the extent to which they are
passed on, consumer prices may rise by less than
2 per cent in the course of the year, implying a price
rise between 1968 and 1969 of 2% per cent. With
the predicted development of nominal incomes and
prices and with no major changes in taxation, the
real disposable income of houscholds is likely to
increase by some 6 per cent. As consumer spending
may only respond to the advance in income with
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some lag, private consumption is expected to increase
by 4 per cent in 1969.

The rise in aggregate demand is likely to be
accompanied by a sharp recovery of imports. The
import content of investment in machinery and
equipment is high (about 50 per cent); it may be
even higher in 1969 due to some bunching of deli-
veries of ships and aircraft. Imports of cars are
also likely to rise strongly in 1969, following a sharp
fall in the previous year owing to price rises resulting
both from the devaluation and higher taxation. The
authorities expect imports of other consumer goods
to risc by 6 per cent—somewhat more than private
consumption. Merchandise imports in 1969 are
estimated to exceed the 1968 level by 11 per cent in
volume. The rise in imports of services should be
somewhat slower.

On the above assumptions the authorities expect
a 6 per cent increase in real GNP from 1968 to 1969,
with particularly strong increases in industry (7 per
cent) the building sector (12 per cent) and forestry
(10 per cent). Production in agriculture and cons-
truction is forecast to remain at the 1968 level,
while output in the service sectors is assumed to
increase by 5 per cent. Productivity is thought
likely to increase by 5 per cent. With employment
rising by over 1 per cent and little increase in the
labour force, the unemployment ratio could decline
to under 3 per cent by the end of 1969.

The forecasts for exports and imports of goods
and services point to a current external surplus of
the same order as last year, or about $ 70 million.

As the capital account of the balance of payments
may show a net inflow, a further strengthening of
the reserve position seems likely.

The devaluation has so far been a success, and
prospects for 1969 would not seem to call for any
major change in existing policies. But it is not too
early to consider the policy problems likely to arise
next year. Continued success in maintaining stabi-
lity will to a very large extent depend on incomes
policy, on which negotiations are now in process.
It is greatly to be hoped that the enlightened attitudes
and moderation which made possible the restoration
of cost and price stability in 1968 will continue to
prevail.

The 1968 stabilisation agreement included provi-
sions limiting the flexibility of fiscal and monetary
policies. These may well have been appropriate in
1968 and 1969. But it would seem important that,
in the future, the authorities should be free to use
policy instruments to maintain a rate of growth of
demand compatible with the maintenance of stable
economic conditions. It seems very probable that
some change of emphasis in demand management
policy will be needed next year. With unemploy-
ment likely to fall towards 2 per cent, pressures on
resources may tend to become excessive in the indus-
trialised southern part of the country. The risk of
an excessive rise in costs and prices will be reduced
if the movement to a higher level of activity and a
lower rate of unemployment is not so fast as to
entail bottlenecks and shortages of labour.
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TECHNICAL NOTES

The OECD Ecoromic Outlook draws heavily on the statistical
work of the Department of Economics and Statistics. The
following notes describe briefly the statistical concepts and
methods applied as well as the forecasting techniques used.
Special emphasis is given to deviations from national (or other
international) practices.

FORECASTING TECHNIQUES

Tables 2, 7, 8, 9, 11 to 14 as well as the tables on demand
and output and the balance of payments of seven major coun-
tries are based on an internally consistent set of forecasts of
national accounting aggregates for the OECD area. Relatively
detailed forecasts are prepared for the major seven OECD
countries (Canada, France, Germany, ltaly, Japan, the United
Kingdom and the United States), which account for more
than 70 per cent of total OECD trade. For the smaller indus-
trialised countries forecasts are made only of the likely deve-
lopment of GDP and of foreign trade; and for the developing
countries the forecasts are confined to foreign trade. While
account is taken of forecasts prepared in the countries concerned,
both official and unofficial, the forecasts given here are enti-
rely the responsibility of the Economics and Statistics Depart-
ment. Some of the forecasting methods employed, particu-
larly in the major countries, have been described in an OECD
Report: Techniques .of Economic Forecasting, Pans, 1965.

Forecasts are first prepared for what may be broadly called
the exogenous clements of demand: public consumption, gross
fixed investment and exports of goods and services. For public
consumption and public investment as much use as possible is
made of budgetary statements, aithough their availability and
usefulness vary from country to country. With regard to pri-
vate investment extensive use is made of the intention surveys
which are carried out in most of the seven countries. Exports
are initially forecast in the light of past trends, but as will be
seen below. they are reconsidered as the general forecasts for
each country and for all countries together take shape.

The forecast for these exogenous elements of demand, plus
any information that may be obtained regarding stock changes,
provides a first indication of the likely development of the
piessure of demand. In order to get some indication of the
possible growth of supplies. use 15 made of relationships
describing the ™ capacity ~ rate of growth of the economy. At
this stage an appropriation account for the household sector is
constructed which takes into account the probable development
of incomes as indicated by wage settlements and by the forecast
change in the pressure of demand and provides an estimate
of personal disposable income. Little 1s known about the
short-term behaviour of the personal saving ratio and hence
the forecast undertying consumers’ expenditures usually assumes
an unchanged ratio unless there are particular reasons to
assume otherwise. The forecast for the exogenous elements of
demand, together with that for persona! disposable income,
provides a basis for a first assessment of likely price develop-
ments. This in turn is used to forecast the itkely development
of personal consumption in real terms.

Thus. a first forecast of the change in final expenditure is
obtained and on the basis of past cyclical relationships with
imports, an estimate is also made of the likely import demand.
In this respect a number of relationships have been developed
linking import demand with domestic demand which have
thrown some hght on the cyclical variation in import propen-

sities.

The subsequent stages of the forecasting procedure consist of
reiterations, with a view to ensuring the international consist-
ency of foreign trade forecasts of individual countries.

OECD trade forecasts are based on the projected import
demand of individual countries, described above. In order
to obtain this forecast, it is necessary to transpose the import
figure in national accounting terms (goods and services at
constant prices) into current trade statistics (customs basis,
goods only, at current prices): this involves a good deal of
approximation. The figures thus obtained for the seven major
countries, together with direct import forecasts for the other
OECD countries, provide the aggregate OECD import demand,
which is broken down into: '

i) demand for OECD exports;

i) demand for imports from the rest of the world.

The forecast for OECD imports from the rest of the world
is taken as the starting point for a forecast of OECD exports
to the rest of the world, via an assessment of possible movements
in other elements in the rest of the world's balance of payments
with the OECD area, the financial position of the primary
producing countries, and srccial factors affecting exports to the
Sino Soviet countries.

Exports to the rest of the world, in combination with i) above,
yield the projected total of OECD exports !, which is allocated
among exporting countries on the basis of the projections shown
in Table 12.

These projections distinguish between :

i) Potential exports—defined for each country as the exports
which would take place in any given period if the country
retained its share in OECD exports to each individual export
market?;

ii} Export performance—defined as a country’s gain or loss
in market shares. This has been found to be affected both by
longer-run factors and by cyclical changes in relative pressures
on capacity.

The export forecasts thus obtained are transposed into
national accounting terms and incorporated in the forecasts
of the severn major countries.

The consistency check imposed by the foreign trade matrix
often contributes to the country forecasts themselves, since the
inter-dependency of the OECD ares is such that developments
in one country or in 1 group of countries are as a rule reflected
in developments elsewhere.

All forecasts are prepared on a half-yearly basis. In a
number of cases this can be done on the basis of quarterly
national accounts compiled in Member countries. [n others,
the half-yearly national accounts aggregates covering the past
periods are prepared by the Secretariat on the basis of the
short term economic indicators available and can only be
considered as more or less rough estimates.

NATIONAL ACCOUNTS

The figures shown in the country tables on Demand and
Output follow. in general, the OECD Standardized Svstem?
defirations which need not be summarized here. There are,

i.  Allow:ng for inconsistent recording of inra-QECD trade, as discussed
on pp. 116-11/.

2. For the purpose of this calculation, the followtng murkets are distin-
guished . each major OECD country, other OECD countries aggregated into
three groups. the primary-producing countries aggregated into four groups.
and the Sino-Soviet area.

3. OFEEC A Standardized system of National Accounts, Paris, 1958,
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however, some important deviations from the Srandardized
System :

(@) France

In the French system the main aggregate is the ™ Gross
Domestic Production " which has a more restrictive definition
of the border of production. jt excludes the services provided
by the General Governiment, financial institutions and domestic
servants.

It follows from the French definition that * government
consumption " excludes salaries paid to civil servants. On
the other hand, expenditure on goods and services of so-called
* private administrations ", which would come under private
consumption in the Standardized Sysiem, are included with
government consumption in the French System.

In 1964 the French definition of stocks was extended to
include unfinished as well as new, finished, but unsold dwellings
which are excluded from * fixed capital formation ” and ™ resi-
dential construction ™,

Exports include net services plus freight earned on imports,
the latter being given c.i.f.

Finaily, the activities are recorded on a territorial basis and
thus, for instance, expenditure by foreign tourists is treated as
part of French personal consu~ption, whereas in the Standard-
ized System it is classified under exports.

The figures shown in this number of the Economic Outlook
are based on the new series of French national accounts (see
Economic Ouilook, N© 4, pp. 99-101), adjusted to the definitions
of the standardised system.

There are no official French quarterly national accounts.

{b) Germany

Although the German official national accounts follow the
Standardized System, the rates of change in constant prices
shown in Economic Outlook differ significantly from those
published officially (e.g. in 1968 the rate of increase of GNP is
here shown at 6.7 per cent, against 7.0 per cent in German
official publications.) This discrepancy results from the use of
a 1954 price base in the official calculations, whereas the OECD
figures are estimates expressed in terms of 1967 prices.

Official half-yearly accounts, going back to 1960, have been
published by the Federal Statistical Office starting in December
1965; the seasonal adjustment used in Economic Outlook is
made by the Department of Economics and Statistics.

¢y lraly

The definitions used are those of the Srandardized System.
The haif-yearly aggregates shown for the past are based on
quarterly figures at 1963 prices published for some categories
of expenditure and output in Reluzione Generale sulla Situazione
Economica del Paese.

tdy  United Kingdom

The quarterly national accounts for the Unned Kingdom are
published in Economic Trends by the Central Statistical Office
and follow the Srundardized System.

However, since the published expenditure. output and in-
come accounts show somewhat wifferent quarter to quarter
movements, in the Demand and Qutput table on page 82 a
" co.apromise estimate T of GDP and its components, based
on the movements of the three official estimates. i1s used for
the past.

(e) United Srates

Government tixed investment expenditures (including those
of government enterprises) are included in ~ public consump-

tion " and no allowance is made for depreciation of government
fixed capital. The investment figures therefore refer to the
private sector only. Official quarterly national accounts are
published in the Survey of Current Business of the Office of
Business Economics of the U.S. Department of Commerce.

(f) Canada

Government expenditure on fixed assets and changes in
inventories of government commodity agencies are included in
" public consumption ™ and excluded from * fixed investment ™
and * changes in stocks ™ respectively.

The quarterly figures appear regularly in the Canadian Statis-
tical Review of the Dominion Bureau of Statistics.

(8) Japan

" Public expenditure  includes expenditure by some public
enterprises and “ Gross fixed investment ™ includes work in
progress on heavy equipment and on ships for the domestic
market which are hence excluded from - changes in stocks ”.

The quarterly national accounts are published in the Annual
Report on National Accounts and Natioral Accounmts Statistics
Quarterly of the Economic Planning Agency. However, data
on constant prices only become avialable after a considerable
delay. Hence the half-yearly figures shown for the most recent
periods are estimates based on official quarterly figures at
current prices.

.

BALANCE OF PAYMENTS DATA

(a) Sources

Annual balance of payments statistics in Economic Outlook
are derived from OECD countries’ annual submissions to the
Organisation, on the basis of a reporting system common to
OECD and the IMF. The concepts and definitions underlying
this system are, with few exceptions, those described in the IMF
Balance of Payments Manual (third edition, July 1961).

Up-to-date information and figures for periods of less than
one year are derived from national sources and adjusted by the
Department of Economics and Statistics to internationally
comparable definitions. Seasonally adjusted series are taken
from national sources for Canada, Italy, the United Kingdom,
the United States and, for some data, Japan and estimated
by the Department of Economics and Statistics for other coun-
tries.

(b) Presentation

For analytical purposes, the Economic Outlook makes use
of a uniform presentation of the balance of rayments data of
all OECD countries. The analytical groupings adopted are
the following:

A) Trade Balance. This is defined as merchandise exports
less imports f.o.b. frontier. It is recorded on a transactions
basis, i.e. derived from customs records of merchandise trade,
with valuation and coverage adjustments required:

{) 1o put the figures onto an fo.b. frontier basis,

if) to ensure that the data reflect as closely as possible the
net transfer of ownership of goods to and from abroad by the
residents of a country.

B) Current Balance. This is the sum of the trade balance,
net services and private and official transfers.

C) Balance on non-monetary transactions. This covers ali
current and long-term capital transactions, as well as the short-
terin capital transactions of the non-monetary sector of the
economy (including the balance of unrecorded transactions).
It excludes, however, official transactione undertaken for pe-
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cific balance of payments reasons: such * special transactions "
relate, in particular, to the anticipation or postponement of
public debt servicing, and changes in official long-term assets
and liabilities, such as the extension of special credits to inter-
national lending institutions.

D) Balance on official settlements. This is the sum of the
balance on non-monetary transactions and the net change in
the external short-termy position of commercial banks. It is
financed by:

i) changes in official gold and currency assets:

if) changes in the net IMF position;

iii) changes in official liabilities to foreign official monetary
institutions, and in official short-term assets other than gold
and currency;

év) special transactions, as described above.

{c) Relation to national concepts

In a number of cases, the uniform concepts and definitions
used by the Department of Economics and Statistics to ensure
intercountry comparability differ from those most commonly
found in national presentations of balance of psyments sta-
tistics. The main deviations are listed below:

A) Trade Balance. While the trade balance concept appears
in all national publications, its definition may differ from that
adopted in Ecomomic Outlook.

i) In Canada, the trade balance as usually defined excludes
inland freight on both imports and exports, and gold production
available for export.

if} In France, trade as well as other components of the
balance of payments are recorded on a settlements basis, i.e.
based on foreign exchange rather than customs statistics. The
same applies to Italy, although data on a transactions basis
are also given in national publications.

&i) In Germany, the trade balance concept which appears
most frequently in public discussion includes all freight on
imports and excludes the coverage adjustments of customs data
to a balance of payments basis.

B Current Balance. Aggregates corresponding to the
current balance concept appear in all national presentations,
under various denominations. They are identical with the
data appearing in Economic Outlook subject to the remarks
made above about France and Italy.

C) Overall Balance. Most national presentations emphasize
some form of overall balance which ecither takes the form of

a balance of monetary movements (akin to the balance on
non-monetary transactions) or a balance on official reserve
transactions (akin to the balance on official settlements). The
concepts used in major OECD countries are related to those

shown in Ecomomic Outlook as follows: '

i) The overall balance as defined under various denomi-
nations in. France, Italy, Japan and the United Kingdom,
corresponds fairly closely to the balance on « non-monetary
transactions », except insofar as special transactions arc gene-
rally not shown below the line. Furthermore, the United
Kingdom « balance of monetary movements " treats the record-
ed short-term capital transactions of the non-monetary sector
of the economy as a financing item below the line.

if) The United States “ balance on liquidity basis " corres-
ponds to a balance on non-monetary transactions with the
short-term claims of the banking sector moved above the line
(and without adjustment for special transactions). In addi-
tion, United States data have been adjusted by the Department
of Economics and Statistics to include as financing items below
the iine certain obligations of the United States Government
to foreign central banks in the form of special Treasury bonds,
and purchases of U.S. Government Agency bonds by inter-
national institutions, as well as foreign holdings of certificates
of deposit in United States commercial banks, which are includ-
ed above the line in the calculation of the * liquidity balance .
In view of the complexity of these adjustments, a detailed
reconciliation is shown in the table below.

ifi) The overall balance as defined in Canada and Germany,
and also the ~ balance on official reserve transactions ™ which
appears in United States publications, approximate the concept
of the “balance on official settlements ", except insofar as
special transactions are included above the line. In addition,
the figures appearing in German publications exclude changes
in foreign holdings of German Treasury bills, as well as the
greater part of the changes in Germany’s net IMF position,
both of which are treated as financing items in Economic Out-
look.

(d) Inconsistencies in balance of payments recording

A uniform accounting framework does .ot by itself ensure
consistent recording of each transaction by the two participating

UNITED STATES
Reconciliation betwen OECD * balance on non-monetary transactions ”’ and U.S. * balance on liquidity basis

BALANCE ON NON-MONETARY TRANSACTIONS (OECD Basis)

Less: Liguification of U.K. government dollar security port-
folio

Plus : Debt prepayments received
Long-term bank liabilities
Short-term banking claims
MNon-convertible, non-marketable U.S. Treasury secu-
rities not associated with specific transactions
Special Treasury securities issued to foreign official agen-
cies in connection with military contracts
MNon guaranteed U.S. Government agency bonds held
by international institutions

Eguals: BALANCE ON LIQUIDITY BASIS

SourRce®

Secretariat estimates

SC8 Table 1, line 45, plus SCB Table 5, line C.2
SCB Table 1, line 53

SCB Table 1, line 38

SCB Table 5, line C.3

Federal Reserve Bulletin, International statistics, Table 11

SCB Text Table A2
SC8B Table 3, line |

a. SCB refers to 1the US Department of Commerce Survey of Current Business, Jure, 1969 (Article on Balance of Payments),
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countries. In fact, transactions of the same type among OECD
countries do not sum to zero as theoretically they should. The
sum of any particular balance for all OECD countries should
therefore not be taken to be the “alance of the OECD arca with
the rest of the world, and developments in this type of aggregate
should be interpreted with due regard to the possibility that the
net effect of inconsistent recording may vary over time.

The analysis done to date points to the following main sources
of inconsistency in OECD countries balance of payments
recording:

i) On current account, inconsistencies arise in connection
with the classification, coverage and valuation of transactions.
In particular, the border-line between merchandise and service
transactions tends to be blurred in the case of government
purchases, while the distinction between services and transfers
may be interpreted differently by the two partner countries
in the case of workers’ remittances; a cross-classification pro-
blem also arises from official indemnification payments to pri-
vate recipients. Discrepancies occur in the estimation of
freight on imports (which tends to exceed the corresponding
receipts) and in <he recording of foreign travel (where receipts
tend to exceed payments). Further discrepancies result from
the inclusion in some countries’ data of re-invested earnings
of foreign subsidiaries, which are not covered in most countries'
statistics,. Some, but by no means all these inconsistencies
cancel out at the current balance level.

if} On capital account, asymmetries result in the first place
from the inconsistent recording of current transactions (the net
effect of which produces an offsetting entry under unrecorded
transactions). Further asymmetries result from the principle
of allocating changes in assets and liabilities according to the
domestic sector involved, which implies that international
transactions between two different sectors (e.g. banks on one
side and non-banks on the other) will be reported under diffe-
rent headings by the two partner countries.

iii) Or. official settlements account, the .'m of all OECD
countries’ balances will not reflect the chang~ in the area’s net
official position vis-a-vis the rest of the world, due to:

a) changes in total official gold holdings resulting from the
incorporation of newly mined gold or sales to private
users;

b) the inclusion in official reserve assets of claims on com-
mercial banks (either in the form of non-reserve currencies
or of Euro-dollars) the counterpart of which is not
reported as a liability to monetary authorities.

PRICE AND COST DEVELOPMENTS

The data in Tables 4-6 are based, as far as possible, on coun-
try submissions to OECD. Other sources used are OECD
Main Ecoromic Indicators, United Nations Monthly Bulletin
of Statistics and national statistics especially for 1968. In
Table 4 figures concerning the current year are Secretariat
estimates.

The inter-country comparability of the data is rather limited
because of differences in methods of compilation which in turn
are influenced, inter alia, by the availability of data. Thus
true measures of export prices or export quotations are rare
and the percentage of merchandise exports covered by the unit
value index is rather small and varies from country to country.
There are also differences in methods of compilation ; certain

. countries use current weights in calculating; export unit values,
others have fixed weights or combined current and constant
weights. Further, there are wide differences with regard to
reference years.

Unit labour costs in insutry include construction. Here
too, the diversity of sources and in certain cases the limited

availability of data call for caution with regard to inter-country
MONETARY DEVELOPMENTS

The notes on the individual countries contain a certain
number of graphs illustrating monetary phenomena. The data
chosen are intended to give an indication of developments in
the field of interest rates, liquidity and institutional lending
and security issues. To the extent that the institutional diffe-
rences between countries and the very uneven quality and avai-
lability of data permits, an effort has been made to prepare the
statistics in such a way as to facilitate international comparison.

The interest rates shown are mainly representative of yields
to lenders vather than cost to borrowers. They give an indi-

-cation of the movement, of the level and of the time structure

of interest rates in a given country, but the international com-
parability of absolute levels is difficult because of differences
in fiscal treatment, statistical coverage, etc.

The sections on liguidity consist of graphs of commercial
bank liquidity. Commercial bank liquidity is shown as the
ratio of certain assets to deposits. For some countries the
ratio of borrowing from the central bank to deposits is also
shown,

The graphs of borrowing and lending are based, whenever
possible, on flow of funds statistics. They show selective
types of borrowing, such as bank lending, lending by non-bank
financial intermediaries and security issues.

Data have been derived from national sources ; in afew
instances series have been seasonally adjusted by the Secre-
tariat’s Department of Economics and Statistics.

Discontinuities in the graphs on Germany reflect breaks in
the basic series published by the Bundesbank (the German
authorities have recently completed a revision of their banking
statistics ; see in particular, Monthly Report of the Deutsche
Bundesbank, April, 1969).

INTERNATIONAL CAPITAL MOVEMENTS

Table 22, * International bond issues outside the U.S. market ”,
is designed to give comprehensive information on new foreign
bond issues placed outside the U.S. on both national security
markets of the OECD area and the Euro-bond market. Foreign
issues are considered to be floated on a national security market
if they are handled by a national banking consortium and if
they are denominated in the currency of the lending country.
Euro-bonds are essentially defined as bond issues (with matu-
rities of five years and more) handled by international banking
consortia and simultaneously offered in more than one national
market.

Sources : For 1967 and 1968 data are taken drom the Bank
for International Settlements’ Annual Report. Data for the
first five months of 1969 are estimates, based on listings of
single issues compiled by the Secretariat. Information oa
new issues is obtained from the financial press, commercial
banks, the Fédération Bancaire de la Communauté Economique
Européenne, “ World Financial Markets” published by the
Morgan Guaranty Trust Company, published and unpublished
records of central banks and issue prospectuses.

USE OF CURRENT NATIONAL STATISTICS

Unless otherwise stated, all the national statistics quoted in
the Economic Qutlook are taken from the Main Economic Indi-
cators published monthly by the OECD (MEi(). Starting in
September 1967, supplements to MEQ have been published
describing in detail the sources and methods of these statistics.
The following notes are therefore confined to some methodolo-
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gical points of special importance for the undm&nﬁiﬂzofﬂn
text.

Merchandise irade

Except where otherwise indicated, merchandise import .and
export data are taken from OECD foreign trade statistics as
published in MEI and the OECD Foreign Trade Bulictins'.
Except for Canada, whose trade is recorded f.0.b. place of
shipment, - exports are recorded f.0.b. frontier and imports
c.if. frontier. For the United Kingdom and Ireland, the
export series used include re-exports. United States trade
figures are taken from national publications; both import
and export data are f.0.b. frontier and relate to general trade;
exports exclude Department of Defence shipments.

Seasonal adjustments are made by the Department of Eco-
nomics and Statistics except for Canada, the United Kingdom
and the United States®, where national estimates are used.

Data for total OECD trade by areas differ from the aggregates
pubtished in MEI on account of:

i} revisions of back data to adjust for significant changes in
coverage, such as the inclusion of trade in pearls and precious
stones in United Kingdom statistics from 1964 onwards, and
changes in the definition of United States ** Special Category ”
exports, which are not ailocated regionally;

i) adjustments for inconsistent recording of intra-OECD
trade from the import and export sides respectively, arising
from differences in timing, coverage and evaluation, and incon-
sistencies in the seasonal adjustment of individual series. These
adjustments could only be applied to major aggregates of
OECD trade; where relevant, they are signalled by a footnote.

Unemployment Statistics

The figures are taken from the OECD Main Economic
Indicators, which generally reproduces the most usually quoted
national series, the figures being seasonally adjusted by the
OECD Secretariat®. These series however, vary considerably
from one country to another insofar as methods of collection,
coverage and definition are concerned.

The Italian unemployment figures are based on national
sample surveys, carried out in the first months of each quarter.
The figures for Germany, Netherlands, Norway, Sweden and
the United Kingdom relate to registered unemployed. (In
Sweden there is also a quarterly sample survey on employment
and unemployment which usually shows a higher unemployment
figure). For the United Kingdom, it should be noted that
the figures relate to the whole country and include school-
leavers and the temporarily stopped, in contrast to the com-
monly quoted figures refating to wholly unemployed in Great
Britain only, seasonally adjusted by the U.K. Ministry of
Labour. There is usually a difference of about one-fifth bet-
ween the two figures. The figures for Austria, France and
Ireland relate to registered job applicants. These figures depend
very much on the proportion of unemployed who usually
register. In France this proportion is estimated to be slightly
more than one-half of the total number of unemployed accord-
ing to the census definitions, The figures for France exclude
throughout repatriates from Algeria who inflated registered

1. The OECD publishes three sets of Foreign trade bulletins,  Series 4—
overall trade by countries; Serie B8--trade by commodities, analysis by main
trading areas; and Series C—irade by commodities, detailed analysis in the
form of trade matrices.

2. For the United States, data seasonally adjusted by the Depirtment of
Economics and Statistics on the basis of the OECD definition of trade are also
published in MEL. In the Economic Outlook these are used in calculating
OECD aggregates.

3. More detailed Labour force statistics on an annual basis, can be found
in Labowr Force Statistics 1956-66, OECD, Paris, 1968,

unemployment -in-1962-63; but count: for only a few. thousand
i the most recent period.  In -Belgium: and -Deénmark: : the
figures relate to insured umemployment and do not include
ammp!oyefd not -entitled to unemployment benefits. (2 similar
series is also available for France but »t covcm onlys a fracnon
of total employment).

In a number: of countries, mc!udmg Gﬂmany and  France,
sample surveys of employment are carried out at yearly or more
infrequent intervals and their results are of some use for the
correction and interpretation of the monthly unemployment

figures.
Price indices ( C:o'um}y Charts)

The coverage and methods of calculation of the consumer
price indices vary a great deal from country to country. In
some countries the weights used to calculate the index are
revised fairly frequently on the basis of family expenditure
surveys using large samples; and in such cases the index gene-
rally moves quite closely in line with the price deflator for private
consumption. In some countries, however, the weighting
system relates only to low income groups and or is seriously
out of date; and in such cases the weight given to food is gene-
rally high, and that given to services low, compared with the
pattern of expenditure for private consumption as a whole.
Coverage varies cornsiderably and also the degree to which
seasonal price changes are eliminated.4

The lack of uniformity is even more marked when it comes
to wholesale price indices. The components of this index are
based on net sector flows in the United Kingdom, on commo-
dity groupings by degree of processing in Canada, U.S.A.,
France and Italy and on commodity groupings by end-use in
Japan. Differences in coverage are particularly important
with regard to the degree to which the index covers finished
goods in addition to raw materials and semi-finished products.
The number of items included varies from a few hundred to
several thousand.

Wages (Country Charts )

Th~ wage indices are also not comparable from country to
country, not only because of the wide variety of sources and
methods of calculations, but also because of important diffe-
rences in definitions (e.g. hourly rates, hourly earnings, monthly
earnings, inclusion or exclusion of fringe berefits, etc.). Appa-
rently, seasonal movements are important in some countries
because of the tendency for wage settlements to bunch at the
same period of the year.

Index of industrial production (Table 1, ~ountry tables and
charts)

The figures shown include, as far as possible, mining, manu-
facturing and public utilities, but exclude construction. The
exact coverage, the weighting system and the methods of calcu-
lation vary from country to country but the divergencies are
somewhat less market than in the case of the price and wage
indices. With the exception of Austria zud Germany, the
indices are seasonally adjusted by national statistical offices,
using different methods, derived from the U.S. Bureau of the
Census Method II. The new Italian index, introduced in
January 1966, has not yet been seasonally adjusted by the Italian
Statistical Office: the adjusted figures are therefore rough OECD
estimates.>

4. A supplement included in Main Economic Indicators every three months
shows recent consumer price developments in eight selected countries, analysed
in terms of four standard sub-indices: fod; all goods less food; rent: and all
services less rent.

5, Industrial Production, & quarterly supplement 1o Main Economic Indi-
cators, contains an internationally comparabie seleciion of industrial output
indices for individual industrial sectors.
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Seasonal Adjustment

As noted above, some of the series used have been seasonally
adjusted by the Department of Economics and Statistics, notably
in the area of foreign trads but also in some cases for industrial
production, unemployment, and retail sales,. The method used
is an OECD variant of U.S. Bureau of the Census Method 11
known as X-10 and programmed for processing by electronic

GE.C.D. PUBLICATIONS, 2, rue André-Pascal, Paris-16° -

computer. (Further details can be obtained from the OFCD
Statistics Division). Where unadjusted serics published by
countries do not take into account the effects of unequal length
of month and the incidence of public holidays, a prior calendar
adjustment is carried out to eliminate possible distortions in
the final seasonally adjusted series. Prior adjustments are also
made where major irregularities such as strikes might interfere
with the determination of seasonal factors.
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