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THIRTY-EIGHTH ANNUAL REPORT

submitted to the _
ANNUAL GENERAL MEETING
of the
BANK FOR INTERNATICNAL SETTLEMENTS
held in
Basle on 10th June 1968,

Gentlemen,

I have the honour to submit herewith the Annual Report of the Bank
for International Settlements for the thirty-eighth financial year, which began
on 1st April 1967 and ended on 31st March 1968.

After deduction of the transfers to provisions, the net profit amounted
to 45,000,000 gold francs, compared with 32,074,487 gold francs for the
preceding year.

The Board of Directors recommends that, in application of Article 353
of the Bank’s Statutes, the present General Meeting should allocate 15 million
gold francs for the payment of the dividend, 15 million gold francs to the
General Reserve Fund and 15 miilion gold francs to a Free Reserve Fund.
If this recommendation is accepted, the dividend will amount to 75 gold
francs and will be payable in Swiss francs in the amount of 107.15 Swiss
francs per share. It will comsist of the cumulative dividend of 6 per cent.
and the maximum supplementary dividend of 6 per cent. provided for by
the Bank's Statutes.

Chapter 1 of this Report deals with the most important events of the
past year, in particular so far as concerns sterling, the dollar and gold, and
in addition puts them in a longer-term perspective. The succeeding chapters
review recent changes in output and prices in various countries, as well as
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developments in the field of credit, foreign payments, gold production and
monetary reserves. 1here follows a survey of events in the Euro-currency
markets and a review of the operations of the European Monetary Agreement.
Chapter VIl describes the current activities of the Bank and the functions
it performs on behalf of the European Coal and Steel Community and as
Trustee and Fiscal Agent for international loans. Finally, it touches on the
Bank’s role in promoting co-operation between central banks as well as on
its relations with other international institutions.



I. STERLING, THE DOLLAR AND GOLD.

The economic situation in the spring of 1967 presented an atmosphere
of relative calm that gave little indication of the stormy months ahead. The
domestic economy in most of the industrial countries showed either a lull in
the expansion of activity or mild recessionary tendencies. The setback was
stronger in the case of Germany, and only in Japan and Italy was expansion
persisting. Price inflation was continuing in quite a few countries, but its
cause lay in wage pressures and lag effects rather than in excess demand. In
the United States the large budget deficit constituted a threat to monetary
stability against which the President had proposed a substantial increase in
taxes; but in the early months of the year the threat was potenttal rather
than actual.

In the international sphere there were various payments imbalances,
though in most cases the siuation showed an improvement over the year
before. The position of sterling was better, the external surpluses of Italy and
France were reduced, and while Germany was in rather extreme surplus, this
was related to the unfavourable cyclical position of the economy. The balance
of payments of the United States had worsened as a result of the direct and
indirect effects of the Vietnam war, but the deficit seemed to be on a plateau
that was not unmanageable for a year or two. Japan had run into external
difficulties against which a change in policy seemed likely to be needed.

This calm, however, proved to be short-lived, as developments came to
pass which made the year 1967-68 the most disturbed for the international
monetary system since 1949. Wars in the Middle East and in Vietnam played
a role in aggravating payments difficulties and sapping confidence, while
indecisive policies allowed scope for mounting tensions. In any event, before
twelve months had passed, the pound sterling was devalued, the United
States moved in a large way to direct balance-of-payments controls, and the
gold pool countries withdrew their support from the gold market.

This chapter deals with the proximate causes of these developments
which have brought a new, though perhaps not yet fully revealed, situation
to the international payments system. It is evident, however, that the past
vear's events do not explain all, that the disequilibria were many years in the
making, and that political disturbances and speculation brought disruption
because the situation was already fragile. Hence, the chapter also reviews
developments over the longer period.

Sterling.

On the surface, the position of sterling was not unfavourable in the first
quarter of 1967 and there were clear signs that some measure of confidence
had been restored. This improvement had been brought about in two ways.
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Firstly, the strong measures of restraint taken in July 1966 rather
quickly had a depressing effect on the domestic economy and a consequent
favourable impact on the balance of payments. The measures, which included
a standstill on wages and prices until the end of the year in addition to
fiscal and monetary restrictions, effectively eliminated excess domestic demand
and for the first time in more than two years restored a situation in which
there was not pressure on productive resources. The level of output settled
down somewhat and tensions on the labour market eased as unemployment
rose from 1.3 per cent. of the labour force in July 1966 to 2.0 per cent.
in the first quarter of 1967. The external trade balance showed a marked
improvement in the last four months of 1966, with imports lower, parily
in anticipation of the removal of the special import surcharge at the end
of November, and exports higher than in the earlier months of the vyear;
with the capital outflow heavily restricted, the basic balance of payments
moved into surplus in the fourth quarter of 1966. A surplus position was
maintained in the first quarter of 1967 also, though the trade position
deteriorated following the removal of the surcharge. The increase 1n imports
was considered to be largely temporary and did not interfere with returning
confidence in sterling.

Unlted Kingdom: Balance of payments.

1966 1967

Items 15t 2nd 3rd 4th 1st 2nd ard 4th
quarter | quarter | quarter | quarter | quarter | quarter | guarter | guarter

seasanally adjusted, in millions of £ sterling

Matchandise trade (f.0.b.}

Imports . . . . ... ... 1,345 1,318 1,363 1,239 1,405 t,424 1,368 1,476
Exports and re-exports . . .| 1,266 1,203 1,201 1,356 1,359 1,280 1,268 1,116
Tradebalance . . . . .| — 792 | —113 | = 72 | + 117 | — 46 | — 144 | — 100 | — 360
Services (net) . ., .. .. + 49 + 23 + 20 + 22 + ¢€8 + 23 + B8 — 10
Current balance . . . .| =— 30 | — 90 | — %52 | + 141 + 22 { —121 — 45 ;| — 370

Long-tarm capital

Official. . . . ... .... — 3B |+ I | — 14| — 33| =22 — 3|~ 15]— 14
Private
UK investment abroad . .| — 76 - 93 — 59 - G4 - 77 — B8 —~ 61 — 137
Foreign investment in the
United Kingdom . . . .| + &1 + 75 + 56 | + 90 + 103 | + 90 + T + 127
Total long-term capital
tnet) . .. ..., — 63|l —-—18| =17 |- 7|+ 4|~ 1l~— B1]— 24
Basic balance,
seasonally adjusted., .| — 93 { — 108 | — 69 | + 134 + 26 | — 122 | — B0 | — 394
Basic balance,
hetore adjustment . .| — 79 | — &6 | — 144 + 148 + 3| — 61 — 126 — 368
Balancing {tem . . . . . . . . + 49 | — 33 | + 37 — 66 | + 182 + 77 — 77 + 58
Total balance . . . .. — 30 — B89 — 107 + B8O + 185 + 16 — 203 — 208

Secondly, by the first quarter both the Federal Reserve System and
some continental European authorities had shifted monetary policy from
restraint to considerable ease. As a result, short-term interest rates in the
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United States and on the Euro-dollar market moved down substantially and
the interest arbitrage position became favourable to sterling. The easier
resetve position of US banks also allowed them to return to the Euro-dollar
market a part of the funds which they had taken during the credit squeeze
of 1966. Hence, there was conversion of dollars into sterling on a large
scale and the Bank of England was able to repay the short-term central-bank
assistance that had been required to support sterling in the previous year,
In May a substantial repayment was made on the borrowing from the IMF
and Switzerland.

(Given that the balance of payments was being helped by strict controls
on capital exports and that heavy Bank of England commitments had been
required to hold the cost of forward cover on sterling within narrow limits,
sterling could hardly be considered a strong currency. The authorities
recognised that the pound had an unfavourable position in the structure
of exchange rates and that a cautious policy with respect to the domestic
economy would be required. None the less, there was no expectation by
the market or by the authorities that a major crisis was only months
away.

In these circumstances the budget of April 1967 contained no significant
policy changes and was intended to be neutral in its impact on the economy.
Qutput was expected to rise at a rate of about 3 per cent., in line with the
growth of productive capacity, and the rise of exports was foreseen as a
dynamic component of demand.

These prospects were soon upset, however, by political and economic
events which developed both outside and inside the United Kingdom. Their
quantitative importance cannot be assessed individually as 1t was their
combined and cumulative impact which turned the balance of payments to
substantial deficit and reduced confidence in the viability of the exchange
parity to vanishing point. After the huge inflow of funds from January to
April, Bank of England support of sterling began to be required in May, and
there soon developed a massive flight from the currency, with peak outflows
~in July and November. The following factors contributed to the force of
this movement:

1. Confidence in sterling was severely shaken by the outbreak of war in
the Middle East in early June. The actual conversion of Middle East
sterling balances was not large, but the threat to the reserves influenced other
holders of sterling. In addition, the embargo on oil sales to the United
Kingdom by Middle East producers and the blockage of the Suez Canal soon
entailed added freight and oil costs to the balance of payments. The diffi-
culties encountered over the United Kingdom’'s application for entry into the
Common Market were also having an adverse effect on confidence.

2. Heavy demand for bank credit and capital-market funds in the United
States reversed the decline in dollar interest rates in April and the interest
arbitrage position of sterling soon became unfavourable.
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3. As economic activity in the continental European countries shifted to
pause or recession, UK exports slackened off from their high point in
January — instead of recording the expected expansion. At the same time,
imports continued at a level well above that in the last four months of 1966,
so that there was a basic balance-of-payments deficit in both the second and
third quarters of 1967.

4- The significant decline in the volume of exports tended to soften
domestic activity in the second and third quarters, which pointed to quite
heavy unemployment in the winter. For this reason the policy emphasis
shifted to mild reflation, despite the risks involved for sterling. Interest rates
had been brought down earlier in the year, with three cuts in Bank rate to
5% per cent, As expectations of a further decline in rates and therefore of a
further rise of gilt-edged security prices weakened in the spring, the Exchequer
was unable to maintain sales of stock to the market and in the second quarter
was forced to borrow heavily at short term from the banking system. This
provided the liquidity for a rapid expansion of bank credit after mid-year.
Advances by the London clearing banks to the private sector, which were not
controlled by a quantitative ceiling after April, rose at an annual rate of
nearly 20 per cent. in the third quarter. Moreover, hire-purchase terms were
relaxed in June and again in August. In addition, higher social security
payments were announced for the autumn, and transfer payments to the
company sector were Incteased through an acceleration of investment grants
and the introduction of an employment subsidy to manufacturing industry in
development areas. These changes were seen to add substantially to the
Exchequer’s borrowing requirement, and fo increase the threat of monetary
instability. They cast doubt on the firmness of the priority which the
authorities were giving to balance-of-payments adjustment.

5. Although the wage freeze stopped at the end of 1966, wage restraint
was maintained in the first half of 1967. After the end of June, however,
wages began to rise sharply, with a decided threat to the competitive position
of UK industries. In the course of 1967 hourly wage rates increased by
6.2 per cent,, about half of which was due to commitments made before the
wage freeze.

6. At the end of September an unofficial dock strike started in Liverpool
and soon spread to London. The strike was in itself damaging to confidence,
but also, by affecting exports more than imports, 1t led to trade returns for
October that were not encouraging.

No doubt there was an element of speculation in the flight from
sterling during the months of June to November, but for the most part
domestic and overseas business fitms and financial institutions acted to prevent
threatened exchange losses. To make this threat seem real there were not
only the adverse accidents of 1967 but also the history of previous crises,
particularly the large deficits from 1964 to 1966, and the realisation that the
deflationary measures of July 1966 had not produced a solid adjustment. The
government was inhibited from imposing further deflation by the existing level
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of unemployment and the only measures taken to stem the outflow were 1% per
cent. increases in Bank rate in October and November. And so at the end
the flight reached huge proportions.

As the drain on official reserves and available borrowing facilities
showed a relentless momentum, the authorities were faced with the problem
of whether to devalue or to continue the struggle to maintain the existing
parity. In either case further restrictive measures and borrowing facilities
would be needed; but it must have been thought that, with a reasonable
devaluation, the chances were better that less foreign debt would be incurred
and less sacrifice of economic expansion would be needed.

The decision to devalue was announced on 18th November.

While the immediate causes of devaluation were to some extent accidental,
its origin lay in the history of weakness for some years before. The question,
therefore, i1s why the currency had been subject to repeated crises and why
earlier periodic efforts with restrictive policies failed to establish a firm external
base for untroubled economic growth, Having been devalued in 1949, why
did sterling need to be devalued again in 19677

Since the fixed-rate system does not exclude rate adjustments to basic
changes in the domestic or world economy, a possible view is that holding
a fixed rate for sterling over almost twenty years is a fair performance. Such
a view Is not satisfying, however, because many other countries have done
better and because, in the usual cases of devaluation, the fajlure of monetary
discipline is not difficult to discover.

In the immediate post-war years many nations had the problem of
re-establishing monetary stability. Some achieved this by a monetary reform,
as in Germany and the Netherlands, and others by accepting the price inflation
mmplicit in the wartime expansion of domestic liquidity and coming to a new
rate of exchange, as in [taly; the United Kingdom did not undertake monetary
reform, nor did 1t quickly accept a once and for all price inflation. Price
controls and rationing were maintained, and to the extent that a balance-of-
payments deficit could not be avoided by restrictions on trade and payments
it was met by aid and borrowing from abroad. A low rate of private saving
and rapid institution of a comprehensive welfare programme aggravated the
adjustment problem.

Although there had been considerable improvement in the external
accounts since the war, the UK balance-of-payments position was still weak
in 1949, and there was a chronic imbalance with the dollar area. With the
downturn in economic activity in the United States in 1948—49, dollar earn-
ings of the United Kingdom and various sterling-area countries fell and con-
tributed to the loss of reserves which precipitated the sterling devaluation.
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The devaluation in 1949 was not arranged with the help of a multi-
lateral approach calculated to secure a firm foundation for international
payments flows as a whole. Many countries were aware of a dollar shortage
and felt uncertain about their future competitive position; also the United
Kingdom and the sterling area were important export markets. In the event,
many countries outside the dollar area devalued to the same extent as sterling.
Hence, the effective help to the competitive position of British industry in
outside markets and vis-d-vis imports at home was rmuch less than the
30.5 per cent. devaluation might suggest. The unplanned and widespread
devaluation of currencies did not show its ill effects immediately; but it
was a crucial factor in the payments problems that emerged in subsequent
years.

The net impact of the realignment of exchange rates on the British
balance of payments cannot be isolated. Within less than a year the whole
structure of international transactions was thrown into confusion by the out-
break of the Korean war and by massive rearmament programmes which were
superimposed on a developing world boom. But by about the mid-1g50s,
when conditions were more normal, the underlying British external payments
position as a whole showed a moderate improvement, with more than the
whole of the adjustment having been in transactions with the dollar area,
which no longer constituted a specific problem. Many other factors influenced
this development, but it is evident that the sterling devaluation played a
significant part in closing the UK dollar gap. The fact that the UK position
in relation to other non-sterling countries did not improve suggests that the
new exchange rate structure did not fit the situation after post-war recon-
struction in other countries, which was slow in comparison with that in the
United Kingdom, had been completed.

The relative weakening of the UK position as productive capacity abroad
was restored was spread over a number of years, however, and might have
been offset had domestic cost and price stability been achieved. Demand was
still excessive in 1949 and inflation was being held in check by generally
successful rationing and prices and incomes controls. The measures taken in
support of devaluation were not designed to reduce demand to the point
where controls could be relaxed, but merely to allow a further transfer of
resources to production for export; this is reflected in the level of unemploy-
ment, which actually declined in the following year. So long as controls
continued to be effective, the pressure of demand was not fully transmitted to
the balance of payments. But it continuously threatened to swamp those
controls and made the British economy particularly vulnerable to the upheavals
that came with the rapid changes in world economic conditions in 1950 and
1951.

In 1950 revival in the United States and the gathering force of European
recovery was begmnning to take up the slack in domestic resources and to put
some pressure on raw-material supplies from primary-producing countries. The
situation was turned to one of outright inflation by the Korean war and by
anticipation of the impact of rearmament programmes. World industrial output
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increased by 13 per cent., prices rose everywhere, and there was a spectacular
boom in world raw-material prices, which nearly doubled before reaction set
in during the spring of 19s51.

In this situation the UK current balance of payments moved from
approximate balance in 1949 to a surplus of over £300 million in 1950, and
then swung into an even larger deficit of £370 million in 1951, bringing a
severe foreign exchange crisis. The main feature of the strengthening in 1950
was a rise in the invisible surplus, but the trade balance alse improved
despite the adverse movement of the terms of trade. This was because the
volume of imports was kept at about its 1949 level by additional restrictions,
with the result that stocks of imported materials were drawn down; exports
rose by 14 per cent. through the combined effect of devaluation and the
rapid growth of world demand. The reversal in 1951 was almost entirely in
the trade balance and, although the terms of trade again moved adversely, the
dominant factor was an 11 per cent. rise in the volume of imports, reflecting
stock rebuilding, priority impotts related to rearmament and the beginning of
OEEC liberalisation. Exports, which were to an important extent competing
for particular resources with arms production, fell by 1 per cent. The
effect of these fluctuations on the United Kingdom's reserves was exaggerated
by similar swings in other sterling-area countries.

Many of the United Kingdom's difficulties of 1951 were self-reversing;
inventory rebuilding had been abnormally high, and the terms of trade were
already moving favourably by the end of the year. The level of non-sterling
imports of other stetling-area countries would fall with the income effect of
declining commodity prices. To this extent the crisis highlighted the inadequacy

United Kingdom: Balance of payments on current account.
In milkons of £ stecling.

£ mikian £ millon

750 750
Private.invisibles (nef) P T

500 fre o e T — -~ —| 500

250 — 256

Total current account

=250

=500

Trade balance

-750 IV I | | i 1 ] | ] ] 1 } =150
1950 51 52 53 54 1955 56 57 58 59 1960 61 62 63 64 1965 66 1967

NELOET
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of UK reserves and exposed the danger of the vast overhang of sterling
liabilities. But other difficulties arose in this period which were of more
lasting importance.

The large increase in defence expenditure announced in 1950 was not
matched by cuts in other components of domestic demand. Indeed, aggregate
demand remained very high until 1958; unemployment was below 1.5 per
cent. of the labour force almost continuously throughout the years 1950-57,
apart from 1952-53. This aggravated the pressure on prices and had a direct
influence on the balance of payments. In addition, rearmament pre-empted
engineering and steel capacity, limiting both exports and domestic investment.

The new defence policy also led to increased military spending abroad.
For much of the 1950s this was partly offset by the receipt of defence aid;
but overseas defence commitments entered into during the 1g950s continued
into the 196os with an escalation of their net balance-of-payments cost.

Another development of lasting significance in this period was cost
inflation, initiated by the rise of import prices. In the eighteen months to
June 1951 the total import-price index rose by 59 per cent., while raw-
material import prices more than doubled. This had an immediate 1impact on
costs, which was particularly severe in the United Kingdom in view of the
high import component of total output, but the more serious consequence for
the longer term was that by late 1950 it had brought a two-year period of
wage restraint to an end. The conditions in which wage restraint broke down
appear to have set a standard for wage demands which persisted when those
conditions no longer obtained. In any case, continuous wage pressure on
costs and prices in the vyears that followed was a serious obstacle to the
adjustment process.

Helped by stronger import controls, the basic balance of payments
moved into surplus in 1952, and between 195z and 1959 the current-account
surplus totalled £1.2 milliard. With capital exports under tight control, apart
from investments in the sterling area, there was a small overall surplus. The
objective of an increase in reserves was proclaimed but not achieved; however,
the United Kingdom was able to dispense with overseas assistance, re-
establish external convertibility for sterling and take off both domestic controls
and quantitative restraints on foreign trade. This picture might suggest that
the balance of payments was not an acute problem; in fact, the external
position was kept just manageable by the downward drift of raw-material
import prices after the Korean war and by means of prolonged internal
stagnation after 1gss,

Periodic pressures arose in the exchange market in the vears 1955-57.
After rapid domestic expansion in 1953 and 1954, acute excess demand
worsened the balance of payments. Pressure on sterling in early 1955 was met
by monetary restriction; but the budget in April gave a counter-stimulus by
a reduction of direct taxation. This policy mix failed to quieten the boom
and the pound came under more severe pressure in the summer. The outflow



of funds was intensified by rumours of a return to convertibility accompanied
by wider exchange rate margins. The basic cause of the crisis, however, was
the deterioration of the balance-of-payments position, which, in the main,
resulted from the failure of policy to contain excess demand.

The 1956 and 1957 crises were quite different. Domestic demand had
been curbed rather severely in the second half of 1955 and for three years
the British economy stagnated. Unemployment rose from under 1 per cent.
of the labour force in 1955 to over 2 per cent. by the end of 1958 — which
was a year of general pause and recession in Europe. The absence of growth
brought a substantial improvement in the basic balance of payments, which in
each year from 1956 to 1958 was in surplus; in two of the three years the
trade account was also in surplus. These foreign exchange crises were, there-
fore, unrelated to immediate balance-of-payments developments. The flight from
sterling in the second half of 1956 was primarily a confidence movement
associated with the war in the Middle East, and the troubles in the following
year were connected with the possibility that the Deutsche Mark would be
revalued. Pressure on the reserves In 1957 was increased by the coincidental
weakening of the payments position of other sterling-area countries with the
non-sterling world, These crises re-emphasised the fact that the persistent
disproportion between reserves and sterling habilities could be an independent
cause of pressure on the exchange rate; in the event, however, subsequent
attacks on sterling invariably originated in weakness of the UK basic balance
of payments.

To handle the outflows in 1956 and 1957, use was made of internmational
borrowing. The subsequent broadening of international credit facilities helped
to ease the problem of the inadequacy of British-owned reserves; but financing
arrangements could not resolve the fundamental problems in the balance of
payments itself, which became more pronounced in the 1960s.

In view of this subsequent deterioration in the United Kingdom’s
external accounts, it is important to assess the underlying position at the end
of the 1950s. By that time the United Kingdom had lost the trade advantage
enjoyed in 1949 due to its more rapid post-war recovery and no longer had
significant protection at home or abroad through discrimination against dollar
goods. However, in 1958 the trade balance was positive and the current-
account surplus was £350 million. This equalled the average surplus thought
necessary in the 1953 Economic Survey but was below the required average
surplus of £450 million mentioned in the Treasury’s evidence to the Radcliffe
Committee in 1958. Moreover, 1958 was in no sense a typical year. Import
prices were 8 per cent. lower than in 1957, and without this the current
surplus might have been nearer fso million. And it was the third successive
year of domestic stagnation. On the other hand, it was a year of recession in
other industrial countries, which caused a fall in UK exports. Weighing these
condtions, it seems that the underlying current surplus was small and could
not support the normal outflow of long-term capital — by no means an
excessive one. '
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Over the preceding years there had been no improvement in the United
Kingdom’s cost/price position in relation to other countries; its relative
performance was much worse before 1959 than in the next five years, when
price inflation was marked in other European countries. Excess demand
certainly contributed to the rise in wholesale prices until about 1956, and
pressure in the labour market in particular strained wage costs, But there was, in
addition, independent cost pressure through high wage settlements which outran
increases in productivity. Several factors made British experience of wage-push
relatively severe: the conditions in which wage restraint broke down in 1950
have been mentioned; there was also institutional weakness in the fragmented
structure of bargaining units, which led to an almost continuous wage round
in which key bargains reached in higher productivity sectors spread rapidly
through the economy. Attitudes, however, were crucial; while some trade
unions appeared more concerned with maximising labour’s share in national
output than with increasing economic growth, the authorities shied away from
incomes policy as an aid to cost and price stability.

The underlying external weakness came to the surface as policy empha-
sised economic growth in 1959 and 1960, and there is a striking contrast
between the average balance-of-payments position in the period 1960-67 and
the preceding eight years. In the later period government spending overseas,
particularly for defence, was much higher and the trade deficit was twice as
large, owing partly to the cumulative impact of the factors affecting Britain’s
competitive position and partly, no doubt, to the greater overstrain (for the
period as a whole} of demand on productive resources. Also, there was no
longer a downward drift of raw-material import prices to help matters.



United Kingdom: Balance of payments,

1952-59 1260-87
ftems annual averages
in millions of £ sterling
Trade deficit . . . . . . . . . . oo e s - 140 — 295
Government invigibles (nety . . . . . . . . . .00 - — 145 — 3aps
of which: Milifary. . . . . « « « v v & v v i v v e v s - 70 —235
Private invigibles (net) . . . . . . . ... ... ..., + 435 + 555
Current account . . . . . . . . . . 0000 .. + 150 -— 135
Long-term capital {net) . . . . . . . .. . .0 — 175 — 140
Basic balance . . . . . .. . ... 0.0 -~ 25 — 275
Balaneing am . . . . . . 0 0 0 0 e s e e e e e s + 55 + 75
Overali balance, . . . . . ., .o v + 30 — 200

Although private invisible earnings continued to increase and the outflow of
private long-term capital was held back by increasingly severe controls, there
was a basic balance-of-payments deficit totalling over L2 milliard in the
eight-year period and an overall deficit of £1.6 milliard.

The expansionary budget of 1959 signalised a shift in policy emphasis
aimed at breaking out of stagnation. As a result, the real gross national
product increased by over 8 per cent. between 1958 and 1960, while the
rate of unemployment fell back to 1% per cent. of the labour force. But
imports rose by about one-fifth and, although exports increased with a revival
in demand overseas, the trade balance swung from a small surplus in 1958
to a deficit of over f4c0 million in 1960. In addition the invisible surplus
halved, owing to some extent to rising government expenditure abroad. Thus,
within two years of the resumption of domestic expansion, the external payments
position was in deep difficulties. The trouble, in part, was an excessive stimulus
to demand, which made the boom develop very rapidly. But the picture as a
whole clearly indicated that sterling had a somewhat unfavourable position in
the structure of exchange rates and that the external deficit was what might
technically be called a fundamental disequibbrium., This judgement, if not
evident from an analysis of the UK position alone, was unavoidable in view
of the contrast with other countries, where expansion had not impaired the
external strength of the currency. '

Crisis in the exchange market was delayed for a while by a large
monetary inflow of non-sterling currencies; interest differentials favoured the
pound and the inflow was probably increased by the doubts which caused the
eruption in the gold market. But reaction came in the spring of 1961,
prompted by speculative outflows in the wake of the Deutsche Mark and
Dutch florin revaluations,

In the light of this situation, it may be asked — not just with hind-
sight — whether a change in the exchange parity at that time might not have
been desirable. It seemed that the existing exchange rate would demand some
sacrifice in terms of economic growth; moreover, it had proved impossible
over the previous decade to build up the reserves, and controls on capital



exports had had to be maintained. These factors were on the side of some
adjustment of the rate. But against this were also strong considerations. The
economy was being subjected to excess demand which would have to be
eliminated in any case. Also, the degree of overvaluation did not appear large
and might be overcome by a few years’ improvement in Britain’s ‘competitive
position. It was possible also to reverse the trend of government expenditure
abroad. Given these possibilities, a decisive consideration was that, sterling
being the reserve currency of the sterling area, devaluation would evidently
create difficulties for the United Kingdom and the sterling system over a
protracted period. Thus, while a change in parity might more easily have
been contemplated for a non-reserve country in a comparable situation, there
was self-interest and courage in trying to do without it in the case of the
United Kingdom.

Whether a change in the rate was considered by the authorities at that
time is not known. In any case, their actual policy was to pursue the
alternative course with insight into the character of the problem. Confidence
in sterling was restored by strong fiscal and monetary restraint and by the
first Basle arrangements to supplement the reserves. But there were new
features in the adjustment programme. Wage increases were prohibited for six
months and steps were initiated to set up incomes policy on a permanent basis.
In addition, direct action was taken to affect the balance-of-payments position;
official spending abroad was to be curbed, a ceiling was put on development
aid, and direct investment in non-sterling countries was to be more closely
controlled.

It was a severe, though realistic, programme, which produced a turn-
round in the external position with small current-account surpluses in 1962
and 1963. However, the modest size of these surpluses was not reassuring in
view of the margin of unused productive resources, and more ominous was
the fact that the idea of incomes policy was not supported by organised
labour, After the freeze was over, wages again rose at an excessive rate.

By early 1963 the pohcy of restraint was becoming difficult to maintain
because of the consequent unemployment. This was aggravated by unusually
severe winter weather and, in addition, there was deeper frustration over the
slow growth in the economy since 1955. Opinion was, therefore, turning in
favour of a policy of expansion. A novel theory was developed that a sustained
high rate of growth could be the real key to the longer-term strength of
sterling. Expansion would accelerate productivity increase, which, combined
with reasonable restraint on wage increases, would in turn improve the
competitive position of British industry. Hence, even though the balance of
payments might initially be adverse, there would eventually be a fundamental
improvement if only expansion, productivity increase and wage restraint were
all steadfastly pursued. After considerable debate in the press, this strategy
was takeri over by the authorities and the experiment launched with a
powerful stimulus to domestic demand given in the budget of 1963. The
target was economic growth at an annual rate of over 4 per cent, The target
for the balance of payments was rather vague, but it was stated that reserves



would be used and the IMF drawn upon, if needed, to support sterling until
the new day of a strong currency. This, indeed, implicitly recognised that the
currency was somewhat overvalued,

It took only about a year for this philosophy to run into trouble and it
was evident by the summer of 1964 that a change to policy restraint was
needed. But a national election was already scheduled for October and so a
calculated risk was taken to defer new action. The impact on the balance of
payments was more drastic than had been envisaged. In 1964 the trade deficit
rose to nearly £550 million and this included a 30 per cent. increase in the
level of imported finished manufactures. The current account swung into
deficit of over f400 million and, with an unusually large net capital outflow,
the basic deficit soared to £775 million, Towards the end of the year a
severe foreign exchange market crisis developed.

On a cold appraisal, the new government might have devalued immedi-
ately as part of a4 basic adjustment programme which, of course, would have
had to include effective restraint on excess demand. As may be seen from the
graph on page 9, there had been a progressive increase of the external deficit
with successive cycles in economic activity. It cannot be said that the
devaluation of three years later was already inevitable, if the nation had been
prepared to accept the necessary disciphne. But the mood was not to go back
to stagnation, to sacrifice the very high employment level, or to keep wage
increases very moderate, In any case, the government at once stated its
intention to maintain the existing exchange parity. In the event, this was done
not by giving appropriate priority to the balance of payments, but by
borrowing abroad and drawing on reserves to fill the balance-of-payments
gap — until the breakdown.

The crisis of November 1964 was met with direct action on the trade
deficit through an import surcharge and a partial tax rebate on exports, and
with a moderate increase in taxation. At this time, too, machinery was
established to seek a workable prices and incomes policy. These measures,
supported by credit restraint, set the pattern for economic policy until the
summer of 1966. The objective was to correct the external deficit, relying on
direct balance-of-payments measures to the extent that this seemed necessary,
but to avoid over-deflation of domestic demand. This approach, backed by
large international support for sterling, contained pressures in the foreign
exchange markets which recurred in the spring and summer of 1965, but
the pressure of demand in the economy stubbornly refused to ease.

Two factors in particular aggravated the situation during this period.
Despite the emphasis put on the need for incomes restraint since 1964, the
rate of wage increase accelerated. Hourly wage rates in industry rose on
average by over 6 per cent. a year from mid-1964 to mid-1¢66 and there was
much stronger wage drift, so that hourly earnings, which had risen by only
about 4 per cent. a year in 1962 and 1963, now increased at an annual rate
of over 8 per cent. In addition, the growth of public-sector expenditure proved
difficult to control. Since about 1960 the trend rate of growth of public
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current spending had started to increase and there was an even sharper
acceleration after 1962 in the rate of growth of public-sector investment.
Parallel with this development of public-sector expenditure itself went
increases in public grants to the personal sector which fed the growth of
private consumption. Especially in the context of a policy of full use of
productive capacity, a curb on the growth of the public sector was essential to
accommodate the high level of private investment which it was the intention
to encourage. But the growth of the Exchequer’s borrowing after 1962 and the
failure in the last two years to hold the budget results to within reasonable
distance of the budget estimates illustrate the government’s inability to enforce
such a curb. This imposed a direct strain on the balance of payments.
Moreover, the size of the government’s borrowing requirement, and the semi-
automatic way in which it Is financed, meant that the decline in the banking
system’s holdings of short-term government debt, which might otherwise have
resulted from the balance-of-payments deficit, did not materialise. Hence there
was no automatic external adjustment through slower monetary expansion.

The conflicting claims on output may be seen from the following table,
which shows changes in the structure of demand that have occurred since
1949.

During the 19508 private consumption absorbed a progressively smaller
share of gross national product as personal saving recovered from its very low
initial rate. Also, over the ten years as a whole government expenditure rose
only a little faster than total output, Thus there was room both for a higher

United Kingdom: Uses of gross national product, at current prices.

. Changes?
ltems 1949 ) 1969 1967 1940-67
£ million % £ million % £ mitiion % %
Consumption
Private . . .. ... ... ... 8,969 71.2 16,196 68.8 25,168 64.2 + 18¢
Government . . . . . . R 1,975 15.7 3,920 16.7 7,072 18.0 | + 238
Total . . ... ....... 10,944 86.9 20,116 g2.9 32,240 82.2 + 795
Gross investment
Resgidential . . . . . .. ... .. 32 2.6 661 2.7 1,439 37 + 333
Other: Private {including public
corporations)? ., , ., . 1,128 o.0 2,668 1.0 4,476 i7.4 + 297
Government? , . . . .. .. ig2 i4 EB1 2.4 1,316 3.4 + 623
Total . ... ...... 1,642 3.0 3,910 16.1 7.2 18.5 + 340
External balance of trade and
services. . o v v 0 0 0 17 o.1 23 .0 — 270 —a.7 —
Gross national proeduct, at
market prices . . . .. ..., 12,603 |700.0 24,287 |100.0 | 39,201 100.0 + 277
Memorandum item:
Public-sector current
transfers to personal sector . , . Ta5 59 1,636 4.7 3,358 8.6 + 350
1 Chan?es reflect differences in hoth volume and prices; between 1949 and 1967 implicit price changes in the
national accounts were as follows: private consumption, + 77 per cent.; fixaed investrent, + 78 per cent.; gross

national product, + B7 per cent. 2 Including physical change in stocks,



level of productive private investment, measured as a share of national product,
and for some improvement in the external balance. Broadly speaking, therefore,
the structural change in the pattern of demand was favourable in this period.
After 1950 private consumption continued to rise more slowly than total
output; but, with the governmeni now claiming a fast increasing share
of national product, there was little further proportionate rise in private
investment, and the external position worsened.

United Kingdom: Saving and investment.

Changes
1849 1959 1967
ltems 1949-59 | 1950-67
in milltons of £ sterling in percentages
Parsonal sector
Baving' . . . . . e e e e e 12 792 1,881 + 607 4+ 138
Investment® . . . . . . ... ... ... 273 658 970 + 147 + 47
Financial surplus{+) . . . . . . . .. — 181 + 134 + o011
Companies and public corporations
Saving! . . . . . . . e e e e e e 885 2,355 3,511 + 166 + 49
Investment®. . . . . . . . . . ... 18 2,428 4,275 + 164 + 76
Financlal surplus{-+) . . . . . . . .. — 34 - 73 - TG54
Government -
Saving' . . . . L e e 580 699 1,394 + 3 + 99
Investment? . . . . . . . . .0 e e e ., 450 824 1,986 + 83 + 747
Financial surplus {+) . . . . . . . .. + 230 — 128 — 382
Teotal
Grogs national saving™? . . .. .. ... .. 1,606 4,059 86,717 + 153 + 65
Gross domestic Investment? . . . . . . ., .. 1,642 3,210 7.231 + 138 + &4
Total net financlal surpius (+)
= n&t investment abwead. . . . . .., — 36 + 149 — 514

t Excludes stock appreciation. 2 Includes physical change in stocks. ¥ Includes residual error in national
accounts; 1949, — 71; 1959, + 213; 1967, —69.

The balance of saving and investment, too, shows evidence of improve-
ment in the earlier period, followed by deterioration. In the 1950s the personal
sector moved from financial deficit into moderate surplus, while the amount
of external finance needed for gross capital formation by industry did not
significantly increase. Although the government sector shifted from a sub-
stantial financial surplus to a financial deficit, the net balance between national
saving and investment imptoved. The favourable trend in the personal sector
continued into the 1960s. However, the proportion of self-financing by
companies and public corporations now declined and the faster growth of
government investment also gave rise to much heavier borrowing, even
though government saving increased. In consequence, total national saving
did not keep pace with the rise in home investment, and this was reflected
in the external deficit.

By the summer of 1966 unemployment was only 1.2 per cent. of the
labour force — lower than at any time for almost ten years; and the external
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position, after improvement In 1965 as stock-building reverted to a more
normal level and as the direct balance-of-payments measures had their initial
effect, showed no further shift towards surplus. This picture revived suspicion
of the exchange parity at a time when tight monetary policy in the United
States was drawing funds from London. Against this background, a national
seamen’s strike had a severe impact upon confidence, provoking a renewed
flight from the pound, which necessitated the orthodox deflationary measures
announced in July 1966. By that time, even with temporary improvement in
the external accounts, there was no long-term confidence in the currency left,
and it was vulnerable to political or other accidents.

To summarise, then, the following points may be cited to explain why
sterling came to be devalued a second time since the war.

1. The devaluation of 1949 did not re-establish sterling as a strong
currency, partly because, with so many other countries following suit, the net
devaluation was not very large.

2. The devaluation was not backed up by adequate restraint of domestic
demand and this was aggravated by the outbreak of the Korean war soon
afterwards.

3. In particular, neither the authorities nor the public were prepared for
the additional austerity needed to support the heavy rearmament programme
undertaken at that time without inflationary consequences.

4. Throughout most of the 1950s the economy was kept under the
pressure of an over-full employment level of demand which tended to erode
the competitive benefit of devaluation.

5. Coupled with this was a continuous pressure on costs from round
after round of excessive wage bargains. Based as it still is on the Trade
Union Disputes Act of 1906, it must be said that British labour law is far
behind the times compared to many continental industrial countries, with
adverse effects on labour discipline and productivity increase.

6. It is likely that sterling was an overvalued currency by the begin-
ning of the 1960s and that the situation had remained tenable only because
of the improvement in the terms of trade. The failure to achieve the policy
objective of raising reserves from their low plateau was menacing for
the years ahead; and, given the prospective balance-of-payments situation,
there was no room for the substantial Increase In government expenditure
abroad.

7. To hold the currency in the 196os, a realistic priority in policy on
the balance of payments was a necessity; and to enforce this priority, without
unreasonable sacrifice of economic growth or full use of resources, demanded
strict discipline over wage increases and no pressure from excess demand.
In the event, once the experiment with reflation was launched in 1963,
there was neither. Besides rising wage incomes, increasing public-sector
expenditure assured excess demand conditions.



8. Heavy borrowing from abroad delayed the second devaluation; it
could not prevent it. The basic situation had been too much weakened and
confidence worn too thin by years of indecisive action.

#* *
¥*

Arranged with the help of prior consultations, the devaluation in
November 1967 was not followed by significant competitive adjustment of
exchange rates. While a number of smaller countries felt obliged to stay
pegged to sterling, all the major industrial countries maintained their existing
gold parities and so, too, did many of the larger sterling-area countries.
Thus, although the devaluation against the dollar was only 14.3 per cent.,
compared with 30.5 per cenf. in 1949, it was a more effective adjustment of
relative prices vis-d-vis the outside world. International co-operation was also
evident -in the additional facilities made available to support the United
Kingdom’s reserves and to give confidence in the new parity; a total of some
$3 milliard was mobilised, including an IMF stand-by of $1.4” milliard.

A further problem at that time was to assess the extent and timing
of the domestic restraint needed to ensure that devaluation was successful.
There was still unused capacity in the economy, but domestic demand was
reviving under the stimulus of measures taken in the summer and of the
sizable rate of wage increases. The strength of the revival was obscured,
however, by the effect of the dock strikes on output. In this situation,
and because a comprehensive policy took time to prepare, measures in
support of devaluation were introduced In stages. Immediate action was
limited to a sharp tightening of credit policy, including the raising of Bank
rate to 8 per cent, a new ceitling on bank lending and consumer credit
restrictions. But company tax changes and cuts in public spending were
also announced to take effect in the following fiscal year. Two months later
more radical cuts affecting defence spending, especially abroad, and education,
housing, road and social services programmes were introduced, calculated
to reduce the rate of increase of public-sector expenditure, in real terms,
from 7% per cent. in 1967-68 to I per cent. in the fiscal year 1969—70.
The Prime Minister also indicated that further tax restraint would be imposed
on the private sector and the date of the budget was advanced to mid-March.

Throughout this period there was heavy speculative gold-buying and
foreign exchange markets were disturbed by uncertainty regarding the future
of the gold/dollar relationship. This in itself prevented any very large reflux
of funds into sterling, but there were also doubts about the adequacy of the
measures announced when the parity was changed. These doubts increased
as the strength of the upsurge of consumer spending and the threat to
wage and price stability from cost increases associated with devaluation became
more evident. Between October and January retail sales increased at an annual
rate of 18 per cent. and industrial output at a rate of 9 per cent., and the
decline in unemployment seen since September continued. Demand was
inflated at this time by expectations of price increases in connection with



devaluation and prospective tax increases. Over the same period import unit
values rose by 8 per cent. and there was a largely related rise, of g per cent.,
in wholesale prices of fuels and basic materials. By the beginning of March
exceptional demand for gold brought the pound under very severe pressure:
spot sterling required substantial support and forward sterling, no longer
supported since devaluation, again fell to a large discount. Further inter-
national facilities were made available to the United Kingdom in March at
the time when the gold pool countries decided to stop supplying gold to
the market, which brought the total of such facilities immediately available
up to $4 milliard.

United Kingdom: The budget.

Financial years

1967-68 1968-69
items Estimates Estimates Estimates
after budget Reaultg? before hudget | after buctgat
changes! changes changes

in millions of £ sterling

Ravenue
Tax revenue. . . . . . . .0 .. s PR 10,879 10,770 11,562 12,475
Otherreceipts. . . . . . .. . ..+ ... a4 407 400 400
Total revenuve . . . . . . ..., 11,083 1,177 11,952 12,875

Expenditure

Supplyservices . . . . . . 0 v n v e 0,549 10,000 10.848 10,725
Consolidated Fund standing services . , ., 810 ars 764 764
Total expenditure . . . . . . ., 10,352 10,878 it312 11,489

Surplug . . . 0 0 T34 299 640 1,386

Loans from National Loans Fund (neB) . — 1,766 — 1,748 — 1,744 — 1,744
Overall deficit (=) . . .. ... — 1,032 — 1,449 — 1,104 — 358

1 Data do not correspond to those appearing oo page 16 of the BiS's Thirty-seventh Annual Report, because they
have been adjusted to take account of the changes intreduced by the National Loans Act 1968, 2 Preliminaty.

Presented against this background, the budget was necessarily severe.
There were substantial increases in indirect taxes and in both the selective
employment and corporation taxes on business, Although rates of income tax
wete not changed, certain allowances were reduced and a one-year impost
on investment income of individuals was introduced. In total, additional taxation
amounted to £923 million in a full year and to £775 million in the present
fiscal year — the largest amount of new taxation imposed since the war.
And the government was to strengthen its legal powers of control over prices
and incomes. Taking account of all these changes, the official expectation
is that output will rise at an annual rate of some 3—4 per cent. up to
mid-1969, with exports and investment the dynamic demand components
and private consumption likely to show an absolute decline. It is also ex-
pected that the basic balance of payments will shift from a recorded deficit
of £540 million in 1967, of which over half was accounted for by non-
recurrent special factors, into surplus during the second half of this year,
and that a substantial surplus position will be attained in 196g.



Late in May monetary policy was tightened when banks were told in
effect that there should be no further increase in their credit to the private
sector., This implied an absolute reduction in non-priority lending. -

It is evident that a continuing surplus of large size is desirable in view
of the need to repay the heavy short and medium-term indebtedness built up
since 1964; it must be hoped also that the severity of the capital-account
controls at present in force may be gradually relaxed. The expansionary
outlook in continental Europe and the United States provides a favourable
economic climate for UK exports. But it will be essential that the proposed
restraint on domestic incomes and public-sector expenditure become really
effective, and that the budget outturn be kept closer to the estimates than
in the recent past. A further problem is that the United States is also under
pressure to seek a major reduction in its balance-of-payments deficit which,
to some extent at least, 1s competitive with the external surplus aimed at
by the British authorities.

The dollar.

During the first three quarters of 1967 the US$S balance-of-payments
deficit (liquidity basis) was at a significantly higher level than in the previous
year. In time this would have required more stringent measures to reduce the
deficit. Over these months, however, pressure on the dollar was not severe
and losses of gold reserves were small. The immediate reasons for the drastic
measures announced on 1st January 1968 were the developments in the fourth
quarter, namely a huge increase in the external deficit, the repercussions of
the devaluation of sterling and a large gold loss to meet speculative buying
in the market. As to why the dollar should have been subject to a sharp
deterioration of confidence, one must look, firstly, to the evolution of the
domestic economy in the past vear or two and, secondly, to the persistent
external deficit over many years.

It will be recalled that the US economy had been precipitated into a
state of inflationary boom by the intensification of the war in Vietnam. In the
absence of fiscal restraint, monetary policy was Increasingly restrictive into the
third quarter of 1966 and gradually put a damper on the upsurge of economic
activity. The fourth quarter was a definite turning-point; while total output
showed a further rise in that quarter, this was made possible only by
unwanted inventory accumulation at an annual rate of $18.5 milliard, almost
three times the normal rate.

The pause in economic expansion became actual in the first quarter of
1967; real gross pational product declined slightly and the index of industrial
production fell off a few points. However, rather than a recession, it was a
sort of breathing-spell — brought about by tight money in a context of
potential inflationary pressure from a growing budget deficit. The unemploy-
ment rate remained relatively low at 3.7 per cent., and increased only slightly



in the second quarter. Consumer prices showed a -more moderate rate of
increase compared to previous quarters.

The pause in the boom reflected mainly a sharp recoil in inventory
investment, with the huge rate of increase in the last quarter of 1966 dropping
to $7 milliard in the first three months of 1967 and to just about zero in the
second quarter. However, increases in government outlays and consumer
expenditure soon tended to offset the reduction in private investment and
for the first half of 1967 the gross national product in real terms increased
slightly.

In the summer expansionary forces came to the fore again and during
the second half of the year real output was rising at an annual rate of
4.4 per cent. The rebound of construction and inventory accumulation
added to the continued rise of government outlays. The strength of the
expansion was somewhat dissipated by sirikes during the autumn of 1967,
but by the end of the year nearly all indicators reflected a booming economy,
with demand exerting pressure on productive resources.

United States: Gross national expenditure.

1266 1967 1968
ltems ard 4tk 1st 2nd ard ath 18t
quarter | quarter | quarter | guarter | quarter | quarter | quarter
in milliards of US dollars, vally adjusted, at | rates
Personal consumption expenditure | 470.1 473.8 480.2 489.7 495.3 501.8 517.8
Durable goods . . . . . . .+ .. 70.9 70.6 69.4 72.5 72.7 ¥3.8 77.e
Non-durable goods . . . . . . . . 209.5 2710.3 214.2 217.2 218.5 220.3 228.0
SErviCes . . v v v i s 189.8 192.9 196.6 200.0 204.1 207.7 211.9
Government purchases of goods
and services . . . . . . . . . . . 157.7 161.7 170.4 175.0 178.2 181.7 187.5
Mational defence . . . . . . . .. 63.0 65.6 70.2 72.5 73.3 74.2 Té6.8
Other . . . . . . ... ... *4.7 6.7 f00.2 102.5 104.9 107.5 ft0.9
Gross private fixed investment, ., . 1604.9 103.7 103.3 t04.8 108.4 ti11.6 ti8.5
Residential construckion. . . . . . 23.7 20.9 21.4 23.1 256 27.6 28.3
Producers' plant and equipment. . B871.2 82.8 ar.e 81.5 82.8 84.0 87.2
Changes in business inventories. . 11.4 i8.5 T 0.5 3.8 9.2 3.9
Net export of goods and services . 4.6 4.3 5.3 5.3 5.4 3.0 2.6
Gross national expenditure,
at ¢urrent prices. . . . . . F48.8 T62.1 768.3 7751 791.2 a07.3 a827.3
Gross national expenditure,
at 1966 prices . . . . . . . T45.5 T52.8 T62.6 T757.2 765.6 ¥74.0 785.2

Monetary policy began to be relaxed in the latter months of 1966 as
the boom receded and became quite easy by December. During the months
of economic pause in 1967 the Federal Reserve continued an easy monetary
policy so as to prevent a downward spiral and to allow the private economy
to rebuild its liquidity position. At the end of February reserve requirements
against savings deposits and against a part of time deposits were lowered
in two stages from 4 to 3 per cent., thereby releasing about $850 million
m required reserves. At the beginning of April the discount rate was
reduced from 4% to 4 per cent. With renewed expansion starting in mid-year,



and given that the outlook for fiscal restraint was not very promising, the
Federal Reserve System again began a tighter policy for both domestic and
external objectives. At first interest rates reacted mainly to market forces, but
later in the vyear restrictive action was taken. When sterling was devalued in
November, the discount rate was raised to 4% per cent.,, and as from January
1968 reserve requirements against demand deposits were increased by % per
cent. These policy shifts over relatively short time spans were appropriate
to the changes in the economic climate, although it may be that the degree
of shift was at times excessive.

The performance of fiscal policy over this period was less happy,
partly owing to lack of agreement between the executive authortties and
Congress. Having missed the crucial moment for increasing taxes in late 1965
or early 1966, a 6 per cent. income-tax surcharge was proposed in the budget
of January 1967. At that time, however, the pause in the boom was quite
clear and the proposal was not enacted by Congress. The fiscal measures
applied during the pausing phase of the cycle went rather in the other
direction. The 7 per cent. investment-tax credit, which had been removed
in October 1966, was restored in June 1967; also, the President authorised the
release of nearly $2 milliard of previously frozen public-works funds. These
steps, besides aiming to prevent a further slow-down of economic activity,
were ntended to meet longer-term needs of the economy, and the period of
pause must have seemed an opportune time to take them. Nevertheless, in the
background, besides the shift to monetary ease, total public-sector expenditures
were increasing at a fairly rapid rate. While the stimulative fiscal measures
were explained as steps to counteract adverse cyclical developments, the tax
surcharge recommendation was still pending. Some confusion was therefore
generated about the nature of the underlying situation and the prospects for
later in the year. However, since the slow-down in early 1967 was a suspended
boom rather than a recession, the need for a tax increase had not dis-
appeared.

As the economy showed signs of recovery after mid-year, official fiscal
policy views were faurly quickly restated and strengthened. With a huge
increase in the administrative budget deficit 1n prospect, the President
in August proposed the enactment of a strong fiscal package which included
the mmposition of a 10 per cent. surcharge on personal income taxes (to
replace the earlier 6 per cent. proposal), @ To per cent. surcharge on corporate
profits taxes, the postponement until mid-1969 of a reduction of certain excise
taxes scheduled for April 1968, and the speeding-up of corporation tax
collections. In all, the measures were estimated to yield $7.4 milliard of
additional revenue in the fiscal year 1967-68. The fiscal proposals were not
adopted by Congress, however, which seemed unconvinced that the economy
was in the midst of another boom. It was contended, in addition, that anti-
inflationary action should also include sharp reductions in non-defence govern-
ment spending. The President later indicated acceptance of this view in order
to obtain action on his tax recommendations, but an effective compromise
was not arrived at.



A restraining element of demand in 1967 was personal consump-
tion expenditure. Spending on durable and non-durable goods increased
quite modestly throughout the year and actually slowed down during
the second half. Compared to the more “normal” 6 per cent. rate of
recent vyears, the ratio of savings te disposable income averaged over
7 per cent. and reached nearly 7.5 per cent. in the last guarter. The behav-
iour of consumer spending may be explained by the mass purchases of
durable goods and the relatively high growith of consumer debt in the
preceding vears.

After relatively moderate increases during the early part of 1967, prices
started to rise significantly in the second half of the year. Wholesale prices
actually declined from January until April, mainiy owing to the fall in farm
prices, and climbed thereafter. For the vear as a whole, consumer prices
went up by 3.1 per cent., but the rate of increase was close to 4 per cent,
in the second half.

Wage 1ncreases in 1967 were also substantial and the former guide-line
ceased to be effective. Average houtly earnings rose by 4.7 per cent,
compared to 3.1 per cent. a year during the 1960-64 period, and 3.8 per
cent. and 4.1 per cent. in 1965 and 1966. Thus, the price and wage increases
of 1967, coming after the 1965-66 Inflationary pressures, confirmed the
condition of extended excess demand, with evident implications for the balance
of payments.

Of all the peculiarities of the economic situation over the past year,
perhaps none was so striking as the behaviour of financial markets and interest
rates. With the easing of monetary tightness in late 1966 and early 1967,
interest rates showed a declining trend. Short-term rates fell substantially,
the yield on Treasury bills, for example, dropping from 5.3 per cent.
in November 1966 to 3.5 per cent. in June 1967 For long-term rates,
however, the decline was short-lived and relatively smail; corporate bond
yields fell by less than 1% per cent. and the low point came as early as
February. The behaviour of rates was quite different from what is usual in a
period of cyclical pause and reflected two forces. After the liquidity squeeze
of the year before, lenders of funds preferred to maintain a strong liquidity
position. At the same time, the demand for long-term money was very heavy,
as borrowers were rebuilding their liquidity position and anticipating require-
ments for a renewed expansion of activity. Net capital issues for the year —
both public offerings and private placements — at over $44 milliard, were
about one-half larger than in 1966,

With these forces at work, long-term interest rates went up steadily
from the early spring throughout the vyear; the rise was about 1 per cent. and
late in the year the level of rates exceeded the peaks of 1966. In the second
half of the year the trend of short-term rates was also up — even more
sharply — with the prospect of the large budget deficit and lack of action on
increasing taxes. Later in the year also there was a shift away from ease in
monetary policy.



United States: Interest rates.

R
-

Industrial bonds

3-month certificates #”

...............
-----

/:

b - \\\ :

Officiat discount rate

Elﬁ] 3-month Treasury bills

s o b Ly by v b by b e b g
1966 1967 1968

The evolution of the domestic situation was the dominant influence on
the development of the balance of payments, though the external accounts
were also affected by conditions abroad. The trouble started at the end of
1965. The mounting cost of the Vietnam conflict was superimposed on an
external payments position that was already unfavourable and on conditions
of high demand at home. The Vietnam expenditures worsened the balance of
payments not so much in terms of their foreign exchange costs — a significant
part of which flowed back to the United States through enlarged exports to
foreign exchange earners — but more significantly by intensifying domestic
inflationary pressures. Imports in 1966 were up almost 20 per cent., and,
even though exports rose by over 10 per cent., the trade surplus was $1.1
milliard less than the year before. Given the domestic monetary stringency,
however, short-term funds were attracted to the United States in such volume,
mainly from the Euro-dollar market, that there was actually a small surplus
on an official reserve transactions basis.

Exports continued to rise in the first quarter of 1967. But for the next
two quarters they were flat, as economic pause or recession took hold in
major industrial European countries. During these quarters, however, when
excessive inventories were being digested in the United States, imports receded
somewhat and the trade surplus for the first nine months of 1967 was
$305 million larger than the year before. At the same time, both capital out-
flow and military expenditure were higher, so that the official reserve trans-
actions deficit was at a level of about $2.9 milliard on an annual basis.

The situation worsened considerably in the fourth quarter. Excess
demand was again becoming intense, business inventories were being rebuilt,
and special factors, such as the continuing copper strike, affected the US
trade positton. Imports spurted ahead by $660 million and, with some decline



United States: Balance of payments.

196687 19677 1968

3rd 4th 1st 2nd 3rd 4th 15
quarter | quarter | quarter | quarter | quarter | quarter? | quarter2

in millions of US dollars, seasonally adjusted

ltems

Merchandlse trade

Exports, excluding military . . . . 7.385 7,408 7.670 7.718 7.625 7,455
Imports, excluding military . . . . 6,580 6,680 6,660 §,8680 6,550 7.210
Trade balance . . . . ., . . ao0s 725 1,010 1,188 1,075 2458 105
Services {net)
Investment jncome. . . . . . . . 1,305 1,358 1,288 1,200 1,556 1,505
Military expenditure . . . . . . . — 745 |— 760 |— 708 {— 735 |— @855 |— 750
Foreign travel . . . . . . . . . . — 265 |— 265 |— 265 {— 4860 |— 485 |— 325
Other services. . . ., . . . ... — 225 |= 215 |— 235 = 325 |— 240 (= 225
Total services . . . . . . .. 70 115 8¢ |— 230 [— 25 205
Balance on goods and services 878 840 1,080 925 1,080 450
US Government grants and
capital {fnety . . . .. ..., .. — 760 |— 725 |—1,200 |—1,015 |— 985 |— 946
US private capital (net)
Direct investment . . . . . . . . — 900 |-t 005 |— 625 |— 650 |— 940 |— B20
Other fong-term ¢apital . . . . . —_ 5 70 |~ 180 |— 180 |— 510 (— 393
Short-term capital . . . . . . . . — 25 |— 230 |— 180 |— 285 |— 290 |— 395
Foraign capital (nety . . . .. . ars 700 B5x 1,195 805 220
Errors and unrecaorded fransactions 275 |— 150 |— 295 |— B45 210 as
Balance on liguididy basis , ., |— 165 |— 420 |— 535 |-~ 556 |— 640 |—1,850 |— 600

Increase in US liquid liabilities
cther than ta fareign monetary

authorities . . . . . . . . .. .. 1,025 400 |—1,280 — 275 1,095 645 80
Balance on officlal regerve
transactions basis . . . . . 860 |— 20 |—1,815 |— 830 465 |—1,205 |— 520

' For annual fotals for 1966 and 1967 see table on page 31. Z Preliminary,

in exports, the trade surplus fell by $830 million. At the same time, the
capital-account deficit increased substantially, mainly because the British
Treasury was withdrawing investments in the United States to bolster official
reserves. In all, the seasonally adjusted fourth-quarter balance-of-payments
deficit was $1.2 milliard, compared with an average of $730 million in the
first three quarters. The deficit for the vear was $3.4 milhard.

An indication that the Import rise in recent years has been mainly due
to conditions of excess demand may be seen from the following graph
showing the trend of the relation between the gross national product and
actual imports. Imports in 1966 and 1967 are clearly far above the normal
relationship, and even 1965 seems already to have been out of line. For the
fourth quarter of 1967, imports rose to about 3.7 per cent. of gross national
product, the highest ratio in the post-war period. Imports of capital goods in
1965 and 1966 increased by 41 and 46 per cent. respectively, and in 1967,
despite the economic pause during part of the year, with fixed investment
in plant and equipment hardly increasing, capital goods imports went up by
11 per cent. In fact, after allowing for exports financed by official assistance,
the trade surplus nearly vanished during 1966 and 1967.
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The years 1966 and 1967 also confirm the fact that US trade has become
very sensitive to the level of economic activity in western Europe. The
slackening in the rate of increase of industrial production in western Europe
in 1957-58, in late 1962 and early 1963 and again in late 1966 and early 1967
led to reductions in total US exports to Europe. The United States is a major
exporter of investment goods — in recent years these have accounted for one-
third of US exports to Europe — and, as is normal, investment is the volatile
element during the economic cycle. Also, the United States appears to be a
residual supplier, In times of heavy demand, Europe turns to the United
States to make up for local deficiencies. At other times, not only does Europe
reduce its purchases from the United States, but it also exports more aggres-
sively when domestic demand is weak and thereby becomes more competitive
vis-a-vis the United States.

The continued US payments deficit at a time when the pound sterling
was in difficulties reduced the US authorities’ scope for maneuvre to deal
with their own problems. The devaluation of sterling in November had
repercussions on the US reserve position. US gold losses in the year up to
that point had been quite small, but the large speculative gold-buying wave
boosted the US loss for the year to $1,170 million.

As these adverse developments unfolded in the fourth quarter, it became
evident that forceful action was required to reduce the balance-of-payments
deficit so as to limit reserve losses. Hence, on 1st January 1968 a new
programme of drastic corrective measures was announced.

1. Mandatory controls were imposed on direct investment outflows by
American corporations in place of the previous voluntary guide-lines. Direct
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investment outflows for this purpose include new transfers of capital and
foreign earnings, but exclude funds raised abroad and depreciation and depletion
allowances on foreign operations; the limitations are based on the 1965-66
average of each company's direct mnvestment. Direct investment in advanced
continental European countries and South Africa is subject to a moratorium
in 1968, with the exception of investment from foreign earnings up to 35 per
cent. of the base period. For other developed countries, direct investment is
limited to a maximum of 65 per cent. of the base period; and for the less-
developed countries new capital outflow and reinvested profits are restricted to
110 per cent. of the 196566 base. These limitations are expected to reduce
direct investment outflows, as defined above, by $1 milliard in 1968.

2. The Federal Reserve Board is to continue to use voluntary controls on
foreign lending by banks and other financial institutions, but was given stand-
by authority to impose mandatory controls. The immediate action taken by
the Board severely tightens the restrictions for 1968 that had been announced
in November 1967. Banks are to keep their foreign credits generally to
103 per cent. of the amount outstanding at the end of 1964, compared with
the 109 per cent. celing set in November. In addition, the banks are not to
renew (or re-lend) maturing term loans to advanced countries of continental
Europe and are to reduce their short-term credits in those countries by 40 per
cent. over the year. Other financial institutions are asked to reduce their
foreign assets covered by the programme to ¢5 per cent. of the level at the
end of 1967 and to repatriate all their liquid funds apart from minimum
working balances. It is expected that these directives will yield a net inflow of
funds from abroad of $s500 million over the year, which would compare with
an outflow of $400 million in 1967.

3. Americans are urged to postpone non-essential travel outside the
western hemisphere for two years, and legislation was subsequently proposed
to put a graduated tax on travel expenditures abroad, to extend the excise
tax on domestic air travel to air travel abroad, and to reduce the duty-free
allowance for returning tourists from $1oo to $10.

4. Several steps were announced to reduce the government’s foreign
expenditures, Including a cut of 10 per cent. in the number of government
employees working abroad. In addition, discussions are being held with NATO
allies to help offset US military spending in Europe by increasing their
defence purchases in the United States and by larger purchases of longer-term
US Government securities.

5. Some steps were announced to promote US exports. These included
enlarged scope for the Export-Import Bank to provide assistance in export
financing, an effort to secure reduction in the non-tariff barrier to US exports
arising out of the Common Market’s value added tax and financial assistance
to joint export associations to enable smaller firms to market abroad more
easily,

Full operation of the programme aims at reducing payments and
increasing receipts by $3 milliard in 1968, Of course, some of the measures



will take time to implement and there are bound to be some repercussions on
US current or capital-account receipts from abroad, so that the net balance-
of-payments improvement In the year 1968 is difficult to estimate. In any
case, the improvement will in fact be intermixed with the effects of current
market developments.

While direct controls to manage the balance of payments have been
applied for some vyears, the new programme marks a big stride forward on
this path, It is recognised to be a dangerous path, which could lead the world
away from the liberal trade and payments practices achieved over the past
fifteen years or so. The justification for the control measures is the Vietham
war and the difficulty of restoring a true equilibrium under wartime conditions.
But would the return of peace allow the controls to be dismantled? Without
expecting a definite answer to this question, it is appropriate to review the
evolution of the US balance-of-payments problem and the ideas that have
grown up for dealing with it.

The dollar is widely used for transactions and for the holding of liquid
funds by many foreign business firms and financial institutions. As the growth
of such private balances normally has as a counterpart a deficit in the US
balance of payments on a liquidity basis, the trend of the balance of payments
can generally be seen better from the balance on the official reserve trans-
actions basis — though even then the situation may often be obscured by
shifts of funds between central banks and the private banking systems.
Changes in the gold reserves are generally a good indicator of the state
of the US external payments — particularly in relation to changes in foreign
official liabilities; a rise in the gold stock is a sign of strength, while a fall
should, at least, raise questions.

The wholesale devaluation of foreign currencies in 1949 was, in retrospect,
a crucial turning-point for the dollar. Before that, with reconstruction abroad
in its early stages, the US balance of payments was always in surplus and
the gold reserves rose — despite the fact that US aid and official loans
averaged $5.5 milliard a year and dollar imports abroad were under strict
quantitative limitations. It was evident that persistent US surpluses made an
untenable situation for the rest of the world.

After the exchange rate adjustments, however, the United States was
almost always in external deficit and the gold reserves declined most of the
time. From the beginning of 1950 to the end of April 1968 the gold reserves
dropped from $24.6 to 10.7 milliard, and the latter figure includes $1 milliard
of gold owed to the IMF. Over the same time-span, liabilities to official
institutions abroad rose from somewhat under $4 milliard to over $15 milliard.
This deterioration in the relation between gold reserves and monetary liabilities
to official institutions abroad went through a series of phases in which the
basic forces differed greatly.



The shift to a deficit position started with a bang in 1950, when
exports fell by $2 milliard from the year before and imports rose by $2.2 milliard.
Over the vears 1950-56 the deficit {official reserve transactions basis} averaged
about $1.2 milliard. Even the large deficits in a few of these years caused no
alarm, since, besides the exchange rate adjustments, they were related to
direct and indirect effects of the Korean war. The deficits on the whole
were considered constructive and, indeed, they helped Europe enormously to
build up reserves while pursuing reconstruction rapidly. As foreign aid
(grants and loans) declined from $5.6 milliard in 1949 to $2.4 milliard in
1956 while foreign discrimination against dollar goods was also tapering off,
the sub-surface trends over these years were rather unfavourable to the
United States. In part, this was because US defence expenditures abroad
increased substantially.

During the same period the US gold reserves recorded an average annual
decline of about $400 million. This was not because of doubts about the
future gold convertibility of the dollar, but because the supply of new
monetary gold, which averaged $440 million a year, was little more than half
of the net demand from foreign official monetary institutions; they obtained
‘the rest of their requirements from the US Treasury. This, too, was considered
desirable from the standpeoint of the international monetary system, since it
was looked upon as creating a better distribution of world gold reserves.
Taken in conjunction with the rise in official liabilities, however, the gold loss
was not a good sign.

1957 was a year hors série for the US balance of payments, This was
mainly because the war in the Middle East and the closing of the Suez Canal
led to large oil purchases by European countries in the western hemisphere
but in part also because the Furopean reconstruction boom reached its climax
when the US economy was turning to recession. The US trade surplus was
$6 milliard in that vear, a throwback to the days before the 1949 devaluations,
and the balance of payments was in surplus by $1.1 milliard. It was the
burst of sunshine before the storm.

In 1958 the US payments position shifted to a deficit of $2.9 milliard.
The sharp turn-round was dominated by the change in the trade account;
exports dropped by over $3 milliard, whereas imports declined only slightly.
The cause of this change was that the boom in Europe was brought under
control by 1957, and 1958 was a year of fairly general recession, which came,
therefore, about half a year later than the US recession of 1957-58. The
US economy started out of the recession phase earlier and expansion was
more rapid in 1959; hence, the trade situation worsened in 195¢, as expotts
remained flat while imports rose by $2.4 milhard. The large rise of imports
was due in part also to heavy buying of steel abroad during the long strike
in the US steel industry and to Americans’ sudden passion for foreign cars,
while exports of cotton and aircraft were below normal. All in all, the trade
surplus in 1959 was under $1 milliard and the current account was in
deficit — a situation that had only been seen before in 1953.
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United States: Balance of payments.

Average Average | Average
ltems 1950-86 | 1957 | joss-60 | 1961-65 | 1968 1087

n milliards of US dollars

Merchandise trade

Exports, excluding military . . . . . 13.5 19.4 17.3 22.8 29.2 30.8
Impaoris, excluding military . . . . . 11.0 13.3 14.3 17.5 25.5 27.0
Trade balance . . . . . . . .. 2.5 6.1 a.n 5.3 a.r7 3.5

Services (net)

Investment income. . . ., . . .. 1.8 2.4 2.6 4.2 5.2 5.6
Military expenditure . . . . . . . . — 2.0 — 2.8 — 29 - 2.3 — 2.8 — 3.0
Foreign travel . . . . . . . . ... — 0.4 -0 — 0.7 — 1.0 - 1.1 — 1.5
Otherserviges . . . . . . . . . .. — 0.2 — 0.1 — 0.6 -7 — 0.8 - 1.1
Total services . . . . . . . .. —0.8 — 1.1 — 1.6 a.2 0.4 o0
Balance on goods and services . 1.7 8.0 1.4 5.5 4.1 a.s

S Government grants and

capital (net) . . . ... ... .. —2.5 — 2.6 — 2.4 — 3.3 — 3.4 —da.1
US private capital {nel)
Pirect investment . . . . . . . ., - 0.9 —2.4 ~— 1.4 —2.2 —a.5 — 3.0
Other long-term capital , , . . . . —0.3 — 0.8 — 1.1 — 1.4 — 0.3 —-1.3
Short-term capitat . . . ., . . .. — 0.2 — 0.3 — 0.6 — 0.9 — 0.4 —- 1.2
Foreign capital {net) . . . . . .. 0.3 0.5 0.4 0.7 2.5 3.1
Errors and unrecorded transactions . Q.4 1.2 0.0 - 0.7 — 0.3 — 0.6
Balance on Nquidity basis . . . - 1.5 0.8 — 3.7 —23 - 1.4 — 3.6

Increase In US liquid liabilities
other than to foreign monetary

authorities* . . ., .. ... ... 0.3 0.6 0.8 0.5 1.6 0.2
Balance on official reserve

transactions hasis . . . . . . - 1.2 1.1 — 2.9 — 1.8 0.2 — 3.4

Change in gold reserves, . . . . . . - 0.4 0.8 — 1.7 — 0.8 — 0.8 - 1.2

* For 1950 to 1959 figures are taken from H. B, Lary, Problems of the Unjled Stales as World Trader and Banker, p. 13,

Thus, the worsening of the payments position In 1958-59 compared
with 1956-57 was basically a cyclical phenomenon — accentuated by the
reopening of the Suez Canal. It might have caused less concern had the gold
losses been more moderate. Although the deficits were not much above
those in certain earlier years, namely 1950 and 1953, the latter were connected
with the Korean war, whereas the deficits of 1958-59 suggested more funda-
mental deterioration.

The cyclical position changed in 1960, when the United States was in
recession again, while expansion proceeded rapidly in Europe. US$ exports
forged ahead by $3 milliard, as imports declined by more than $o.5 milliard.
Special factors were also important in the trade shift: cotton exports were
depressed in 1959, awaiting the change in export price policy, and were
exceptionally high in 1960; a similar change occurred in aircraft exports,
awaiting the changeover to jets; and, also, steel exports rose in 1960 after
having been depressed by the 1959 strike. A new factor that entered the
picture, however, was a large outflow of short-term capital, mostly foreign
lending by banks, so that the overall deficit was the highest yet.



The broader trends in the balance of payments over the 1950s may be
seen better by comparing 1950-56 with 1958-60, thus to some extent ironing
out the special and cyclical factors of pariicular years. During the latter
period the deficit averaged $2.9 milliard and the total gold loss exceeded
$5 milliard. By the end of 1960 gold reserves were down to $17.8 milliard
and liabilities to official institutions up to $11.1 milliard. Comparing the
trends of individual balance-of-payments components is rather artificial, since
various flows of payments and receipts react on each other — e.g., higher
earnings from foreign investment lead to larger direct investment, or larger
defence expenditures abroad come back partly through increased exports, etc.
However, the following average changes stand out.

On the one hand, average receipts were higher in the later yeats
because the trade surplus was about $500 million larger and net earnings on
foreign investments were bringing in about $80c million more. On the other
hand, average outpayments were greater because of the growth of $300 million
in spending on foreign travel, of $9oc million in defence expenditures abroad
and, above all, of $1.7 milliard in the net private capital outflow. Thus, the
larger surplus on trade and investinent earnings fell far short of increased
capital outflows and other foreign spending.

Should one conclude that by 1958-60 private capital outflow from the
‘United States had become over-expanded? It averaged $3 mnulliard (net),
which, by comparison with the gross national product of $475 milliard and
the high level of income per head, does not seem exaggerated. It i1s more
- reasonable to say that the average capital outflow in the 1950-56 period, of
$1.4 mlliard, was abnormally low. This was particularly so at the start of the
decade and during the Korean war years. The rise of capital exports over the
decade was associated with a return to more stable monetary conditions in
foreign countries, particularly Europe, and with a lessening of tensions in the
political climate. Besides the growth of investment to develop raw-material
sources, the rapid reconstruction in Europe and Japan created attractive
investment opportunities for US business at a time when there was a capital
shortage in most of the world outside the United States.

The establishment of the Common Market in Europe also gave a strong
incentive to US foreign investment and the return to convertibility of the
principal European currencies in December 1958 greatly improved the climate
and scope for international capital movements. With convertibility, capital
flows became more sensitive to interest rate differentials, and this partly
explains the recurrence of sizable short-term movements. While these develop-
ments of structure and of economic and political climate had emerged by the
late 1950s, they did not have sufficient opportunity to show their full effects.
The potentials of greater international capital flows showed their full impact
only in the 196os. Also, as a consequence of convertibility and of the develop-
ment of the Euro-currency market, the US monetary authorities were required
to take more account of the repercussions of US monetary policy on inter-
national capital flows,



If the growth of capital outflow was not exaggerated for a country with
the economic strength of the United States, then the country’s payments
problems must be attrtbuted to the fact that a sufficient surplus on current
account failed to emerge. Farnings on foreign investment showed a highly
satisfactory increase and one could abstract from defence outlays abroad in the
hope that they would prove temporary. Hence, the unsatisfactory performance
was the small rise in the trade surplus, the size of which was also small
considering the level of foreign aid.

Was the limited gain in the trade account due te a weakening of the
US competitive position? Price indexes show that the rise of US prices from
1950 to 1957 compared favourably with those of other industrial economies
(see graph on page 12). In evaluating relative price performances, however, the
important thing is that the levels of prices, wages and costs of the other
industrial countries were much lower to- start with, and that subsequent
increases were more tolerable for them than for the United States. In the
early years of the decade countries like Germany, Japan, Italy, France and the
Netherlands did not have the export capacity to derive a trade advantage
from their low price levels. But with the rapid reconstruction and expansion
of productive capacity of western Europe and Japan, it was they, rather than
the United States, that developed large trade surpluses. Therefore, if the
exchange rate structure fixed In 1949 was to be considered inviolate, the
United States could not afford the price rises of the Korean war years and of
the 195557 boom period.

It may be added that in certain sectors important to the US export
trade — iron and steel products, transport equipment and machinery, for
example — the rise of US prices in these years contributed to the significant
decrease in the US share of world exports of those products.

In sum, after the US competitive position was changed by general
devaluation against the dollar in 1949, the receipts side of the balance of
payments might have been able to support the effects of reconstruction abroad
and a reasonable level of capital exports if there had not been periods
of demand or wage-cost inflation from 1950 to 1957. But fate decided
otherwise.

When the large deficit and gold losses continued beyond 1958, they
became a threat to confidence in the dollar and a cause of official concern,
But, as basic policy changes were difficult with the 1géo Presidential election
coming up, the initial measures to deal with the payments problem were
rather limited. The authorities began to shift some defence procurement from
abroad to the United States and to tie development aid to purchases of US
goods; an attempt was made to get some European surplus countries {o share
the foreign exchange costs of US defence expenditures in Europe; also, some
of the dependents of military personnel stationed abroad were returned to the
United States. And there was the inevitable announcement of an export
promotion programme, However, there was little time for these measures to
show results.



Gold losses were larger than in 195056 mainly because the deficits
were larger. However, the United States would still have incurred losses of
gold even had US deficits been appreciably smaller, given that new gold
available annually for monetary purposes in 1958—60 was only $6oc million a
year, an amount hardly likely to meet the rest of the world’s monetary demand.

The eruption of the market price of gold in October 1960 underlined
the necessity for the new administration to deal with the external deficit and
gold loss problems. However, it was faced with a dilemma because, with
economic activity depressed and unemployment high, the orthodox adjustment
strategy of demand restriction was unacceptable. Indeed, the new government
had avowed the rather conflicting aims of increased domestic growth and a
reduction in the payments deficit, a conflict that was never fully resolved.

A longish list of measures was announced early in 1961 to reduce the
balance-of-payments deficit over both the short and longer term, most of
which promised little by way of results. However, procurement abroad under
military and aid programmes was restricted and an effort was made to reduce
foreign defence expenditures, the duty-free allowance for returning US tourists
was lowered from $s500 to $100, and existing tax incentives to invest abroad
were to be removed. Also, there was the idea that incentives given to
domestic business investment would raise productivity and improve the inter-
national competitiveness of US industry. Much more important, however,
the government moved actively, with the help of guide-lines for wage and
price increases, to prevent cost inflation from impairing the competitive position
of industry.

In the vyears 1961-65 the deficit (official reserve transactions basis} was
significantly smaller on average than in 195860 — $1.8 milliard as against
$2.9 milliard. However, if account is taken of advanced repayments of long-
term debt to the United States, which were made to narrow the official
reserve transactions gap, the average reduction in the deficit was $850 million.

The largest gain was in the trade balance. This is explained partly by
the increase in US foreign aid (grants and loans), which was increasingly tied
to US exports; also, total imports grew modestly, and car imports in particular
receded considerably as the US industry turned out competitive compact
models. As to the cyclical position, both the United States and Europe were
expanding. On the face of it, the balance-of-payments effects might have been
expected to cancel each other out. However, the expansion in Europe was
much more intense, reaching boom proportions by 1961, with consequent
pressure on prices and imports, While the United States also achieved a high
rate of expansion and absorbed a considerable margin of unused labour and
industrial capacity from 1960 to 1965, it enjoyed an unprecedented stability of
prices. It 1s a tribute to the moderation of wage and price increases over
these vears that the trade surplus was able to widen despite the exceptional
growth of the national output. In contrast, the trade surplus of the Common
Market countries declined from $1.7 to 1.2 milliard between 195860 and
1961-65 and their current-account surplus fell from $2.7 to 1.1 milliard.



The other big gain was in earnings from foreign investment, which
reached a record level of $6.8 milliard by 1965, as against foreign earnings
in the Untted States of $1.7 milliard. Net military expenditures declined by
about $60o million, through both larger defence purchases in the United
States by foreign countries and smaller US expenditures abroad. Taking these
gains together, there was thus a quite substantial improvement in the current
account. On the capital account, however, the upward trend of the net
outflow which had been seen in the 1950s continued; taking the change in
“errors and omissions” to reflect largely capital movements, the average export
of private capital rose from $2.7 milliard in 1958-60 to $4.5 milliard in
1961-65.

Although the deficit was not as large in the years 1961-65 as in 1958—
60, it was still substantial; this meant fairly continuous pressure on the dollar
in exchange markets and a sizable intake of dollars by foreign central banks.
The authorities attempted to deal with the situation in two ways: one was a
series of arrangements to minimise the losses of gold reserves; the other was
further measures to contain the balance-of-payments deficit itself.

The steps to hold down gold losses involved techniques for absorbing
temporary heavy pressures on the dollar which might be reversed and special
arrangements to finance the deficit. Thus, first the Treasury and later the
Federal Reserve Systemn intervened in the foreign exchange market at times
when the dollar was under pressure; the United States, with various European
countries, established the gold pool to keep the market price under control;
and the reciprocal network of swap arrangements with other central banks
was set up and enlarged over the years to provide exchange resources with
which to take up temporary excess flows of funds. As to more lasting means
of financing, the United States issued non-marketable securities denominated in
foreign currencies (Roosa bonds), which were sold against dollars to foreign
official institutions; the interest rate ceiling payable by banks on time deposits
was removed for foreign official institutions; the substantial US gold tranche
position with the IMF was drawn upon from time to time; and several
European countries co-operated also by advanced repayments of long-term
debts owed to the United States.

In their approach to a basic improvement in the balance-of-payments
position, the alternatives available to the authorities were subject to several
limitations, Firstly, a drastic curtailment of defence forces abroad was con-
sidered impracticable in the prevailing international political situation; secondly,
it was not judged appropriate to change the dollar price of gold, either with
or without alterations in exchange parities; and thirdly, low long-term interest
rates were considered essential to promote a higher rate of domestic econonuc
growth, so that the pressure of opinion was against giving more emphasis in
monetary policy to balance-of-payments considerations. As interest rates in
Europe started to rise after 1961, the disparity mn rates was an mmportant
factor in the rising capital outflow from the United States. Action was
confined to a measure known as “operation twist”, which tended to hold up
short-term rates without affecting long-term rates. Some observers contended



that a change in the fiscal/monetary policy mix on both sides of the Atlantic
was necessary from the standpoint of the imbalance in international payments;
but political difficulties, it would seem, were an obstacle to effective action
along these lines. The large reduction in the US capital-account deficit
which occurred in 1066, when a tight monetary policy was pursued to
counter domestic inflation, shows that a significant result could have been
achieved earlier by this kind of policy approach.

However, the authorities called upon more direct controls to limit the
rise in capital exports. The interest equalisation tax was levied on purchases
of foreign securities by US citizens, effective from mid-1963, and in 1965
voluntary programmes were introduced to limit bank lending abroad and
direct foreign investment by corporations. Another type of measure was the
provision of more hberal export credit and insurance through the Export-
Import Bank. How much these measures may have helped it is difficult to
say, not only because there are always leakages but also because they may
have affected confidence unfavourably. In any case, they gave the {ramework
for the wider and stronger controls announced on rst January 1gé8,

The decline of US gold reserves in the years 1961-65 was much smaller
on average than in 1958-60. This was due more to the other means of
financing called upon than to the lower average deficit itself. Besides, other
countries were reluctant to convert dollar reserves into gold in the strained
circumstances of the time. The United States, on balance, obtained a substan-
tial volume of gold from the operations of the gold pool between 196t and
1965, while France converted a large volume of dollars. into gold at the US
Treagury as its reserve policy shifted.

As to the years 1966-67, the adverse balance-of-payments effects of the
Vietnam war, and particularly the demand inflation that accompanied it, have
been discussed earlier. It may be hoped that the elimination of these factors
as well as renewed expansion in continental Europe will significantly reduce
the payments deficit,

*

The buoyancy of demand prevailing in the late months of 1967 has
accelerated thus far in 1963. In the first quarter of the year the gross national
product increased by $20 milhard as a result of sharp expansion in all the
major components of final .domestic demand. Consumption expenditures in
particular rebounded from the somewhat below “normal” ratio to disposable
income of the second half of 1967. The inflationary state of affairs is shown
by the fact that the rise of real output accounted for only three-fifths of the
gross national product increase. The pressure on resources is indicated by the
decline in unemployment to 3.5 per cent. in April, the lowest level in fifteen
years, In the first quarter of 1968 wholesale prices for industrial products were
rising at an annual rate of 4.4 per cent. and the advance of consumer prices
was close to 4 per cent. Owing to the recent higher wage settlements, average
hourly earnings are increasing by about 6 per cent. at an annual rate.



The Federal budget for the fiscal year 1968-69 called for a $11.8 mil-
liard reduction in the budget deficit compared to 1967-68 (in terms of the
new ‘‘unified budget” concept). In view of the expected increases of $3.3 mil-
liard for defence outlays and $5.4 milliard for social security, the effect of the
total budget would still be fairly stimulative. The main point, however, 1s
that the budget is based on an increase in taxation expected to yield some
$13 milliard in the fiscal year 1968-69. Without these added revenues, the
budget deficit would be much larger than in previous years. Hence, the
stalemate in Congress on the proposed tax increase has been watched by the
outside world with some amazement. However, by the end of May there
were indications that a fiscal package containing both a tax increase and a
spending cut was likely to receive Congressional approval.

For both internal and external reasons, the Federal Reserve System has
followed a fairly severe restriciive policy and the rate of increase of the money
supply has steadily declined in recent months. By 1% per cent. increases on
15th March and 19th April, the discount rate has been raised to 534 per cent,,
its highest level since 1929, which has confirmed the monetary tightening. The
interest ceilings payable on large denomination certificates of deposit were also
raised. Reflecting the situation, the yield on Treasury bills rose from §.10 per
cent. in mid-March to 5.85 per cent. in late May, the prime rate was
increased to 6% per cent.,, and the pattern of other rates increased similarly.
Credit restraint has been applied more moderately than in 1966, probably
to avoid disruption in credit markets. But this means, at the same time,
that it has not had (as yet, at least) the same impact in dampening the
boom., Too much monetary restraint could also have adverse effects inter-
nationally, by drawing short-term funds to the United States on a large
scale.

In the first quarter of 1963 there was a further decrease in the trade
surplus. The March returns were particularly unfavourable, owing chiefly to a
decline of exports, and the trade account was actually in deficit by $158 mil-
lion. The further deterioration of the US trade position is mainly attributed
to the adverse effects of labour difficulties, both actual and anticipated, in the
copper and steel industries and at the New York docks. However, the impact
of excessive domestic demand on external trade remained the principal cause
of the overall weak US trade performance.

For the first quarter, the balance-of-payments deficit on a liquidity basis
declined to $600 million from $1,850 million in the final quarter of 1967.
Measured on an official reserve transactions basis, the first-quarter deficit
amounted to $s520 million, compared with $1,205 million in the fourth quarter
of 1967. On an annual basts, however, the deficits — the liquidity at $2.4
milliard and the reserve transactions at $2.1 milhard — although smaller than
those of 1¢67, remained sizable.

It is too early to see the results of the new balance-of-payments measures.
The legislation relating to foreign travel expenditures has not yet been com-
pleted by Congress and prospects for the expected gain in the trade surplus



this year do not appear promising. As regards the capital control measures,
some clarifications and exceptions have been announced, including full
exemption for Canada, with the understanding that Canada will prevent its
capital market from being used as a ‘‘pass-through” by other countries.
Indications are that US banks are approaching the $40c million target set for
them for reduction in their outstanding foreign -credits, and the heavy demand
by US corporations for funds abroad suggests that they are reducing their
capital outflows for direct investment. Higher interest rates in the United
States may also be attracting some inflow of funds. In any case, the dollar
has been rather strong in exchange markets since the gold pool withdrew its
support from the gold market.

In May discussions which may lead to a settlement of the Vietnam war
began in Paris. Of course, a successful outcome in this matter would have
significant implications for the economic situation — both domestic and
external,

Gold.

The principal factors that brought about the gold crisis of 1967-68 were
the deterioration of the payments and reserve positions of the United Kingdom
and the United States, and in particular the repercussions of the devaluation
of sterling. But here, too, the events of the past year can be understood only
in the light of the trends aver quite a few vyears before.

As the flight from sterling grew in the fourth quarter of 1967 and was
intensified by substantial speculation against the pound, the market demand
for gold also grew. Whereas the net sales in the market would normally be
three or four tons a day, they were often twice that size in the weeks
before devaluation, The demand rose to unprecedented levels in the week
after 18th November and there was also a movement out of dollars into other
currencies. A factor in the intense speculation was the revelation that France
had since June ceased to participate in the gold pool's supplying of gold to
the market. On 26th November 1967 the active members of the gold pool
met in Frankfurt to appratse the situation. Besides announcing their intention
to continue to stabilise the gold market at around the official price and to
maintain existing exchange parities, they agreed on several measures designed
to ease market tensions. These included steps to maintain liquidity in the
Euro-dollar market, to discourage forward purchases of gold, to limit the
buying of gold with bank advances and to impede offictal buying in the
market.

Conditions in the gold market then became calmer for a time. Heavy
buying of gold was resumed in mid-December, however, as a result of fears
that the London gold market might be closed. But the situation then eased
again in late December, following renewed official assurances that the gold
price and market arrangements would not be changed. Some idea of the
cost to the gold pool of holding the market price around $35.20 during this



period may be obtained from the fact that western monetary gold stocks
(including those of international institutions) fell by $1.4 milliard during the
last guarter of 1967.

1968 opened with the announcement of a new balance-of-payments
programme by the United States, This caused a further easing of market
tensions and the price of gold went down temnporarily to below $35.14 an
ounce. With the market in a heavily overbought position, relative calm reigned
all through February, but then a fresh wave of gold-buying began early in
March. A further statement by the gold pool countries at the time of the
regular meeting of central-bank governors in Basle on 1oth March failed to
calm the market; on the contrary, speculative pressures built up further
during the next few days to such an extent that it was decided that the gold
market in London should be closed on Friday, 1sth March. There was no
gold-dealing in Zurich on that day, but the turnover on the Paris market was
substantial and the price went above $44 an ounce.

During the following week-end the central-bank governors of the
countries active in the gold pool met in Washington to review the situation.
In the communiqué issued after their meeting they noted that “‘the US
Government will continue to buy and sell gold at the existing price of $35 an
ounce In transactions with monetary authorities. The Governors support this
policy and believe it contributes to the maintenance of exchange stability.”
Furthermore, the governors expressed their belief that “henceforth officially-
held gold should be used only to effect transfers among monetary authorities”
and they therefore agreed ““no longer to supply gold to the London gold
market or any other gold market”. They added that ““as the existing stock of
monetary gold is sufficient in view of the prospective establishment of the
facility for Special Drawing Rights, they no longer feel 1t necessary to buy
gold from the market. Finally, they agreed that henceforth they will not sell
gold to monetary authorities to replace gold sold in private markets.” In the
communiqué they also invited “the co-operation of other central banks in the
polictes set forth above”.

Thus, the gold pool arrangement for putting a ceiling on the market
price was suspended; while official transfers of gold would continue to be
effected at the price of $35 an ounce, the market would be left free to find
the price that equated demand and supply. The Bank of England decided to
keep the London market closed for two weeks; when it reopened for business
on 1st April the price was $38 an ounce. In the interval gold had been
quoted in other markets at between $37 and 40. Although the speculative
overhang in the market was perhaps around $1.5 milliard, the market price
had gone above $42 in the second half of May,

Before the speculative buying that led to the Washington decisions
the overall supply/demand situation for gold had been unfavourable throughout
1967. On the supply side, western production declined a little (for the first
time since 1953) from $1,440 to 1,410 million; in addition, there had been
no Russian gold sales for the second successive year. Total new supplies,



40
therefore, were the smallest for any year since 196o. In the second half of
the year, also, supplies coming into the market were less than current output
because South Africa’s balance of payments was in surplus. In physical terms
the decline in western production compared with 1966 was about one million
ounces; output in each of the three largest producing countries — South
Africa, Canada and the United States — was down by over 300,000 ounces.

Supply and uses of gold.

ftems 1965 1966 1967
in millions of US dollars
Gald production . . . . . L L L L s e e 1,440 1,440 1.410
Salesbythe USSR . . . . .« ¢ i ¢ 4t 4 v v v e 0 s v 550 — —
Totab, . . . s e e e e e e e e e 1,990 1,440 1.410
Changaes in western official gold stocks . . . . . . . . .., 215 -  BO — 1,600
Other Uses . . . . . v v v i i it 1,775 1,490% 3.010°

1 tncluding estimated purchases by China of $150 million. 2 Including estimated purchasas by China of
$75 million. 3 Including estimated purchases by non-western countries of $200 million.

Absorption of gold by users and holders other than western monetary
authorities. exceeded new supply In each quarter of 1967. By the end of
September western official gold stocks were $225 million below the December
1966 level, and the $1.4 milliard drop during the last quarter brought the
excess of what may be called “market” demand over supply to $1.6 mulliard
for the whole year. Total market demand for gold during the year was $§3
milliard, roughly double the 1966 figure. Allowing for gold purchases by
eastern-bloc countries in both years, western non-monetary demand may be
estimated to have doubled between 1966 and 1967, from $1.4 to 2.8 milliard.

While the fact that the gold-market crisis came to a head in March
1968, and not at some other time, was linked to the devaluation of sterling
and the deterioration in the US balance of payments, the underlying relation
between new gold supplies and total demand had been changing throughout
the 1960s. And this made it likely that sooner or later the position of the
gold pool would become untenable. The origins of the gold pool go back to
the October 1960 gold crisis, when intense demand for gold arose, both from
privaie and from official buyers. As there was no mechanism for a temporary
imbalance between market demand and supply to be equalised at that time,
this pushed the London market price out of line with the official price,
some dealings having taken place at as much as $40 an ounce. The imme-
diate cause of the crisis was the large US payments deficit since 1958,
coupled with uncertainty about the future US gold policy. But the basic
position at that time was that a part of new gold supplies was available every
year for adding to monetary reserves. This is shown by the fact that, despite
the October crisis, western official gold reserves went up by $310 million in
1960. The fundamental idea of the gold pool, therefore, was to control
temporary market disturbances, on the assumption that the buying and selling
combine would be in net surplus over time. By 1967 the basis for this



assumption had, leaving aside the special situation that developed in that
year, become very flimsy.

The 1960 crisis occurred after a number of years in which there had
been a not negligible margin of new gold available for monetary purposes.
Between 1954 and 1959 annual additions to world gold reserves had averaged
about $650 million — nearly twice as much as in the preceding six years,
This was made possible by the opening of the Orange Free State gold-
fields and the arrival on the scene of the Soviet Union as a regular seller of
gold. Both these factors began to make themselves felt in 1953, with the
result that by 1959 total new gold supplies had risen to $1,425 million, as
against $925 million six years earlier. In percentage terms this was a rise of
55 per cent. Over about the same period, however, non-monetary demand
had nsen by 125 per cent. There was a very big increase in 1956, the Suez
crisis year, from $350 to 640 million; but more significant was the fact that
in the three following years, when no such major political disturbance occurred,
non-monetary demand averaged something over $6co million a year. This
pointed to a strong underlying upward trend and suggested also that most
of the gold bought during the Suez crisis was being firmly held.

The 1960 gold crisis jolted non-monetary demand up again sharply, to
$1,070 million. And, as in the post-Suez period, there was no substantial
fall in demand thereafter: the average for the four years 1961—64 was
$1,065 million. This period includes 1962, the year of the Cuba crisis;
however, the lowest figure in any one of these four years was $g910 million —
over one-third above the largest pre-1g96o figure.

Despite the much higher plateau which non-monetary demand reached
from 1960 onwards, annual additions to monetary gold stocks averaged about
$550 million between 1960 and 1964, only $100 million below the 1953-59
average., Western production continued to increase steadily as more new mines
opened up in South Africa; and, in addition, Russian sales rose to about
$500 million in both 1963 and 1964, when there were exceptional purchases
of foreign wheat. In 1964 total supplies were $1,855 million, 30 per cent.
above their 1959 level; over the same period non-monetary demand had risen
by 70 per cent., and 1964 was a year when there was little evidence of
speculative buying in the market.

In 1965 supply reached a new peak of just on $2 milliard, which in-
cluded record Russian sales of $550 million. But this was quite overshadowed
by a rise of over $6co million in non-monetary demand to $1,775 million
(including Chinese purchases of $150 million), so that only $2i5 million was
left for adding to monetary reserves. With both reserve-currency countries
simultaneously in payments deficit, private demand was stimulated early in the
year by the announcement that France’s payments surpluses would in future
be taken in gold, as well as by the French Government’s advocacy
of a return to the gold standard. Later in the vyear the conflict between
India and Pakistan and the Vietnam war gave a further stimulus to private
buying,



Supply of gold and net western official purchases.
ln millions of US doliars.

2000 2000

Russian sales

Supply { ;
2] New production

1500 — 1500

1000

500

Net western official purchases

dﬁﬂirj_fjiir[ilriil__m
1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 1963 1964 1965 1966 1967

N2 2084 }
- 1610

In 1966 the situation on the supply side changed completely. For the
first time since 1952 there were no Russian sales, and furthermore western
production, the upward trend of which had been tapering off for a year or
two already, stopped rising altogether. Hence, total new supplies dropped from
$1,990 to 1,440 million. While non-monetary demand, too, was lower than in
19635, it was high enough to bring about a slight decline of $s5o million in
western gold reserves.

Thus, by 1967 the gold situation had become precarious. Compared
with the position a year or two earlier, the main difference was on the supply
side: the plateau of western production and the absence of Russian sales.
Looked at in a longer perspective, however, the main reason for the changed
situation was that non-monetary demand for gold had gone up so much — it
had, in fact, more than doubled since 1956 and was almost 50 per cent,
above the 1g60 level.

Conceptually, private demand may be divided into three categories: in-
dustrial consumption; saving or investing in the form of gold, which, besides
traditional saving, may include substantial gold-holding as a hedge against
some particular currency risk; and shorter-term speculation on, or hedging
against, a possible rise in the price or limited availability of supplies. The
only statistical distinction that can be made, however, is between reported
industrial consumption in certain countries, on the one hand, and all other
non-monetary demand, on the other hand. The least unsatisfactory data on
industrial consumption cover twelve high-income countries. And they show
roughly a threefold rise between 1956 and 1966, from about $170 million
a year to something over $500 million. This may be explained partly in terms
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of rising incomes, especially as regards jewellery, and partly by new industrial
uses of gold in the electronics and space industries. But the magnitude of the
increase suggests that the fixed gold price, compared to the upward trend of
prices in general, also played a réle in increasing demand. Total industrial
use in the western world may be estimated roughly to have risen from
$250 to 750 million over this period.

If total industrial use is taken as having roughly tripled between 1956
and 1966, non-industrial private demand went up some five times between
1955 and 1966, say, from $150 to 750 million. Most of this rise took place in
four jolting movements. The first of these was in 1956, at the time of the
Suez crisis; the second in 1960, when the market price broke loose; the
third in 1962, the year of the Cuba crisis; and the fourth in 1965. All these
sudden upward surges were connected with major political or financial events.
And although they were all followed by some reaction, in each case demand
remained at a substantially higher level than before. This indicates not only
that a good part of the gold bought in each crisis was being rather firmly
held as savings but also, apparently, that each successive crisis raised saving
or hedging in the form of gold to a permanently higher level.

In sum, the increase in non-monetary demand for gold between the
mid-1950s and the mid-1g60s did not contain a large element of short-term
speculative holdings — 1t was largely a rise in industrial and savings demand
for the metal. And by 1966 this demand, not unaffected by the stability of
the gold price and by the persistent dechine in the US gold stock, had come
to absorb about the whole of current western production. Hence, when specu-
lative demand sprang up on a substantial scale in late 1967 and the first
quarter of 1968, all of it had to be met out of the reserves of the gold pool
countries. As there was no practical means of holding the market price while
maintaining free access to the market in perpetuum, there was no practical
means of getting market absorption back to the pre-crisis norm. Not sur-
prisingly, the gold pool decided to call it a day.

* *
#*

Since these dramatic changes in the international payments and monetary
sphere, not enough time has elapsed as vet to clarify the prospects in the
vear or so ahead. This is all the more true because the significant innovation
represented by the special drawing rights facility in the IMF has recently
been completed and submitted to governments for approval. This new
instrument of international liquidity, which is described in Chapter IV of
this Report, holds out considerable promise of greater flexibility for the
international monetary system. For longer-term success, however, the SDRs
will have to be used in a way that assures their general acceptability.



II. DEVELOPMENTS IN CONTINENTAL EUROPE,
CANADA AND JAPAN.

In 1967, for the third year in succession, the growth of real output in
continental western Europe slowed down. As in the United States, the retar-
dation was the result of deliberate policy efforts the year before to dampen
inflationary excesses largely by means of monetary restraint. However, balance-
of-payments considerations did not play an important rdle except in a few
countries like Sweden, Denmark and, perhaps to some extent, (Germany and
the Netherlands. In general, the problem of inflation had been fairly acute
in all countries except Italy and France, and the reaction to it was strongest
in Germany. Last year, for the first time in the post-war period, Germany
experienced a serious recession.

In the course of 1967 monetary ease was restored throughout continental
western Europe, and a number of countries sought also to revive activity
through measures of fiscal policy. A leading part was played by Germany,
where an upturn gathered some momentum in the autumn. Since the turn
of the year activity has been advancing fairly well in almost all countries,
fostered largely by continued adherence to easy monetary policies.

In the countries of eastern Europe (see pages 78-80) the tendency towards
slower growth evident in the earlier 1g6os appears now to have been checked,
and in 1967 industrial performance was particularly good. In Yugoslawna,
however, expansion was halted by monetary restraint imposed to curb the
excessive growth of money incomes.

In Canada the rate of increase of output since early 1967 has not been
enough to absorb the growing labour force. Nevertheless, wages and prices
have continued to rise excessively, necessitating a tightening of monetary and
fiscal policy. A return to restraint was also required in Japan, where a
substantial external deficit emerged as the domestic beom moved into an
advanced stage.

Production, wages and prices.

In terms of production and employment, developments on the Continent
last year fell into two distinct phases: a slowing-down, or even decline, up to
the summer, followed by a gradual upturn which gathered force around the
turn. of the vear.

The initial phase marked the most pronounced slow-down since the
recession of 1957-58. It is therefore useful to compare the trend of output in
the various countries over these two periods. The graph on the next page
relates movements in industrial production in the years 196668 to those in

1957-59.



Industrial production.
Moving averages of adjusted monthly data.
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The retardation of output in 1966—67 was generally not as great or as
widespread as in the earlier period. The outstanding exception was (Germany,
which had registered only a moderate decline in the rate of expansion n
1957-58. In Austria, and probably in Switzerland too, the slow-down was also
more pronounced than in the earlier period.

On the other hand, the dip in output in France was much milder than
that in 1958, when the recession had been a reaction to the sharp inflationary
expansion experienced in 1956-57. In Belgium, too, the decline in output,
extending from early 1966 to the summer of 1967, was a good deal less
marked than in 1957-58. In Italy, where industrial production had fattened
out in 1957-58, and in the Netherlands, where it had declined throughout
1957, economic growth in 196667 continued fairly well. In Sweden output
deviated little from its upward trend in either period of adjustment.

Canadian production, after a mild slow-down during the winter, began
to rise again as from Aprl 1967, while Japanese output expanded rapidly over
the entire period.

On the Continent a turning-point came in the summer of 1967. At that
time, when activity had also begun to rise in the United States and Canada,
the upswing in Germany got under way. In France production also turned
upwards, and in the Netherlands it accelerated sharply. Output gains in other
countries followed with a certain time-lag. By late 1967 and early 1968
industrial production in most countries was running well ahead of its level a
year earlier.

The disparate movements of output in 1967 were generally also reflected
in the behaviour of wages and prices. In the countries where output slowed
down the most, upward pressures on wages and prices appear to have eased
perceptibly, though lack of comparability of data renders any firm judgement
difficult. In Germany and Austria the growth of hourly earnings from the
turn of 196667 onwards was clearly less fast than before, and a deceleration
was also evident in Belgium and Sweden. For other countries data are
available on a regular basis only for wage rates, which are less responsive
than earnings to changes in demand and output. In Switzerland wage rates
moved upwards somewhat more slowly in 1967, but in France, despite the dip
in output, they continued to rise steadily. And in Italy and the Netherlands,
where output was buoyant most of the year, the upward trend of wage rates
remained much the same as before. In Canada and Japan the increase in
earnings proceeded at an unduly high rate over the entire year,

Consumer prices 1n a certain number of continental countries have,
over the past vear or so, risen about as fast or even faster than over the
twelve months to June 1966. A clear exception was Germany, where the price
index in December 1067 was less than 1 per cent. above its level a year
earlier. In Switzerland and Sweden, too, the increase in the year to March
1968 was smaller than before. In France the rise in consumer prices accelerated
in the second half of 1967 as a result of increases in charges for social
security and public services. In addition, the extension of the value added



Labour market, wages and prices.

Unemployment? Wages? Consumer prices
Countries June June Dec. June June Dec. June June March
1966 1967 1967 1966 1967 1967 1966 1967 1968
in thousands 12-month rate of change, in percentages

Austria . . . . . T 73 T2 6.2 7.7 3.8 - 1.1 1.3 3.t
Belgium, . , . . 61 88 96 0.3 6.3 6.7 5.0 2.7 2.¢
Denmark . . . . 19 32 26 12.0 8.6 g8.9 5.9 4.9 i0.4
Finland . . . . . 43 48 54 7.3 a.5 . 3.6 4.8 7.3*
France . . . . . 148 198 226 59 5.9 6.1 1.2 2.4 3.8
Germany , . . . 157 624 408 6.6 2.1 2.4° 3.4 1.5 1.2
ltaly . ..... 790 631 654 2.8 4.3 3.4 2.0 2.0 1.7
Metherlands. . . 40 a8 a9 t1.0 5.5 7.1 5.7 3.8 4.6
MNorway . . . . . 10 13 12 4.7 8.3 7.1 2.4 5.4 4.4
Portugal .. . . . 6.4 10.0 14.8 3.6 3.3 6.7
Spain ., ... 103 128 179 5.3 i3.z2 . 7.4 5.0 &.4°
Sweden, . . . . 23 40 40 5.8 2.8 7.3 7.7 4.2 2.1
Switzerdland . . . — - — 4.1 B4 5.2 4.8 4.3 3.4
Canada . . . .. 259 326 363 57 7.2 a.2 3.4 as 4.6
dapan . .. . . 410 450 640 0.3 12.2 12.2 53 2.4 5.2
Unijted Kingdom , 341 627 584 5.1 2.7 5.7 3.9 2.4 3.4
United States . . | 2,938 3,000 2,801 a8 4.1 5.1 .5 2.7 3.¢

1 Seasonally adjusted except for Finland and Spain. 2 Earnings. Wage rates in the ¢ase of France, ltaly,
Metherlands, Switzerland and United Kingdom. ¥ Qctober. 4 Fahruary,

tax to retail trade caused the index to rise at the turn of 196768, as was
also the case in Germany, when at the beginning of 1968 this method of
taxation was substituted for the turnover tax. In Denmark about half of
the 10 per cent. rise in prices in the year to March 1968 was accounted
for by higher indirect taxes.

In Japan the rate of price increase quickened to over 5 per cent. as the
economy moved closer to full employment. In Canada prices also rose some-
what more than in 1966, despite the slow-down in activity.

The changing pattern of demand.

The real gross national product of the principal continental countries 1s
estimated to have increased in 1967 by 2.9 per cent., compared with 3.7 per
cent. in 1966 and 4.5 per cent. in 1965. Moreover, as the rate of growth
tapered off, the external balance on trade and services account improved, thus
suggesting that demand pressures eased more than elsewhere, So far as
domestic demand 1s concerned, the rate of increase of fixed investment, more
particularly of plant and equipment, declined the most. The expansion of
private consumption also dropped off — more so, in fact, than did that of
public consumption, which in some countries was used as a buffer to sustain
or reactivate demand.

The slower growth on the Continent in 1967 was, as suggested earlier,
largely accounted for by the recession in (Germany. In three of its smaller
neighbours — Austria, Belgium and Switzerland — real product rose by no
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Changes in the gross national product and its components,
at constant prices.

Bources of demand Resources
Consumption Gross fixed domestic
W investment Exports { Imports &
Countries Years of goads § of goods 7089
Plantand| o . | and and | hational
Private | Public | Total equt- ings | Bervices | services product
men
in percentages
Austria . . . . . 1265 5.0 - 1.2 5.0 5.8 1.0 6.4 11.6 2.3
1966 a.7 a.e T4 8.3 0.7 6.6 10.6 4.8
1967 3.3 3.3 0.4 0.7 - 1.5 5.7 2.7 2.5
Belgium. . . . . 1965 4.1 6.9 a.3 4.8 0.6 8.2 7.5 3.5
1966 2.9 &.7 5.6 10.4 - 7.8 a.8 7.8 2.7
1967 1.8 §.0 1.2 5.5 2.5 2.7
Danmark*. . . . 1966 C 4.0 4.1 4.8 4.2 7.6 8.1 7.3 4.5
1966 2.9 5.4 3.0 3.3 1.8 3.5 5.5 1.9
1967 3.4 5.8 T 5.9 13.0 5.6 6.6 3.4
Finland . . . . . 1965 5.4 5.3 10.7 11.2 8.9 4.4 8.2 5.2
1966 4.2 3.9 1.0 — 0.2 5.1 7.4 4.8 2.4
1967 4.0 4.0 — 2.0 — 2.3 — 1.5 5.0 — 2.0 2.0
France . . . . . 1865 4.0 3.7 6.8 4.1 8.9 11.3 3.6 4.2
1966 4.7 35 58 8.8 a1 T.0 11.1 4.9
1967 4.0 4.5 6.9 3.4 5.4 4.2
Germany 1965 6.4 6.9 6.8 7.7 a.1 1.7 16.2 L]
1966 3.5 1.0 0.2 — 0.1 2.5 10.8 2.7 2.3
1967 0.6 a.2 - 7.7 - 7.2 —10.0 8.2 — 0.4 — 0
Maly ... ... 1965 2.2 3.6 — 8.4 — 9.5 — 6.2 20.8 1.9 3.5
1966 5.9 3.5 3.4 590 - 1.3 13.2 13.7 5.7
1987 &.1 2.7 10.1 13.1 4.1 6.0 10.5 5.9
Metherlands . . . 1865 T.2 —- 0.1 6.1 3.6 11.8 7.7 6.6 4.7
1966 2.7 2.8 &.8 6.6 7.3 5.8 7.7 2.5
19687 4.3 5.0 6.8 5.3 12.8 6.5 4.2 4.8
Norway* 1965 3.5 2.0 10.3 11.1 5.8 71 9.4 8.2
1966 4.2 3.0 5.9 .1 4.5 7.7 8.9 3.9
1867 4.1 4.9 8.6 8.4 2.9 11.1 12.0 4.3
Sweden* . . . . 1965 4.5 6.4 a.s 3.8 3.z 4.0 11.5 3.7
1966 1.7 5.9 5.9 8.5 — 2.0 5.4 2.9 2.9
1967 2.8 &.5 8.7 4.1 15.6 6.4 4.6 3.8
Switzerland . . . 1965 a.7 0.8 — 1.6 - 1.4 — 4.8 12.0 34 4.3
1966 2.3 5.4 — 0.4 — 0.2 — 4.8 8.2 3.5 2.8
1967 2.0 2.5 — 1.4 - 1.2 — 2.0 3.3 2.2 1.6
Total for above
countries . . 1965 4.5 £.3 3.5 3.8 2.6 8.6 8.2 4.5
1966 4.0 3.2 3.2 4.0 0.6 8.4 8.9 3.7
1967 3.0 4.0 1.4 1.8 0.0 6.6 a.9 2.9
United Kingdom, 1966 1.7 3.4 4.0 4.4 2.1 6.0 2.8 2.3
1966 1.9 3.7 1.5 2.6 — 3.2 3.0 2.6 1.6
18967 2.0 4.4 5.4 4.5 8.9 — 2.0 4.1 1.0
United States . . 1966 6.6 1.8 8.7 13.2 — 4.8 2.7 11.7 6.1
1966 4.9 2.8 4.4 a.2 —12.7 8.8 15.6 58
1987 2.9 13.3 — 0.6 0.3 — 4.8 4.2 6.0 2.8
Canada. . . . . 1885 6.0 3.4 12.2 14.7 0.3 5.7 13.0 6.9
1966 5.1 10.4 13.0 16.1 — 3.9 12.3 12.9 6.5
1987 4.8 2.3 - 1.7 — 20 a.5 2.9 4.9 2.8
Japan. . . . .. 1865 6.2 1.6 2.2 — 0.5 171 23.6 7.1 3.7
1966 8.4 7.8 2.5 9.9 7.2 16.0 i2.41 10.7
1967 8.4 101 21.7 22.6 17.3 7.8 23.8 13.7

* In the case of Denmark, Morway and Sweden the official

and repairs; these are excluded from the above figures.

data for domestic investment include maintenance




more than 1%-21% per cent. A common feature in all four countries was the
development in fixed investment, which in Germany declined sharply and in
the others showed little change either way. In France, on the other hand, the
overall growth rate of 4.2 per cent. was only slightly below that of 1966,
thanks t0 an acceleration in fixed investment and public consumption which
offset an easing of exports and private consumption.

In Italy, the Netherlands and the Scandinavian countries the rise in real
product last year was actually greater than in 1966 — in some cases substan-
tially so. One of the main reasons for this was the marked increase in the
rate of house-building — except in Italy, where rising investment in plant and
equipment was the important factor, and in Finland, where exports rose
appreciably. Another dynamic element of demand, again with the exception
of Italy, was a speeding-up of public consumption. Private consumption played
a fairly passive réle, and in the case of the Netherlands, Norway and Sweden
lagged behind the growth of real product.

In Canada the decline in the growth of real national product, from
6.5 per cent. in 1966 to 2.8 per cent. in 1967, was much the same as in the
United States. But, in contrast to the latter country, public consumption
expenditure increased only modestly, and investment in plant and equipment
actually declined. However, demand was sustained by a higher level of exports,
as well as by a fairly large increase in private consumption.

In Japan the growth of real product speeded up further in 1967 under
the impetus of a big increase in investment. As this led to an acceleration in
imports at a time when foreign markets were weakening, the external current-
account balance deteriorated sharply.

The most important single factor underlying variations in the external
current-account positions of western European countries in 1967 would appear
to be the different rates of change of domestic investment. This, not sur-
prisingly, also seems to hold true for practically the whole of the past fifteen
years. The reason lies primarily in the volatile nature of investment, both
fixed capital and inventories, which tends to fluctuate more than other
elements of domestic demand and hence also more than national saving. Thus,
an acceleration of domestic investment usually tends to be associated with
increased imports and depressed exports. Matters are not always that simple,
of course, and the external balance may at times depend more on such factors
as the level and composition of foreign demand, the state of public-sector
budgets, shifts in domestic income distribution and the appropriateness of the
exchange rate. '

It will be seen from the following graph that changes in the rate of
investment in Germany have been quite similar to those in the United
Kingdom 1n timing but not in amplitude. Over the period 1956—58, when the
rate of investment slowed down in both countries, substantial current-account
surpluses were recorded. In 195¢-60, as investment in both cases accelerated,
Germany retained its surplus while the United Kingdom moved into large



Fluctuations in investment' and the balance of payments.?

Grogs domestic investment,

Batanca of payments on current account deviation from trend

3.780
(3| | unmiTED KINGDOM

$ milllard ¥ milliard

GERMANY
2.0

-2.0 - —-2.0
I N T (T R O A Y I [ T O Y T Y Y O I |
5.210

ITALY FRANCE

SWITZERLAND NETHERLANDS
0.5 — — 0.5
T A iaanr? .

o el Lot L _‘ o\ alln j 0
-0.5 —=0.5
[ A I N Y Y O A A | I A N I o A I

MAR
0.5 SWEDEN ] _DEN K os
0 0
=0.5 -1-0.5

I I I I
1953 54 55 56 57 58 59 60 61 62 63 64 65 66 1967 1953 54 55 56 57 56 59 60 61 62 63 64 65 66 1967

NP2090

1 Gross domestic investment in cutrent prices expressed as deviations fram the 1953-67trend, which is represanted
by the zero line. 2 Current-account balance of payments in absolute terins,




deficit. However, the revaluation in Germany in 1961, together with a marked
cut-back in the rate of investment in the United Kingdom in the 196163
period, left both countries with similar current-account positions by about
1963. From 1963 to 1964 Investment accelerated sharply in the United
Kingdom, accompanied by the emergence of a large external deficit, while in
Germany the speeding-up of investment was spread over two years, giving
rise to a deficit in 1965. Since 1965 the rate of investment in Germany has
declined much more than in the United Kingdom, and Germany's large
external surplus is surely not unrelated to this fact. Public-sector investment
kept capital outlays in the United Kingdom relatively high in 1967 despite
the general restraint measures introduced eatlier,

Italy and Switzerland followed a somewhat similar pattern to that of
Germany. In the years 1958-60, when the rate of investment was below the
long-term trend, external surpluses were recorded. However, as the rate of
investment accelerated, the surpluses diminished in size and eventually gave
way to substantial deficits. From about 1964 onwards the rate of investment
slowed down markedly in both countries, giving rise to sharp swings back
into external surplus, In Italy a new reversal began in 1965, and by 1967
investment was again on its long-term trend.

‘France's series of substantial current-account surpluses from 1959 to
1963 occurred when investment was running well below the long-term trend.
From 1964 onwards, apart from the temporary reversal in 1965, France held to
a higher rate of investment, which was accompanied by return to approximate
external balance, During this period public investment was stimulated to
compensate for weakness in private investment, and the underlying rate of
saving was increased through a strengthening of the budget. Similarly, the
Netherlands achieved successive external surpluses over the years 1958-63,
when investment was below trend. The higher rate of investment since 1964
has usually been associated with external deficits, whereas the aim of policy
has been to maintain a surplus.

In Sweden and Denmark, just as in France and the Netherlands,
investment since 1964 has been above the long-term trend. In Denmark the
move to a higher rate of investment, leaving aside the vear 1963, appears to
have been a gradual development dating from 1958. Beginning in 1960, current-
account deficits have been recorded in seven out of eight years. For Sweden
substantial deficits began in 1965 in conjunction with a marked acceleration in
investment that started in 1964.

But while domestic investment and external balance often seem closely
interrelated, the policy implications of this relationship are less obvious. In the
first place, investment includes not only fixed capital expenditure but also
inventories, which are tied rather more closely to changes in the level of
total demand. Secondly, the relationship does not necessarily imply that the
solution to a balance-of-payments deficit lies simply in cutting back the rate
of fixed investment. For example, France, by sirengthening its budget position
from late 1063 to 1965, increased national saving as well as investment
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without falling into external disequilibrium. By the same token, an excessively
rapid acceleration of investment does not imply the need to emphasise monetary
rather than fiscal restraint. The latter, by damping down final demand while
also adding to national saving, may help to maintain a higher rate of invest-
ment over the long run. What the relationship does suggest, however, is that
countries must strive t0 keep changes in the rate of Investment more closely
within the bounds of available saving.

Interest rates and the flow of funds.

On the Continent active steps to ease monetary conditions did not start
until Germany provided a lead from the beginning of 1967 onwards. Between
January and May the Bundesbank reduced its discount rate in stages by
altogether 2 per cent., helped by the fact that downward adjustments were
also made by the United States, Canada and the United Kingdom. From
January up to the autumn the official discount rate was brought down in
Belgium by 114 per cent., in Sweden by 1 per cent, in Austria by 34 per
cent. and in the Netherlands and Switzerland by % per cent. In France and
Italy monetary policy remained relatively easy, as before.

Changes in official discount rates since 1965,

officlal T ofticiat Official
Country and discount Country and discount Country and digcount
date of change rate date of change rate date of change rate
in % in % in %
Austria Germany Spain
E7th June 1963 P 4 Sth May 196% . . . . . 2 oth Juns 1961 . , . . . [
18th April 1967 . . . . . L yA 22nd January 1965 . ., . o 324 27th November 1967, . . 5%
26th Dclober 1967 3% 13th August 1965, . . .| 4 Sweden
27th May 1968 . . . . . 5 6th November 1964, . .| 5
Belgium 6th January 1967 . . . .| 4% oth April 1965 . . . . . 5%
rd Juiy 1964 , . . . . a%, 17th February 1967 . . . 4 10th June 1966, . . . . -]
2od June 1966 . . . . . 5Y; 14th Aprif 1967 . . . . . 3% 3rd February 1967 . . .| 5%
2nd February 1967 5 12th May 1967 . . . . . 3 10th March 1967 . . . . 5
23rd March 1967 . . . .| 4% G 15th December 1967 6
s May 1967 . . . . . Y reece bruar .
fath September 1967 . .| 4% [ 17th danvary 1083 . . .| sy 59'“:: Fe e 1968 e
26th Oclober 1967 4 25th July 1967 . . . . . 4% nEelan ,
Tth March 1968 Y Sed July 1964, . . . . . 2%
lceland 6th July 1966. . . . . . ay
Canada 20th December 1960 . .| 8 10th July 1967 . . . . . 2
24th November 1964 . .| 4% st January 1965 . . . .| 8 United Kingdom
6th Dacember 1965 . . 4%, ist January 1966 . . . 9 23rd November 1964 . . Fi
t4th March 1966 . . . .| 8% (| | ?;‘:hdmi:gg: SRR 3
???Aii?fu:;?wf?: i% {8th March 1964 . . . .| B.57 26th January 1967, . . .| &%
27# Seplember 1967 ) 5 gth January 1965 . . ., . 5.20% 76th March 1967 . . . . &
" il198s . . . . . 5.84 )/
20th November 1967. . .| 6 3rd April dh May 1967. . . . . . s%
£2nd January 1968 . . . 7 26th June 1865, . . . . 5475  131h October 7967 .. [
15ih March 1968 . .+ . . 7% 1st Seplember 1967 . . . 5.84 oth November 1967 . . . 8Y;
gth January 1968 . . . . 6.205|)  pgth Novermber 1967. . .| &
Benmark Notherlands 21st March 1968 . . . . TV
11th June 1964 6% Mh June 1964 |, . . . . ay, United States
19th Decernber 1967 . 7 20d May 1966 . . . . . 5 24th November 1964 ., .| 4
19th March 1968 . . . . 7 15th March 1967 . . . . 4, 6th Decembar 1965 4
7th Aprit 1967 . . . . . 4
France Portugal 20th November 1967, . . &
14th November 1963 . . 4 12th January 1944 , . , 2Yi 22nd March 1968 . . . . 5
8th Aprit 1965 . . . . . %% 15t September 1965 3 19th Aprit 1968 . , , . . 5%




Interest rates.
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These changes, supplemented by other policy actions to supply hiquidity,
marked a general return to easy monetary conditions on the Continent.
Subsequently, in late 1967 and early 1068, largely as a consequence of the
sterling devaluation and its repercussions in the gold and exchange markets,
discount rates were raised sharply in the United Kingdom, the United States,
Canada and Japan. Even over this period, however, no continental country
that kept to its old exchange parity, other than Sweden, found it necessary
to raise its discount rate. In March 1968 Belgium reduced its rate once
again.

On the other hand, even though aggregate demand on the Continent
remained subdued throughout most of 1967, long-term interest rates refused to
respond much to easy monetary conditions. In Germany the decline in
government bond yields from their unusually high level in the summer of
1966 came to a halt at just under 7 per cent. in the spring of 1967, and
official intervention was later needed to keep them from rising again. In the
Netherlands, formerly a country with low rates, the government bond yield
dropped briefly below 6 per cent. in the spring, but subsequently kept within
a range of about 614-61% per cent. In Belgium, notwithstanding the succession
of discount rate reductions, the yield on government bonds declined only
hesitantly from the summer onwards. In Switzerland, even more than in
Belgium, long-term vyields were higher in the summer of 1967 than a year
earlier, and they were brought down only temporarily by the July reduction
in the discount rate. In Italy and France yields remained fairly stable in 1967
and early 1968.

Three factors explain the downward stickiness of long-term interest rates
in 1967: (1) the strong preference for liquidity, (2) the demand for long-term
funds, particularly by public authorities, and (3} in some countries the flow
of funds to the international bond market.

1. Liguid asset formation. In most couniries money and quasi-money,
particularly the latter, expanded more rapidly in 1967 than in the previous
year. This was partly a reflection of the normal process of building up
liquidity that accompanies an economic slow-down, and 1t was facihitated
by easy monetary policies combined in most cases with external surpluses.
But a further reason was that the prospect of renewed expansion, and the
retrospect of tight money in 1966, fostered expectations of a possible new
upswing in interest rates,

These same conditions, together with the relatively high cost of long-
term funds, stimulated the demand for bank credit. Lending to the private
sector accelerated in Belgium, Finland, France, the Netherlands and Sweden,
but grew less fast than before in Germany and held to its former trend in
Italy and Switzerfand. Lending to the public sector speeded up in Austria,
Denmark, France and Germany. At all events, the buovancy of credit to
the domestic economy, coupled with the strong preference for liquidity, led
to large increases in liquid assets held with the banking system.



Domestic liguid assets.

Annual Money Annual Money

changes and changes and

in quasi- In quasi-
Coundries Years money money? Countries Yaars moneay money2
and as per- and as per-
quasi- centape quasi- centage
money! of GNP money! of GNP

Austria . . . . . . _1965 14.53 53.8% Morway . . . . . . 1965 2.54 51.7
1966 13.72 54.7 1966 2.32 51.4

1967 14.03 56.4 1957 2.81 51.9

Belgium., . . . ., . 1965 32.70 45.4 Spain . ... .. 1965 144.70 68.4
1966 33.90 45.9 1966 130.70 64.9

1987 3320 47.0 1967 174.50 &68.7

Denmark . . . . . 1963 3.02 47.1 Swaden. . . . . . 1968 3.02 &6.7
1966 4.16 #8.1 1966 5.95% 659

1887 3.63 48.9 1967 8.94 &67.7

Finland . . . . . . 1965 1,080 40.7 Switzerland . . . . 1965 6.01 129.3
1966 1,362 £2.1 1966 5.47 128.9

1967 1,020 42.6 1967 8.51 132.3

France . . . . .. 1965 18.04 37.4 United Kingdom . 1965 899G 24.0
1966 18.86 28.4 1966 5828 34.1

1967 24.48 39.7 1967 1,410 35.0

Germany . . . . . 1965 22.40 40.0 Uinited States . , . 1965 28.00 43.7
: 1966 21.20 42.0 1986 16.70 42.7
1987 29.40 45.8 1967 a5.30 44.0

aly . ... ... 1965 3,480 . 65.0 Canada. . . . ., . 1865 1.98 35.8
1986 3,658 49.6 1966 1.24 34.6

1867 4,129 73.1 1967 a.10 36.8

Netherlands. , . . 1965 4.20 59.1 Japan. . . . ., ., . 1985 3,872 7d.1
1966 3.681 54.9 1966 4,128 77.7

1967 5.83 &0.1 1867 4,875 75.7

¥ In milliards of natienal currency units (Finland and United Kingdom, in millions). 2 Annual averages.
Source: WMF, Infernational Financial Statistics,

In Canada the substantial growth in bank deposits in 1967 was partly
connected with the acceleration of credit demand but was partly also due to the
strengthened competitive position of the banks under the new Bank Act
introduced in the spring of that year. In Japan the expansion of bank deposits
was limited to some extent by the external deficit and a return to monetary
restraint.

2. Domestic capital issues. Despite easy monetary conditions, the private
sectot’s continuing strong liquidity preference somewhat inhibited the volume
of new capital issues in 1967. Although capital issues in most continental
countries recorded an increase, it was generally small viewed in relation to the
rise either in the gross national product or in hquid assets held with the banks.

In Germany, it is true, the capital market staged a certain recovery last
year, with net Issues rising again to about their 1965 level after having fallen
off sharply in 1966. However, apart from a resumption of borrowing by public
authorities, most of the increase was accounted for by issues of bank bonds
which were taken up by other banks. Private-sector purchases remained
subdued. In France and ltaly net issues declined, partly reflecting in both
cases a reduction in long-term borrowing by the central government. In
Denmark, although there was a small rise, issues were still below the level
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Domestic capital markets: Net issues,

Public Private?

Local Private 7,45

author- Foreign | 4,40 and et
ities jssues foreign issues

Countries Years | State and | Shares | Bonds issues
ublie
odles
agpercentages
in milliards of national currency units of GNP

Belgium, . . . . 1968 §T.21 12,09 | 11.46 | 15.30 0.26 | 86.32 3.2 6.8
1966 12,97 | 12.24 | 13.95 | 14,12 0.46 | 353.74 3.1 5.9

1067 12.17 | 2409 | 11.96 | 2210 70.32 3.5 7.2

Denmark . . . . 1965 |—0.14 - 0.30 4.82 — 4.99 7.3 7.7
1966 |—0.16 - 0.23 4.20 - 4.27 5.8 5.6

1967 | —0.16 - 0.28 4.37 - 4.50 5.5 5.4

France . ... .| 1988 0.1 0.69 5.02 6.27 0.12 | 1218 2.4 2.6
1966 .56 0.84 3.68 7.13 0.20 12.38 2.2 2.5

1067 0.30 0.85 3.35 6.92 0.20 | 11.62 2.0 2.2

Germany . . . . 1965 1.152 1.96 3.96 0.36 1.36% | 17.79 3.2 3.9
1966 0.382| 0.08 2.71 5.10 1.34° 2.58 1.9 2.0

1967 2112 2.98 1.91 10.23 0.82'] 18.05 2.7 3.7

ftaly . ..... 1965 161 5014 406 | 1,298 12 | 2,377 4.8 6.7
1266 719 832% 470 | 1,198 72 | 3291 4.5 8.5

1967 1,006* 396 | 1,389 20 | 2,811 4.3 6.7

Netherlands 1965 | —o0.03 0.59 0.1 0.7t 0.04 141 1.2 2.6
1966 | —op.02 0.66 0.06 0.80 | —0.07 1,43 1.1 1.9

1967 0.32 0.76 0.06 0.26 | —0.04 1.37 0.4 1.7

Spain ... .. 1965 26.51 8.01 | 34.76 | 25.93 - 96.11 4.7 7.5
1966 24.44 675 | 40.08 | 26.19 - 87.46 4.5 6.6

1967 27.80 | 10.09 | 4855 | 28.71 - 113,18 4.5 6.8

Sweden. . . . . 1965 |—0.29 0.29 0.93 2,73 - 3.66 3.7 3.7
1966 |—0.14 0.37 0.72 4.60 - 5.55 4.9 5.1

1967 1.20 0.52 0.56 5.62 - 7.89 5.2 6.6

Switzerland® 1965 | —0.22 0.75 1.54 1.81 0.26 4,18 6.0 6.9
1966 0.00 0.90 .21 1.59 0.42 4.1 5.0 6.4

1967 0.06 0.89 1.20 1.60 0.71 4.46 5.1 6.5

United Kingdom . | 1965 o.22%| o.z1 0.07 0.37 0.02 0.90 1.3 2.5
1966 0.23*| 0.3 0.19 0.51 [—0.02 1.11 1.8 2.9

1967 0.53%| o0.22 0.07 0.41 0.11 1.33 1.5 34

United States”. . | 1965 3.s0®| s.a0 3.00 8.10 1.60% ] 22.40 7.9 3.3
1966 6.30* | 5.50 5.00 | 1t.t0 1.50° | 29.40 2.4 4.0

1967 12.70* | 9.40 5.00 | 15.80 1.90°| 44.80 2.9 5.7

Canada. . . . . 1965 | —-0.06 0.73 0.4% 0.99 0.02°{ 2.15 2.8 4.7
1966 0.42 1.41 0.58 0.53 0.04° 2.98 2.0 5.1

1967 0.82 1.57 0.47 0.68 - 3.54 1.8 5.7

Japan. . . . . . 1865 |— 10 151 277 1,391% - 1,809 5.5 5.9
1966 797 208 433 1,876" — 3,0M1 57 8.6

1967 645 177 398 1,690 - 2,919 5.0 7.0

1 [ncludes issues of semi-public credit institutions and nationalised industries.
of bonded lcans and medium-term notes.

borrowing.
public hands.

including agency issues and parficipation certificates.

% In¢ludes issues sold to foreigners.

3 Includes privately-placed issues.
? Based on Federal Reserve flow-of-funda data, excluding mortgage loans.
10 In¢cludes public corporation bonds.

? Gross.

2 Change in market holdings

4 [ncludes indirect Treasury
% Change in marketable debt (excluding Treasury bhills) in

¢ Direct issues,

recorded two years earlier. In the Netherlands the central and local govern-
ments had greater recourse to new issues, but other borrowers restricted their
activity. In Switzerland the moderate rise in issues was accounted for mainly
by the bigger volume of non-resident issues, which were taken up to a large
extent by foreign investors.




On the other hand, the increase in new issues in Belgium and
Sweden was quite substantial in 1967. In Belgium, given an external
surplus and conditions of monetary ease, the public sector covered a larger
proportion of its financial requirement by borrowing at long term. In Sweden
the rise was a matter of increased borrowing by both the public and the
private sectors.

In Canada, the United States and, to a lesser extent, the United
Kingdom new issues expanded last vear. While in Canada and the United
Kingdom the rise was accounted for mainly by public-sector borrowing, in the
United States corporate issues also showed a substantial increase. In Japan
total issues fell off slightly under conditions of monetary restraint.

3. The international bond market. The pull of long-term funds to the
international bond market was a third factor tending to sustain domestic
interest rates in certain continental countries, though others benefited as net
takers of funds. In most countries, except those in Scandinavia, residents are
free to purchase bond 1ssues on the international market (so-called Euro-bonds),
which frequently offer net vyields well above those prevailing on domestic
matkets. The net flow of funds to this market from such countries as
Germany, the Netherlands, Belgium, Italy and Switzerland appears to have
been considerable last year, though no precise data are available on this,
The market is also supplied to an important extent by funds coming from
other parts of the world, such as the Middle East and Latin America.
On the other hand, purchases by UK residents are limited by the scope
existing for converting sterling into investment dollars at a premium, while
those by US residents are subject to the interest equalisation tax,

According to estimates of the Bank for International Settlements, total
foreign and international bond issues rose from about $1,940 million in 1963
to $4,210 million in 1967. Most of this growth reflected the rapid expansion
of International bond issues, i.e. those arranged by international underwriting
syndicates for sale in a number of different countries. Thus, international
issues In 1967 accounted for 44 per cent. of total issues abroad, as against
only 7 per cent. in 1963 when the US interest equalisation tax was intro-
duced. About go per cent. of these issues were denominated in US dollars,
as against about 60 per cent. four years earlier, On the other hand, foreign
issues, Le, ‘‘classical”’ issues on a single national market denominated in the
currency of that market, showed relatively little increase between 1963 and
1967. Moreover, approximately four-fifths of the total growth in that category
was accounted for by issues on the US capital market by Canada, which is
exempt from the interest equalisation tax,

International issues went up sharply from $1,105 million In 1966 to
$1,860 million in 1967. One reason for this was the readier availability of
investible funds as a result of the return to monetary ease on the Continent,
which was accompanied in some countries by a decline in long-term interest
rates from their 1966 peaks. In addition, foreign holders of German bonds,



Foreign and international bond issues.’

Foreign issues: Markets of issue
’ Mional | iasuns
Borrowin - . na
countries oF agreas Years rc'n:g\?ttai.l l-II(Tti'lt:? Canada g{'a'}:g Total | fesues? | abroad
Europe? dam
in millions of US dollars

Continental Europe . . . . 1963 159 —_ - 307 466 88 553
1964 81 4 - 35 120 408 528
1965 75 4 —_ 25 104 456 559
1966 20 14 — — 104 426 531
1967 53] _ -_ 18 73 859 a31
United Kingdom . , , . . . 1963 16 - — 40 &6 — L1
1964 15 - -_ & 20 _ 20
1965 23 — —_ BO 103 25 128
1966 12 - _ - 12 40 52
1967 23 | -- — - 23 51 74
Canada . . ... .. ... 1963 - - - 748 T48 _ 748
1964 - - - 777 777 - 7T
1965 —_ _ — 1,034 1,034 - 1,034
1966 - _ e 1,070 1,070 -_ 1,070
1967 —_ -_ - 1,172 1,172 - 1,172
United States . . . . . .. 1963 @ - - - 2 - 9

1264 - —_ _ - — _ —_
1965 10 _— - - 10 e | 341
1966 190° - - - 190 439 829
1967 71 -_ _ - T 52T 588
Japan .. .. oo 0 1963 25 12 - 138 177 20 197
1964 a7 —_ _ _ 37 162 199
1865 10 - _ 83 T3 25 28

1966 - —_ —_ _ - - -
19467 _ _ _ 15 15 - i5
Restoftheworld . . . . . . 1963 28 129 -_ 123 280 25 305
1964 45 55 -_ 2186 316 - a2
1965 - id-] - 215 275 83 asy
1966 - 42 - 204 246 101 a47
1967 31 102 - 237 370 305 675
International institutlons . 1963 68 - - - =2:] 5 T3
1964 a5 8 _ 150 253 121 arz
1965 70 _ 23 200 293 128 421
1966 182 —_ ar 175 394 101 495
1967 114 _ —_ S10 G624 120 744
Total issues placed . . . . 1863 306 - 143 - 1,356 1,805 137 1,942
1964 272 68 - 1,184 1,523 696 2,219
1965 18e 63 23 1,617 1,892 1,046 2,938
1966 474 56 a7 1,448 2016 1,107 3,123
1967 296 102 -_ 1,948 2,347 1,861 4,208

1 With a currenc?r period of five years or more. [ncluding known private placements. Company botrowing through
fareign subsidiaries is normally treated as borrowing by the country of the parent company. 2 Non-resident
isgues in Germany between March 1964 and the end of 1967 are generally treated as international issues. In March
1964 the 25 per cent. withholding tax {coupon tax) on interest payments on German bonds held by non-residents
wag announced., As a result, non-resident issues, which are not subject to that tax, were sold until recently
mainly to foreigners at inferest rates below those prevailing on the domestic market. 3 Consists mainly of a
US company issue in exchange for shares of a German company (Texaco/Deutsche Erddl).

who are subject to the 25 per cent. coupon tax, reduced their holdings on a

large scale, presumably switching in part to international bonds. On the

demand side, an important factor was the doubling of the volume of inter-
national issues by continental borrowers, mostly from Austria, Belgium, France
and the Scandinavian countries. Issues by US companies and their overseas

affiliates rose from about $440 million in 1966 to over $525 million in 1967.



Yields on new international issues denominated in US dollars.
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1 Yields to maturity according to terms of issue for new long-term loans offered publicly. 2 Including government-
guarantead issues. ¥ Including issues of nationalised industries, but excluding convertible bonds,

Tnterest vields on new issues of international bonds denominated in
US dollars, after having increased between 1965 and late 1966, dropped back
considerably in early 1967 with the general easing of international monetary
tensions. In the late spring and early summer, however, yields moved up again
to a higher level, tending to stabilise within a range of 634—7% per cent., the
exact rate depending on the type of borrower. In late 1967 and early 1968 pres-
sure on the dollar, accompanied by a tightening of US monetary policy and the
new balance-of-payments programme, contributed to a further rise in yields.

Over the past three years the vields on new international issues by
corporattons have fluctuated less widely than those on issues by governments
and governmental bodies. One reason is that corporations tend, whenever yields
rise above certain levels, to shift over to convertible issues. This was the case
in early 1966 and again in early 1968. At any given time, moreover, the
yields on corporate issues have tended to concentrate within a narrower range
at a lower level than those on government issues. This is mainly a reflection
of the fact that the corporations in question have generally been a homo-
geneous group of borrowers of high international standing.

In the first four months of 1968 total public offerings (i.e. excluding
private placements) of foreign and international bonds amounted to $1,630
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million, as against $1,145 million in the corresponding period of 1967. The
most important change was that in international issues by US companies
and their subsidiaries, which in the first four months of 1968 socared to about
$740 million from $165 million in the earlier period — a direct consequence
of the tightening of the US balance-of-payments programme at the beginning
of 1968. Of this total, about 85 per cent. took the form of convertible issues.

In 1967 the paradox of easy monetary policies and high long-term
interest rates presented a new problem to monetary authorities on the
Continent. If easier conditions prevailed on the capital market, it might not
only contribute to a revival of industrial investment but also facilitate capital
outflows and external adjustment. To help towards this end, therefore, the
authorities in various countries adapted their policies in ways designed to
reduce upward pressures on long-term interest rates. These policies are
discussed below in the context of developments in individual countries.

Continental western Europe.

Germany. Although investment and output had been declining since the
previous summer, monetary policy did not shift towards active ease until the
turn. of 1966-67, by which time government finances had been put on a
sounder basis and price inflation had weakened. But, once started, the return
to ease proceeded quickly. The discount rate was brought down in four
stages from 5 per cent. In January to 3 per cent. in May, and the rate on
advances against securities was reduced by an additional 15 per cent. in
August. Furthermore, minimum reserve requirements were progressively lowered
up to September, by which time DM 6 milliard had been released from
compulsory reserves. However, as private credit demand remained weak until
the summer, and as arbitrage margins were attractive, the credit institutions
used their liquidity accruals in large part to Invest at short term abroad. This
outflow, though it tended to limit the decline m domestic interest rates,
served to offset Germany's large external basic surplus.

Fiscal policy, too, was used to stimulate activity. Although certain cuts
in expenditure and increases in taxation had been deemed necessary in the
1967 budget, it was decided in January to allow the cyclical decline in
revenue to have its full effect on the deficit. In addition, a “‘contingency
budget”’ was implemented, providing for credit-financed investment outlays of
DM 2.5 milliard. The Bundesbank lent support to deficit financing by
broadening its money-market operations and supplying liquidity generously.
Furthermore, an incentive was given to private capital outlays by granting,
until October, special depreciation allowances on new investment.

By the summer a trough was reached and recovery slowly got under
way. The improvement derived mainly from the capital goods sector, under
the impetus of both domestic and external orders. Besides the influence of
expansionary policies, the turn-round in investment was encouraged by a



widening of profit margins related to gains in productivity. Public-sector
investment remained weak, however, as also did consumption and inventory
accumulation. To speed recovery on its way a second contingency budget
was Introduced in July. It called for public investment of DM 5.3 milliard,
which was to be financed chiefly by the government and carried out mainly
by local authorities.

In the spring and early summer the capital market began to show signs
of renewed strain. With long-term yields rising abroad, principally in the
United States and on the international bond market, foreigners began to
unload their holdings of German bonds, which for them are subject to a
25 per cent. coupon tax. Market pressures were also aggravated by the social
security Institutions’ need to sell off some of their holdings. Moreover,
with new issues expanding and recovery getting under way, the banks became
more reluctant to take up new securities. In these circumstances, In order to
make its policy of monetary ease effective, the Bundesbank embarked in
August on a new policy of open-market purchases of long-term government
bonds. By the end of the year it had taken up some DM 1.3 milliard’s worth,
and the yield on such bonds came down from 6.9 per cent. last summer to
6.7 per cent. early in 1968. QOther yields rose, but only slightly.

As a result of the policy of monetary ease, together with the continuing
external basic surplus, the banks' free liquid assets increased over the year by
almost DM 15 milliard to nearly DM 35 milliard. Favoured also by a sharp
rise in resources at long term, the banks were in a position to respond easily
to domestic credit demand. However, private-sector borrowing did not revive
until the summer, and the total for the year, at DM 15.4 milliard, was well
below the DM 1g.1 milliard taken up in 1966. Public-sector borrowing, on the
other hand, accelerated under the influence of deficit spending, amounting to
DM 117 milliard, as against DM 6.4 milliard the year before. Moreover, by
stepping up their lending to foreigners, the banks accounted for a major part
of the steep rise in net long-term capital exports.

Reflecting mainly a resumption of issues on behalf of the public sector,
net bond issues by residents rose to DM 15 milliard in 1967. This result
was made possible by the credit institutions’ unprecedentedly large purchases
of DM 11.6 milliard. Purchases by private households, at DM 2.6 miiliard,
were only about half as high as in the years leading up to the bond-market
crisis of 1966.

An encouraging outgrowth of recent experience has been the use, for the
first time, of flexible budgeting as an element of stabilisation policy. Under
the law on the promotion of economic stability and growth, which came into
force in June 1967, fiscal policy has to be adjusted to cyclical conditions. The
authorities not only have the power to introduce the necessary measures but
are also bound to undertake forward budget planning over a five-year period
in order to promote stability. Another provision envisages ‘‘concerted action”
on the part of employers and employees if equilibrium is threatened by income
and price developments. On longer-term grounds the 1968 Federal budget



provides for certain increases in taxation, together with cuts in consumption
expenditure and increases in investment. On balance, however, the budget
remains expansionary, and overall deficit spending is expected to be close to
DM 8 muilliard, or about the same as in 1967.

In the spring of 1968 aggregate demand was advancing fairly well,
reinforced by a long-postponed building-up of inventories.

France. The slow-down of expansion discernible in the second half of
1066 turned into a mild dip in the first hall of 1967. The main causes
lay in a slackening of exports and a slower growth of consumption, but
private building had also weakened and some destocking occurred in view of
the impending extension of the value added tax to retail trade as from
1st January 1968, A rise in investment, though greater last year than called
for under the Fifth Plan, was insuffictent to offset the depressive influences.
However, since these forces were partly external or temporary, the author-
ities remained cautious in adopting more expansionary measures.

The budget had been permitted to move into deficit already in 1966,
partly as a result of measures to encourage public and, to a lesser extent,
private investment. From June 1967 onwards the stimulative effect of the
budget was increased and applied over a wider field. Thus, during the
summer measures were taken to accelerate expenditure by nationalised m-
dustries and to increase credit for building and public investment, To stimulate
consumption the minimum wage in industry and agriculture was raised, family
allowances and unemployment benefits were improved, consumer-credit terms
were eased and income tax was reduced for the lower income brackets.
These measures were largely offset, however, by rises in public-utility charges
and the reform of the social security system (an increase in emplovees’
contributions and a reduction in benefits) which came into operation between
June and October 1967.

The cumulative effect of policy relaxation, coupled with a renewed
growth of exports, led to a revival of activity in the autumn, But the recovery
was not generalised and strong, and unemployment continued to rise. On the
assurnption of further improvement ahead, the budget for 1968 called for a
deficit of only Fr.fr. 1.9 milliard, but provision was made for contingency
measures in case the assumption should prove wrong.

For 1967 as a whole the central government's budget deficit came to
Fr.fr. 7.2 milliard, as against Fr.fr. 2.0 milliard in 1966. It was again financed
partly by the issue of a National Equipment Loan (Fr.fr. 1.25 milliard
compared with Frfr. 1.5 milliard in 1966} and partly out of postal savings
and funds supplied by the Treasury’s correspondents. However, whereas in
1966 Treasury operations had extinguished liquidity by some Fr.fr. 1.7 mil-
liard, last year they contributed Fr.fr. 2.7 milliard to liquidity creation.

Credit granted by the banking system (including the central bank) to
the private sector went up last year by Fr.fr. 24.1 milhard, as against
Frfr. 17.4 milliard in 1966. This high rate of expansion was bound up
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chiefly with a deterioration in enterprise profits paralleled by larger outlays
for equipment. On the other hand, with the balance of payments in deficit
from mid-year onwards, external transactions contributed Fr.fr. 1.4 milliard to
liquidity creation, as against Fr.fr. 2.35 milliard in 1966. Moreover, this
addition to liquidity took place in conjunction with a sharp deterioration in
the banks' net foreign position. In aggregate, the volume of money and quasi-
money supplied by the banking system rose by Fr.fr. 25.3 milliard, or 117
per cent., against 9.6 per cent. in 1966,

The growth of the money supply dropped from 7.6 per cent. in 1966
to 4.7 per cent. in 1967, At the same time, quasi-monetary resources admin-
istered by the banking systern rose by almost two-thirds, while the increase
in short-term savings placed with the savings banks, the Treasury and the
National Agricultural Credit Bank went up from 10.8 to 13.0 per cent. This
shift in the flow of funds was chiefly due to measures taken in June to
stimulate saving, which prohibited the payment of interest on sight deposits,
freed bank creditor rates on deposits in excess of Fr.fr. 250,000 or of more than
two years’ duration, and abolished the limits for deposits on most types of
savings books. The resultant larger growth in the banks’ resources, combined
with a marked increase in their recourse to central-bank credit, enabled them
to expand their credit-granting to the economy by Fr.fr. 24.4 milliard, or
19.3 per cent,, against I15.3 per cent. in the previous year, while also becoming
again a net supplier of funds to the Treasury.

This sharp expansion of bank credit goes some way to explain the
slightly slower growth of credit granted to the economy by the specialised
institutions, finance companies and the Treasury, which dropped to 14.7 per
cent, from 16.3 per cent. in 1966.

Net security issues fell slightly, from Fr.fr. 12.4 milliard in 1966 to
Fr.fr. 11.6 milliard last year, With the trend on the equity market still un-
favourable, share issues accounted for only 21.4 per cent. of gross issues,
against 35 per cent. in 1964. New-issue vields generally remained stable.

On the money market, notwithstanding an end-of-year rise, day-to-day
rates showed a fall of roughly one percentage point over the year to average
4.76 per cent. in December. Money-market rates were largely influenced by
the Bank of France, which entered the market as both lender and borrower.
The object of these operations was more to minimise net inflows or outflows
of funds than to ease tension, which was not significant owing to the high
degree of bank liquidity.

In 1967 the introduction of the system of compulsory reserves was
carried out as planned. Thus, on 21st October the ratio for sight deposits
was raised to 41 per cent. and that for deposits at up to three years to 2 per
cent. The transitional minimum ratio of holdings of medium-term securities,
which was fixed at 20 per cent. in January 1967, was progressively reduced to
16 per cent. by the end of the year and will be brought down to zero over
the next few years. Moreover, the banks’ minimum Treasury bill ratio, which
was part of the former “‘coefficient de trésorerie”, was gradually lowered from



5 per cent. to nil between January and September 1967. Finally, as from
z1st December the Bank of France discontinued its advances against short-
term government paper, hitherto granted at the discount rate, and made
discounting above the prescribed ceilings subject to a uniform rate 215 per
cent. above the discount rate.

At the beginning of 1968, with the economic trend less favourable than
had been expected, the authorities embarked on a new expansionary pro-
gramme with a view to achieving the annual growth target of 5 per cent. The
cost is put at about Fr.fr. 3.4 milliard, which widens the. budget deficit for
1968 to an estimated Fr.fr. 5.3 milliard. Consumption was to be stimulated by
a reduction in personal income tax and increases in old-age and family
allowances, while investment was favoured by certain tax concessions and by
higher loans for house-building, nationalised industries and regional develop-
ment. In the early spring of 1968 the economy seemed already to be pursuing
a steadier upward course.

Italy, Against a background of continuing monetary ease, gross invest-
ment accelerated in 1967 for the second year in succession, advancing by
14.3 per cent. in current prices. As a proportion of gross national product, it
rose from 19.6 to 20.6 per cent., which is still much below the average of
24.8 per cent. reached in the years 1961-63. However, through an infervening
shift in income distribution, saving has since become concentrated more in
the household sector, where the saving ratio is usually relatively low. Thus
the economy appears to be moving towards equilibrium at a lower investment
rate than in the early 1960s.

Budget policy facilitated the further upswing in investment: directly
through selective increases in funds for public investment and indirectly
through the gradual restraint brought to bear on consumption expenditure.
The impact of rising activity on revenue, together with the extra taxation
imposed in November 1966 because of flood damage, led to a considerable
strengthening of the overall budget position. A factor tending to improve the
budget but to restrain investment was the shifting back to employers of
social security charges that had been temporarily assumed by the government
in order to help sustain profit margins. The central administration’s current
budget surplus (in national-income terms) increased from Lit. 445 milliard in
1966 to Lit. 1,430 milliard in 1967. The overall budget, after investment
expenditure and capital transfers, changed over from a deficit of Lit. 7835
milliard to a surplus of Lit. 195 milliard. The Treasury’s net borrowing
requirement, which also includes government lending for investment purposes,
declined from about Lit. 1,850 milliard in 1966 to Lit. 1,280 milliard in 1967.

In conjunction with its smaller borrowing requirement, the Treasury cut
back mostly its net issues of medium and long-term loans, which in 1967
came to Lit. 1,0rc milliard, as against Lit. 1,565 milliard in 1966. Concur-
rently, the credit institutions reduced their new acquisitions of government
securities by nearly the same amount, i.e. from Lit. 800 milliard in 1966 to
about Lit. 300 milliard in 1967,



The credit institutions’ loans to the economy rose by about 16 per cent.
in 1967, compared with 14 and 7 per cent. in 1966 and 1965 respectively.
At the same time deposit liabilities went up by 15 per cent., just as in 1966.
Thus the acceleration of loan-granting was facilitated by the afore-mentioned
reduction in acquisitions of government securities. The credit institutions’ net
security purchases, including issues of semi-public institutions but excluding
those of the central government, came last year to Lit. 700 milliard, as
against Lit, 630 milliard in 1966,

Bank liquidity was brought under pressure last year both by the
reduction in the Treasury’s cash deficit and by the further decline in the
external payments surplus. The combined increment to liquidity deriving from
these two sources was Insufficient to offset the drain associated with the
increase in the currency circulation and in the banks’ compulsory reserves.
The situation was eased, of course, by the reduction in the Treasury’s net
issues, as well as by a moderate curtailment in open-market security sales.
None the less, in order to accelerate their lending activity, the credit institu-
tions had to borrow substantially from the central bank. Their borrowing
through discounts and advances, after having already shown a large increase
of Lit. g70 milliard in 1966, rose last year by Lit. 850 milliard.

The loans of the special credit institutions to the private sector, mainly
at longer term for investment in industry, building and agriculture, rose in
1967 by about 16 per cent., or slightly more than in the preceding year.

Over the past two years or so a principal aim of monetary policy has
been to stabilise the yield on long-term government bonds and hence conditions
on the capital market, Last year net capital issues declined to Lit. 2,810
milliard from Lit. 3,300 milliard in 1966. But, since this decline reflected
mainly a reduction in the Treasury’s borrowing requirements, the monetary
authorities’ indirect support to the market via the banking system could be
correspondingly curtailed, Meanwhile, given the stability of bond prices, the
general public’s purchases continued at much the same high level as before.
Apart from Treasury borrowing, the market was largely dominated by issues
of the special credit institutions and semi-public mndustrial groups. Bond and
share issues by private companies remained very small.

Netherlands. Demand paused at a high level in the first half of 1967,
with a decline in equipment outlays and an easing-off in consumption being
offset to some extent by an advance in housing activity. In view of this, and
also of an improvement on external trade account, monetary policy was
relaxed. The discount rate was lowered from 5 to 4% per cent. in March,
when it was also stated that banks exceeding their ceiling on short-term
lending to the private sector would not have to make penal deposits with the
central bank. In June the quantitative restrictions on short and long-term bank
lending to the private sector were abolished altogether.

The fact that unemployment emerged only in certain sectors of the
economy led the government to refrain from any general measures of budget
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stimulus. None the less, the budget deficit widened, as revenue grew more
slowly than anticipated, and the government financed it to a limited extent
by recourse to monetary financing. To combat locahsed unemployment, six
special programmes were Introduced during the year, involving total outlays
of Fl. 613 nmullion. Only part of this sum called for fresh borrowing, because
the outlays were offset to some extent by expenditure reductions in areas of
high employment. In addition, the government eased restrictions on building
licences and granted credit guarantees, interest subsidies and special investment
facilities to certain industries or regions.

From the middie of 1967 onwards economic activity turned sharply
upwards, With exports rising well and public investment and house-building
showing new strength, the advance soon became more generalised, leading to a
recovery in consumption and a return to inventory accumulation. By December
industrial production was running ¢% per cent. above its level a year earlier.

Short and medium-term bank lending to the private sector expanded
sharply from the spring onwards, rising for the year as a whole by FlL 2.1
milhiard, or close on 23 per cent., le almost twice as fast as in 1966. A
simultaneous acceleration In long-term lending and in credit-granting to the
public sector brought the commercial banks’ total new loans to Fl. 2.9 milliard,
as against Fl. 1.5 milliard in 1966. Lagging behind, but still large, was a
Fl. 2.5 milliard increase in deposits, as compared with one of Fl. ¢.6 milliard
in 1966. In these circumstances the banks again abstained from security
purchases and further reduced their net foreign assets from Fl. 630 to
300 million over the year.

On the capital market the funds taken up by domestic borrowers —
mainly, as usual, in the form of direct loans — rose to Fl. 7.9 milliard from
TFl. 7.1 milliard the year before, The increase was more than accounted for
by the growth of public-sector borrowing. The central government, whose
cash deficit went up from Fl. 1.6 milliard in 1966 to Fl. 2.1 milliard last
year, covered over three-quarters of it by capital-market means. The local
authorities’ financial requirements, at over Fl. 1.7 milliard, were approximately
the same as the year before but, in contrast to that year, were covered
almost fully by long-term funds. A ceiling on their bank borrowing, established
at 105 per cent. of the end-July 1966 level, helps to explain this, as does also
the requirement that these authorities centralise their capital-market borrowing
through official credit institutions. The private sector’s demand for funds
shifted partly from the capital market to the banks last year. On the supply
side, 1t was very largely financial institutions, favoured by the -growth of
saving, that provided the increased flow of long-term funds.

The larger flow of capital-market funds did not avert, and iIn fact was
partly linked to, a return to higher interest rates. The vield on long-term
government bonds, after falling below 6 per cent. in the spring of 1967, began
rising again and stood at around 6% per cent. at the turn of the year. High
vields on the international bond market played a patt in keeping yields up in
the Netherlands.
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In the spring of 1968 demand and output continued to advance well,
though unemployment had not yet been absorbed and the external payments
position was still less strong than desired. Wages, which continued to increase
substantially in 1967, were freed from control in January 1968. Against this
background, fiscal policy became more cautious. Certain increases in taxation,
mamnly on consumption, are to keep the 1968 budget deficit to roughly the
same size as in 1967, though a greater part of it is to be covered by short-
term borrowing, In addition, the special programmes to combat regional
unemployment are to be continued.

Belgium. Industrial production, after having remamned flat throughout
1966, moved to a somewhat higher level in the early months of 1967. But
this development, which reflected signs of strength in exports and investment,
proved short-ived. A renewed decline in exports, together with a general
weakening of domestic demand, caused output to fall in the late spring and
early summer. Unemployment, which had increased slightly during 1966, rose
considerably up to October 1967. It remained high in the fourth quarter,
although exports surged upwards again and output rose to above the level of
the preceding year.

In the latter part of 1966 a continuation of upward pressures on costs
and prices had induced the authorities to proceed cautiously in relaxing policy.
The budget for 1967, introduced early in the autumn, had provided for a
substantial reduction in the deficit, though also for higher extraordinary
expenditure if the situation should warrant it. Moreover, at the end of 1966
the celing on bank credit had been prolonged for six months, although the
exemption applying to investment credits was extended to include export
credits,

However, from early 1967 onwards, as unemployment rose and an
external surplus emerged, the authorities turned to a more active programme
of economic expansion.

In the monetary field, a policy of relaxation was carried out gradually
over the entire year. Between February and October, in five stages of 14 point
each, the National Bank lowered its discount rate from s5' to 4 per cent.
However, 1n view of the rising trend of rates abroad from the spring onwards,
rates paid on deposits at less than one year were reduced to only a minor
extent. In the middle of the year the ceiling on bank lending was removed
altogether, though the banks were asked to exercise moderation in their credit-
granting. In July hire-purchase terms were eased.

Action in other fields consisted mainly of measures — cyclical and
structural — taken under the law of 31st March 1967, which was designed
to give the government special powers to revive the economy. The first set of
measures, in April, sought to help investment by establishing a B.fr. 5 milliard
Fund for Economic Expansion and Regional Reorganisation, by granting
certain fiscal privileges and by encouraging foreigh investment. These steps
were accompanied by fiscal changes, mainly in indirect taxation, calculated to
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yield B.fr. 1.5 milliard in 1967. In May a second set of measures gave certain
public credit institutions greater freedom in their portfolio and investment
operations, enlarged the scope for government-guaranteed investment credits
and introduced more favourable amortisation arrangements. Further steps In
the autumn included the adoption of new short-term financing techniques for
the Road Fund, fiscal incentives for companies increasing their capital and tax
reductions benefiting the stock exchange.

As a result of the government’s expansionary budget policy, together
with an acceleration of Road Fund expenditure, the Treasury's net financing
requirement rose in 1967 to about B.fr. 22 milliard, from B.fr. 17 milliard in
the preceding vear. Owing to the higher rate of domestic financial saving last
year, the Treasury was able to raise over B.fr. 25 milliard on the domestic
market, mostly at long term, and thereby to repay about B.fr, 3 milliard of
foreign indebtedness. On the other hand, the heavy volume of new capital
issues by the Treasury and semi-public institutions had the effect of keeping
long-term interest rates at a high level. The average yield on long-term
government securities, after rising gradually from 6.45 per cent. at the end of
1965 to 6.77 per cent. in the spring of 1967, closed the year at 6.58 per cent,

The volume of money and of quasi-money held with the banking system
rose in 1967 by over Bfr. 33 milliard, or 7.7 per cent., compared with
814 per cent. in 1966. Within the total there was a pronounced shift towards
the acquisition of quasi-monetary assets. Lending to the private sector came
to B.fr. 26 milliard, as against B.fr. 20 milliard in 1966, while the banking
system’'s net foreign assets increased by B.fr. 18 milliard after declining
by B.r. 4 milliard the year before. Monetary financing of the public sector,
which had amounted to B.fr. 15 milliard in 1966, fell to negligible proportions
last year.

In Janvary and February 1968 the government introduced further
recovery measures, including an easing of hire-purchase regulations, a public-
works and housing programme, and more and cheaper credit for investment,
particularly for smaller firms and in depressed areas. Subsequently, in March
the official discount rate was lowered from 4 to 334 per cent. In the spring
the economy advanced fairly buoyantly, stimulated by both external and
domestic demand.

Switzerland. The growth of aggregate demand and output moderated
further in 1967, reflecting mainly a levelling-off in investment. The labour
market remained tight, however, and the rise in consumer prices was not
much less than in 1966. The Confederation’s budget changed over from
approximate balance to a deficit, though a smaller one than anticipated. Other-
wise, the authorities’ policy efforts were concentrated on relieving upward
pressures on interest rates and thus indirectly also on rents, wages and agri-
cultural costs and prices,

_ To some extent monetary conditions eased in early 1967 as a result of
the expiry of restrictions imposed for a limiuted time by the emergency



legislation of 1964. Thus, mandatory control of bank lending had already been
replaced by guide-lines late in 1966, while the interest ban on foreign-held
Swiss franc deposits expired in March 1967, as did also the provision that
banks had to balance net accruals of foreign funds by placements abroad.
Furthermore, compulsory control over domestic capital issues ended and was
replaced by a voluntary arrangement between the banks and the National Bank.

In the early months of 1967 bank liquidity was fairly tight, and interest
rates remained high In spite of decreases abroad. To relieve this situation,
the National Bank in April relecased one-third (Sw.fr. 345 million) of the
commercial banks’ deposits that had been blocked in 1961 after a large-scale
inflow of money from abroad. Monetary conditions eased in the early summer,
when war in the Middle East led to heavy inflows of capital, mainly through
repatriations. In July, after market rates had come down, the National Bank
lowered its discount rate from 3% to 3 per cent. The call-money rate fell
from over 4 per cent. in May to less than 1 per cent. in September. Rising
interest rates abroad caused monetary conditions to tighten in the autumn.
This, together with a loan of Sw.fr. 450 million by a group of Swiss banks
to the United Kingdom, led the authorities in December to release the
Sw.fr. 690 million remaining in the banks’ blocked accounts with the central
bank. About this time, too, unrest on the gold and foreign exchange markets
brought a new inflow of funds from abroad.

Bank liguidity also benefited over the year from an increase in the
external current-account surplus and a high rate of deposit formation with
the banks, particularly at long term. Owing partly to more favourable interest
rates on cash certificates, the liabilities of 75 representative banks rose by
Sw.fr. 109 milliard, or 13 per cent, as compared with § per cent. In
1966. Their loans, however, increased by only Sw.fr. 5.2 milliard, or g.1 per
cent,, which was about the same rate of growth as in 1966. Lending to
foreigners, moreover, accounted for a larger proportion of the increase than in
the preceding year. To a considerable extent the banks used their liquidity
accruals to build up their foreign assets, which on a net basis rose from
Sw.ir. 0.9 to 2.1 milliard in the twelve months to September 1967. The
continuing weakness of domestic credit demand led the National Bank in
September to abolish its guide-lines for the maximum permissible expansion
of lending.

The new-issue market showed in 1967, under voluntary control, about
the same results as the year before. Net bond issues by residents came to
Sw.fr. 2,545 million, compared with Sw.fr. 2,485 million in 1966. Issues by
non-residents, still subject to official approval, were allowed to increase from
Sw.fr. 425 million in 1966 to Sw.fr. 7ro million in 1967 (of which Sw.fr.
300 million represented parts of international issues taken over by a Swiss
banking syndicate). However, about half this amount was placed with non-
residents and did not involve the export of Swiss capital. As a result of
higher saving, together with the continued rationing of new issues, bond-
market conditions eased slightly in 1967 for the first time for a number of
years. Coupon rates came down over the year by about one-quarter of a



percentage point to 5 per cent. for cantonal bonds and to about 5%-5% per
cent. for power-station loans.

Farly in 1968, with slow growth and a continuing labour shortage in
prospect, new measures affecting the supply of labour were introduced. These
give greater mobility to part of the foreign labour force, which in the aggre-
gate, however, will be kept at a stable level.

Austria, Industrial production, which had remained fairly stationary
during 1966, declined slightly in the course of 1967. Exports, after stagnating
for many months, had already begun to rise again late in 1966. But by that
time industrial investment and house-building had started to level off and the
growth of consumption was weakening,

In these circumstances economic activity was given some support by an
increasingly expansionary budget policy. The original 1967 budget had in any
case called for an 11 per cent. increase in expenditure and a small reduction
in taxes on income. The cyclical weakness, however, caused revenue to fall
short of expectations and, on top of this, it was decided to put into effect a
second reduction in taxes on incomes in October. In addition, expenditure
exceeded original estimates, partly because of an increase in civil servants’
salaries. As a result, the actual budget deficit (excluding debt repayment and
foreign transactions) rose last year to Sch. 4.3 milliard from Sch. c.9 milliard
in the preceding year.

Monetary conditions became very much easier in 1967. Apart from the
liquidity effects of the budget deficit and an improved external current-
account position, there was a sharp increase in long-term borrowing abroad by
both the public and the private sectors. In April the discount rate was
lowered from 41% to 4% per cent. and that on advances against government
paper from sls to 4% per cent. In addition, the National Bank reduced the
minimum reserve ratios by one percentage point, thereby releasing about
Sch. 1.5 milliard, and it also offered to repurchase money-market paper up to
Sch. 0.5 milhard. This latter figure was increased to Sch. 1 milliard in June,
when simultaneously the rediscount ceiling for export bills was raised and
access to central-bank advances facilitated. Further measures were taken in
October, partly with a view to encouraging a shift of borrowing back to
domestic markets, The discount rate was lowered to 334 per cent. and other
central-bank rates were reduced correspondingly. In addition, reserve ratios
were cut again, thereby releasing another Sch. 1.5 milliard.

Reflecting both lower activity and the economy’s shift over to foreign
borrowing, bank lending (excluding security purchases) rose in 1967 by only
Sch. 9.9 milliard, as against Sch. 14.7 milliard in 1966. The credit institu-
tions” deposit liabilities, on the other hand, increased by Sch. 12.2 milliard, or
at a slightly higher rate than in the previous year. They were thus able to
repay indebtedness to the central bank, to build up their cash resources and
to reduce their net short-term foreign liabilities from about Sch. 3.8 to
2.4 milliard by the end of 1967.
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As the slow-down continued all last year, the 1968 budget was designed
to stimulate demand, particularly investment. Deficit spending via the regular
budget, which will again be financed mostly by borrowing abroad, will be
only slightly smaller than in 1967. In addition, a Sch. 2.4 mulliard credit-
financed contingency budget was introduced, of which half was activated early
in 1968.

Spain. In early 19067 developments were under the influence of the
various stabilisation measures adopted the previous autumn, when price infla-
tion and the external deficit had reached serious proportions. The programme
had included measures to curb public consumption and to keep public
investment provisionally at the 1966 level. Supervision over prices and profit
margins had been extended to all commodities and services. Hire-purchase
terms had been tightened. Furthermore, the expansion of bank credit to the
private sector continued to be subject to the ceiling -— 17 per cent. per
annum — introduced earlier in 1966,

In late 1966 and early 1967 industrial production levelled off and then
declined, reflecting primarily a slowing-down in investment. In this pertod
imports, after having fallen appreciably in the spring and summer of 1966,
kept to a fairly stable, but high, level. Exports were stronger than the year
before, but the overall payments deficit was still substantial and reserves
continued to fall.

Industrial production recovered somewhat in the spring and early summer,
but weakened again in the autumn, ending the year at about the same level
as in late 1966. Over the year as a whole consumer prices increased by
61 per cent., compared with 5.3 per cent. in 1966, while wholesale prices
remained stable. Wages appear to have risen considerably over the year. In
October the national minimum daily wage was increased by 14.3 per cent. to
Pesetas 96, after having been raised the year before from Pesetas 6o to 84.

The government succeeded in reducing the expansion in budget
spending to about 13 per cent. from its rate of over 21 per cent. in the
preceding year. However, partly owing to larger outpayments to local author-
ities, its net borrowing requirement declined only from Pesetas 33.2 milliard
in 1966 to Pesetas 31.0 milliard last year. As at the same time it sold a
larger volume of securities than in 1966, it was able to reduce its net recourse
to the central bank to negligible proportions.

Lending by the credit institutions (including the central bank) to the
public sector, in large measure through acquisitions of securities, increased in
1967 by 19.4 per cent., or at the same rate as in 1966. Similarly, credit to the
private sector expanded by close on the ceiling rate of 17 per cent. Reflecting
parily the external drain on liquidity, which was smaller last year, money and
quasi-money rose by 16 per cent., compared with 14 per cent. in the previous
year. During the year the percentage of their deposits which banks must
invest in government securities was raised in two stages from 17 to 19 per
cent., after having been increased from 15 to 17 per cent. in 1966. The banks



had further recourse to borrowing from the central bank, though not as much
as the year before.

In November the peseta was devalued in line with sterling. A variety of
stabilisation measures, designed to slow down price increases chiefly through
restraint on consumption, were immediately announced. These included a
reduction in government staff, a price and wage freeze effective until the end
of 1968, a 10 per cent. profits surtax for most private companies and a 5 per
cent. increase in hire-purchase down-payments. A few days later, on 27th No-
vember, the Bank of Spain raised its official discount rate from 5 to s%s per
cent.; at the same time bank lending rates were increased by 1% per cent. and
interest on savings accounts by I per cent.

In 1967 real national product grew by only 315 per cent., compared with
nearly 8 per cent. in 1966, However, industrial production appears to have
risen at the beginning of 1968, and the devaluation should help towards a
further advance in combination with an improvement in the external accounts.
This will depend to a large extent on the government’s success in controlling
the expansion of public expenditure and the course of price inflation.

Portugal. Thanks to a marked swing in agricultural production and a
continued advance in services, the rate of growth of real domestic product
accelerated to §1% per cent. last year, after having fallen from 7 per cent. in
1965 to only 3 per cent. in 1966. On the other hand, there was a slackening
in the expansion of industrial output. Although building activity was faitly
strong, gross fixed investment, which had risen considerably in recent years,
declined by over 10 per cent. This appears to have been partly associated
with higher costs stemming from Increases in wages, particularly in the
industrial sector. A continuing rise in consumer prices was moderated some-
what by the recovery in agricultural output.

The central administration’s ordinary and extraordinary expenditure
increased in January-November 1967 by some 18 per cent, as against
about 8 per cent. in the corresponding period of 1966. At the same time,
however, tax revenue rose sharply as collection procedures improved and new
fiscal codes came into force. Hence the overall surplus was again about the
same as in 1966,

Reflecting the slowing-down of industrial output, the banking system’s
lending to the private sector, which consists largely of discounts of commercial
bills, expanded in 1967 by only 7% per cent., compared with 13 per cent. in
1g66. On the other hand, in conjunction with the larger balance-of-payments
surplus, money and quasi-money grew by 11 per cent., or nearly as much as
in the preceding year. Consequently, the banks stepped up their purchases of
securities and increased their cash holdings, while reducing their recourse to
central-bank credit.

Several measures designed to tmprove the efficiency of the credit system
and to increase the availability of domestic credit were taken in the summer
of 1967. As the recession had apparently been exacerbated by sudden revoking



of short-term credits, on which industry is highly dependent, the establishment
of central agencies for export credit insurance and for collecting information
on credit risks was announced. At the same time the availability of public
funds for export finance was greatly increased. Higher interest rates were
decreed throughout the credit system, though these are still generally below
rates prevailing abroad. The rule that 51 per cent. of any domestic company’s
capital must be under Portuguese control was abolished. The commercial
banks’ minimum cash ratios for sight deposits and time deposits at up to
g0 days were reduced by 1 per cent., to 14 and 9 per cent. respectively,
while the ratio against deposits at longer term was increased from 5 to & per
cent.

By the final quarter some recovery was evident in both exports and
industrial production. With regard to investment, however, there will be some
way to go before it is brought into line with growth plans. With this objective
in view, the government in early 1968 reduced customs duties on imported
raw materials and equipment goods and introduced fiscal incentives designed
to stimulate investment in industry.

Denmark., In the first half of 1967, despite weakness in exports, output
and earnings continued to advance strongly in conjunction with increases in
residential construction, personal consumption and public expenditure. To
some extent consumer expenditure rose in anticipation of the changeover in
July from the turnover tax to a value added tax of 10 per cent., which was
to broaden the coverage from 40 to 80 per cent. of total consumption and
thereby nearly double revenue from this source in a full year. With the
official discount rate at 6% per cent., credit policy remained restrictive. The
commercial and savings banks continued to be subject to the provision, in-
troduced in 1965, that 20 per cent. of any increase in deposits should be
placed in a special account with the Nationalbank or used to improve their
net foreign position, From December 1966 quoted bonds with less than ten
years to maturity could be deposited with the Nationalbank in fulfilment of
this requirement,

After the middle of the year consumption slowed down and investment
weakened. Profits had come under growing pressure, but bank advances,
which had expanded strongly in the first half-year, increased much more
slowly, partly because the banks were seeking actively to restore liquidity.
Quantitative controls on building were lifted, but house-building expanded
more moderately. On the other hand, exports began to rise again, while public
expenditure went on increasing as before. In the months prior to the sterling
devaluation, however, output as a whole appears to have been falling, as
evidenced in rising unemployment.

In November Denmark followed the sterling devaluation a little more
than half way, changing its dollar parity by 7.9 per cent. This move, though
partly a reflection of the importance of the British market for Danish agricul-
tural exports, was for other reasons not unwelcome. In recent years cost ini-
flation had become a serious problem. Over the five years to 1966 hourly wage



earnings had risen by about 10 per cent. a year, thus considerably exceeding
productivity gains, and the consumer-price index had gone up by about
6 per cent. annually. Partly because of expectations concerning inflation, long-
term interest vields were, already for several years prior to devaluation, in a
range of 8—10 per cent. On these counts, therefore, devaluation appears to
have been a realistic step in terms of trading relationships generally.

As a result of the lower rate of expansion after the middle of 1967,
commercial-bank credit to the domestic economy grew by only ¢ per cent. In
1967, compared with 15 per cent. in 1966. Deposits, on the other hand,
expanded by 11 per cent., despite an external deficit and a drain on official
reserves. The reason lay largely in a shift in the central government’s cash
budget from surplus into deficit, which was reflected partly in its accounts
with the central bank. Moreover, in order to ease pressures on Interest rates,
the central bank continued to make purchases of government bonds, which to-
gether with government debt redemption came to D.kr. 1.5 milliard, compared
with Dkr. 1.0 milliard in 1966. The commercial banks, after putting
D.kt. 275 million into frozen reserve accounts and keeping their total invest-
ments almost unchanged, improved their liquidity position by over D.kr, 500 mil-
lion following a deterioration of D.kr. 650 million in 1966,

A post-devaluation restraint programme was somewhat slow to evolve.
Trade margins were immediately frozen until June 1968. On 1g9th December
the discount rate was raised from 6% to 7% per cent. and central-bank
support of the bond market terminated. Over the year as a whole, consumer
prices rose by 1o per cent. — or 5 per cent. if the effects of tax changes are
excluded — and the yield on long-term government bonds went up from
about g to 9% per cent,

In late February the government introduced proposals aimed at achieving
a cash budget surplus of D.kr. 450 million in the fiscal year beginning In
April, following the deficit of D.kr. 360 million in 1967-68. These measures
include expenditure cuts, an increase in the value added tax from 10 to
12%% per cent. as from April, higher agricultural subsidies so as to limit price
increases and, finally, a price freeze in many fields until November 1968. Against
this background, and in order to encourage some revival of industrial investment,
the discount rate was lowered from 7% to 7 per cent. in March 1968,

Norway. At the beginning of 1967, after several years of sustained rapid
growth and with a considerable rise in public spending In prospect, strains on
resources seemed likely to increase. The announced aim of credit policy for
1967 was to cut back the expansion of commercial and savings-bank loans to
N.kr. 1,250 million, or about 6% per cent., as against a rise of some ¢} per
cent. in 1966, In March a series of mildly restrictive measures were taken,
including the postponement of government projects, a spacing-out of lending
by the state banks, selective curtailment of new building, increased incentives
for lodging funds in investment accounts at Norges Bank and a tightening of
hire-purchase terms.



In the second quarter output fell back somewhat as investment and
consumption demand eased off, and it remained down in the third quarter,
when exports weakened too. However, higher receipts on capital account kept
the external payments position in surplus. Conditions in the labour market
did not ease much and wages continued to drift upwards.

From the early autumn onwards output was again on the rise. The 1968
budget, presented in October, provides for a slower expansion in public
expenditure and an increase in the surplus before loan transactions. Owing to
a fairly substantial rise in loans to the state banks, however, the government’s
net borrowing requirement is to be somewhat higher than in 1967. In Novem-
ber minimum liquidity ratios for the commercial and savings banks were
raised by one percentage point in order to curb credit expansion and bring it
within the normative limits laid down for 1967.

Following the sterling devaluation the Norwegian krone came under a
certain amount of pressure, leading the central bank to intervene for a time
on the forward market. However, reserves soon began to rise again and
forward commitments were gradually reduced.

In December, as a matter of structural change, Norges Bank secured an
agreement with the credit institutions aiming to make domestic long-term
interest rates more independent of external developments. The credit institu-
tions undertook to consult with Norges Bank before changing deposit or
lending rates, not to conclude agreements among themselves tying these rates
to the discount rate, to fix mortgage rates, previously variable at notice, for
five to ten vears at a time and, where possible, to finance long-term invest-
ments by long-term credits.

Over 1967 as a whole the commercial and savings banks increased their
loans to the private sector by 8% per cent., which was appreciably above the
ceiling laid down at the beginning of the year. At the same time, the banking
system’s lending to the public sector actually declined, reflecting mainly an-
improvement in the central government’s position vis-3-vis the central bank.
However, in conjunction with an external surplus larger than in 1966, the
supply of money and quasi-money expanded by about 9% per cent., or a
little faster than before. The recommended ceiling on the increase in loans by
the commercial and savings banks together has been established for 1968 at
N.kr. 1,750 million, which implies about the same rate of growth as in 1967

Sweden. Earlier policy restraint and a weakening of exports had combined
to produce some slackening in the growth of demand around the middle of
1966, By early 1967 exports had begun to show new gains but industrial
investment was falling. The budget for the year beginning July 1967, pre-
sented in January, aimed selectively at restraining consumption, through an
increase in indirect taxation and a rise in pension contributions, and also
non-priority building, through the imposition of a 25 per cent. investment
tax. On the other hand, Skr. 500 million was allocated for a new Industrial
Development Fund for rationalisation and development projects. Against this



background, monetary policy shifted towards greater ease, and the discount
rate was lowered twice, in February and March, bringing it down from 6 to
§ per cent.

With domestic demand remaining subdued and exports declining once
again, new policy measures were introduced from the late spring onwards to
check rising unemployment. Investment funds held by industry on blocked
Riksbank accounts were released in three stages — in May for building
projects and equipment purchases, in October for stock accumulation and in
December again for equipment. The timing for certain public orders was
advanced, with local-authority orders receiving a government grant of 20 per
cent. Public building projects were stepped up and measures to facilitate
residential construction were extended, Furthermore, exemptions were granted
from the Investment fee and labour retraining activities were strongly ex-
panded. The resulting rise in public expenditure, together with the cyclical
shortfall in revenue, Increased the budget deficit for the fiscal year 1967-68,
the revised estimate for which comes to S.kr. 3.3 milliard, compared with a
deficit of S.kr. 1.6 milliard in the preceding year.

As a result of these measures, Sweden succeeded last year in achieving
a fairly satisfactory rate of economic growth. A pronounced recovery in house-
building, an increase in public expenditure and a modest rise in private con-
sumption more than offset the weakness in exports and private investment.
Real output rose at the rate of 3.6 per cent.,, which was higher than in 1966
and nearly the same as in 1965. Unemployment, however, reached a level
that is somewhat high by past standards.

The net increase in lending for the credit system as a whole came to
Skr. 17.3 milliard in 1967, compared with Skr. 12.7 milliard in 1966 and
Skr. 10,3 milliard in 1965. From 1966 to 1967 borrowing by the central
government rose sharply from Skr. 1.3 to 3.0 milliard, about half of which
was supplied by the banks, for which government claims count as an element
of hquidity. The central bank’s lending to the government increased less than
in 1966 and consisted very largely of purchases of long-term bonds. New
credit to the housing sector, based mainly on mortgage bond issues, rose from
S8kr. 5.5 milliard in 1966 to Skr. 6.9 milliard in 1¢967. Business borrowing,
which went up from Skr. 4.6 to 5.8 milliard, was covered to the extent of
two-thirds in the capital market, as in the previous year. The banks’ liquid
assets rose in 1967 by Skr. 3.1 milliard, after a gain of Skr. 1.8 milliard in
1966, reflecting mainly an increase in their holdings of government securities
and mortgage bonds and an improvement in their net foreign position.

Monetary policy was tightened sharply in November to counter capital
outflows following the sterling devaluation. Thus, after the Riksbank had lost
almost S.kr. 1 milliard of reserves in one month, the discount rate was raised
from 5 to 6 per cent. and a penal interest rate of g per cent. was imposed on
commercial-bank indebtedness to the central bank in excess of 5o per cent. of
own funds. Moreover, half of banks' foreign balances were no longer allowed
to count towards the liquidity ratios which they must satisfy to avoid paying



penal rates on indebtedness to the central bank in excess of 25 per cent. of
own funds. This was reinforced by the temporary requirement that larger
banks freeze 2 per cent. and smaller banks 1 per cent. of their deposits at the
Riksbank. This end-year tightening accounted for an increase over the year of
S.kr. 1 milliard in commercial-bank indebtedness to the central bank. Some
capital reflux permitted reduction of the discount rate to 5% per cent. In
February, and frozen deposits were released.

In the spring of 1968 policy remained cauticus, Although employment
programmes are to be intensified, the budget for 1968-69 envisages a reduction
in the deficit to S.kr. 2.7 milliard. Changes in taxation, related mainly to the
introduction. of a value added tax system in January 1969, are to have a
roughly counterbalancing effect on revenue.

Finland. In October 1967, scarcely ten vyears after its exchange parity
had been lowered by 28 per cent., the Finnish markka was devalued again, by
23.8 per cent. The difficulties which led to this step, though they reached a
culmination last year, stretch back over a longer period. They appear to have
derived mainly from the persistence of cost/price inflation, the intensity of
which was ascribable partly to the widespread use of indexation arrangements.
The most crucial single year seems to have been 1964, after which official
reserves declined almost without interruption despite considerable recourse to
foreign borrowing.

In the years 1964-66 hourly earnings rose by an average of 10 per cent.
a year, the biggest increase having been that of 13.2 per cent. in 1964, when
a 10 per cent. cost-of-living adjustment was granted. Over the same three
years consumer prices moved ahead at the rate of 6% per cent. annually.
Exports, 1t is true, rose quite satisfactorily in 1964 and 1965, a fact which
may even have accentuated the inflationary spiral. But imports rose by almost
25 per cent. in 1964 alone and by an average of 13 per cent. per annum over
the three-year period. After 1665 exports grew more slowly, and the rise re-
corded in the first three quarters of 1967 was entirely attributable to 1ncreased
exports to the Soviet Union.

In the first half of 1967 monetary policy remained restrictive. In this
period the banks were under an obhgation to reduce their rediscounting to
within certains limits, Moteover, in order to offset the effect of a F.mk. 300
million central-bank loan to the Treasury in December 1966, they had to
make special deposits with the Bank of Finland related to the increase in
their resources. In June the banks were given detailed directives on lend-
ing priorities. In the previous autumn, moreover, fiscal policy had become
more resirictive, with the 1967 budget providing for increases in purchase tax
and in the personal income and property tax. Under the influence of mone-
tary and fiscal restraint, productive investment and housing weakened, leading
to a fall in output in the spring. Although imports fell too, the emergence of
unemployment and the stagnation of exports, together with the gradual ex-
haustion of the IMF credit arranged the preceding March, led to devaluation
in the autumn,



Devaluation was accompanied by an export levy — initially 14 per cent.
and reducible in stages -— the proceeds of which were to be frozen at the
central bank pending release for specified investment purposes. Other measures
included the advance abolition of duties on EFTA imports, higher taxes on
tobacco and cigarettes and a price freeze relating to all items in the cost-of-
living index. Partly owing to the liquidity effects of the external deficit, the
credit institutions’ lending remained under restraint, rising in 1967 as a whole
by 8.4 per cent., as against 11.6 per cent. in each of the two preceding
years.

The 1968 budget, presented after the devaluation, though calling for a
substantial increase in public lending and investment, was in overall balance.
More significantly, the government embarked in April 1968 on an extensive
stabilisation programme providing for the abolition of indexation arrangements
in respect of wages, bank deposits, new government bond issues and most
other contracts. In addition, it called for a limit on increases in wages and
agricultural prices, together with a freeze on other prices, rents and bank
lending rates up to the end of 1969. Public spending is to be restrained,
supplementary budgets are to be abolished, no tax changes are to be made
before the end of 1969 and government loan issues are to be confined essen-
tially to amounts needed for debt redemption. On the other hand, with
balance-of-payments prospects improved, direct central-bank credits to the
ptivate economy have been Increased in order to stimulate investment.

Eastern Europe.

Unusually good weather in 1966 had brought an exceptionally strong
expansion of agricultural output in eastern European countries, which was an
important factor behind the rapid growth of their total material product in
that year. In 1967, therefore, it was to be expected that the overall rate of
growth would slacken. But, despite more difficult conditions, the level of farm
output was maintained in 1967 and industrial production in the area as a
whole rose by 9% per cent., compared with about 8% per cent. in each of
the two previous years. As a result, the slow-down in the pace of expansion
of the matertal product was surprisingly moderate. This achievement was en-
hanced by the fact that the industrial expansion was almost everywhere
associated with accelerated productivity increases, and included more rapid
growth of consumer goods output, which permitted a further substantial im-
ptovement In real consumption standards.

These characteristics of progress in eastern Europe as a whole were
particularly pronounced in the Soviet Union. There, global agricultural output
managed a small advance on last year’s record performance, with a 14 per
cent. fall in the grain harvest offset by higher output in the animal sector.
The feature of the vyear, however, was a 1o per cent. increase in industrial
production — the highest rate of expansion achieved in the 1960s — made
possible by improved productivity, which rose by 7 per cent., compared with
4% per cent. In 1¢66. During 1967 wholesale prices were revised, making



profits a less unreliable reflection of enterprise performance. It thus became
possible to extend managerial independence to wider sectors of industry,
leaving profit-linked incentives to stimulate productive efficiency at plant level.
These incentives must be in terms of real living standards, however, if they
are to be effective, and consumer supplies are receiving growing emphasis.
This was reflected in last year's output pattern and in this year's production
plan, which envisages faster expansion in the consumer goods sector than in
the capital goods industries, thus breaking with a long-standing principle of
Soviet planning.

Eastern European economies:
Natlonal income and industrial and agricultural production.

Met material product Global industrial output Global agricultural output
Country 1965 1066 1967 1085 1986 1967 1965 1968 1967
real annual incr ,inp tag
Albanta. . . . , 3.0 9.0 7.5 6.4 12,0 126 | —3.0 15.0 12.0
Bulgaria . . . . 71 1.1 9.0 13.7 12,2 13.4 1.8 14.3 1.0
" Czechoslovakia . 3.4 10.8 8.0 7.9 7.4 71 - 3.9 10.5 35
Eastern Germany 4.4 5.3 5.0 8,2 &.4' &.68' . . .
Hungary . . . . 1.1 8.4 1.0 4.8 6.6 2.1 —58.3 7.8 1.0
Poland . . . ., 7.0 7.2 8.0 9.0 7.4 7.5 7.7 5.4 2.3
Rumania . . . . a7 9.8 7.5 131 1.7 13.5 6.7 14.0 1.0
USSR. . . . .. 6.9 1.5 7.0 8.7 8.6 10.0 2.0 9.8 1.0
Yugoslavia . . . 3.42 8.62 0.32 8.0 4.0 0.0 | —at 160 | —2.0

1 Commodity production (i.e. excludes work in progrese). 2 Gross material product.
Source: UN Economic Commission for Europe, Econemic Survey of Furope in 1967,

Because of the slow growth of the industrial labour force, the accelera-
tion of productivity gains is particulatly important in eastern Germany, where
stable industrial expansion was maintained in 1¢g67. This applies also to
Czechoslovakia, where, after the difficulties of the early 1960s, industrial out-
put has now risen by over 7 per cent. for three years running, In Czecho-
slovakia, especially, future progress depends upon the outcome of the present
economic reforms, which are more far-reaching than those in most other
eastern European countries and which aim at establishing a form of market
socialism open to the stimulus of external competition. Planning in many
sectors has now become indicative in function, rather than directive, and
producers already enjoy considerable independence in their decision-taking. It
is, therefore, inevitable that transition to a new basis for price formation,
started during 1967, should raise difficulties. But it is a crucial step towards
more efficient resource allocation within the economy and closer economic
integration with the rest of the world.

In Hungary, where comparable changes in the management of the economy
are being introduced this year, industrial development in 1967 was encour-
aging. Production rose by ¢ per cent., compared with 6% per cent. in 1966,
with above-plan increases in both employment and productivity, and the
structure of output improved with the closure of high-cost coal-mines and



rapid growth of production in the food-processing and light industries. The
development of Polish industry in 1967, on the other hand, was somewhat
disappointing and differed significantly from that in other countries. Expan-
stion of the consumer industries slowed down and the overall rate of industrial
expansion was maintained largely through higher employment, with preductivity
growth falling to 3.5 per cent. — the lowest in the area {(excluding Yugoslavia).
Both these developments tended to aggravate tension in the consumer market
during the year.

Among the less industrialised countries of the group, Rumania and
Bulgaria both raised industrial output by some 1314 per cent., compared with
around 12 per cent. in 1¢66. While Rumania achieved the greater increase in
output per worker — g¢l% per cent., against 8§ per cent. in 1966 — the
productivity improvement was more marked in Bulgaria, with an increase of
over 8 per cent. in 1967 compared with one of under 3 per cent. a year
earlier. Industrialisation also speeded up in Albania, where output rose by
12.8 per cent., and it now seems to have regained momentum after the more
modest progress registered in the first half of the decade. This may be partly
associated with increased supplies of agricultural materials, since a further large
rise in farm output was recorded in 1967, bringing the level of production to
well over 25 per cent. above that achieved in 1965,

Throughout eastern Europe industrial performance in the past two years
has been significantly above the planned level. This may be related to the
greater emphasis given to material incentives offered in relation to attainable
targets, which has helped to arrest the longer-term trend towards slower
industrial growth. Plans for 1968 are again modest in that they are generally
below the rates of expansion achieved last year. There is similar moderation,
by comparison with past years, in agricultural planning. These targets must
now, however, be regarded as the probable minimum rates of expansion.

Economic performance in Yugoslavia during 1967 provides a somewhat
bleak contrast with the progress in other eastern European countries. Gross
material product showed no significant advance, with agricultural output below
its record 1966 level and industrial production stagnating. The pause in
the industrial sector was essentially policy-induced, resulting from stringent
monetary restriction introduced in the second half of 1966 and strengthened
early in 1967, the aim being to restore wage discipline by cutting back
enterprise liquidity. This policy was relaxed once the pressures had moderated
in 1967 and further stimulus was given in the spring of this year. With spare
capacity in the economy, industrial expansion at a rate of some 3—4 per cent.
is expected in 1968.

The excessive expansion of money incomes, further import liberalisation
and the slower growth of markets in western Europe contributed to an
increase In Yugoslavia’s visible trade deficit last year to $450 million. Thanks
to higher net invisible earnings, however, the current account worsened by
only $12 million to a $60 million deficit and, as this was more than met by
a net inflow of capital, official reserves rose by $19 million,



Canada.

Although monetary policy had been eased somewhat the previous
summer, a continuing decline in house-building and inventory accumulation
caused output to fall by the first quarter of 1967. A rebound in these same
two spending categories pushed output up again from the spring onwards. By
this time, however, business investment had begun to decline and this kept
down the overall rate of advance.

The upturn in activity, which began well before that in the United
States, was encouraged partly by the buoyancy of exports and partly by a
timely relaxation in monetary and fiscal restraints. In two stages the Bank of
Canada lowered its discount rate from sl4 to 4% per cent. by early April and
concurrently provided liquidity to the banks on a generous basis. Moreover, as
industrial investment was flagging, the government removed certain deterrents
that had been imposed in the 1966—67 budget — the 5 per cent. refundable
tax on corporate profits, the reduction in depreciation allowances and the
special tax on new machinery and equipment. Finally, public-authority
mortgage lending was temporarily increased and the budget presented in June
was mildly stimulatory in tone.

With business investment falling, the expansion of output was insuffi-
cient to absorb the rapidly growing labour force. Unemployment consequently
increased from 3% to 4% per cent. over the year. On the other hand, as a
result of wage settlements amounting typically to 8-g per cent., earnings
moved well ahead of productivity gains. Labour unit costs reached a level
1o per cent, above that of three years earlier, and consumer prices for non-
food items rose faster than in 1966.

In view of these cost/price pressures, new measures were forthcoming in
the autumn, From late September onwards monetary policy was tightened,
being reflected in a decline in the banks’ liquid assets. In two steps, one
before and the second after the sterling devaluation, the Bank of Canada
raised its discount rate from 4% to 6 per cent. At the end of November the
government presented an autumn budget in which it proposed by means of
expenditure economies and revenue measures to reduce its cash requirement
from $1,500 million in the fiscal year 196768 to half that figure in the year
beginning next july. However, this programme was partially rejected by
Parliament early in 1968, leading the government to make new proposals, the
main features of which were a temporary 3 per cent. surcharge on personal
and corporate income taxes and a speeding-up of corporation tax collection.

In 1967 deposits with the chartered banks in Canadian dollars, together
with the currency circulation, rose by 14 per cent., as against 6.7 per cent.
in 1966. This acceleration was to a considerable extent a result of the entry
into force in May of the new Bank Act, which strengthened the banks’
ability to compete with other institutions for funds. The interest rate ceiling
on - loans was raised from 6 to 7Y per cent. for the remainder of 1967 and
was removed altogether at the beginning of 1968. The banks were also given



the power to make mortgage loans and to issue debentures not subject to cash
reserve requirements. In line with their greater resources, the banks accelerated
their lending, particularly in the form of term loans to business, and they
also added substantially to their holdings of government securities.

Beginning in the spring of 1967 the capital market came gradually under
increasing strain, While developments in the United States were very influen-
tial, large issues by the central government, related to its growing budget
deficit, also played an important role. Total new issues in Canadian dollars in
1967 were 20 per cent. higher than in 1966. Between the spring and the end
of the year the average yield on long-term government bonds rose by a full
percentage point to over 6% per cent.

The announcement of the US balance-of-payments programme in January
1968 gave rise to a large-scale capital outflow from Canada and brought new
tensions to financial markets. On 22nd January the official discount rate was
raised from 6 to 7 per cent. Later, as another step, designed indirectly to
reduce outflows of short-term capital, the chartered banks were asked not to
enter into or renew swap agreements providing their customers with foreign
currency deposits. On 7th March the United States granted Canada complete
exemption from the balance-of-payments measures announced in January. In
the middle of March, following the increase in the US discount rate, the
Bank of Canada raised its rate to 7% per cent.,, and shortly afterwards the
yield on long-term government bonds rose to above 6.9 per cent.

Japan.

The economic upswing that had begun in mid-1965 gathered strong
momentum in 1966 and continued unabated throughout 1067. In the first half
of the year exports fell back, but this was compensated by an investment-led
acceleration in domestic demand. In this period pressures on the labour
market became more intense and earnings went on rising rapidly. The
budget for the fiscal year beginning April 1967, though less expansionary
than the preceding one, continued to give constderable 1mpetus to spending.
Up to the summer no new monetary steps were taken, but the drain on
liquidity associated with the external deficit had some tightening effect.

Beginning in late July both fiscal and monetary conditions became
progressively more restrictive. At that time scheduled flotations of government
and government-guaranteed bonds were reduced by 10 per cent. on the
grounds of increasing buoyancy of revenue. In addition, ceilings on credit from
the central bank were tightened for the big city banks. On 1st September the
official discount rate was raised from 5.475 to 5.84 per cent., and quantitative
ceilings on the expansion of bank lending, which had been suspended in
mid-196s, were reimposed. The increase in lending by the big city banks was
limited in the third quarter to g5 per cent., and in the fourth quarter to
85 per cent., of that in the corresponding period of 1966. In early September
the government announced the postponement of public expenditure to the
amount of Yen 3ro milliard, representing 7 per cent. of the total.



As a result of these measures, monetary expansion slowed down notice-
ably in the later months of 1967. For the year as a whole, however, the
banking system’'s monetary and quasi-monetary liabilities rose by 15.5 per
cent., or only slightly less than the increase of 16.3 per cent. in 1966, These
figures are almost identical with the corresponding ones for changes in lending
to the private sector. The banking system’s lending to the public sector,
though proportionately small, again rose substantially in percentage terms,
while net foreign assets declined.

At the turn of 1967-68, when the rise in consumer prices had acceler-
ated and the external deficit had become larger, still further difficulties were
threatened by the sterling devaluation and the US balance-of-payments
programme. 10 help remedy the situation, the Bank of Japan in December
lowered the limit on the expansion of bank lending in the first quarter of
1968 to 71 per cent. of the figure in the corresponding period of 1967. In
addition, in eatly January it raised the official discount rate to 6.205 per cent.
The budget for 1968-69, which was introduced about this time, provides for
an increase in expenditure somewhat less than the estimated rise in gross
national product. The growth In general-account expenditure is to fall to
11.8 per cent., from 16.2 per cent. last year, while the investment and loan
programme 1s to increase by only 7.3 per cent., as against 18.2 per cent. The
limit on government bond flotations’ was also correspondingly reduced.

The tighter monetary conditions prevailing in the early spring of 1968
are reflected in interest rates. The yield on government (“Telegraph and
Telephone”) bonds stood at about 8.7 per cent, or about 11} percentage
points higher than a year earlier. The call-money rate, at nearly 7.7 per cent.,
had risen by about 1.8 points over the year.
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IoI. WORLD TRADE AND PAYMENTS.

The expansion of world trade slowed down in 1967. World exports,
measured in current values, rose by 5 per cent., compared with 10 per cent.
in the previous year and an average of 1o per cent. during the years 1963-66.
This slower rate of growth reflected the slackening of economic activity in
certain key industrial areas. The deceleration was most marked in the devel-
oping countries, whose exports increased by only about 1.5 per cent., compared
with an average annual rise of 7.5 per cent. in the preceding four years.
The growth rate of world exports also slackened perceptibly in the course of
the year, from 7.5 per cent. in the first quarier (as compared with the
corresponding period of 1966) to 2.5 per cent. in the fourth quarter.

Intérnationai trade.

Changes in
Exports Imports volu?ne of
Areas axports Imports
1965 | 1966 | 1967 | 1965 | 1966 | 1967 1967
in_milliards of US dollars In percentages
Developed areas
Waestern Europe
BEC . . . . . .« . v v n 47.9 B2.7 56.2 49.2 53.7 54.9 + 4.5 + 3.0
EFTA . . . .. oo o0 26.6 28.5 29.1 32.2 33.9 35.8 _ + 5.0
Other countries ., . . . . . .., 5.1 5.7 8.1 88| 100 10.0 + 9.0 —
Total for western Europe . ., . 79.6 86.9 &i.4 20.2 97.6 | 100.7 + 5.0 + 3.0
United States . . . . . . . ... 27.5 30.4 31.6 23.2 27.7 2e.1 + 3.5 + 5.0
Canada . . ... ........ 8.5 10.0 11.0 8.7 10.2 11.0 + 7.% + 7.0
dJapanm . . L L L e w e e e e 85 a.8 10.5 B.2 2.5 11.7 + 5.0 +26.0
Other areas’ . . ... ... .. 5.5 5.9 6.5 7.5 7.3 781 +7135 + 8.0
Total for developed areas . . . | 129.6 { 143.0 | 181.0 | 137.8 | 152.3 { 160.3 + 5.5 + 7.0
Developing areas
Latin America , . ., ... ... 10.4 11.0 11.0 8.8 a.7 10.0 + 3.5 + 3.0
Otherareas . . . . .« .« . . 25.4 27.4 28.2 28.5 30.5 31.1 + 1.0 + 2.0
Total for developing areas . | . 358| 3s4 | 39.2| 3r.3| 402} 411 + 1.5 + 2.0
Grand total®*, . . . . ... .. 165.4 | 181.4 1 180.2 | 175.1 | 192.8 | 201.4 + 5.5 + &.0
1 Australia, New Zealand and South Africa. 2 Repregents roughly 90 per cent. of world trade, as the trade of

gentrally-planned economies is included only to the extent that it is reflected in the imporis and exporls of their
trade partners in the Wast,

In terms of volume, however, the slowing-down in the growth of world
exports was less than appears from the value figures — namely, from 7.5 per
cent. In 1966 to 5.5 per cent. This was because export prices, which had
risen by 2 per cent. in 1966, declined last year by 1 per cent. Whereas prices
of manufactured goods as a whole remained stable, prices of primary commod-
ities fell by 3 per cent. The decline was mainly due to a fall in the prices



of non-food agricultural products, particularly those exported from developed
countries, Wool prices went down by 15 per cent. and those of oils and fats
by 8 per cent. Prices of food products remained stable in both developed and
developing areas. As regards the trend in the course of the year, commodity
prices remained unchanged in developing areas, while in developed areas they
declined continuously, reflecting the fall in prices of non-food agricultural
products. In the last quarter of 1967 they were 6 per cent. lower than in the
corresponding period of 1966. This movement was reversed in the spring of
1968,

In contrast with 1966, when exports from North America and Japan had
expanded faster, in terms of value, than those from western Europe, the rates
of increase in these areas were closer to each other last year, Exports from
Canada registered the fastest advance, 10 per cent., owing mainly to record
sales of motor-cars to the United States. The EEC group of countries and
Japan followed, with increases of nearly 7 per cent. each. Exports from the
United States and the EFTA countries went up by 4 and 2 per cent.
respectively. Imports into most industrial areas rose less than in the previous
vear. The deceleration was most marked in the United States, where the
growth rate fell from 20 to 5 per cent., mainly in response to recessionary
conditions in the first half of the year, In Japan, on the other hand, a
vigorous expansion pushed imports up by 23 per cent., compared with 16 per
cent. in 1966,

Exports of the group comprising Australia, New Zealand and South
Africa went up by 12 per cent. last year. While New Zealand’'s exports
declined by 7.5 per cent. because of a sharp fall both in the volume of sales
of wool and in wool prices, Australian exports rose by 1o per cent., as the
volume of its sales of wheat roughly doubled. Exports from South Africa,
which are more diversified than those of the other two countries, expanded by
nearly 15 per cent.

Trade between the FEC countries, which had risen by 11.5 per cent. in
1966, increased by only 5.5 per cent, last year, mainly on account of the
German recession. (Germany’s imports from its partner countries fell off
slightly and its total imports declined by 3.5 per cent.) EEC sales to third
countries advanced by 8 per cent., practically as much as in the previous year.
Total exports from Germany, Italy and the Netherlands grew by about 8 per
cent. and those from the BLEU and France by 3 and 4 per cent. respec-
tively. The deceleration from 7 to 2 per cent. in the growth rate of exports
from EFTA countries reflected the decline in UK sales by 2 per cent. in
terms of dollars, although they remained unchanged in terms of sterling. The
other six countries’ exports expanded by about 7 per cent., those of Denmark
showing the least progress.

Although the OECD countries’ trade with the centrally-planned econo-
mies remains small in absolute terms -—— in 1967 exports to these areas
amounted to $6.2z milliard, or less than 4.5 per cent. of OECD countries’
total exports — it has been expanding fast in recent years. In 1966 it
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increased by 23 per cent. owing to large Canadian shipments of grain to the
USSR and China. Such shipments were reduced by about half last year but,
on the other hand, sales from the EEC rose by 26 per cent., those to the
USSR expanding by as much as 66 per cent. In all, OECD exports to these
areas went up by 7 per cent. in 1967 It is estimated that trade between
the centrally-planned economies, which is not included in the preceding table,
rose by some 8 per cent. last year, or somewhat faster than in 1966, when
the prices of a number of products entering intra-area trade had been
lowered.

Exports from developing countries showed two divergent trends: an
increase of some 10 per cent. In sales from oil-producing countries and a
2 per cent. decline in exports from all other countries. As imports into the
latter went up also by 2 per cent., their import surplus, which had totalled
$7 milliard in 1966, probably exceeded $8 milliard last year.

A longer-term view of regional trade developments is afforded by the
accompanying graphs. Whereas in 1958 the EEC countries’ and North America’s
exports were approximately equal at some $22 milliard, in 1967 the former
amounted to $56 milliard and the latter to $4z milliard, so that at the end
of the ten-year period the EEC’s exports were two and a half times as great,
and those from North America not quite twice as great, as at the beginning.
The EFTA countries’ exports rose by roughly four-fifths, from $16 to
29 milliard. From 1958 to 1967 the share of the EEC in the export total
for the three areas expanded from 38 to 44 per cent., while that of North
America fell from 35 to 33 per cent. and that of the EFTA from 27 to
23 per cent. The growth trend, based on quarterly adjusted figures at annual

Exports by trading areas.
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rates, rose more steeply in all three areas from 1963 onwards. In 1967,
however, it turned downwards in the EFTA countries.

In 1957, the year before the Rome Treaty came into force, the intra-
area trade of EEC countries was already much larger than that of the EFTA
countries, the respective totals having been $7 and 3 milliard. In the EEC it
represented roughly a third of the group’s total exports, in the EFTA less
than a fifth. Ten years later, owing to the higher rate of expansion of intra-
area trade in the EEC than in the EFTA, the figures were $25 and 7 milliard
respectively. In 1967 intra-area trade accounted for 45 per cent. of the EEC’s
exports and 25 per cent. of the EFTA’s exports. The EEC’s imports from
non-member countries increased from $18 to 31 milliard in the period under
review, but their share in the EEC’s total imports declined from 70 to 55 per
cent. That the EFTA countries’ dependence on the outside world remained
much greater i1s illustrated by the fact that, though the expansion in therr
mports from non-member countries — from $17 to 28 milliard — was
roughly the same as in the case of the EEC, the share of non-member
countries in the group’s total imports diminished only from 85 to 8o per cent.

Foreign trade of EEC and EFTA, 1957-67.

Parcentage distribution and balance vis-A-vis non-member countries.

==== Tg or from non-member countries To or from member countries
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In the course of the period 1957-67 the EEC’s trade balance vis-d-wvis
non-member countries went through three distinct phases: an improvement
in the late 1g9sos, when there was a decline in imports, a deterioration up to
1963, owing to rapidly expanding imports and a slow-down in export growth,
and continuous improvement thereafter. In 1967 the balance was back into
surplus. The EFTA countries, on the other hand, have a structural deficit
vis-2-vis non-member countries, which has tended to increase.

The aggregate current account of western FEuropean countries shifted
from a deficit of $o.55 milliard to a surplus of $1.2 milliard last year. The
EEC countries’ surplus increased from $1.4 to 3.9 milliard, while the EFTA
countries’ deficit widened from $0.7 to 1.7 milliard.

The rise in the EEC surplus was mainly due to a $2.3 milliard increase
in Germany's trade surplus. In addition, the other member countries’ combined



Western European countries: Balances of payments.

Net capital movements
hI{:rcn‘:e Sarvices! Current (?nﬂow +)2 Overalla
Countrles Years G.0.b.) batance balance
e Long-term |$hort—terrn
in milllons of US dollars

Belgium-Luxemburg. . . 1366 - 380 |+ 263 | — a5 | — 75 I + 80 | — 110
1967 — 128 |+ 340 | + 21s — 40 + 175

France . . .« .« . . . 1966 - 30|+ TO|+ 40+ 10*| + 290°| + 340
1967 4+ 185 |— 200 |— 45l + |~ 85|-— 3B

Germany . . . . . . . . 1066 +2885 | =2780 [+ 108 | — 198*| 4+ B40 | + 450
1967 +5195 | —2,780 | + 2418 | — 800 | — 615 | + 900

HWaly .. ........ 1066 | — 998°| + 2,400 | + 1,408 | — g25°| — 20 | + 560
1887 —1,120%| + 2,405 | + 1,285 | — 925 | + 15 | + 378

Netherlands . . . . . . 1966 — 605 |+ 520 | — a5 | + 50 | — 5| — 40
1067 — a6 |+ 585 |+ Y0 |— 185 |+ 158 |+ &0

Total EEC . . . . 1966 + 898 |+ 475 [+ 1,370 | — 1,038 | + 865 | + t,200
1867 + 3,620 { + 320 | + 3,040 — 2,485 + 1,475

Ausirid. . . . . - ... 1966 - 6T0%|+ 480 |— 190 14 351+ 90 |— &5
1967 — 545%| + 435 | — 110 |+ 265 |+ B0 [+ 208

Denmark . . « . . . . . 1966 — 288 |+ 205 [— 8O + 90 + 30
1967 - 800 |+ 140 | — 180 + 95 - 65

Notway. . « . 0 1966 — 850°|+ 890 |— 180 |+ 125 |+ a0 |+ 5
1967 —1,020°| + 830 | — 190 |+ 345 | + 10 | + 165

Portugal . . . . . . ., 1966 — 34D |+ 300 ) — 40|+ 115 |+ a0 |+ 115
1967 — 315 |+ 365 |+ 50 |+ 120 |+ &+ 175

Sweden . . .. . ... 1e86 |~ 315°|+ 80 | — 268 + as0 + o5
1967 — 178%| — 5 | — 180 + 1585 — 28
Switzerland . . . . . . . 1966 — @505+ 770 |+ 120 — 135 — 15°
1957 -~ 5o8%| + 815 |+ 220 — 105 + ti1s

United Kingdom . . . . 1966 — 4w |+ 925 |— 85 |— 285 |[— 40 | — 410
1967 1,715 |+ 395 |—1330 |- 78|+ 5% |-~ 865

Total EFTA . . . 1968 —3,500 | + 2,820 | — 680 + 43s — 245
1967 -~ 4,665 |+ 2,988 | — 1,710 + 1,418 — =295

Finland. . . ... ... 1966 — 240%/ 4+ 30 |— 290+ s0 )+ 18 | — 145
1967 ~ 180%| + 15| — w51+ e|— 1w0l— 80

Greece . . .« .. .., 1966 — 728°| + 490 | — 235 |+ 220 [+ 40 [+ 25
1967 — 678%| + 485 | — 180 |+ 170 [+ 35 |+ 15

feeland . . . . . .. .. 1966 - 5 | — 57— 10 | + 15 | — 5 —_

1967 — 50 - -~ 50 + 20 — 30

Ireland . . . ... ... 1966 — 360*| + 315 | — 45 + 120 + 75
1967 - 2o08%| + 325 [+ a0 - 10 + zo

Spain ... ... 1966 —2000 | +1,420 | — 580 | + 360 | + 15 | — 208
1967 -—19200 |+ 1,320 | — 580 |+ 480 | — 385 | — 155

Turkey . - .« . . .., 1966 — 230%|+ 70 {-— 180 + 12s - as
1967 — 170%|+ 70 [ — 100 + 115 + 15

Total “Other” . . 1966 — 3,580 | + 2,320 | — 1,240 + 855 — 285
1067 —3,270 | + 2,215 | — 1,085 + 840 — 215

Grand total. . . . 1966 —6,165 | + 5,618 | — 550 + 1,220 + B70
1967 — 4,315 | + 5400 | + 1,175 — 210 + ©SBB

¥ Including unilateral transfars. 2 Difference between current and overall balances. Inciudes errors and
omissions., 3 Equal to changes in net official assets and the net foreign position of commercial banks,

4 including official debt prepayments. 5 Including multilateral setttements and adjusiments. ¢ Imports ¢.i.f,
7 Including the balance of Portuguese overseas territories vis-a-vis the non-escudo area.  ® Net official assets only.
Mote: In converting natlonal currency data for Denmark, United Kinpdom, Finland, leeland, Ireland and Snain
into dollars, adjustments have bheen made for the estimated effects of changes in parities.
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trade deficit declined by $o0.4 milliard. On the other hand, the EEC’s
net receipts from services fell by $o0.2 milliard. In the BLEU and the
Netherlands the current account shifted from deficit to surplus, owing chiefly,
in each case, to a reduction in the trade deficit. The current balances of
France and Italy deteriorated in comparison with 1966. In France there was
a worsening on services account, while in Italy the trade deficit increased.
In the first quarter of 1968 the current surplus of EEC countries was almost
wholly offset by a long-term capital outflow. Owing, however, to very large unre-
corded transactions, the overall balance showed a surplus of some $o.5 milliard.

The $1 milliard rise in the deficit of the EFTA countries in 1967
included a deterioration of $1.3 milliard in the UK trade balance (detals of
the latter are given in Chapter I). This was partly compensated by a $140
million reduction in the trade deficit of the remaining six countries and a
rise of $135 million in the whole area’s net invisible receipts. Larger current
deficits were recorded last year by Denmark and Norway. In the case of
Denmark this was primarily due to a fall in receipts from services and in that
of Norway to the raptd growth of imports. The remaining four countries
showed better results than in 1966. In Austria and Sweden the trade deficit
was reduced and in both countries this improvement more than compensated
the decline in receipts from services. Portugal’s current account shifted from
deficit to surplus, mainly owing to higher receipts from workers’ remittances.
In Switzerland, finally, about half of the larger current surplus was due to an
improvement in the trade balance and the remainder to an increase in
invisible receipts.

The combined current deficit of the six countries outside the EEC
and the EFTA was reduced by $200 million. All, except Iceland, achieved
an improvement In their trade account.

In the three groups of countries capital movements had a compensatory
effect last year. In the EEC there was a net outflow of $2.5 milliard, most
of it representing long-term capital exports from Germany and Italy. The
EFTA countries recorded a net inflow of $1.4 milliard, the main recipients
having been the United Kingdom, Norway and Austria. The net inflow into
the remaining six countries amounted to $6.8 milliard, roughly half of which
went to Spain. In all, western Europe recorded a net capital outflow of
$210 million, compared with an inflow of $1,220 million in the previous year.

The behaviour of capital movements over the past decade may be seen
in more detail for the eight countries represented in the following graph.
This shows, on the one hand, the balances on current and long-term capital
account, or basic balances, and, on the other, short-term capital movements,
including errors and omissions and changes in the net external positions of
commerctal banks. During the greater part of this period short-term capital
movements in most of the eight countries tended to offset the basic balance
of payments — partly in response to market forces and partly as a result of
central-bank policies. In the first few vyears, however, short-term capital
movements in Belgium, Germany and Italy moved roughly in line with
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changes in the basic balance. But this can be explained by some special
factors at work at the time. Thus, in 1960 Germany simultaneously recorded
a very large basic surplus and, in conjunction with the relatively high domestic
interest rates, a substantial short-term capital inflow, mostly to the German
banks. During the course of the decade the size of the net short-term capital
flows increased in relation to that of the basic balances, and in recent years
the flows have been more clearly of a stabilising nature than previously and
have helped to limit changes in the official monetary reserves.

France. Over the last three years France’s overall balance of payments
has swung round from a surplus of $960 million to a small deficat. The
change from 1965 to 1966 was largely due to a deterioration of the trade
balance and a contraction of the net long-term capital inflow. The turn-round
from a surplus of $340 million in 1966 to a deficit of $35 million in 1967
was the result of a shift from surplus to deficit in the services account and
from a net inflow to a net outflow in the short-term capital account. The
balance of trade, on the other hand, shifted from a small deficit to a surplus
of $155 million.

The slowing-down of economic expansion in France and abroad put a
curb on both imports and exports. As measured by customs statistics, imports
from countries outside the franc area increased by 6 per cent., compared with
17 per cent. in the previous year, Impotts of raw materials actually declined
by 13 per cent., whereas those of manufactured products rose by 11 per cent.
Exports, which had increased by 11 per cent. in 1966, went up by only 5 per
cent. last year; those of capital goods, however, increased by 12 per cent.
The trade deficit in regard to such countries widened from $go5 to 1,080
million. Whereas the mmport surplus vis-a-vis other EEC countries increased
by $440 million, the export surpluses in relation to the EFTA countries and
eastern Europe showed gains of $1oo and 4o million respectively, mainly on
account of larger sales to the United Kingdom and the USSR. In trade with
countries belonging to the franc area a $100 million shift took place from
deficit to surplus, owing partly to a sharp decline in purchases of Algerian
wine. From mid-1967 onwards total exports resumed growing at a faster rate
than imports, and in the first quarter of 1968 the trade balance was much
closer to equilibrium than twelve months before.

The balance of invisible items, which ever since 1959 had shown a
surplus, switched to a deficit of $200 million last year. All major items
except investment income showed a deterioration. Government transactions,
which had recorded a surplus of $40 million in 1966, shifted to a deficit of
$125 million owing to a fall in receipts (as a result of the removal of the
NATO headquarters and the departure of US troops) and a rise in French
expenditure abroad. A small deficit also appeared on travel account, while net
outpayments in respect of remittances, though rising less fast than in the
previous year, went up to $360 million.

The net inflow on account of private capital movements was about the
same as in 1966, both French investment abroad and foreign investment in



France: Balance of payments®
{¥is-a4-vis naon-franc-area countries).

1967
1965 1966 1at 2nd 3rd dth
ltems Year2 l quarter quarter | quarter | quarter
in mifliohs of US dollars
Merchandise trade (f.o.h,)
Exports. . . . .. ... 8,265 8,985 10,135 2,366 2,495 2,595 2,650
Imports, . . . . . ... 7,838 8,018 9,980 2,375 2,500 2,440 2,600
Trade balance . . + 330 — 30 + 155 — 20 - 5 + 155 + 50
Services
Investment income . . .| + 85 + 80 + 110 + 30 + 45 + & + 30
Travel . ., ... ... — 30 + 10 - 20 + 25 + 75 — 130 - 25
Workers® remittances . .| — 275 — 330 — 380 — 80 ~ 20 - 100 - o5
Government transactions + 55 + 40 - 125 —_ — 55 — 30 — S0
Other, . . . ... ... + 295 + 260 + 195 + 15 + 15 + 70 + 95
Totat. . . .. .. + 130 + 70 — 200 — 10 — 10 — 1858 — 45
Current balance. .| + 460 + 40 - 45 — 30 — 18 — 30 + 5
Long-term capital
Private
MNet French invest-
mentabroad . . . .| — 1175 — 215 — 390 — 45 — 65 - 90 — 1170
Net foreign investment
inFrance . . . . .. + 53% + 370 + 510 + 80 4+ 60 + 145 + 160
Total privata . . . + 360 + 185 + 120 + 45 - 5B + BS — 10
Official , . . . .. ... —280° | —i45* | — as - 5 - — 10 — 25
Total. . . . ... + 110 + 10 + 75 + 40 - 5 + 45 - 35
Balance on current
and long-term
capital account . | + 570 + 50 + 30 + 10 — 20 + 15 — 30
Short-term capital.
multilateral settle-
ments and
adjustments®. . . . . + 390 -+ 290 — 65 + 35 + 150 - 45 — 150
Total balance
{= changes in
manetary itams}. + 960 + 340 — 35 4+ 45 + 130 — 30 — 180

1 Cash balance. 2 The sum of the quarters does not tally with the annual figure, as revisions are included
in the total for the year but not in the quarterly figures, % Including a debt prepayment of $180 million to the
S Export-Import gank. & Ingluding a debt prepayment of $70 million to the United States, 5 Including
merchanting transactions, which were formerly recorded partly undet “lmports" or ""Exports® but chiefly under
“'Rest of French franc area'. The latter heading has been discontinued, since the overall balance, which had
previously included overseas territories in the French franc area, is now limitad o French territory.
France increasing substantially. The former went up from $215 to 390 million
and reflected mainly higher purchases of foreign securities. Security transactions,
including for the first time French issues on international markets, also
accounted for a large part of the rise from $370 to sio million in foreign
investment in France. With the disappearance of the surplus in the balance
of payments, no debt prepayment took place in 1967. As a result the official
capital outflow was only $45 million. On short-term capital account, where
there had been substantial inflows In previous years, there was a net ocutflow
in 1967, mainly owing to large private gold purchases in the second half of

the year.



Germany. Two factors were of primary importance in the development of
Germany’s balance of payments in 1967: the weakening of domestic demand
and the consequent relaxation of monetary policy. The first of these factors
produced an increase in the export surplus from $2 to 4.2 milliard, the
largest ever recorded. With the deficit on services and unilateral transfers
diminishing from $1.9 to 1.8 milliard, the current surplus rose from $o.1 to
2.4 milliard. At the same time the change in domestic monetary conditions
led to opposite movements in the capital account. In the long-term sector the
net outflow rose from $0.2 to o.9 milliard, while at short term there was a
shift from an inflow of $0.4 milliard to an outflow of nearly the same
magnitude.

In 1967 imports decreased by $6co million to $17.5 milliard, or by
3.5 per cent. The decline affected chiefly manufactured products, in particular
consumer goods, purchases of which contracted by 13 per cent. Imports of
capital goods fell off by 2 per cent., but their share of the German market
continued to grow, since domestic sales of capital goods went down by as
much as 7 per cent. Good crops cut imports of foodstuffs by nearly 5 per
cent. On the other hand, overall purchases of raw materials mncreased slightly.
Finally, imports of defence equipment were 10 per cent. down on the year.
Most of the decline in imports occurred in the first part of 1967; with the
incipient recovery in the autumn imports began to pick up and in the fourth
quarter they exceeded the previous year's level by 4 per cent. In the first
quarter of 1968 they were 16 per cent. up on the year while exports were up
by 12 per cent.

Exports increased last year by $1.6 milliard to $21.8 milliard, or by
8 per cent., compared with 12.5 per cent. in 1966. The rate of expansion
slackened most in relation to the United States — from 25 to 9.5 per cent.
In trade with other EEC countries it came down from 16 to ¢ per cent. The
largest relattve gain took place in relation to centrally-planned economies,
exports to which rose by 36 per cent. and accounted for 6 per cent. of the
year's overall total, Sales to the United Kingdom increased by 11 per cent.,
while those to most other countries of the EFTA group declined. The growth
rate of vehicle exports showed the greatest contraction, viz. from 9.0 to 0.5 per
cent. Exports of machinery and consumer goods, which had expanded by
some I§ per cent. in 1966, rose by less than 10 per cent. last year.

The deficit on services was reduced from $320 to 235 million. Net
expenditure on travel was cut by $r15 million, reflecting the impact of the
recession on German travel abroad. Net outpayments on investment income
account were nearly $100 million greater than in 1966 and net receipts from
“other” services increased by $65 million, mostly on account of larger
receipts from foreign troops and merchanting trade. The former were com-
pensated by advance payments (registered as a short-term capital outflow) for
US deliveries of defence equipment. Unilateral transfers amounted to $1.6 mil-
liard, the same as in 1g66. The number of foreign workers fell by over
200,000 in 1967 — as a consequence, remittances dropped by some $9o mil-
lion. On the other hand, official transfers rose by about the same amount, net



Germany: Balance of paymenfs.‘

1967 1968
1966 1st ond 3rd 4th 15t
tems Year ' quarter quarter quarter quarter quarter

in millions of US dollars

Merchandise trade

Exports (Lob.) . . . . . 20,155 21,760 5,190 5,475 5,175 5,920 5,835
Imports {¢df) - . . .. 18,165 17,545 4,110 4,365 4,228 4,845 4,780
Trade balance . .| + 1,990 | + 4215 | + 1080 | + 1,100 | &+ 950 ] + 1,075 ) + 1,085
Services
Travel . . . . ... .. - 775 — G660 - 115 — 150 — 340 — 55
Investment income ., . .| — 405 | — BOO | — 5| — 11& | — 188 | — 145
Other, . . . ... ... + 860 | + 928 | + 165 | + 185 | + 290 | + 275
Total ... ... — 320 — 235 ) — 25 | — 70| — 2185 + 75 + 75

Unilateral transfers

Workers' remitlances . .| — 630 f — 545 | — 130 | — 130 | — 145 | — 140 | — 110
Other . .. ... .. — 938 | —1,020| — 2807 — 280 | — 220 | — 260 | — 270
Total. . . . ... — 1,565 — 1,685 | — 380 - 410 - 365 — 400 - 380
Current batance. .{ + 105 + 2,418 | + 665 + 630 + 370 + 750 + 780

Leng-term capital

Private
MNet German invest-
mentabread . . . .| — 630 - B5Q{ — 188 | — 185 | — 250 — 230 - 455
Met foreign Investment
in Germany, , . ., . + 1,055 + 300 + 135 + 25 + 120 -+ 20 -+ 40
Total private . . .| + 425 — B&0 _ 80 | — 160 — 130 - 210 — 415
Official . . . . .. ... — 820°| —~ 380 | — 45 | — a0 - 70 — 145 -_ 45
Total — 1898 — 900 -_ =13 — 250 ~ 200 - 355 — 480

Batance on current
and long-term

capital account . | — 90 | + 1518 | + S70 | + 380 | 4+ 170 [ + 395 | + 320
Short-term capital
Private . ., . . .. ... + 425 — 395 + 145 - 70 - 115 — 356 + 10
Official , . . . . . ... _ 55 + 45 | — 20 | — 65 + 95 + as + 45
Total + 370 — 350 + 125 — 135 _ 20 - 320 + 5%
Errors and omissions . . .| + 170 | ~ 285 | + 228 | — 215 | + 28 | — 300 4+ a70
Total balance
(= changesin
mongtary items). | + 480 | + 900 | + 820 | + 30| 4+ 178 | — 228 | + 845

1 On a transactions bhasis. 2 Including a debt prepayment of $195 million to the United States.

payments to the Agricultural Fund of the EEC being nearly $50 million
higher than in 1966,

The private long-term capital account shifted from a net inflow of over
$400 million in 1966 to a net outflow of $550 million, mainly because of a
decline of some $750 million in foreign investrnent in Germany. The easing
of domestic monetary conditions had the biggest effect in the credit sector,
where net borrowing of $335 million in 1966 gave way to net repayment of
$0s million. In particular, the banks, which had taken in $100 million in



1966, repaid $175 million last year. The liquidation of foreigners’ portfolio
investment in Germany, which had started in 1966, accelerated last year from
$35 to 180 million, since the yields of German fixed-interest securities fell
well below those obtainable on Euro-bonds. Foreign direct investment in
Germany came down from $835 million in 1966, when it included the $180
million Texaco transaction, to $610 million. Part of this inflow was accounted
for by the reinvestment of profits and by the conversion of previous short-
term credits. Net long-termm German investment abroad rose last vear {rom
$630 to 850 million, largely in response to attractive interest rate differentials.
The net outflow of long-term official capital came down from $620 to 350
million. In 1966 it had been boosted by an advance debt repayment to the
United States of $195 million. In all, the long-term capital account recorded
a net outflow of $goo million, compared with one of nearly $200 million in
the previous year.

The short-term capital account shifted from a net inflow of $370 million
to a net outflow of nearly the same magnitude. German enterprises, which in
1966 had taken up foreign credits to the amount of $430 million, repaid
$250 million last year and, in addition, granted $140 million of credits to their
customers abroad. Errors and omissions, which reflect to a large extent changes
in trade credits, switched over from a substantial surplus to a deficit of
$265 million. The overall surplus for 1967, as measured by the changes in
monetary items, attained $9oo million — twice the figure for 1¢66.

In the first quarter of 1968 the overall surplus amounted to $845 million,
neatly as much as in the first quarter of 1967. The current surplus of
$780 million was partly offset by a net long-term capital outflow of $460
million, so that the greater part of the overall surplus was accounted for by
the net short-term capital inflow and the positive balancing item, which is
normally very big in the first quarter.

Italy. The overall surplus on the Italian balance of payments, after
reaching a peak of $1.6 milliard in 1965, fell to $s60 million in 1966 and
was further reduced to $375 million last year. The trade deficit rose by
$125 million and the large private capital outflow, which had been so marked
a feature of 1966, gained further momentum. In the first quarter of 1968 the
capital outflow amounted to $440 million, while there was a current surplus
of $265 million, '

Measured on a customs basis, the growth rate of imports slowed down
from 16 to 13 per cent. last year and that of exports from 12 to 8 per cent.
Imports of fuel and of capital goods led the field with gains of 24 and 19 per
cent. respectively, reflecting in the latter case the expansion of investment.
Imports of consumer goods went up by only 6 per cent., owing chiefly to a
rise In purchases of meat and durable consumer goods. The sluggishness of
exports to other EEC countries, due mainly to a § per cent. fall in sales to
Germany, was partly offset by the continuing strength of demand from the
EFTA area and from non-European countries and by the rapid growth of
sales to eastern-bloc countries and Yugoslavia,
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Italy: Balance of payments.’

1967 1968
1968
15t end 3rd 4th 15t
Items Year quarter quarter quarter quarter quarter

in millions of US doltars

Merchandise trade

Importa (cit) . . . .. &,600 9,220 2,280 2,380 2,245 2,385 2,485
Exports (f.ob.) . . . . . 7.605 8,170 1,960 2,060 2,070 2,080 2,345
Trade balance . .| — 988 | — 1,120 | — 320 | — 320 — 175 | — 308 | — 140
Services
Travel . . . .. .. .. + 1,200 + 1,125 + 145 + 270 + 500 + 210 + 155
Woarkers' remiftances . . ) + 73D 3 + GBO } + 140 | + 185 | + 180 ) + 175 | + 1485
Transport . . . . . . . + 410 | -+ 445 + 25 + 110 + 120 + 120 | 4+ 115
Other. . . . . .. . .. + =1] + 155 —_ 45 + 35 + 130 + 33 - 10
Total. . . . ... + 2,400 + 2,405 | + 33 + 600 + 230 + 540 | + 403
Current balance. .1 -+ 1,405 | + 1,285 | + 15 + 280 | + 7S5 + 2358 | + 268
Capital movaments
Long-term
Private . ., . . . . . . — 640 — 870 - 280 - 1BS — 155 — 240 | — 385
Official . . . . . . .. - 1852 = 55 + & _ 80 _ 15 + 5| — 55
Shortterm . . . . . .. - 20 | + 15 | + 258 | — 5 —_ - 5 —
Total, . . . ... — 845 — 910 — 260 — 240 - 170 — 240 — 440
Total balance
(= changesin
monetary items). | + 580 | + 375 - 245 | + 40 | + 65851 — 81 — 1758
t On a cash basis. 2 Including a debt prepayment of $145 million to the United States.

Net receipts from services ceased to rise last year. Workers' remittances
and income from travel fell by $50 and 75 million respectively, owing to a
deterioration in cyclical conditions abroad and to measures taken by foreign
countries. These losses were practically offset by larger receipts from trans-
portation and smaller interest and dividend outpayments.

As regards Italian private capital, there were larger purchases of foreign
securities owing to the policy of keeping domestic long-term interest rates
relatively low, Direct investment abroad also rose, while credits granted to
non-residents declined. The inflow of foreign private capital totalled $215
million, some $45 million less than in 1966. While on portfolio account
there was a shift of $160 million from liquidations to net purchases, a turn-
round of the same size but in the reverse direction occurred in long-term
credits as a result of large-scale repayments by Itahan borrowers. The
inflow from direct investment and miscellaneous capital transactions fell by
$50 million. The net outflow in respect of official capital, which had been
boosted by a debt prepayment of $145 million in 1966, was reduced from
$185 to 55 million. The above cash balance does not include trade credits;
these have grown to large proportions in recent years mainly because of the
expansion of Italian exports, which are customarily offered on deferred-
payment terms. In each of the last two years the net outflow In respect
of trade credits exceeded $500 million.



Netherlands, The overall balance of payments of the Netherlands shifted
from a deficit of $40 million in 1966 to a surplus of $60 million last year
as a result of a smaller trade deficit and increased receipts from invisible
transactions.

For 1967 as a whole the growth of imports on a customs basis slowed
down from 7.5 to 4 per cent. While imports of raw materials fell by 10 per
cent. and those of capital goods decelerated sharply, there was a 10 per cent.
rise in food imports notwithstanding good domestic crops of wheat and sugar.
Exports continued to expand last year, the rate of growth coming to 8 per
cent.; sales of agricultural produce recovered, rising by 10 per cent., while
those of machinery and vehicles went up by only 2 per cent. As far as
destination is concerned, there was an increase of 7 per cent. In exports to
other EEC countries — a slightly faster rate of growth than in 1966 —
while those to EFTA countries showed a rise of 8 per cent. after remaining
stationary the year before. The growth of exports to this latter group of
countries in 1967 reflected mainly a 16 per cent. increase in sales to the
United Kingdom. As a result of these movements the trade deficit on a cash
basis narrowed from $605 to 485 million.

Netherlands: Balance of payments.*

1967 1968
lterns 1968 Year 1st 2nd 3rd 4th 1st
quarter quarter quarter Quarter quarter
in millisns of US dollars
Merchandise trade (f.o.b.)
Imports. . . . . . . N 7,050 7,355 1,755 1.845 1,800 1,956 1,950
Exports. . . . . .. .. &,445 5,670 1,640 1,695 1,700 1,835 1,860
Trade balance ., ,| — 608 | — 485 | — 118 | — 150 | — 100 | — 120 | — 90
Services
Investment inceme . . .| + 165 + 245 + 45 + 15 + 105 + a0 + 25
Other. . . . ... ... + 355 + 310 + 45 + 80 + &0 + 108 + 60
Total. . . . ... + 520 + 555 -+ 80 [ + 25 + 185 + t85 + 85
Current balance. .| — &8s | 4+ 70| — 25 | — B5 | + 85 | + 65 | — 5
Capital movements
Long-tarm
Security transactions
Duteh . ... ... + o5 + 40 + 25 -_ 15 + 35| — B + -
Foreign . . .. .. + 55 | — 45 | + E| - 20 | — 25 | — 5| — 30
Banks . ... .. .. — - 65 - -_ as —_ 20 _ 10 | = 15
{rther private capital . | — 5| - 75| — 45 ) — 5| — 30 | + 5| + 16
Official . . . . .. .. - 25 _ 20 | — E —-— —_ 10 _ B —_ ]
Total long-ferm . . | + 50 - 165 -_ 20 -_ 75 - 50 _ 20 § — 30
Shorttermy . . . . . . . - 5]+ 185 ) — 51+ 50 | + 40 ) + 70 -
Total. . .. ... + 45 _ 10 —_ 25 ot 25 —_ 10 50 —_ 30
Total balance
{= changes in
monetary items), | = 40 | + 60 | — 50 | — B8O | + 75 | + 1185 | ~ 35

* On a cash basis.



Net income from investment, which in the previous year had shown
some decline, rose by $80 million last year. Part of this increase came from
interest receipts on foreign issues on the Dutch market and part from higher
dividend income, notably from the United States. Receipts from other in-
visible items continued their downward trend. They declined by $45 million
in 1967 owing to a fall in transport receipts, a reduction In remittances as a
result of a decline in the number of Dutch border workers employed in
Germany, and a further deterioration on travel account,

Measured on a cash basis, the current account shifted from a deficit of
$85 million to a surplus of $70 million. On a transactions basis, however,
the improvement showed up in a reduction of the deficat from $200 to
100 million. This is a long way off the surplus of some $200 million, equi-
valent to 1 per cent. of the gross national product, which is aimed at m
order to provide development aid.

On long-term capital account there was a net outflow of $165 million
in 1967, which was almost wholly offset by short-termn movements. Security
transactions, which had resulted in an inflow of $150 million in 1966, were
approximately balanced last year owing to a rmise in purchases of foreign
securities — mainly US shares — by Dutch residents. While net sales of
foreign securities had amounted to $55 million In 1966, net purchases totalled
$45 million last year. Purchases of Dutch securities by non-residents dropped
from $95 to 4o million, chiefly as a result of a cut-back on the part of Belgian
and Swiss investors. While no foreign issues were floated on the Dutch capital
market in 1966, a Fl 50 million ($14 million) loan was issued last year by
the Netherlands Antilles. Net Dutch direct investment abroad went up by
$85 million while net long-term borrowing from abroad rose by a similar
amount. Long-term transactions by the banks moved from equilibrium to an
outflow of $65 million. Total short-term capital transactions, on the other
hand, shifted from equilibrium to an inflow of $155 million.

Belgium-Luxemburg Economic Unton. The overall payments balance of the
BLEU came back to surplus last year, as the trade deficit narrowed from
$360 to 125 million. Import growth, as measured by customs statistics, came
to an end in 1967 as a result of the slack in the Belgian economy (in partic-
ular the high level of stocks) and also of a decline in prices. Exports
increased by 3 per cent., compared with 7 per cent. in the previous year.
While sales to Germany and the Netherlands actually fell off, exports to
France and Italy expanded by 13 and 26 per cent. respectively. Those to
eastern Europe continued to grow fast, rising by 30 per cent. Net receipts
from invisible items went up from $265 to 340 million in 1967, mainly as a
result of increased receipts from transport and government transactions,
which more than offset the growing expenditure on foreign travel.

Private capital movements, which had shown a small outflow in 1966,
recorded a net inflow of $155 million last year. This shift was due mainly to
a rise of foreign direct investment in the BLEU, from $140 to 230 million,
Two-thirds of the inflow occurred in the second half of the year. Belgian



Belgium-Luxemburg Economlc Unlon: Balance of payments.

1967
Htems 1968 Year 15t 2nd ard 4th
quarter quarter quarter quarter

in millions of US dollars

Merchandise trade

Imports . . . . . ... ... ... 5,690 5,800 1,380 1,480 1,370 1,560
Exports . . . ... .. ... ... 5,330 5,675 1,370 1,465 1,340 1,500
Trade balance . . . . . . . . — 360 — 128 - 10 — 25 — 30 — 60
Services
Merchanting and processing . . . . + 270 + 260 + 70 + 80 + BS + 55
Travel . . . . . . . . ..o — 20 — 130 - 10 — 35 — 75 - 14
Trangport . . . . . . ... 0 —_ + 35 + 10 + 10 + -] + 10
Government transactions . . . . . . + 5 + a0 + 5 + 20 + 25 + 30
Other . . . . o v o v v v v v 4 + 80 + S5 + 20 - + 40 + 35
Total . ... ... .. ... + 268 + 340 + 96 + 75 + 50 + 120
Current balance . . . . . . . — o5 + 218 + @s + BO + 20 + 60
Capital movemants
Public authorities . . . ... ... — B0 — 140 — &5 - 5O — 45 + 20
Semi-official* , . . ... .. ... 4+ as + 30 + 35 — 1B + 15 - 5
Frivate
Foreign investment In the BELEU . + 145 + 295 + 50 + 45 + 95 + 106
BLEU investment abroad . . . . . — 180 — 160 — 55 -~ 30 — 10 — 55
Gther . . . . .. .. ... ... + 10 + 10 + 5 — - + 5
Total . . .. . .0 v v v - 40 + 4B — 30 - 850 + 55 + 70
Errors and emigsions . . . . . . ., + 25 — 885 - 25 4 45 — 110 + 5
Total balance
{= changes in monetary items) — 110 + 175 + 30 4+ 45 — 35 4 1358

* Public enterprises and non-monetary financial institutions of the public sector.

private investment abroad, on the other hand, declined from $180 to 150
million. As the government repaid part of its foreign debt, the outflow in
respect of official capital transactions increased from $50 to 140 million.
In aggregate, recorded capital movements shifted from a net outflow of $40
million in 1966 to a net inflow of about the same amount last year, This
was offset, however, by a turn-round of $110 million in the errors and
omissions item. The first quarter of 1968 closed with a balance-of-payments
deficit of $70 million, against a surplus of $30 million in the corresponding
quarter of 1967, owing chiefly to a deterioration in the current account.

Austria. Austria’s overall balance of payments shifted from a deficit of
$65 million in 1966 to a surplus of $205 million last year. This was the
result of a substantial reduction in the trade deficit and large-scale borrowing
abroad.

The economic pause, coupled with good domestic crops, acted as
a curb on imports, which declined by 1 per cent, compared with a rise
of 11 per cent. in 1966, Imports of food and raw materials fell by 12 and
g per cent. respectively, while those of finished consumer goods and chemicals
increased by 12 and 10 per cent. In aggregate, imports amounted to $2,365
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million last year. Exports went up by $125 million, or 7 per cent., to $1,820
million. More than half of this increase was accounted for by sales to other
EFTA countries, exports to the United Kingdom showing a sharp rise of
over 4o per cent. There was also a further expansion of exports to eastern
European countries. Delivertes to the EEC, on the other hand, declined by
2 per cent., reflecting the contraction of exports to Germany and Belgium.
The net result of these movements was a reduction in the trade deficit from
$670 to 545 milhion.

Net receipts from invisible items declined last year from $480 to
435 million, mainly owing to a $30 million decrease on travel account; the
latter was due more to rapidly expanding expenditure by Austrian tourists
abroad than to a fall in receipts from foreign tourists in Austria. There was
also some increase In outpayments on investment income account.

The net long-term capital inflow reached $265 milhion last year, compared
with $35 million in 1966 and a previous peak of $i120 million in 1958.
Net borrowing by public authorities totalled $115 million — compared with
net repayments of $35 million in 1966. In addition, borrowing by the private
sector, mostly for electricity and road-building, more than doubled to $iso
million. In the first quarter of 1968 the net inflow of long-term capital
amounted to $9o million (twice as much as in the corresponding quarter of
1967), which more than compensated the current deficit of $8o million.
As there was also an inflow of funds on short-term capital account, the
overall balance recorded a surplus of $50 million.

Switzerland. The slowing-down of domestic economic expansion, which
had brought about a current surplus of $120 million in 1966, continued last
year and, together with mounting invisible receipts, pushed the surplus up to
$220 million. The capital account, which for the first time did not include
the banks’ short-term foreign positions, showed a net outflow of $105 million,
and the overall surplus amounted to $115 million.

The trade deficit was reduced for the third year in succession; in 1967
it fell from $6so to 595 million. Imports expanded by only 4 per cent.,
compared with 7 per cent. in 1966. While purchases of investment goods
levelled out after having risen by 10 per cent. in 1966, those of consumer
goods went up by ¢ per cent.,, substantially more than in the previous year.
Some 40 per cent. of the increase was accounted for by clothing and motor-
cars. The growth rate of exports also slowed down, from 10 to 7 per cent.
Exports to EEC countries were almost stationary, a § per cent. decline in
sales to the BLEU, Germany and the Netherlands being offset by increased
sales to France and Italy. Exports to the EFTA group, on the other hand,
expanded by 18 per cent., those to the United Kingdom rising by as much
as 23 per cent. In comparison with the previous year the seasonal contraction
of the trade deficit in the fourth quarter was much more pronounced. The
deficit amounted to only $45 million, imports having almost ceased to rise,
whereas the expansion of exports was accelerating following a stepping-up of
sales to Germany. In the first quarter of 1968 imports picked up again and
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the import surplus rose to $150 muillion, this being $35 million less than in
the corresponding period of 1967.

Net receipts from services are estimated to have gone up from $770 to
815 million 1 1967, owing to a growth in receipts from travel (reflecting
less an increase in numbers than a rise in expenditure per head) and rising
income on capital invested abroad.

On capital account, the net outflow from identified transactions increased
from $170 to g00 million, net new foreign issues on the Swiss market having
gone up from $100 to 165 million and authorised bank credits to foreigners
from $70 to 235 million. At the same time, however, the net inflow from
unidentified transactions came to $300 million. This large movement of funds
into Switzerland was partly connected with the uncertainty concerning the
pound sterling.

Sweden. The ¢ontinuation of the slower rate of economic growth in 1967
was reflected in both the current account, where the import surplus was
reduced, and the capital account, which showed a smaller inflow. Whereas
in 1966 there had been a record inflow of both private and official capital,
the inflow of private capital declined last year from $130 to 55 million,
most of the decrease occurring in the first half of the year. Although the
Swedish capital market is still closed to non-resident borrowers, some excep-
tions were made in 1967 for borrowers from other Scandinavian countries
and in the autumn a S.kr. 75 million ($14.5 million) IBRD loan was raised.
In the official sector there was a shift from an inflow of $25 million to
net repayments of $5 million. Finally, the surplus in the “errors and omis-
sions” item came down from $200 to roo million. This item, which is
structurally positive, 1s known to represent the counterpart of an undervalua-
tion of services and merchandise receipts, credits granted to shipyards and
other trade credits. All of the decline in 1967 seems to be due to a reversal
in these other trade credits from a net inflow to a net outflow in the
second half of the year, when uncertainties regarding a possible devaluation
of the Swedish krona caused import payments to accelerate. This movement
appears to have been reversed again in the first quarter of 1968 when the
current deficit of $145 million was almost entirely offset by an inflow of funds.

The net surplus in respect of services, which has béen shrinking fast
ever since the early rg6os, amounted to $s0 million in 1966 and practically
disappeared last year. This was due chiefly to a further steep rise in net
expenditure on foreign travel, which totalled $180 million. Shipping receipts
and investment income remained almost unchanged.

The import surplus was reduced from $315 to 175 million, as imporis
went up by only 2.5 per cent. against a 6 per cent. expansion in exports.
Imports of raw materials and food declined by 11 and 1.5 per cent. respec-
tively, reflecting in the first case the slow-down in production growth and in
the second good domestic crops. Raw-material exports also declined, but
those of manufactured goods expanded by ¢ per cent.



— I¢2 —

Norway. After having been in equilibrium in 1966, Norway's overall
payments balance recorded a surplus of $165 million last year; this was due
to a large capital inflow and rising freight receipts, which more than offset a
deterioration in the trade balance.

Total imports rose by $340 million to $2,770 million. More than half
the expansion was accounted for by deliveries of ships; their share went up
last year from one-seventh to one-fifth of overall imports. At the same time
exports of ships nearly doubled to $210 million, while exports of merchandise
went up by 5 per cent. to $1,540 million. Sales of fish and other staple
products declined, while those of machinery, iron and steel and paper showed
a substantial increase. In the first quarter of 1968 imports of ships were at
a particularly low level and the current account recorded a surplus of $25
million. There was also a capital inflow of $30 million.

Shipping receipts rose from $6s0 to 8oo million as a result of the
Middle East war. While freight rates had been declining in 1966 and the
first half of 1967, the closure of the Suez Canal in early June pushed them
upwards, Trip charter rates for Norwegian tankers were three and a half
times as high in the June-October period as in the first five months of the
vear; the upward movement of dry cargo rates, however, was much less sharp.
Both sets of rates fell towards the end of the year.

At $190 million, the current deficit last year was only $30 million
larger than in 1066. It was more than counterbalanced by a net long-term
capital inflow of $345 million. While borrowing by the private sector, mainly
shipping companies, expanded from $160 to 260 million, net direct investment
in Norway more than doubled to $70 million. Public authorities, on the other
hand, stepped up their repayments.

Finland. Measures taken to limit inflationary pressures began to show
results in 1966, when the import surplus of $240 million was very little
higher than in the previous year. Although the trade deficit came down to
$135 million in the first nine months of 1967, compared with $190 million
in the corresponding period of 1966, the underlying disequilibrium persisted.
Since the restrictive policies pursued so far had been reflected in a decline
in investment, a slackening of productive activity and growing unemployment,
a further tightening of restrictions did not seem feasible. The markka was
therefore devalued by 23.8 per cent. on 12th Ociober 1967. In order to
contain pressures on prices and costs and to tax windfall profits, an export
levy was introduced on 21st October. It will remain in force until the end
of 1969, but the rate of 14 per cent. payable by Finnish exporters will be
gradually reduced. It was also decided to speed up tariff reductions in regard
to EFTA countries.

Imports remained stationary during the first nine months of 1967 as
compared with the corresponding period of 1966. While those of raw materials
and Investment goods declined by 1 and 3 per cent. respectively, imports of
fuels and consumer goods went up by 7 and 3 per cent. Exports increased



Finland: Balance ot payments.

January to September | October to December Year
Items 1966 1867 1966 I 1987 1968 1967

n imillions of US dollars

Merchandige trade

Imports (¢.if). . . .. ... ... 1,250 1,250 430 430 1,730 1,680
Exports (f.o.b)} . . ... .. ... 1,060 1,115 430 ass 1,490 1,500
Trade balance . . . . . . . .. — 190 - 135 — 50 - 45 — 249 — 180
Services
Transport . . . . . ... ... .. + 75 + 90 + 25 + 15 + 100 + 105
tnvestment income. . . . . . .. . — 35 — 50 - 10 — 10 — 45 — 60
Other . . . . . ...+ — 20 ~ 25 - 5 - B - 25 — 30
Total . . ... ........ + 20 + 15 + 10 - + 30 + 15
Current balange . . . . . . . . — 170 — 120 — 40 — 45 — 210 — 165
Capital movemaents
Long-term . . ., . . .. ... ... + 35 + eo + 115 + 15 4+ 80 + 95
Short-term . . _ . ... .. ... + 60 + 20 — 48 - 30 + 15 - 10
Tofal . .. ... ... + 95 + 100 — 30 - 15 + 65 + BS
Total balance (= changes
in monetary items} . . . . . . — 78 — 20 — TO — &0 - 145 — BD

by 6 per cent., owing chiefly to a 30 per cent. rise in sales of metal and
engineering products. On the other hand, the exports of the paper industry
levelled out, while those of the timber industry and of agricultural produce
fell by 4.5 and 1o per cent. respectively. During the same period the terms
of trade deteriorated by 5 per cent., owing to a rise in the unit values of
imports, and in the fourth quarter they were ¢ per cent. less favourable than
in the corresponding quarter of 1966. In terms of volume, the last-quarter
figures did not yet reflect the impact of the devaluation, since contracts for
that period had been concluded previously.

As regards the balance of payments for 1967 as a whole, the deficit in
respect of merchandise trade narrowed from $240 to 180 mullion. On the
other hand, higher interest payments to foreign countries caused the surplus
on services to contract from $30 to 15 milhon, Over half of the current-
account deficit of $165 million was offset by borrowing from abroad. The
net long-term capital inflow increased from $50 to g5 million, most of the
rise betng accounted for by the issue of three loans (two government loans
and one by the Morigage Bank of Finland) totalling $39 million. Short-term
capital movements shifted from a net inflow of $15 million to a net outflow
of $10 million,

Denmark. Denmark’s overall balance of payments turned last year from
a surplus of $30 million to a deficit of $65 million. The change was due
entirely to a deterioration in the current balance, which recorded a deficit of
$160 million, compared with one of $60 million in 1966, Two-thirds of the
deterioration represented a fall in receipts from services.



Imports, on a customs clearance basis, rose by 6 per cent. in both 1966
and 1967, while the export growth rate declined from 6 to 4 per cent. There
was, however, an improvement in the course of last year, the trade deficit in
the first half giving way to a small surplus in the second. Imports, which had
increased quickly in response to heavy demand pressures and also in anti-
cipation of the coming into force of the value added tax on 3rd July,
slackened in the second half of the year, whereas exports, which had shown
little increase in the first half, recovered markedly. For the year as a whole
exports of manufactured products, excluding ships, expanded by 10 per cent.,
while those of agricultural products were 5 per cent. down on 1966, owing
partly to a further implementation of common agricultural polictes in the EEC
countries and partly to lower export prices. Net receipts from invisibles
declined from $205 to 140 million, reflecting a deterioration in all items,
The travel account, which normally shows a surplus, shifted to a deficit, as
expenditure of Danish tourists abroad rose much more than receipts from
foreign tourists in Denmark. Net receipts from shipping and government
transactions declined and outpayments in respect of interest and dividends
rose.

The net capttal inflow amounted to nearly $1oo million in each of the
last two years. Whereas the public sector’s repayments had exceeded its new
borrowing in 1966, in 1967 net borrowing amounted to $15 milhon. The net
inflow on direct investment account was somewhat lower than in 1666, as
Danish investment abroad increased more than foreign investment in Denmark.

Despite the improvement in exports in the second half of 1967, the
Danish krone was devalued on 21st November, by 7.9 per cent.

Iveland. Ireland’s trade deficit, which had recorded a peak of $425 million
in 1965, came down to $360 million in 1966 and about $300 million last vear.
Whereas in the greater part of 1966 imports were kept down by restrictive
domestic measures, an expansionary policy prevailed last year. In spite of it,
imports went up by only § per cent., which seems to be mainly attributable to
the fact that the recovery was concentrated in residential building and public
investment — sectors in which the import element is relatively small — as
well as to a decline in import prices. The growth of exports, on the other
hand, accelerated from 11 to 17 per cent., a large share of the rise being
accounted for by increasing sales of meat. In absolute values, imports amounted
to $1,050 million 1 1967 and exports to $755 million. Net receipts from
services, at $325 million, were only $10 million up on 1966, and the current
balance shifted from a deficit of $45 million to a surplus of $30 million.
While in 1966 there had been a capital inflow of $120 million, of which
well over half was due to large-scale government borrowing and to the
change in ownership of a private bank, last year no government borrowing
took place. In all, there was a small net capital outflow.

Because of its very close ties with the UK economy, the Irish pound
was devalued In line with sterling on 18th November 1967,



Spain. In 1967, for the third year in succession, Spain’s basic balance
of payments recorded a deficit. However, at $120 million, it was $100 million
less than in the previous year. This improvement was due entirely to a rise
in the net long-term capital inflow to $460 million, which reflected an increase
in direct investment, mostly from the United States, a substantial rise in
portfolio investment and larger credits from the US Export-Import Bank.

Owing to a slow-down in domestic economic activity and to a shight
increase In expott receipts, the import surplus was reduced by $100 to
1,900 million. This improvement was entirely offset, however, by lower net
invisible receipts. As registered by customs statistics, imports, at $3.5 muilliard,
were two and a half times as large as exports; after expanding by 19 per
cent. in 1966, they declined slightly last year. Imports of semi-manu-
factured products and raw materials showed decreases of 12 and i1 per cent.
respectively, and purchases of foodstuffs declined by 6 per cent., owing
partly to larger domestic supplies of meat. Imports of investment goods
wete virtually stable, while fuel imports went up by 23 per cent. and
those of consumer goods by ¢ per cent. Exports, which had expanded
by nearly a third in 1966, rose by 10.5 per cent. last year. Apart
from a decline in sales of ships and lorries, all groups of products shared
in the expansion.

The number of foreign tourists visiting Spain went up by 3.5 per cent.
last year, compared with an increase of 2r per cent. in 1966. The number
from France, which accounts for half the total, and from Germany declined.
Arrivals from all other countries went up, those from the United Kingdom
by 10 per cent. But travel receipts, following an increase of 13 per cent. in
1966, registered a decline, which is reflected in the fall in net receipts from
services proper by $70 million to $870 million. Income in respect of workers’
remittances also declined, by $3c million to $450 million, reflecting the lull
in economic activity in the main countries of emigration.

As the current balance continued to be in deficit and Spain’s exchange
reserves were declining, the peseta followed sterling’s example by devaluing by
14.3 per cent. against the dollar on 20th November. In support of the
devaluation a stabilisation programme was announced which included a price
and wage freeze until the end of 1968 and rises of up to 50 per cent. in
taxes on luxury goods. Following these measures the import surplus in the
first quarter of 1968 was substantially reduced and the overall deficit was
brought down to $65 million, compared with $150 million in the first quarter
of 1967.

Portugal. Whereas the inflow of long-term capital was virtually the same
in the last two years, Portugal’s current balance improved by $go million to
a surplus of $50 million in 1967. The trade deficit was reduced by $25 million
to $315 million and receipts from invisibles went up by $65 million to $365
million, owing chiefly to a $50 million rise in private remittances. Net travel
receipts Increased by only $10 to 185 million, despite a rise of some 30 per
cent. in the number of foreigners entering the country. In fact, there was a
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slight decline in gross receipts, but this was more than compensated by a
fall in Portuguese travel expenditure abroad.

Owing to a marked slow-down in industrial activity and to higher
agricultural output, imports as measured by customs statistics remained
stationary last year. Those from outside the escudo area — which account
for nearly nune-tenths of the total — actually fell by 2 per cent., while
those from the overseas territories increased by 5 per cent. Imports of
machinery and transport equipment declined by 6 per cent. and those of
cereals by 23 per cent. On the other hand, imports of livestock and animal
products roughly doubled. As regards exports, those to countries outside the
escudo area — which represent three-quarters of the total — went up by
8 per cent., an expansion of 25 per cent. in sales to the EFTA contrasting
with a small decline in those to the EEC. Exports to the overseas territories
went up by nearly one-fifth. The total export growth, most of which occurred
in the second half of the year, partly reflected higher prices for a small
number of products such as table wines, cotton yarns and cloth, wolfram
ores and machinery. As import prices remained stable, the terms of trade
improved by 8 per cent. over the previous year.

At $120 million, the net medium and long-term capital inflow was
slightly larger than in 1966. In the public sector increased borrowing from
abroad — about half of which was to finance shipbuilding — was more than
offset by bigger repayments. The net inflow of short-term capital, including
the balance of overseas territories with third countries, was $35 million smaller
than in 1966, mainly on account of advance import payments.

Canada. The easing of domestic demand pressures and the foreign
exchange benefits of the World Fair in Montreal combined to make the 1967
balance-of-payments result the best in Canada since the war. The basic balance
turned from a $110 million deficit in 1666 into a $89o million surplus and the
current-account deficit fell from $1,050 to 390 millton, its lowest level since
1952. The merchandise trade surplus grew from $325 to 550 nullion.

After rapidly expanding throughout 1965 and 1966, both imports and
exports flattened out in the first nine months of 1967 but showed signs of
recovery towards the end of the year. This renewed upturn was particularly
pronounced in the case of exports, which benefited from the cyclical revival
of the US economy and from the strikes in the US copper and automobile
industries. For 1967 as a whole, exports rose by 1o per cent. and imports by
8 per cent. Wheat deliveries actually fell by $330 million, chiefly owing to
smaller shipments to the USSR and China, and exports of other farm
products and of fish and forestry products showed hardly any increase.
Exports of metals and minerals, on the other hand, went up by $300 million,
mainly as a result of larger sales of copper and petroleum. But the biggest
factor behind the $1,005 million increase in total exports {(on a customs
clearance basis}) was a rise of $g925 million, or 40 per cent,, in deliveries of
manufactured goods other than metals and chemicals. About 75 per cent. of
this was attributable to exports of automotive products, which benefited from



Canada: Balance of payments.

1967 %
lems 1966 Year tst 2nd 3rd ath
quarter quarter quarter quarter
in_milliong of US dollars
Merchandise trade (f.o.b.}
Export® . . . . . o ¢ v v v v v oo 9,670 10,635 2,700 2,705 2,480 2,750
Imports . . . . . . . . 0. 9,345 10,085 2,520 2,585 2,515 2,465
Trade balance . . . . . ., ., + 3256 + .550 + 180 + 120 — 35 + 285
Services
Invastment income . . . . . .., — 750 — 800 — 170 — 220 — 220 — 180
Travel . . ... .. e e e s — 60 + 308 Rl 5 + 155 + 215 + 30
Other . .. ... ... — 5B5 - B35 — 125 — 180 — 100 — 130
Total . . . . . v e e e e .. —1,375 — 940 — 300 — 245 — 105 - 200
Current balanee. . . . . . ., . —1,080 | — 390 | — 120 | — 128 | — 140 | — 5
Long-term capital
Net new Canadian issues abroad . | -+ 890 + 880 + 255 + 145 + 195 + 285
Transactions in outstanding
Canadian securities . . . .. .| — 225 - a5 — 55 — 35 + 20 + a5
Transactions in foreign securities . | — 390 - 320 — BO — 50 — 115 — 105
Direct investment . . . .. ., . + 635 + 450 + B85 + 125 + 110 + 120
Other . ... ... o+ 30 + 305 + 50 + 50 + T0 + 135
Total . ., .. b e e e .. + 940 + 1,280 + 285 + 235 + 280 + 480
Balance on current and _
long-term capital aceount .| — 110 + 890 + 165 + 110 + 140 + 475
Shori-term capital* . . . .. .. + 2565 — 540 — 478 — b&& + 140 - 150
Total balance {= changes
in monetary items) . . . _ . + 145 + 350 - 310 + =13 + 280 + 325

1 Quarterly data in the current baflance are seasonally adjusted. 2 Including the balancing item.

the US-Canadian agreement signed in 1965. Such products were responsible
also for over 6o per cent. of the $745 million rise in total imports. The
dominant factor behind the contraction in the deficit on invisibles from
$1,375 to g¢q0 milhon was the $455 million improvement in net travel
receipts, which was largely due to the 1967 World Fair and the various
other centennial year activities.

Net receipts on long-term capital account went up by $340 million to
$1,280 millien, despite a $185 million contraction in net foreign direct in-
vestment in Canada and a slight decline in net new Canadian bond issues
abroad. These reductions were more than offset by a $260 million improve-
ment in the balance of transactions in foreign and outstanding Canadian securi-
ties, and by a $275 million rise in the surplus on ‘“other” long-term capital
movements. The gains in the latter item stemmed mainly from repayments of
credits extended in connection with earlier wheat exports and from foreign
bank lending to Canadian corporations. The increase in long-term capital
inflows has been influenced by the new Canadian Bank Act and the relatively
high long-term interest rates prevailing in Canada. The decline in net direct
mvestment in Canada was accounted for entirely by the United States;
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investments by other countries neatrly doubled, but still represented only one-
fifth of the total at the end of 1967. The $1 milliard improvement in the
basic balance of payments was to a large extent offset by a shift in the
balance of short-term capital movements from a $255 million surplus in 1966
to a $540 million deficit. The net official reserve position and that of the
Canadian banks together strengthened by $350 million.

Japan. Japan’s basic balance of payments shifted from a surplus of
$440 million in 1966 to a $990 million deficit. This sharp deterioration was
essentially the result of the somewhat unusual coincidence of strengthening
boom conditions within Japan and economic slow-down in most other in-
dustrial countries. Consequently, the growth of Japan's imports accelerated
from 14.5 per cent. in 1966 to 23 pet cent., whereas, owing to both weakening
foreign demand and domestic capacity shortages, that of exports declined from
15.5 to 6 per cent. The trade surplus narrowed from $2,275 million in 1966
to $1,160 million. In the first quarter of 1968, however, the situation began
to improve again; the monetary and fiscal restraint measures taken in the
second half of 1967 contributed towards a flattening-out of Imports, while
exports resumed their upward trend.

On a customs clearance basis, practically the whole of the 1967 increase in
exports was accounted for by machinery and equipment; as a result the share
of this item in total exports increased from 38 to 42 per cent. Exports of
textiles, in contrast, declined by 3 per cent. Imports of capital goods went

Japan: Balance of payments.’

1966 1967
Items 18t 2nd 18t 2rd
Year hal half Year hatf half
in millians of US doflars
Merchandise trade (f.o.b.)
Exports . . & + v v 4 4w v s v 0 4 9,640 4,380 E.260 10,230 4,720 5510
Imports . . . . . ... .. 7,365 3,560 3,805 9,070 4,400 4670
Trade balance . . . ... .., +2,275 + 820 + 1,455 + 1,160 + 320 + 8B40
Services
Transport. . . . - - . . .. ... - 610 — 320 - 200 — 820 - 383 - 455
Investmentincome . . . . ., ., — 185 — a5 — 80 — 175 ~ BE —- 80
Government? . . . . ... .. .. _-l- 440 + 195 + 245 + 475 + 220 + 255
Other . . .. ... ... ... — BT0 — 325 — 34B — a3b — 440 — 380
Total . . . .. .. R —1,025 — 545 — 480 —1,350 — 670 — G680
Current balance. ., . . . . ., . + 1,250 + 275 + 8975 -~ 180 — 350 + 160
Long-term capital . . , . .. .. — 810 — 285 — 525 — BOD — 366 — 435
Balance on current and
long-tarm capital account. , + 440 - 10 + 480 — 8990 — Ti15 — 275
Short-term capital® , ., .. .. — 120 + 4% — 165 + 420 + 225 + 193
Total balance (= changes
in manetary items) . . . .. + 320 + 35 + 285 — 570 — 490 — 80

1 On a transactions basis. 2 Mainly military transactions. 3 Including the balancing item.



up by 2¢ per cent. and those of raw materials {(which account for about
70 per cent. of total imports) by 26 per cent.,, while consumer goods imports,
i.e. mainly foodstuffs, rose by only 8 per cent.

The deficit on invisible items widened by $325 million to $1,350 mil-
lion, nearly two-thirds of the increase being accounted for by larger transport
payments, and the total current account shifted from a $r1,250 million surplus
to a $rgo million deficit. In comparison with that in earlier boom periods,
this deficit could be considered very moderate. However, Japan has in recent
years turned into a large-scale net exporter of long-term capital; despite the
tightening of domestic credit policy, net long-term capital exports in 1967, at
$800 million, were virtually as high as in 1966. Net foreign purchases of
Japanese securities went up by $95 million, but this increase was to a con-
siderable extent offset by larger long-term trade credits, extended mainly in
connection with industrial equipment exports. In 1967 net trade credits
accounted for 63 per cent. of the total net long-term capital outflow. Short-
term capital movements, on the other hand, responded to the tightening of
the monetary reins. Including the balancing item, but excluding changes in the
banks’ external positions, a $120 million outflow in 1966 was succeeded by a
$420 million inflow in 1967. This turn-round, however, offset only part of
the deterioration of the basic balance of payments, and the overall balance
recorded a deficit of $570 million, the highest since 1961.



— 10 —

IV. GOLD, RESERVES AND FOREIGN EXCHANGE.

Gold production, markets and reserves.

In 1967 world gold productien, the upward trend of which had slowed
down markedly during the two preceding vears, registered its first decline
since 1¢53. Total output (excluding the USSR, other eastern European
countries, mainland China and North Korea) fell from 41.2 to 40.3 million
ounces. While the main reason for the change in trend during the past few
years 15 to be found in the performance of the South Afncan industry, last
vear's decline in total output was about equally shared among the three
leading western producers.

World gold production.

1929 1940 1946 1953 1963 1264 1965 1966 1967

Countrles
weight, in thousands of fine ounces
South Africa . . 10,412 | 14,046 | 11,827 | 11,941 | 27,432 | 29,137 | 30,540 | 30,869 | 30,531
Canada. .. .. 1,928 5,333 2,849 4,056 4,003 3,835 3,608 3,274 2,962
United States . 2,059 4,870 1,575 1,958 1,454 1,436 1,705 1,803 1,471
Australia . . . . 427 1,644 824 1,075 1.024 o054 8T8 816 B15
Ghana . . ... 208 886 586 ™ a1 866 755 &84 763
Japan. . . . . . 335 867 40 258 433 AB0 519 =1-13 T8
Philippines . . . 163 1.121 1 481 376 426 437 453 490
Colombia . . , . 137 G6az2 437 437 325 ass arg 281 260
Mexico . . . . . 6538 883 420 483 238 210 216 214 175

Total listed . 16,324 | 30,282 | 18,659 | 21,420 | 36,206 | 37,718 | 38,977 | 39,042 | 38,145

Other countrles! 2,018 7.178 2,771 2,840 2,634 2,452 2,163 2,151 2,140

Estimated

world total' . 18,340 | 37,460 | 21,430 | 24,260 | 38,740 | 40,170 | 41,140 | 41,200 | 40,285
Value of in milligns ot US doltars

estimated

world total

at $35 per

fine ounce . 640% 1,310 790 850 1,355 1,405 1,440 1,440 1,490

1 Excluding the USSR, tern Europe, mainfand China and North Korea. 2 At the official price of $20.67 per fine

ounce then in effect, $380 million.

In South Africa, output went down by 340,000 ounces, or slightly over
1 per cent. South Africa’s share of western production, however, continued to
rise and amounted to 76 per cent. of the total. In the two next most impor-
tant producing countries — Canada and the United States — the 1967 fall in
production was relatively much larger. Owing to rising costs and declining
reserves of ore, Canadian gold output had already gone down from 4 to
3.3 million ounces between 1963 and 1966. In 1967 it fell to just under
3 million ounces. US production was down by 330,000 ounces; the main
reason was the protracted strike in the copper-mining industry, about one-
third of US gold output being a by-product of copper mining. Last year's
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fall in US production came after two years in which output had risen from
1.5 to 1.8 million ounces, following the opening of a new gold-mine in
Nevada. Output from all other western producers, taken together, showed a
slight increase in 1967. The main changes were a fall of 100,000 ounces in
Australian production and increases of about the same size in both Ghana
and Japan.

A feature of developments in the South African gold-mining industry
in 1967 was that output from the newer goldfields stopped rising. This was
because the increase in the total of ore milled was offset by a decline in 1its
average gold content. With mining costs continuing to creep upwards, total
profits from the new mining areas for the first time showed a reduction.
Looking at developments over the past few vears, between 1962, when the
opening-up of new goldfields reached its climax, and 1967 the older mines
reduced the scale of their milling operations by 31 per cent. However, as
their average gold vield increased somewhat, output from these mines fell by
only 25 per cent.,, from 6.1 to 4.6 million ounces. Average profits per ounce
of gold declined over this five-year period from $6.9 to 3.7, while total profits
went down from $42 to 17 million,

Operating resulis of the South African gold-mining industry.

Average Average

Yeas Oremilled | gold yield pron R LT

PP | o | Goliey | GG | e oot
1962 Old mines® . . ., . . a0.6 4.02 &.1 41,9 6.9
New mines® . . . . . . 40.2 9.08 18.3 343.5 18.8
1963 Old mines . . . . . . . 28.6 4.06 5.8 36.5 6.3
New mines . . . . . . 45.0 9.13 205 382.5 18.7
1964 Old mines . . . . . . . 26.7 4.13 85 kN ] 6.0
Hew mines . . . . .. 48.2 8.34 R2.5 414.1 18.4
196% Old mines . . . . . . . 24.8 4.24 5.3 26.5 5.0
New mines . . . . .. B1.1 9.48 24,3 4271 17.6
1966 Oid mines . . . . . . . 22.1 4.37 4.8 21.9 4.8
New mines . . . . . . &52.8 9.49 25.1 431.4 17.2
1967 Old mines® . . . . . . 21.2 4.32 4.6 17.0 3.7
MNew mines . . . . .. 53.9 .31 25.1 413.3 16.5

1 Members of the South African Chamber of Mines and primary gold producers only {about 97 per cent. of total

South African production).
an ounce, equal to 1.555
Orange Free State.

rammes.,

Estimates.

2 In¢luding profits from uranjum,
4 East Rand, Central Rand.

3 QOne dwt

% Evander

. (pennywelght) is one-twentieth of
rea, Far Wast Rand, Klarkadorp,

In the newer mining areas the scale of operations expanded by about
one-third, from 40.2 to 53.¢9 million tons of ore milled, and total output from
18.3 to 25.1 million ounces. Although the average gold return per ton of ore
milled rose only slightly, the decline in average profits from $18.8 to 16.5
per ounce was very much smaller in percentage terms than in the older mines,
and total profits, despite their 1967 decrease, expanded by over zo per cent.,
from $340 to 410 million.

In the first quarter of 1968 South African gold output exceeded its
level of a year earlier by about 155,000 ounces. This was due to the coming
into operation of two new mines.
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The very substantial gap between new gold supplies and total market
demand for the metal in 1967, which produced a declhine of $1,600 million m
western gold reserves during the vear, has already been described on pages
38-40 of this Report. Although non-monetary demand for gold did not reach
huge proportions uniil after the devaluation of sterling, 1t was strong through-
out most of 1967. And this meant that the London market gold price was
rather close to its effective upper limit of $35.20 an ounce for much of the
year, particularly from the end of May onwards.

Gold market prices.*
In US dollars per fine cunce,
35.20 T - 35.20
Landon market
Waakly averages
35.15 15.15
9%
| =+70
3%.10 56 |- 160 35,10
—{+50
S0 {+40
45 [~ «Napoteons price in Paris 130
35.05 Wednssday price in US dollars _+20_‘ 35.05
5 par fine gunce and premium in percentage
. —+10
st e da Lo b b 1o b e dparity
1966 1967 1968
35.00 1 L _I_ j —] I L 1 I L 1 1 | I L1 I 1 L I L1 l_l L 1 1 L 35‘00
o saote 1966 i967 1968

* The London market quotalions stop in mid-March 1968, when the market was temporarily clogsed and the opera-
tians of the gold pocol terminated.

At the beginning of 1967 the fixing price was just above $35.17%. And
during the second half of January it went up over $35.19 because of renewed
talk about a possible increase in the official price of gold. Then followed the
only period of any length in 1967 during which relatively calm conditions
prevailed in the market. From $35.19% in early February, the fixing price
declined to below $35.15 at the end of the month and again on certain days
during the first half of March. At this time, and indeed throughout the first
half of the year, market supplies of new gold were larger than usual, since
South Africa was selling, in addition to its current production, quite substantial
amounts of gold from its reserves.

Quotations began to rise again during the latter part of March and
demand continued at a high level during April, partly because of the political
difficulties in Greece. By the end of April the fixing price was above $35.18%.
For a brief interval conditions then became quieter again; but the unpegging
of the dollar price of silver on 18th May, followed by the outbreak of the
Middle East crisis, gave a new stimulus to demand. From then on until the
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crisis in November, market demand for gold remained persistently high; and
in addition during the third quarter of the year South Africa’s balance of
payments moved from deficit into surplus, thus curtailing market supplies.
The fixing price therefore remained within rather narrow limits, mostly
between $35.18 and just below $35.20. And the same was true during the
period between the devaluation of sterling and the closing of the London
market on 15th March — except for a short interval in early January 1968
when the announcement of new balance-of-payments measures by the US
Government brought quotations down below $35.14 for a few days.

While the very high level of demand for gold in the bullion market
during 1967 led to heavy selling by the gold pool, in the gold coin market
there was a considerable further increase in the price of those coins that are
no longer minted. The premium of the Napoleon, for example, over its gold
content rose from 483 per cent. at the end of March 1967 to 6115 per cent.
at the end of the year, and further to 64%% per cent. immediately before the
closing of the London gold market in March 1968. By the middle of May
the premium over the market ingot price was 55 per cent.

The London market reopened on 1st April 1968 with gold bullion
quoted at $38 an ounce. Later that same week quotations were down to
$36.95, from which point they soon rose again to $38. In the last week of
the month they began to rise further and by late May the market price was
$41.50 an ounce.

As already mentioned, western gold reserves fell by $1,600 million in
1967. At the end of the year they stood at $41,580 million. Countries’
official gold stocks were reduced by $1,420 million to $39,480 million,
and spot gold holdings of international monetary institutions by $180 million
to $2,100 million,

The decline in countries’ total gold stocks during 1967 was concentrated
on the United States and the United Kingdom. Total net US gold sales
for the year were $1,170 million, of which (in addition to $50 million’s worth
from current domestic output) $160 million went to domestic industrial users.
Total net US sales to foreign countries were $1,030 million. The bulk of this
was accounted for by net sales to the United Kingdom of $880 million; and
these included the US share of the gold pool’s loss for 1967. Excluding
transactions with the United Kingdom, therefore, total net US gold sales to
foreign countries were only $150 million, compared with $69o million in 1966
and $1,470 million in 1965. In other words, countries’ conversions of dollars
into gold at the US Treasury in 1967 were the smallest for many vyears.

The United Kingdom's gold loss for 1967 was $650 million, most of
which occurred during the last quarter of the year. As well as contributing
its share to the gold pool's sales, the United Kingdom also sold gold to
meet its payments deficit.

In continental western Europe gold reserves went up by $125 million
during 1967. This was more than accounted for, however, by an increase of
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World gold reserves.

Changes in Hold{ngs
. : a
Countries or areas 1965 1966 1967 end-1967
ir millians of US dollars
United States . . . . .. .. —1,665 — 570 —1,170 12,065
United Kingdom . . . . . . . + 130 —~ 325 — 6850 1,290
Continental western Europe . + 2,300 + 250 + 125 21,060
of which
Auglria . . . . . . . . .. + 100 - - 700
Belgium . . . . ... .. + 105 - 35 — 45 1,480
France . . . . . . .. .. + 980 + 530 _ 5 5,235
Germany . . . .. .. . + 160 — 120 — &5 4,225
Haty . .« v v 00 + 300 + fo —_ 15 2,400
Netherlands., . . . . . .. + 70 — 25 - 20 1,710
Portugal . . . . ... .. + 5% + 70 + 55 700
Spain. . ... ... ... + 195 — 25 - 785
Switzetland . . . . . . .. 4+ 315 — 200 + 250 3,090
Other. « + v v v 0 v 00 + 20 + 45 — 30 735
Canada . .. .......,. + 128 — 105 - 30 1,015
Japan . - .. 0oL L + 25 - + 10 340
Latin America . . . . ., . . . — a0 - 70 + 15 1,000
Middle Bast . . . . ... . . + 5 — 55 + a5 820
Other Agia. . . . . .. ... + 35 — 25 + 60 T10
Other Africa . . . . ... .. — 115 .+ 210 + 105 880
of which
South Africa . . . .. .. — 150 + 210 — 55 585
Other ¢ountries . . . . . .. - 15 + 5B + 20 300
Total for all countries + 745 — 685 —1,420 39,480
International institutions . . . — &30 + 635 — 180 2,100
of which
BIS. « o o v v v — 510 + 135 — 200 —&825
European Fund . . . . . . + 20 — 15 — {0 45
F . . 000 o — 40 + 515 4+ 30 2,680
Grand tofal. . . . . . + 215 — 50 —1,600 41,580

$260 million 1n gold swaps between the Swiss National Bank and the BIS,
as a result of which Switzerland's gold reserve at the end of 1967 was
$250 million higher than a vear earlier. Excluding the effects of these swaps,
continental countries’ gold reserves would have gone down by $135 million
during the vear. Countries participating actively in the gold pool all showed
losses — though in the case of Italy and Switzerland these were reduced
by gold purchases of $85 and 30 million respectively from the US Treasury,
On the other hand, Portugal added $55 million to its gold reserves.

Elsewhere in the world, countries’ gold reserves went up by $275 million.
Despite sales of $150 million to the United States, Canada’s reserve declined
by only $30 million; and in most other areas gold reserves showed some
increase. Middle Eastern gold reserves went up by $95 million, of which
Kuwait accounted for $70 million. And other African countries’ holdings
rose by $105 million. In this group, Algeria’s reserve went up by $1s0
million, while South Africa’s official gold stock fell by $55 million, During
the course of the year South Africa’s balance of payments turned round
quite sharply from deficit to surplus, its gold reserve declining by $170
million in the first six months and then rising by $115 million in the
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second half of the vyear. There was little change in Latin America, where
purchases of $55 million by Mexico were to a large extent offset by Peruvian
sales of $45 million,

International institutions’ gold holdings declined by $180 million in 1967.
In particular, the negative spot position of the BIS went up by $200 million,
the main factor being the increase in swaps with the Swiss National Bank to
which reference has already been made. The gold stock of the International
Monetary Fund showed a smali rise of $30 million, after deduction of an
amount of $20 million deposited with the US Treasury, The European Fund's
gold holdings, on the other hand, went down by $10 million during the vyear
as a result of increased lending in gold to members of the European Monetary
Agreement.

According to preliminary estimates, western gold reserves declined by
a further $1,460 million in the first quarter of 1968. The stocks of the
active members of the gold pool were reduced by $2,045 mullion, of which
the United States accounted for $1,360 muillion and Switzerland for a further
$485 million. The fall in the Swiss National Bank’s gold reserve included a
substantial reduction of its gold swaps with the BIS, whose negative spot
gold position fell by $280 million. South Africa’'s gold reserve went up by
$160 million during the quarter.

International Monetary Fund.

Fund operations. The lending operations of the IMF during 1967 were
on a much smaller scale than in either of the two preceding years. Member
countries’ gross drawings declined from $1,448 million in 1966 to $835 million
last year. At the same time total repurchases rose from $721 to 1,329 million,
so that the net total of outstanding drawings fell by $494 million during the
year to just under $4.5 milliard. At the end of 1967 three countries accounted
for some 60 per cent. of total ouistanding drawings: the United Kingdom with
$1.5 milliard, the United States with $0.8 milliard and India with $o.5 milliard.

An outstanding feature of the Fund's operattons in 1967 was the
reduction of $902 million in the United Kingdom’s debt. In May 1967 the
United Kingdom repaid $405 million, representing that part of its $1 milliard
drawing made in December 1964 which had been financed by recourse to the
GAB. The repayment was made in the same currencies and the same amounts
as had been borrowed from the other GAB members on that occasion and
the Fund used the proceeds to pay off the corresponding GAB loans. In
November 1967 the United Kingdom made a second repayment of $250
million. In addition, the UK position in the Fund was improved during 1967
by $247 million through other countries’ drawings of sterling,

The US debt to the IMF was also reduced during 1967, by $114 million,
This came about entirely through other members drawing US dollars on the
Fund.
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International Monetary Fund: Drawings and repurchases in 1967,

Countries or areas Drawings Repurchases Net drawings
In millions of US doilars
United States . . . . . ... .... - 1141 —ti4
United Kingdom . . . . . . .. ... - on2a? — 902
Europe excluding United Kingdom . . 336 457 281
of which
Findand. . . . . . o000 o4 - o4
Sgain .o 0 166 - 166
Turkey . v v v v v v e e 27 9 &
Yugosfavia . . . . . . . .. e . 45 i2 33
Latin America . . . « v v v v 0w . 123 184* . — &1
of which
Argentina . . . « v v v . w0 - 48 - 48
Chile . . . . v v v i v v 10 25 — 15
Cofombla . . ... ... ..., 71 37 34
Others. . . . . . . . ... .. ... 376 8a 292
of which
Cevlon . . . . . ... .. o8 4 22
Ghama . . . . . v e e 25 7 ig
India . .. 0 oo s e 20 8 az
frag . . v v oo 40 - 40
New Zealand . . . . . . . .. .. a9 - a9
Phitippines . . . . .« o .. 29 - 28
Total . ... ...... 835 1,329 — 4894

t Repurchases by other members’ drawings. 2 Including repurchases by other members’' drawings, $247
miflion. 3 Including repurchases by other members' drawings, $12 million. % Including repurchases by other
members' deawings, $3% millien,

In the rest of Europe apart from the United Kingdom there were net
drawings of $2¢91 million during the year. The principal transactions were a
drawing of $166 million by Spain in January — equivalent to the whole of
its gold tranche and super-gold tranche position — and a series of drawings,
totalling $94 million in all, by Finland. The remainder of the Fund's member-
ship drew a net total of $231 million; New Zealand accounted for $89 million
of this and India for a further $82 million.

Although the Fund’s net lending to member countries declined during
the year, there was at the same time a very substantial increase, from $365
to 1,804 millien, in the amounts which it made available under stand-by
arrangements for possible future drawings. This was almost entirely accounted
for by the $1.4 milliard stand-by concluded with the United Kingdom in
November 1967 immediately after the devaluation of sterling, Should the
United Kingdom make full use of this facility, the Fund has arranged to
obtain $400 million of the currencies that would be needed by selling gold
and $525 million by use of the GAB.

Another feature of the Fund’s 1967 operations was the greater diversity
of currencies used in drawings. Altogether twenty-one different currencies
were drawn during the year, five of them for the first time. The principal
currency used for drawings in 1967 was the pound sterling, with $247 million,
and this was followed by the US dollar with $114 mullion. Other currencies
were used in rather small amounts, the next largest net amount drawn being
$35 million in Australian dollars, Excluding the US dollar and sterling, the
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Fund's net use of Group of Ten currencies declined by $573 million
during the year. However, as $405 million of this amount was used to
repay GAB loans, the Fund’'s holdings of these currencies did not increase
much.

During the first quarter of 1968 member countries’ gross drawings on
the Fund totalled $826 million, almost as much as in the whaole of the
preceding year. The main transactions were drawings of $426 million by
Canada and $200 million by the United States. The latter’s gold tranche
position, however, increased by $57 million during the quarter, other coun-
tties drawing a total of $263 million in US dollars, of which Canada
accounted for $z0r million. Total repurchases amounted to $514 million, so
that net drawings for the quarter came to $31z million.

Special drawing rights. During the period under review substantial pro-
gress was made towards establishing a new facility for special drawing rights
(SDRs) in the Fund. At their 1967 annual meeting, held in Rio de Janeiro,
the Gavernors of the Fund received and approved an outline of the proposed
new facility, which represented the outcome of four vears’ discussion both in
the Fund and in the Group of Ten. The Governors instructed the Executive
Directors of the Fund to convert the outline into a legal document, taking the
form of amendments to the Fund’s Articles of Agreement, for submission by
end-March 1968, This work was in fact completed in April 1968, when the
proposed amendments were transmitted to member governments for their
consideration and approval. Shortly before this, in March 1968, the Finance
Ministers and central-bank Governors of the Group of Ten had met in
Stockholm to settle certain outstanding questions relating to the SDR scheme.
The French Government reserved its position on the compromise agreement
reached in Stockholm, partly because in its view the proposed amendments
to the Fund Agreement do not adequately reflect the provisions of the out-
line that had been agreed upon in Rio and partly because the problems which
it considers fundamental were not examined.

The proposed new special drawing rights will be in principle distinct,
both as regards accounting and in their purpose, from Fund members’
existing drawing rights arising out of quota subscriptions. The latter are

~ available to countries for obtaining short to medium-term, mostly conditional,

loans in individual cases of balance-of-payments difficulty. SDRs, on the
other hand, will be allocated simultaneously across the board to all participating
countries for the purpose of helping to meet the longer-term needs of the
monetary system as a whole for increased international liquidity. Decisions
to allocate SDRs will be taken, on the basis of proposals from the Fund's
Managing Director, by a majority of not less than 85 per cent. of the
total voting power. Individual allocations will be pro rata to countries’
Fund quotas.

Countries will be able to use all their SDRs automatically to meet
balance-of-payments financing needs, but with the proviso (subject to possible
later revision) that during the first five-year period of operation of the
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scheme no country’s average net use of its allocations of SDRs may exceed
7o per cent. of its cumulative allocations. In other words, if, say, during the
first three years a country were to use 75 per cent. of its allocations, it
would mn the following two years have to reconstitute its holdings of SDRs
to the extent necessary to bring its average holdings over the whole period
up to at least 30 per cent. of its cumulative allocations. Transfers of SDRs
will, with certain exceptions, be subject to guidance by the IMF. The object
of this is to promote over time a ‘‘balanced distribution” of holdings among
participants. The basic rule in this connection will be that the Fund directs
SDRs to countries whose balances of payments and gross reserve positions are
“sufficiently strong”. Participants’ obligations to accept SDRs from other
partictpants will be limited to an amount equal to twice their cumulative
allocations,

Amongst other provisions of the SDR scheme, the following may be
mentioned:

1. The unit of value of SDRs will be equivalent to the existing gold
content of the dollar. In other words, “debtor” and ‘‘creditor’”” positions in
SDRs (i.e. holdings that are less than or in excess of cumulative allocations)
will be the equivalent of debts and claims in gold.

2. A moderate uniform rate of interest will be paid on countries’
holdings of SDRs in excess of theit cumulative allocations. Countries whose
holdings of SDRs are less than the total of their cumulative allocations will
pay interest on the difference.

3. There are certain exceptions to the principle that the operations of
the SDR facility are to be kept distinct from the existing operations of the
Fund. For instance, participants will be able to use SDRs to repay Fund
drawings, as well as for the payment of charges arising out of such drawings.
And the Fund, for its part, will be able to use SDRs in order to replenish
its holdings of members’ currencies, provided that this does not raise any
member’s holdings of SDRs above its holding limit.

Reform of the Fund. As well as adopting the outline of the SDR scheme,
the Governors of the Fund, at their Rio meeting, also called on the Fund
Board to consider possible improvements in the existing rules and practices
of the Fund. And they instructed the Board to submit to them their agreed
recommendations in this field simultaneously with the full text of the SDR |
scheme. This work, too, was concluded in April 1968 and its outcome, which
takes the form of further amendments to the Fund Agreement, transmitted to
the Governors together with the text of the propesed SDR facility. Among
the main reforms of the Fund’s existing rules and practices recommended by
the Board of Executive Directors are the following:

1. To increase to 85 per cent. of the Fund's total membership the
voting majorities required for deciding on (a) future general increases in
quotas, (b) changes in the form of payment of quota subscriptions on the
occasion of general quota increases, {¢} a uniform change in par values, and
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(d) in the event of (¢) a waiver of the principle of maintaining the gold
value of the Fund's assets.

2. Improvement of the status of gold tranche and super-gold tranche
positions. Countries’ access to their gold tranches will be made legally
automatic, and a fixed rate of interest will be paid on super-gold tranche
positions.

3. Modification of the procedure for appealing against interpretations of
the Articles of Agreement by the Board of Executive Directors. A standing
Committee on Interpretation of the Board of Governors will be set up to
advise on disputes between the Fund and any of its members. The Com-
mittee’s decisions will be binding on the Fund, unless rejected by an 85 per
cent. majority of the Board of Governors.

Official reserves and other monetary movements,

Global resevves. Gross global reserves, defined as the sum of countries'
gross official holdings of gold and foreign exchange plus thetr IMF reserve
positions, went up by $1,580 million in 1967. This was about $200 million
more than the increase recorded for 1966. The outstanding feature of the
1967 fgures 1s the change that occurred in the compesition of global reserves,
Gold reserves fell by $1,420 million and IMF reserve positions by $580
million, while gross exchange reserves rose by $3,580 million. This unpre-
cedented increase occurred despite the fact that the dollar value of sterling
reserves (other than those which represent the counterpart of short-term
assistance to the United Kingdom) was reduced as a result of the devaluation
of the pound.

Over 80 per cent. of the 1967 increase in total gross exchange reserves,
or $3,080 million, was accumulated by Group of Ten countries. This was
considerably more than in the six preceding years put together and it came
about as a result of special transactions, for the most part international
credit operations, the purpose of which was to finance the payments deficits
of the United States and the United Kingdom. The following items may be
mentioned:

1. The increase of $1,810 million in the exchange reserves of the non-
reserve Group of Ten countries included a rise of $r.3 miliard in their
holdings of dollars under swaps with the US authorities, together with an
addition of $470 million to their holdings of non-marketable US Government
securities.

2. The increase of $1,025 million in the United States’ foreign exchange
reserves included a rise of just on $200 million in the Federal Reserve
System’s holdings of Deutsche Mark, mostly resulting from swap drawings by
the BIS, as well as one of $545 million in its holdings of sterling, which
presumably represents the counterpart of short-term assistance to the Bank of
England. In addition, the US Treasury’s sterling holdings went up by about
$400 million.
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3. The increase of $245 million in the United Kingdom’'s exchange
reserves includes $490 million transferred from the Treasury’s dollar port-
folio, $250 million borrowed from central banks to repay the IMF in Novem-
ber 1967, and a loan of just over $roo million from Swiss commercial banks.
In addition, the Bank of England took short-term assistance from foreign
monetary authorities.

Changes in global reserves of countries.

Fund
Forelgn Total Teotal
Gold resarve
Areas and years exchange | ,ocitions gross net*
in_millions of US dollars
All countries
< L= e e e — G685 + 1,368 + 685 + 1,368 + 9260
1987 . . . . s e s e e e e s . — 1,420 + 3,580 — B580 + 1,580 — 1,690
Group of Ten
1966 . . . v v e e e i s — 838 |+ o900 [+ 380 [+ 445 |+ 248
1987 . . . v i i e s d s — 1,740 + 3,080 | — 480 + 860 — 2,005
Other developed countries
19868 . . v 0 L e e ik e e e e e e e e 4+ 300 - 140 + 140 + 300 + 210
1987 . . . . . 0 v ... P - 20 + 75 — 125 - T0 —_ B85
Less-developed countries
1OBB & . v v e e e e e — 150 |+ 605 [+ 185 | + 620 | + s05
1967 . & . v s e s e e e e + 3490 + 425 + 25 + 790 + 400
Group of Ten,
excluding United States and United Kingdom
1966 . . . . . v v i e e + G0 _ &0 + e20 + 920 + ©GHO
1987 . . . . . e e e e + 80 + 1,810 | — 875 + 1,315 + 1,385
United States
1966 . . . . . & o e s e e — 570 + 540 — 540 — BTa + 228
1987 &« . v v 4 o i s e e e - 1,170 + 1,02% + 85 | — =1] — 3,385
United Kingdom
1986 . . .+ . v v v L v s e e e - 325 + 420 — + 25 — 680
1967 . . . v . . L e e e e e — B50 + 245 —_ — ADS + 35

* Equals the gross figures, net of changes in official liabilities to non-residents {(where available) and in liabilities
to the International Monatary Fund.

Note: In 1966 net global reserves are shown as having gone up by $960 million, althou?h countries’ total gold
regerves declined by $685 million. This was becausa (a) most of the $885 million transferved from the UK Treasury's
daltar portfolio to the UK reserves in February 1988 had been added to the reserve liabilitias of the United States
in 1965; and (b) large amounts of dollar resarves were placed in the Euro-dollar markat in 1966,

These fAgures show that the growth of global reserves in 1967 depended
on special transactions. Had they not taken place, the international payments
situation would have been quite different,

The net change in global reserves should correspond exactly to the
change in countries’ total gold reserves. This is because, except for gold,
all reserve assets held by a given monetary authority have as their counter-
part equal [iabilities of some other monetary authority. In fact, however,
according to available statistics net global reserves declined by $1,690 million
in 1967, which i1s $270 million more than the fall that occurred in countries’
total gold reserves. The main reason for this discrepancy is that official
dollar reserves placed in the Euro-dollar market, where they do not figure
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amongst the official liabilities of the United States, declined in 1967. Leaving
on one side their imperfections, the statistics show that there was a sub-
stantial decline in net global reserves during 1967, due to the sales of gold
to the market by the gold pool. The figures for the first quarter of 1968,
when they are available, will show a similar development.

Turning to the area break-down of last year’s change in net global
reserves, developments in Group of Ten countries and in some other developed
countries are discussed later in this chapter. In the less-developed areas of the
world, total net reserves went up by $400 million in 1967, These countries’
gold and exchange reserves rose by $330 and 180 million respectively, whilst
their net IMF positions declined by $110 million.

Latin American reserves went up by $300 million, the mam feature of
which was a gain of $385 million by Argentina. This occurred following the
devaluation of the peso in March 1967, which formed part of a general
stabilisation programme supported by substantial foreign credits. Brazl's
reserves, on the other hand, fell by $17s5 million. Elsewhere in Latin America
there were gains of $95 million in Venezuela and $50 million in Colombia.
In the Middle East total net reserves went up by $405 million, Iran, Israel,
Jordan, Kuwait and Saudi Arabia all recorded gains ranging from $65 to
85 million. Asian countries outside the Middle East, on the other hand,
registered a net decline of $g9o million in reserves. Within this group, Korea’s
reserves went up by $i20 million and those of Taiwan and Thailand by
$100 and 85 million respectively. These relatively large increases were probably
linked to US expenditure arising out of the Vietnam war. On the other hand,
Malaysia’s reserves went down by $155 million — the dollar value of its
sterling assets being reduced as a result of the devaluation of sterling — and
those of the Philippines by $05 million. In addition, there were losses rangmg
from $35 to 55 million in Burma, Ceylon, India and Pakistan. Lastly, in
Africa other than the Middle East total net reserves fell by $215 million.
Nigeria’s reserves declined by $105 million and those of Ghana by $80 mil-
lion, while Libya gained $45 million. :

United States. The US balance-of-payments deficit, measured both on
the official reserve transactions and on the liquidity basis, showed a very
considerable  increase I 1967. And its financing consisted almost entirely
of a massive build-up of liabilities to foreigners. That is to say, the total
of official reserve assets was almost unchanged, taking the year as a whole.
But wathin the very slight decrease of $50 million that occurred, there
was a considerable shift in the composition of US reserves. The gold stock
declined by $1,170 million, largely as a result of sales through the gold pool;
but practically the whole of this was statistically offset by increases of $1,025
and g5 million respectively in official holdings of convertible foreign exchange
and m the IMF gold tranche position. A good part of the increase in official
exchange holdings consisted of sterling acquired as the counterpart of draw-
ings by the United Kingdom on its swap facility with the Federal Reserve
Bank of New York.
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United States: External monetary movements.

1967
1968 1968
ltems Year 18t quartar | 2nd quarter | 3rd quarter | 4th quarter | 1st quarter
in millions of US dollars
{4 = increase In assets, decrease in liabiiiti¢s)
Reserves . . . . . . . . . — &70 — BO —1,025 + 420 + 375 + 180 — 8905
of which
Gold . ... ... — 570 —1,170 - 5O ot 15 - 90 —7,01% —1.,360
Forelgn exchange . . .| + 540 + 1,025 —1,005 4+ 425 + 460 + 1,145 + 400
MF gold tranche
position. . . . ... — 540 + o5 + 20 + ig + 5 + 50 + 55
Liabilities o official
foreigners . . . . ., . . + 786 —3,350 - 235 ~-1,110 -— 415 —1,570
of which
Lguid . . . ... .. + 1.595 —2,075 + 80 — 550 — 280 —1,323 +1.360
Nonsliguid . . . . ., — 800 —1,275 — 335 — 560 - 135 - 2458 .
Balance on official reserve
transactions basis , . . + 228 —3,400 —1,280 — 690 — 40 —1,380
fess
Non-liquid liabilities
to official forzigners — 800 —1,275 — 335 — 560 — 135 — 245
Total change in officiat
liquid position . . . . . + 1,025 —2,128 — 945 — 130 + 85 —1,1485
plus
Liabilities t¢ non-
official foreigners. . —2,385% —1,450 + TI10 — 95 —1,30% — 760 — 690
Balance on liquidity basis . —1,360 —3.575 — 235 — 225 —1,210 —1,908

The contrast between 1966 and 1967 was particularly marked on the
official reserve transactions basis, where a small surplus of $225 million was
converted into a deficit of $3,400 million. This change, of course, partly
reflected the deterioration of the balance of payments in 1967. But in addition,
the official reserve transactions balance for 1966 had been especially favourable,
since tight monetary conditions in the United States in that vear had produced
a nise of nearly $2.5 milliard in liabiities to non-offictal foreigners. The official
reserve transactions deficit for 1967 was essentially financed through an
increase of $3,350 million in liabilities to official foreigners. Liquid liabilities
rose by $2,075 million, nearly two-thirds of which occurred in the last quarter
of the vear. In particular, European countries’ dollar reserves increased,
owing to shifts by private holders out of dollars into national currencies and
gold following the devaluation of sterling. In addition, non-liquid hLahilities to
official foreign holders increased by $1,275 million. Foreign official agencies
invested about $1 milliard in long-term time deposits or certificates of deposit
i US banks, as well as adding $440 million to their holdings of non-liquid
Roosa bonds.

On the liquidity basis, the payments deficit widened between 1966 and
1967 from $1,360 to 3,575 million. And, apart from the rise of $2,075 million
in liqmd habilities to official foreigners, i1t was financed by an increase of
$1,450 million in liabilities to non-official foreigners.

The pattern of US monetary movements varied considerably during the
course of 1967, to a large extent in relation to changes in the position of



sterling. In the first quarter US banks were returning funds to the Euro-dollar
market and there was a big reflux of money to London. These developments
produced a reduction of $710 million in liabilities to non-official foreigners
and a fall of $1,005 million in official exchange holdings, the latter including
the repayment of all outstanding UK swap drawings on the United States.
In the second quarter, when sterling began to come under pressure again,
US official exchange holdings went up by $425 million.

In the third quarter there was a large liquidity deficit, covered by an
increase of $1,305 million in private dollar balances, Much of this rise
represented a movement out of sterling and 1t was partly financed by further
UK swap drawings, US official exchange holdings going up by 8460 million.
The last-quarter figures reflected pressure on both reserve currencies, as well
as the deterioration in the balance of payments. Official labilities rose by
$1,570 million, to a considerable extent because of sales of dollars by private
holders following the devaluation of sterling. Total private dollar holdings
nevertheless went up by $760 million, indicating that the movement out of
sterling was greater than that out of the dollar. Pressure on the pound was
intense in the period just before the change in parity and further substantial
drawings by the Bank of England on its swap facility with the Federal Reserve
accounted for much of the rise of $1,145 million in official exchange holdings.
As a result of this rise, US reserves went up by $180 million during the
quarter, despite the large reduction in the gold stock.

Full details of US monetary movements in the first quarter of 1968
are not yet available. The gold stock declined by $1,360 million, while
official holdings of foreign exchange went up by $400 million and the IMF
gold tranche position by $s55 million.

The increase in US liquid liabilities to official holders during 1967
included a rise of $1.5 milliard in foreign monetary authorities’ holdings
of dollars under swaps with the US authorities. At the end of 1966 total
US drawings on the Federal Reserve's swap facilities had amounted to
$280 million and by February 1967 these had all been paid off. From May
onwards, however, the US authorities began to draw again in substantial
amounts on these facihities and by late December their total drawings stood at
the record figure of $1,790 million. Of this amount, $65¢ million was In
Swiss francs, $z00 million in Italian lire, $350 million in Deutsche Mark,
$170 million in Dutch florins and $12¢ million in Belgian francs. With the
exception of those on Italy, where the balance of payments was in quite
heavy surplus during the second half of 1967, most of the drawings were
made to meet inflows of dollars into the countries concerned either at the
time of the Middle East crisis or immediately after the sterling devaluation.
By early March 1968 Federal Reserve drawings on the network had been
reduced to $555 mullion.

During 1967 and early 1968 the Federal Reserve’s swap network was
increased, in five stages, from a total of $4.5 milliard at the end of 1966 to
nearly $9.4 milliard in March 1968. Three more central banks — those of



Federal Reserve System swap arrangements.

Facilities with Dacember 1966 March 1968
in milians of US dollars

Austria, . . . . . . . i e e e e e e e e e e e 100 100
Belgium . . . . . e e e e e e e e e 150 226
= - 400 1,600
Canada . . . . . . . L e e s e e s 500 1,000
Denmark . . . . _ . . . i e s e s e e e - 100
31T - 100 100
GETMANY . . . v . v v v m s s s o e m e e e e s 400 1,000
Maly & . o e e e e e e e e e e e e e e e e G00 750
B T 7 | 1 450 1,000
MeXiCO . . . . v i i h s e e e e e e - 130
Netherfands . . . . . . .. . v i v v 150 400
NOTWRY. & 4 v & v v v v v o 4 4 a6 s 4 4 st s mn s e m s _ 100
Sweden ., . . . . . . . e e e e e e e e s 100 250
Switzerland., . . . . . ... ... 200 600
United Kingdom . . . . . . . v v v v v v v o e e s 1,350 2,000

Tobal . . . o . . e e b e 4,500 9,355

Denmark, Mexico and Norway — joined the network. And in addition, all

the previously existing facilities, except those with the Austrian National Bank
and the Bank of France, were increased substantially.

United Kingdom. The change in the external monetary position of the
United Kingdom that came about during 1967 essentially reflected the pressures
on sterling that built up to the devaluation in November. These pressures
derived from the £320 million balance-of-payments deficit and from a sub-
stantial run-down of sterling balances. Some idea of the size of this run-down
may be gleaned from the fact that total net sterling balances, excluding those
of official holders outside the sterling area (the movements in which were very
considerably influenced by central-bank assistance), fell by £295 million over
the year.

As in 1966, therefore, the official financing requirement was considerably
larger than the overall payments deficit. So far as the pattern of official
financing is concerned, in terms of sterling, the reserves fell by figo million,
including the use of £205 million from the Treasury’s dollar portfolio; the
debt to the IMF was reduced by £320 million; and official liabilities denom-
inated in foreign currencies rose by £180 million. The balance of these three
items is a loss of fs5o million. And the remainder of the official financing
required came from central-bank assistance in forms that resulted in an
increase in the sterling balances of official holders outside the sterling area.
These balances rose during the year by £58c million. This amount, however,
comprises not only the net increase in assistance to which there was a sterling
counterpart ~— including the writing-up of this counterpart following the
change in parity — but also the movements that occurred in other official
sterling balances held outside the sterling area.



United Kingdom: External monetary movements.

1967
1st 2nd 3rd dth
Hems 1966 Year | quarter quarter quarter | quarter
in millions of £ sterling
{+ = increase in agsets, decrease n Habilities)
Officia) asgets . . . . . . . PP — 280 — 190 + B5 — 150 — 35 - B0
of which
ReServes . . . + v v v v v v 4 s + 35 + 15 + 55 — 150 - 35 + 145
Use of doffar portfolic ., . .. . | — 315 — 205 - - - — 205
Account with IMF . . . . . .. .. + -3 + 320 + 20 + 165 + 5 + 130
Official UK liabilities In non-sterling
CUMIFENCIFE . + + » + 4 + 4 4 o v 4 — 15 — 180 + 15 —_ - — 1988
Sterling liabilities to oﬁic:al holders
in non-gterling area (net) . . — 296 — 580 + 440 — B5 — 430 — 535
Other sterling liabilities (net). PP + 180 + 285 — 205 + 80 + 225 + 185
of which
fo sterfing-area holdars . . . . . | + 5 + 150 -— B0 + 115 + &5 + 5O
{o non-official non-steﬂfng-area
holders . . . . . ... « . |+ 170 + 125 — 135 - 30 + 150 + 740
to inlernational aargan.’saffon.s v i |~ 15 + 20 + 1a + 5 + 10 - 5
Liabilities of UK banks in forelgn
currenties (paty . . . . . . . . .. + 1680 - 15 — 140 + 20 + 30 + 75
Liabilities in overseas steting-area
currencies (nety . . . . . P + 45 — 25 — 10 — 15 + 25 — 25
Miscellaneous capital . . . . . . . . + 78 — AR — 10 — 40 — 20 + 25
Exchange adjustmeris® . . . . . . . - + 100 - —_ — + 100
Overall balance . . , . ., — 148 — 329 + 185 + 18 — 200 — 300

* The net total of contra eniries, arising from the revaluation in sterling terms of official monetary or banking
assets and liabikities denominated In gold and overseas currencies and of the sterling counterpart of drawings
on central bank facimles. or included to account for the fact that the pre-devaluation forward commitments of
the Exchange Eq 1 Account are recorded as being seftfed on maturity at the new parity,

The year can be divided into two broad phases. The first of these
lasted for most of the first six months and during its course the external
monetary position improved very substantially. In the first quarter alone there
was a payments suiplus of £165 million, an inflow of £i40 million through
the Euro-currency market and a rise of £205 million in total net sterling
balances, excluding those of official holders outside the sterling area. Tlus
permitted not only the repayment of all outstanding short-term drawings on
central-bank facilities — except for a small amount drawn on the Basle
arrangement of June 1966 which is linked to changes in sterling balances -—
but also a rise of £55 million in reserves.

This favourable phase continued, with diminishing momentum, well
into the second quarter. And although the trend was decisively reversed
from late May onwards, the overall balance for the quarter was still just on
the right side, by £i5 million. However, as there was a reduction of £fgo
million in total sterling balances other than those of official holders outside the
stetling area, some official financing was required for the quarter as a whole.
On the liabilities side, the debt to the IMF was reduced by £165 million,
chiefly as a result of a £145 million repayment in May; and, in addition,
Switzerland was repaid £28 million borrowed at the time of the 1964
Fund drawing. At the same time, however, reserves fell by f£iso million
and there was some increase in short-term assistance. The outstanding drawings
on the June 1966 Basle arrangement were paid off, but this was more than
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offset by fresh drawings of £80 million on the swap facility with the Federal
~ Reserve System. '

From the middle of the vear onwards the situation deteriorated progres-
sively. The third-quarter payments deficit was £200 million; and on top of
this there was a further fall of f225 million in total net sterling balances
other than those of official holders outside the sterling area, together with
some outflow of funds to the Furo-currency market. Adverse seasonal factors
help to account for the size of both the overall deficit and the reduction in
sterling balances. The latter, however, were also affected by the flight of funds
that had begun at the time of the Middle Fast crisis. Official financing relied
mainly on short-term assistance, sterling liabilities to official holders outside
the sterling area going up by £430 million. The reserves fell by £35 million
during the quarter. .

The external monetary statistics for the final quarter of the year were,
of course, affected by the devaluation. In particular, non-sterling monetary
assets and liabilities were revalued in terms of sterling, the sterling counter-
part of drawings on central-bank facilities was increased following the change
in parity and the settlement of official forward exchange commitments entered
into before devaluation is recorded as having taken place at the new parity,
Taken together, these adjustments reduce the adverse balance of monetary
movements for the quarter by f1oo million. Despite these adjustments the
overall deficit of £300 million was considerably higher than in the previous
quarter. And the financing burden placed on the monetary authorities was
greater than that, since total net sterling balances other than those of official
holders outside the sterling area fell by a further £185 million — giving
a total decline of fsoo million since the end of the first quarter — and
in addition there was a £75 million outflow through the Euro-currency
market,

The means employed by the authorities to meet their financing require-
ments during the quarter were various. In the first place, the reserves (despite
the increase in their sterling value brought about by the devaluation) fell by
£60 million, including the use of the remaining £205 million from the
Treasury’s dollar portfolio. Secondly, official liabilities expressed in foreign
currencies rose by £1g95 million. This rise was composed of three elements: a
loan of Sw.fr. 450 milhon from three Swiss commercial banks; deposits of
$125 million under facilities with overseas central banks; and a central-bank
loan of $250 million made available through the BIS. This third loan was
used to repay the outstanding obligations on the United Kingdom's 1964
Fund drawing, which accounts for most of the £130 million reduction
in the total debt to the Fund. Thirdly, there was further recourse to
central-bank facilities with a counterpart in an increase in the official stetling
balances of the non-sterling area. The total of these balances showed the
very large rise of £535 million during the quarter. But it needs to be
remembered that this rise includes the writing-up of those balances already
outstanding at the time of devaluation which represented the counterpart of
assistance.
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The foreign trade accounts point to a large balance-of-payments deficit
in the first quarter of 1968. And, in addition, sterling came under heavy
pressure during the March gold crisis. Full details of the first-quarter monetary
movements are not yet available. There was little change in the reserves,
which in fact rose by £r11 million; and the major item was a rise of f£350
million in net external sterling labilities, Of this amount, £245 million accrued
to non-sterling-area countries, presumably to a considerable extent as the
counterpart of assistance.

Continental western Europe. Owing mainly to the slackening of economic
activity, the combined external surplus of continental western Europe (con-
sidering changes in the net foreign position of Swiss commercial banks,
information on which is not available for 1966, as part of the capital account)
tose between 1966 and 1967 from $1.1 to 1.9 milliard. These figures, how-
ever, overestimate the extent of the change that took place between the
two vyears, since In 1966 these countries had made debt prepayments (to
which there was no counterpart in 1967) of $0.4 milliard to the US Govern-
ment, The biggest individual change between the two years was the increase
in Germany's surplus from $450 to goo million. In addition, there were
marked improvements in the balances of payments of Austria, Belgium,
Norway and, to a lesser extent, the Netherlands. On the other hand, France's
surplus disappeared and Italy’s was much reduced.

The change in the economic situation in a number of continental
countries brought with it an easing of monetary conditions. Not surprisingly,
therefore, part of these countries’ external surplus was financed by an outflow
of bank funds. In fact, the combined net foreign liabilities of the commercial
banks in these countries (excluding Switzerland) decreased considerably more than
in 1966 — by $430 million as compared with $105 million. In Germany alone
exports of money by the banks amounted to $8os milhon and financed almost
go per cent. of the overall surplus. In Italy, on the other hand, the banks
reduced their net foreign position, by $180 million, for the first time since
1963. The 1967 change in the continental banks’ combined net foreign
positions would have been much larger than it actually was but for the
international monetary crisis in the last quarter of the year. This led to
substantial inflows of funds through the banking systems in certain countries.
The net foreign assets of Swiss commercial banks were reduced by $500
million, and the net liabilities of French banks increased by over $400 million,
in the last quarter of 1967. And had it not been for special swap arrangements
between the Deutsche Bundesbank and the German commercial banks, the
end-year net influx of money through the latter would have been much
larger than it was.

To a considerable extent, therefore, it was the international monetary
crisis of November/December 1967 that caused the combined net official
monetary assets of the continental countries to rise by half as much again as
they had in 1966. Within the total rise of $1,460 mullion for the vear, gold
and foreign exchange reserves went up by $2,175 million, whilst IMF and



Canada and Japan: External monetary posltions.
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Continental European countries,

Changes
{(+ v lnﬁreasa in
Goldand Total Com- Total assels, decrease
End | foreign | NeOIME | officia) | mercial | foreign | in labilities)
Countries of exchange osliion | a8sets banks assets
year {net) P {net) {net) {nat) Total Coim-
official | mercial
assats banks
in millions of US dollare
Augtria, . . . . . ... 1966 1,225 100 1,325 |— 145 1,180 f+ 20 |— 8%
1967 1,365 115 1,480 |— 95 1,385 |+ 155 |+ 50
Belgium . . . ... .... 1866 2,120 370 2,490 |— 703 1,785 ||+ 35 |— 145
1967 2,410 330 2,740 |— 780 1,960 f+ 250 |— 75
Denmark. . . . ... ... 12686 510 70 580 |— 25 855 |+ 10 |+ 20
1967 440 60 500 [— 10 290 [— =80 [+ 18
Finland . ... .. .. .. 1966 140 30 170 |— 80 80 [— 120 |= 25
1967 170 |— 65 105 105 —_ — 65 |— 15
France . . . . . ... ... 1966 5,656 285 6,640 155 6,485 |+ 385 |—= 45
1967 6,090 285 6,975 |— B25 6,450 |+ 335 |— 370
Germany . . . v . .4 a0 s s 1966 7,240 1,255 2,425 |— 880 7.815 |+ 350 |4+ 100
1967 7,540 1,050 8,590 228 8,815 ||+ 85 |+ B80S
Greece . . ... ... . 1966 250 25 275 -] 280 [+ 25 -
1987 260 25 265 10 205 i+ to |+ &
Ieeland., . . . .. .. ... 1966 50 5 85 | — 10 45 ||+ 5 |- B
12687 25 - 25 |— 10 13 |- 30 _
fredand ., . . . . . ... .. 1986 490 - 480 240 730 I+ Bs |— 10
1267 425 10 43% 315 150 f— &5 |+ 75
Maly . . ... ....... 1966 4,235 Bas 5,120 193 8,318 [+ 170 |+ 390
1967 4,830 B45 5.675 15 5,690 ||+ 565 |— 18O
Metherlands . . . . .. .. 1968 2,030 415 2,445 [— 45 2,400 |+ 40 |— B0
1967 2,260 ass 2618 |— 155 2,460 |+ 170 |~ 110
Morway. . . . . W e e s 1966 480 4% 525 |— 40 485 ||+ 85 |— 50
1967 G610 50 660 | — 10 650 1+ 136 |+ 30
Portugal . . . ... .. .. 1966 1,100 20 1,120 110 1,230 {4+ 115 -—
1967 1,240 20 | 1,280 145 | 1,405 [+ 140 |+ 35
Spain . ... .0 .. 1956 1,040 165 1,208 - 1,205 |— 205 -
1987 1,060 —_ 1,050 _ 1,050 155 —_
Sweden . . . ... ... 1966 845 165 1,010 136 1,145 i+ BB 1+ 40
1967 &80 140 820 300 1,120 |— 180 |4+ 168
Switzerland, . . . . . . .. 1866 3,685 —_ 3,685 45 3,730 | — 15 N
1967 3,860 - 3,860 |— 158 3,845 [+ 178 |— &0
Turkey . . . v v o 1966 25 [— 20 5 — 38
1967 40 |— 20 20 + 15
Total, . . . ... .. 1966 | 31,120 | 4,515 | 35,835 | —1,068'| 34,565'|+ 975 |+ 1082
1967 | 33,205 | 3,800 | 37,005 |— 698'| 35,380'||+1,480 |+ 370!
Capada .. .. ...... 1966 2,230 430 2,680 356 3,035 ||[— 280 |+ 425
1967 2,275 435 2,110 8758 3,385 |+ 30 |+ 320
dJapan . . . . . . . e . e 1966 1,735 20 2,085 |— 515 1,540 |— &5 |+ 385
1967 1,760 240 2,000 |—1,030 270 ||— 53 |— 515

1 Sixteen countries. 2 Fifteen countries,

Note: For Group of Ten countries, plus Switzerland, the figures far officlal assets are those used for multi-
lateral survelllance. They do not in most cases corraspond exactly to published reserve figures.




GAB positions declined by $715 million. This was a completely different
pattern of changes from 1966, when almost go per cent. of the rise in
official monetary assets was in the form of IMF and GAB positions. The
principal reason for last vear's decline in the Fund reserve positions of
continental countries was that the United Kingdom made repayments to the
Fund in these countries’ currencies, totalling $575 million,

The outstanding feature of official monetary movements in these countries
during 1967 was the increase of $2,050 million in their foreign exchange
reserves. Virtually the whole of this is accounted for by the Common Market
countries, each of which added substantially to its exchange reserves. The
increase in total continental exchange reserves included rises of $1,290 million
in dollars held under swaps with the US authorities and of $270 million
in holdings of US Government non-marketable securities denominated in
European currencies. Continental gold reserves went up by $125 million
during the year, The components of this movement have already been
described on pages 113-114.

Full details of external monetary movements in continental European
countries during the first quarter of 1968 are not yet available. Their combined
net official assets, however, declined by $soo million. The gold crisis reduced
their gold reserves by $965 million, at the same time causing their foreign
exchange reserves, contrary to the normal seasonal pattern, to nse by
$145 million. In addition, these countries added $320 million to their
net IMF positions, chiefly because of the Canadian and US drawings on
the Fund,

- (Germany. Among the continental countries, Germany had easily the
largest payments surplus in 1967. At $9o0o million, it was exactly twice as big
as in the preceding year and it included a deficit of $225 million in the
fourth quarter. By far the greater part of the 1967 surplus was financed
through exports of money by the banks totalling $805 million, so that net
offictal monetary assets only rose by $95 million. In the official monetary
sector the gold reserve declined by $65 million as a result of Germany's
contribution to the gold pool’s sales; and the IMF and GAB position went
down by $205 million during the year, chiefly owing to UK repayments to
the Fund. The foreign exchange reserves, on the other hand, rose by $145
million and other net official monetary assets by $220 million. The latter
figure includes $250 million of DM Roosa bonds purchased under an agree-
ment with the US Government for offsetting the foreign exchange costs of
US forces stationed in Germany.

The changes in the German commercial banks’ foreign position during
1967 present a number of interesting features. The total net outflow during the
first nine months of the year was $1,110 million, of which $820 million
occurred in the first quarter. The most striking feature of the banks’ money
exports during the first three quarters of the year, however, was the extent to
which they took place in Deutsche Mark. In the second and third quarters,
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Germany: Changes in the banks’ foreign position.

1967 1968
January— October- Januwary- -
ltems Year September December March
in millions of US dollars
{+ = increase in assets, decraase in liabilities)
Assets . . . L .. 0 00 e + 1,100 + 1.02% + 75 + 4356
of which
indomesticeurreney . . . . 0 0 0 0 + 445 + 570 — 108 + 275
in foreign CUFTencies « . -« v v v v « « = » + 635 + 455 + 180 + 180
Liabilities . . . . . . . ... ... .. — 295 + 8BS - 380 + 28
of which _
indomestiecurrenty . . . . . . . . . — 338 + 30 -— 358 + 25
In foreign currencies . . . 0 0 0 0 0 0 0 4+ 40 + 55 — 15 —
Total net position . . . . . . .. + 808 + 1,110 — 305 + 480

when the banks’ foreign exchange assets rose by only $75 million, their DM
claims on non-residents went up by $410 million. Part of this increase took the
form of DM credits to foreign customers, which might have been expected
to rise at a time when Germany was running a substantial external surplus;
but in addition the banks placed quite substantial amounts on deposit with
foreign banks during this period. And one reason why they did so was that,
early in July, the Bundesbank began to widen the spread between its buying
and selling rates for the dollar. This forced the banks to take exchange cover
for their exports of money in the form of dollars, thereby raising the cost of
forward cover and reducing the net return on their dollar investments abroad.
As a result, they began to change the form of their money exports from
dollars to Deutsche Mark, and in July alone their DM claims on non-
residents rose by $210 million.

In the last quarter of 1967 there was, as usual, an inflow of money
through the banks. But whereas in earlier years this had come about through
repatriation of funds employed abroad, in 1967 it took the form of an increase of
$380 mullion in foreign liabilities. And of this amount, $365 million represented
a rise in DM habilities to non-residents. The reason for this sudden rise in
foreigners’ DM balances is no doubt to be found in the international monetary
disturbances which occurred at that time. Also contrary to the usual seasonal
pattern, the banks’ foreign exchange assets rose by $180 million during the
final quarter of 1¢67. This was made possible by the special swap facilities
offered by the Bundesbank to the commercial banks from late November
onwards., These facilities were offered to the banks in order to counteract
the large-scale liquidation of their doilar assets which had begun earlier in
the month. Altogether the Bundesbank sold a net amount of $630 million
of dollars to the banks under these special swap arrangements during the
quarter.

Following its temporary lapse into deficit during the last quarter of 1967,
the German balance of payments showed a surplus of $845 million in the
first quarter of 1968 — almost as large as in the corresponding quarter of
1967. Official monetary assets rose by $385 million, despite a fall of $255
million in the gold reserve as a result of the gold rush that culminated in the
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termination of the gold pool arrangements. The exchange reserves went up by
$430 million. The IMF gold tranche position also rose, by $8o million, and
other official assets by $130 million, including the purchase of a $125 million
Roosa bond. The banks’ net foreign position increased by $460 million over
the quarter, almost entirely through a rise in gross assets. The Bundesbank’s
special swaps with the commercial banks, after declining to $420 million at the
end of February, rose by $440 million during the course of March.

The biggest increases in continental countries’ official monetary assets
during 1967 occurred in those countries — I[taly, Belgium, the Netherlands and
Switzerland — where, contrary to what happened in Germany, there were
inflows of funds through the banks in addition to a surplus on the balance
of payments.

Italy. In Italy the overall surplus for the year was $375 million and the
banks’ net foreign assets declined by $180 million. Net official monetary assets
therefore showed a rise of $555 million. Within the official monetary sector
the pattern of movements was the same as in Germany. The gold reserve fell,
though only by $15 million, since Italy purchased $85 million of gold from
the US Treasury towards the end of the year; and the IMF and GAB
position was reduced by $40 million. Foreign exchange reserves and other
official monetary assets increased by $610 million, of which $485 million was
accounted for by a rise in dollars held under swaps with the Federal Reserve
System.

The pattern both of the balance of payments and of the financing items
changed completely between the first and second halves of the year. During
the first six months there was an overall deficit of $205 million and this was
more than covered by a reduction of $250 million in the banks’ net foreign
assets. In the latter half of the year, however, there was a substantial surplus
of $580 million, all of which was concentrated in the seasonally favourable
third quarter. Although the banks added $70 million to their net foreign
position during these six months, that still left $510 million to be financed
by the official sector. Practically the whole of the inflow of dollars to the
reserves was absorbed by Federal Reserve drawings totalling $500 million on
the swap facility with the Bank of Italy.

Italy's overall balance for the first quarter of 1968 showed a deficit of
$175 million, The gold and exchange reserves fell by $210 million, mainly
through a reduction of the swap with the Federal Reserve, while the net
IMF position increased by $50 million.

Belgium. In Belgium the balance-of-payments surplus for 1967 was
$175 million and the official monetary assets rose by $250 million, the
difference being accounted for by an increase of $75 million in the banks’ net
foreign liabilities. The pattern of changes in official monetary assets was the
same as in Germany and Italy. The gold reserve declined by $45 million and
the IMF and GAB position. by $40 million, while other assets went up by
$335 million. This figure includes a rise of $105 million in official holdings of



dollars under the swap arrangement with the Federal Reserve, as well as net
purchases of Roosa bonds for $30 million,

In the first quarter of 1968 there was an overall deficit of $60 million,
and net official assets declined by $70 million. The gold stock was reduced
by $60 million and the National Bank's portfolio of export acceptances (which
had shown a rise of $100 million in the last quarter of 1967) by $55 million.
The net IMF position, on the other hand, went up by $30 million.

Netherlands. Whereas in Italy and Belgium it was the balance-of-
payments surplus that accounted for the greater part of the increase in
reserves during 1967, in the Netherlands the main factor was the rise in
the banks’ net foreign liabilities. This amounted to $110 million and, together
with the overall surplus of $60 million, brought about an increase of $170
million in official monetary assets. The pattern of official monetary movements
for the year as a whole was the same as in a number of other continental
countries, and for the same reasons. The gold reserve and the IMF and
GAB position declined by $20 and 6o million respectively, whilst the foreign
exchange reserves went up by $250 million.

During the first half of 1967 the balance of payments was in deficit to
the extent of $13¢ million, and its financing was more than covered by an
increase of $160 million in the net foreign liabilities of the banks. The
exchange reserves, after falling by $50 mtllion during the first quarter, rose by
$100 million between end-March and end-June. In the second half of the
year the balance of payments turned into surplus, and during the third
quarter this was almost entirely financed by a reduction of $70 million in
the banks' net foreign liabilities. In the last quarter, when the surplus
was $115 million, the exchange reserves went up by $180 million, but the
gold reserve and the net IMF position were both reduced. At the end of the
vear the exchange reserves of the Nederlandsche Bank included an amount of
$296 million held under swaps with the US authorities, of which $170 million
was with the Federal Reserve and $126 million with the US Treasury.

In the first guarter of 1968 there was an overall deficit of $35 million.
In addition, the banks reduced their net foreign liabilities by $25 million, so
that official monetary assets fell by $60 million. Within the official monetary
sector there were some quite substantial changes during the quarter. The
first-line reserves of gold and convertible foreign exchange fell by $270 million,
of which gold accounted for $55 million; on the other hand, the net IMF
position rose by $125 million and other net official assets by $85 mullion, the
latter including the purchase of a guilder-denominated Roosa bond for the
equivalent of $65 million.

Switzerland. Swiizerland's net official monetary assets rose by $175
million, as a result of an overall balance-of-payments surplus of $115 mullion
and a reduction of $60 million in the commercial banks’ net foreign position.
The gold reserve went up by $250 million through swaps with the BIS, while
other assets declined by 875 million. As usual, however, the annual figures



conceal large changes in the pattern of monetary movements which occurred
m the course of the year as a result of seasonal window-dressing operations
by the Swiss commercial banks, and these fluctuations were exaggerated in
1967 by the disturbances in foreign exchange markets.

The unwinding of end-year operations in January, even though partly
offset by fresh commercial bank swaps with the central bank over the end of
March, dominated the first quarter, when the commercial banks’ net creditor
position improved by $305 million and there was a fall of $225 million in
official assets. As the March swaps matured in April there was a further
large outflow of funds through the banks, but this was reversed by interest
rate factors in May and, more decsively, by the Middle East crisis in June,
which came just before the normal half-year demand for Swiss franc hquidity.
Over the quarter as a whole official monetary assets went up by $65 million.
During the third quarter interest rates in the Euro-dollar market induced large
placements of funds abroad by the commercial banks and their net external
position improved by $2co million. Smce this coincided with seasonal strength
in the overall balance of payments, however, net official assets declined by
only $55 million. The last three months of the year saw a further very heavy
flow of funds, partly seasonal and partly in connection with the unrest in the
gold and foreign exchange markets. Mainly through an increase in foreign
liabilities, the commercial banks' net position declined by $3500 million, while
offictal assets went up by $395 million.

In the first two months of 1968, when there were substantial money
exports through the commercial banks, official assets fell by $495 million.
In March, however, the renewal of tension in the gold and exchange markets
caused them to increase by $75 million.

France. The balance of payments for the year 1967 showed a small
deficit of $35 million, the first recorded since the stabilisation of the franc in
1953. In the external monetary sector there was a large increase of $370 million
in the banks’ net foreign liabilities, practically offset by a rise of $335 million
in net official assets. The principal changes in the official monetary sector were
a reduction of $100 million in the IMF and GAB position — entirely due to
the UK repayment to the Fund in May 1967 — and a rise of $365 million
in the exchange reserves,

During the first six months of the year the balance of payments was in
surplus to the extent of $175 million. And this was almost entirely covered
by a reduction of $170 million in the banks’ net foreign liabilities. In the
second half of the vear, however, the overall posttion showed a deficit of $210
million; but since the banks’ net foreign liabilities went up by $535 million,
the official sector had a surplus of $325 million, which corresponded broadly
to the rise in exchange reserves. The inflow of funds through the banks was
essentially the result of the growing international monetary unrest. During the
fourth quarter alone it amounted to $415 million, for the most part taking the
form of switching out of dollars into francs.



Sweden. For the year 1967 there was a small balance-of-payments deficit
of $25 million. External monetary movements showed a substantial shift of
assets from the official to the banking sector, practically all of which occurred
towards. the end of the year. During the first nine months there was an
overall surplus of $100 million and this was rather more than covered by an
increase in the banks’ foreign positions. Then, in the last quarter, there was a
deficit of $125 million. At the same time the banks’ net foreign assets went
up by a further $55 million, so that net official monetary assets fell by $r8o
million. A good part of the last-quarter deficit was due to doubts about the
maintenance of the exchange parity following the devaluation of sterling.
These doubts gave rise to advance payments by Swedish residents to foreign
suppliers, and to withdrawals of foreign deposits from Swedish banks. With
the help of some tightening of credit policy, the crisis was over by the end
of the year, and in the first quarter of 1968 the external balance was about in
equilibrium. The banks reduced their net foreign assets by $75 million, which
brought about a corresponding rise in the reserves.

Austria. The external monetary counterpart of the payments surplus of
$205 million recorded for 1967 is mainly to be found in an increase in official
monetary assets, The exchange reserves went up by $140 million and the
IMF and GAB position by $15 million. The remainder of the surplus was
covered by a decline of $s50 million in the net foreign lhabilities of the
commercial banks. During the first quarter of 1968 there was a further surplus
of $50 million but net official assets declined by $7¢ million. The difference
is accounted for by an increase, largely seasonal, of $120 million in the banks’
net foreign positions.

Other European countries. In Spain the balance-of-payments dehcit
declined to $155 million in 1967 and it was entirely financed by a drawing
of $165 million on the IMF. The gold and exchange reserves actually showed
a small rise of $1o million over the year as a whole. During the first quarter
of 1968, however, they declined by $75 million, Portugal's balance-of-
payments surplus, on the other hand, went up from $115 million in 1966 to
$175 rmillion in 1967. The 1967 surplus was covered to the extent of $35
million by an increase in the banks' foreign assets and for the rest by
additions to reserves. The latter included a rise of $55 million in the gold
reserve.

Norway's balance of payments also improved between 1966 and 1967,
from about equilibrium to a surplus of $165 million. The exchange reserves
went up by $130 million and the banks’ net foreign liabilities were reduced
by '$3¢ million. Denmark had an overall payments deficit of $65 million in
1967, practically all of which occurred during the first half of the year. The
reserves went down by $120 million during the first ten months of the year,
since in addition to the payments deficit there was an increase of $65 million
in the banks’ foreign positions. These were subsequently reduced by $45
million in November and December, when the reserves rose by about the



same amount. Finland had an overall deficit of $8¢c million in 1967. This was
meore than covered by drawings of $95 million on the IMF; and as, in
addition, the banks’ foreign position was reduced by $15 million, the gold and
exchange reserves went up by $30 million. The balance of payments improved
substantially in the first quarter of 1968, as a result of which Finland’s
reserves rose by $100 million.

Canada. The $350 million balance-of-payments surplus was largely
financed through an increase of $320 million in the net short-term foreign
assets of the commercial banks; net official monetary assets therefore rose by
only $30 million over the year. The gold reserve fell by $30 million, after
sales equivalent to $150 million to the US Treasury, and the net IMF position
also showed a small decline. But these movements were more than offset by
increases in official foreign exchange reserves and in other official monetary
assets. Both the overall surplus and the increase in reserves would have been
rather larger but for Canadian Government purchases from US residents of its
own and of IBRD securities. These totalled $60 million, compared with
$175 million the year before. The purpose of these transactions was to hold
Canada’s gold and US dollar reserves plus its net creditor position in the IMF
below the limit of $2,550 million agreed with the US authorities in return for
Canadian exemption from the US interest equalisation tax.

Canada: External monetary movements.

1967 1968
1966
1st 2nd 3rd Ath 1st
tems Year | quarter | quarter | quarter | quarter | guarter

in millions of US dollars
{+ = Increase In assets, decrease in liabllities)

Net official assets . . . . . ., ., .. -280 ! 4+ 30! — 35— B |+ TO|+ 50| —B1E
of which

Gold ... ... ... . — 05| — 30|+ 35| = 5|+ 35| — 85| — 40
Forelgn exchange . . . . . .. — 325 |+ 0| — 70| — 5|+ 5|+ 130 |+ 18
Nel IMF and GAB position . . . + P5 | — 15|+ 20| — 20| + 5| = 20| — 435
Other (net) . . ... ., ... + 55|+ 18|~ 20— 5|+ 15|+ 25| — 355
Banks*® net position . . . . . . .. + 428 | + 320 | — 280 | + 110 | + 215 | + 275 | + 105
Cverall talance . . . . . + 145 | + 350 | — 3915 | + 55 | + 2858 | + 328 | = F10

In the first quarter of 1968 there was a sudden reversal in Canada's
overall balance of payments, to a deficit of $710 million. As well as seasonal
factors, there were substantial capital movements provoked by the US
balance-of-payments measures. At the same time there was an outflow of
$105 million through the commercial banks, so that net official assets declined
by $815 mullion. $426 million was drawn on the IMF and in addition
substantial use was made of Canada’s swap facility with the Federal Reserve
Bank of New York. As a result of these borrowings, plus a further gold sale
equivalent to $50 mullion to the US Treasury, foreign exchange reserves rose
by $15 million during the quarter. In April the situation improved and net
official monetary assets increased by $230 million.



Japan. Between 1966 and 1967 the overall balance of payments moved
from a $320 million surplus to a deficit of $570 million. This deterioration of
$8go million was matched by the change in the commercial banks’' net
position, which, after an improvement of $385 million in 1966, worsened by
$515 million last year. In both years, therefore, net official assets declined by
about $60 million. However, in contrast to 1966, the decline in 1967 was in
Japan’s IMF position, other net official assets increasing by $25 million,
In the first quarter of 1968 the balance of payments continued in deficit,
to the extent of $25c million; most of this was covered by a further rise
of $205 million in the net foreign liabilities of the banks.

Foreign exchange markets.

In the foreign exchange markets the period under review was among the
most disturbed since the war. The outbreak of the Middle East crisis at the
beginning of June 1967 brought both the reserve currencies under some strain.
And from then onwards there was sustained and growing pressure on the
pound, which led to the devaluation on 18th November. Coming at a time
when the persistent US payments deficit was running at a rather high level,
the devaluation of sterling focused attention on the situation of the other
reserve currency. The dollar then came immediately under very heavy
pressure in the exchange market and there was a large movement of funds
into major continental European currencies. At the same time there was
some general switching out of currencies into gold. In these circumstances,
market expectations of possible radical changes in the international monetary
structure tended at times to override normal commercial dealing or interest
arbitrage movements,

Concerted official intervention, together with reassurances that the gold
parity of the dollar would be maintained, helped to restore more orderly
market conditions by the end of December. And in the new year the
announcement of further balance-of-payments measures by the US Government
and the seasonal reflux of funds from the Continent were temporary stabilising
factors. In March the final instalment of the gold crisis produced market
disturbances comparable to those which had followed the devaluation of
sterling. By the end of the month, however, tension had again lessened and
during April conditions were favourably affected by the prospect of peace
talks on Vietnam as well as by progress towards a tax increase in the United
States. Markets then becamne unsettled again during May and the situation
seems bound to remain somewhat unstable until tangible evidence is forth-
coming of better equilibrium in international payments.

Apart from the Swiss franc and the Deutsche Mark, the main continental
currencies strengthened considerably during the course of 1967 up to the time
of the sterling devaluation. The Swiss franc and the Deutsche Mark, on the
other hand, had eased against the dollar in the third quarter. Following the
devaluation of sterling, all major continental currencies were strong until



nearly the end of the year. They eased noticeably with the seasonal outflow
of funds after the turn of the year, became temporarily much firmer during
the March 1968 gold crisis, and then tended to ease again. In mid-May the
French franc came under pressure, while the Deutsche Mark and Swiss franc
strengthened appreciably.

Sterling. As funds flowed back to London in the first four months of
1967, the spot dollar rate improved from $z.79 at the beginning of the year
to just above parity in mid-April. From May onwards until devaluation,
however, sterling weakened progressively under the influence of the various
factors enumerated on pages 5—6 of Chapter I. By end-June the spot rate was
down to $2.79, in early September it went below $2.78% and from mid-
October onwards it was being held at around $2.78Y%. In addition, the three-
month forward discount on the dollar widened between mid-year and devalua-
tion from under Yz per cent. per annum to 1%; per cent.

Sterling quotations for the US dollar.
Friday figures, as percentage above {(+) or below (—) par.
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* New parity ag from 18th November,

The change in parity on 18th November found sterling very heavily
oversold. And when the market reopened for business the need to cover more
extreme short positions at once sent the spot rate to the new ceiling of
$2.42, where it remained for the rest of the month. Early in December,
however, the rate began to fall rather abruptly and, although selling was not
heavy, by mid-month quotations were hardly above the new parity of $2.40.
This was the consequence partly of the heavy demand for gold and partly of
fears that the devaluation might not be supported by adequate measures of



domestic restraint. With official support now withdrawn from the forward
market, the three-month forward discount on the dollar rose to nearly 5 per
cent. per annum — considerably in excess of the interest differential in favour
of sterling. :

Towards the end of the year sterling strengthened in both the spot and
forward markets and this improvement continued into January. The spot rate
was assisted by anticipation of radical cuts in public-sector expenditure, although
these aroused some disappointment when actually announced, and by demand
from the market for sterling to close out maturing forward contracts. By early
February it had improved to around $2.41Y/, and the three-month forward
discount had fallen to below 3 per cent. per annum. There still remained,
however, a sizable adverse interest arbitrage margin, despite lower interest
rates in the Euro-dollar market.

This calmer spell was abruptly terminated by market reaction to
the publication on 21st February of central-government expenditure estimates
for the forthcoming financial year. The .spot rate fell sharply to $2.40%
and with a revival of unrest in the gold and foreign exchange markets
early in March there were heavy sales of sterling. Spot sterling was not
allowed to fall below $2.39, but the three-month forward discount rose to
over 10 per cent. per annum at one point, which no doubt tended to
increase spot sales. The statement issued in Washington by central-bank
governors on 17th March helped to ease the tense situation in foreign
exchange markets and the announcement of additional international support
for the United Kingdom's reserves specifically favoured sterling. This was
followed two days later by the British budget, which went beyond the
market's expectation in imposing restraint on private domestic demand.
The spot rate rose briefly to $2.40%, but from early April onwards it
began to decline again and by late May stood at $2.38'%. In the forward
market, although the discount declined considerably from its mid-March peak,
stetling remained weak.

Swiss franc. In accordance with the usual seasonal pattern, the Swiss
franc eased against the dollar at the beginning of 1967 and for most of the
first four months of the year the spot rate stood at about Sw.fr. 4.33. But in
late April, with domestic interest rates rather firm in contrast to the general
downward trend in other centres, it appreciated to Sw.fr. 4.31%, at which
point the Swiss National Bank intervened in the market, and at the same
time the forward premium on the dollar temporarily ran off. The spot rate
then remained at that level until the end of June. The outbreak of war in
the Middle East touched off a large inflow of funds and, although this did
not last beyond the armistice, the mid-year liquidity needs of the Swiss banks
prevented any reversal of the inflow from developing.

After the end of June domestic interest rates declined and in July the
official discount rate was lowered. Short-term capital flowed abroad and the
spot quotation eased to over Sw.fr. 4.34 by the end of August and stayed



at about that level until late in October, while the forward rate went to a
sizable premium, ‘

In October money-market conditions tightened and the spot rate began
to rise again. Anticipation of sterling devaluation added impetus to this
movement and on 17th November, the day before the devaluation, the rate was
at Sw.fr. 4.311%. However, it was the subsequent confusion that set off a really
large demand for the franc. This coincided with the usual end-year operations
of the Swiss banks; but its independent influence is seen both in the fact that
they covered their liquidity needs on this occasion mostly through outright
sales of foreign exchange to the National Bank, rather than on a swap basis,
and in a rise in the premium for forward francs, which led the central bank,
acting on behalf of the US authorities, to sell $65 million of francs in the
forward market,

Just before the end of the year the Swiss franc began to ease, and an
outflow of funds in the new year brought the spot rate to over Sw.r. 4.35
in late February — its lowest level for many vyears. This outflow occurred
despite a three-month forward premium of the franc which ranged up to
3 per cent. per annum, reflecting the wide international interest rate differen-
tials that existed at this time. With the recurrence of gold speculation in
mid-March, however, the Swiss franc strengthened sharply in both spot and
forward markets. Quotations eased again during April but by end-May the
spot rate against the dollar had appreciated to Sw.fr. 4.29%).

European quotations for the US dollar.
Friday figures, gshowing the European currenciss abeve {+) or below (—) par on the US dollar,
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Deutsche Mark. Despite very substantial exports of money by the German
commercial banks, the payments surplus kept the spot rate against the dollar
close to its upper limit during most of the first four months of 1g67. In May,
however, under the influence of the continued outflow of short-term funds, the
Deutsche Mark began to ease in the spot market. At the same time the
three-month forward quotation went up from about parity with the spot rate
to a premium of I per cent, per annum.

In July the Bundesbank, in order to discourage the export of bank
liquidity, widened the margin between its spot buying and selling rates for the
US dollar from 14 Pfennig to 21 Pfennig. By increasing the possibility of
exchange loss on short-term foreign currency investments, this raised the cost
of forward cover — the forward premium of the Deutsche Mark going up
from just above 1 per cent. to over 1l per cent. per annum by mid-month.
At the same time the spot rate, which had appreciated a little in June for the
same reasons as the Swiss franc, declined sharply to just below par on the
dollar. Quotations then fluctuated rather narrowly around these levels until
early November.

A substantial inflow of funds into Germany then began and by 17th
November the spot rate against the dollar had strengthened to nearly DM 3.98.
This was followed by a rise in the forward premium of the Deutsche Mark
to over 3 per cent. per annum by 24th November. The central bank then
began to offer dollars to the banks on a short-term swap basis at well below
market rates. This encouraged the retention of dollar investments as well as
the re-export of money previously repatriated. Demand for the Deutsche Mark
strengthened again in mid-December, but as market conditions settled down
around the turn of the vear a very heavy outward movement of funds devel-
oped. The forward premium, no longer effectively restrained by official
intervention, again rose briefly to 3 per cent. per annum and then declined
in line with interest rates in the Euro-dollar market, while the spot rate fell
some way below 1ts dollar parity, despite large purchases in the market by the
Federal Reserve Bank in order to repay earlier swap drawings. The situation
changed during March, when the Deutsche Mark, like all other major
continental European currencies, strengthened abruptly — the spot rate
appreciating from DM 3.99 to 3.97 and the three-month forward premium on
the dollar rising from 2 to 3% per cent. per annum. The Bundesbank again
offered the banks facilities for short-term dollar swaps at favourable rates. By
early May spot quotations had eased to DM 3.98% but later in the month
the Deutsche Mark strengthened to near its upper limit against the dollar,

French franc. The spot rate on the dollar, which had dechined consider-
ably during the latter months of 1966, remained below par during the first
quarter of 1967, with quotations around Fr.r.4.95. During April and May,
however, the franc strengthened rapidly under the influence of tight bank
lquidity; and the Middle East crisis brought a further improvement In
the spot rate, which by the end of June was close to the upper hmit of
Fr.fr. 4.90. And, despite the emergence of a deficit in the balance of payments



in the second half of the year, quotations remained at that level for almost
the rest of the year. This was because the deficit was more than covered by
substantial inflows of funds through the banks. In November alone the inflow
to the reserves was $335 mullion.

From the middle of December 1967 onwards the franc was noticeably
less firm until the revival of gold speculation in March. By early May the
spot rate had declined again to just above its dollar panty; and near the end
of the month, as a result of the social disturbances in France, it went to
its lower limit against the deollar.

Other European curvencies. Both the Belgian franc and the Dutch florin
strengthened from around parity with the dollar at the end of 1966 to near
their upper intervention points for nearly the whole of the second half of
1967. In both cases this was associated with a return of the balance of pay-
ments into surplus during the year, The upward pressure on the exchange
rates was reinforced during the last quarter by sizable inflows of short-term
capital. As happened elsewhere, nervousness in the wake of the sterling
devaluation expressed itself also in a strengthening of forward quotations
against the dollar, which, after showing a small discount for most of 1967,
rose to a premium of around 2z per cent. per annum in November. Since end-
19067 the Belgian franc has remained rather firm, except for a short period in
April 1968. The Dutch florin, on the other hand, had gone below par on the
dollar by early May 1968.

During 1967 quotations for the lra against the dollar moved in much
the same way as those for the Belgian franc and Dutch florin. The spot rate,
which had fluctuated rather narrowly around the parity during most of the
first half of the year, rose by about o.3 per cent. between mid-June and
November. To a large extent this reflected the seasonally favourable balance
of payments in the third quarter, but demand for the lira remained strong in
the period immediately before the sterling devaluation. Late in November the
seasonal weakening of the balance of payments began to make itself felt and
by early 1968 the spot rate against the dollar had fallen to the parity level.
The lira strengthened again during the March gold crisis and in early May
the spot rate was about 0.4 per cent. above par.

During the first nine months of 1967 the spot rate for the Swedish
krona against the dollar moved broadly in line with the seasonal pattern of
the balance of payments. Quotations rose from just below the parity at the
beginning of the year to 0.4 per cent. above par by mid-May, subsequently
weakening a little in the third quarter, Following the devaluation of the
pound, the krona came under heavy pressure — Sweden’s exchange reserves
declined by $115 million in November 1967 — and the spot rate on the
dollar went down a little below par. The pressure was effectively halted
by a tightening of credit policy which included a 1 per cent. increase in the
official discount rate, The krona promptly recovered to well above par, but
towards the end of February 1968 it fell back to near the dollar parity.



‘Canadian dollar. Apart from seasonal weakness early in the year, there
was strong demand for the Canadian dollar during most of 1g67. The spot
rate appreciated steadily during the summer months and by October had
reached its upper limit of US $0.93Y;. The trend began to change after the
devaluation of sterling; and the US balance-of-payments measures announced
on 1st January 1968 touched off large withdrawals of funds to the United
States, bringing the Canadian dollar under heavy pressure. The spot rate in
terms of US dollars went just below US $0.92 in mid-January and substantial
support had to be given by the Bank of Canada. Following action by both the
Canadian and US authorities the pressure eased somewhat in February. There
was a further heavy outflow of funds during the March gold crisis, but the
Canadian dollar subsequently recovered to US $o0.92% at the end of the
month and by early May it had risen strongly to US $o0.9234.

Other exchange developments.

Contrary to what happened in 1949, the devaluation of the pound
sterling by 14.3 per cent. on 18th November 1967 did not give rise to a
realignment of the exchange parities of any other major countries. It was,
nevertheless, followed by devaluations of twenty-five other currencies. The
majority of these parity changes were in the smaller sterling-area countries,
whose economic and financial links with the United Kingdom remain particu-
larly strong. More remarkable is the fact that the larger overseas sterling-area
countries chose to appreciate against sterling. In the case of India there had
already been a 36 per cent. devaluation in June 1966 and Ghana had devalued
by 30 per cent. in July rg67. So far as the others are concerned, however,
adherence to the existing parity indicates the diversification of the external -
economic relationships of countries like Australia, South Africa, Pakistan,
Malaysia and parts of Fast and West Africa which has occurred since 1949.
Three sterling-area countries, New Zealand, Ceylon and Iceland, devalued by
more than the United Kingdom, reflecting their own balance-of-payments
difficulties, which were likely to be aggravated by the devaluation of the
pound.

Qutside the sterling area only Spain and Israel devalued to the same
extent as sterling. Denmark followed the pound part of the way down, and
the pataca in Macao was also devalued modestly, maintaining its parity with
the Hong Kong dollar.

Apart from the extension of direct balance-of-payments controls in the
United States, described in Chapter I, the other major exchange developments
during the period under review mainly involved exchange rate adjustments. In
Finland it was decided in October 1967 that to restore the Finnish competitive
position without a rate change would entail excessive sactifice in terms of
unemployment. After an interval of ten years, therefore, the markka was
devalued on 12th October 1967 by 23.8 per cent. to a new US dollar
parity of F.mk. 4.19997. In Hungary, from the beginning of 1968, the rate of



Currency devaluations in November 1967.

Units per US § Devaluation, New parity
Country Currency in effective as
Old parity | Mew parity | Percentages from
Sierling-area countries
Bermuda . ., . . .. ... - Found 0.36714 0.41667 14.29 18th Movember 1967
British Honduras . . . . . . Dollar 1.426857 1.66667 14.29 18th November 1967
Ceylon, . . . . ... ... Rupee 4.76150 5.895237 20.00 Hst Hovember 1967
CYyprus. .« v v . v v v o v s Pound 0.35714 041667 14.29 20th November 1967
East Caribbean , . . . . . . Dollar 1.71429 2.0 14.29 18th November 1967
Falkland Islands ., . . . . . Pound 0.35714 0.41667 T4.29 18th November 1967
Fiji* . . . .. ... ... Pound 0.39643 0.43542 8.95 26th November 1967
Gambla . . . ... .. .. Pound 0.35714 0.41867 14.29 21st November 1967
Gibraltar . . . . . ... .. Pound 0.35714 0.41667 14,29 18th November 1967
Guyana . . ... .. ... Dollar 1.71429 2.0 14.29 20th Movember 1267
Hong Kong® . . . . . . .. Dollar 5.71429 8.06061 571 22nd November 1967
leeland. . . ., . . . . ... Krdna 43.0 57.0 24.56 27th Movember 1967
Ireland . . . .. ... ... Pound 035714 0.41667 14,29 18th November 1967
Jamalca . . . .. . . 4 Pound 035714 0.41867 14.2¢9 215t November 1967
Malawi . . . . . ... ... Pound a.35714 0.41667 14.29 20th Movember 1967
Malta. . . ... ... ... Pound 0.35714 0.41667 f4.29 18th November 1967
Mauritius and Seychelles . . Rupee 4.76190 5.55556 14.29 18th November 1967
New Zealand . . . . . . . . Dollar 0.71919 0.89286 19.45 20th Novembar 1967
Sierraleone . . . . . . .. Leone 0.71429 0.83333 14.29 215t November 1967
South Yemen . . . . ... Dinar 0.357 14 0.41667 14.29 16th Novembar 1967
Trinidad and Tobago . . . . Bollar 1.71429 2.0 14.29 22nd November 1967
United Kingdom , . . . . . Pound 0.35714 0.41887 14.29 18th November 1967
Mon-sterling-area

countries

Denmark. . . .. ... .. Krone 6.90714 7.50 7.90 21st Novermnber 1967
Israel . . ... ... ... Pound a0 3.50 14.29 19th Movember 1967
Macaes . . . . ... .. .. Pataca 5.71429 6.06061 571 27th Movember 1967
Spain . ., ... ... Peseta 60.0 70.0 14.29 20th Movember 1967

* After revaluation,

exchange for convertible currencies applied to non-commercial transactions
was raised from Frt. 24 = US $r1 to Frt. 30. It seems probable that this was
associated with domestic price reforms introduced at the same time,

In Latin America the devaluations of the Brazilian cruzeiro in February
and of the Argentine peso in March 1967 were followed later in the year by
downward adjustments of the Peruvian sol and the Uruguayan peso, as well
as by a further 16 per cent. devaluation of the cruzeiro in December.

After seven years during which the effective parity had remained at
Soles 26.82 = US $1, the Peruvian central bank withdrew its support for the
exchange rate at the end of August 1967. It was led to this as a result of
reserve losses brought about by a rising external deficit and a flight of capital
from the country. Early in October a dual exchange rate system was intro-
duced. Exporters must surrender foreign exchange receipis to the central bank
in return for doilar certificates. Since their introduction the rate for exchange



certificates has been held at Soles 38.7 = US $1, giving an effective devalu-
ation of some 30.7 per cent. For non-trade items there is a free exchange
market,

In Uruguay, the peso was devalued by 50 per cent. on 6th November
1967 to a new official rate of Pesos 199 = US $1. This followed three
smaller devaluations eatlier in the year. In April 1968 the official rate was
further devalued to Pesos 249 = US $1.

Elsewhere in Latin America, the free rates for the Chilean escudo and
the Colombian peso depreciated substantially against the dollar during the
period under review.

In the rest of the world, there were currency devaluations in Mali and
the Congo. On s5th May 1967 the Mali franc was devalued by 50 per cent.,
the official rate being changed from Francs 246.8 to Francs 4¢3.7 = US $§1.
In the Congo, a new monetary unit, the Zaire, replaced the Congo franc on
23rd June 1967, at the rate of 1,000 Congo francs per Zaire. At the same
time thére was a 662/, per cent. devaluation and the official rate of exchange
was fixed at Zaire 1 = US §2.

On j31st May 1968 exchange control was temporarily reintroduced in
France. Transfers from the French franc accounts of residents of France to
those of non-residents are no longer freely allowed and must in all cases
take place through authorised banks. Furthermore, residents of France may
no longer acquire assets abroad, or hold means of foreign payment in France,
without official authorisation. Permission. is also required for the export from
France, by or on behalf of residents, of all means of payment or securities,
as well as for all imports and exports of gold.



V. THE EURO-CURRENCY MARKET.

The flow of Euro-currency credit through the banks of the eight
reporting Furopean countries continued to expand rapidly in 1967. lis dollar
component, which had already increased from about $1o milliard to over
$13 milliard in the course of 1966, may be estimated to have gone up further
to about $16 milliard at the end of 1967. In contrast to 1966, however, the
impetus behind the growth did not derive primanly from the demand side.
The domestic economic slack and the related ease n credit conditions in
several FEuropean countries, as well as confidence movements out of sterling,
led at times to substantial increases in the supply of Euro-dollar funds. On
the other hand, the international political and currency tensions occasionally
both heightened the demand for Euro-dollars and led to major withdrawals.
As a result, periods of relative ease alternated with periods of tightening
market  conditions; whereas in 1966 the trend of interest rates had been rather
uniformly upwards, 1967 saw substantial fluctuations.

The pattern of new lending was also somewhat more differentiated than
in 1966, In that year, with the liquidity squeeze, US residents, mainly banks,
had absorbed roughly three-quarters of the new funds in the market, while
about one-quarter had gone to outside countries other than the United States;
lending to end-users within the reporting area had shown very little change.
In 1967 US residents seem to have borrowed only about one-quarter of the
new funds in the market; over one-half went to other outside countries and
there was a sizable increase in lending to end-users within the reporting area.

Another feature of 1967 was the greater role played by official monetary
institutions in stabilising the market. At the time of the Middle Fast crisis
and on various occasions during the fourth quarter the BIS activated its
dollar swap line with the Federal Reserve and invested the proceeds in the
Euro-dollar market. In late November the Deutsche Bundesbank began to
offer the commercial banks dollar swaps at preferential rates and did not, as
on some earlier occasions, limit the use of dollars held under these facilities
to the acquisition of US Treasury bills. Finally, the central banks of Belgium,
the Netherlands and Switzerland co-operated with the US monetary authorities
to support the dollar in the forward markets. With the help of these official
evening-out operations the Euro-currency market continued in 1967 and the first
quarter of 1968 to play its réle as a truly international money and credit market.

Total foreign positions. Before discussing the Euro-currency statistics in
detail, it may be helpful as background to lock at the reporting banks’ total
foreign short-term positions. Two main features emerge, Firstly, except in the
case of Germany, the banks’ external positions in their domestic currencies
are substantially smaller than those in foreign currencies. This is true even of
the United Kingdom, whose currency is widely used for financing international
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Short-term liabilities and assets of the reporting banks
of individual countries vis-a-vis non-resldents.*

Liahilities Assets Net position
: Domes- | Foreign | Domes- | Foreign | Domes- | Foreign
Countries End of month tic cur- tic cur- tic cuf- Total
currency | rencies [ currency | rencies | currency | rencies
in millions ot US dollars
Belgium-Luxemburg | 19266 December 400 1,640 140 1,240 |— 260 |— 400 |- 660
1967 March 390 1,580 170 1,190 220 |-~ 390 |— @&10
June 440 1,730 170 1,270 270 |— 480 j— T30
Septernher 4650 1,840 190 1,310 [|— 270 |— &30 |— 800
December 490 1,950 190 1,480 |— 300 |— 470 |— 770
France. . . . . .. 1986 December 820 1,960 230 2,460 |— 590 500 |— @0
1967 March 900 1,870 280 2,360 |[— 610 490 |— 120
Juna 900 1,800 290 2,480 (— 610 580 |— 30
September 2980 2,260 310 2,740 |— 670 480 |— 180
Dacember 1,070 2,580 290 2,850 |- 780 280 |— 520
Germany . . . .. 1266 December 1,490 390 T60 540 |— T30 150 |— S80
1867 March 1,280 320 920 920 |-~ 360 600 240
June 1,360 340 1,180 1,000 |— 180 660 480
September 1,480 330 1,330 990 130 660 530
December 1,830 350 1,230 1,170 600 820 220
taly . . . . . ... 1966 December 440 2,520 180 2,730 |— 2B0 210 }— 40
1967 March 460 2,250 200 2,320 |— 280 70 |— 180
June 510 2,270 170 2,220 |— 240 |— 50 |— 390
September 470 2,600 200 2560 [— 270 |— 40 |— 310
Deacember 550 2,020 200 2,840 |— 380 20 |— 330
MNethertands . , . .| 1966 December 440 1,120 320 1,200 |— 120 BQ |— 40
1967 March 480 1,000 330 1,080 |=— 150 80 J]— 70O
June 210 1,120 300 1,120 |— 210 - - 210
Saptember 490 1,180 360 1,240 (— 180 50 |— 140
Dacember 520 1,120 290 1,200 |— 230 B0 |— 150
Bweden . . . . . . 1966 December 180 310 =1e] BE0 |— 120 240 120
1967 March 160 20 T0 520 |— 20 210 120
June 180 310 60 620 |— 120 aw 190
September 200 350 80 690 |— 120 340 220
December 190 270 100 620 |— 90 360 270
Switzerland 1866 December 1,810 2,230 1,390 2,690 |— 420 - 460 40
1967 March 1,910 2,280 1,600 2,840 |— 3t0 860 aso
June 2,170 2,510 1610 3,360 |— S60 B850 290
September 2,170 2,660 1,700 3,610 |— 470 S50 480
Dacember 2,450 2,800 1,750 3,480 |— TOO B8O |— 20
United Kingdom . .| 1966 December 5610 8,360 3,530 8,480 |—2,080 100 |—1,980
1967 March 6,050 8,550 3HB6TO 8,250 |—2,480 |— 300 |—2,780
June 6,180 9,060 3,740 8,820 |—2,440 |- 240 |—2,680
September 5,720 { 10,010 3,700 9,860 |—2,020 |— 150 |—2,170
December 4,770 | 10,390 3,270 | 10,480 |—1,500 90 [ —1,410
Total . . . . .. 1966 December | 11,180 | 18,530 5,620 | 19,870 | —4,570 1.340 |—3,230
1967 March 11,830 | 18,170 7,150 | 19,690 |—4,480 1,420 | —3,060
June 12,250 | 19,240 7,520 | 20,890 |—4,730 1,650 |—3,080
September | 11,250 | 21,240 7.810 | 23,000 | —4,140Q 1,760 | —2,380
Dacember | 11,870 | 22,350 7,320 | 24,230 {—4,550 1,840 |—2,710
Carada . . . . .. 1966 December 510 2,160 &0 2,970 |— 450 B1D 360
1967 March 560 2,080 7Q 2,630 |— 490 57TQ 80
dune 510 2,260 70 2,800 |— 440 530 120
September 510 2,180 70 3,030 |— 440 2840 400
December 540 2,400 G0 3,560 |— 480 1,160 680
dapan . . . . . .. 1986 December 320 2,840 —_ 3,260 [— 320 420 100
1967 March 320 3,100 - 3,210 |— 320 110 |— 210
June 330 3.410 _ 3,360 |— 330 |— 50 |— 380
September 350 3,450 - 3,490 |— 350 40 |— 310
Becember aro 3,740 — 3,700 |[— 370 ([— 40 [— 410

* The figures In this table are partly based on different series from those used in the rest of this chapter and are
therefore not strictly comparable with them.




trade. Taking the eight European countries as a whole, domestic currency at
the end of 1967 accounted for only about one-third of the banks’ total
external liabihties and for less than one-quarter of their assets. In the case of
Canada and Japan the domestic currency component was even smaller.
Secondly, without exception, the net external positions in domestic currency
were negative. In Canada, Germany, Sweden and Switzerland, however, the net
external liabilities in domestic currency were generally more than offset by net
external assets in foreign currencies. Only in the case of Belgium and the United
Kingdom were the net positions in foreign currencies predominantly negative.

As regards the main movements in the course of 1967, the total external
assets of the reporting European banks went up by about $5.1 milliard and
liabilities by $4.5 mmilliard. Most of these increases occurred in the foreign
currency - component. The modest contribution of the domestic currency
component was due partly to foreign holders shifting out of sterling; the UK
banks’ external liabilities in sterling declined by $840 million, while those in
foreign currencies expanded by $2,030 million. On the other hand, as regards
Switzerland, the increase in the banks’ domestic currency liabilities exceeded
that in their foreign currency liabilities, and in the case of the German banks
a substantial rise in domestic currency liabilities contrasted with a decline
in those in foreign currencies.

External positions in foreign currencies. On the Euro-currency market
proper the external labilities of the reporting Furopean banks in dollars,
Deutsche Mark, Swiss francs, sterling, French francs, Dutch florins and
Italian lire expanded by altogether $3,810 to 22,120 million and their assets
by $4.530 to 24,440 million. The increases were slightly smaller than in 1966,
when assets and habilities had risen by $4,140 and 4,760 million respectively,
but were still very large by any standard.

As regards the currency composition, over 85 per cent. of the increase
in liabilities was in dollars and less than 15 per cent. 1n the other six
reported currencies, Dollar liabilities expanded by $3,260 million, or $110
million less than in 1966. The second largest increase was in Deutsche Mark
liabilities, which went up by $700 million, whereas those in French francs,
after a $460 million advance m 1966, contracted by $430 milhon, This smaller
use of French francs was chiefly due to the fact that the Belgian banks, in
contrast to 1966, shifted their foreign borrowing on behalf of the Belgian
Treasury from French francs into other currencies, mainly into Deutsche
Mark. At 84 per cent., the share of dollars in the growth of assets was
considerably smaller than in 1966, when, owing to the strong demand for
Euro-dollars from the US banks, it amounted to 94 per cent. As regards the
other reported currencies, the picture was about the same as on the liabilities
side. The largest expansion was In Deutsche Mark assets, whereas French
franc assets contracted. Sterling assets, after a $180 million fall in 1966, went
up by $70 million, but the whole of this increase occurred in the first half
of 1967; the second half saw a $470 million decline, part of which represented
the effect of devaluation.
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Short-term liabilities and assets of ten countries’ commercial banks In

certaln foreign currencies vis-a-vls non-residents,

UsS dollars Other currencies! Total
ie f mant iabil- - -
Countries End o h L;f;g;' Assats Liitaigisl Assets L;ﬁgg Assets Net
in millions of WS dollars

Belgium-Luxemburg | 1966 December &70 740 940 440 1,610 1,180 |— 430
1967 March 680 580 840 460 | 1,520 | 1,140 |— 380
June 750 730 970 490 $.720 | 1,220 [— So0
Septembar 790 800 | 1,030 450 | 1,820 | 1,260 |[— 560
December 890 980 | 1,050 470 1,940 | 1,450 |— 490
France? . . . . . 1986 December | 1,330 | 1,860 630 500 | 1,960 | 2.480 800
1967 March 1,170 | 1,620 700 740 | 1,870 | 2,380 490
June 1,020 | 1,660 e80 820 | 1.800 | 2,480 580
September | 1,200 | 1,780 a70 ‘960 | 2260 | 2,740 480
December 1,700 | 1,890 890 270 | 2,500 | 2.860 270
Germany , . . . 1966 December 330 400 50 120 380 520 140
1267 March 260 760 50 130 210 890 580
June 270 790 60 190 330 480 650
September [ 250 810 70 160 320 970 650
Decamber 280 1,030 50 110 330 1,140 810
ftaly . . .. ... 1966 December 1,930 | 2,000 590 -640 | 2,820 | 2,730 210
1967 March 1,640 1,690 610 640 | 2,230 | 2,330 80
June 1,640 | 1,870 630 550 | 2,270 | 2,220 \— 50
September | 1,820 | 1,980 780 580 | 2,600 { 2,560 |~ 40
December | 2,140 | 2,260 780 680 | 2,820 | 2,840 20
Netherlands . . . .| 196& December 790 550 aso? 510°] 1.140 ] 1,060 |— 80
1967 March 690 470 330° 600* 3,020 | 1070 50
June 730 480 390° 810°| 1.120 | 1,000 [~ 30

September 780 600 400° 880°| 1,180 | 1,180 -
Pecember 810 650 | = 300" 480*| 1,110 1,130 20
Sweden . . . . . 1966 December 180 330 140 200 330 530 200
1967 March 210 300 100 200 310 500 fa0
dune 210 220 a0 270 300 590 280
September 230 440 120 220 350 660 310
December 170 B0 20 260 260 610 asg
Switzerland® . . . .| 1966 December 1,800 | 2,780 210 440 | 2,100 | 3,220 | 1.120
1967 March 1,920 | 2,780 260 800 | 2080 | 3.200 | 1,100
June 2,100 | 3,280 310 650 | 2,410 | 5,930 | 1,520
September | 2,260 | 3,310 310 680 | 2,670 | 3,090 | 1.420
December | 2,430 | 3,520 310 g10 | 2,740 | 4,130 | 1,380
United Kingdom . .| 1966 December | 7,500 | 7,310 580 oo0 | 8,270 | 8,210 [~ &0
1967 March 7.760 | 6,960 700 | 1,020 | 8,460 | 7,980 [— 480
June 8,130 | 7.650 790 890 | 8,920 | 8,540 |— 380
September | 9,070 | 8.520 790 1,020 | 9,860 | 9540 |— 320
December | 9,560 | 9,100 670 @90 | 10,230 | 10,180 [— B0
Total . . . .. 1966 December | 14,720 | 16,080 | 3,500 | 3,850 | 18,310 | 19,910 | 1,600
1967 March 14,330 | 15,260 | 3,500 | 4,290 | 17,920 | 19,550 1,630
Jane 14,860 | 16,580 | 4,120 | 4,470 | 18,870 | 21,050 | 2,080
September | 16,490 | 18,240 | 4,470 | 4,660 | 20,960 | 22,800 1,940
December | 17,080 | 19,870 | 4,140 | 4,570 | 22,120 | 24,440 | 2,320
Canada . .. .. 1966 December | 2,150 | 2,800 108 80%{ 2,160 | 2,970 810
1967 March 2,040 | 2,550 208 80°| 2060 | 2,630 570
June 2,280 | 2,810 10% 8o*| 2260 | 2890 630
September | 2,170 | 2,830 108 ao®| 2,180 | 3,030 850
December 2,400 | 3,510 108 70°| 2410 | 3,580 1,170
Japan . . .. ... 1966 December | 2,550 | 2,870 300 380 | 2,850 | 3,250 400
1967 March 2,820 | 2,890 260 3te | 3,100 | 3,200 100
 June 3,130 | 3,000 290 340 | 3,420 | 3,340 |— 80

Soptember | 3,180 | 3,120 290 350 | 3,470 | 3,470 -
December 3,490 3,340 260 340 3,750 3680 |— TO

1 Sterling, Swiss francs, Deutsche Mark, Dutch floring, French francs, Italian lire.

only.

Eurp-currency assets of the BIS.

2 Positions vis-d-vig banks

3 Sterling, Swiss francs, Deutsche Mark only; including French francs as from March 1967,
5 All other currencies, but mainly sterling.

4 Inchuding
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Short-term liabilities and assots of ton countries’ commercial banks in
certain forelgn currencies vis-a-vis non-resldents, excluding positions
vig-a-vis the country of issue of the currency in guestion,

US dollars Other currencles! Total
Countries End of monih Liabil~ Liabil- Liabil-
ities Assets ities Assets itias Agsets Net
in millions ot WS dollars
Belgium-Luxembury | 1966 December 550 560 620 110 | 1,180 870 |— 510
19687 March 560 a60 480 110 | 1,050 570 |— 480
June 59¢ 480 550 100 1,140 590 [— 550
September 610 540 840 120 1,250 660 |— 380
December 730 700 720 160 | 1,450 860 |— S90
France* . . . . .. 1966 December 1,230 1,270 A30D 360 1,660 1,830 |— 30
1987 March 1,010 1,130 400 420 1,410 | 1,550 140
June o040 | 1,220 480 400 | 1,420 | 1,820 200
September | 1,130 | 1,350 440 s50 | 1,570 | 1,900 330
Decembar 1,480 | 1,360 £80 600 | 20860 | 1,960 [— 100
Germany . . . . . 1966 December 260 260 20 10 280 270 |~ 10
1967 March 200 €30 20 20 220 650 430
June 180 630 20 20 210 650 440
September 210 680 3¢ 10 240 &0 450
Decemher 240 680 20 ]¢] 280 €90 430
Maly . . . ....,. 1966 December | 1,700 | 1,870 390 390 | 2,090 | 2.260 170
1967 March 1.440 1,520 330 319 | 1,770 | 1,830 50
June 1,480 | 1,480 350 250 | 1,830 | 1,730 |— 100
September | 1,670 | 1,750 420 830 | 2090 | 2080 [|— 10
December 1,920 2,010 460 420 2,440 2430 |— 10
Netherlands . . . .| 1966 December 720 470 220° 1707 940 640 |— 300
1967 March 810 avo 200° 1707 810 540 |= 270
June 540 380 240° 2a3g? 880 61D |— 270
September €90 500 2407 250° 930 760 |— 180
December 740 520 170° 270° 210 790 [— 120
Sweden . . ., .. 1966 Decemnber 160 2490 60 50 220 290 70
1967 March 160 220 &0 40 220 260 40
dune 120 259 50 80 240 310 70 |
September 210 310 50 60 260 aro 110
December 150 250 50 80 200 330 130
Switzerland® . . . .| 1968 Dacember 1,750 | 2,300 130 140 | 1,880 | 2,440 560
1967 March 1,760 | 2,280 170 140 | 1.930 | 2,420 490
June 1,820 | 2,760 190 190 ) 2,110 | 2,950 840
Septernber 2,050 2,850 210 210 2,260 3,060 200
December | 2,120 | 2,990 190 240 | 2,310 | 3,230 920 |
United Kingdom . .| 196& December 8,640 2,830
1967 March 8,730 3,710 .
June 7,170 | 4,330 .
September | 8,060 4,380
December 8,180 5,120
Total . . . ... 1966 December | 13.020 | 10,800
) 1967 March 12,470 | 10,320
June 13,120 | 11,540
September | 14,630 | 12,360
Decamber | 15,630 | 13,630
Canada . . ... 1986 December 1,450 830 - 5 40%| 1,450 870 |— 480
1967 March 1,320 830 fo* 40%] 1,330 970 |— 360
June 1,520 1,080 10° a0°) 1,530 3,120 |— 410
September |  1.540 980 10* 40° 1,550 1,020 |- B30
December 1,620 1,300 - 5 30°) 1,820 | 1,330 |-~ 280
dapan . . . ... . 1266 December 610 790 70 230 s8¢ | 1,020 340
1967 March 720 770 &0 180 780 950 170
June 850 790 60 190 810 880 70
September 260 800 70 210 | 1030 | 1,010 20
December 290 830 60 190 1,050 | t,020 30

1 Sterling, Swiss francs, Deutsche Mark, Dutch floring, French francs, Halian lire.

only.

Euro-currency assets of the BIS,

2 Pogjtions vis-4-vis banks

¥ Starling, Swiss francs, Deutsche Mark ondy; including French francs as from March 1967,
5 ANl other currencies, but mainly sterling.

# Fncluding
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Changes in the banks’' external positions in certain
foreign currencles,

Tot?sl taat\;n:;':u.mt
autstanding
ltems 1965 1966 1967 at the end
of 1367
in milliong of US dullars
Reporiing European banks
Liabilities
Doflars. . . . . ... .. + t,710 + 3,370 + 3,260 17,980
Other currencies™ . . . . + 250 + 770 + 550 4,140
of which
Slerling . . . . ... — 40 — 0 + o 00
Swiss franes . . . . . + e + 290 + 180 7,400
Deutsche Mark . . . . + 100 + 100 + 700 1,670
French francs . . . . + 30 + 4860 — 430 160
Total. . ... . .. + 1,860 + 4,140 + 3,810 22,120
Asgets
Dollars. . . . ... ... + 2,590 + 4,470 + 3810 15,870
Other currencies® . . . . + 520 + 290 4+ 720 4,570
of which
Slerting . . . . ... + 40 — 180 + 70 arg
Swiss francs . . . . . + &0 + 170 + 180 1.770
Devtsche Mark . . . . + 300 + 30 + 630 2,050
French francs . . . . + 40 + 320 - 210 240
Total. . . .. .. + 3110 + 4,760 + 4,530 24,440
Canadian banks : )
Liabilities. . . . . . . .. . - 210 — 240 + 250 2,410
Assets., . . ... ... .. - 800 + 180 + 610 3,580
Japanese banks
Liabilities . . . . . .. .. + 180 - 80 + 9200 3,750
Agsets . . . . . . ... .. + 380 + 280 + 430 3,680

* Eterling, Swiss france, Deutsche Mark, Dutch flerins, French francs, Halian fire,

On balance, the dollar maintained its dominant position in the Euro-
currency market and at the end of December accounted for 81 per cent. of
both liabilities and assets. With a market share of 8 per cent.,, the Deutsche
Mark ranked second; it was followed at some distance by the Swiss franc.
Positions in sterling were only half as large as those in Deutsche Mark. The
positions in the other three reported currencies were quite small. The use of
Deutsche Mark and Swiss francs in 1967 was encouraged by the relatively
easy monetary conditions in Germany and Switzerland and by the high
forward premiums of the two currencies. The relative importance of sterling,
on the other hand, has declined mn recent years as a result of the United
Kingdom's external payments difficulties.

The Canadian and Japanese banks’ gross external foreign currency
positions, which are, however, only partly of a Euro-currency nature, expanded
appreciably in 1967. The Canadian banks’ assets went up by $610 million and
their liabilities by $250 million. The resultant $360 million widening in their
external net asset position, about half of which was vis-3-vis the United
States, represented the counterpart of a $440 million increase in their net
foreign currency liabilities vis-a-vis residents. Most of this occurred during
the last quarter of 1967, when both the relatively large forward discount on



the Canadian dollar and the high interest rates in the Euro-doilar and US
money markets enabled the Canadian banks to offer very attractive yields on
foreign currency deposits, which are not subject to the non-interest-bearing
cash reserve requirement that applies to Canadian dollar deposits. The
development in the Japanese banks’ external positions was influenced by the
tightening of domestic credit conditions and the easing, in the light of the
balance-of-payments deficit, of the official guide-lines with respect to the banks’
Euro-currency borrowing. Liabilities, which had declined by $6o million in
1966, went up by $9oo million and assets by $430 million. However, $530
million of the increase in liabilities and virtually all of the expansion in
assets was vis-3-vis the United States.

The growth of the Euro-dollar market. The geographical pattern of the
increase in the reporting European banks’ external dollar positions in 1967
was quite different from that in 1966. Liabilities vis-a-vis countries outside the
reporting group, which had accounted for only about 38 per cent. of the
increase in total labilities in 1966, were responsible for 56 per cent. of the
overall growth in 1967. To a large extent this increased importance of outside
countries as a source of Euro-dollars was due to the development of the
position vis-a-vis North America. The expansion in liabilities towards the
United States accelerated from $320 million in 1966 to $670 million and those
towards Canada from $100 to 240 million. In particular, the large inflow from
the United States, the major part of which took place during the fourth
quarter, is somewhat surprising. The 1966 increase was to a considerable extent
the result of the depositing of funds raised by US corporations in the Euro-
bond market in advance of needs; and in the preceding year US residents had
not been significant suppliers of Euro-dollar funds. The large fourth-quarter
inflow In 1967 may have been stimulated by the high Euro-dollar rates ruling
at that time and by expectations of a further tightening of the US balance-of-
payments restraint measures. Also, the bulk of the increase in liabilities to
Canada occurred during the last quarter of 1967, Liabilities to outside countries
other than the United States and Canada went up by $o930 million, or $8o
million more than in 1966. Here larger increases were recorded mainly vis-a-vis
“Other western Europe” and eastern Europe.

Liabilities to countries inside the reporting area expanded by $1,420
million, or $68c million less than in 1966. The slow-down occurred principally
vis-d-vis three countries. Despite the pronounced easing of Swiss liquidity
conditions, liabilities towards Switzerland, after a $850 million advance in
1966, went up by only 8290 million. The difference is mainly attributable to
developments in the last quarter of the two years. In the fourth quarter of
1966 there were large end-of-year placements both by the BIS and the Swiss
National Bank and an increase of about $80 million in Euro-dollar deposits
by the Swiss private sector. In the last quarter of 1967, however, the Swiss
private sector withdrew some $300 million from the market in response to the
international currency crisis, and the fourth-quarter increase in combined
placements by the BIS and the Swiss National Bank was only about half
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Dollar positions
of reporting European banks vis-a-vis non-residents.

Liabilities Assets
Amount Amount
It Changes in out- Changes in out-
ems standing standing
atthe end atthe end
1965 1966 l 1967 | of 1967 | 1986 1966 1967 | of 1967
in milliong of US dollars

Outlside area
Othar western Europe + 50 |+ 240 |4+ 310 1,400 |+ 290 |+ 220 |+ 330 1,220
Eastern Europe . . . ., . + 30 |+ 0 |+ 110 470 |+ a0 [+ 130 |+ 100 770
Canada . ... ... .. — 320 |+ 100 |4+ 240 200 |+ 280 |— 50 |+ 120 740
dapan . . ., ... ... + 10 — + 20 70 {4+ 70 [+ 160 |+ 360 1,030
Latin America . . . . . . 4+ 110 |+ 120 |+ 1110 850 |+ a0 |+ 70 |+ 210 7860
Middle East, . . . . . .. + 170 |+ 180 |4+ 120 1,120 |+ 80 |+ 20 |+ 120 310
Qther Ve e e + 110 |+ 270 {+ 280 1380 |+ 150 |+ 120 |+ 310 700
Total, . . .. ... . + 180 |+ 950 [+1,170 6,200 |+ 990 |+ 670 |4 1,650 5,530
United States . . . . . . . + 110 |+ 320 |+ 670 2,360 |+ 190 {+ 2,260 (+ 960 6,230
Total outgide area . . . |+ 270 |+ 1,270 |+ 1,840 8,650 |+ 1,180 |+ 2,930 |+ 2,610 | 11,760

Inside area

Belgiom . , . . ..., .. -+ 70 [+ 300 |4+ 150 790 |+ a0 |+ a0 |+ 20 550
France . . . . . . .. .. 4+ 2904+ 200+ 180 1,220 |+ 170 |+ 190 |+ 230 1,130
Germany . . . .. ..o + 50 |+ 50 [+ 5S0 Ta0 — + 110 |— 180 320
Haly . . .. ....... + 620 |+ 2704+ =1i] 18901+ 190 |4+ 120 |+ 120 1,310
Metherlands ., . . . . . . + 30 |+ 120 |+ 100 510 j+ 140 |+ 200 |+ 20 590
Sweden . . ... .... + 20 1+ 20 |+ 30 180 |+ 70 |+ 20 |+ 20 200
Switzarland. . . . . . . . 4+ 490 |+ 850 |+ 290 2,870 |+ 130 |+ 210 |4+ 110 780
United Kingdom . . . . . — 130 |+ 280 |+ 40 1,380 |+ 660 |+ 600 |+ 770 3,230
Total inside area , . . . |+ 1,440 |+ 2,100 |+ 1,420 2,330 |+ 1,410 |+ 1,540 |+ 1,200 8,110
Grand totai, . . . . . .|+ 1,710 [+3,370 |+ 3,260 | 17,980 [+2,580 |+4,470 [+3,810 | 18,870

as large as in 1966 (see also page 154). As a result, the reporting Euro-
pean banks' liabilities to OSwitzerland went up by only $20 million in
the last quarter of 1967, after expanding by as much as $70c million
in  the corresponding period of 1966. The bulk of the $290 mullion
increase that occurred in 1967 as a whole reflected mainly the re-export
by the Swiss banks of funds which had accrued to them during the Middle
East crisis.

The expansion in liabilities to the United Kingdom slowed down from
$290. million in 1966 to $40 million, indicating that in 1967 there was on
balance virtually no flow of Euro-dollar funds through the UK banks to the
other reporting European banks. Liabilities to Italy went up by $80 million,
or $190 million less than in 1966. Their slower growth was partly due to the
fact that, unlike in the preceding two vears, there was no further major
increase in the amount of dollars obtained by the Italian banks under swaps
with the Italian Exchange Office.

On the other hand, the increase in liabilities towards Germany acceler-
ated from $50 million in 1966 to $550 million last year. Despite the $630
million of dollars obtamed by the German banks in November and December



through swaps with the Bundesbank, only $60 million of the 1967 rise in the
other reporting banks' liabilities to Germany took place during the last quarter
of the year. This partly reflects the fact that these swap dollars in large
measure simply took the place of funds previously withdrawn by the German
banks themselves. Moreover, the German banks used a part of the swap
dollars for purchases of US money-market paper, and these did not add to
the supply of Euro-dollar funds.

To turn to the uses side, assets vis-a-vis the United States — the

$2,260 million increase in which had been the main feature of 1966 — went
up by $960 million last year. About $200 million of this rise, moreover,
represented the purchases of US money-market paper by German banks just
referred to; as In 1966, the remainder chiefly reflected Euro-dollar market
borrowing by US banks. The much smaller Euro-dollar market recourse of
US banks consequent upon their easier liquidity positions improved conditions
for other types of borrowers. In fact, claims on other outside countries went
up by $1,650 million, t.e. about two and a half times as much as in 1966.
This greater expansion was widespread; the largest increase, however, occurred
as regards the Japanese banks, Moreover, assets vis-a-vis Canada, which had
contracted by $s50 million in 1966, went up by %120 milhon.

Claims on countries inside the reporting area increased by $1,200 million,
or $340 million less than in 1966. The slow-down was particularly pronounced
in the positions vis-a-vis Germany, the Netherlands and Switzerland, all three
countries experiencing slackening economic growth in 1967 and a substantial
easing of domestic liquidity conditions. Vis-a-vis Germany there was actually
a turn-round from a $110 million rise In 1966 to a $160 million decline in
1967. As in past years, the largest increase in claims ($770 million) was on
the United Kingdom; this reflected principally the flow of Euro-dollar funds
from the other reporting European banks through the UK banks to outside
countries,

Net size of the Euro-dollar market. The table on page 152 indicates the
main directions of the Euro-dollar flows but does not pretend to show the
actual volume of credit channelled through the market. On the one hand, the
figures are inflated by a substantial amount of redepositing between banks and
by certain positions which have little connection with Euro-currency activity;
on the other hand, the figures do not, for example, include the foreign
currency positions vis-a-vis residents, nor can they fully reflect dollars obtained
or employed through swaps out of or into the domestic currency or third curren-
cies. The following table provides an estimate of the size of the Euro-dollar
market after approximate allowance has been made for these various factors.
The methods used for arriving at these estimates were described in the
Thirty-sixth Annual Report. For the sake of clarity, however, some further
comments may be added. Briefly, the table presents estimates of the amount
of Euro-dollar credit channelled through the banks of the eight European
countries contributing to the Euro-dollar statistics. It does not include the
flow of Euro-dollar credits which, on their way from the original supplier to



Estimated size of the Euro-dollar market.

Sources Uses Net
Htems 1665 | 1966 | 1967 | 1965 | 1966 | 1967 | 1965 | 1966 | 1967
end-year figures, in milliacds of US doflars
QOutgide area
United States . . . . . . . . .. 0.8 1.1 1.7 1.8 2.1 48 '+1.0 |+ 3.0+ 31
Other countries . . . . . . . .. 4.2 5.1 6.3 3.2 3.9 58 [=1.0|—1.2|—0Q7
Total . . .. ... ... .. 5.0 6.2 8.0 5.0 B.0 10.4 _ +1.8{+ 24
Inside area
Qfficial monetary institutions, . . 2,2 2.8 3.t - - — —22|—28|—31
Non-residents other than banks . 1.0 1.8 1.9 0.6 0.8 07 | —04}—07]|—1.2
Noan-bank residents, plus swaps
out of or into domestic ot
third currencgies®, . . . . . . . 1.8 2.5 3.0 4.4 4.2 49 {+ 26| +17|+1.8
Total . . . . ... .. ... 5.0 6.8 8.0 5.0 5.0 5.6 - —1.8|—2.4
Total net size of market . . . | 10.0 13.0 186.0 10.0 13.0 16.0 _ - —_

* Excluding swaps carried out under special arrangements with official monetary institutions but ineluding,
under “*Uses'’, the reporting banks' own use of Eurg-dollara for liquidity purposes and window-dressing opera-
tions (femporary switching out of dollars into domestic currency}.

the end-users, do not go through at least one of the banks of these countries
at some stage. On the other hand, the figures do include credit flows which
take the form of dollars for only part of their course. For example, funds
accepted by the UK banks in the form of dollars and re-lent in the form of
Deutsche Mark or sterling are included on both the sources and the uses side
of the table, To some extent, therefore, these estimates contain positions that
in the other tables appear under “Other currencies”.

Thus delimited, the Euro-dollar market may be estimated to have
expanded by about $3 milliard to $16.0 milliard in the course of 1967.
Including the other reported currencies, the increase might be put at around
$3.5 milliard and the total size of the market at something over $19 milliard
at the end of 1967. As to the sources of the $3 milliard increase, about
$1.8 milliard came from outside the reporting area, $o.6 milliard of which
from US residents. Of the $1.2 milliard growth in the supply from within
the reporting area, about $o0.3 milliard stemmed from official monetary
institutions, essentially those dollars transferred by the Deutsche Bundesbank
on a swap basis to the German banks which were used by them for place-
ments in the Euro-dollar market. The BIS’s Euro-dollar placements also
showed some increase compared with 1966, and there was a slight rise
($40 million) in the volume of dollars placed by the Italian Exchange Office
on a swap basis with the Italian commercial banks. On the other hand, the
Swiss National Bank, which had made large Euro-doliar deposits at the end of
1966, was not In the market to any great extent at the end of 1967. The
main reason for this was that, in view of the international currency situation,
the Swiss banks did not, as in the preceding years, cover their end-year
requirements by temporarily placing dollars on a swap basis with the Swiss
National Bank but mainly by outright sales of dollars. The $o0.4 milliard



increase in the supply from ‘‘non-residents other than banks” largely derived
from bigger continental European deposits with the UK banks. The temaining
$o.5 milliard rise chiefly reflected an increase in dollar deposits received by
the banks from their own residents.

On the uses side, about $2.4 milliard of the new funds in the market
went to outside countries. One of the principal reasons why the estimated
$0.7 milliard increase in claims on the United States is smaller than that
shown in the table on page 152 is that the swap dollars used by the German
banks for purchases of US money-market paper have been excluded. End-uses
of Euro-dollars within the reporting area may be estimated to have gone up
by about $0.6 milliard in 1967. However, lending by banks to non-bank
residents of the reporting area other than residents of their own individual
countries declined by about $o.1 milliard, mainly owing to reduced credit
demand from German residents. On the other hand, lending to residents within
the reporting banks’ own countries andfor swaps into the domestic currency or
third currencies are estimated to have increased by some $o0.7 milliard after an
apparent downward trend in 1966. The difference between the two years is chiefly
explained by the tendency of the banks in 1966 to reduce the total amount of
swapping out of dollars into the domestic currency or third currencies, the
most Important example being a $430 million switch-back by the UK banks,
mainly out of sterling, into dollars. In 1967, by contrast, with demand for
dollars by US banks much slacker than in 1966 and with confidence factors
also favouring such a movement, there seems to have been a substantial
amount of switching out of dollars (into currencies other than sterling). More-
over, in the case of one or two countries there was also an appreciable
increase in outright dollar lending to residents in 1967.

With regard to net positions, there was a further modest increase in
lending to the United States in 1967 and a continued rise in borrowing from
within the reporting area. In contrast to 1966, however, the net supply of
Euro-dollars from outside countries other than the United States contracted
by $0.5 milliard. From the point of view of growth of the market, therefore,
the main feature of 1967 was a net flow of funds from within the reporting
area to outside countries other than the United States — mainly Japan and
Latin America — and, to a smaller extent, also to the United States.

Changes in individual countries’ foreign positions. The increase in the UK
banks’ external foreign currency liabilities slowed down from $2,470 million in
1966 to $1,960 million in 1967 and the growth in their assets from $2,870 to
1,970 million. The UK banks’ share in the total expansion of the market,
though still very large, was thus considerably less than in 1966, This slow-
down, which in view of the movement by foreign holders out of sterling
into Euro-currencies may sound somewhat paradoxical, was partly the result
of the reduced amount of new borrowing by US banks from their branches in
London, Nevertheless, at the end of 1967 these branches still accounted for
well over half of the UK banks’ external dollar positions. Another reason for
the more moderate rate of expansion was a certain amount of shifting out of



External positions in foreign currencies of
reporting European banks.

Liabilities Assels Net positions
Other Other Other
Banks of Dollars re%?,:t-ed Dollars re%g?_ed Dollars regﬂﬁed Total
rencies® rencieg® rencies®
changes from end-1966 to end-1967, in millions of US dollars
Belgium-Luxemburg . . . | + 220 | + 110 |+ 240 |+ a0 |+ 20 | — e | — 60
Frapce . . . ... ... + 370 + 260 + 30 + 370 — 340 + 110 — 230
Gormany . . . - . . . . — B0 — 4+ &30 — 10 + &80 - 10 + 6870
faly . ......... + 210 + 190 + 170 + 40 - 40 — 150 — 180
Metherlands . . . . . . . + 20 — 50 + 100 - 30 + 80 + 20 4+ 100
Sweden . . . .. ... —_ 20 — 50 + 20 + &80 + 40 + 110 + 150
Switzerland . . . . . . . + 540 + 100 + 740 + 170 + 200 + 70 + 270
United Kingdom . . . .| + 1,970 _ 10 + 1,880 + 20 — 24 + 100 + 10
Total change . . . . | + 3,260 + 550 +3.810 + 720 + 350 + 170 + 720

* Sterling, Swiss francs, Deutsche Mark, French francs, Dutch florins, Italian lire.

Euro-currencies into gold and precautionary withdrawals of Euro-dollar deposits
in connection with the sterling crisis. The fact that the slow-down in assets
growth was more pronounced than that in liabilities must be seen against the
background of the large amount of outward switching that took place in 1966.
In 1967 the UK banks switched about $g0 million out of dollars into the
other reported currencies, whereas their overall net position in foreign curren-
cies remained virtually unchanged. Of the $1,970 million rise in the UK
banks’ dollar liabilities, $430 million was vis-a-vis the United States and
$230 million vis-a-vis Canada. Liabilities to German residents went up from
$120 to 450 million. On the assets side, the largest changes were a rise of
$580 million vis-a-vis US residents and one of $370 million vis-a-vis Japan;
claims on Germany declined by $130 million.

The confidence factors which contributed to the slow-down in the
growth of the UK banks’ external foreign currency positions tended to
accelerate the growth in the Swiss banks’ positions. Whereas these had shown
virtually no change in 1966, the external foreign currency liabilities of the
Swiss banks went up by $640 million last year and their assets by $g910
million. The resultant $270 million improvement in the net position was
partly due to somewhat larger Euro-currency placements by the BIS, but more
than half seems to have represented a re-employment of flight money which
had entered Switzerland mainly in connection with the war in the Middle
East. In relation to the ease of domestic liquidity conditions and to the large
Swiss franc inflows, however, the net export of foreign currency funds by the
Swiss banks was rather modest. One reason for this is that, as a result of
weakening confidence, the forward rate movements left little room for covered
interest arbitrage movemenis out of Swiss francs.

Of the reporting FEuropean banks, the German ones, owing to the
Bundesbank’s policy of active monetary ease and to the lack of domestic
credit outlets, showed the largest change in their net positions. Their external



liabilities in foreign currencies declined by $50 te 330 million, while their
assets advanced by $620 to 1,140 million. The whole of the resultant $670
million increase in net assets was in dollars. As in the case of Switzerland,
the banks’ Euro-currency placements were, however, at times limited by the
conditions ruling in the forward markets. Taking 1967 as a whole, the forward
cover for the $630 million expansion in the banks’ external dollar assets was
in actual fact provided at preferential rates by the Bundesbank. Despite the
unwinding of the banks’ end-year operations and a further $230 million
increase in the Bundesbank's swap commitments, the first quarter of 1968 saw
only a $11o million expansion in dollar assets. The German banks, however,
shifted a substantial amount of funds out of New York into the Euro-dollar
market; claims on US residents declined by $160 million, while those on the
United Kingdom went up by $230 million,

The development of the French banks’ foreign positions was also
influenced by the international currency tensions. In contrast to the Swiss case,
the greater part of the rise in the French banks’ external liabilities took place
in the foreign currency component. Moreover, about three-fifths of the $630
million increase in external foreign currency liabilities was in dollars, whereas
almost the whole of the $400 million rise in assets occurred in the other
reported currencies. As a result, the $230 million decline in the banks’ overall
net positions was composed of a $340 million decrease in net dollar assets
and a $110 million rise in other net foreign currency assets. The deterioration
in the banks’ external dollar positions seems to have occurred mainly in
November, when they not only recorded a large increase in their dollar
liabilities but at the same time reduced their dollar assets. Of the $410 million
rise in dollar liabilities in the fourth quarter, $170 million was vis-a-vis Italy,
$100 million vis-a-vis the United Kingdom, another $1co million vis-a-vis
Germany and $50 million vis-a-vis the United States.

The development of the Italian banks’ positions reflected the strength-
ening of domestic credit demand and the somewhat easier conditions during
part of the year on the Euro-currency market. External foreign currency
liabilities rose by $400 million and the net position, after improving by $s590
and 320 million in 1965 and 1966 respectively, declined by $19o to 20 million.
Foreign currency claims on residents went up by $i190 to 2,170 million and
there were substantial shifts in the currency composition of this total: credits
extended to residents in dollars and French francs contracted by $500 and
150 million respectively, whereas those in Deutsche Mark and Swiss francs
expanded by $680 and 140 million respectively. The explanation ts that, as a
result of the widening of the forward discount of the dollar against these two
currencies, the Italian banks were able to offer substantially lower interest
rates on funds switched out of dollars into these currencies than on outright
dollar credits.

In the case of the Netherlands and Sweden, where general cyclical
developments were similar to those in Germany, though less pronounced, the
reporting banks, like Germany's, both reduced their external foreign currency
liabilities and strengthened their foreign currency assets. Consequently, the net
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position of the Dutch banks improved by $100 million and that of the
Swedish banks by $150 million.

The growth in the Belgian-Luxemburg banks’ external foreign currency
positions slowed down in comparison to 1966 but was still quite substantial,
habilities going up by $330 million and assets by $270 million. The whole
of the resultant $60 million decline in the net position was in foreign
currencies other than the dollar. Net liabilities in Deutsche Mark expanded
from about zero to $370 million, while those in French francs fell by $330
million. At the end of 1967 Belgium was the only country within the reporting
group whose banks showed a major net negative position in foreign currencies.
This is explained mainly by the financing requirement of the Belgtan Treasury,
which does its foreign borrowing partly through the Belgian banks. If net
claims on residents are included, the Belgian banks at the end of 1967 had a
net asset position in foreign currencies of about $6¢ million.

Interest rate developments. In the Euro-currency market 1967 came in like
a lamb and went out like a lion. The relaxation of monetary restraint in the
United States and in several European countries, together with the usual
seasonal factors, led to a pronounced easing in market conditions in the
second half of December 1966 and the first four months of 1g67. US
banks made substantial repayments on their Euro-dollar borrowings and
German banks, faced with stagnating credit demand at home, placed funds
in the market on a large scale. As a result, the three-month Euro-dollar
rate iIn London declined from its peak of over 7 per cent. in early December
to 4% per cent. at the end of April. The premium over three-month US

Three-month rates of interest in London and New York.
Waeaelly, in percentages per anrum,
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bank certificates of deposit in New York, which had exceeded 1 per cent.
throughout most of the last quarter of 1966, narrowed to about three-eighths
of 1 per cent.

The decline in interest rates was accompanied by a stagnation in the
market volume; in January there was the usual sharp seasonal contraction and
the subsequent three months brought httle change either way. With the
covered interest arbitrage margins throughout most of this period in favour of
sterling, the UK banks in the first quarter of 1967 used a large part of the
reflux of funds from US banks and from lending for end-year purposes for
placements in UK money-market paper; their net external liabilities in dollars
went up by $520 million. In addition, the reporting banks swapped substantial
amounts out of dollars into the other Euro-currencies. Finally, the demand for
Euro-dollars was strengthened somewhat by increased recourse to the market
by Japanese banks.

In early May the market began to firm again. The increase in demand
seems to have come mainly from countries outside the reporting area. In the
second half of the month a renewed wave of private gold-buying, partly
financed with Euro-currency funds, tightened the market. With interest rates
in the United States turning upwards again, the US banks in May began to
slow down their repayment of Euro-dollars and in June they started once
more to increase their takings. Then mid-year requirements and the war in
the Middle East led to further market pressures. The three-month rate rose
from 4%, per cent. at the beginning of May 1967 to 5% per cent. on
Tuesday, 6th June, but, with the cessation of hostilites in the Middle East
and with market support by the BIS, it fell back to s¥ per cent. by the end
of the week. During the second half of June, partly as a reflection of the
tenewed borrowing by US banks, demand began to strengthen again and the
rate rose to sl per cent. in early July. This second-quarter tightening of
Euro-dollar rates contrasted with easing monetary conditions in Europe and
tended to turn the covered arbitrage margins in favour of the dollar. As a
result there was a substantial movement out of Euro-Deutsche Mark, Euro-
Swiss francs and, to some extent, sterling into dollars, The UK banks’ net
external position in foreign currency improved by $320 million in dollars but
declined by $260 million in other currencies.

In the course of the summer demand for Euro-dollars from countries
outside the reporting area other than the United States began to ease off
markedly. In the United Kingdom the covered rate for local-authority deposits
had in the meantime fallen substantially below that on Euro-dollars, and
confidence factors also encouraged a movement by foreign holders out of
sterling. The Swiss banks began to re-export the funds which had accrued to
them at the time of the Middle East crisis. The continued monetary ease in
several continental European countries also added to the supply of Euro-dollars.
This combination of slower growth in demand for Euro-dollars and an
acceleration in supply led to an easing of market conditions. The three-
month rate fell back to 5/s per cent. in the second half of July. The premium
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over the rates on certificates of deposit in New York, which had widened
to over % per cent. in May and June, declined to below /s per cent.
This relatively low cost of Euro-dollar funds may help to explain why
the US banks in the third quarter, with an increase in their recourse
to the market of over $800 million, were the main group of borrowers in the
market.

At the end of the summer quotations began to firm again and the
three-month rate in London rose from a 5 per cent. low in the first half of
September to about 5%; per cent. in early Qctober. This was partly the result
of the usual seasonal strengthening of demand in view of vyear-end require-
ments, but the further tightening of the financial markets in the United States
also contributed to the renewed rise in Euro-dollar rates. In the week after
the devaluation of sterling the accentuation of the policy of monetary restraint
in the United Kingdom and the United States, some flight from dollars to
other currencies and an increase in the demand for dollars for gold purchases
led to a sharp intensification of market pressures. This development coincided,
moreover, with the usual seasonal peak. In addition, the weakening forward
rate of the dollar against the continental European currencies threatened to
provoke an exodus of covered arbitrage funds out of the dollar. Against this
background, the central-bank governors of the gold pool countries, meeting in
Frankfurt during the week-end following devaluation, decided on wvarious
measures (see pages 38 and 145) to alleviate market pressures. As a result of
these official interventions, the three-month Euro-dollar rate, which had
jumped to 63/s per cent. on z1st November and advanced further to 67/ per
cent. by the beginning of the following week, receded to about 6%, per cent.
in early December and fluctuated around this level during the rest of the
month, The fourth-quarter weakening of the forward quotations for sterling
led to a widening of the covered arbitrage margins to the disadvantage of
sterling and the UK banks’ external position in foreign currencies improved
by $240 mullion.

January 1968 saw the usual seasonal easing of market conditions and the
three-month rate declined to 5% per cent. The new US balance-of-payments
programme seems at first not to have exerted a tightening influence on the
market. The negative effects it may have had were more than offset by the
fact that the expectations of rising interest rates it inspired led to a bulge of
Euro-bond issues by US corporations, the proceeds of which were partly
placed in the Euro-currency market. In early March, however, renewed
withdrawals of Euro-dollars in conjunction with an increase in the demand
for gold caused the market to tighten sharply. And the three-month Euro-
dollar rate, despite a large increase in the Deutsche Bundesbank’s preferential
dollar swaps, rose to 7 per cent. just prior to suspension of the London gold
pool arrangements, Shortly afterwards market conditions eased and the rate
declined to 6 per cent. in early April. The respite was only short-lived.
Already in the second half of April the further intensification of monetary
restraint in the United States, and possibly also the effects of the US balance-
of-payments programme, began to exert upward pressure on Euro-dollar
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quotations. By the middle of May the three-month rate was back to 6%/; per
cent., and renewed tensions helped to push it to the — for that time of the
year — unprecedentedly high level of 714 per cent. towards the end of that
month.

In contrast to the usual seasonal pattern, the Kuro-currency market
continued to expand in the first quarter of 1968, In addition to the proceeds
from Euro-bond issues and the reflux of funds from end-of-year operations,
the main sources of supply were the German and Canadian banks, which
shifted substantial amounts of dollars out of the United States into the Furo-
dollar market. The BIS, on the other hand, substantially reduced its Euro-
dollar placements. As regards uses, the US banks, and to a lesser extent the
- Japanese banks, seem to have been important borrowers in the market.
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VL THE EUROPEAN MONETARY AGREEMENT.

The European Monetary Agreement (EMA), which came into force on
27th December 1958, serves as a framework for co-operation between the
monetary authorities of Contracting Parties, with the broad objective of encourag-
ing multilateralisin in international trade and currency convertibility. Its two
principal operational aspects are: the European Fund, from which members
may receive short or medium-term balance-of-payments assistance, and the
Multilateral System of Settlements, under which each member country’s
central bank is assured of obtaining settlement in dollars of its holdings of
other members’ currencies at an exchange rate known in advance. The
Agreement is operated by the Council of the Organisation for Economic
Co-operation and Development (OECD) and by a Board of Management.
The Bank for International Settlements, acting as Agent, is entrusted with
the execution of all financial operations under the Agreement.

Modification of the Agreement.

Following a comprehensive review in 1965, the Agreement was renewed,
with certain modifications, for a period of three years until 31st December
1968. The Board of Management is currently considering what proposals
should be submitted to the Council for the continuation of the Agreement
beyond that date.

In May 1967 the Board proposed various amendments to the Agreement
in order to enable the European Fund to obtain special credits not only from
Contracting Parties but also from international financial institutions situated
within the territory of a Contracting Party. The Board's proposals were
described in detail in the last Annual Report (page 153). On 20th June 1967
the Council adopted the Board’s proposals and the relevant amendments to
the Agreement came into force on that date.

Operations under the Agreement.

European Fund. At the end of March 1967 credits totalling $100 mullion*
were outstanding. Of this amount, $70 million represented the five tranches
of the sixth credit to Turkey and the remaining $30 million represented the
credit to Greece, which had been granted in February 1966.

On 23rd May 1967 the Council decided to grant, with effect from
ist June 1967, a seventh credit to Turkey, for an amount of $25 million.
The credit was made available for three years, the maximum period allowed
under the Agreement, but Turkey was also granted the special facility provided

* For convenience, the dollar sign (8} is used throughout the text of this chapter, whether the amount
referred to is in US dollars, gold or EMA units of account,
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for in the Agreement of making repayments over a further period of two
years. Thus, $5 million 1s repayable at the end of the third year, $5 million
at the end of the fourth year and the balance of $15 million at the end of
the fifth year. Interest is payable on amounts outstanding at the rate of
37/s per cent. per annum. Turkey drew the full amount when it became
available on 1st June 1967. There were no other credits granted or drawn
during the year ended 31st March 1968, nor were any repayments due on
credits outstanding during this period. The table below shows the position at
the wvalue date for multilateral settlements (the fifth working day of the
following month) for February 1959, when the first credits were granted, for
the end of each year from 1959 to 1965, and for each month from end-196s
to March 1968 in which changes occurred.

EMA: Wilisation of credits granted from the European Fund.

Greece leeland Spain Turkey Totals
value ‘:;te for Avail- | Draw- | Avall- | Draw- | Avail- | Draw- [ Avail- | Draw- | Avail- | Draw-
satttements able ings able Ings abls ings abla ings able Ings | Total
for and att- and out- and out- and out- and out- | credit
month un- Jstand-| un- | stand-|| un- | stand-]| un- |stand-]| un- | stand- [granted
drawn | ing [drawn|! ing fdrawn] Ing [drawn | ing {drawn | ing
in millions of units of account
1958
February . . . . 15.0 — — — —_ — 21.5 - 356.5 — 36.5
December. . . . - - - - 51.0 | 24.0 0.5)] 21.0] 51.5] 450 | 9565
1960
December. . . . — - 5.0 7.0 76.0 24.0 15.0 21.5 98.0 52.5 | 148.5
1961
December. , . —_ - 7.0 5.0 - ol _ 50.0 7.0 55.0 62.0
1962
December, . . . - - 5.0 — - - - 80.0 501 80.0 | 850
1963
December, . . . - - - - - - - g5.0 - 95.0 | 95.0
1964
December. . . . - - — —_ —_ - - 105.0 - 105.0 ¢ 105.0
1965 .
December. . . . — - - — — - — 20.0 - 90.0 | 80.0
1966
February . . . . 25.0 5.0 —_ _ _ - - 90.0 25.0 5.0 | 120.0
March . . ... -— 20.0 —_ - _ —_ _ 0.0 -— 120.0 | 120.0
Qctober , . . . —_ 30.0 - —_ — - —_ 80.0 —_ 110.0 | 110.0
1967
March . . . .. — 30.0 -_ -—_ —_ -_ _ T0.0 _ 100.0 [ 100.0
PITTT T R —_ 30.0 - — - — — 95.0 -— 125.0 | 125.0
1968
March . . . .. _ 30.0 - - - _ - 85.0 — 125.0 | 125.0

On the various credits granted from the Furopean Fund between June
1959 (when the first drawing was made) and March 1968 there were twenty-
seven drawings totalling $344.5 million; of this amount, $219.5 million was
repaid. The amount outstanding at the end of March 1968 was, therefore, $125
million, of which $95 million was owed by Turkey and $30 million by Greece.



There was no call-up of capital in the period under review, so that the
amount of contributions paid in remained unchanged at $38 million. Together
with $148 million from the former EPU capital, this leaves the active capital
of the Fund at $186 million, while uncalled capital remains at $421 million.

Multilateral System of Settlements. Details of the transactions carried out
by the Fund under the Multilateral System of Settlements in each financial

year since the Agreement came into force are shown in the following table.

EMA: Payments made under the Multilateral System of Settlements.

Payments made by the Fund (+) or to the Fungd (—) Net
amount
Country Total of
1959 1960 1961 1952 1963 1064 1967 105067 | settiement
in the ds of US dollars
Austria. . . +l‘0_.527 +Bf76 +5f80 : : -_- + _323 +25‘,-906 +25,906
Belgium I : : : : : : -+ _633 + —533 + 633
Denmark . . | + 10 |+ 207 | + 23 -— —_ - + 1,830 | + 2,070 — =14
—_ 87 | = 83 _ -—_ —_ - — 2,434 | — 2,584
France . . . : : : : : : + 1_.333 + 1_.393 + 71,383
Germany . .| — - - - - R Ritacd ILianadl IFRF 9V
Greece ., . _ - + 262 - + 286 |4+ 11| 4+ 1,210 ] + 1.898 26,864
—10,707 | —9,283 | —4,924 | —2,314 | — 736 |— 799 —_ —28,762 !
Iceland. . . - - - - - - + 306|+ 306
- |= 1|= =3| - - - |= Te|- ma|t 2
Maly . . . .|+ _213 : : : : -_- + :047 + 1_.290 + 1,200
Netherlands | + 1,400 - - -—_ —_ - + 1,604 | + 3,004
- 1,378) — - - - - - — 1,978 | T 1628
Norway. . . [ + 44 |+ 343 |+ 274+ 97 |+ 130 _ + 12 ]| + a2 — 1.504
- 876 |—1,045 | — 251 | — 323 — 10 - — — 2,605 !
Portugal . . : : : : : : + 1_,926 + 1_..926 + 1,926
Spain . . . : : : : : : + _ 53| + _ 53 + 53
Sweden . . —_ - - — - - + 2447 | + 2,447
- 243 - - — — - - — p4z| T 2204
Switzerland. : : : : : : + 2-:338 + 2_;338 + 2,328
Turkey . , .| + 2,360 | +2,202 |4 654 |+2839(+ 687 |+ 799 + 132 | + 9,344 + 4,650
— 1,304 | —=1,016 | —1,B85 — — 337 )— 141 -— — 4,694 '
United
Kingdam . —_ — - - — - + 824+ 624
—_ _ —_ -— —_ - —-17,3¢8 | —17,368 16,744
Total 14,574 | 11,428 7,083 2,636 1,083 240 19,812 87,567 —_
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In the earlier years these transactions related to the settlement of
balances held under bilateral payments agreements, and the rapid decline
in the volume of transactions in the years up to 1964 reflects the termination
of these agreements. During this petiod settlements originating under the
exchange guarantee given on member countries’ central-bank holdings of
other members’ currencies took place on only three occasions and then for
small amounts.

For three years after October 1964, when the last bilateral payments
agreement between member countries — that between Greece and Turkey -
was terminated, the settlement mechanism was not used. But with the
exchange rate realignment which followed the devaluation of the pound
sterling, the multilateral system was again brought into operation in November
1967. Different effective dates for the parity changes made it necessary to
arrange three separate special settlements under the exchange guarantee. Twenty
balances in sterling and BSpanish pesetas, totalling $17.4 million and $o.1
million respectively, were settled on 29th November. Fifteen balances in
Danish kroner totalling $2.4 million were settled on zoth November, and two
Icelandic kronur balances totalling $9,430 were settled on s5th December.
The combined total of some $19.8 million was larger than the total of
settlements 1n any previous year and brought the cumulative amount for
settlements under the Multilateral System to over $57.5 million.

No amounts of interim finance were drawn under the Agreement during
the year under review.

Statement of Account.

The operations of the Fund as described in the previous pages are
reflected in the following summary of the Statement of Account.

Credits and claims outstanding, which amounted at the beginning of
operations to $35 million, representing long-term claims on Norway and
Turkey taken over from the EPU, stood at $120.5 million at end-March 1967,
of which $100 million represented credits outstanding and $20.5 million the
balance of the long-term claims on Norway and Turkey, The total rose to
$145.5 million, its highest level ever, when Turkey drew the whole of the
$25 million seventh credit made available on 1st June. In December the
seventh amortisation payment of the long-term claims on Norway and Turkey
reduced the total by $2.7 million to $142.8 million, at which level it remained
until the end of March 1968.

Although the Fund’s non-liquid assets thus rose by $22.3 million during
the year under review, the decline in liquid resources was only $16.8 million
because an amount of $5.5 million of the Fund's net income for the vear,
representing mainly the share of the former EPU capital, was retained in

the Fund.
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EMA: Summary of the Statement of Account of the European Fund.

Asgsets Liabilities
At value date for Uncalled Crodits Tg%al Income
settlements for Liqud | U3 ) capital | and | Statement | Capital | and.
ment FOSOUrCes | aecount | member aut- Fund ture
countries | standing account
in milliens of units of account
Opening . . . . . ... 113.0 123.5 328.4 33.0 600.0 &00.0 -
18589 December . . . . 104.4 123.5 302.9 £0.0 610.9 &07.5 3.4
1960 Detember . . . ., 106.4 123.5 297.9 er.s 6158.3 807.86 7.8
1961 December . . . . 109.2 123.6 297.9 evr.e 818.4 607.5 10.9
1962 December . . . . e0.4 123.8 297.9 110.5 622.3 €07.5 14.8
1963 December . . . . a2.1 123.5 297.9 123.1 626.6 B607.5 19.1
1864 December . . . . 79.3 123.5 297.9 130.6 631.4 6OT.5 23.9
1985 December . . , . 101.3 123.8 297.9 1131 £3%.8 807.8 28.3
1966 December . . . . 89.4 123.5 207.9 130.5 641.3 507.5 33.8
1967 January . . . . . 88.9 123.8 297.9 130.6 640.9 807.5 33.4
Febroary . . . . . 89.1 123.8 297.9 120.5 G411 607.5 33.6
March ., . . . .. 20.2 123.8 297.9 120.5 G41.2 G07.5 33.7
April. . . .. .. 899.3 123.5 297.9 120.5 641.3 607.56 33.8
May .. .. ... 74.5 123.5 297.9 148.5 6841.4 €07.6 33.9
June. . ... 76.6 123.5 297.9 145.5 643.5 607.5 3s.0
July . .. oL ., T 16.3 123.5 297.9 145.58 643.2 807.5 358.7
August . . . ., 76.4 123.5 297.9 143.8 643.3 607.5 35.8
September . . . . 76.5 123.5 297.9 148.5 643.5 607.5 36.0
October . . . . . 76.6 123.8 297.9 145.5 643.8 607.5 36.1
Novamber . . . . 76.8 123.5 297.9 145.5 543.7 807.5 36.2
December . . ., 82,6 123.5 297.9 142.8 B846.9 607.5 39.4
19668 January . . . . . 82.2 123.5 297.9 142.8 G46.5 €07.5 39.0
February . . . . . ez.3 123.5 297.9 142.8 G46.6 607.5 9.1
March . . . . .. a82.4 123.5 297.9 142.8 &846.7 607.5 39.2

The calculation of interest payable on paid-up contributions to the
Fund's capital was based upon the same principle as in previous years,
whereby the cumulative amount of interest paid to each member country is
equal to 9o per cent. of the share in the Fund’s net income which the
country would have received if the Fund had been liquidated at the end of
the period in respect of which interest is paid. Net income received during
1967 was slightly higher than in 1966, and interest paid on member countries’
contributions was again a hittle over $1 million, bringing the cumulative
amount of interest so far paid to member countries to $7.4 million.

Management of the European Monetary Agreement,.

The Board of Management of the EMA supervises the execution of the
Agreement and advises the Council of the OECD on all related matters. The
Board also follows the economic and financial situation in member countties
on the basis of reports made by the Secretariat, by the various committees
of the Organisation and, on occasion, by special missions. In discharging
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these functions the Board meets when necessary, recently about six times a
year. In December 1967 the Council re-appointed M. Hay of the Swiss
National Bank as Chairman of the Board for a further year.

The Bank for International Settlements, as Agent, presents monthly
reports on the operations carried out under the Agreement and on the invest-
ments of the European Fund, and also provides the Board with monthly
statistical material on the international gold and foreign exchange markets
and on the evolution of the external monetary position of OECD countries.



- 168 —

VII. ACTIVITIES OF THE BANK.

1. Operations of the Banking Department.
The balance sheet of the Bank as at 3ist March 1968, certified by the
auditors, is reproduced at the end of the present Report.

* ]
*

The balance-sheet total as at 31st March 1968 amounted to 12,041,331,123
francs,* against 8,231,996,517 on 31st March 1967, thus recording a consider-
able increase — 3,809,334,606 francs, or 46 per cent.

B1S: Development of the
balance-sheet total.

The total of the monthly state-
ment of account increased steadily up

] to the end of December 1967, when
Finangial gears Total of Movement . N
endo balance shest for the first time it exceeded the
315t March 0 Y - .
in milllons of francs 1z milliard level, standing at. the
1084 5778 + 28 record figure of 12,338 million.
1 . .
:::5 :'::g iz'°;: The following items are not
-] ' . .
1067 6252 + 380 included in the balance sheet: gold
1as58 12,041 + 3,809 ul'lder earmark_, bi].ls al'ld Other se-
curities held in custody for the ac-

! First section. count of central banks and other

depositors; the assets {gold under earmark, bank balances, bills and other
securities) held by the Bank as Agent for the Organisation for Economic
Co-operation and Development in connection with the European Monetary
Agreement, as Depositary under the Act of Pledge concluded with the
European Coal and Steel Community and as Trustee or Fiscal Agent for
international government loans, As was done in the case of the balance sheet
as at 3ist March 1967, the amounts in question are shown at the foot of
the assets column under the heading ‘“Memorandum accounts (b)’. The
figures are given in the following table.

BIS: Memorandum accounts (h).

Financial years ended 31st March
lter:s 1967 1968
in mlllions of francs
Earmarked gold . . . . . . . ... ... . 1,232 1.219
Bank balances . . . . . . . . v 04 26 3z
Bills and other securittes . . . . . . . ., 878 641
Tatal of items not included in
the balance sheet . . . . . . . .. 1,937 1,892

* Except where otherwise indicated, the term “francs” in this chapter signifies gold francs. The method
of conversion into gold francs (units of 0.2903225B... grammes fine gold — Axticle 5 of the Statutes)
of the various currencies included in the balance sheet is the same as that adopted in preceding vears;
the conversion is based on the exchange rates quoted for the various currencies against dollars and on
the US Treasury's selling price for gold at the end of the financial year.



CoMPOSITION OF RESQURCES (liabilities).

A, Own funds.

The “‘Capital authorised and issued” remained unchanged at 500 million
francs, of which 125 million was paid up.

After distribution of the net available profit for the financial year 1966-
67 the General Reserve Fund went up from 13.3 to 22.8 million francs and
an amount of 10 million was credited to a newly-created Special Dividend
Reserve Fund; the Legal Reserve Fund, which had been at its statutory
maximum of 10 per cent. of the paid-up capital since the financial vyear
1064-65, remained unchanged at 12.5 million. The Bank’s reserves were thus
- raised from 25.8 to 45.3 mullion.

The item ‘“Miscellaneous” declined from 44.1 million francs on 3ist
March 1967 to 40.6 million on 31st March 1968.

The “Provision for contingencies” remained unchanged at 220 million;
the “Provision for building purposes” was increased from 11 to 17.5 million
by drawing on the net operating surplus for the financial year 1967—68.

BIS: Liabilltles.

End of quarter, in milliards of francs.*

, N
|
0 | § i
; ] \ \8
‘ \F il il w§\\1' P

o Lt DA, Own funds and Miscellansous 00000 0
1938/5% 1959/60 1960/61 1961/62 1962/63 1963/64 1964765 1965/66 1966/67 1967/68

NP R &

'1Total of tfirst part of statement of account up to and including 31st December 1965; thereafter fotal of statement
of account.




The net profit for the financial year 1967-68 amounted to 45 million;
that for 1966-67 came to 32.1 million, to which was added 9.8 million
carried forward from the previous financial yeat.

At the end of March 1968 the Bank’'s own funds (excluding “Miscel-
laneous liabilities””) amounted to 452 million francs, i.e. 3.9 per cent. of its
borrowed funds (11,548 million) and 3.8 per cent. of the balance-sheet total
(12,041 million). If the non-paid-up capital (375 million) were included
in the calculation, the ratios would be 7.2 per cent. and 6.7 per cent.
respectively.

BIS: Composition of resources, in absolute and percentage terms.

Miscellaneous Balance-sheet
e&gzngﬂt y:':rr%h Own funds Borrowed funds liabilltios total
in millions of francs
1964 are 5,370 29 .5, 778*
1965 396 T.417 37 7,850*
1966 400 7,449 33 7.882
1867 424 7,764 44 8,232
1968 452 11,548 41 12,041

* Fiegt section of the batante sheet,

Ratio of own funds plus

Ratio of own funds non-pald-up capital
Financial years to to
ended 31st March borrowed balance-shest borrowed balance-sheet
funds total funds total

in percentages

1964 71 6.6* 14.0 12.3%
1966 5.3 s.0" 10.4 g.4*%
1966 5.4 5.1 10.4 2.4
1967 5.5 5.2 10.3 9.3
1968 3.9 3.8 7.2 8.7

* Ratio in respect to first section of the balance sheet.

B. Borrowed funds.

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

BIS: Borrowed funds, by origin,

_ Financial years ended 31st March Movemant
Origin 1987 ] 1968
in millions of francs
Central banks . . . . . ... ... 5,802 2,711 + 3,108
Other depositors . . . . . . . . .. 869 1,305 + 436
Notes . . . . . e 203 532 + 239
Total , . .. v v au s 7,764 11,548 + 3,704
All categories of borrowed funds increased substantially — the deposits

of central banks by 47 per cent., those of other depositors by 50 per cent.
and the amount of notes outstanding by 82 per cent.



BIS: Borrowed funds, by nature and term.

Daposits in gofd Depasits in currencies Notes
Financial Flnancial Financial
Term years ended MWove- years ended Move- years ended Move-
31st March ment 31st March ment 31st March ment
1967 | 1968 1967 | 1968 1967 | 1968
in millions of francs

Sight , . . . . e 2,502 (1,982 |— 604 240 71 |— 169 —_ -— -
Not exceading 3 manths . ., . 328 (2,826 |+ 2,500 3,282 15,103 |+ 1,821 291 62 |- 229
Betwaen 3 and & months . . . 164 71— 1857 309 623 |+ 324 2 310 |+ 308

Betwean 6 and 9 months . . . 338 193 |— 145 53 89 1+ 16 - - -
Between 9 and 12 months . . 141 114 |— 27 10 1]— 9 - 180 |+ 160

Overlyear . . . . . . ... — — - 16 11— 5 — — -
Total, . . ... 3.561 | 5,128 |+ 1,567 {| 3,210 |5.688 |+ 1,978 293 532 |+ 239

The increase in the amount of notes outstanding, all of which were
denominated in cutrencies, was mainly due to sales to commercial banks; the
proceeds of these issues were used by the Bank to finance certain operations
which it carried out at the request of monetary authorities.

The items ‘“Deposits in gold” and “Deposits in currencies” rose at
roughly similar rates — viz. by 44 and 51 per cent. respectively.

As far as deposits in gold are concerned, only those at not exceeding
three months increased, but they did so by a substantial amount, Two
factors accounted for this movement: (i) the receipt by the Bank of sizable
new deposits; (i1) the conversion of sight deposits in gold into time deposits
(leading to a reduction in the former category), which enabled the Bank to
finance international operations within the framework of central-bank co-operation.
The total of deposits at over three months declined by half.

The development of deposits in currencies was roughly parallel to that
of deposits in gold. The main increase was in deposits at not exceeding
three months; this was connected with: (i) operations under the arrangement
concluded with the United Kingdom in June 1966 and renewed in March
1967 and March 1968, in which the Bank participates, and (i} the purchase
by the Bank in November 1967 of British Treasury notes — most of the
funds required for these transactions having been provided by central banks.

There were also increases in deposits at between three and six months,
which doubled, and in funds at ‘between six and nine months. On the other
hand, deposits at between nine and twelve months, which were already very small,
declined almost to zero and those at over one year also showed a decrease.

As far as the item “Notes” is concerned, those at not exceeding three
months went down by neatly four-fifths, whilst those at over three months, of
which there had been virtually none hitherto, increased to an appreciable level.

At the beginning of the financial year “Deposits in gold” represented
46 per cent. of total borrowed resources, “Deposits in currencies”” 5o per
cent. and “Notes” 4 per cent. On 31st March 1968 the percentage ratios
were very much the same, namely 44 per cent., 51 per cent. and 5 per cent.
respectively,
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EMPLOYMENT OF RESOURCES (assets).

The development of the Bank’s gold position 1s shown in the following
table, which gives the maximum and minimum figures for the financial year,

BIS: Gold position,

Forward
Spot position operations Flnal
Gold 1 1 mﬁi
End of month Y hyast- Depasits Net Net go
ari'nr:I ':gi:s Inn.legr::tlfi in gold balance balance position
in millions of francs
1967
March . 3,006 420 3,581 {min.} |— 45 + 472 427
Aprll . . ., 3,270 421 3,578 + 113(max.)| + 317(min)| 430
dune . . ., 2,737 421 3,871 — 813 + 1,229 416 {min.}
duly . 2,673 {min.} 422 {max.) 3,924 — 829 + 1,250 421
Daecember. . | 2,720 403 (min.) &,032 —1,908(min.) | + 2,355 (max.)| 4486
1968 '
March 3,668 (max.) | 407 5,128 {max.} | —1,055 +1,510 455 (max.)
Movement:
31st March
1967 to + 5870 - 13 + 1,567 —1,310 + 1,038 + 28
315t March
1968
BIS: Assets.
End of quarter, in milliards of francs.®
12 : % 12

ight funds

ills and securities cashahle on demand

wRt;t:hst:-:n.n‘ntxal:u le Treasury hills, etc., and
B

NN

1962/63 1963/64

0 0
1953./59 1959./60 1967/68

AITFS

1960 / 61 1961/62

1954/55 1965/66 1966/67

*‘Total ottﬁrst part of statement of account up to and including 31st December 1965; thereafter total of statament
aof accaun



The increase of 570 million in the Bank's gold holdings was the result
of the winding-up of various operations involving forward purchases of gold
and, to a lesser extent, of the receipt of fresh deposits.

Nevertheless, the net balance of forward operations rose very sharply
{by 1,038 million) owing to the conclusion of gold/currency swaps.

Among the fluctuations recorded during the financial year, mention
should be made of the maximum reached at the end of December 1967 by this
net balance (4-2,355 million), The movement was due to the gold/currency
swaps carried out with the Swiss National Bank, mainly in that month; these
were gradually terminated during the first quarter of 1968.

BIS: Distribution by nature of cash holdings and other investments.

Financial years ended 315t March
Movement
Matura 1967 ' 1068
im milfons of francs
Cash
Gold . . ........ 3,006 3,866 + 570
Currencies . . . . . . . 156 3,252 49 3,716 | = 107 + 463
Other investmenis
Gold., ... .ovuv 420 407 - 12
Currencies « . . . . . . 4,559 4,978 7,818 8,326 + 3,359 + 3,346
Total
Gold . ... ... 3,516 4,073 + BS57
Currencies . . . . . . . 4718 8,231 7,967 12,040 + 3,252 4+ 3,809

The distribution of the Bank’'s assets according to their term calls for
the following observations.

A. Sight funds and rediscountable investments.

The item “Gold in bars and coins” (which consisted almost exclusively
of gold in bars) rose by 570 million, as explained above,

The figure for the item “Cash on hand and on sight account with
banks” stood at 156 million at the beginning of the financial year. Broadly
reflecting the movement in the liabilities item ‘‘Sight deposits in currencies’,
it fell on 31st May 1967 to approximately the level at which it closed the
financial year, viz. 49 million, after which it showed only very slight fluctu-
ations.

On 31st March 1968 total cash holdings (gold and currencies) répre-
sented just under 31 per cent. of the total of the Bank's balance sheet,
compared with 39.5 per cent. a year earlier.

The item “Rediscountable Treasury bills” had amounted to 70 million
on 31st March 1967. As funds received at various times during the financial
year under the central-bank swap arrangements in which the Bank participates
were invested in such paper, the figure for this item rose substantially. It
amounted to 1,335 million at the end of 1967 and the maximum — 1,458



million — was reached at the end of January 1968. Owing to the gradual
winding-up of most of these operations, it had declined to 232 million by the
end of the financial year.

The itemn “Bills and securities cashable on demand’” decreased from
74 to 70 million.

At the beginning of the financial year the total of the Bank's sight
funds and rediscountable investments, comprising the asset items so far
analysed, was thus 3,396 million and represented 41 per cent. of the total of
the balance sheet; on 3Ist March 1968 the corresponding figures were
4,017 million and 33 per cent, Over the same period sight deposits on the
liabilities side decreased from 2,833 to 2,060 mullion. Their share of the
balance-sheet total was thus halved, from 34 per cent. to 17 per cent,

B. Time funds.

The figure for the item ““Time deposits and advances” stood at 3,551 million
at the beginning of the financial year and 5,775 million at the end, thus
registering a very sharp increase — 2,224 million, or 63 per cent. The rise
was due to the investment of funds obtained from gold swaps and of deposits
received by the Bank under the 1966 arrangement. At the end of December
1967 this item reached its maximum level of 6,231 million, the Bank having
received a substantial volume of funds from central banks for short periods
running beyond the year-end, which it used for operations on various markets.
It thus helped to moderate to a certain extent the movements which tend to
be caused by large-scale repatriations of funds at the year-end.

The item “Other bills and securities” also rose very appreciably; it
more than doubled, from 864 to 1,841 million. This increase reflects pur-
chases of British Treasury notes and the investment made with the greater
part of the proceeds from the Bank's new issues of notes.

As in the case of the deposits received by the Bank, its investments at
not exceeding three months showed a considerable increase. They almost
doubled over the year and their growth was actually greater than that in the
total of the assets figuring in the following table. Investments at beitween three
and six months increased very slightly.

BIS: Time deposits and advances and other
bills and securities, by term.

. Financial years ended 31st March Movement
Periods 1967 | 1968
in millions of francs

Not exceeding 3 months . . . . . . 3,805 7,318 + 3,514
Between 3 and & months . . . . . 499 523 + 24
Botween 6 and 9 months . . . . . 254 72 — 182
Between 9 and 12 months . . . . . 248 82 - 168
Overiyear . . . . . v v v o o v s 28 27 - 2
Total . ... ... 4,835 8,023 + 3,188




Investments at over six months, on the other hand, all underwent a
reduction, particularly those at between six and twelve months, which de-
creased by more than two-thirds,

As a result of these movements, funds invested at over six menths
represented only about 2 per cent. of the Bank’s total time investments at
the end of the financial year. Finally, it should be noted that, as in the past
few years, a substantial proportion of these assets was in fact mobilisable at
very short notice.

*

To an even greater extent than in preceding financial years the growing
activity of the Bank was last year for the most part bound up with the
increased co-operation between central banks.

The main causes of this increased activity are, briefly, as follows: (i) the
Bank’s participation in the currency swap arrangements concluded between
central banks, in particular in the swap network set up with the Federal
Reserve Bank of New York. The volume of swaps carried out by the Bank
under these arrangements reached its peak, the equivalent of US $746 million,
at the end of December, and subsequently fell to the equivalent of US 855
million at the end of the financial year; (i) the increased volume of gold
currency swaps catried out with central banks; (iii) the rise in deposits,
chiefly from central banks; (iv) the increase in the facilities granted to various
monetary authorities, either direct or jointly with central banks; (v) the
development of its functions as an intermediary between the central banks
and the market.

The balance sheet reflected the high level of the Bank’s activity, even
though 1t did not show the incidence of certain operations, such as facilities
granted to central banks that were undrawn at the end of the financial year.

Finally, it should be mentioned that, owing to prevailing circumstances,
the Bank reduced its operations on the gold market during the closing months
of the financial year.

The net profit for the past financial year was quite appreciably higher
than that for the previous financial vear (for details see Section 6 below).

The volume of the Bank's operations reached a new record level,
amounting to 174 milliard in 1967-68, against 110 milhard in 1966-67 and
86 milliard in 1965-66. '

2. The Bank as Trustee and Fiscal Agent for international government
loans.

In conformity with the agreements in force, the Bank continued in the
year under review to perform the functions of Fiscal Agent of the Trustees
for the new bonds of the German External Loan 1924 (Dawes Locan) and of
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(Dawes Loan),

German External Loan 1924

Nominal value

Bonds purchased

1asue Currency or drawn for redemption 1
Bonds fsaued In respect of the financial years o !terBr%t?:;% don
1958-59 to 1967-66
1966-67
Conversion bonds

American . . . 3 44,113,000 15,129,000 2,158,000 26,828,000
Belgian . . . . £ 583,500 142,000 19,300 422,200
British . . . . £ 8,277,200 2,016,700 269,500 5,891,000
Dutch. . . . . £ 1,323,900 304,300 42,700 976,800
French £ 1,929,600 AG4,T00 62,500 1,402,400
Swedish S.kr. 14,209,000 3,210,000 446,000 10,553,000
Swiss £ 1,130,800 272,100 37,000 621,700
Swisg . . . . Sw.fr, 8,251,000 1,625,000 257,000 8,169,000

Funding bonds
American , , . g 8,207,000 2,130,000 253,000 5,824,000
Belgian . . . . £ 157,800 42,700 5,300 109,800
British . £ 2,232,000 596,400 74,900 1,560,700
Dutch. . . . . £ 291,600 70,400 9,500 211,700
French . . . . £ 498,900 134,500 15,800 347,600
Swiss £ 115,000 30,200 3,900 80,900
Swiss Sw.fr. 415,000 101,000 11,000 303,000

German Government International Loan 1930
{Young Loan).
Nominal valug*
Bonds purchased
lasua Curréncy or dra‘wn for redemption Bala
Bonds 1 d in respect of the financial years aiter md:;% tion
1958-59 fo 1967-68
196667
Conversion bonds

Ammerican . . . $ 55,474,000 §,150,000 862,000 48,452,000
Belgian . . . . B.fr, 202,803,000 22,295,000 3,042,000 177,466,000
British . . . . £ 20,656,400 2,252,800 308,000 18,095,600
Dutch, . . . . Fl. 52,558,000 5,630,000 785,000 46,143,000
French . . . . Fr.fr. 445,607,000 48,602,000 6,663,000 390,342,000
German. . . . DM 14,504,000 1,573,000 215,000 12,716,000
Swedish S.kr, 92,783,000 10,165,000 1,383,000 81,215,000
Swisg Sw.ihr 58,383,000 6,407,000 872,000 51,104,000

Funding bonds
American . , . 3 8,005,000 262,000 126,000 7,898,000
Belgian . . . . B.fr. 4%,670,000 5,059,000 545,000 39,966,000
British £ 4,928,600 538,600 68,100 4,320,900
Dutch. . . . . Fi. £,498,000 924,000 120,000 7,454,000
French Fr.ir. 98,132,000 10,56 1,000 1,365,000 88,225,000
German . . . . DM 416,000 45,000 5,000 366,000
Swedish . , . S.hr, 6,014,000 866,000 84,000 5,264,000
Swiss Sw.fr, 1,405,000 152,000 20,000 1,233,000

* Nominal value on 1st May 1968 established in accordance with the provisions of the London Agreement on
German External Debts of 27th Fehruary 1953 but without taking account of the revaluation of the Deutsche Mark

in March 1961,




Trustee for the new bonds of the German Government International Loan
1930 (Young Loan) which were issued by the Government of the Federal
Republic of Germany in accordance with the London Agreement on German
External Debts of 27th February 1953.

The financial year 1967-68 ended for the Dawes Loan on 1s5th April
1968 and for the Young Loan on 1st June 1968. The interest in respect of
the financial year 1967-68 amounted to the equivalent of about 10.z million
francs for the Dawes Loan and of about 35.1 million francs for the Young
Loan; it was duly paid to the Bank and distributed by the latter among the
Paying Agents. Redemption of both loans was effected In respect of the
financial year 196768 partly by purchases of bonds on the market and partly
by drawings.

The question whether the exchange guarantee attached to the Young
Loan under the terms of the London Agreement is applicable in the case of
the revaluation of the Deutsche Mark in 1961 has not yet been settled. The
matter is in the hands of the governments of the countries in which issues of
the Loan were made.

The position as regards the Dawes and Young Loans is shown in the
tables on the previous page.

The Bank is also Trustee for the assented bonds of the Austrian
Government International Loan 1930, the service of which was carried out in
conformity with the relevant agreements.

The following table shows the position with regard to this loan.

Austrian Government International Loan 1930.

Mominal value
dBonds{ |'.uur<:lt;as_:eclti
Isguea Curren QF drawn 101 recampuion
i Bonds in respect of Balance
assented the financlal ysars after redemption
1959 to 19686 1967
American . . . 3 1,687,000 538,000 85,000 1,044,000
Anglo-Dutch &£ | 856,600 269,800 44,600 542,200
Swiss . . . . Sw.fr, 7,102,000 1,886,000 . 308,000 4,508,000

3. The Bank as Depositary under the terms of the Act of Pledge
concluded with the European Coal and Steel Community.

The Bank has continued to petform the functions of Depositary in
respect of the loans of the European Coal and Steel Community which are
secured in accordance with the provisions of the Act of Pledge concluded
between it and the Community on 28th November 1954,
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The total amount of these secured loans was originally equivalent to
about 817 million francs. Repayments by the Community up to 1st April 1968
amounted to the equivalent of about 327 pullion francs, so that the total
amount outstanding was reduced to the equivalent of about 490 million francs.
Further particulars of these loans are given in the following table.

The Community has used the proceeds of these loans to grant credits in
the member countries.

During the financial year 1967-68 the Bank received from the borrowers
and distributed among the Paying Agents the equivalent of about 26 mllion
francs in respect of interest and the equivalent of about 39 million francs in
respect of redemption.

The Community has also raised loans which are not secured in accordance
with the Act of Pledge, but the Bank has no function in connection with
such loans.

Secured loans of the European Ceoal and Steel Community.

Setles | potes Amounis Rates Yg?r
of Se- of Countries Lendars Original unredeemed of final
cured | 0. of issue amounts of loans on interest) oot
Notes 1et April 1966
o rity
1at 1954 | United Stajes US Governmeant 3 100,000,000 64,700,000 3% 1979
2nd | 1955 | Belgium Calsse Générale
d'Epargne et de
Retraite, Brussels B.ir. 200,000,000 | 141,000,000 | 3% 1982
Rhelnische Giro-
zentrale und
Provinzialbank,
ard | 1855 | Germany Disseldorf DM 285,000,000 | 15,877,860 | 3% | 1981
Landesbank fur
Wastfalen (Gira-
zentrale}, Minster DM 25,000,000 15,877,880 3% 19281
4th 1256 | Luxesnburg Caisse d’Epargne de B.fr. 20,000,000 14,100,000 ak 1982
1"Etat, Luxemburg L.fr. 5,000,000 bl - -
5th 18956 | Saar Landesbank und
Girozentrale
Saar, Saarbrilicken | DM 2,977,450" 1,786,470 | 414 | 1977
Bth 1958 | Switzerland Public lssue Sw.ir. 50,000,000 27,500,000 -5/ 1974
th* 1957 | United States Public izsue $ 25,000,000 13,600,000 5% 1975
10th 1957 | Luxemburg Etablissemeant
d'Assutance contre
la Vieiltegse of
"Invalldité,
Luxemburg L.ivr. 109,000,000 81,569,962 5% 1982
11th? | 1958 | United States | Public issue L3 35,000,000 26,800,000 | 5 1978
13th® | 1960 | United States Public issue 3 25,000,000 21,700,000 | 5% 1980
15th 1961 | Luxemburg Etablissement
d'Assurance conire
la Vieillesse et
I"lnvalidité,
Luxeamburg L.fr. 100,000,000 81,397,335 -YA 1986
16th 1961 | Netherlands Public issue Fl. 50,000,000 46,650,000 an 1981

1 Thig loan, which was contracted in French francs, was converted into Deutsche Mark in 1958. The original

amount was 350,000,000 old French francs.

been entirely redeemed.

% The Secured Notes of the Bth, 9th, 12th and 14th Series have




4. The Bank as Agent for the Organisation for Economic Co-operation
and Development (European Monetary Agreement).

The Bank’s activities in its continuing capacity as Agent for the execu-
tion of the financial operations of the EMA under the Organisation for
Economic Co-operation and Development have been described in Chapter VI
of the present Report. The Bank has received in this connection, as last year,
a contribution of Sw.fr. 500,000 towards its administrative expenses, together
with the reimbursement of its out-of-pocket expenses; these amounts have
_ been credited to “‘Costs of administration” in the Bank's Profit and Loss
Account.

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

During the past eventful vyear the importance and value of close
co-operation between central banks in monetary matters have been clearly
demonstrated and the role played by the Bank in this field has been growing.

The Bank has continued to participate actively in arrangements set up
by groups of major central banks with the aim of relieving pressures within
the international monetary system, and has served as a channel for the
facilittes provided for this purpose. The Bank has during the year gradually
increased its participaticn in the mutual swap system established by the
Federal Reserve Bank of New York. The total of the swap arrangements
concluded between the latter and the Bank for International Settlements now
amounts to US $1,60c million, of which $60c million is against Swiss francs
and $1,000 million against other European currencies. As in previous years, in
co-operation with certain central banks, the Bank has taken part in co-ordinated
action to alleviate undesirable strains on markets, 1n particular the Euro-dollar
market.

In the field of research and exchanges of information the Bank has
continued to organise meetings of central-bank experts — i addition to the
regular meetings of the Board of Directors — to study economic and monetary
problems of general interest and to examine specific matters such as the develop-
ment of the gold and foreign exchange markets and the Furo-dollar market.

During the year the Bank also continued to carry out the functions
entrusted to it in August 1964 by the Ministers of the Group of Ten of
collecting and distributing to all participants of the Group and to Working
Party No. 3 of the OECD statistical data relevant to the means used to
finance surpluses and deficits on external account. These data provide the
essential basts for multilateral surveillance of international liquidity creation.
On the occasion of their meetings at the Bank the Governors of the central
banks of the Group also have the opportunity of exchanging information at
the earliest possible stage on arrangements entered into between members of
the Group for new or enlarged credit facilities and the evolution of such
credits, The utiity of this co-operation has been borne out in the past year.
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The Bank’s association in the work of the Deputies of the Group of
Ten and its Study Groups on the international liquidity problem, the creation
of a new reserve instrument and the adjustment process has continued during
the year. The Bank’s services have also assisted in this work.

The continued co-operation between central banks has. strengthened
relations between the Bank, on the one hand, and the QECD and the IMF,
on the other.

6. Net profits and their distribution.

The accounts for the thirty-eighth financial year ended 31st March 1968
show a surplus of 53,497,848 francs. The surplus for the financial vyear
1066—67 was 47,074,487 francs.

The Board of Directors has decided, in view of the large surplus for the
past financial year, to continue to build up the provision for exceptional costs
of administration and the provision for building purposes, to the extent of
1,997,848 and 6,500,000 francs respectively, After deduction of these two
transfers to the provisions, the net profit amounts to 45 million francs. The
appropriation of this amount is fixed by Article 53 of the Statutes.

On the basis of this article, the Board of Directors recommends that the
net profit of 45 million francs be applied by the General Meeting in the
following manner: (i) a sum of 7,500,000 francs in puyment of the cumulative
dividend of 6 per cent.,, or 37.50 francs per share, provided for in sub-clause
(b) of Article §3; (ii) a further sum of 7,500,000 francs in payment of the
supplementary dividend of 6 per cent.,, or 37.50 francs per share, provided for
in sub-clause (¢} of Article §3, without supplementing the Special Dividend
Reserve Fund this year; (iii) an amount of 1§ million francs to be transferred
to the General Reserve Fund under sub-clause {(d) of Article 53; and
(iv) the remainder of the availabie net profit, namely 15 million francs, to be
transferred to a new Free Reserve Fund under sub-clause (f) of Article 53.
The Board of Duirectors will have the right to use this Fund not only for
meeting losses incurred by the Bank but also for any other purpose that is in
conformity with the Statutes,

Under the proposals of the Board of Directors the Bank's total dividend
for the financial year 1967—68 will amount to 75 francs. It will be payable in
Swiss francs in the amount of 107.15 Swiss francs per share and the payment
will be effected on 1st July 1968 to the shareholders whose names are entered
in the Bank’s share register on 25th June 1968,

The total distribution for the financial year 196667 amounted to
riz.50 francs per share, of which 54.47 francs represented the settlement of
the balance of the undeclared cumulative dividend. The proposed distribution
of 75 francs per share for the financial year 196768 represents the total
dividend provided for in sub-clauses (b) and (c) of Article 53 of the Bank’s
Statutes.
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The Balance Sheet, the Profit and Loss Account and the proposed
Appropriation of the Net Profit will be found at the end of this Report.

The Bank’s accounts have been duly audited by Messrs. Price Water-
house & Co., Zurich, who have confirmed that the Balance Sheet and the
Profit and Loss Account give a true and correct view of the state of the
Bank’s affairs as at 31st March 1968 and of its profit for the year ended on
that date. Messrs. Price Waterhouse & Co.’s certificate is appended at the
foot of the Balance Sheet.

7. Changes in the Board of Directors.

At the meeting of the Board held on 8th May 1967 the Chairman,
Dr. M. W. Holtrop, announced that, having retired from his post as President
of the Nederlandsche Bank on 3oth April 1967, he had decided to resign
from his office as a member of the Board of Directors of the Bank for
International Settlements as from 3oth June 1967.

- At the same meeting on 8th May 1967 the Board elected, under
Articles 28 (3) and 29 of the Statutes, Dr. J. Zijlstra, who had been appointed
President of the Nederlandsche Bank in succession to Dr, Holtrop, to be a
member of the Board of Directors for the unexpired period of Dr. Holtrop's
term of office ending on 3ist March 1970.

At the meeting of the Board held on 12th June 1967 Dr. M. W. Holtrop
announced his decision to resign from his office as Chairman of the Board of
Directors and President of the Bank for International Settlements as from the
end of June 1967. The Vice-Chairman expressed the Board’'s sincere thanks
for the outstanding services which Dr. Holtrop had rendered to the Bank in
his twenty-one vears as a member of the Board of Directors, and in particular
as Chairman of the Board and President of the Bank since July 19s58.

At the same meeting the Board elected, under Article 39 of the
Statutes, Dr. J. Zijlstra, President of the Nederlandsche Bank, to be Chairman
of the Board of Directors and President of the Bank in succession to
Dr. M. W. Holtrop for a period of three years as from 1st July 1967.

The mandate of M. Maurice Frére as Vice-Chairman of the Board was
due to expire on 31st December 1967. At its meeting on 11th December 1967
the Board re-elected him, under Article 39 of the Statutes, for a further
period of three years ending on 3ist December 1970.

The mandates of Herr Karl Blessing, President of the Deutsche Bundes-
bank, and Dr. Rudolf Brinckmann as members of the Board were due to
expire on 31st March and 31st May 1968 respectively. The Chairman of the
Board announced at the meeting held on r1ith March 1968 that the ex
officio members of the Board had, under Article 28 (2), paragraph 3, of the
Statutes, re-elected Herr Blessing and Dr. Brinckmann for further periods of
three years ending on 31st March and 31st May 1971 respectively.
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The mandate of Dr, Edwin Stopper as a member of the Board being
due to expire on 315t March 1968, he was re-elected under Article 28 (3) of
the Statutes at the meeting of the Board held on 11th March 1968 for a
further period of three years ending on 31st March 1g71.



CONCLUSION.

Economic and monetary developments over the past year have been, to
say the least, eventful. A few were favourable, but more reflected grave
underlying problems.

In the sphere of domestic economic activity the continental European
countries have emerged from the period of pause or recession that was
characteristic untll the summer of 1967 and, since the auvtumn of that vear,
have been in a phase of re-expansion. It can be seen now that the damp-
ening of activity in the previous nine months or so was less marked and
extensive than in the recession year of 1958, the main exception being
Germany. In any case, monetary and fiscal policies were shifted to an expan-
sionary stance and the productive system has responded. The renewed
expansion 1s taking place with reasonable containment of prices and without
demand pressures on the labour market. Very recently, however, social and
political disturbances have arisen in France which make the outlook less
certain.

There has been also a renewed upsurge of activity in the United States,
after the pause from the last quarter of 1966 to about mid-1967. But here
the cyclical shift has been untimely. Spurred on by a huge budget deficit, the
US economy has rebounded into a situation of excess overall demand; prices
have been rising at quite a high rate and wage settlements have been excessive
from the standpoint of price and monetary stability. In addition, the infla-
tionary level of demand has had a severe impact on the external current-
account balance. While monetary policy has been shifted strongly to restraint,
with the degree of stringency relative to the demand for credit reflected in
exceptionally high levels of interest rates, there is a transparent need for the
calming influence of a sharp reduction in the budget deficit.

In the United Kingdom, on the other hand, restraint has been put on
domestic expansion by the forceful budget of March 1968 in order to give a
much-needed priority to balance-of-payments adjustment. While wage demands
are still excessive, it seems that demand pressure on prices should be minimal
and that expansion of activity should be quite moderate until rising export
sales give an added stimulus to total demand.

Turning to the international sphere, several developments must be
considered unfortunate, however much one may judge them to have been
necessary in the actual circumstances of the time.

Firstly, there was the devaluation of the pound sterling in November
1967. Sterling had had repeated difficulties and it was evident that the root
causes of its weakness stretched back quite some time, without determined
policy action having been taken to overcome them. The immediate necessity
tor devaluation, however, arose out of political and economic events, mainly



in the outside world, which again turned the UK balance of payments to
substantial deficit and led to a huge flight from the currency. As this increased
in intensity, the authorities apparently felt that the chances of success of a
new round of deflationary measures, without a change in the exchange parity,
were too small to warrant the risks and sacrifices involved.

Both budgetary and monetary policy are now aimed at facilitating the
viability of the new parity. To solidify the external position, however, it is
essential that the budget objectives be proven out in fact, that incomes and
prices be brought under effective restraint and that first a balance and then a
surplus in the external accounts be attained without too long a lag. The
country’s heavy short and medium-term external debt underlines the need for
rapid achievement of a substantial balance-of-payments surplus, as does the
necessity to avoid further damage to the reserve structure of the sterling
area as a whole.

Secondly, as regards the United States’ external position, the fateful
event of the past twelve months was the new balance-of-payments programme
announced on 1st January 1968. Direct controls had been called upon for
several years before, so the new programme was not the first step on this
path. However, the wider scope of the measures and the greater degree of
restriction confirm the change from the traditional “no controls” docttine of
the United States. Taken together with tighter controls by the United Kingdom
tn the past few years, they mean a serious setback to the progress towards
liberalisation that was an achievement of the post-war years. Though the
circumstances of the Vietham war may justify such measures, it is difficult for
one to view them without regret.

The near-term reasons for the new programme were the speculative
fervour, particularly in gold, which followed the devaluation of sterling, and
the huge worsening of the US balance-of-payments deficit which came with
the resurgence of excessive demand in the later months of last year. Behind
this, however, were many years during which the balance-of-payments position
ran a poor second to the domestic situation in policy considerations and during
which there was reluctance to deal with the underlying causes of the deterio-
rating reserve position of the dollar. Earlier, the growth of dollar reserve
holdings by foreign monetary authorities made a great contribution to the
development of the world economy, as well as to the feasibility of the return
to convertibility and to liberal exchange practices. However, it has been
evident for quite some time that increasing external short-term liabilities
in the face of declining gold reserves was in the long run untenable.
But, in fact, US measures have not aimed at more than limiting losses of

gold.

Thirdly, on Sunday, 17th March 1968, the central banks contributing to
the gold pool decided to stop supplying gold to the market and to leave supply
and demand forces free to determine the market price. They affirmed at the
satne time that transactions between central banks would still take place at
$35 an ounce. This, too, was a notable event of the past vear.
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One begins here to run into the haze which obscures a clear vision of
the future monetary system, since the longer-term practicality of this arrange-
ment must be tested by time. At the moment the price of gold in the market
is significantly above the official price; but the important question is the level of
- the gold price that will tend to prevail in the future after supply and demand
forces in the market become more normal. If the market price tends to be
close to the official price, maintenance of the arrangement would appear to be
teasible. On the other hand, if there tends to be a large spread between the
two prices, it would be likely to increase the immobility of official gold
reserves in the settlement of balance-of-payments deficits and surpluses. As
gold is well over half of global official reserves, there would be inconvenience
in having it more or less frozen up. This is to leave aside the larger questions
of the ultimate réle of gold in the system, about which the principal countries
do not have an agreed view.

A more cheerful side of recent events has been the completion of
negotiations on the new facility in the IMF for special drawing rights, which
has now been sent to member governments for approval, This could be an
effective addition to international liquidity, provided that all IMF members
exercise discipline in the use they make of the new facility. In essence, this
means that the spectal drawing rights should not be used to finance persistent
deficits and surpluses and thus as an escape from the adjustment process.

As there is uncertainty about when, under what conditions and in what
amounts the new facility may be activated, its future importance in the
international monetary system cannot yet be assessed. It is widely agreed
that SDRs can become a useful supplement to existing reserve assets and
other liquidity facilities. Some advocates assign them a more ambitious place,
however. They visualise, after the drawing rights have become an accepted,
and even valued, instrument of international settlements, that they will be
the essential means by which adequate growth in global reserves is provided.
Evidently, for this vision to be realised, several possible difficulties would
have to be resolved.

One of these may be simply quantitative. If there are to be no future
additions to the existing total of official gold reserves, it would seem necessary
also that the stock of official dollar reserves be prevented from having a con-
tinuous upward trend, in one way or another, as otherwise there would be a
growing threat to the convertibility of the dollar. In that event, the allocations
of drawing rights would have to make up for the needed growth of reserves
formerly supplied by both gold and dollars. Hence, the issues of drawing
rights would have to amount to large figures — and ones which could seem
~ excessive to whatever group of countries happened to be in surplus.

Another obstacle may be the rather basic change in attitudes that would
be required on the part of the main reserve-holding countries. As the yearly
issues of drawing rights followed upon one another, this instrument would
become the increasingly dominant means available to countries to defend their
exchange parities in times of balance-of-payments difficulty. To contemplate
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and freely promote the progressive development of such a situation would
seem to call for greater political cohesion and more assured mutual co-
operation in the adjustment process than has always been apparent in the past.

While the attainment of these objectives deserves every effort, one
cannot say as yet how thoroughly they may be realised in the longer run.
In the meantime, therefore, some caution may be desirable. As gold still has
the advantages of universal acceptability and of intrinsic value, and the dollar
the advantages of flexibility and of earning interest, it would not seem
prudent to discount prematurely the future réle of these well-tried reserve
instruments.

(GABRIEL FERRAS

General Manager
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ASBETS

BALANCE SHEET

IN GOLD FRANCS (UNITS OF 0.290 322 88...

%
Gold in bars and coins 3,665,928,131  30.4
Cash on hand and on sight account with banks 49,138,422 0.4
Redlscountable Treasury bills ... 232,632,111 1.9
Bllis and securities cashable on demand 70,078,018 0.6
Time deposlts and advances
Not exceeding 3 months .. 5,217.067,110 44.2
Between 3 and € months ... ‘e 380,756,098 3.2
Between € and & months ... 18,704,141 0.2
Between 9 and 12 months... 58,635,886 0.5
5,775,183,235
Other bills and securities
Gold
Mot exceeding 3 months ... 294,911,174 2.5
Between 3 and 6 months ... 78,142,423 0.6
Between 6 and 9 months ... 12,112,121 0.1
Between © and 12 months... 21,824,355 0.2
Currencles
Neot exceeding 2 months 1,708,516,479 4.2
Between 3 and 6 months ... 64,047,655 0.5
Between 6 and 9 menths ... 41,213,848 0.3
Between © and 12 months... 1,386,178 0.0
Over 1 year 27,490,040 0.2
2,247,644,273
Miscellaneous assets ... " R 745,034 0.0
Buildings and equipment ... 1 0.0
12,041,331,123 100
MEMORANDUM ACCOUNTS
a, Forward gold operations:
Net balancs: gold recefvable {currencies to be delivered) ,,, 1.510,866,464
b. Funds, billz and other securities administered or held by the Bank for account of third parties:
Earmarked gold - 1,218,463,025
Bank balences e re 32,080,111
Bills and other $scurities ., e 641,181,605




AS AT 31st MARCH 1968

GRAMMES FINE GOLD — ART. 5 OF THE STATUTES) LIABILITIES
%
Capital
Authorised and 1ssued 200,000 shares, gach of 2,600 gald francs 500,000,000
of which 26% pald wp ... ... ... 125,000,000 1.0
Reserves
Lepal Reserve Fund ... ... ... ... 12,500,000
Special Dividend Reserve Fun 10,007,964
General Reserve Fund ... ... 22,751,860
. 458 289,924 0.4
Deposits (gold)
Central banks
Between 9 and 12 months. .. 113,611,909 0.9
Between & and 9 months ... 175,847,801 1.5
Between 3 and 6 months ... 7,022,142 0.1
Not exceeding 3 manths 2,632,362,353 21.9
Sight T 1,600,918,020 13.3
Other depositors
Between & and 9 months ... 17,267,172 0.f
Mot exceeding 3 months 192,947,157 1.6
Sight ... 288,393,025 3.2
3,128,367,579
Deposks (currencies)
Central banks
Over 1 ¥ear ... .oi sin wis aee ena e 11,007,074 0.7
Between 5 and 12 months... ... ... ... ... 1,383,009 0.0
Between ¢ and & months ... . 61,001,878 0.5
Between 3 and 8 months ... ... ... ... 540,454,497 4.5
Not exceeding 3 months ... ... ... ... 4,512,657,984 37.5
Sight ... ... .. . 54,047,397 a.4
Other depositors
Between & and ® months ... ... ... ... ... 7,808,820 0.1
Between 3 and & months ... ... 82,785,357 0.8
Not exceeding 3 manths ... ...  ..v wes i wes 589,772,165 4.9
Sight I ‘e N ‘o ‘aa 16,490,376 0.1
5,887,405,557
Notes
Between 9 and 12 months... ... ... .0 e L 160,277,761 1.3
Between 3 and 8 months ... ... ... o0 a0 e 310,183,744 2.6
Mot axceeding 3 months ... 61,799,949 a.5
532,247,483
Miscellaneous ... . 40,556,610 0.3
Provisions
Provigion for contingencies .. 220,000,000
Provislon for building purposes . 17,500,000
237.500,000 2.0
Profit and Loss Account ... N 45,000,000 0.4
12,041,331,123 100

REPORT OF THE AUDITORS TO THE BOARD OF DIRECTORS AND THE SHAREHOLDERS OF

THE BANK FOR INTERNATIONAL SETTLEMENTS, BASLE.

n our o‘plnlon the foregoing Balance Sheet and the annexed Profit and Loss Account give a true and correct

view of

he state of the Banl's affairs as at 315t March 1868 and of its profit for the year ended on that date.

We have obtained all the Information and explanations which we consldered necessary. In our opinion the

Bank has ke
and axplanations.

ZURICH, 3rd May 1968.

proper books and the said accounts are in agreement with them and with the said Information

PRICE WATERHOUSE & CO.




PROFIT AND LOSS ACCOUNT
for the financial year ended 31st March 1968

Net interest and other incoime ...
Less: Costs of administration:

Board of Directors
Management and Staff
Office and othet expenses

Net operating surplus
Less: Amotnts appropriated to the following provisions:

Exceptlional costs of administration
Building purposes

NET PROFIT for the financlal year ended 31st March 1968

141,920
7,101,184
1,716,536

Gold Francs

62,457,488

8,859,640

1,997,848
6,500,000

53,497,848

8,497,848

APPROPRIATION OF NET PROFIT

(Article 93, sub-clauses b, ¢, d and {, of the Statutes)

Net profit

Cumulative dividend of 37.50 gold francs per share
(6% on pald-up capntal) .

Additional non-cumulative dividend of 37 50 gold francs per share
{6% on paid-up capital) o

Transter to General Reserve Fund

Transfer to a Free Reserve Fund

45,000,000

Gold Francs

45,000,000

7,600,000
37,500,000

7,500,000
30,000,000
15,000,000

15,000,000
15,000,000



e R e et e i S S e

~ BOARD OF DIRECTORS
Dr. L. Zulstra Amsterdam - Chairman of the Board of Dlrectors, o
_ " President of the Bank : Lo
Maurice Frére, Brussels ' Vice-Chairman. '

. Hubert Ansiaux, Brussels
. M. . Babington Smith, London D S
. Karl Blessing, Frankfurt a/M. o : R L : ;-
Dr. Rudo].fBrmckmann, Hamburg o - S o ’
-=':'-_--Jaoques Brunet, Pans '_ L . . —_—
; ."__Henn Deroy, Pans B L S ST
L Dr. Donato Menichella, Rcme
" Sir Leslie O'Brien, London
- Dr. Edwin Stopper, Zunch L e
Pe,r Asbnnk Stockholm R B !

i e

- Alternates
'_f:IDr Paolo Baffi, Rome, or: ¢ |

" Prof. Pietro Stoppani, Rome

" *" Berpard Clappier, Paris, or e ) T o ,

- Marcel Thérom, Paris -~ - ov L

o CIMorse,LondoD,or LTl e e e S

. RGRawLendon . =

o Ceil de Strycker, Bmsse.ls'_

N MANAGEMENT

L Gabnel Ferras ':' R GeneralManager

o Dr Mﬂton Gﬂbert © .. CFEconomic Adwviser, " -~ .
o .+ Head of the Monetary and

o P AT Eoonomchepa.rtment -
Dr Antomo d’Aroma S "Sem'etaryGeneral
"Dr HansI‘LMandel A _HeadoftheBankngeparnnent

© D.HMscdonald Manager

" Dr. Antopio Rainoni . ) _Manager o

Jon Knzp © Assistant Manager



