o

International Monetary and Financial Developments

THE TOKYO MEKETING OF
THE INTERNATIONAL MONETARY FUND

The question of intcrnational liquidity and of future
world liquidity necds again dominatcd the annual mceting
of the International Monetary Fund (IMF), which this year
was held in Tokyo during the week of September 7. In
order to expand the Fund’s resources and thus strengthen
its ability to meet any contingencies that might arise, the
Fund’s governors agreed in principle on an increase of
members’ quotas. Several speakers suggested a 25 per cent
increasc in most quotas, and there were also suggestions
that the quotas of Canada, Germany, and Japan might be
raised somewhat more than proportionately, in recognition
of the growing share of these thrce countries in interna-
tional trade and payments. Individual quotas—which were
last raised in 1959 and currently total $15.6 billion—de-

1 For a discussion of the 1963 meeting, see “The Question of In-
ternational Liquidity at the Fund Meeting™, this Review, November
1963, pp. 167-69.

termine the limitations on the use of the Fund’s resources,
as well as the voting power, of each member country.
This year's discussions were held against the back-
ground of two studics of the intcrnational monetary sys-
tem and international liquidity needs that werc pre-
pared by the IMF and the Group of Ten as a result of
resolutions taken at the Washington meeting of the IMF
last year.? The discussions, which produccd a thorough
analysis of the past performance and the likely evolution
of the international monetary system, showed a large
measure of agrecment on the basic issues. It was gencrally
felt that the present gold cxchange standard has served
past needs well and has contributed to an orderly expan-
sion of international trade and finance. The several speak-

2 International Monetary Fund, Annual Report of the Executive
Directors for the Fiscal Year Ended April 30, 1964, Part II, and
Ministerial Statement of the Group of Ten, August 10, 1964, The
group consists of Belgium, Canada, France, Germany, Italy, Japan,
the Netherlands, Sweden, United Kingdom, and the United Stal
with Swiwerl:mcf an unofficial member. uﬁ
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ers endorsed the conclusions of the study by the Group of
Ten, including those on the need for increases in IMF
quotas, multilateral survcillance of the present bilateral
liquidity arrangements, and coordination of monetary and
fiscal policics by the major Western nations. There also was
unanimity that the question of intcrnational liquidity is
closely related to the nced for balance-of-payments disci-
pline. Domestic inflationary pressures must be checked by
each country, and the provision of ample credit resources
should not be viewed as a substitute for national action to
correct payments imbalances.

Nevertheless, the delegates were aware of the possible
futurc liquidity requirements of an ever-expanding world
economy. In following up thc studics of the past year,
therefore, both the IMF and the Group of Ten will ex-
amine various proposals for the creation of additional re-
serve facilities. It is clcar that the problem is both
extremely important and difficult to resolve; there is a
wide range of proposed solutions, several of which may
have considerable merit. Hence, it is not surprising that
there should be some divergence of opinion on the appro-
priate future course.

In his speech to the Governors of the Fund, Secretary
of the Treasury Dillon emphasized the necd for con-

Ginuity and gradual evolution:

It is highly significant that both studics concluded
that the present system is functioning well and
that any changes should be designed, in the words
of the Fund report, “to supplement and improve
the system where changes are indicated, rather
than to look for a replacement of the system by
a totally different one™.

On the other hand, French Minister of Financc and Eco-
nomic Affairs Giscard d’Estaing criticized the prominent
position of the key currencies in the present system and
favored a system in which gold would constitute the core
of international liquidity, supplemented if necessary by
“deliberate and concerted creation of either reserve assets
or credit facilities”. British Chancellor of the Exchequer
Maudling rose to the defense of the gold exchange standard
and suggested that the future course of action should evolve
from it:

I prefer to build on what has stood the test of
time and experience, and has brought great bene-
fits to the world. I know that somc¢ people ques-
tion this, but I would not myself accept the views
of those who think that the imbalance in world
payments with which we have been faced has

been aggravated by the workings of the gold cx-
change standard. I do not believe that the sources
of that imbalance lie solely in conditions of infla-
tion in the deficit countries. Nor do I believe that
adjustments in domestic economic conditions
leading to improved intcrnational balance would
come about quickly and smoothly if only the role
of gold were strengthened, and if the only fresh
supply of owned reserves allowed in the principal
industrial countrics in addition to gold was a
strictly limited amount of some new form of rc-
serve asset distributed to that restricted group of
countrics on some uniform basis without regard
to their present payments position.

The fact that present provisions for world liquidity—
including the various cooperative arrangements among the
central banks and treasurics of major industrial countries
—are deemed sufficient to mect foresecable needs allows
time for careful and deliberate study of the various possible
alternatives. Meanwhile, abrupt and radical changes in the
institutional arrangements or the operating mechanism of
the international monctary system are clearly unnecessary.

RECENT ECONOMIC POLICY MEASURES ABROAD

During the second and third quarters of this year, in-
flationary pressures continued to be the prime concern in
a number of industrial countries abroad.? There were in-
creasing signs that scveral countrics which had initiated
anti-inflationary programs earlier were meeting with suc-
cess in controlling the upward movement of prices. Never-
thelcss, in many cascs it was considered necessary to adopt
further restraint measurcs during the period under review.
In some countries, the lessening of inflationary pressures
was apparently accompanicd by a slackening in what pre-
viously had been very rapid advances of industrial activ-
ity. National economic and monetary dcvclopments and
their interrelationships through the exchange markets and
balances of payments were the subject of continual inter-
national consultation through the established channels of
cooperation.

GENERAL ECONOMIC BACKGROUND. The over-all pace of
economic activity remained vigorous in Continental Eu-
rope during the first half of the year. In the Common

3 For a_discussion of foreign economic and financial develop-
ments during Septcmber 1963-March 1964, see “Recent Economic
Policy Measures Abroad”, this Review, April 1964, pp. 74-78.
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Market countries, further economic expansion reflected
both a continued high level of consumer demand and a
higher rate of industrial investment and construction activ-
ity than a ycar earlier. In January-May, industrial pro-
duction advanced steadily—at an annual rate of 7 per cent
as against 11 per cent in 1963—and labor scarcities be-
came more acute in most member countries. Consumer
priccs continued to rise, but at a somewhat less rapid pacc
than in 1963.

Individual countries within the Common Market cx-
perienced somewhat divergent developments. In Belgium
and France, the rate of increase in industrial output dur-
ing January-May was less than during the same period a
year earlier, while in Italy industrial production actually
decreased on a seasonally adjusted basis (see Chart1). In
Germany and the Netherlands, on the other hand, large
increases in consumer and investment demand led to fur-
ther substantial advances in industrial output. France
and Italy succeeded in containing the increases in con-
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sumer prices during January-May to less than those reg-

istered a ycar earlier. In the Netherlands, on the other
hand, large increases in wages and consumer purchasing
power resulted in an accclerated increase in consumer
prices (see Chart II).

Among the major industrial countries outside the Eu-
ropean Continent, economic expansion continued at a
vigorous pace. In the United Kingdom, to be sure, the
growth rate of gross national product (GNP) fell from
the exceptionally high levels reached at the end of last
year; neverthcless, it was sufficiently high to draw into
the productive stream substantial amounts of remaining
unused resources of labor and equipment. Public and pri-
vate fixed capital formation—cspecially in housing and
private manufacturing investment—made important con-
tributions to the increase in total output. Industrial pro-
duction, on the other hand, has remained steady since
January, reflecting a relatively small rise in consumer
expenditures and sluggish exports. The Canadian econ-
omy, bolstcred by large outlays on plant and cquipment
and booming exports, is expected to grow this year by
about 7 per cent in terms of GNP. Japan’s growth con-
tinued to exceed that of all other industrial countries, with
July industrial production 16 per cent above a year earlier.

As in 1963, rising economic activity this ycar again lc(ﬁ
to high levels of imports, which contributed to thc wcak
currcnt-account positions in the balances of payments of
some European countries. In contrast to last year, how-
ever, the surpluses and deficits of some individual coun-
tries tended to narrow. Italy’s trade deficit declined notice-
ably during the first half of the year, a development which
contributed to the over-all improvement in the Italian
balance of payments, Germany's trade surplus was lcss in
the second quarter than in either of the two preceding
quarters and continued to diminish further in July and
August. In the United Kingdom, the Netherlands, and
Denmark, however, a rise in imports, combined in the
case of the United Kingdom with sluggish exports, made
for the emergence of current-account deficits in the first
quarter.

In recognition of the mutual benefits to be gained from
coordinated efforts to achieve economic stability, the
Council of Ministers of the European Economic Commu-
nity (EEC) in April drew up a common anti-inflationary
program aimed at the stabilization of prices and costs in
the EEC by the end of 1964. The program called for a
continuation of restrictive credit policies, but also empha-
sized the need to complement credit policy with appro-
priate fiscal measures. Thus, the program envisaged that
the risc in public expenditures be limited to S per cent per
annum and that, if necessary, taxes be raised to balancee
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budgets. In the event that a budget deficit should prove
unavoidable, it was recommended that the deficit be cov-
ered by long-term borrowing. During the period under
review, the Common Market countrics (as well as some
others) acted along the general lincs of the EEC program.

ITALY, FRANCE, AND THE NETHERLANDS. In both Italy
and France, the principal aim of policy was to reinforce
previous restraint measures that were beginning to show
favorable results. The effects of the Italian anti-inflationary
program initiated last year were most apparent in an
improved trade balance. In the second quarter, Italian
imports were 1 per cent above a year earlier while ex-
ports had increased by 18 per cent. The resulting
strengthening of Italy’s current account, combined with
a net inflow on capital account, reversed the previous
decline in official reserves and enabled the authorities
to repay in August $65 million of the $225 million
drawn from the International Monetary Fund in March.
This repayment liquidated Italy’s obligation to the Fund
by reducing the IMF’s holdings of lire to 75 per cent

@f the Italian quota. During the first half of this year,

consumer prices increased somewhat less than a year
earlier, and bank loans and deposits decreased noticeably.
To be sure, economic expansion has also slowed down
considerably, with GNP advancing during the first quar-
ter at an annual rate of only 2.4 per cent in real terms.

Against this background, the Italian authorities moved
to reduce further Italy’s trade deficit and to dampen pri-
vate consumption and public expenditures, while at the
same time promoting industrial investment. In April, pay-
ment terms for imports of a number of durable goods were
tightened, and measures to encourage exports were taken.
These included a cut in the stamp tax on export bills, ac-
celerated reimbursement to exporters of the sales tax, and
a reduction in the premiums on export risk insurance.
Supplementary measures introduced at the end of August
werc aimed at permitting increased manufacturing profits,
which had been squeezed by the rapid advance in wages.
A part of social security costs is henceforth to be financed
by general fiscal revenues rather than by direct cmployer
contributions. The general turnover tax is to be increased
from 3.3 per cent to 4 per cent on most goods to finance
the increased budgetary outlay. In other measures to en-
courage investment, a 100 billion lire ($160 million) in-
vestment fund is to be established to aid small and
medium-sized industries, and legislation is to be introduced
to allow the establishment of investment trusts. The
August mcasures also provide for incrcases in taxes on
middle and high incomes, and the Government stated its
intention to limit the annual increase in Government ex-
penditures to 5 per cent.

French anti-inflationary measures likewise have shown
results. In January-August the French cost of living in-
creased by about 1 per cent as against 3 per cent a ycar
earlier, while the money supply declined by 0.5 per cent
during the first five months, compared with a 2.5 per cent
increase a year earlier. Although the rate of increase
in over-all economic activity this year is expected to
match last year’s satisfactory results, private industrial
investment has fallen off and activity in some key indus-
trial sectors weakencd more than seasonally during the
summer months. The official over-all growth target for
1965, moreover, has been reduced below the 6 per cent
originally envisaged.

The French authorities took a number of steps to con-
strain further public and private demand and to reinforce
credit restraint. Fiscal policy has been an important in-
gredient in the French stabilization program. This year’s
budget deficit—planned from the start to be lower than
last year's—is now believed likely to end up consider-
ably less than originally estimated, and plans for a
balanced budget in 1965 were announced in September.




200

This goal is to be achieved by limiting the increase in
expenditures to 7 per cent. As regards monctary policy,
the 10 per cent cciling on permissible annual increases in
bank credit was extended for another twelve months (to
September 1965). In a temporary move designed to case
the midyear seasonal tightness in the money market and
thus to curb inflows of funds from abroad, the commcr-
cial banks’ required reserves in the form of cash, Treasury
bills, and medium-term paper were reduced in early sum-
mer from 36 per cent to 33 per cent—a move that was
reversed by September. Within this over-all ratio, the por-
tion to be held in the form of Treasury bills was reduced
from 13 per cent to 10 per cent, thereby enabling the
banks to use a larger part of their resources to grant
medium-term credit. To emphasize the point that there
was to be no rclaxation in over-all credit restraint, the
authorities raised from 6 per cent to 7% per cent the
penalty rate on bank borrowing from the Bank of France
excecding 110 per cent of rediscount quotas. Further-
more, the Bank of France reiterated its warning to the
commercial banks that increases in their lending by a rate
greater than 10 per cent a year might be penalized by a
reduction in their rediscount quotas at the central bank.
In an additional move toward tightening, the authorities
in June rcquired consumer finance institutions to limit
their lending to eight times their own capital, as against
ninc times previously.

In the Netherlands, the authorities also continued to re-
inforce previously taken anti-inflationary measures. Buoy-
ant consumer demand and a continuing labor shortage
were reflccted in substantial price and wage increases
during the first five months of 1964 as well as in a de-
terioration in thc Dutch current account during the first
quarter. In January-June, imports rosc 23 per cent and
exports 15 per cent over a ycar earlier. During the same
period, bank credit increascd by more than 10 per cent
and persistently exceeded the ceilings set by the authori-
ties. Therefore, in accordance with the gentleman’s agree-
ment currently in force, the banks were obliged to make
noninterest-bearing deposits at the central bank cqual to
the amounts by which they had excceded the ceilings. In
the face of these developments, the Netherlands Bank on
Junc 4 increased its discount rate by %2 point to 4¥2 per
cent, the second such increase this year (sec table); and,
to prevent banks from obtaining additional liquidity from
abroad, the Netherlands Bank ruled that after July 31 the
foreign liabilities of a bank must not exceed its forcign
asscts by more than 5 million guilders ( $1.4 million), un-
less prior approval has been obtained from the authori-
ties. To achieve a steady degree of restraint, bank credit
ceilings have been adjusted flexibly to changing seasonal
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CHANGES IN FOREIGN CENTRAL BANK DISCOUNT RATES, 1964

In per cent
Courtry Date New rate Change
Belgium . July 3 4% +-v4
Denmark Juoe 11 6¥s +1
Japan ... March 18 6.57 +0.73
Nethetlands ... January 6 4 +¥
Junc 4 4% +V
Sweden ... January 31 4Y4 +Vi
South Africa ............| July 15 4 +%
Switzerland ................. July 3 2% +%
United Kingdom ....... February 27 H +1

demands for credit. During May-August, when the de-
mand for credit is seasonally slack, bank lending was
limitcd to the average amount of credit outstanding in the
first half of 1963, while from September to the end of the
year an incrcasec of 5 per cent above that level is per-
mitted. In order to reduce consumer purchasing power,
taxes on cigarettes and gasoline were raised, and officially
controlled rents were incrcased by 10-12.5 per cent.

ANTLINFLATIONARY MEASURES IN OTHER COUNTRIES.
In Switzerland, a high level of consumer and investmen
demand, particularly in the building sector, sharply boosteb
the demand for credit. Under an April agreement be-
twecn the Swiss National Bank and the commercial banks,
the growth of bank advances to domestic borrowers this
year is to be cqual to only 79 per cent of the absolute
increase in 1961 or 1960 (whichever was higher), as
against last year's permissible increase of 82 per cent of
the basc period. The allowable increase in mortgage
loans, on the other hand, remained unchanged at 108 per
cent of the increase in the base year. Priority is to be
given to loans for residential building, agriculture, and
imports. Switzerland also created a capital issues com-
mission to program the permissible total of new issues on
a quarterly basis. As of May 1, all new stock and bond
issues exceeding 5 million francs became subject to au-
thorization by the commission. The buoyant demand for
bank credit—combined with previous mecasures to dis-
courage the inflow of foreign funds, which had been an
important source of liquidity—causcd a tightening in the
money and capital markets during the first half of the
year. By midyear, both short- and long-term rates stood
about 34 of a percentage point above a year earlier, and in
July the Swiss National Bank raised its discount rate to
2% per cent from 2 per cent and its lending rate against
security collateral to 3%z per cent from 3 per cent. Further-
more, in order to absorb bank liquidity by providing O




FEDERAL RESERVE BANK OF NEW YORK

Qomestic short-term investment instrument, the National
Bank in August sold a special issue of two-month Treasury
securitics to the commercial banks, The Swiss authoritics
also tightened consumer credit by increasing rcquired
downpayments to 30 per cent from 20 per cent and shorten-
ing the maximum repayment period to 2 years from 2'2
years.

In Belgium, Germany, and Denmark the authorities
also acted to restrain credit expansion. This year’s vigor-
ous business expansion in Belgium was accompanied by a
6 per cent increase in bank credit during January-May and
by a continued increase in prices. To counter these de-
velopments, the Belgian National Bank in July raised its
basic discount rate from 4% per cent to 4% per cent
while tightcning the eligibility requirements on the com-
mercial paper it accepts for rediscounting. Also, the au-
thorities used for the first time the powers granted under
the 1961 banking reform law to requirc commercial banks
to hold cash reserves with the central bank, Required re-
serves were initially set at 1 per cent of the banks’ total
deposit liabilities. In Germany, commercial bank rescrve
requirements on all types of deposits were increased
by 10 per cent as of August [. (The demand deposit
ratio for large city banks, for example, rose from 13

-ner cent to 14.3 per cent.) At the same time, in order

discourage thc banks from meeting any increased
liquidity needs by borrowing abroad, the authorities an-
nounced that the banks' rediscount ceilings at the Ger-
man Federal Bank would be reduced by an amount
equal to any increase in their borrowings abroad. In an
additional move to reduce domestic liquidity, the German
Federal Bank on July 13 improved the terms on which it
provides forward cover to commercial banks for invest-
mcnt in United States Trecasury bills. In Denmark, vigor-
ous economic expansion led to a renewal of upward price
movements and a detcrioration in the current account dur-
ing the first quarter; and domestic liquidity—fed to a cer-
tain extent by large public and private borrowing abroad
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—increased rapidly, while bank credit expanded sharply.
Against this background, the National Bank of Denmark
on June 11 raised its discount rate from 5%2 per cent to
62 per cent. At about the same time the government
banncd further long-term foreign borrowing by local au-
thorities and public enterprises. As of October 1, the
National Bank imposed a penalty rate of 6 per cent, over
and above the 62 per cent discount rate, on commercial
bank discounts from the central bank which are outstand-
ing for more than twenty days in each quarter (thirty days
in the fourth quarter) and which exceed on the average 25
per cent of the borrowing bank’s combined capital and re-
SCTVCS.

In the United Kingdom, thc authorities acted to re-
strain consumer spending somewhat. The 1964-65 bud-
get, presented by the Chancellor of the Exchequer in
April, called for a 10 per cent incrcase in taxcs on
tobacco and alcoholic beverages, which is designed to
yield an additional £ 100 million. At the same time, non-
negotiable savings instruments were made more attractive.
In this way, the authoritics sought to curb the expected
budgetary deficit and to improve the prospects for its non-
inflationary financing.

In Japan, further measurcs were taken to control the
commercial banks’ forcign indcbtedness and thus buttress
the tighter credit policy in force since latc 1963. In July,
the Bank of Japan placed limits on the amounts of for-
eign short-term funds Japanese banks are permitted to
accept. As of August, the ccentral bank raised to 25
per cent from 20 per cent the ratio of liquid foreign
assets that commercial banks must maintain against their
short-term foreign liabilitics. The previously imposed 35
per cent marginal ratio for foreign liabilities exceeding a
prescribed amount rcmains in effcct, but now applies to
incrcases above the level of July 1964 instecad of Dc-
cember 1962. Also, in April, June, and September, the
authorities altered the suggested maximum rates commer-
cial banks may pay on Euro-currcncy deposits.





