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I. Introduction 

This paper is the second prepared by the staff in response to the 
April 1986 request by the Interi,n Committee for the development of a 
set of economic indicators. 1/ The first paper, "Indicators 
Relating to Policy Actions a;d Economic Performance" (EBS/86/127, 
June 11, 1986), outlined a framework for.the use of indicators in 
surveillance, set out a t'axonomy for classifying indicators, and 
proposed a number of procedures for using indicators in the work·of 
the Fund, That paper was discussed by the Executive Board on July 14, 
1986 and also served as a background for the discussion of indicators 
by the Interim Committee_on September 28 •. These two meetings gave rise 
to. a number of suggestions regarding the use of indicators in 
surve·il lance. The preRent · paper' describes those suggestions and 
attempts to clarify and to develop a number of relevant issues. 

The discussion of indicators tha.t has. taken· place during the past 
year has suggested that the issues involved are quite complex. tn 
particular, the choice of which indicators and whicn analytical approach 
would be most useful in policy assessment depends crucially on the 
question being ~sked. The emphasis attached to particular indicators 
and relationships will clearly be different, depending on whether the 
chief concern of policy makers is correcting payments imbalances, 
controlling inflation, or promoting growth--even though it would be 
recognized that these objectives are closely linked in the medium 
term • 

. Nonetheless, despite. the complexity of the underlying issues, 
the central questions on which E~ecutive Bo<!,rd guidance is needed at 
the present time are fairly straightforward, .and -relate to the.nature of 
the staff's analysis of international economic interactions, especially 
in the World Economic Outlook. In that context, the staff proposes.to 
continue the analysis of policy interactions among industrial countries 
along the lines of the most recent WEO exercise. This analysis makes 
use of an analytical framework that stresses the sustainability of -
projected external balances and th~i~ compatabilitj with other objec
tives in the f'ield of growth-and price stability. The staff proposes to 

.build on its earlier work through further consideration of the choice 

J) The request by the Interim Committee· arose from the Committee's 
consideration of the 1985 reports by the Deputies of the Group of Ten 
and of the Group of Twenty-Four. See "Report of the Deputies of the 
Group of Ten on the Functioning of the International Monetary System" 
(EBD/85/154, Sup. l, June 21, 1985), and Report of the Deputies of the 
Group of Twenty-Four on th~ "Functioning and lmprov~ment of the Inter
national Mondtary System - Transmittal to the Interim Committee" 
(EBD/85/228, August ]U, 1985). The 5taff's wor~ in this area has 
drawn on these reports·, as wel 1 as on the :ray 1986 Tokyo Ec<momic 
Declanit ion by the He.::ids of State or r;ove!rnment of the Seven Summ.i t 
Countries. 
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of in.dicators, evolution of the analytical approach, and incorporation 
o~ mor~ information dn developing countries. 'The esseniial purpose of 
the present paper is to seek the views of Executive Directors on how 
best to proceed on these issues. 

An issue thnt is not discussed in great detail in the present 
paper is how indicators might be usr.d. as the basis of strengthened 
surveillance in individual countries. This issue involves a number of 
important op~rati6nal question~; such as the relationship between the 
World Economic Outlook analysis and Article IV and supplemental consul
tations; the nature of the response that would result when economic 
de~elopments in a member country depart from expected or targeted 
values; and the degree cif automaticity in the procedure. These are 
important.questiqns, and they will be taken up in the forthcoming staff 
paper .that reviews the implementation of surveillance. Nevertheless, 
some of the issues involved will be touched on in a preliminary way in 
the following discussion. 

II. Background 

The review and analysis of world economic conditions and of the 
functioning of the international monetary system has always taken 
place th~ough the consideration of a broad variety of indicators, 
and there is nothing essentially novel in the idea of applying these 
indicators in any of the Fund's activities~ On one level, the purpose 
of the developr.1ent of a more specific set of indicators is to attempt 
:~ ~~lzc:--~ra~ the full·range of availabl~ information, which will 

. still be examined in its entirety in the course of surveillance-
variables that could play a central role in the process. On a deeper 
level, it is to be hoped that surveillance·may be improved through a 
more explicit focus on policy ~nteractions among countries and possibly 
through the development of moie explitit criteria against which develop
ments relating to policies or performance can be judged in a medium-term 
context. 

The initial staff paper noted that there are a number of purposes 
of economic indicators that might be considered and that the way indi
cators are to be developed depends on which functions are judged to be 
mos~ important. First, .at a fairly ~eneral level, indicators may 
serve as il means by· which countries can m·on.i tor and review policies 
and performance retrospectively. Second, th~y can serve as an aid in 
defining medium-term policy objectives. Third, indicators may be able 
to provide .a· raeans of signalling the need for discussions of members' 
policies, and fourth, they could serve more directly as a trigger for 
policy changes. 
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The first two of these purposes are closely related to the regular 
World Economic Outlook exercise, while the latter two would represent a 
substantial evolution in existing procedures. In particular, the fourth 
purpose w:·1ld seem to g.o beyond what many members regard as practical, 
and for this reason is not considered in any detail in this paper. The 
Tokyo Economic Declaration of-May 1986 appears to have envisaged the use 
of indicators.primarily as a means ~f monitoring and reviewing policies. 
Specifically, the Declaration requested that the countries whose 
currencies constitute the SDR--and possibly others as well-~should, in 
conjunction with the Man·aging Director, review their individual economic 
forecasts, "taking into ac':ount indicators such as GNP growth rates, 
inflation rates, interest rates, unemployment rates, fiscal deficit 
ratios, current account aud trade balances, monetary growth rates, 
reserves, and exchange rates." · Howeve·r, the specific purpose identified 
in t·he April 1986 communique of the Interim Committee· (paragraph 6) 
was related.most closely to the third purpose in the above list. The 
communique asked the Executive Board to seek ways "to improve the 
scope for discussing external imbalances, exchange rate developments, 
and policy interactions among members." In this context, it was noted 
that "indicators might help to identify a need for discussion of 
countries' policies." · · 

The general purpose ·ot: indicators was discussed in detail by 
the Executive Board in July. As the Managing Directer summarized that 
discussion: 

"Indicators can be seen as a means of checking the 
consistency within a country between performance objectives 
and the policy measures that are to be used to reach those 
objectives at a given point in time. They can also be seen 
as a means of checking the consistency of the national fore~ 
casts and objectives of a particular country with the 
national objectives and forecasts of other countries. 

"Indicators can further be seen as providing, in a more 
ambitious vein, a global model, or, in a less ambiticus vein, 
a limited set.of checks in order to provide signals. Indi
cators could be used to assess the medium-term sustainability 
of balance of payments developments, including sustainability 
in the, context of an 'optimal' pattern ·of worldwide growth and 
stability. That is the most ambitioµs concept. Indicators 
can be seen as a tool for intellectual analysis or they can 
be used to· encoura~e policy action and to. trigger mo,i::~. ef_fec
tive international cooperation." 

The prospective role of indicators was further clarified at the 
Interim Committee. meeting in September 1986. Paragraph 7 of the 
communique for that meeting included the followin~ conclusions: 

I 
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"Committee members welcomed the agreement at the Tokyo 
summit to use indicators in conducting surveillance as part 
of efforts to strengthen international economic cooperation. 
They also supported the greater use, in the latest World 
Economic Outlook analysis, of indicators of economic policies 
and performance. They considered that this analysis was 

.helpful in focusing ~ttention on potential incompatibilities 
in national economic policies and projections, particularly 
among the larger countries whose policies have substantial 
international impact. A.key focus of indicators should be on 
points of interaction among national economies, in particular 
developments affecting the sustainability of balance of pay
ments positions, and on the policies underlying them. It was 
generally agreed that a better use of indicators would be a 
helpful tool in strengthening the Fund's surveillance activi
ties. The Committee asked the Executive Board to develop· 
further the application of indicato.rs in the context both of 
the periodic consultations with individual member cou~tries 
and of the World Economic Outlook so as to facilitate the 
multilateral appraisal and coordination of economic policies.· 

As is clear from the quoted paragraph of the communique, the 
development of indicators in the Fund is to proceed along two main 
avenues: through further development of the an~lytic~~ techniques used 
in the World Economic Outlook, and through a strengtheninR of the con
sultation process with individual countries. These two activities are 
of cQurse related; nonetheless, the use of indicators· in the multilateral 
appraisal of policy interactions can be regarded as the analytical 
starting point for the contribution th.at the Fund can make to assessing 
policies ~n individual countries or groups of countries. This paper 
is therefore largely concerned with how indicators can be used to 
strengthen the process of multilateral surveillance. In this context_, 
the Interim Committee cor.imunique specifies that the principal focus of 
attention should be the analysis of the sustainability of balance of 
payments positions and the identification of policies that are con
sistent with sustjinable positions. 

Suggestions that hav~ been offered in the course of the various 
meetings on this subject may be-classified broadly as relatin~ to 
four topics: the anaiytical framework, the·choice of variables to be 
used as indicators, t~e coverage of countries, and procedural issues 
for the implementation of the exercise. Th>tt broad outline is followed 
in the organization of the following sections. 

[[I. The An;,lvtical Framework 

· i. General considerations 

Perhaps the most es sent ia l 'lllest ion t,> h!.! answcn:d mor~ f1d ly before 
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work can proceed on developing the use of indicators in surveillance is 
that of what these data are intended to indi~ate, and for ~hat purposes. 
Because the Fund's responsibilities for multilateral surveii'lance 
involve the full range of macroeconomic variabies. indicators--if they 
are to serve as the basis for general surveillance discussions--should 
be equally comprehensive. That is, they should indicate the overall. 
economic situation and policy strategy of each member.!/ On the 
other hand, if the development of a set of indicat.ors is to bring 
certain key _relat.ionships into·as sharp a focus as possible, then it 
may be desirable to concentrate particularly on a smaller subset of 
data. 

In keeping with the perspective emphasized in the Interim Committee 
communique of April 1986, the staH's work in this area has stressed 
external ~ariables, particularly from the perspective of their inter
national consistency and sustainability. That is, emphasis has been 
placed on indicators that help to explain the actual and prospective 
evolution of international payments balances, the sustainability of 
those balances, and factors affecting either the balances or their 
sustainability. This emphasis, it should be. noted, is not intended to 
narrow the focus of Fund surveillance; rather, it represents an effort 
to provide- an appropriate perspective for the use of indicators and to 
avoid excessive generality in the analysis. 

An alternative to the central emphasis on payments would also be 
consistent with the request by the Interim Committee, would be to 
stress the determination of exchange rates, either as a substitute for 
the focus on payments b~lances or as an important addition to it. In 
such an approach, the staff could assess the current or the prospective 
pattern of exchange rates in relation to the pattern of rates that 

]} The Executive Board's Decision governing the "principles for the 
guidance of member's exchange rate policies" (Decision No. 5392-(77/63), 
April 29, 1977) contains the following paragraph: 

"The Fund's appraisal of a member's e~change rate policies shall be 
based on an evaluation of the developments in the member's balance of pay
ments against the background of its reser·ve position and its external 
indebtedness. This appraisal shall be .made wt.thin the framework of a 
comprehensiv~ analysis of the general economic situation and economic 
policy strategy of the member, and shall recognize that domestic as well 
as external. policies can contrihute to timely adjustment of the halance of 
payments. The.appraisal shall take into account the extent to which the 
policies of the member, including its exchange rate policies, serve the 
objectives of the continuing·development of ·the orderly underlying con
ditions that are necessary for financial stahi lity, the promotion of 
sustained sound economic·growth, and reasonable levels of employment." 

I 
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might be regarded as "desirable" or sustainable. There is, of course, 
no doubt about the central importance of exchange rates in the surveil
lance process. Exchange rates are an important indicator of pressures 
that mi3ht build on payments positions, and they are a highly visible 
symbol of the interests of th~ countries involved. There are, however, 
a number of issues to be addressed if exchange rates are to be assigned 
a prominent place in a system of indicators. 

The first issue relates to the fact that exchange rates are a 
very sensitive market variable. Quantified assessments of sustainable 
exchange rate levels--whether by the Fund staff or by the national 
authorit1es--would risk provo~ing strong market reactions. Second, 
neither the Fund staff nor the economics professiort at large has the 
ability to project exchange rates with great confidence; m3vements in 
the exchange rates of the major floating currencies are strongly 
affected by shifts Jn expectations and by news of singular events, and 
only a small portion of observed movements has proved amenable to 
empirical analysis. For both of these reasons, it has always been 
seen· as problematic to conduct. multi lateral survei I lance discussions 
on the basis.of projections or assessments of the sustainability of 
a projected evolution of exchange rates.!/. Third, th2 appropria~~~~ss 
of a given exchange rate can be assessed only by reference to its 
implications for balance of payments flows. Therefore, even if 
exchange rates were to be a primary indicatcr, .the role of balance of 
payments developments would not be diminished. 

Another possibility would be to focus on internal rather than 
external balance. The primary advantage of such an approach would be 
to give a greater explicit weight to key objectives in the field of 
~ro1<1th and price stability. ~toreover, the control cf inflation and 
the stability of monetary policj are of great importance for the overall 
sustainahiliq: of the policy stance and for the pror.iotion of stable 
trade and financial relationships among countries. However, given the 
international di:nension of the Fund's responsibilities, a potential 
diSadvantaRe of focusing too narrowly on internal balance would be to 
risk losin~ sight of the more fundamental deterninants of changes in 
current account h3lances. In that regard, fiscal policy--and perhaps 
supply-side policies--;..rould be more impori:ant than monetary policy 
alone. The preferred approach, therefore, would seem to be to continue 
to focus principally on the major medium-term determinants of current 
account oo,;it1ons, while ensuring that the domestic implications for 
gro1.rth and in flat ion are taken adequately into account. 

1/ It will be recJlled that the standard practice of the Fund is to 
ha'it' economic projectio~s on a wur~in~ assumption about exchange rates. 
Usually, this assumption has been that nominal exchange rates either 
would ht' unchan&t'J c>r ,;,qld chan?,t' so as to leave real exchan~e rates 
Uth:h,lll>~ed • 
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2. Assessment of sustainabilitv 

A key element of the analytical fnimi=work that was described in 
the earlier staff paper on indicators ls the assessment of. sustain
ability of economic conditions, especially as regards external positions. 
Conceptually, policies or economic co~<litions may be viewed as £ustainable 
if. they can be maintained over the medium ter,n (generally taken to mean a 
·period of 3-5 years),· are consistent with the long-run growth potential 
of the economy, and are judqed to be appropriate from the standpoint 
of both the country in question and the international community as a 
whole. )j Another way of stating this criterion is that a country's 
policy stance may be considered to be. unsustainable if it is likely co· 
lead too serious disruption in the economy that would force a reversal 
of policies, or if it is thought to have exchange rate, interest rate, 
and trade effects .:hat could severt!ly dis.rupt economic conditions 
either at home or abroad. · 

A related issue concerns the assessment of consistency in policy 
s·ettings, In the course 6f the discussions held by the r:xecutive Board 
and the Interim Cornmittee, t;.ro_ types of inconsistencies were mentioned. 
First, there may be inconsistency amon~ nntion.-'11 objectives, as when the 
desire for more r.ipid growt Ii clashes with a cit:si re to a void inf lat ion a ry 
pressures or a large external deficit. Second, there may be inconsis
tency between (coherent) national objectives on the one hand, and 
acceptable outcomes internatlon~lly on the other, as may happen when a 
country adopts a policy mix that has external ·~ffecp; that run counter to 
the interests of other countries. 

Judgments reg~rd1n~ sustal~ability or consistency are very diffi
cult to make, partly because of the data li_mitadc.ns already cited, 
but also because there are a great many factors that affect the sustain
ability of a given position. For exaraple, safe haven considerations. 
and shifts in saving or investment propensities c,1n have a si~nificant 
effect on the international flow of capit,d. ~:xperience suggests, as 
one Executive D!rectot put it, that it is often easier to agree that a 
parti~ular positlon or a value is unsustainable than it is to agree 
on what constitutes an optimum position. In light of that experience, 
It is preferable to emphasize the identiflcation of actual and 
prospective domestic fiscal and monetary policy mixes that generate 
unsustainable external imbjlan~P,. lf exi,tin~ policies are judged 
likely to lead to unsustainable outcomes, the World Economic Outlook 
could discuss different ways of dealing with the problem, 

!/ See tile .Hscussion on this p,Jint in .1:icques ·\rtus and ~alcolm D. 
Knit,ht, "Issue<, in th(' .-\ssess:nent 01' the E:,ch;ini\e Rate'l of lnd11strial 
Countrie1c," lnter11:ition,,l ~1onc>td[}' Fund, ncc:i,dorul Paper 29 (.July 
1984), PP• l-2, 
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. A difficulty in assessing the implications of such policies is that 
unsustainahility usually results in political reactions and policy 
reversals that.are noi easy to project on the basis of economic reasoning. 
This raises the technical issue of how the staff should develvp its 
projections so as to illuminate the "tensi_ons" inherent in unsustainable 
policies while avoiding unduly speculative forecasts about the reactions 
of markets arld policymakers. This ~P~~c is considered later in the paper. 

In spite of these difficuities, the concept of sustain1tl,ility over 
the medium term is essential to the practice of surveillance. That ts, 
one must be able not only to say where economies are headed but also to 
make judgments about whether that direction will eventually have to be 
changed in order to avoid runnin~ into severe tensions or inconsisten
cies. Under nqrmal conditions, a judgment that policies will have to 
be reversed within a few years will constitute a prima facie case that 
t~e country's interests and those of its trading partners would be 
better served by moving toward a different policy stance at an early 
stage. 

3. Classification of indicators 

Because of the wide range of variables that might be considered as 
indicat~rs, the staff felt that it would be useful to provide some 
order to the discussion by classifying data into different groups. 
Fundamentally, the criterion far such a classification should be its 
usefulness in specifying the role· of each variable in the economy and 
its relevance to the policy op~ions facing the authorities. 

The initial staff paper proposed classifying data into three 
types: indicators of economic performance, indicators of.economic 
policy, and intermediate variables through which policies affect per
formance. It was suggested that economic growth, em~lo~nent, the 
balance of payments, and price stability would be included under indi
cator~ of performance; policy indicators would include variables such 
as monetary ~rowth, fiscal balances, and exchange market intervention; 
and intermediate variables would include saving and investment levels, 
interest rat~~. and exchange rates. 

Subsequently, some :1inisters and Directors indicated a prefe~·ence 
for eophasi7.inR the distinction between policy instruments and policy 
targets. Althou15h these two schemes are quite simil:tr, there are two 
differences. First, an emphasis on t;irgets r;ither than on performance 
cuulJ licit- the range of variables under consideration, especially for 
countries that prefer to formul:tte policies in terms of no:ninal ratller 
tllan real variables. In such cases, real output growth or u~employment 
:night be appropriate indicators of performance, but not of policy 
targets'. 
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The second difference concerns the treatment of policies. In the 
staff's proposed classification, the course of economic policy would 
be indicated by variables that are closely influenced by policy actions 
but that may not be under the direct control of the authorities. 
Monetary growth and the fiscal deficit would fall in this category. 
Indicators of policy instruments would presumably be somewhat more 
narrowly focused. Monetdry policy instrum~nts, for example, might 
include variables such as the growth of bank reserves or the monetary 
base, and the setting of the discount rate. Fiscal policy could be 
indicated by reference to changes in expenditure or tax plans, 
adjusted for cyclical or other endogenous influences. By and large, 
the staff would sugge3t a pragmatic approach to this issue, choosing 
as poli~y indicator& variables that are under the effective control of 
the authorities within a relevant policy-planning horizon •. Titis·would 
suggest using as an indicator of monetary policy the variable or 
variables that the authorities of the co;.intry concerned perceive as most 
relevant. As an indicator of fiscal policy, it would seem desirable 
to gauge the short-term stance of policies with reference to a cyclically
adjusted measure of changes in the budgetary position. (Over a longer
term horizon, however, it ciay be that the actual deficit is a bette~ 
indicator, :especially in vi.i!w of difficulties on assessing "normal" 
activity levels.) · 

A related issue concerns the emphasis that should be given to 
one group of variables or another. One view expressed by a number of 
Ministers and Executive Directors was that the role of objective or 
target variables should be given less promin~nce in the indicators 
exercise than would be given to policy and intermediate variables. 
While countries may have objectives for ~ariables such as the growth 
rate of real output. the unemployment rate, or the rate of inflation, 
it is recognized that outcomes for these variables depend importantly 
on factors outside the scope of demand management policies. In contrast, 
variables such as monetary growth or fiscal deficits are rather more 
directly influenced by policy actions. 

On the other hand, it was argued that performance variables 
are very important for the proper conduct of surveillance, for many of 
the same reasons described ahove with reference to the need for a 
broadly based analytical framework. That ls, if the exercise does not 
help to ensure that economic ~rowth is sustained at a reasonable non
inflationary level, it may be difficult to make informed jud~ments 
regarding sustainability. [t was also ar~ned that priority should be 
placed on monitoring and evaluating econonic ·performance, even in the 
short run, because problems with performance require early ;ittention if 
they are to be corrected hefore they assume r.iajor proportion.:;. Overall, 
because of the amhi~uities of deli~eating these categories and beLause 
of the advantages that have heen cited re1,arding the use of both policy 
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and performance variables as indicators, it seems best at this stage 
not to narrow the focus of the ~xercise to one particular group or the 
other. 

4. Time period for the analysis 

The Interim Committee communique of April 1986 suggested "the 
formulation of a set.of objective indicators related to policy actions 
and economic performance, ·having regard to a medium-term framework." 
[Emphasis added.] The importance of the medium-term focus was widely 
accepted, albeit with differing emphasis being given to the importance 
of lo0king at short~r-run (one- to cwo-year) developments as well. 
lt was noted that policies are always implemented in the short run, 
even though they may be formulated ir. a medium-term context. Therefore, 
it was argued in chi course of the discussions that indicators should 
be projected for both the short and the medium term, but that short-term 
divergencies should rye appraised in a medium-term framework. In any 
event, the avoidance of even the sembiance·of a ''fine tuning" approach 
was universally viewed as quite important. 

The general problem in this context is to determine an appropriate 
horizon over which projections may b~ made with reasonable confidehce, 
ta<ing ac~ount of the desirability of covering th~ period that is 
relevant for policy formulation. A number of countries do use horizons 
of four to five years in making general polic:' plans; current examples 
include the medium-term financial strategy in the United Kingdom, which 
specifies plans to 1990, and the deficit-reduction programs in the 
United States and Japan, which give policy paths through 1991. Ne~er
theless, the uncertainty of making projections that far ahead may 
militate against using such a long horizon in a multilateral setting. 
On the other hand, a two-year horizon may be too short to cover 
adequately the medium-term effects of demand-management policies or the 
role of supply-side policies. 

The Jffdct"ice that has nor'I!al ly been adopted for the World Economic 
Outlook has been to present annual numbers for the current and the 
follo~ing year, and then to show either averages for the medium-term 
period or a value for the final year (in the most recent case, 1991), 
This procedure has the advantage of consistency with the short- to 
medium-term breakdown employed elsewhere in the World Economic Exercise, 
hut it may be useful to consider other ways of attacking the problem 
at hand, An alternative that could be exami~ed would be to provide 
more detailed info~mation for one or perhaps two years immediately 
fol lowin1~ _the slwrt-nin period. 

The role of saving and investment balances 

The paper Ji-.cus,ed by the? E-w:ec11tive Board in Ju:y (EBS/86/127) 
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proposed an analytical framework that would make use of the relation
ships among current account balances, fiscal positions, and private 
and domestic saving and investment balances. The August World Economic 
Outlook (SM/86/196) implemented this framework in the chapter on policy 
interactions in industrial countries. The framework itself is, of 
course, both simple and basic, and it has been used for inany ·years in 
all forms of survPillance work. What was different in the treatment 
developed in the latest World Economic Outlook was the degree of 
emphasis placed on these relationships, and the additional detail that 
was introduced into the analysis. 

The saving-investment approach begins with the accounting identity 
that the sum of sectoral net saving balances i~ any economy must b~ 
zero. ·That is_, net domestic _private saving plus net government saving 
plus net foreign saving will; by definition, equal zero. Another, 
more convenient, way of expressing this identity is that the current 
account deficit (which is equivalent to net foreign saving) must equal 
the sum of the government deficit and the financial deficit of the 
private sector (investment net of private saving). 

By itself, of course, this identity r~veals nothing about causal 
relationships. Its usefulness arises because if projections are made 
for each component of the equation, the results may be checked for 
consistency, both within each country and between .countries. Such 
inconsistencies imply that the initial assumptions regarding variables 
such as interest rates or exchange rates, or the estimated behavioral 
relationships, will be invalidated. Attention is thereby directed 
to the emergence of tensions in the projections and possibly to the 
need for policy adjustments. 

A key element in using the saving-investment framework to appraise 
potential balance of payments ~ressures is the assessment of factors 
affectin~ the financial position of the private sector. As with any 
macroeconomic data, examination of historical trends may give only a 
very imprecise indication of future developments. A preferred procedure 
is to base judgments regarding sustainability on estimated functional 
relationships. Here, too, the difficulties are not negligible, not 
least because the statistical development of private saving data is 
generally inferior to many other macroeconomic series; in most cases, 
private saving data are themselves derived residually in national 
account 5. ~;onethel<:!s», trends in saving and investment in the major 
countries have generally proved amenable to empirical estimation, and 
fluctuations in saving-investment balances may not have been notably 
more difficult to analyze or project than thoge of other related data. 

Discussion of the saving-investment framework by the Executive 
Board and the Interim Committee highlighted both its potential 

,. 
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usefulness in illuminating ~nd clarifying surveillance and a number of 
practical limitations. On the one hand, some observed that the use of 
the saving-investment framework in the ~orld Economic Outlook had 
improved the Fu~d's insight into the nature and determination of major 
trade imbalances and ·excharge rate misalignments. Others, however, 
pointed to inadequacies of data and to the incomplete picture that 
saving-investment relationships give by themselves. Suggestions for 
improvement related primarily to the need to cevelop an integrated· 
analysis that accounts as fully as possible for the many complexities 
aud differences l:ietween countries. 

A number of Executive Directors obs~rved that a given pattern of 
net saving-investment balances may be as compattble with a stagnating 
worlj economy as with a growing one. For example, a reduction in a 
country's fi3cal deficit could be accompanied by a fall in pe,3onal 
saving or by an· increase in private investment. Either shift would 
limit the strengthening in the country's current ac~ount balarice that 
would follow from the fiscal shift, but the implications for sustain- ,' 
ability of the situation couid be quite differe11t. ·This observation 
does not by itself prejudlce the usefulness of the sav? .1g-investment 
approach as an analytic,;! tool; however, it underlines the importance 
of examining £dVing and investment separately. lt also suggests the 
need for an analysis of the mechanisms by whicn basic identities ar~ 
preserved, and the implications of these mechanisms for factors such 
as growth a~d inflation. 

A related point is that the ultimate function or the analytical 
framework .must be to help policymakers focus on the broad range of 
underlying policies that can affect eKternal positions ahd exchang~ 
rates. However one defines the framework, it must be capable of 
permitting an analysis of the effects of po_licy actions on the variables 
that are the objectives Jf policy. 

Several Execu~ive Directors pointed to the severity of data problems 
in this sphere. A number of issues arise. First, the huge global 
discrepancy in measuring current account balances makes it difficult 
to assess the consistency of the components of the saving-investment 
identity. 1/ Second, private saving data are derived residually in 
national accounts and may be subject to large errors. Third, some 
saving and investment data become av&ilable relatively late and may 
not be practical to use as the eole basis for policy evaluatio~. 

1/ Since 1978, this discrepancy has fluctuated between minus $24 bil
lion and minus $106 billion~ 
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·Other participants in the discussions, however, noted that these problems 
may not be much more serious than those facing empirical macroeconomic 
analysis generally. 

A few conclusions may be drawn at thi~ stage. First, Tiie advantage 
of the saving-investment framework is that it promotes analysis of 
the relationship between domestic and external development and aids in 
the assessment of sustainability and international consistency. 
For example, if one were to determine that the recent surpluses in the 
Japanese and German current account balances and the deficits in the 
U.S. balance should decline over a period of several years, then a 
careful analysis of saving-investment balances would play an inportant 
role in drawing. implications for domestic saving and investment and i.n 
formulating recommendations for policy adjustments to bring about 
the desired internal and external adjustment. 

Second, an analytical fra::iework based on .saving-investr.tent balances 
must be sufficiently flexible to permit the analysis of sustainability 
and consistency_ to develop along several lines. With reference to an 
individual country, one should be able to examine whether the projected 
patterns or domestic saving and investment are in· line with historical 
experience, taking due account of developments that might affect these 
patterns over time. In addition, one should be able to eKamine the 
effects· of sustained shifts in saving and investment flows on. the 
international net asset pos:tion of the economy. Do prospective pay
ments trends imply a buildup of intern~tional claims and liabilities 
that will create tensions in findncial markets? 

A third conclusion is that the analysis of global payments patterns 
is complicated by the statistical discrepancy in global current account 
balances. Furthermore, any global inconsistency in measuring current 
account balances will necessarily be mirrored by a com.11ensurate error 
in the domestic saving and investment counterparts. Tite magnitude of 
this global error--and, more importantly, of its year-to-year chang~s-
calls for caution in the application of the saving-investment framework 
to the assessment of the sustainability of payments positions. It may 
be anticipated that the forthcoming report of the Workirg Group on the 
Statistical Discrepancy will provide some guidance for incorporating 
at least limited information about the likely allocation of the dis
crepancy to individual countries or groups of countries. 

Fin11ly, it should be noted that, although the saving-investment 
framework has been an integral part of th~ staff's initial approach to 
the use of "indicators in surveillanc_e, this framework is not intended 
to be all-inclusive or to exclude the ::ntroduction of other relevant 
information. It is particularly useful for studying the effects of 
large shifts in fiscal policies or of extern~l shocks affecting current 
account balances, but in the ahsence of su~h ev~nts it may prove ·to be 
less useful in capturin~ the inplications of sr.1,1 Iler shifts in saving 
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or investment patterns. Furthermore, an analysis of net saving balartces 
does not by itself provide an explanation of changes in economic growth 
rates. Non·etheless, althougr the complexities of the problems and the 
limitations of the framework should not be underestimat.ed, the analysis 
of saving and investment data does provide the means for integrating 
diverse information into a coherent framework focusing on the sustain
ability of the balance of payments position. 

IV. The Choice of Indicators 

In the general conduct of surveillance, it is appropriate and 
desirable to use all available information about each economy, and the 
issue of limiting the set of variables to examine does not normally 
arise~ However, if indicators are to serve to focus attention system
atically on particular developments or trends that require collective 
international review, it may be useful to speficy a more l~mited set 
of variables that--as the earlier staff paper noted--should be timely, l 

quantifiable, relatively easy to interpret, and adequately comparable, 
both across countries and in relation to objective standards. These 
principles were broadly accepted during the ensuing discussions, but a 
number of points were made regarding specific issues. 

I. Specification of a concise list 

A mininum list of indicators of performance might include, as 
me·asures of economic performanct!, growth ( real GNP and domestic demand), 
inflation (GNP/GDP deflators and consumer prices), and current account 
balances; as intermediate variables, ·exchange rates and·interest rates 
(in nominal and real terms); and, as indicators of economic policies, 
fiscal positions (for central and general governments) and growth rates 
for relevant monetary aggregates. In order to analyze each·of thes~· 
indicators, information on private saving and investment, structural 
budgetary policies, supply-side policies, changes in internationai 
reserves,.employment and unemployment, and other data could be intro
duced as needed, · Clearly, these lists would have to be allowed to 
evolve over time, as experience was gained, and the problems confronting 
the world economy changed. 

The difficulty with attempting to focus ori a limited list of 
indicators is that different indicators acquire prominence for differ
ent purposes. It is possible to focus on the international or the 
domestic manifestations of unsustainability, and on the symptoms or 
the underlying causes of potential disorders. Furthermore, regardless 
of the purpose, it may be necessary to examine more than one variable 
1n order to gal~ a clear picture of a given dimension of economic 
policies. o_r performance. 
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Policy indicators may be especially difficult to cover with a 
short list that is both comprehensive and internationally comparable. 
To ~ake only one example, fiscal policy can be represented by the 
budgetary deficit at the central or the general government level, and 
can be measured with or 1"'1thout adjustment for cyclical factors. 
Moreover, with several major countries giving prominence to fiscal 
reform, analysis of the structure of fiscal revenues and expenditures 
is important to provide an adequately rounded picture of the economic 
effects of a ~articular budgetary stance. 

Perfor:.iance indicators are also subject to possible proliferation. 
As was noted in th<"! first staff paper, nominal domestic demand may 
provide important information that is not contained in GNP figures. 
Th<"! rate of growth of domestic demand is important in judging whether a 
~iven rate of G~P growth is consistent with the reduction of external 
disequilibria. ~loreover, the composition of domestic demand i.s 
important in judging the sustainability oC a given rate of output growth. 
In addition, even it employment data prove difficult to work with as 
performance .indicators, data on potential output or capacity utilization 
would bt! indispensable in some circumstances. If it is desirable to 
have only one measure of income, Gl\P has the advantages of being widely 
undt"!rstood and comprehensive. But there clearly will be occasions 
when supplementary information will be called for. 

The appropriate role for structura I (i.e., supplr·side) indicators 
was also considered. It was pointed out that these indicators are 
critical for certain purposes, and they play an increasingly pr6minent 
i:-ole in surveillance. However, in the. context of the indicators 
exercise, the criteria of commensurability and importance for the 
linkages among countries might make it reasonable to exclude such 
variables. Some felt that it could be useful for countries to provide 
descriptive material on str-ui:tural indicators, and. others called for 
additional research. As for eraployment. indicators. u they were used 
it would be essential for them to be supplemented _with indicators of 
the utilization of capital capacity. 

Because of the difficulties in reaching a~reement on a relatively 
short list of i~dicators, it was arRued by some that it would be prefer
able t.<J have as complete a list as possible. It was noted that, in 
order to promote stability of exchange rates through convergence of 
performanct"! toward.sustainable, noninflationary growth, analysis is 
needed <Jf a wide ranMe of indicators, including real output, inflation, 
hudg~t deficits, anJ mont"!tary growth. In assessing the balance o~ 
p;1ymL'r1ts. the currl'Ilt account h;\lance may need to he supplemented 
.:ith indicators ut qu,rntities, terms uf trade, and capital flows. In 
additi.tm, it wottlJ lwlp tl.l have indicators that reflect the impact of 
tradln~ activities 0n, inter alia, countries engaged in adjustment 
prnhr.1::ts. 
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The foregoing c0nsiderations argue against being too ambitious 
about trying to specify a limited set of indicators~ On the other 
hand, if the development of indicators is to play a significant role 
in furthering the imp.lementation of surveillance, it will be essential 
to define a limited and clearly relevant list. The objective of this 
task shoulu not be to eliminate consideration of a subset of available 
information, but rather to select those variables that might be able 
to play a special role in the process· by providing a~ early warriing 
system and signalling the need for a deeper analysis. 

2. Treatment of market-sensitivP. variables 

A common theme in the discussions of the Board and Interim Committee 
was that market-sensitive variaqles, in particular exchange rates and· 
interest rates, should be handled with care so as not to give misleading 
signals to the markets. In particular, it has never been seen as 
appropriate for the Fund to make explicit projections of exchange rates, 
and most Ministers and Directors would consider that the development of 
a system of indicators should be consistent with that constraint. 

The difficulty is to reconcile the avoidance of exchange rate 
projections. with the desirability--cited by a number of speakers--of 
making the assessment of exchange rate levels a prominent part of the 
exercise. Present practice for the World Economic Outlook is to assume 
unchanged real exchange rates throughout the medium-term period. 
In general, however, it must be recognized that treating both policies 
and exchange rates as variables that are given exogenously creates 
potential inconsistencies in projections; the farther into the future 

·the projections are made, the mo.re serious these·inconsistencies are 
liable to become. 

One means of reconciling the desire to assume a given set of 
policies with that of avoiding making explicit projection, of exchange 
rates would be to exclude exchange rates from the analysis of policy 
interactions among industrial countries. That is, the staff would treat 
exchange rates as endogenous variables for the purpose of generating 
projections of economic performance, and it would acknowledge that 
the projections of policy instruments and current account balances 
might imply changes in exchange rates, but it ~ould not reveal in 
its circulated papers what it estimated these implications to be. 
Alternatively, at least one policy variable could be made endogenous 
and not constrained. That approach would enable one to develop a 
consistent medium-term scenario with unchanged real exchange rates. 

It may be that neitlier of the latter two approaches is really 
practicable, and that the best strate~y would be to adhere to existing 
practices and to deal with any inconsistencies as they arise,· in 
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whatever way seems most appropriate in each particular case. An 
example of this flexible approach was the assumption made for the 
World Economic Outlook in early 1985; the staff's analysis at that 
time, while retaining the conventional working assuMption of unchanged 
exchange rates in the short term, assumed that the U.S. and Canadian 
dollars would depreciate gradually over the medium term against the 
currencies of other industrial countries. Following the substantial 
depreciation that actually occurred during 1985, the World Economic 
Outlook analysis then returned to the standard assumption of unchanged 
real exchange rates in the medium term. 

3. Emphasis of nominal or real magnitudes 

During the Executive Board discussion in July, some Directors 
argued· that variables such as nominal GNP ·should be emphasized, because 
dernand management policies do not have a predictable impact on real 
magnitudes. It was argued in particular that multilateral surveillance 
should follow the practice of the major ir.iustrial countries in recent 
years by giving a central role to the control of nominal magnitudes. 
Others, however, felt that real GNP should be of primary interest in 
the exercise of surveillance. 1/ In this view, the use of indicators 
should be consistent with the fact that the ·promotion of high levels 
of employment and real income was one of the original objectives of 
the Fund, as embodied in the Articles of Agreement, in recognition of 
the possibility that a balanced current account accompanied by weak 
growth could conceal an unsustainable situation. 

A related.issue arose with regard to the emphasis that might be 
givl\!n to real or noninal exchange rates. It was observed that con"". 
centration ~n the real exchange rate could tend to abstract from the 
problem of inflation. However, others pointed out that balance of 
payments developments depend on international competitiveness, which 
is better reflected by.trends in real exchange rates; such indicators 
are already used in the Information Notice System. 

The essence of the argument in favor of giving primary emphasis 
in policy formation to nominal rather th~n·real values is that for 
some variables, there is 1ess agreement about the real than about the 
nominal effects of financial policies. For ·example, an increase in 
the growth rate of the money stock should lead eventually to an increase 
in nominal GNP; how that increase will be split between real growth or 

J) [f either nominal or real GNP is used as an indicator along with 
the G~P deflator, then the other can be readily derived.' Nonetheless, 
there is a sub,;tantive issue concerning wh!ch of the two should be 
highlighted. 

,. 
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prices will depend on market structures and the expectations of various 
economic agents. Because those factors may be volatile and hard to 
analyze, it is less easy to find a common ground for discussion of 
these effects. Similar arguments may b~ advanced regarding effects 
on real interest rates and real exchange rates. 

The advantage of focusing on real values is that it is real exchange 
rates anJ interest rates that affect ~pending decisions and, in a more 
~eneral sense, it is essential to have a view qf how economies ace 
evolvin1; in real terms. A 'prerequisite for effective surveillance 
is to know whether an economy is growing near its potential, whether 
real interest rates are positive or negative, and whRt the international 
competitive situation is. 

The key issue in this regard is empirical: is it possible to 
develop enough of a consensus regarding the effects of policies on real 
variables to permit meaningful discussions about the appropriate actions 
to take when economies drift off course1 This question is really part 
of a broader issue regarding the compatibility of the implicit models 
th~t the different participants in a debate have in mind. If surveillance 
is to be eftective--and, a fortiori, if countries are going to seek to 
coordinate their policies--it is essential for there to be sufficient· 
common understandi~g of how economies work. One potential benefit of a 
more systematic use of indicators will be in distinguishing more effec
tively international disagreements that result from different policies 
and assumptions and those that result from the use of different implicit 
models. 

V. Country Coverage 

During the discussions of indicators by the Executive Boarrl and 
the Interim Committee, many speakers noted the importance of maintaining 
the symmetrical and ev.en-handed nature of surveillance, and argued that 
this concept should he applied to the use of indicators as well. 
However, it was also noted that the nature of the proposals that have 
been made for using indicators in multilateral surveillance requires 
them to be applied with special reference to the larger countries. 
Only a relatively few countries, it was argued, ·have a large enough 
weight in world or regional trade that their policies· have to he 
assessed with international repercussions explicitly in mind. 

There are three i~portant reasons that eraerged from these discussions 
for incorporatin1{ material relating to countries other than the large 
industrial countries. First, it is important to consider the effects 
of the large countries' policies on the rest of the world, both for the 
sake of understanding fully the implications of policy changes and to 
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enable the Fund to examine the feedbacks that might be expected on the 
major countries themselv~s. Second, the larger developing countries, 
as well as some of the srr.aller industrial countries, play an important 

, role in the international trading system, and their policies should be 
examined in the·same way as those of the large industrial countries. 
Third, there is a need to ensure not only coneistertcy among the policies 
implemented by the industrial countries, but also consistency between 
financial and trade policies adopted·by the developed world, on the 
one hand, and the adjustment policies implemented by the developing 
countries as a group, on the other. For example, policies that imply 
a change in the aggregate current account balance of the large industrial 
countries will give rise to tensions if they are not compatible with 
the objectives and policies of the rest of the world. 

In considering the extensi~n of indicators to developing countries, 
two additional issues arise. The first concerns whether it would ':>e 
preferable to emphasize developments pertaining to major analytical or 
regional groups of countries, or ~o include information relating to 
individual countries. The other concerns the choice of indicators that 
would be appropriate given the particular characteristics of developing 
countries and the problems that they face. 

One r~ason that the di~cussion of economic indicators might be 
confine~ to the larger indu~trial countries for purposes of multi
lateral surveillance is that only for those countries do policy actions 
have substantial repercussions for the .world economy. This distinction 
reflects the large share of each of these .countries in both world trade 
and capita::. movements. In this regard, no. single developing·country 
approaches in size the five countries whose currencies constitute the 
SDR (Table 1). Furthermore, the use of indicators fo~ borrowing coun.:.. 
tries is a subject that is properly considered as part of an integrated 
approach to program design and performance criteria. 1/ Consequently, 
for the purpose of multilateral surveillance, developing countries 
could be considered as groups. This need not, of course, prevent 
the inclusion of relevant country-specific detail in considering the 
situation and prospects of developing countries in the World Economic 
Outlook. The staff intends to increase the attention given in the WEO 
to the situation of individual developing countries and would welcome 
the Board's guidance on.how best to to this. 

In grouping developing countries, criteria utilized should be 
relevant to the assess~ent of the performance of countries, the ,sustain
ability of their current account, and the. role. of domestic and foreign 

1/ See "Prugram Design and Performance Criteria" (EBS/86/211, 
September 8, 1986) and Supplements l and 2 (September 11 and Xovemher 11, 
1986, respectively). 

• • - ..... ' • -- •• .J 



1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 

1a. 
ll. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 
24. 
25. 

- 20 -

Table 1. Twenty-Five Largest Countries,· by GNP/GDP 
and by Total Trade, 1984-85 

(In percent of world total) }j 

GNP/GDP lJ Total Trade 1J 

United States 34.9 1. United States 
Japan 11. 7 2. Germany, Fed~ Rep. of 
Germany, Fed. Rep. of 5.6 3. Japan 
France 4.5 4. United Kingdom, 
United .Kingdom 1.9 5. France 
Italy 3.2 6. Canada 
Canada 3.1 7. Italy 
Brazil 3.1 8. Netherlands 
China, People's Rep. of 2.2 9; Belgium 
India l.} 10. Hong Kong 
Australia 1.5 11. Saudi Arabia 
Spain 1.5 12. Sweden 
Mexico 1.4 13. China, People's Rep. of 
Iran, Islamic Rep. of 1.3 14. Switzerland 
Netherlands 1.1 15. Korea 
Sweden 0.9 16. Taiwan, Prov. of China 
Saudi Arabia 0.8 17~ Spain 
Switzerland 0.8 18. Singapore 
Argentina 0.8 19. Australia 
Nigeria 0.7 20. Brazil 
Korea 0.7 21. Mexico 
Indonesia 0.7 22. Austria . 
Belgium 0.1 23. Indonesia 
South Afr:tca 0.6 24. Norway 
Austria 0.6 25. Denmark 

16.1· 
8.8 
8.5 
5.6 
5.5 
4.6 
4.4 
3.3 
i;. 9 
1.7 
1.7 
1.6 
1.6 
1.6 
1.6 
1.5 
1.5 
1.4 
1.4 
1.2 
1.1 
1.1 
1.0 
1.0 
0.9 

!/ The world total excludes certain nonmember countries for which statistical 
data are not maintained. The term "country" does not in all cases refer to a 
territorial entity that is a state as understood by international law and practice. 

2/ Converted to a common currency using average exchange rates for 1984-85. 
}.! Exports plus imports. 
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factors in current account developments. 
current analytical grouping of countries 
Economic Outlook exercise--by predominant 
criteria--would appear to suffice. 

For these purposes, the 
in the framework of the World 
export and by financial 

The second major issue concerning the use of indicators for group~ 
of de~eloping cou~tries is the choice of indicat~ts to be monitored. 
It may be noted that the problems facing developing countries differ 
from those bf industrial countries, and the availability of data will 
in general .he more Limited. For instance, of importance in the case. 
of developing countries is the role of· external financial constraints 
in affecting economic performance, especially the growth of real GDP. 
The existence of such constraints would imply that attempts to monitor 
the aggregate performance of developing countries could benefit from 
explicit examination of export growth and changes in net cap{tal 
inflows to these countries. · 

The financing of current account deficits of developing countries. 
often takes the form of debt-creating flows that are either to the 
government or government-guaranteed. The sustainability of current 
account positions in such cases becomes closely associated with the 
sustainability of the public sector borrowing that is occurring. In 
this context, the size and rate of increase of external public debt and 
debt service in relation to exports and GDP become economic variables 
to he carefully monitored. 

The economic performance of developing countries and the sustain
ability of their current account posiiions are influenced by economic 
developments in, and 011tlook· for, industrial countries. There may 
therefore be some benefit in the use of indicators that· h.elp clarify 
the extent to which aggregate current account developments in the 
developing countries are traceable to changes in economic variables 
of industrial countries. In the evaluation of the compatibility of 
economic policies of industrial countries~ and hence of their policy 
options, ·the usefulness of economic indicators would be enhanced pari 
passu with their ability to capture effectively the implications of 
such policy options for the performance and the sustainability of the 
current account positions of developing countries. Indeed, indicators 
that focus attention on such points of interaction between developing 
and indu~trial countries would help in appraising the policy options 
facing the major industrial countries. 

Apart from the indicators discussed above for industrial countries, 
there are a number of other variables that appear to be important in 
assessing the sustainability of current account positions of groups of 
developing countries. Taking into account the role that they have 
played i~ the past, and in the context of the discussion in this sec
.tion, additional variables that would be suggested either as indicators 
0r as a means of analyzing the basic indicators could include the real 
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value of offi~ial development assistance and the net inflow of commercial 
bank crGctit. As a first approximation, movements in those variables 
provide some indication of the external firiancing constiaints that 
developing countries face, even though the magnitudes of the flows are 
affected by the domestic economic policies of the developing countries 
themselves. Also useful for inclusion would be the terms of tr~de, the 
stock of external debt (in relation to exports), and the ma~nitude of 
debt service (also in percent of exports). Finally, the growth in the 
volume of exports and imports-would appear to be useful as indicator!' 
in light of the role that these variables play in the growth process of 
the developing countries. 

VI. [mplementation 

The role of the Fund in the implementation of a system of indi
cators also came under discussion by the Executive Board and the Interim 
Committee. It wa~ acknowledged that, although the Fund had a broad 
representation of countries in the world economy, it would not be the 
most effective setting for the actual icple~entation of decisions 
regarding the coordination of policies among the larger countries. 
Nonetheless, even in cases where economic developments and policy issue,;· 
are reviewed within a fairly .small group of member co~ntries, great 
importance was attach_ed to involvement by the Fund (for example, through 
the p·articipation by the Managing Director in ministerial meetings). 

An approach to multilateral suiveillance that many saw as 
potentially useful would be for the Fund staff to collect and analyze 
national forecasts, and for the Fund to ~stablish procedures for dis
cussing the consistency of objectives and policies and for reconciling 
discrepancies among the forecasts. A variant on this approach would 
be tor national authorities to provide projections concerning policy 
and performance ind1cators ;· the Fund's role would be to try to make 
them comparable and globally consistent. Other variables could be 
projected by the staff, perhaps with the assistance of Executive 
Directors and national authorities. 

Othe-rs stressed the problems that might arise under such a scheme. 
To base a surveillance exercise o~ national forecasts could lead to 
problems of widely different methodology and coverage. In addition, 
while national forecasts are indicative of expected trends, they should 
not be viewed as rigid policy targets that could_ be negotiated or agreed 
through multilateral discussions. 

Another difficult issue concerning implementation cnncerris the 
treatment of unsustainable or inconsistent situations {n the projections 
presented in the World Econor.aic Outlook. The difficulty is that if the_ 
indicated policies are judged to be unsustainable, it may riot be easy 
to describe adequately· the.most likely scenario that ·follows fr.om them. 

I 
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For example, excessive reliance over time on foreign savings for finan
cing a fiscal deficit--even for the largest reserve-currency countries-
could lead eventually to a forced reversal of fiscal policy, to a shift 
to greater monetary accommodation, or to a sudden change in financial 
market conditions if an ev~nt occurred to cause a loss of investor con
fidence. The particul~r way in which unsustainability eventually mani
fests itself is bard to predict and depends on non-economic factors. 
More0ver, fore·casting quantitatively a disruption in economic relation
ships may be viewed as unnecessarily alarmist, when most observers 
would accept that a policy change could pre-empt such an outcome. 

In the past, the staff has usually dealt with unsustainability in 
an indire~t way, through reference to ~tensions" ~r difficulties that 
might arise through the continuation of current policies. Und~rlying 
this.practice is a notion of ex ante "consistency" of payments balances 

· at existing real exchange rates. However, at times of particular 
difficulty in projecting the reedium-term·consequences of unsustainable 
policies, it.is all the more important to be as explicit about these f 

consequences as possible, in_ order to clarify the reasons for concern. 

It may be useful to consider several alternatives for presenting 
the tensions inherent in a set of projections. One possibility would 
be to base the projections on actual policies, and follow the data 
wherever they lead. The advantage of this approach would be to emphasize 
very clearly the dangers of continuing on a present course. Nonetheless, 
this option raises potentially serious problems. As already noted, if 
the policies are unsustainable, it is generally inpossible to determine 
the form that the rupture will take or even when it is likely to come. 
It also becomes especially difficult in such cases to defend the use of 
unchanged real exchange rates as a working assumption. 

A second possibility would be to base the projections on assumed 
alternative policies, modified so as to make the outcome "sustainable." 
This option, however, would seem to be inconsistent with the need for 
the Fund_ to discuss the implications of existing policies and to offer 
warnings if policies .are thought likely to lead to undesirable outcomes, 
especially with respect to exter~al balances. 

A third option is to present projections ~n which the outcome 
avoids unsustainable paths--perha~s by simply ~ssuming that domestic 
and external imbalPnces will be financed at the assu~ed interest and 
exchange rates--and then to discuss __ the various difficulties that 
might prevent this outcome from materializing.· This opt.ion, which is 
the general ,pproach that has been taken by the staff, may he the only 
feasible one, in view of the p~oblems with the other~. ~onetheless, it 
too raises dilemmas. In practice, this approach amounts to saying, 
"Here are the projections, but here are aome reasons why they might not 
be the most likely outcome." A surface reading of such a document could 
give the impression that the forecast is basically- optimistic, with 
some possible concerns being raised. The deeper message would be that 



• 
'! 

'I 

- 24 -

in order for the forecast to t~rn out all right, policies will h~vc to 
be .changed, or· a shift in exchange rates will have to be accepted. 

A fourth option would be to present a central scenario based on 
unchanged policies, with alternatives based on "preferred" policies. 
If the pursuit qf unchanged policies were thought to lead to unpredict
able outcomes, then a truncated set of projections could be set out.· 
For example, for the period during which U.S. fiscal policy was thought 
to be on a path leading to an unsustainable medium-term outcome, a path 
could have been given f6r U.S. deficits and debt through the medium 
term, but with only short-term projections for output, inflation, 
current account br.1lances, ancl so forth. A second scenario would have 
Miven the outlook under the assumption of stricter budgetary control. 
For purposes of depicting medium-term scenarios for developing counnlt.>,;, 
the international economic environment could have been described by 
reference to that second scenario. 

A final question that generated a great deal of interest was 
whether and in what manner indicators should be used to trigger dlacus
stons or adjustments in policies. Some would prefer to see a stron~ 
role in order to give More content to the process. Others cautioned 
against the risk of introducing inappropriate rigidities into the 
surveillance process. The issue of whether and how supplementary 
discussions with individual member countries should be triggered is 
one that is properly dealt with in the context of the Board's regular 
review of the implementation of surveillance. As such, detailed 
consideration of this issue is ieft to the forthcoming Board paper 
on this subject. One possible procedure that might be of assistance 
would be to circulate a !1st of current.economic indicators in major 
countries (which the staff already prepares for Internal purposes) for 
the information of Executive Directors. 

VII. Issues for Discussion 

This paper has raised a number of questions regarding the use of 
indicators la the conduct of surveillance and in the coordination of 
economic policies. To some extent, these open questions call for further 
research on particular issues, and the staff is undertaking or plans 
to undertake a number of research projects that relate to policy coor
dination. The guidance of lJirectors concerning priorities for these 
projects, as well as suggec;tions for additional topics; would he welcome. 

First, a Staff Study for the World E~onomic Outlook is being 
prepared that will discuss critically the available theoretical and 
empirical literature on policy coordination and the relevance of that 
Liter~ture to the Fund. Second, a study is under way that will d~v~lop 
:rn analytical framework that emphasizes the international c;pillovers 
resulting from policy actions, and the way :!.n which specific indicators 
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can provide information about past or prospective developments. Third, 
a model has been developed nnd estimated for the purpose of studying 
the likely current account implication~ of different medium-term fiscal 
policy stances in the three largest industrial countries. Fourth, the 
saving-investment framework is being investigated in greater depth, 
with an eye toward making further progress in analyzing the sustainable 
current account positions of industrial countries. 

As a fifth project, the indicators of real effective exchange 
rates that were developed in conjunction with the Information Notice 
System are being refined for bot~ industrial and developing countries, 
as are estimates of potential output in industrial countries. Sixth, 
a review is bdng made of the forecasting track record of the World 
Economic Outlook; a similar review could be undertaken of past episodes 
in which complex policy interactions were at play, in order to determine 
whether and how the analysis of those circumstances might have been 

. i.mproved through the use of i.ndicators or of the analytical framework 
discui;sed ab·ove. Seventh, with regard to developing countries, studies 
are being developed that wf.11 examine the prospects for import-saving 
growth and export diversification; these studies will discuss the 
implications of various indicators for policy adjustments and for 
medium-term growth prospects. 

The resolution ·Of broader issues, of course, cannot rely simply on 
research; the guidance of Directors is also sought in determining the 
best ways to deal with a. number of the issues raised throughout this 
paper. · Perhaps the most difficult issue concerns the assessment of 
sustainability of external positions. The staff has proposed 
strengthening its existing procedures for analyzing saving and in
vestment balances. The major empirical question--which can probably 
be resolved fully only through experience--is whether enough is known 
ahotit the fundamental determinants of private domestic saving and in
vestment to warrant drawing conclusions about the sustainability of the 
movements that are implief by projections of ~urrent account and fiscal 
balances. 

A second question about the analytical framework is whether there· 
exists enough of a consensus about the effects of policy actions on 
economic performance to enable a substantive dialogue to occur. 
Obviously, disagreements will always exist, and there is no firm line 
between healthy dissent and the absence of a common ground. A related 
issue ls whether agreement can be reached conc~rning a range of accept
able values, or at lea.st the desired d.irection of change, for key 
variables such as current account balances, exchange rates, fiscal def
icits, inflation, or output growth. Again, it would appear .that 
experience will provide the only means of answerin~ these questions. 

i· 
I, 
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On a more. technical level. the best way to approach the medium 
term remains open. The question is whether it is feasible to extend 
forecasts beyond the normal two-year period over which the World 
Econ~mic.Outlook exercise is conducted, and whether the linkages bet~een 
medium-term (three- to five-year) scenarios and shorter-term forecasts 
can be made sufficiently clear. 

The staff also would seek advice on the best ways to develop a· list 
of indicators that is both concise and reasonably complete. The paper 
has suggested that, while it will always be der.irable and necessary to 
bring in as .much information as possible in the course of surveillance 
discussions, the indicators themselves should be limited to the variables 
that contribute most clearly to an understanding of international link
ages and that provide reliable information about impending unsustainable 
situations. It may, however, prove difficult to establish a consensus 
regarding a short list of variables that would apply to all of the 
countries concerned. 

A related question concerns the role of sen.sitive variables. Th1e 
key problem centers on exchange rates. These data must play a central 
role, and some would prefer that they be made the basis. of a set of 
reference zones that would help to signal the need for policy adjust
ments. Regardless of how far one would wish to go in that direction, 

.. the sensitivity of projections and of assessments of appropriate 
levels cannot be ignored! 

In.spite of these complexities, there do not appear to be major 
obstacles that would limit the usefulness of indicators as a means of 
improving the. dialogue among countries and of furthering a mutual 
understanding of policy interactions. But it is apparent that much 

·. remains to be done before this type of exercise could provide the basis 
for a more systematized approach to the coordination of economic policies • 
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SUBJECT: Enhancing the Use~~ Indicators as a 
Tool for Surveillance 

As a brief comment on style, the draft paper takes such a 
balanced view on so many topics that it seems more oriented towards an 
initial opinion ·survey rather than an attempt to advance the discussion 
along a particular path. If the style is to be preserved, then an early 
statement of major conclusions would be beneficial. This may be less 
necessary if the style is altered so as to give more firm indications of 
staff views on important issues. 

In the section on country coverage, we have reservations 
regarding the usefulness of extending indicators to major developin~ 
countries, particularly if this were to lead in the direction of 
including information relating to individual countries (second sentence 
of last paragraph on page 38). This reservation is particularly 
important if ex post performance were to show a divergence from 
indicators which would cause the staff to feel compelled to enter into a 
discussion of individual country policies. In many such cases one could 
anticipate concurrent bilateral negotiations on programs to be supported 
by the use of Fund resources. Rringing discussion of key policy issues 
into papers on multilateral surveillance would be detrimental to the 
conduct of negotiations. However, the reservations regarding coverage 
of important developing countries is less strong if the interest is 
limited to showing the impact on a group or groups of such countries 
arising from the stance of policies in major industrial countries. 

cc: Mr. Finch 
Mr. Gianviti 
Mr. Ouattara 
Mr. Rhomberg 
Mr. Shaalan 
Mr. Tanzi 
Mr. Van Houtven 

V:: Whittome 
Wiesner 
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TO: Mr. Crockett DATE: December 11, 1986 

FROM: S. T. Beza /o)6, 
SUBJECT: Enhancing· ihe Use of· Indicators as a Tool for Surveillance 

We are very much aware of the difficulty of writing on the 
subject of how the use of indicators might be intensified in sur
veillance. 

While the paper quite appropriately dwells extensively on the 
many problems faced in making effective use of indicators, there is a 
basic question that is not addressed directly, namely, the specific 
contribution to be expected from the so-called indicators exe.rcise. In 
our view this key issue needs to be dealt with early in the paper; 
clearly, we should avoid any suggestion that the use of indicators will 
change markedly our analytical capabilities. 

In this respect, while the paper does not ignore the fact that 
indicators are already used extensively in surveillance, both in the WEO 
and Article IV consultation reports, the obvious question of what the 
new exercise can be expected to contribute that is different from 
present practices is not really answered. Various kinds of indicators 
are already used in a systematic way and thus it does not appear that 
the innovation being considered is the more systematic use of indica
tors. Perhaps what the paper has in mind is the use of a given set of 
indicators in a specific or predetermined way, but it is easy to see 
that a proposal to that effect would not be accepted by the Board or by 
the members. To be sure, the paper stresses that indicators should be 
used in a judgemental fashion, but some isolated references (for 
instance, the comparison to the Information Notice System) may suggest 
that they might be used in a rather mechanical way. I do not think you 
wish to leave this impression, and perhaps the references to the 
Information Notices should be dropped. 

We think it is right that the paper warns readers not to 
expect dramatic changes to come from the indicator exercise. In 
particular, it is stated in the conclusion that "much remains to be done 
before this type of exercise could provide the basis for a more 
systematized approach to the coordination of economic policies". 
However, immediately following that statement there is a fairly long 
list of research projects that are to be carried out, and the reader may 
be led to think that completion of these studies will open the way for 
the· operational use of indicators in a substantially new form. This is 
not likely to be the case, and thus that impression should be clearly 
dispelled, perhaps by referring to the studies in a different place or 
in another context. 
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Finally, we agree with the suggestions made by Mr. Finch to 
simplify the paper and to avoid entering into the field covered by the 
general reviews of surveillafl~e. 

', 

Additional comments in the margins of a copy of the paper will. 
be forwarded to you. 

Attachment 

cc: Mr. Finch 
Mr. Gianviti 
Mr. Narvekar 
Mr. Ouattara 
Mr. Rhomberg 
Mr. Sh.aalan 
Mr. Tanzi 
Mr. Van Houtven 
Mr. Whittome 
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TO: Mr. Crockett December 11, 1986 f) CLJ '986 DEC 12 AM II: 22 
FROM: Douglas A. Scott 

SUBJECT: Enhancin the Use of Indicators as a 
Tool for Surveillance 

As a brief comment on style, the draft paper takes such a 
balanced view on so many topics that it seems more oriented towards an 
initial opinion survey rather than an attempt to advance the discussion 
along a particular path. If the style is to be preserved, then an early 
statement of major conclusions would be beneficial. This may be less 
necessary if the style is altered so as to give more firm indications of 
staff views on important issues. 

In the section on country coverage, we have reservations 
regarding the usefulness of extending indicators to major developing 
countries, particularly if this were to lead in the direction of 
including information relating to individual countries (second sentence 
of last paragraph on page 38). This reservation is particularly 
important if ex post performance were to show a divergence from 
indicators which would cause the staff to feel compelled to enter into a 
discussion of individual country policies. In many such cases one could 
anticipate concurrent bilateral negotiations on programs to be supported 
by the use of Fund resources. Rringing discussion of key policy issues 
into papers on multilateral surveillance would be detrimental to the 
conduct of negotiations. However, the reservations regarding coverage 
of important developing countries is less strong if the interest is 
limited to showing the impact on a group or groups of such countries 
arising from the stance of policies in major industrial countries • 

cc: Mr. Finch 
Mr. Gianviti 
Mr. Ouattara 
Mr. Rhomberg 
Mr. Shaalan 
Mr. Tanzi 
Mr. Van Houtven 
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TO: Mr. Crockett , DATE: December 11, 1986 

FROM: S. T. Beza /1)6." 
SUBJECT: Enhancing· ihe Use of· Indicators as a Tool for Surveillance 

\..._--

We are very much aware of the difficulty of writing on the 
subject of how the use of indicators might be intensified in sur
veillance. 

While the paper quite appropriately dwells extensively on the 
many problems faced in making effective use of indicators, there is a 
basic question that is not addressed directly, namely, the specific 
contribution to be expected from the so-called indicators exe~cise. In 
our view this key issue needs to be dealt with early in the paper; 
clearly, we should avoid any suggestion that the use of indicators will 
change markedly our analytical capabilities. 

In this respect, while the paper does not ignore the fact that 
indicators are already used extensively in surveillance, both in the WEO 
and Article IV consultation reports, the obvious question of what the 
new exercise can be expected to contribute that is different from 
present practices is not really answered. Various kinds of indicators 
are already used in a systematic way and thus it does not appear that 
the innovation being considered is the more systematic use of indica
tors. Perhaps what the paper has in mind is the use of a given set of 
indicators in a specific or predetermined way, but it is easy to see 
that a proposal to that effect would not be accepted by the Board or by 
the members. To be sure, the paper stresses that indicators should be 
used in a judgemental fashion, but some isolated references (for 
instance, the comparison to the Information Notice System) may suggest 
that they might be used in a rather mechanical way. I do not think you 
wish to leave this impression, and perhaps the references to the 
Information Notices should be dropped. 

We think it is right that the paper warns readers not to 
expect dramatic changes to come from the indicator exercise. In 
particular, it is stated in the conclusion that "much remains to be done 
before this type of exercise could provide the basis for a more 
systematized approach to the coordination of economic policies". 
However, immediately following that statement there is a fairly long 
list of research projects that are to be carried out, and the reader may 
be led to think that completion of these studies will open the way for 
the operational use of indicators in a substantially new form. This is 
not likely to be the case, and thus that impression should be clearly 
dispelled, perhaps by referring to the studies in a different place or 
in another context. 

F 
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Finally, we agree with the suggestions made by Mr. Finch to 
simplify the paper and to avoid entering into the field covered by the 
general reviews of surveillan....ce. 

', 

Additional comments in the margins of a copy of the paper will 
be forwarded to you. 

Attachment 

cc: Mr. Finch 
Mr. Gianviti 
Mr. Narvekar 
Mr. Ouattara 
Mr. Rhomberg 
Mr. Shaalan 
Mr. Tanzi 
Mr. Van Houtven 
Mr • Whittome 
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Y. Hori ~ and S. A y FROM: 

SUBJECT: Paper on Indicators 

Notwithstanding our admiration for skillfull drafting, we have 
a few, rather fundamental, problems with the paper. One of the problems 
is the total absence of a comparison between multilateral surveillance 
based on "indicators" and such surveillance as currently practiced. The 
paper talks about the "improvement" that would result from the applica
tion of "indicators" but the discussions of this improvement lacks 
specificity altogether. We guess the underlying cause of the problem is 
the fact that the paper does not analyze shortcomings of the present 
approach. Without clear understanding of shortcomings of the present 
approach, it is not easy for the readers to see clearly the benefits and 
drawbacks of the new approach. 

Another problem is related to the one just discussed, and perhaps 
more basic. We still have difficulties in understanding what is meant 
by the "indicator exercise". We guess the lack of clarity in this 
regard sterns from the fact that the paper does not describe the present 
approach. Without a point of reference, it is not easy to visualize 
what the new approach is all about. We might note in this connection 
that we (the Fund staff) do make use of a variety of indicators under 
the present approach. Furthermore, we do it in a systematic way, and we 
do focus on medium-term considerations. Thus, the differentiation of 
the new approach from the present one is not at all straight forward, 
and needs to be elucidated. The only difference we see is that the new 
approach would perhaps be more mechanical while the present approach is 
more judgemental in the use of indicators. 1/ If the authors of the 
paper think we are completely off the rnark,-that perhaps would mean that 
efforts need to be made to clar i fy the issue. 

1/ For justification of our impression, we would refer you to the 
discussion on p. 28 about the choice of actual fiscal deficit as the 
main indicator in the fiscal area. We wonder what the point is of 
designating a variable as the main indicator when one knows full well 
about its limitation. One has to be mindful of a well known trade-off 
between theoretical validity and empirical difficulties in determining 
the usefulness of a variable as an indicator, and reasonable analysts 
would make sure to look at a comprehensive set of variables, with clear 
understanding of the limitation of each, to draw conclusions. 



- 2 -

Finally, while the savings/investment balance is a useful tool for 
assessing fiscal policy, one drawback we see in it is that it may not be 
helpful in analyzing monetary policy. As a somewhat related matter, we 
may note that the paper seems to put greater focus on fiscal policy than 
monetari policy as an area in which the "indicator exercise" could make 
a contribution, for example, by clarifying international repercussions. 
In this regard, it might be useful to recall that, in a basic world 
model with floating exchange rates, it is monetary reflation that is 
characterized as a "begger thy neighbor" policy while fiscal reflation 
is characterized as a policy that will raise GNP abroad as well as at 
home (at least in the short run). 
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TO: Mr. Crockett DATE: December 10, 1986 

FROM: 

SUBJECT: Enchancing the Use of Indicators as a Tool for Surveillance 

l\...:;....l~l., 

In reading the draft paper, it becomes~ obvious that the 

most important issue~to be addressed should be, as stated on page 7, 

what the proposed set of indicators is expected to indicate and for what 

purpose. The paper makes abundantly clear that there is a great deal of 

disagreement and confusion among the people who have requested the 

development of the indicators. Certainly the task facing the staff is 

rather tough; however, unless these important issues are addressed and 

solved, the task would be even harder. The conclusions of the paper 

correctly point out the difficulties of the project, yet we believe that 

even more emphasis should be stressed on the need to clearly defining 

the purpose of the exercise and that, in any event, the success of the 

exercise will depend on the will of the member countries to consider 

seriously its findings. 

The conclusions are, however, also a source of concern, as 

they list and promise the preparation of at least seven projects. Given 

the fact that the staff is already overburdened, the Board should be 

informed that the carrying out of these projects may either require 

additional manpower or the elimination of other tasks. Finally, it is 

hoped that the staff in the interested departments would be given 

sufficient time to comment on the numerous papers that would be prepared 

in connection with this project. 
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Mr. Crockett December 10, 1986 

Vito Tanzi,(;\,\ 0. "'t ~ 
Comments on "Enhancing t e Use of 
Indicators as a Tool for Surveillance" 

Thank you for letting us see this paper. The paper has been 
written in a clear and comprehensive manner; however, we find that the 
principal notion, that of "developing the use of indicators", remains 
ambiguous. Does "developing" indicators mean engaging in research 
analyzing the interdependence of national economies, focusing on them 
intently in the WEO, giving a more global picture in Article IV consul
tations, and providing technical support in the compilation and inter
pretation of the set of indicators used in policy discussions of the 
G-7? If so, we agree that the Fund has a very natural role in calling 
attention to the "externalities" of national policies and in doing 
research on these issues. 

However, if "developing" indicators means selecting a short 
list of economic variables that will serve as indicators of the need for 
consultations, we have some questions. The first definition is consis
tent with the statement of the objective of the paper on p. 6, the 
communique of the Interim Committee quoted on p. 4, and the research 
program described in the conclusion. We wonder, then, why much of the 
discussion addresses the problems raised by the second definition. As 
pointed out on p. 32, the only reason to adopt a "concise" list of 
indicators is as "an early warning system". But why should the Fund 
rely on such crude indicators when the countries are already carefully 
monitored by desk economists? Why should the Fund's credibility be 
jeopardized by concentrating on, e.g., the crude measure of the fiscal 
deficit cited on p. 28, when we have specialists who could keep manage
ment or the Board much more fully and accurately informed about the 
fiscal situation? Furthermore, it is uncle ar to us what is gained by an 
a priori discussion of the optimal length of the list of indicators, or 
why items on this list should be "simple". For example, we fail to see 
the logic of the statement that "there is thus a significant trade-off 
between seeking a good indicator of fiscal policy--which would require 
making adjustments to fiscal balances--and the desire to stick to a 
straightforward view of the actual fiscal position of government" 
(p. 21-22). 

One point that is worth bringing out is that, contrary to the 
statement on p. 8, indicators by themselves "explain" nothing. Theory 
and parameter estimates attempt to explain events. Movements in time 
series are use f ul indicators onl y if we are able to interpret those 
movements. It is an understatement to say that" ••• if countries are 
going to seek to coordinate their policies, it would be helpful f or 
there to exist a common understanding of how economies work" (p. 37). 
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The goals stated on p. 6 are good ones. We are on much 
shakier ground theoretically with an "early warning system". With the 
countries in question we are not dealing with short-run adjustment 
programs but rather with complex intertemporal international problems. 
Any attempt to simplify this problem merely for the sake of simplifica
tion seems unwise. 

Other comments 

1. A paper of this length should contain a table of contents. 

2. The section on classification of indicators is of dubious 
value. There also seems to be an assumption that "data" and "variables" 
are interchangeable concepts. 

3. We are confused as to the meaning of the statement on p. 29 
that estimates of fiscal impulse do not "gauge" the" ••• relationship 
between policies and the level of economic activity". It seems to be a 
veiled criticism, yet, should one expect an indicator to spell out a 
functional relationship? Only a model could do this. Models suggest 
relevant adjustments to variables and thus it is hard to see how a 
meaningful discussion of the proper indicators can take place other than 
against the backdrop of a theoretical framework. 

cc: Mr. Finch 
Mr. Gianviti 
Mr. Narvekar 
Mr. Ouattara 
Mr. Shaalan 
Mr. Whittom~ 
Mr. Wiesner. 
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TO: 

FROM: 

Mr. Crockett 

C. David Finch..eJ7 

;S86 OEC I I pg 12: Plcember 10, 1986 

SUBJECT: Draft Pa er on Indicators as Tool of 

Several issues remain to be settled as regards the use of 
objective indicators and most of these are discussed in the draft. 
However, I wonder if the very detailed discussion of the pros and cons 
of the many proposals for individual or ranges of indicators (much of 
which was already in the first paper on indicators) is likely to result 
in a Board discussion providing the clear guidance sought by the 
staff. A first general comment, therefore, is that I believe the paper 
could be more effective if it was focused more sharply on those opera
tional issues on which guidance is sought (e.g., list of indicators, 
list of countries, time horizon, scenario presentation) in developing 
the use of indicators in the WEO. As regards, in particular, the list 
of indicators the paper could also be more effective if it was focused 
on a specific staff proposal rather than the detailed review of earlier 
proposals and comments. 

A related comment, to some extent of a presentational nature, 
is that the discussion and proposals could often be simplified by 
adhering more strictly to the distinction drawn between, on the one 
hand, the indicators themselves and, on the other hand, the need for 
analysis in setting and interpreting values for the indicators. For 
example, is it really necessary to extend the list of indicators for 
developing countries? Should not instead exports, debt, etc., simply be 
used in the assessment of the central indicators? Similarly, would it 
be necessary to consider a (possibly wide) range of monetary indicators? 

A final general comment is that, operationally, an early 
discussion by the Board is needed for guidance in preparing the WEO and 
I would suggest that the scope of the paper be kept within the confines 
of this issue only. As the paper recognizes, indicators are not a 
separate end product or separate Fund activity but a tool which may help 
strengthen Fund surveillance. In this connection, the paper should 
indicate explicitly that issues of a follow-up nature (e.g., supple
mental discussions or consultations) will be kept for the regular review 
of surveillance on which I expect we will be cooperating fully. I 
believe that several issues will have to be examined in somewhat more 
detail in the context of such a general review of surveillance and 
therefore need not be taken up in the current pap~r. In particular, the 
inter-relationship of WEO/Article IV/supplemental consultations 
"indicator-based" strengthened surveillance; whether all subsequent 
departures from established indicator values should result in follow-up 
surveillance action; and the form of such action given the often 
reaffirmed view of the Board that supplemental surveillance should not 
be automatic. If you have difficulty in agreeing to this approach, I 
would suggest that we have a further discussion. 

C '.,) 

.<;. llj 
~ 
~ 
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The following specific comments may also be useful. 

Page 3, middle. The reference to what the communique asked 
the Board to do could be misleading since the call to seek the 
improvements indicated was specifically to the WEO rather than 
generally. Also, since "consul tat ion" has·· a special meaning in the 
Fund, discussion and consultation should probably not be used inter
changeably, reading the call for "discussion of countries' policies" as 
a call for consultation. 

Page 4, bottom. Increased specificity and quantification 
(including the variables labeled indicators) would help strengthen 
Article IV consultations. It is doubtful, however, that indicators 
alone will do it, except to the extent that their use in consultations 
will maintain the continuity of analysis and assessment in a multi
lateral. framework against the background of the (and in anticipation of 
the next) WEO. 

Page 6, top. Giving a more prominent place to global con
siderations in individual consultations has been an ongoing process 
initiated well before the current focus on indicators. Also, it is not 
clear how much more was done in this respect during the last year. 

Page 7. Given the emphasis in the papers for last year's 
review of surveillance on_the desirability of including explicitly 
within the formal scope of surveillance the broad range of policies 
having external effects, the somewhat formalistic presentation of the 
Fund's responsibility for surveillance over all policies is awkward. 
The quoted portion of° the decision in the footnote, in particular and as 
Mr. Polak reminded other Directors last year, was not meant to say that 
all policies were subject to surveillance but to reassure (LDCs in 
particular) that each membe_r' s circumstance would be taken fully into 
account in assessing its ex.change rate policy. 

Page 12, middle. The saving-investment framework is not yet 
included explicitly in reports for all major countries. 

·Amore general comment on the saving-investment framework is 
that the abse.nce of any suggestion that the balance be further dis
aggregated into its saving and investment components is surprising. 
Would not data on the individual components help to some extent in 
assessing the impli_cations for sustainability (including growth, 
p. t6). As a minimum, some of the difficulties with interpretation of 
the balance noted in this section would be alleviated. 

Page 15, top. A fuller discussion of movements in stocks of 
assets/liabilities in relation to stock equilibrium could be useful as 
changes in actual stocks will involve further changes in flows only to 
the extent that actual stocks must be brought back to equilibrium. 
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Page ·16, bottom. 
sustainability (integrating 
tion) y could be useful. 
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Perhaps a brief reference to longer term 
saving investment, growth and consump-

Page i7, middle. It is not clea~ why large countries should 
be better able to sustain deficits in relative terms (i.e., relative to 
their own GDP). 

Page 18, middle. It is not clear why emphasis should be on 
fiscal and monetary policies only, rather than all policies including 
structural policies discussed in some detail subsequently. 

Page 19, middle. The distinction between sustainable and 
desirable is not clear or very· useful as policies involving low growth 
would not be sustainable in the longer term while a policy moving one 
toward a sustainable position, even if the policy is to be changed after 
adjustment is completed, could itself .be said to be sustainable. 

Page 20. It is not clear that the difference between the 
staff's proposed classification and the alternative target/instrument 
classification is as important as is suggested. Why could not growth 
and inflation be ultimate (if not proximate) targets with .nominal 
"targeting"? Also, is it necessary to interpret the policy 
"instruments" so narrowly: could not, for example, money be the 
instrument even if the levers are more precise? 

Page 21, bottom. Are other indicators needed or simply 
analysis in interpreting the indicator? 

Page 23, top. Th.e first paragraph is troublesome. First, why 
should "international agreement" be needed on any target with indicators 
a tool for analysis and discussion? Also, the ideal trigger described 
in the third sentence seems hardly realistic. 

Page 26, 5th line. The following could be clearer- "and the 
issue of limiting the set of variables." 

Page 39. In addition to the general comment above on the 
relationship of the indicators/surveillance discussions, the following 
should also be noted: 

8th 1-ine .- -We would prefer that "using" be replaced by 
"greater specificity and quantification, including of" and 
that the reference be to all rather than only developing 
countries; 

1/ Along the lines of the Salop/Spitaeller 1980 paper. 
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Last sentence, 1st para. The applications described are not 
agreed and need a substantially fuller discussion. 

Page 47, bottom. What "existing procedures under the 
Information Notice System" are being refer~ed to? 

Page 50, top. The word "norm" is perhaps better avoided. 

cc: Mr. Whittome 
Mr. Gianviti 
Mr. Narvekar 
Mr. Ouattara 
Mr. Rhomberg 
Mr. Shaalan 
Mr. Tanzi 
Mr. Van Houtven 
Mr • Wiesner / 
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TO: Mr. Crockett December 10, 1986 

FROM: Paul Chabrier ~ 
SUBJECT: Enhancing .,the Use of Indicators as a · 

Tool forc:=-llance 

The paper provides a thoughtful and well-formulated analysis 
of the issues arising out of the recent discussions on the subject in 
the Board and Interim Committee and will serve as a good basis for 
further discussion. 

The reader is struck with the very formidable problems that 
arise in developing this exercise. The paper rightly brings them out 
very clearly. For that reason, one has the uneasy feeling that the 
conclusion in the second complete paragraph on p.51 (viz.: "there do not 
appear to be major obstacles that would limit the usefulness of 
indicators as a means of improving the dialogue among countries and of 
furthering a mutual understanding of policy interactions") might be a 
little optimistic at this stage. 

In the same vein, some of the fundamental issues that have yet 
to be addressed and are identified in the body of the text could 
usefully be brought forward into the conclusions and guidance sought. 
In particular, the "most essential question", noted on p.7. regarding 
"what these data are intended to indicate and for what purposes" is 
surely a matter for further Board discussion. Equally, the analytical 
impediments to the development of a system of indicators which are 
referred to frequently in the text (e.g., p.9 and from time to time 
pp. 35-38) do not seem to be given sufficient weight in the conclusions 
(at the top of p.50). 

Though a number of trade-offs are considered (especially that 
between conciseness and comprehensiveness), perhaps somewhat more could 
be made of the possible scope for individualizing indicators. Clearly 
the preference is for "the development of a specific set of indicators" 
(p.26); however, the notion of flexibility is referred to (on p.18), 
though in a specific context. Could this not be developed a little 
further, recalling the difficulty of standardizing criteria for cross
country comparisons even in much less ambitious endeavours? 

As to country coverage, the discussion seems to move too 
quickly from the major industrial countries to the developing 
countries: some mention of the other industrial countries would seem 
desirable, and some of the proposed indicators regarding external 
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indebtedness would seem to be called for in that regard. Also in this 
context, would it not be possible (p.40) to single out those developing 
countries that are experiencing problems. 

cc: Mr. Finch 
Mr. Gianviti 
Mr. Narvekar 
Mr. Ouattara 
Mr. Tanzi 

~ r. Whittome 
r • Wiesner 
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TO: Mr. A. D. Crockett December 10, 1986 

FROM: Fransois Gianviti r. G. 

SUBJECT: Enhancing the Use of Indicators as a Tool for~:~=~!lan~~ 
- Comments on Draft Paper 

General Comments: 

1. 'llle central difficulty we find with the draft paper is 
well put as a question on page 7, but it is not answered satisfactorily. 
'llle question is what the indicators are intended to indicate, and,tmtil 
this question is answered, the discussion necessarily lacks focus 
and cannot contribute much to the discharge of the Fund's responsibilities 
under Article IV. 

2. 'llle Fund has not yet adopted principles or procedures 
to give effect to its responsibility under Article IV, Section 3(a) 
to "oversee the international monetary system in order to ensure its 
effective operation." Until this is done, the discussion of indicators 
that might be helpful for promoting economic policy coordination is 
likely to remain a discussion of technical solutions in search of a 
purpose. 

3. In present circwnstances, that is, until the Fund takes 
the step forward to which the previous paragraph refers, the analytical 
framework can be of two kinds: a general study, such as the World 
Economic Outlook, or the exercise of Fund surveillance over the 
exchange rate policies of members, as referred to in Article IV, 
Section 3(b). 11le latter framework is what the draft paper refers 
to as "bilateral surveillance," but the term "bilateral" is misleading: 
it is country-specific surveillance by the Fund, which is a multilateral 
institution. 

4. Insofar as the draft paper discusses Fund surveillance 
under Article IV, Section 3(b), it is striking that no reference is 
made to the Fund's experience with program design and performance 
criteria (see, e.g., EBS/86/211, September 8, 1986, and Supplements). 
11lis point is even more striking when consideration is given to 
extending the use of indicators, as discussed in the draft paper 
(pages 39-40), to members for which stand-by or extended arrangements 
are in effect. We are concerned about the risk of using differing 
compartmentalized economic models and appraisals affecting the Fund's 
advice to members, with the possibility of inconsistent advice based 
on different indicators. We are also concerned about casting doubt 
on the approach used in Fund arrangements. 
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5. There is a further point implicit in the question raised 
in the preceding paragraph. It is whether the approach used in Fund 
arrangements is not a better basis for policy coordination than the 
general indicator approach that is discussed in the draft paper. 

·The obstacles of inconsistent national data, policies and preferences, 
as discussed in the draft paper, have not prevented the use of performance 
criteria in Fund arrangements. The comparison between these two 
levels of Fund experience provokes the more fundamental question 
whether coordination may not be more successfully structured on the 
basis of understandings on policies and their monitoring between the 
Fund and individual members than from a search for general agreement 
among members concerning these matters. Perhaps this question, which 
was raised in a previous paper (SM/86/3, pp. 20-23), may be given 
further consideration. 

Specific Comments: 

1. Page 4, last paragraph: The development of indicators 
to support efforts by countries participating in economic summit 
meetings is not mentioned in the communique referred to. 

2. Page 18, second ;earasraph, third line from the end: "Incomes" 
does not seem correct. 

3. Page 43, second paragraph, line 2: "acknowledged'' by whom? 

4. Page 46, second paragra:eh, line 4: Substitute "role" 
for "obligations. " 

cc: Mr. Finch 
Mr. Narvekar 
Mr. Ouattara 
Mr. Shaalan 
Mr. Tanzi 
Mr. Van Houtven 
Mr. Whittome 
Mr. Wiesner 
Mr. Rhomberg 
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To: Mr. Crockett 
1986 DEC IO AM Q: 46 

December 9, 1986 

From: L.A. Whit tome/ /fJ.lvt,/ 
Subject: Enhancing the Use of Indicators as a Tool for Surveillance 

I have an impression that international interest in this ques
tion is presently waning though it may revive later. If this presump
tion is correct it is important that the paper should have a focus if it 
is to be debated seriously, but I found myself unclear as to the direc
tion in which your draft was attempting to push its readers. Perhaps 
you are just fulfilling a request for yet another paper and feel a need 
to keep the pot on the simmer but if this were to be our limited (though 
respectable aim) then I question whether the present draft does not risk 
alienating some readers by emphasizing the mass of problems which 
surround the issue. 

I realize that at this stage the paper is de facto largely 
written but if the draft is intended to carry the discussion forward 
then there seem to be some changes, partly cosmetic, which could be 
reasonably readily accommodated. I would suggest: 

1. Bringing the conclusions to the front, greatly condensing the 
introduction and so plunging more directly into the considerations that 
need to be borne in mind before seeking to answer the questions raised 
in the conclusion. 

2. Seeking to choose between the relative importance of issues 
rather than seeming to treat all as of equal importance. If for 
instance the basic aims are those enshrined in Article I and if indi
cators could be one instrument for enhancing the achievement of these 
aims then certain matters such as real versus nominal and the country 
coverage issues become relatively minor matters that can be left for 
later decisions. 

3. You need surely some assessment as to whether the extra work 
that could be involved in this exercise is practicable. You could seek 
to make it more manageable by bringing it firmly into the Article IV/WEO 
mold and keeping it there. 

4. Incidentally although this might lead to some more serious 
redrafting we would question the heavy emphasis you place on the 
savings/investment balance in order to judge "unsustainability". We 
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suspect that this identity may be less useful today than it used to be 
in judging the sustainability of balance of payments positions if only 
because of the massive capital flows that can occur and seemingly can be 
sustained. 

I attach a list of some more detailed points. 

Attachment 

cc: Mr. Finch 
Mr. Gianviti 
Mr. Narvekar 
Mr. Ouattara 
Mr. Rhomberg 
Mr. Shaalan 
Mr. Tanzi 
Mr. Van Houtven 
Mr. Wiesner 
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Annex 

!. On a number of occasions it is stated that the principal focus 
of indicators should be the sustainability of balance of payments posi
tions. Only once, on page 12, is it noted that this sustainability is 
compatible, at least over the medium-term horizon, with an indeterminate 
level of world-GNP and world trade growth. More specifically, if the 

.medium-term is defined as three-five years, then the focus on balance of 
payments equilibrium would appear to bias the assessment of policies 
toward demand-management recommendations. This aspect would seem to 
warrant a more comprehensive discussion and could lead to a clearer 
focus of the issues involved and to some ranking of indicators. 

2. Reference is made to "sensitive market variables" (e.g;. on 
p~ 8 and p. 34) and is essentially limited to the exchange rate. This 
does not seem to be justified. Experience suggests that any findings or 
statement on crucial economic variables may lead to equally sharp gyra
tions of the exchange rate as an assessment of the exchange rate it
self. Thus, the exclusion of the exchange rate from the list of 
indicators may imply an unnecessary restraint. 

3. The short shrift that monetary policy and the growth of mone
tary aggregates get in the paper (relative to fiscal policy, see, e.g., 
p. 26) seems inappropriate, given the fact that adjustments in financial 
asset positions are a principal determinant of exchange rates and 
ultimately of competitiveness and the current account. 

4. The problem of accuracy of medium-term projections 
(p. 24 sqq.) may be exaggerated and appears to apply only if a complete 
coverage is being sought. At least at the outset of a more comprehen
sive global surveillance exercise, an assessment of the general direc
tion of developments and of likely effects of policies may be sufficient 
to assess consistency and compatibility within the system. This would 
be especially so, if there existed a clear ranking of indicators and if 
the number of principal indicators were strictly limited. 

5. Monetary targeting is quoted as an example of "problems with a 
limited set of indicators" (p. 32). For two reasons this reference does 
not appear to be very useful for the selection of surveillance indi
cators. First, the literature on monetary indicators and intermediate 
targets quite explicitly points to the problems with multiple indi
cators, notably the problem of conflicting information and the uncer
tainty about policy reactions that may follow from such information. 
Second, unlike for monetary indicators, there will always be the need 
for some ranking of possible indicators in connection with surveillance 
indicators. Once this selection has been made, all other variables must 
have a subordinate characteristic. If not, the system will be over
determined. While it may therefore be useful to collect information on 
a number of indicators, the majority of them will have to be analyzed 
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only for the purpose of consistency checks and as intermediate 
variables, the importance of which will depend on the economic problem 
that has been identified as the principal one at a given point in time • 
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To: The Managing Director September 26, 1986 
The Deputy Managing Director 

From: Wm. c. Hood (,vLj . { . //. 

Subject: Policy Coordination Among Industrial Countries 

Mr. Tanzi draws attention to the possibility that coordina
tion of economic policies could be destabilizing if economic forecasts 
are wrong, and countries react in a synchronized fashion to the wrong 
forecast (his memo of 9/19/86). This is sometimes considered to be the 
"lesson" from the ill-starred locomotive episode of the Bonn Summit. 

In fact, however, coordination need not and should not be 
seen as a search for a common and synchronized set of policies among 
the major countries. Rather, it is an attempt to find mutually suppor
tive means of addressing points of tension in current trends. 

In present circumstances, the goal of policy coordination has 
been to slow down domestic demand growth in the United States while 
strengthening it in Europe and Japan. Another point of coordination 
over the past eighteen months has been the goal of bringing about a 
realignment of exchange rates among the major currencies. These objec
tives are based on the forecast that divergences in current account 
balances would remain large, and the judgment that this situation was 
not sustainable. I do not believe that a continuation of the policy 
course that prevailed up to early 1984 would have produced a better 
prospect for the world economy. 

cc: Mr. Finch 
Mr. Narvekar 
Mr. Tanzi 
Mr. Whittome 

t.---Mr. Wiesner/Mr. Beza 
Mr. Crockett 
Mr. Brown 
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DATE : SEPTEM3ER 18, 1986 
B. INFLATICN RATES 00 LAOCR MARKET INDICATCRS 

(IN PERCENT) 

AVERAGES 00 END OF YEAR ( Q4) 00 
YEAR--rn-YEAR a-w.GES TI-RO...GH THE YEAR Q-W.GES 

GP/Gefl DEFLATOO 

LNITED STATES 
JAPAN 

GER.Wff, FED. REP. Of 
FRAIi(;[ 
LNITED KII\GOCM 

FIVE ro..NTRIES 

o::NSlMER PRICES 

LNITED STATES 
JAPAN 

Gm.JANY, FED. REP. OF 
FRAIi(;[ 
LNITED KII\GOCM 

FIVE ro..NTRI ES 

LNIT LAOCR COSTS IN Ml\l'tJFACTLRIN3 

LNITED STATES 
JAPAN 

Gm.JANY, FED. REP. OF 
FRAIi(;[ 
LNITED Kli'OXM 

FIVE o::u.JTRIES 

LNB.PLOYMENT RATE 1/ 

.N ITED STATES 
JAPAN 

Gm.JANY, FED. REP. OF 
FRAl£E 
LNITEO K IN30CM 

FIVE ro..NTRI ES 

GROHTH OF af>LOYMENT 2/ 

LNITED STATES 
JAPAN 

GEHNIN'(, FED. REP. OF 
FRAl£E 
LNITED KII\GOCM 

FIVE ro..NTRI ES 

1985 1986 

3.4 2.8 
1.7 1.8 

2.2 2.8 
5.8 4.5 
6.1 3.8 

3.3 2.8 

3.5 2.0 
2.1 0.5 

2.2 -0.2 
5.8 2.7 
6.1 3.4 

3.5 1.6 

0.6 1.1 
0.5 4.3 

0 3.0 
2.2 1.0 
6.0 6.1 

1.1 2.2 

7.2 6.9 
2.6 2.8 

8.2 7.9 
10.4 10.7 
11.3 11, 6 

6.8 6.8 

2.0 2.4 
0.7 0.6 

0.8 1.3 
-0.3 0.2 

1.3 0.4 

1.3 1.4 

1987 1985 Q4 1986 Q4 1987 Q4 

3.4 3.3 2.8 3.5 
1.2 1.7 1.6 1.5 

1.6 2.4 2.3 2.2 
3.4 6.5 3.4 3.1 
3.7 7.4 3.5 3.9 

2.8 3.5 2.6 3.0 

3.5 3.5 1.6 4.0 
0.5 1.9 -0.3 1.3 

1.5 1.8 -0.5 2.5 
2.7 4.8 2.6 2.0 
3.8 5.5 3.3 4.0 

2.6 3.3 1.2 3.1 

1.4 0.5 1.2 2.0 
1.6 2.5 4., 2.3 

1.5 1.9 1.4 3.2 
0.3 0.5 1.3 1.0 
4.5 6.1 4.5 4.5 

1.6 1.4 2.0 2.3 

6.5 7.0 6.7 6.5 
3.0 2.8 3.0 3.0 

7.5 8.1 7.6 7.4 
10.7 10.5 10.7 10.8 
11.5 11 .3 11.6 1.1.4 

6.6 6.8 6.7 6.5 

2.5 1.9 2.6 2.3 
0.6 0.1 0.7 0.9 

1.0 0.9 1.5 0.8 
0.5 -0.3 0.3 0.5 
0.4 1.2 0.2 0.5 

1.5 1.1 1.6 1.5 

1/ DATA ARE BASED CN NATICNAL DEFINITICNS 00 ARE t>.OT DIRECTLY c::ovPARASLE ~ ro..NTRIES. FOO THE LNITED STATES 
DATA ARE Fm CIVILIAN LAOCR FrnGE; FOO FRAl£E DATA ARE FOO RESIDENT l...AOCR FrnGE; FOO THE LNITED Kit-.G!)CM LNB.PLOYMENT 
DATA EXCLLOE SQ-(OL LEAVERS; FOO JAPAN, THE FEDERAL REPLELIC OF Gm.JANY 00 THE LNITED Kli'OXM DATA ARE BASED 
CN TOT AL LAOCR FrnGE. 

2/ FOO THE LNITED STATES DATA ARE FOO CIVILIAN af>LOYMENT; Fm JAPAN DATA lt-,CLLOE SELF-af>LOYED; Fm THE FEDERAL 
REPLELIC OF Gm.JANY 00 THE LNITED Kil'OXM DATA ARE FOO DEPENDENT af>LOYMENT; FOO FRAl£E DATA ARE FOO N:N-F'AfiM 
EJ.PLOYMENT. 



C. FISCAL BAI..AACES #lJ M:NETARY GRONTH RATES 

CENTRAL GO/EfM.AENT BAI..AACE (IN PERCENT OF GP/QJP) 1/ 

lNITED STATES 
J.APPN 

Gm#.N'r', FED. REP. OF 
FRANCE 
lNITED KI1'GXM 

FIVE c:o.mRI ES 

GENERAL GO/EfM.AENT BAI..AACE (IN PERCENT OF GP /QJP) 2/ 

lNITED STATES 
J.APPN 

~rn#NY, FED. REP. OF 
=RANCE 
...NITED KI1'GXM 

FIVE c:o.mRI ES 

AVERAGES CR 
YEAR-cN-YEAR ~ES 

1985 1986 1987 

-5.0 -4.8 -3.1 
-4.4 -4.4 -4.6 

-1.1 ~.8 ~.8 
-3.3 -2.9 -2.6 
-2.4 -2.5 -2.4 

-4.2 -4.0 -3.1 

-3.4 -3.6 -2.0 
-1.6 -1.7 -2.0 

-1.1 ~.8 ~.8 
-2.6 -2.5 -2.5 
-3.1 -2.9 -2.9 

-2.7 -2.8 -2.0 

t.rnETARY GRONTH RATES: T~ET CR FCRECASTED AGffiEGATE (IN PERCENT) 

lfllITED STATES (M2) 9.1 8.0 9.0 
J.APPN (M2+ro) 8.4 8.4 7.5 

Grn#NY, FED. REP. OF (CB.1) 4.5 5.6 4.9 
FRANCE (t.43) 7.3 5.3 5.0 
LNITED KI1'GXM (~) 4.6 3.3 3.0 

DATE :SEPTEM3ER 18, 1986 

00 OF YEAR (04) CR 
Tt-Ra..Q-i THE YEAR ~ES 

1985 04 1986 04 1987 04 

8.7 9.0 8.3 
8.7 8.0 7.0 

4.2 6.0 5.5 
5.5 5.0 5.0 
2.4 3.0 3.0 

1/ DATA FCR J.APPN Il'CLLOE THE SlRPLUS OF THE SCCIAL SEa.RITY .t>DX:t.NTS #lJ NET LENDIN3 BY THE FISCAL INVESTMENT #lJ LOAN 
PRCGR.AM {FILP) TO N:NFINPNCIAL PLBLIC ENTITIES. DATA FCR FRANCE ARE ON ftN ACMINISTRATIVE BASIS #lJ DO t-OT IteLLOE 
SCCIAL SEClRity TRANSACTIONS. DATA FCR OTHER c:o.mRIES ARE ON A NATIONAL IN:::CME .t>DX:t.NTS BASIS. (SEE GENERAL t-OTE TO 
Tl>SEL A.) 

2/ NATIONAL IN:::CME .t>DX:t.NTS BASIS. (SEE GENERAL JIOTE TO Tl>SLE A.) 



SH:RT-Tffil..1 - N:MINAL 1/ 

LNITED STATES 
J/>PAN 

GmMN'l' I FED. REP. OF 
ffiAIICE 
LNITED KIN:m.1 

SH:RT-TE™ - REAL 2/ 

LNITED STATES 
J/>PAN 

GmAANY I FED. REP. OF 
ffiAIICE 
LNITED KlN:m.1 

LNITED STATES 
J/>PAN 

GmAANY, FED. REP. OF 
ffiAIICE 
LN !TED KIN:m.1 

LGG-TE™ - REAL 2/ 

LNITED STATES 
J/>PAN 

GmAANY, FED. REP. OF 
ffiAIICE 
LNITED K IN:m.1 

D. INTEREST RATES 
(IN PERCENT) 

1985 

7.5 
6.7 

5.4 
10. 1 
10.8 

4.1 
5.0 

3.3 
4.0 
4.7 

10.6 
6.3 

6.9 
10.9 
10.6 

7. 1 
4.6 

4.8 
4.8 
4.5 

DATE :SEPTEM3ER 18, 1986 

1986 1987 

6.0 6.1 
5.0 4.5 

4.6 4.8 
7.4 7.0 
9.2 8.5 

3.4 2.6 
4.2 3.5 

3.1 2.9 
4.0 3.9 
5.4 4.6 

7.6 7.7 
5.0 5.0 

5.8 5.7 
8.1 7.8 
9.0 8.5 

4.9 4.2 
4.2 4.0 

4.3 3.8 
4.7 4.7 
5.2 4.6 

1/ INTEREST RATE ON THE FOLLONING INSTRWENTS: LNITED STATES, THREE--M:NTH TREASlRY BILLS; JAPAN, TW)-1...0ffli PRIVATE BILLS; 
FEDERAL REPU3LIC OF GmAANY, FRANCE AN) LNITED KIN:m.1, THREE--M:NTH INTER!WJ< DEPOSIT RATE. 

: N:MINAL INTEREST RATE LESS THE AV'€R)[;E OF THE O-W.OE IN THE Q-.P/GF DEFLATCR AN) THE !XMESTIC DE}JAl',O DEFLATOR • 
.,,, AV'€R)[;E YIELD TO tJATlRITY ON THE FOLLONING BONDS: LNITED STATES, 10-YEAR GOVER»AENT BONDS; JAPAN, GOVERtfv!ENT 7-YEAR BONDS; 

FEDERAL REPU3LIC OF GER#INY, PLBLIC BONDS WITH THREE OR t.Cf(E YEARS TO tJATLRITY; FRANCE, L~TE™ CENTRAL GOVER»AENT BONDS; 
LNITED KIN:m.1, 20-YEAR GOVERt>MENT BONDS. 



SAVIN:. 1/ 

LNITED STATES 
JAPAN 

GERM.ANY, FED. REP. OF 
FRA/ICE 
LNIT ED KI t-GtlC:M 

FIVE ro..NTR I ES 

I NVES1MENT 2/ 

LNITED STATES 
JAPAN 

G~. FED. REP. OF 
FRA/ICE 
lN ITED K It-GtlC:M 

FIVE ro..NTRIES 

E. SAVIN3S N-0 INVESTMENT RATIOS 
( IN PERCENT OF Q.P /G:f>) 

1985 

17.2 
27.:3 

19.7 
17.:3 
21.6 

19.7 

16.5 
28.2 

20.:3 
15.9 
16.1 

19.0 

DATE ;SEPTEM3ER 18, 1986 

1986 1987 

17.8 17.7 
27.8 27.9 

20.6 20.2 
18.7 19.:3 
20.5 20.0 

20.2 20.4 

16. 1 17. 1 
28.1 28.9 

20.2 21. 1 
15.7 16.2 
16.5 17.0 

18.8 19.9 

1/ PRIVATE SECTCR. 
2/ DATA FCR JAPAN N-0 FEDERAL RER.BLIC OF GEJi'!,.W.JY PERTAIN TO VtH:llE EO:N:MY. DATA FCR OTHER ro..NTRIES PERTAIN TO PRIVATE SECTCR. 



F. BAl.#CE Of PA'tMENTS N,O RESERVE 0-W.CES 

AVERAGES CR 
YEAR-<:N-YEAR 0-W.CES 

1985 1986 1987 

a..RRENT NX1J..NT (IN 8ILLICNS OF U.S. OOLLARS, EXCEPT Ir OTHERWISE t-OTED) 

LNITED STATES -117.7 -123.0 -123.0 
JN>AN 49.2 82.7 74.1 

GmMNY, FED. REP. OF 13.3 30.8 25.5 
ffiAN'.::E -0.1 5.5 6.5 
LNITED KI~ 4.9 2.3 -1.3 

FIVE COlNTRIES -50.4 -1.8 -18.2 

a..RRENT >a::oM AS PERCENTN3E OF GP /GCP 

LNITED STATES -2.9 -2.9 -2.7 
JN>AN 3.7 4.1 3.3 

Gm.w-rr", FED. REP. Of 2.1 3.4 2.5 
ffiAN'.::E 0 0.8 0.8 
LNITED KIND:M 1.1 0.4 -0.2 

FIVE COLNTRI ES -0.7 0 -0.2 

MERQWOISE EXPCRTS (fC8) 

LNITED STATES 214.4 227.2 268.6 
JN>AN 174.0 201.9 203.0 

GmMNY, FED. REP. Of 175.0 234.0 259.8 
ffiAN'.::E 100.9 124.1 138.1 
LNITED KIND:M 101.2 108.5 117 .7 

FIVE COLNTRIES 765.5 895.8 987.2 

MERJWOISE IM=lCRTS (F'OO) 

LNITED STATES 338.9 368.0 4e5.2 
JN>AN 118.0 116.2 124.9 

'.;mMN'I', FED. REP. OF 145.7 179.4 201.4 
fRAt>CE 104.2 122.5 135.3 
LNITED KIND:M 103.9 116.4 128.3 

FIVE COlNTRIES 810.7 902.5 995.0 

TR.4DE BAl.#CE (fC8/F08) 

LNITED STATES -124.4 -140.9 -136.7 
JN>AN 56.0 88.7 78.1 

GmMNY, FED. REP. Of 29.2 54.7 58.4 
ffiAN'.::E -3.3 1.7 2.9 
LNITED KIND:M -2.7 -7.9 -10.5 

FIVE COLNTRI ES -45.2 -3.7 -7.8 

DATE :SEPTOOER 18, 1986 



(CXNTil'UED) F. BAL»CE OF PAYMENTS #0 RESERVE Q-W{;ES 

VOLLME OF MERCHAN)ISE EXPCRTS (a-w,r;E, IN PERCENT) 

Lt,JITED STATES 
JAPAN 

Gm.wlY, FED. REP. OF 
FRAN::E 
Lt,JITED KIN'JOO.I 

FIVE ro..NTRIES 

VOLLME OF MERCHAN)ISE IM'U<TS (Q-W{;E, IN PERCENT) 

Lt,JITED STATES 
JAPAN 

.GERWINY, FED. REP. OF 
FRAN::E 
Lt,JITED Klt-GXM 

FIVE ro..NTRI ES 

CAPITAL N::O:UIT, EXCL. RES. 0-CS. (IN BILLIGIS OF U.S. OOLLARS) 1/ 

Lt,JITED STATES 
JAPAN 

GERWINY, FED. REP. OF 
FRAN::E 
Lt,l ITED KI r-.GX:M 

FIVE ro..NTRI ES 

17.E IN LEVEL OF GROSS RESERVES (IN BILLIGIS OF U.S. OOLLARS) 

Lt,JITED STATES 
JAPAN 

G~, FED. REP. OF 
FRAN::E 
Lt,J !TED KI r-.GX:M 

FIVE cx::ufTRI ES 

AVERAGES CR 
YEAR-al-YEAR Q-W,,GES 

1985 

0.8 
4.4 

6.4 
1.7 
6.8 

3.8 

4.5 
0.4 

4.5 
4.9 
5.5 

4.0 

102.7 
-64.5 

-16.1 
2.4 
7 .1 

31.7 

3.9 
0.2 

0.7 
6.4 

-0.2 

11.0 

1986 

5.5 
-3.0 

2.4 
1 .5 
2.2 

2.0 

10.2 
7.4 

8.5 
6.0 
2.7 

8.0 

DATE :SEPTEM3ER 18, 1986 

1987 

11.5 
-8.2 

3.1 
2.5 
2.0 

2.6 

3.9 
7.9 

4.8 
5.7 
5.5 

5. 1 

1/ DATA roJERAGE: THE Lt,JITED STATES, PRIVATE CAPITAL, EXCLUDit\G ERRCRS #0 CMISSIGIS; JAPAN, LCN'..r-TERM CAPITAL; 
FEDERAL REPUBLIC OF GERWINY, EXCLUDlt\G ERRCRS #0 CMISSIGIS. 



.. 
G. EXQ-W,l;E RATES 

DATE :SEPTEM3ER 18, 1986 

. 
1985 1986 1987 1985 Q4. 1986 Q4. 1987 Q4. 

NATlCNi\L a...mocy PER U.S. OOLLARS - l'WINAL 

LNITED STATES 1.00 1.00 1.00 1.00 1.00 1.00 
JAPm 236.74 165.85 152.43 206.93 154.01 151.14 

GEff.W.fr', FED. REP. OF 2.92 2.17 2.01 2.58 2.03 2.00 
FJW..CE 8.99 6.94 6.66 7.88 6.68 6.65 
LNITED K 11',1'.;C0,4 0.n 0.67 0.68 0.70 0.67 0.68 

U.S. OOLLARS PER NATICNi\L a...mOCY - RE"AL 

LNITED STATES 100.0 100.0 100.0 100.0 100.0 100.0 
.JAPm 100.0 141.4 151.3 114.7 152.3 152.3 

GEff.W.fr', FED. REP. OF 100.0 134.5 142.9 113. 7 143.9 143.9 
FJW..CE 100.0 130.3 135.7 114.8 136.9 136.9 
LNITED KI l',l'.;C0,4 100.0 115.4 116. 1 112.6 117 .3 117.3 

:CTIVE (MEFM WEIGiTS) - t0.IINAL 

LNITED srATES 100.0 81.5 78.2 91.5 78.3 78.3 
JAPm 100.0 128.1 136.9 109.0 135.2 138.1 

Gm.1ANY, FED. REP. OF 100.0 110.5 114.9 103.9 113.5 115.8 
FJW..CE 100.0 105.6 105.7 104.5 105.3 105.8 
LNITED KI l',l'.;C0,4 100.0 94.1 89.7 102.1 90.9 89.0 

EFFECTIVE (MEFM WEIG-ITS) - RE"AL 

LNITED srATES 100.0 80.9 n.a 91.2 n.8 n.8 
JAPm 100.0 126.1 132.3 108.3 132.3 132.3 

Gm.1ANY, FED. REP. OF 100.0 109.2 111.6 103.3 111.6 111.6 
FJW..CE 100.0 106.2 106.1 104.8 106.1 106.1 
LNITED KI l',l'.;C0,4 100.0 94.2 91.2 102.4 91.2 91.2 

NJTE: EXQ-W{;E RATES ARE ASSLMED TO REMA.IN ~ED IN RE"AL TERMS (AS MEASI.RED BY Gfl/GY DEFLATffiS) FRCM THE 
LEVEL PREVAILIIIG IN THE TYO WEEKS OOIIIG SEPTEM3ER 5, 1986. 



Of /ice Memorandum 

To: Mr. Gianviti 
Mr. Narvekar 
Mr. Ouattara 
Mr. Shaalan 
Mr. Whit tome 

September 16, 1986 

~ iesner/Mr. Beza 

From: E. Whitely t tJ -
Subject: Managing Director's Note to Interim Committee on Indicators 

Mr. Crockett has asked me to circulate the attached section of 

the Managing Director's note to the Interim Committee under Item Sa of 

the proposed agenda. The note has been prepared in collaboration with 

ETR, and Mr. Crockett, who is away, has dictated additional changes 

to me over the telephone. He would be grateful to receive comments 

by close of business Thursday, September 18. 

Attachment 

cc: Mr. Hood (o/r) 
Mr. Van Houtven 
Mr. Crockett 
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1. 

September 16, 1986 

Issues in the Reform of the International Monetary System 

(Note Submitted by Managing Director) 

I. Indicators of Economic Policies and Performance 

Background 

The communique issued following the April 1986 meeting of the 

Interim Committee contained the following statement: 

••• To improve the multilateral setting for surveillance, the 

Committee asked the Executive Board to consider ways in which its 

regular reviews of the world economic situation could be further adapted 

to improve the scope for discussing external imbalances, exchange rate 

developments, and policy interactions among members. An approach worth 

exploring further was the formulation of. a set of objective indicators 

related to policy actions and economic performance, having regard to a 

medium-term framework. Such indicators might help to identify a need 

for discussion of countries' policies. The Committee noted that increased 

emphasis would be given in the World Economic Outlook to policy inter

actions among industrial countries in order to strengthen the basis for 

assessing the international repercussions of the policies and objectives 

of the major industrial countries, and also to help promote the further 

development of recent initiatives to enhance policy coordination among 

these countries." 

In accordance with the Committee's request, the Executive Board 

held a first discussiop on the use of indicators in implementing Fund 

surveillance on July 14, 1986, on the basis of a staff paper on the 

subject. The World Economic Outlook papers produced subsequently 
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and considered by the Board on September 10-12, were prepared in the 

light of this discussion. 

2. Views expressed by Directors 

Although the two discussions that have taken place in the Board 

have been of a preliminary character, certain broad lines of agreement 

can be discerned. First, it is accepted that the process of developing 

an appropriate role for indicators should be a gradual one: a search 

for too much precision at an early stage would be a mistake. Second, 

indicators must be complemented with judgment: the exercise should not 

be allowed to become mechanistic .• Third, the ultimate objective of 

indicators is to help guide governments' policies into consistent and 

mutually beneficial directions: thus the analysis should not be seen as 

an end in itself. And fourth, no surveillance will be effective unless 

it is grounded in an increased political will to frame domestic policies 

in the light of international considerations. 

It is also agreed that the central focus of surveillance should be 

on how developments in the policies and economic performance of indivi

dual major countries affect the opportunities and constraints faced 

by other countries. The principal point of direct interaction between 

national economies is trade and capital flows. Thus it is these flows, 

and the factors that determine them, that should receive attention in 

the development of indicators and the discussion of international 

economic interdependence. Of course, domestic variables such as demand 

growth, inflation, and the stance of monetary and fiscal policies, have 

a major effect on the international transmission of economic influences. 

It is thus of key importance to examine these indicators also, to assess 
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their sustainability over time and their international compatibility 

across countries. 

Concerning the specific variables to be used in analysis, it is 

accepted that attention needs to be given to real and nominal GDP growth, 

and also to the structure of demand underlying that growth (in particular, 

the relationship between domestic and external demand components). 

Inflation is also viewed as an important indicator, although it is 

recognized that there are different ways of defining inflation that may 

sometimes provide differing impressions of the extent of underlying price 

pressures. Other domestic variables that it was considered useful to 

monitor, included developments in unemployment and the trend of domestic 

saving and investment ratios. 

With respect to the balance of payments, there was no dissent from 

the view that the current account balance should be a primary focus 

of attention. It is clear, however, that information on current account 

balances can usefully be complemented by judgments based on, inter alia, 

data on capital flows and trade balances. Moreover, developments in 

exchange rates are clearly an important indicator; exchange rate volatility 

or misalignment can reveal inconsistencies or divergences in economic 

policies and performance among countries. 

Directors also agreed on the importance of monitoring satisfactorily 

policy variables. In this regard, developments in fiscal deficits and 

rates of growth of monetary aggregates were seen as being of key signifi

cance. Real and nominal interest rates can provide supplemental information 
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on the impact of macro-economic policy, and are also important for their 

direct influence on conditions in foreign exchange markets. It was also 

thought desirable to pay attention to structural policies and trade and 

exchange restrictions, though it was recognized that developments in 

these fields were harder to quantify. 

The various indicators noted above could be brought together in an 

assessment of the sustainability of existing balance of payments patterns 

and exchange rate positions. The staff proposed an analytical framework 

in which the medium-term payments positions projected on the basis of 

current policies and current exchange rates would be compared with balances 

that would be associated with a "desired" setting of domestic policies 

and the savings and investment propensities of the private sector. 

Directors generally felt that this broad approach could be helpful, but 

that it should be applied in a flexible way, to provide scope for judgmen

tal assessments. 

3. Indicators in the World Economic Outlook 

The World Economic Outlook papers considered by the Executive Board 

earlier this month contained a first approach to a more systematic use of 

indicators. The staff attempted to assess the implications for current 

account balances of the existing set of real exchange rates, given 

plausible assumptions about the ·stance of policies and about the growth 

of demand and output. The implications of such a pattern of payments 

balances for tµe buildup of international creditor/debtor positions were 

also explored. 
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Directors generally welcomed the staff analysis and considered 

that it helped sharpen the focus of their discussion of policy inter

actions. They encouraged the staff to continue to develop the analy

tical techniques they had employed. Some Directors expressed the view 

that indicators should be used as a more specific guide for policy 

formulation. They felt that it would be useful to develop "norms" for 

policy indicators, that would both provide guidance for the medium-term 

orientation of policies and also act as a trigger for discussions when 

developments diverged from expectations. On the other hand, some other 

Directors felt that the analytical framework used by the staff was still 

too uncertain to be a satisfactory basis for reaching policy judgments. 

For example, it could be considered that domestic savings/investment 

balances were a largely passive reflection of shifts in external balances 

caused by other factors. If that were so, a focus on the factors deter

mining domestic savings/investment balances would be misplaced in an 

analysis aimed at how to correct external deficits and surpluses. 

4. Issues for the Committee 

These first discussions by the Executive Board of the concept of 

objective indicators and of its initial implementation in the context 

of the World Economic Outlook have highlighted the complexities and 

potential of objective indicators. Guidance from the Committee would 

be particularly helpful at this stage in directing the further work of 

the Executive Board and staff in this respect. 
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A first issue concerns the focus and list of indicators. The 

approach outlined by the staff and generally endorsed by the Board 

stresses that international consistency and compatibility of external 

payments position are the proper focus of surveillance and, thus also, 

of objective indicators. A specific question in this respect concerns 

the usefulness of the concept of savings/investment balances, suitably 

qualified, and of developments in underlying economic variables and 

policies in providing a helpful perspective on causes of external 

payments disequilibria. 

A second issue concerns the use of indicators. The purpose of 

objective indicators is to strengthen the process of multilateral 

surveillance, helping influence governments to adopt policies bene

ficial not only to themselves but also to the international community. 

A specific question in this context is whether there is a greater role 

for "norms" in evaluating the development of policy indicators. 

A third issue concerns the possible role of indicators in the 

implementation of bilateral surveillance under Article IV. Indicators 

could help assess the consistency of national forecasts and objectives, 

both internationally against the objectives of other countries and, 

internally, against the policy measures used to reach those objectives. 

A question which could be addressed in whether the greater specificity 

and quantification implied by the use of objective indicators could help 

strengthen the process of bilateral consultations as well. Apart from 

the issue of whether "norms" should be developed, the question could also 

be considered of whether developments in those variables and policies 
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used as objective indicators could help strengthen the continuous 

monitoring of members' policies and of their effects. 

A fourth issue is whether the use of indicators in the context of 

the World Economic Outlook should be extended to countries outside the 

major industrial group. 

This list of issues is by no means exhaustive, and Committee 

members may also wish to comment on related matters of particular 

interest to them or their constituencies. 
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To: Mr. C. David Finch 
1986 SEP -8 AM IQ: 0 7 

September 5, 1986 

From: Fran~ois Gianviti 

Subject: Termination of Enhanced Surveillance for a Member Country 

I have the following comments on your draft of August 28, 1986: 

1. Termination of enhanced surveillance can take place in the 
following circumstances. 

(a) Enhanced surveillance will be terminated when the period 
for which it was approved expires. 

(b) As the Fund is performing a service at the request and 
for the benefit of the member, the member can decide to terminate enhanced 
surveillance at any time. 

(c) An existing procedure would also be terminated if the Fund 
should approve a new request from the same member for enhanced surveillance. 

(d) Approval of a request by the member under enhanced sur
veillance for use of the Fund's resources would in some cases supersede 
the prior decision approving enhanced surveillance, but it is preferable 
to clarify the member's intentions in this regard. For example, enhanced 
surveillance would normally be terminated or suspended when the member 
uses Fund resources under an upper credit tranche stand-by or an extended 
arrangement. This would not be the case for a SAF arrangement, because 
SAF arrangements are subject to first credit tranche conditionality and 
hence do not provide for performance criteria and phasing on the basis of 
which the Fund's certification of purchases assists members with commercial 
banks and other creditors. The same point applies also to first credit 
tranche purchases and arrangements. 

(e) In certain circumstances, the Fund can terminate enhanced 
surveillance without the member's consent. 

Such would be the case when it has become impossible to implement 
the agreed procedure, for instance because the member is not cooperating 
in the preparation of the staff reports for the purposes of enhanced 
surveillance (such as by refusing to receive Fund missions) or because the 
member fails to present a quantified policy program. 

The Fund could also terminate enhanced surveillance if the MYRA 
itself has been terminated, since the basis for enhanced surveillance 
would then have disappeared. If, however, in spite of negative appraisals 
by the Fund staff, the member's creditors did not take any action to 
terminate the MYRA, the Fund would not be justified to terminate enhanced 
surveillance. 
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A more difficult question is whether an adequate program is 
a condition, at all times, for the continuation of enhanced surveillance. 
Obviously, an adequate program is a condition for the initial decision to 
approve the member's request for enhanced surveillance, but the Fund has 
not yet considered whether this condition should continue to apply after 
the initial decision. 

Unsatisfactory performance under a program would not justify the 
termination by the Fund of enhanced surveillance. The Fund would not 
observe the obligation that it has undertaken when it approved the member's 
request for enhanced surveillance,if it terminated the procedure against 
the wishes of the member because the member's policies have deteriorated. 

(f) Enhanced surveillance should not be terminated by the 
Fund solely at the request of the member's creditors. If, however, the 
creditors terminate the MYRA, it would justify the termination of 
enhanced surveillance by the Fund. 

Different from a request by the creditors is the question of 
the creditors' consent to the termination of enhanced surveillance. From 
the point of view of the Fund, the consent of the member's creditors is 
not required for the termination of enhanced surveillance. At the same 
time, the member may be in default to its creditors under the MYRA if the 
continuation of enhanced surveillance was a condition under the MYRA. 

2. When the member notifies the Fund of its decision to terminate 
enhanced surveillance, the Board should be informed of the termination, 
but no Board decision is necessary. In contrast, a Board decision is 
required in cases of termination or suspension at the initiative of the 
Fund. 

3. At present there is no decision of the Fund under which a member 
may make Fund documents on its use of Fund resources available to creditors. 
If such an authorization were desired by the member, a request to the 
Executive Board would be appropriate. 

cc: Mr. Whittome 
;/Mr• Wiesner 

Mr. Narvekar 
Mr. Ouattara 
Mr. Shaalan 
Mr. Beza 
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Of /ice Memorandum i I -· ,I " j_,l··' 

TO: Mr. Beza DATE: September 4, 1986 

FROM: 0. Ev~W,.,..~/ 

SUBJECT: Impact of Liberalization of Agricultural Policies 
in Industrial Countries 

As requested, I have looked into the question of the likely 
impact of a broad-based liberalization of agricultural policies in 
industrial countries. This note provides an initial response, which I 
shall supplement when various World Bank research papers on agricultural 
policy issues reach my desk, as has been promised to me. 

The first question is the extent of protection of agriculture 
in industrial countries. The simplest measure is the so-called "nominal 
protection coefficient (NPC)"--the ratio of the domestic price to the 
border price for a given country and commodity. Because of a variety of 
measurement difficulties, and because industrial country agricultural 
policies influence both domestic and world prices, these figures need to 
be interpreted cautiously. Nevertheless some conclusions can be drawn 
from NPC figures, which are shown in the attached table. First, dairy, 
rice, and sugar farmers receive generous support in most industrial 
countries. Second, Japanese and European farmers are the most highly 
protected in industrial countries, with those in the United States 
receiving considerably less protection. These figures do not permit 
firm conclusions about the impact of across-the-board liberalization of 
agricultural policies, as such liberalization would not only equalize 
domestic and border prices but would also markedly influence world 
prices as well. Nevertheless it is clear that European and Japanese 
farmers would have more to lose. 

One major study of the potential effects of agricultural 
liberalization was conducted by Valdes and Zietz . .!_I It examined the 
results of a hypothetical 50 percent reduction across the board in 
tariffs and other trade barriers on 99 agricultural commodities in 17 
OECD countries, based on data for 1975-77. Subject to the usual quali
fications, the results were that LDC export earnings would rise by about 
11 percent above the control solution, or by enough to finance close to 
40 percent of LDC cereal imports. The major increases in industrial 
country agricultural exports would occur in the United States, Canada, 
Australia, and New Zealand, while France and Italy would experience a 
substantial reduction in agricultural exports. In addition, Japan, 
Germany, the United Kingdom, and Italy would undergo a substantial 
increase in the value of agricultural imports. Since the extent of 
protection for agriculture has increased substantially since this study, 
one would expect that the results of a similar study on more current 

1/ A. Valdes and J. Zietz "Agricultural Protection in OECD 
Countries: it's Cost to Less Developed Countries" Research Report 21 
International Food Policy Research Institute, December 1980. 

.J' 
' ' . 
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data would indicate even more pronounced effects. The qualitative mes
sage is clearly that the chief beneficiaries (in terms of increased 
exports or reduced imports) of a large scale liberalization of agricul
tural trade would be the LDCs, the United States, Australia, New 
Zealand, and Canada, at the expense of Europe and Japan. 

A later study by the same authors 1/ examined the potential 
effects of trade liberalization in wheat, maize, beef, and sugar. The 
results indicated that trade liberalization in cereals would likely lead 
to a net welfare loss for LDCs as a whole--though particular countries 
would of course gain. Most of the gains from trade liberalization in 
cereals would accrue to the United States, Canada, and Australia, at the 
expense of the EC countries. Trade liberalization with respect to sugar 
and beef would by contrast yield substantial welfare benefits to LDCs, 
with the benefits from trade liberalization in sugar going to LDCs 
almost exclusively. Among the developed countries, Australia and the 
United States would have by far the most to gain from trade liberaliza
tion in beef. The changes in the pattern of exports and imports across 
industrial countries would be qualitatively similar to the earlier 
study. 

Another major study 2/ was prepared for the 1986 World 
Development Report. This paper-simulated the effects of unilateral trade 
liberalizations by individual countries or groups of countries, as well 
as of simultaneous liberalization by both industrial and developing 
countries. In particular, the authors examined unilateral liberaliza
tion by the EC, Japan, and the United States; multilateral 
liberalization by all industrial countries and global liberalization. 
In all cases, the volume of world trade would rise and in most cases 
world prices would rise. However, the study indicates that U.S. 
agricultural liberalization would reduce world prices slightly because 
ending acreage controls would increase output of grains and rice. It is 
not clear what assumptions were made in the liberalization scenarios 
about the disposition of current U.S. and European excess agricultural 
stocks. If liberalization entailed the disposal of these stocks on the 
world market, presumably over an extended transition period, then one 
would expect agricultural prices to be substantially lower than other
wise over this period. The study indicates that the main beneficJaries 
of liberalization would be the liberalizers themselves. Unfortunately, 
but perhaps not surprisingly, the World Development Report does not tell 
us about the distribution of the effects as between different groups of 
industrial countries. Nevertheless, the efficiency gains to industrial 

1/ "The Costs of Protectionism to Developing Countries: an Analysis 
for Selected Agricultural Products" World Bank Staff Working Paper 
No. 769, January 1986. 

2/ Tyers, R. and Anderson, K. "Distortions in World Food Markets: a 
Quantitative Assessment", background paper prepared for the 1986 World 
Development Report. Thus far, I have only the Development Report 
citations of this study; the detailed document itself will apparently be 
made available soon. 
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countries as a whole from a liberalization of their own agricultural 
policies are calculated at $~9 billion (1980 prices). J_I 

In sum, the available studies, though subject to various 
qualifications, provide support for the judgement that a substantial 
liberalization of industrial country agricultural policies would be 
likely to produce substantial welfare gains for the world economy as a 
whole. Because of the inherent inefficiencies of these programs, much 
of the welfare gains would accrue to the liberalizers themselves though 
there would be losers as well as gainers. The pattern of world agricul
tural trade would be shifted in the direction of common sense notions of 
comparative advantage, with Japan and Europe producing and exporting 
less, and importing more, while the LDCs as a group--with individual 
country exoeptions--together with the United States, Canada, Australia, 
and New Zealand would export more and import less. 

The studies which have been conducted, while the best avail
able, are necessarily open to various criticisms since they rely largely 
on numerical simulation of large theoretical models with assumed parame
ters. The results compare a constructed post-liberalization equilibrium 
with the pre-liberalization position, and thus do not seem to address 
directly the issue of how to dispose of existing surplus stocks of 
agricultural oommodities--a question which would be at the forefront of 
any actual negotiations. 

Attachment 

co: Mr. Hernandez-Cata (o/r) 
Mr; Horiguohi (o/r) 

1/ The Report notes that this is almost twice annual ODA spending by 
these countries over the 1980-8~ period. 



Table 1. Nominal Protection Coefficients for Producer and Consumer Prices 
of Selected Commodities in Industrial Countries, 1980-82 

Wheat Coarse Grains Rice Dairy Sugar 
Producer Consumer Producer Consumer Producer Consumer Producer Consumer Producer Consumer 

NPC NPC NPC NPC NPC NPC NPC NPC NPC NPC 

Australia 1.04 1.08 1.00 1.00 1 .15 1. 75 1.30 1.40 1.00 1 ,40 

Canada 1.15 1. 12 1.00 1.00 1.00 1.00 1.95 1.95 1. 30 · · 1. 30 

EC 1/ 1.25 1.30 1.40 1.40 1.lJO 1.40 1.75 1.80 1 .50 1. 70 

Other 
Europe 2/ 1. 70 1. 70 1.45 1. 45 1.00 1.00 2.40 2.40 1. 80 1 .• 80 

Japan 3,80 1.25 4.30 1.30 3,30 2.90 2.90 2.90 3.00 2.60 

United States 1.00 1.00 1.00 1. 30 1.00 2.00 2.00 1.40 1.40 

Weighted 
average 11 1.19 1.20 1. 11 1.16 2.49 2.42 1. 88 1. 93 1.49 1.68 

Source: world Bank World Development Report 1986, pp. 112 and 113. 

1/ Excluding Greece, Portugal, and Spain. 
2/ Austria, Finland, Norway, Sweden, and Switzerland. 
J/ Also including New Zealand. 
4/ Also including beef and lamb and pork and poultry, 

"\ 

Weighted Average 4/ 
Producer Consumer-

NPC NPC 

1.0lJ 1.09 

1. 17 1.16 
.p. 

1.54 1.56 

1. 84 1.81 

2.44 2.08 

1.16 ~ 

1. 40 1.43 

, 



To: Mr. Finch August 29, 1986 

From: L. A. Whittome/ flt/ 
Subject: Termination of Enhanced Surveillance for a Member Country 

Thank you for your draft memorandum. The problem is a real 
one and the draft makes a sensible effort to confront it. I realize 
your memo is an attempt to put together an interim answer in advance of 
the upcoming Board discussion, but even so it could with advantage push 
the thinking further. 

(1) First I think that clarity would be helpful if the draft were 
to separate what in my mind are the three broad reasons which might lead 
to a desire to discontinue enhanced surveillance: 

(a) restoration of normal relations with creditors, 
so making enhanced surveillance unnecessary; 

(b} patent noncooperation with the Fund; or 
(c) use of Fund resources. 

Virtually all of your draft is concerned with a member who 
subsequently makes use of Fund resources, whereas the most difficult 
case is that of noncooperation. I do not mean to suggest that the memo 
at this stage should seek to cover all eventualities, but virtual 
silence begs a lot of questions. Noncooperation could either be taken 
as meaning not following the procedures for enhanced surveillance (as 
apparently is the case with Venezuela) or following the procedures but 
continually ignoring the substance, e.g. the policy recommendations. In 
these circumstances, there is an important prior legal question of 
whether the Fund could unilaterally decide to cease enhanced 
surveillance even if the member were to say that it wanted it 
continued. There is also the further practical question of whether the 
Board would decide to discontinue enhanced surveillance for reasons of 
noncooperation if in fact the authorities were to argue for its 
continuation. 

Then there are a series of questions concerning the legal and 
practical implications that would arise if a member were to seek 
unilaterally to terminate enhanced surveillance. This could either be 
because the member considered that normal creditor relations had been 
restored or because it preferred termination to noncooperation. 
Presumably the Board could take a legal decision that in essence would 
acquiese to the request. This might, however, leave the commercial 
banks unhappy but that presumably should be treated by us as a matter 
for the member and the banks unless the banks had grounds for arguing 
that they were misled by the seeming permanence of enhanced 
surveillance. 
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As regards termination because -the member makes use of Fund 
resources, some questions come to mind: {a) should we refer to the fact 
that use of resources "is requested" or "is granted"? {b) Does use of 
resources apply equally to SBAs, CFFs, and SAFs? In my own mind, I 
would see a difference between SBAs and CFFs, with SAFs probably needing 
to be classified with SBAs, anyway for the time being! 

(2) The provision of Fund documents to commercial banks after the 
termination of enhanced surveillance is a separate issue. Once enhanced 
surveillance has ended, strictly speaking the Fund's obligation to 
prepare reports that can be transmitted to the banks has also ended; 
there are 'l?Y definition no "enhanced surveillance papers." However, we 
will continue to be faced with the long standing problem of the fact 
that consultation and stand-by papers are in some cases made available 
to the banks and this practice may grow as banks have become accustomed 
to receiving Fund papers. As you note, in the case of new stand-by 
arrangements, provision of documents may be crucial to obtain new bank 
money, and this practice may be very difficult to contain. 

cc: Mr. Gianviti 
Mr. Narvekar 
Mr. Ouattara 
Mr. Shaalan 
Mr. Wiesner/Mr. Beza 
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Attached for the information of the Executive Directors is a 
paper introducing an extension of the information notice system to countries 
without monthly or quarterly price data. Information notices for Djibouti 
and the United Arab Emirates are attached. 

Mr. Belanger (ext. 8671) is available to answer technical or 
factual questions relating to this paper. 
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I. Introduction 

CONFIDENTIAL 

The system to monitor developments in real effective exchange rates 
was established in July 1983. Under that system, significant changes in 
real effective exchange rates have been brought to the attention of 
Executive Directors both through quarterly reports and, in cases of 
changes in real effective exchange rates in excess of 10 percent since 
the last Board consideration of a member's exchange rate policy, through 
information notices which analyze and assess recent developments and 
policies. Six information notices were issued in 1983, 19 in 1984, 30 
in 1985 and 37 so far in 1986. 

At present, real effective exchange rates are monitored for 128 
currencies, including the currencies of 83 percent of Fund members. 1/ 
Although Directors have noted on earlier occasions the importance of 
making the coverage of the system as comprehensive as possible, 2/ for 
26 members, real effective exchange rates are still not available. For 
most of these countries, monthly or quarterly price data either are not 
available or are not considered sufficiently reliable or timely to be 
used for precise calculations of real effective exchange rates. 

1/ Real effective exchange rates are also calculated for the 
currencies of Hong Kong and Switzerland, which are not members of the 
Fund. The real effective·exchange rate is monitored separately for the 
currency of the Netherlands Antilles. 

2/ See, for example, the "Chairman's Summing Up at the Conclusion of 
the Review of the Document "Surveillance Over Exchange Rate Policies" 
and Annual Review of the Implementation of Surveillance," SUR/84/32 
( 3/23/84). 
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II. Extension of Monitoring System to Countries 
Without Monthly or Quarterly Price Data 

For most of the members for which real effective exchange rates are 
still not available, usable or up-to-date price indices or precise 
estimates are not thought likely to become available in the near 
future. Further improvements in the coverage of the monitoring of real 
effective exchange rates can nevertheless be achieved by modifying the 
current system to allow for less precise or exact monitoring. Although 
less precise, the extended monitoring described below will improve the 
Fund's monitoring of exchange rate developments, allowing for the 
monitoring to be applied more uniformly to all members, and help 
highlight for those members whose currencies are added to the system 
significant changes in their real effective exchange rates. 

For those countries without appropriate price data, movements in 
real effective exchange rates for their currencies relative to the 
10 percent appreciation/depreciation thresholds will be monitored on the 
basis of developments in nominal effective exchange rates and judgmental 
assessments of inflation relative to trading partners. The judgment 
concerning the likely range of inflation in each of these countries will 
be based, inter alia, on the past inflation performance of the country 
itself, the projected rate of inflation at the time of an earlier 
consultation, the evolution of money and credit aggregates, and other 
relevant information available to the staff. 

The decision to issue an information notice in these cases will 
thus involve a greater element of uncertainty (which would be spelled 
out in the information notice) than is the case for countries with up
to-date price data. In order to avoid issuing information notices when, 
in retrospect, none would have been needed, it will also be necessary to 
delay issuing such notices until it is quite clear, on the basis of 
reasonable judgments concerning inflation, that the 10 percent 
appreciation/depreciation threshold has been exceeded. lJ 

lJ In practice, for all currencies for which a nominal effective : 1 

exchange rate is calculated at present, an implied rate of inflation can 
also be calculated which, given rates of inflation in trading partners, 
would keep the real effective exchange rate within the 10 percent ;s 
threshold (see Annex). Monitoring will apply in the first instance to A 
this implied rate of inflation. When this implied rate of inflation .,q 
moves away from the judgmental assessment. of the likely rate of !'.:;. 

inflation, a further review of this latter assessment will provide the·;;, 
basis to decide whether an information notice is warranted. .'1 

Also, in the absence of exact or precise estimates of inflation, ,8 

the quarterly reports on "Indicators of Real Effective Exchange Rates" 
still will include only nominal effective exchange rate data for these ... 
countries. 

' "' 
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Monitoring on this basis will expand the coverage of the informa
tion notice system to the currencies of 25 more members (listed in the 
Annex). Monitoring would still not apply to Democratic Kampuchea, for 
which the trade data necessary to calculate nominal effective exchange 
rates are not available. 

The initial experie~ce with the extended monitoring system will be 
examined in detail on the occasion of the next annual review of sur
veillance. 

III. Information Notices for 
Djibouti and the United Arab Emirates 

For two countries, Djibouti and the United Arab Emirates, develop
ments in the nominal effective exchange rates for their currencies and 
rates of inflation in trading partners suggest that the real effective 
exchange rates for their currencies have changed by more than 10 percent 
since the date of the most recent Board discussion of exchange rate 
developments and policy in these countries. The Djibouti franc and 
U.A.E dirham have likely depreciated by more than 10 percent in real 
effective terms since the last Board discussion of their exchange rate 
policies. For these countries, the present paper constitutes an 
information notice. 

Djibouti 

The Djibouti franc is pegged to the U.S. dollar and has depreciated 
by 20.8 percent in nominal effective terms between June 1985 when the 
most recent Article IV consultation with Djibouti was concluded and May 
1986. 1/ The impact of this depreciation on the real effective exchange 
rate, ti'owever, is likely to have been offset in part by the acceleration 
of inflation in 1985, which is estimated to have increased sharply to 
about 12 percent by the end of the year following several years of price 
stability. 2/ The rate of inflation from June 1985 through May 1986 
nevertheless" likely remained below the rate which would have prevented 
the real effective exchange rate from depreciating by more than 
10 percent (see Annex). The depreciation of the franc since early 1985 
has reversed about half of the appreciation in nominal effective terms 
(of nearly 90 percent) recorded since the late 1970s. 

Growing domestic and external imbalances have been increasingly 
apparent in Djibouti in recent years. In particular, since 1982, growth 
has been negligible while both the fiscal position and balance of 
payments deteriorated sharply. In concluding the most recent Article IV 
consultation with Djibouti in June 1985, Executive Directors noted the 
significant appreciation of the franc, along with the U.S. dollar, 
relative to the currencies of trading partners. In acknowledging the 
special nature of Djibouti's exchange system, Directors stressed the 

If Chairman's summing up circulated as SUR/85/67 (6/20/85). 

2/ Based on the price index for expatriates living in Djibouti. 
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need for early and sustained efforts in implementing financial policies 
consistent with the maintenance of Djibouti's financial system and 
liberal exchange arrangements. 

Developments in 1985, which reflected a further intensification of 
domestic and external imbalances, and the authorities' policy inten
tions, including exchange rate policy, are reviewed in detail and 
appraised in the recently issued staff report for the 1986 Article IV 
consultation (SM/86/159, 7/1/86). The Board discussion concluding the 
consultation has been tentatively scheduled for August 27, 1986. 

United Arab Emirates 

The U.A.E dirham is formally pegged to the SDR although, in 
practice, the dirham has maintained an unchanged relationship with the 
U.S. dollar since November 1980. The dirham has depreciated in nominal 
effective terms by 14.7 percent between July 1985 when the most recent 
Article IV consultation with the United Arab Emirates was concluded and 
May 1986. 1/ Prices in the United Arab Emirates have been declining in 
recent years (at an estimated average annual rate of 3-4 percent from 
1983 to 1985). Unless this trend was reversed sharply in the last few 
months, the nominal effective depreciation of the dirham since mid-1985 
resulted in a depreciation in real effective terms well above 
10 percent. 

Following a period of rapid expansion financed by rising oil 
revenues, since mid-1982 the authorities have directed their efforts to 
adjusting the economy to a steep decrease in oil receipts. In particu
lar, total budgetary outlays were cut by approximately one fourth 
between 1981 and 1984; the resulting decrease in imports and capital 
outflows helped maintain the balance of payments in a comfortable 
position in 1984. In concluding the most recent Article IV consultation 
with the United Arab Emirates in July 1985, Executive Directors 
indicated that a restrained fiscal policy stance was appropriate and 
necessary. Directors, however, also noted that the slowdown in economic 
activity had highlighted the extent to which activity in the non-oil 
sector remained dependent on government expenditure and suggested that 
the authorities might wish to explore the role of exchange rate policy 
in encouraging autonomous development of private sector activity. 

The policy of containing budgetary outlays was continued in 1985; 
however, the overall budget deficit rose because of the fall in oil 
revenues. For 1986, in light of the developments in the oil markets, 
the authorities have announced a further 15 percent reduction in 
government outlays. The policy of fiscal retrenchment has helped 
maintain the balance of payments in surplus in 1985 and a surplus is 
forecast in 1986 as well. However, private sector activity has remained 
subdued. 

1/ Chairman's summing up circulated as SUR/85/82 (7/24/85). 
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The staff considers that the depreciation of the dirham in nominal 
effective terms since early 1985, which has reversed about half of the 
appreciation (of nearly 60 percent) recorded since the late 1970s, is 
appropriate as it will help restrain the demand for imports and promote 
a more efficient allocation of resources, thus promoting activity in the 
tradeable goods sector. 

b. 
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Calculation of Implied Rates of 
Inflation Consistent with Movements in 
Real Effective Exchange Rates of Less 

Than 10 Percent 

ANNEX 

For each currency for which a nominal effective exchange rate is 
calculated at present, implied rates of inflation can be calculated 
which, given rates of inflation in trading partners, would keep the real 
effective exchange rate within the 10 percent appreciation/depreciation 
threshold. The relevant numerical information underlying the calcu
lation of these implied rates of inflation is shown in Table 1 for the 
period through May 1986 for those countries for which only nominal 
effective exchange rates have been monitored so far under the 
Information Notice System. 

For each country, the first two columns show the type and date of 
the latest Board consideration, column 3 shows the change in the nominal 
effective exchange rate for the country's currency from the date of the 
latest Board consideration through the most recent month for which 
information is available, and column 4 shows the rate of inflation in 
trading partners during the same period. Column 5 shows the annual rate 
of inflation below which the real effective depreciation would exceed 
10 percent while column 6 shows the annual rate of inflation above which 
the real effective appreciation would exceed 10 percent. Thus, an 
estimated rate of inflation outside the range shown in the table would 
indicate the need for an information notice. The width of the range 
indicated in the table is determined by the length of time elapsed since 
the date of the latest Board consideration. The 10 percent real 
appreciation/depreciation margin is reflected, pari passu, in a 
20 percentage point range between the lower and higher estimated price 
levels keeping the real effective exchange rate within the 10 percent 
appreciation/depreciation threshold. This 20 percentage point range 
between estimated price levels translates into a range of annualized 
rates of inflation of, for example, 20 percent in cases where a full ,r 
year has elapsed since the latest Board consideration and 40 percent 
when only six months have elapsed. 

w 
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Table 1. Countries for which Real Effective 
Exchange Rates are not Monitored 

Range of In-
Change From Latest flation Rates 
Board Consideration Keeping the 

Through Mai 1986 Real Effective 
Nominal Exchange Rate 

Latest Board Effective Trading Within the 
Consideration Exchange Partner 10 Percent 

Type J:j Date Rates Prices Threshold lJ 

African Department 
Algeria C 9/85 -9.8 3.3 4,8 41.4 
Benin C 4/86 -o.s 0.2 -69.2 242.3 
Cape Verde C 3/85 -7 .o 7.7 3.7 23.1 
Chad C 6/86 
Comoros C 6/86 

* Djibouti C 6/85 -20,8 2.2 17. 7 46.4 
Equatorial Guinea R 6/86 
Guinea C,R 2/86 -2.3 0,5 -26.4 64.1 
Guinea-Bissau C 9/85 -26.3 4.7 44.8 95.S 
Mozambique C 7/85 -2.0 6.3 -2.9 23,7 
Sao Tome & Principe C 11/84 -5.5 9,0 2.6 17.2 

Asian Department 
Bhutan C 8/85 -1.9 2,7 -7. 7 20.7 
Kampuchea, Dem, C 10/73 
Lao, P,D, Rep. C 1/86 -3.9 -18.0 49.9 
Maldives N 3/86 -4.1 0.1 -31.1 129.5 
Viet Nam C 7/86 

Middle Eastern De12artment 
Afghanistan C 1/86 -7.o o.3 -8.8 66.7 
Iraq N 11/82 6,6 35 .o 3.9 9.9 
Lebanon C 4/86 -17.3 0,2 186,0 3,052.6 
Libya N 5/86 
Oman C 6/86 
Qatar C 2/86 -4.2 0.3 -21.3 75.7 
Syrian Arab Rep. C 2/86 -3.2 o.7 -23. 2 71.3 

* United Arab Emirates C 7/85 -14.7 2.0 9.2 38.9 
Yemen Arab Rep. N 1/86 -8.8 0,4 -2.4 78.1 
Yemen P,D, Rep, C 6/85 -18,8 2,8 15.3 43.5 

1/ C: consultation; N: notification of change in exchange system; R: use of Fund 
resources. 

2/ Annual rate, from date of latest Board consideration through May 1986. Lower 
ena' of range would keep the real effective depreciation less than 10 percent; higher 
end of range would keep the real effective appreciation less than 10 percent. A rate 
of inflation outside the range specified would indicate the need for an information 
notice. 

* Indicates countries for which estimated rate of inflation would indicate a change 
of more than 10 percent in the real effective exchange rate. 
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August 22, 1986 

In connection with a recent memorandum on Zambia in which the 
staff recommended that we go along with the authorities' request to 
change the pricing method in the Zambian foreign exchange auction from 
the marginal pricing approach to the Dutch-bid approach, you posed two 
questions: (1) are there good substantive reasons for having a bias 
against Dutch auction systems, and (2) if not, should the guidelines on 
multiple currency practices be revised to permit such auctions. 

As is well-known from theory and empirical observation, in a 
competitive market for a homogeneous good one price clears the market at 
any point in time; arbitrage is sure to obtain this result. In foreign 
exchange auctions, the equivalent pricing principle is the marginal 
price approach, in which foreign exchange is sold to all participants at 
the lowest bid price that exhausts the available supply. In a Dutch 
auction or "multiple price" approach, in contrast, each bidder pays the 
price actually bid, with foreign exchange sold at different, declining 
prices until the available supply is exhausted. Three reasons are 
sometimes adva,nced for preferring the Dutch pricing method: (a) that 
this pricing system best approximates the actual working of pricing 
behavior in competitive markets; (b) that the Central Bank earns profits 
derived from the margin between the price it buys and sells foreign 
exchange; and (c) that the appropriation by the Central Bank of the 
consumer surplus discourages inflated bids for foreign exchange and 
thereby reduces the possibility of the exchange rate being forced to an 
artificially depreciated level. 

However, it would not seem accurate to view the Dutch auction 
pricing as the natural method of competitive market pricing; quintes
sentially, an auction is based on price determination at one point in 
time. The other two advantages claimed for a Dutch auction presuppose 
that it is possible to enforce price discrimination in markets for a 
homogeneous and eminently resaleable commodity, such as foreign 
exchange. This is normally not possible, of course. Indeed, bidders in 
the auction have a powerful incentive to collude.in their bids in order 
to appropriate for themselves the consumer surplus sought by the Central 
Bank. The Dutch auction-system, therefore, tends to drive actual 
bidding into informal fora and markets other than the official auction, 
converting the official auction into a recording mechanism for the 
results of negotiations already concluded between participants, and 
potentially diverting foreign exchange away from the official market. 
If, against expectations, the Dutch auction method were actually to 
result in effective and sustained differential pricing of foreign 
exchange sales, adverse allocative efficiency repercussions would ensue 

II 
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from the wedge driven between the cost of obtaining foreign exchange for 
imports and the price received for foreign exchange derived from exports 
(the latter being set by the Central Bank at some "fixing rate" approxi
mating the marginal price). 

There is reason, therefore, to expect that a Dutch auction 
approach will not result, over time, in effective price discrimina
tfon. This is confirmed by the experience of the Fund in conducting 
auctions for the sale of part of its gold holdings in the 1970s; at the 
time, the Fund concluded that there was little difference in outcome 
between auctions conducted under the Dutch and marginal pricing 
arrangements. This is further confirmed by alternating use of either 
pricing arrangement in Jamaica in 1984. 

There is little doubt that a Dutch auction to the extent that 
it does give rise to a spread between exchange rates in excess of 
2 percent constitutes a multiple currency practice. However, there 
seems to be no occasion to revise the guidelines on multiple currency 
practices to permit such auctions, since this already is the approach we 
now follow. The reasoning has been that, while a Dutch auction may be a 
somewhat inefficient method in comparison with the marginal price 

'approach, an auction with the Dutch pricing method is still a very 
significant advance over previous methods of determining the exchange 
rate in certain countries, and would therefore be temporarily approved 
by the Fund to the extent that it does give rise to excessive spreads 
(which, in fact, normally don't arise since collusion will have worked). 

Thus, in summary, the Dutch auction method for conducting / ~~
foreign exchange sales seems to be a less efficient method than the 
marginal price method. 

cc: The Managing Director (o/r) 
Mr. Ouattara 
Mr. Brown (o/r) 
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Office Memoran.dum 

TO: Mr. Brau August 22, 1986 

FROH: Poul M. Thomsen f.("'~· 
SUBJECT: Comments ·on Draft Memorandum ·cm·nutc:h Auctions 

I agree with the main conclusions in your memorandum. In 
particular, it is not correct to justify the dutch auction sys 4em by 
claiming that "real" markets do not set a single price but a range of 
prices. At a given point in time, differences in prices in a perfectly 
homogenous market like the foreign exchange market must reflect market 
imperfections such as geographical dispersion of markets which clearly 
lends no justification for the dutch auction system. I also agree with 
your conclusion that the staff should take a pragmatic approach and not 
object to a "dutch auction system" if the authorities insist on it 
because experience with these systems has shown that the spread between 
the highest and the lowest successful bid is not very large. However, 
notice that this might reflect that collusion has taken place. Thus, 
you rightly mention at the beginning of your memorandum that there is a 
larger incentive to collude under a dutch auction system, and the 
observation that the spreads have proved to be low might reflect that 
bidders have been getting together before an auction in which case we 
should not take the pragmatic approach. 

It is often .argued that speculative pressure on the exchange 
rate will be less under a dutch auction system than under a marginal 
pricing system. There is some truth to this, reflecting a "flaw" in the 
auctioning systems that we are setting up. Under "real" auction 
systems, the bidder knows the market clearing price when he submits his 
bid. This is certainly the case at Sotheby's but it is also an 
assumption that is carried over into economic theory: in the Walrasian 
model there is no trading at nonequilibrium prices as the auctioneer 
"calls out" prices; collects information on supply and demand; a·nd does 
not allow trading before he has struck the equilibrium price (this is 
the famous "price tatonnement assumption"). Thus, everybody will be 
stating their demand knowing the equilibrium price. 

This is not the case in the type of auctions that we are 
setting up where bidders get "one shot at it" only, as they are required 
to submit sealed bids before the auction commences. When the bidder 
does not know the equilibrium price before he bids, he might find that 
he is unsuccessful because he bid below the equilibrium price and he 
might also find that he would have been willing to bid higher if he had 
known the equilibrium price. To avoid such an outcome, the bidder in a 
marginal-pricing-auction might believe that he can secure a successf~l 
bid by bidding high without pushing up the market clearing rate (knowing 
that his bid is small compared to the size of the market). However, 
such behavior by several bidders will mean that the equilibrium rate 

\. 
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will indeed increase. The dutch auction system was introduced to 
discourage such behavior. 

The flaw in this argument is that while the currency might 
depreciate in a single auction if all bidders try to secure a successful 
bid by bidding high assuming that nobody else does the same, bidders 
will soon find that the rate is sliding beyond what they are willing to 
pay and the demand then will be reduced in the following auctions. 
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The Chairman's Sum.ming Up at the Conclusion 

SUR/86/77 

CONFIDENTIAL 

Augu_st 1, 1986 

of the Discussion on Surveillance - Indicators 
Relating to Policy Actions and Ec·onomic Performance 

Executive Board Meeting 86/115 - July 14, 1986 

General Comments 

In presenting their views today Directors generally organized their 
remarks around the three subject areas identified in the staff paper, 
namely, the analytical focus of the proposed approach to surveillance, 
the nature of the indicators to be used, and the proposed procedures. 

In these short closing remarks I will follow the same order, although 
I will begin by noting several points of a more general character that 
deserve emphasis. First, in welcoming today's discussion on the staff 
paper--which was considered to be of high quality--many speakers under
lined its preliminary character. They noted that the process of developing 
an appropriate role for indicators in Fund surveillance would have to 
evolve gradually, and that it would be a mistake to be too precise or to 
stress operational aspects at this early stage. Second, several Directors 
stressed, as they have on earlier occasions, the paramount need for 
political will if surveillance is to be effective. As a third general 
point, many Directors emphasized a point made in the staff paper, namely, 
that the use of indicators in surveillance should be a useful complement 
to broad-based judgmental analysis. A fourth general point is that the 
purpose of the indicators exercise is, as most Executive Directors said, 
to strengthen the process of multilateral surveillance in order eventually 
to influence governments so that they will not pursue policies that would 
be harmful to the international community at large. The indicators 
exercise is not to be an end in itself. 

Analytical Framework 

Let me turn now to the first of the three subject .areas I mentioned 
at the outset, the analytical framework. Most Directors agreed with the 
staff that the central focus of surveillance should be on developments 
affecting the balance of payments. A few, however, felt that a better 
focus of analysis would have been to look directly at exchange rates, 
while others favored primary concentration on domestic policy variables. 
In general, however, I think that it is fair to say that it was accepted 
that the monitoring of domestic economic variables would be undertaken 
in light of their domestic implications as well as in light of their 
implications for the world economy and for balance of payments flows, 
and that international consistency and compatibility of. external payments 
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positions in a medium-term framework was the right focus for the surveil
lance exercise. This notion, which has been confirmed today, is an 
important one. 

Most Directors felt that the saving/investment framework was a 
helpful vehicle for interpreting international economic interactions. 
The need to examine the factors influencing saving and investment was 
also recognized. However, a few Directors, and Mr. Fujino in particular, 
said that they were not convinced that it was helpful to explain balance 
of payments developments by their relationship to domestic saving/invest
ment balances. Directors acknowledged that it was difficult to make 
firm judgments on such complex matters, on which interpretations can 
vary, but they felt that it would be desirable to make the attempt. 
Some speakers, however, viewed the analytical structure proposed by the 
staff as being too constraining and implicitly favored a more eclectic 
approach to the interpretation of developments in key variables. For 
example, a number of Directors said that they doubted whether the concept 
of ·a sustainable balance· of payments, as developed by the staff, could be 
given a satisfactory empirical content. Directors also noted that calcula
tions of underlying or cyclically adjusted current account positions 
should be approached with caution. 

Choice of Indicators 

Most Directors broadly agreed with the list of indicators suggested 
by the staff, with many speakers offering useful and sometimes critical 
canments and suggestions on specific indicators. Nearly all speakers 
expressed some reservations about particular points, although they could 
agree with the thrust of the staff recommendations. A few Directors 
questioned the usefulness of the classification system used by the staff. 
Nevertheless, for convenience I will follow it in this summary. Before 
I come to the individual variables, I would say that on the whole Directors 
agreed that indicators should be limited in number, quantifiable, timely, 
relatively easy to interpret, and comparable from cotmtry to country. 

Performance Variables 

Most Directors agreed with the use of real GDP (or GNP) growth as 
the primary measure of output, although many speakers considered that it 
should be canplemented by a measure of domestic demand growth. In addition, 
and with various degrees of emphasis, some Directors expressed the view 
that naninal variables, including nominal GDP, should be focused on and 
should at least be incorporated in the analysis. 

Most Directors held the view that it would be helpful to use 
tmemployment as an indicator, perhaps together with other measures of 
capacity utilization. They judged that it was important to know whether 
a given balance of payments outcome was being achieved consistently with 
an adequate rate of capacity utilization and that, although unemployment 
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figures had to be interpreted with caution, they were nevertheless useful. 
It was also suggested that attention should be paid to employment and 
other labor mark.et data. 

On the subject of inflation, there was a division of views. There 
was a measure of support for the concept of normalized unit labor costs 
as a possible measure of underlying cost pressures. For the most part, 
however, Directors, especially those fran larger industrial countries, 
expressed reserva.tions about this concept of unit labor costs and would 
appear to prefer a ll[)re familiar indicator such as the GDP deflator or 
the wholesale price .index. 

In regard to the balance of payments, there was no dissent from the 
suggestion to use the current account, in a medium-term framework, as a 
primary indicator. Some speakers felt that this indicator should be 
complemented by information on the capital account, and by estimates and 
projections for the terms of trade and relative cyclical positions. The 
usefulness of movements in foreign reserves as a special indicator was 
doubted by some Directors. 

Policy Variables 

On monetary policy, there was broad agreement that the indicator 
chosen should be the one employed by the authorities of the country 
concerned, should be expressed in no:ninal terms, and should be interpreted 
with great caution. 

Regarding fiscal policy, most Directors agreed that the actual fiscal 
deficit should be the primary indicator. There were some differences of 
view on how much weight should be given to cyclically adjusted fiscal 
deficits, with several Directors noting the analytical difficulties that 
are encountered in making such adjustments. There was relatively little 
support, at least from the larger countries, for adjusting the fiscal 
deficit to inflation. Mr, Fujino noted that, while it would be difficult 
to develop indicators of appropriate medium-term fiscal policy objectives, 
it would be important to examine possible ways in which to assess fiscal 
policy in a medium-term perspective. 

Directors generally acknowledged that structural policies were 
difficult to quantify, but it was noted that they were nonetheless 
important, and several Directors requested that the staff analysis should 
be as explicit as possible in describing structural policies, including 
trade policies. 

Intermediate Variables 

Concerning interest rates and exchange rates, several Directors 
pointed out that these were mark.et-determined variables and that staff 
projections of those variables would be extremely sensitive. They cautioned 
that the staff should not venture beyond making assumptions with respect 
to these variables and certainly should not publish any material that 
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would give the impression that we were making forecasts. Other Directors, 
however, pointed out that an analysis of economic interactions would be 
incomplete if the implications of alternative exchange rate trends were 
not adequately explored. These two positions are not mutually inconsistent, 
because the second position entails assumptions and not forecasts. But 
discretion is clearly of great importance in this field. 

As to measures of savings and investment, several Directors pointed 
out the statistical shortcomings of estimates of these variables. Some 
speakers felt that these shortcomings, together with the underlying 
reservations about the basis of the staff's analysis, made it unwise to 
attempt to collect estimates and projections for savings and investment. 
On the whole, however, most Directors supported the staff's proposed 
approach. 

Procedures 

Directors generally agreed with the procedures proposed on page 25 
of the staff paper. It was noted that these procedures should be con
sidered experimental and subject to change as experience with surveillance 
was gathered and as guidance was provided by the Board. The role of 
Article IV consultations as the means of collecting and analyzing national 
forecasts was stressed. It was assumed that the multilateral discussions 
of indicators should take place at the same time as the World Economic 
Outlook discussion, although--and this matter will be further studied-
there could be a separate discussion for which separate.documentation 
would be provided. In that context, the analysis in a special WEO chapter 
or document of policy interrelations among the industrial countries-
particularly the G-10 countries--and their international consequences 
would acquire particular importance. The analysis of other significant 
country groupings was also advocated by several Directors. 

As far as follow-up procedures were concerned, some reservations were 
expressed about the use of additional information notices or special 
mini-discussions on the World Economic Outlook. Directors generally seem 
to favor the Managing Director using his discretion to judge when economic 
developments had reached a point at which a general discussion or special 
consultation would be helpful. It was also suggested that the Managing 
Director should participate in ministerial meetings on surveillance. 

**** 
This discussion was very interesting and highlighted the complexities 

and the potential of the indicators exercise. The concept of indicators 
has indeed broad potential, and indicators could be used at different 
levels. Indicators can be seen as a means of checking the consistency 
within a country between performance objectives and the policy measures 
that are to be used to reach those objectives at a given point in time. 
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They can also be seen as a means of checking the consistency of the 
national forecasts and objectives of a particular country with the 
national objectives and forecasts of other countries. 

Indicators can further be. seen as providing, in a· n,ore ambitious 
vein, a global model, or, in a less ambitious vein, a limited set of checks 
in order to provide signals. Indicators could be used to assess the 
medium-term sustainability of balance of payments developments, including 
sustairiabili ty in the context of an "optimal" pattern of worldwide growth 
and stability. That is th·e most ambitious concept. .Indicators can be 
seen as a tool for intellectual analysis or they can be used to' encourage 
policy action and to trigger oore effective international cooperation. 

The more the international community wants to move toward the 
ambitious concepts and goals to which I have referred, the more convincing 
we would have to be, and the more the notions of sustainability, capital 
movements, and the models that underlie the notions of optimal growth 
and stability worldwide would have to be understood and would have to be 
based on firm and valid analysis that is acceptable to the interested 
members. We are not yet at that point; further elaboration of the notions 
to which I have referred--particularly balance of payments sustainability 
in a medium-term framework--is called for. I thank Mr. Polak in particular 
for his views on this point. Clearly we will need pragmatism, discretion, 
gradualism, and judgment. No one today has advocated mechanistic or 
automatic application of a set of indicators. As Mr. Kafka said, a set 
of indicators cannot of itself make a coherent system. Nor can indicators 
be used to automatically trigger policy actions. But indicators can and 
should signal the existence of potential problems for countries and for 
the system at large. Thus, if indicators cannot trigger direct action, 
they can at least trigger questions, discussions and, I would hope, 
eventually consideration of possible policy action. 

We will talce stock of the important and interesting suggestions made 
during this discussion. I am particularly grateful to Mr. Lankester, 
Mr. Polak, and Mrs·. Ploix for having circulated their views, and I share 
Mr. Nimatallah' s hope that others--especially Directors from countries 
that are directly involved in multilateral surveillance--will circulate 
their statements. 

In talcing stock of Directors' suggestions I believe that we will 
gradually, in an evolving process, be able to enrich the WEO exercise. 
We are in my view at a turning point in that exercise: an excessive 
focus on indicators could introduce rigidities and weaken the WEO exercise; 
but, on the other hand, indicators could give new perspectives and perhaps 
signal things that our classical approach was not signaling--for example, 
inconsistencies between national concepts, forecasts, or assumptions. 
In a sense, the WEO exercise is a sanitized exercise: these inconsistencies 
do not appear--they are eliminated because national projections are made 
consistent. I think that it would be interesting to present, perhaps in 
a parallel set of figures, all the national projections, even if they are 



- 6 -

inconsistent, and to show how they are inconsistent and how they could 
be reconciled. Such an exercise should lead to a better understanding 
of problems and further on to more effective international cooperation. 

As Directors and I myself stressed, our discussion today has been a 
preliminary one. We will move· gradually and cautiously in coming months 
to respond to the Interim Committee's request to study possible indica
tors. The staff will carefully review Directors' comments and sugges
tions in the course of preparing the next WEO paper. Any changes in the 
WEO exercise resulting from those comments and suggestions will be 
explained in the introduction to the next WEO paper. The Executive Board 
will thus have an opportunity to review and comment on the next WEO 
paper--including any innovations in the use of indicators--before the 
September 1986 meeting of the Interim Committee; those comments by 
Directors will of course be instrumental in guiding the staff's further 
work on indicators and the WEO exercise. At the September Interim 
Committee meeting, I will summarize our work on indicators. In so doing 
I will draw on my concluding remarks in this discussion and I. will supple
ment those remarks as necessary. 
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[Country] Economic Indicators 

(In percent, except where otherwise indicated) 

1. Growth of demand and output 

In nominal terms: GNP/GDP 
Total domestic demand 

In real terms: GNP/GDP 
Total domestic demand 

2. Balance of payments (in national currency, 
except where otherwise noted) 

Current account 
Of which: Exports (fob) 

Imports (fob) 
Trade balance (fob/fob) 

Volume of merchandise exports 
(change, in percent) 

Volume of merchandise imports 
(change, in percent) 

Capital account, excluding reserve changes 2/ 

3. Labor market indicators]! 

Unemployment rate 
Growth of employment 

4. Inflation rates 

GNP/GDP deflator 
Consumer prices 
Unit labor costs 4/ 

5. Monetary growth rates: target or 
forecasted aggregate (M~_) 2./ 

6. Fiscal balance 

Central (Federal) government 6/ 
In national currency 
In percent of GNP/GDP 

General government 7/ 
In national currency 
In percent of GNP/GDP 

7. Change in level of gross reserves 8/ 

8. Interest rates 

Short-term 9/--nomi~al 
- --real ..!..Q_/ 

Long-term 9/--nominal 
- --real ..!..Q_/ 

9. Exchange rates 11/ 

National currency per U.S. dollar 
Nominal 
Real 10/ 

Trade weighted or effective 12/ 
Nominal 
Real 10/ 

10. Savings/investment ratios (in per 
cent of GNP/GDP) 

Saving 13/ 
Investment .!lf 

Annual Averages or 
Year-on-Year Changes 
1985 1986 1987 

End of Year (Fourth Quarter) 
or Through the Year Changes 
1985 Q4 1986 Q4 1987 Q4 

Date: 

Memorandum: 
Latest available quarterl 
or monthly information, 

if not published .!_I 

11. Working assumptions--Please state the exchange rate, oil price, world trade, and other assumptions underlying the projections: 

Note: For footnotes, see next page. 
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1/ Please provide any recent information on variable that might not otherwise be available and that ls relevant to the interpretation 
of-the projection. 

2/ Historical data only. If considered significant, please provide disaggregation of capital account, with definition or components 
only. 

3/ Historical data only; may be supplemented by assumptions or forecasts. 
1i"t Please indicate coverage, e.g., manufacturing, private non-farm, etc. 
5/ If more than one aggregate is used, please select principal aggregate(s). Data should be shown on the same basis as target is 

formulated. 
6/ Preferably on a national accounts basis. Please provide definition if otherwise. 
7/ National accounts basis. 
8/ Historical data only. 
9/ Please indicate instrument. A maturity of about 3 months is suggested for the short-term rate. 

10/ Please indicate method of adjusting nominal to real rates. 
11/ Historical data and assumptions used for projections. Please state general basis of assumption (e.g., constant nominal rates, 

etc.). 
12/ Please state weighting scheme used. 
13/ Please indicate coverage. 
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The Chairman's Concluding Remarks on the 
Discussion on Indicators Relating to 

Policy Actions and Economic Performance 
Executive Board Meeting 86/115 - July 14, 1986 

General Comments 

FILE C 

In presenting their views today Directors generally organized their 
remarks around the three subject areas identified in the staff paper, 
namely, the analytical focus of the proposed approach to surveillance, 
the nature of the indicators to be used, and the proposed procedures. 

In these short closing remarks I will follow the same order, although 
I will begin by noting several points of a more general character that 
deserve emphasis. First, in welcoming today's discussion on the staff 
paper--which was considered to be of high quality--many speakers under
lined its preliminary character. They noted that the process of developing 
an appropriate role for indicators in Fund surveillance would have to 
evolve gradually, and that it would be a mistake to be too precise or to 
stress operational aspects at this early stage. Second, several Directors 
stressed, as they have on earlier occasions, the paramount need for 
political will if surveillance is to be effective. As a third general 
point, many Directors emphasized a point made in the staff paper, namely, 
that the use of indicators in surveillance should be a useful complement 
to broad-based judgmental analysis. A fourth general point is that the 
purpose of the indicators exercise is, as most Executive Directors said, 
to strengthen the process of multilateral surveillance in order eventually 
to influence governments so that they will not pursue policies that would 
be harmful to the international community at large. The indicators 
exercise is not to be an end in itself. 

Analytical Framework 

Let me turn now to the first of the three subject areas I mentioned 
at the outset, the analytical framework. Most Directors agreed with the 
staff that the central focus of surveillance should be on developments 
affecting the balance of payments. A few, however, felt that a better 
focus of analysis would have been to look directly at exchange rates, 
while others favored primary concentration on domestic policy variables. 
In general, however, I think that it is fair to say that it was accepted 
that the monitoring of domestic economic variables would be Wldertaken 
in light of their domestic implications as well as in light of their 
implications for the world economy and for balance of payments flows, 
and that international consistency and compatibility of external payments 
positions in a medium-term framework was the right focus for the surveil
lance exercise. This notion, which has been confirmed today, is an 
important one. 
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Most Directors felt that the saving/investment framework was a 
helpful vehicle for interpreting international economic interactions. 
Tile need to examine the factors influencing saving and investment was 
also recognized. However, a few Directors, and Mr. Fujino in particular, 
said that they were not convinced that it was helpful to explain balance 
of payments developments by their relationship to domestic saving/inves t
ment balances. Directors acknowledged that it was difficult to make 
firm judgments on such complex matters, on which interpretations can 
vary, but they felt that it would be desirable to make the attempt. 
Some speakers, however, viewed the analytical structure proposed by the 
staff as being too constraining and implicitly favored a more eclectic 
approach to the interpretation of developments .in key variables. For 
example, a number of Directors said that they doubted whether the concept 
of a sustainable balance of payments, as developed by the staff, could be 
given a satisfactory empirical content. Directors also noted that calcula
tions of underlying or cyclically adjusted current account positions 
should be approached with caution. 

Choice of Indicators 

Most Directors broadly agreed with the list of indicators suggested 
by the staff, with many speakers offering useful and sometimes critical 
comments and suggestions on specific indicators. Nearly all speakers 
expressed some reservations about particular points, although they could 
agree with the thrust of the staff recommendations. A few Directors 
questioned the usefulness of the classification system used by the staff. 
Nevertheless, for convenience I will follow it in this summary. Before 
I come to the individual variables, I would say that on the whole Directors 
agreed that indicators should be limited in number, quantifiable, timely, 
relatively easy to interpret, and comparable from country to country. 

Performance Variables 

Most Directors agreed with the use of real GDP (or GNP) growth as 
the primary measure of output, although many speakers considered that it 
should be complemented by a measure of domestic demand growth. In addition, 
and with various degrees of emphasis, some Directors expressed the view 
that nominal variables, including nominal GDP, should be focused on and 
should at least be incorporated in the analysis. 

Most Directors held the view that it would be helpful to use 
unemployment as an indicator, perhaps together with other measures of 
capacity utilization. Tiley judged that it was important to know whether 
a given balance of payments outcome was being achieved consistently with 
an adequate rate of capacity utilization and that, although unemployment 
figures had to be interpreted with caution, they were nevertheless useful. 
It was also suggested that attention should be paid to employment and 
other labor market data. 

On the subject of inflation, there was a division of views. Tilere 
was a measure of support for the concept of normalized unit labor costs 
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as a possible measure of underlying cost pressures. For the most part, 
however, Directors, especially those from larger industrial countries, 
expressed reservations about this concept of unit labor costs and· would 
appear to prefer a more familiar indicator such as the GDP deflator or 
the wholesale price index. 

In regard to the balance of payments, there was no dissent from the 
suggestion to use the current account, in a medium-term framework, as a 
primary indicator. Some speakers felt that this indicator should be 
complemented by information on the capital account, and by estimates and 
projections for the terms of trade and relative cyclical positions. The 
usefulness of movements in foreign reserves as a special indicator was 
doubted by some Directors. 

Policy Variables 

On monetary policy, there was broad agreement that the indicator 
chosen should be the one employed by the authorities of the country 
concerned, should be expressed in nominal terms, and. should be interpreted 
with great caution. 

Regarding fiscal policy, most Directors agreed that the actual fiscal 
deficit should be the primary indicator. There were some differences of 
view on how much weight should be given to cyclically adjusted fiscal 
deficits, with several Directors noting the analytical difficulties that 
are encountered in making such adjustments. There was relatively little 
support, at least from the larger countries, for adjusting the fiscal 
deficit to inflation. Mr. Fujino noted that, while it would be difficult 
to develop indicators of appropriate medium-term fiscal policy objectives, 
it would be important to examine possible ways in which to assess fiscal 
policy in a medium-term perspective. 

Directors generally acknowledged that structural policies were 
difficult to quantify, but it was noted that they were nonetheless 
important, and several Directors requested that the staff analysis should 
be as explicit as possible in describing structural policies, including 
trade policies. 

Intermediate Variables 

Concerning interest rates and exchange rates, several Directors 
pointed out that these were market-determined variables and that staff 
projections of those variables would be extremely sensitive. They cautioned 
that the staff should not venture beyond making assumptions with respect 
to these variables and certainly should not publish any. material that 
would give the impression that we were making forecasts. Other Directors, 
however, pointed out that an analysis of economic interactions would be 
incomplete if the implications of alternative exchange rate trends were 
not adequately explored. These two positions are .not mutually inconsistent, 
because the second position entails assumptions and not forecasts. But 
discretion is clearly of great importance in this field. 
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As to measures of savings and investment, several Directors pointed 
out the statistical shortcomings of estimates of these variables. Some 
speakers felt that these shortcomings, together with the underlying 
reservations about the basis of the staff's analysis, made it unwise to 
attempt to collect estimates and projections for savings and investment. 
On the whole, however, most Directors supported the staff's proposed 
approach. 

Procedures 

Directors generally agreed with the procedures proposed on page 25 
of the staff paper. It was noted that these procedures should be con
sidered experimental and subject to change as experience with surveillance 
was gathered and as guidance was provided by the Board. The role of 
Article IV consultations as the means of collecting and analyzing national 
forecasts was stressed. It was assumed that the multilateral discussions 
of indicators should take place at the same time as the World Economic 
Outlook discussion, although--and this matter will be further studied-
there could be a separate discussion for which separate documentation 
would be provided. In that context, the analysis in a special WEO chapter 
or document of policy interrelations among the industrial countries-
particularly the G-10 countries--and their international consequences 
would acquire particular importance. The analysis of other significant 
cotmtry groupings was also advocated by several Directors. 

As far as follow-up procedures were concerned, some reservations were 
expressed about the use of additional information notices or special 
mini-discussions on the World Economic Outlook. Directors generally seem 
to favor the Managing Director using his discretion to judge when economic 
developments had reached a point at which a general discussion or special 
consultation would be helpful. It was also suggested that the Managing 
Director should participate in ministerial meetings on surveillance. 

**** 
This discussion was very interesting and highlighted the complexities 

and the potential of the indicators exercise. The concept of indicators 
has indeed broad potential, and indicators could be used at different 
levels. Indicators can be seen as a means of checking the consistency 
within a country between performance objectives and the policy measures 
that are to be used to reach those objectives at a given point in time. 
They can also be seen as a means of checking the consistency of the 
national forecasts and objectives of a particular country with the national 
objectives and forecasts of other countries. 

Indicators can further be seen as providing, in a more ambitious 
vein, a global model, or, in a less ambitious vein, a limited set of checks 
in order to provide signals. Indicators could be used to assess the 
medium-term sustainability of balance of payments developments, including 
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sustainability in the context of an "optimal" pattern of worldwide growth 
and stability. That is the most ambitious concept. Indicators can be 
seen as a tool for intellectual analysis or they can be used to encourage 
policy action and to trigger more effective international cooperation. 

The more the international community wants to move toward the 
ambitious concepts and goals to which I have referred, the more convincing 
we would have to be, and the more the notions of sustainability, capital 
movements, and the models that underlie the notions of optimal growth 
and stability worldwide would have to be understood and would have to be 
based on firm and valid analysis that is acceptable to the interested 
members. We are not yet at that point; further elaboration of the notions 
to which I have referred--particularly balance of payments sustainability 
in a medium-term framework--is called for. I thank Mr. Polak in particular 
for his views on this point. Clearly we will need pragmatism, discretion, 
gradualism, and judgment. No one today has advocated mechanistic or 
automatic application of a set of indicators. As Mr. Kafka said, a set 
of indicators cannot of itself make a coherent system. Nor can indicators 
be used to automatically trigger policy actions. But indicators can and 
should signal the existence of potential problems for countries and for 
the system at large. · Thus, if indicators cannot trigger direct action, 
they can at least trigger questions, discussions and, I would hope, 
eventually consideration of possible policy action. 

We will take stock of the important and interesting suggestions made 
during this discussion, I am particularly grateful to Mr. Lankester, 
Mr. Polak, and Mrs. Ploix for having circulated their views, and I share 
Mr. Nimatallah's hope that others--especially Directors from countries 
that are directly involved in multilateral surveillance--will circulate 
their statements. 

In taking stock of Directors' suggestions I believe that we will 
gradually, in an evolving process, be able to enrich the WEO exercise. 
We are in my view at a turning point in that exercise: an excessive 
focus on indicators could introduce rigidities and weaken the WEO exercise; 
but, on the other hand, indicators could give new perspectives and perhaps 
signal things that our classical approach was not signaling--for example, 
inconsistencies between national concepts, forecasts, or assumptions. 
In a sense, the WEO exercise is a sanitized exercise: these inconsistencies 
do not appear--they are eliminated because national projections are made 
consistent. I think that it would be interesting to present, perhaps in 
a parallel set of figures, all the national projections, even if they are 
inconsistent, and to show how they are inconsistent and how they could 
be reconciled. Such an exercise should lead to a better understanding 
of problems and further on to more effective international cooperation, 

As Directors and I myself stressed, our discussion today has been a 
preliminary one. We will move gradually and cautiously in coming months 
to respond to the Interim Committee's request to study possible indicators. 
The staff will carefully review Directors' comments and suggestions in 
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the course of preparing the next WEO paper. Any changes in the WEO 
exercise resulting from those comments and suggestions will be explained 
in the introduction to the next WEO paper. The Executive Board will thus 
have an opportunity to review and comment on the next WEO paper--including 
any innovations in the use of indicators--before the September 1986 
meeting of the Interim Committee; those comments by Directors will of 
course be instrumental in guiding the staff's further work on indicators 
and the WEO exercise. At the September Interim Committee meeting, I 
will summarize our work on indicators. In so doing I will draw on my 
concluding remarks in this discussion and I will supplement those remarks 
as necessary. 

• j 



DOCUMENT OF INTERNATIONAL MONETARY FUND AND NOT FOR PUBLIC U~ , , 

July 18, 1986 - 86/137 

Statement by Mr. Lundstrom on Indicators 
Relating to Policy Actions and Economic Performance 

Exe cutive Board Meeting 86/114 
July 14, 1986 

Mr. Chairman, the staff has produced an illuminating and 
constructive paper and should be corranended for that. My authorities 
are in broad agreement with the general outline of the analysis and 
with the general thrust of the conclusions drawn from it, which does 
not mean that they do not have some inportant reservations. Like 
others, I should also like to thank Mr. Polak and Mr. Lankester for 
their ve-ry interesting statements. It has been ve-ry helpful to be 
able to study them in advance. 

We agree that, at this stage, it is appropriate to concentrate on 
the way indicators may be used, with particular enphasis on existing 
indicators and their application to major industrial countries. Later 
on, the scope may be widened to include additional countries. Obvi
ously, some questions have had to be left out of the staff paper. One 
of them is the relationship between indicator based surveillance in 
the Fund and similar exercises in more limited groups of major coun
tries. It is understandable that the staff has refrained from elabo
rating on this question at the present stage. So shall I. Let me 
just say that this relationship between coordination and surveillance 
exercises in different fora is of course essential, and that, in this 
context, my authorities attach great importance to the Managing 
Director ' s participation in ministerial meetings with multilateral 
surveillance as their main focus. They further assume that the 
expertise and capacity of the Fund staff will be drawn on in the 
preparation of such meetings. But the form of this concertation and 
cooperation is less inportant than its objective, which should be to 
minimize the risk of inconsistency between activities designed to 
reduce inconsistencies. 

Mr. Chairman, my authorities see the role of indicators as an 
auxiliary one. Surveillance has to retain a largely judgemental 
character. Accordingly, we agree with those who maintain that indica
tors should not be used as automatic triggers for policy measures. 
We, therefore, see no reason for further study of suggestions with 
that purpose. 

As for the analytical framework of the indicators, we endorse the 
enphasis put on international interaction and international reper
cussions. We also agree that the focus should be on a medium-term 
perspective rather than on "fine tuning". Particular inportance 
should be attached to the developrnent of the external balance. We 
share the view that the staff paper does not seem to pay sufficient 
attention to the practical problems arising from the use of the 
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"underlying payments balancesn. On an earlier occasion, this chair 
has pointed to the problems of such calculations, for instance diffi
culties in correcting the cyclical position and in agreeing on the 
factors detennining capital rrovements. This basic uncertainty re
mains, despite continuous research in this field. It is particularly 
difficult to establish criteria for what could be regarded as a 
sustainable position for individual countries. These problems reduce 
the immediate practical applicability of the analytical framework 
recorranended by the staff. Therefore, it is irrportant that work in 
this area be carried forward. In this connection, as suggested by the 
staff, the assessment of savings and investment balances should be 
given particular attention, although, here too, there are practical 
and analytical problems. 

Indicators can be used in different ways, some of which may be a 
little rrore operational than the staff paper would seem to inply. As 
earlier suggested by this chair, one indicator may be given a trigger
ing function. But it would not trigger policy measures, only dis
cussions on the possible need for such measures, with a view to 
bringing about a consensus. There should be no presumption about the 
choice of measures, nor about the distribution of the adjustment 
burden. For this purpose, an exchange rate indicator would seem 
particularly appropriate. It would be easy to read and could give an 
early indication of inconsistencies in economic policies and economic 
trends. The present system of information notices on major changes in 
exchange rates could serve as a basis to build on. 

As for the number of indicators, we share the preference of 
Mr. Sengupta and others for a less ambitious start than suggested in 
the paper. Along with the experience gained, the system could 
gradually be enlarged and improved. Generally speaking, more atten
tion should be paid to how a system of indicators can be expected to 
work in practice than to the ambition, laudable as it may be, to make 
the system theoretically completely coherent. 

Mr. Chainnan, I shall now make a few corranents on the dif ferent 
indicators suggested. The obvious first step should be to try to 
detennine which indicators should be further explored. In this 
connection, studies of the various indicators' perfonnance in a 
historic perspective would be very useful. 

An indicator should have the following general properties: 

it should measure the same phenomenon in different countries; 

it should be reported reasonably promptly and regularly and 
should preferably not be subject to signif icant revisions; 

it should concern variables with a considerable potential irrpact 
on other countries; 

it should be measurable in such a way as to depict developments 
vis-a-vis other countries. 
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Against the background of these criteria, it appears reasonable 
as suggested by the staff -- to exclude indicators for enployment 

and structural policy. The staff's list of some ten indicators seems 
already to be on the long side. This, of course, does not mean that I 
disagree with Mr. de Groote and others, who have pointed to unerrploy
ment figures as an irnportant indicator of economic performance. 

It is further essential that the three main types of indicators 
be given their appropriate relative importance. In this respect, we 
wish to emphasize the irnportant role that should be accorded to 
indicators of inte:r:mediary variables, maybe in particular the exchange 
rate. More generally, and in a longer perspective, priority should be 
given to perfonnance indicators. 

Therefore, the objective now should be to identify indicators 
that could provide rather sinple and prompt information on develop
ments. The next step would be a more thorough analysis. The follow
ing brief corranents on some of the indicators recorranended by the staff 
should be seen against this background. 

The current account balance is an evident primary indicator; but 
it should be assessed together with developments of the counter itans 
on the capital account. 

The GNP, as actually computed, is also a natural indicator. But 
it would be useful mainly as conplernentary information in a more 
thorough analysis, as it is published quarterly and only with some 
lag. Since the cornposition of the GNP is of crucial importance for an 
assessment of external repercussions, we support the suggestion to 
look at final domestic demand as well. For early signals, the latest 
official forecast may have to be used, perhaps supplemented by some 
additional, more frequently published indicators, for instance the 
industrial production. 

As for inflation, the suggested GNP deflater can not, for the 
same reasons, be used to provide the only signals, but may have to be 
conplernented with, for instance, consumer prices. In international 
conparisons, unit labor costs is a valid indicator. However, it has 
the drawback of only covering manufacturing and thus omitting other 
important sectors of the economy subject to international competition. 
Also, computations of unit labor costs are very shaky and can be 
produced only relatively late. 

We have certain reservations about the money supply as an indica
tor of monetary policy, because in many instances it has proven 
increasingly difficult to interpret money stock developments. As a 
result of these difficulties, even countries using monetary targetting 
seem to attach less irnportance to this technique than before. In any 
case, the use of money growth as an indicator must be seen in conjunc
tion with the development of different interest rate variables and the 
exchange rate. 
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With regard to fiscal policy, we support the staff's judgement 
that a measure of the structural fiscal deficit should be conplemented 
with the actual deficit, particularly when assessing external effects 
of deficit financing. Furtherm:>re, the relative shares of domestic 
and external financing of the fiscal deficit is also of vital impor
tance. In addition, there are problems in calculating the structural 
budget deficit, a concept far from being unambiguous. 

As for exchange market policy, we would be hesitant to include 
changes in gross reserves in a selection of only few, central indica
tors. At least for countries with floating exchange rates, a pure 
intervention indicator, combined with the exchange rate, might be an 
alternative. But also such an indicator is impaired by technical 
problems which restrict its direct usability. 

As for interest rates and exchange rates, we think that the 
staff's concentration on real magnitudes is going too far. Nominal 
rates would seem to provide better information, in particular with 
regard to short-term developments. Although nominal rates, in our 
opinion, should be given priority, real effective exchange rates 
constitute a very valuable indicator, while real interest rate differ
entials should be used only as a supplementary indicator. In this 
connection, we should not forget the complications of choosing a 
deflator that correctly reflects inflation expectations. 
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Introduction 

"Among the laws that rule human societies," Alexis 
de Tocqueville stated, "there is one which seems to be more 
precise and clear than all others. If men are to remain 
civilized or to become so, the art of associating together must 
grow and improve in the same ratio in which the equality of 
conditions is increased." This quote from Democracy in America 
perhaps has some relevance for today's discussion, since like 
de Tocqueville, we are concerned with the art, as well as the 
science, of associating together -- specifically, how our member 
countries interact economically. Also, like de Tocqueville, many 
of you seem to have America uppermost in mind. 

As more and more countries become competitive in interna
tional markets for various goods and services, as interdependency 
becomes increasingly evident for more and more sectors of our 
economies, as the larger, more industrialized developing coun
tries diversify and broaden their product lines, as capital 
markets move closer to global integration, as the role of the 
dollar and the u.s. economy are gradually reduced secularly, one 
might say that we are moving slowly toward a "greater equality of 
conditions," to use de Tocqueville's words. Perhaps, in fact, we 
have moved further in that regard than we have moved in perfect
ing our ability to practice the art of economic association. If 
that is so, and I tend to believe it is, there is a pressing need 
for a more effective set of rules and mechanisms to guide our 
economic relationships. We are here today to consider one 
possible approach to doing this. It will not be easy to make 
this approach work: if it is to have a chance, it will require, 
at a minimum, the commitment of all of the major countries. If 
it does not work, then we will need to consider other approaches, 
for economic interdependence marches on as we talk. 

These introductory remarks should have already made clear 
that we view today's discussion as part of an important effort to 
strengthen the functioning of the international monetary system 
and to enhance the mechanisms for international economic policy 
coordination. Multilateral surveillance has considerable poten
tial in this regard. Some might say, however, that multilateral 
surveillance has had considerable potential for many years. But 
the difference is that now we have renewed momentum and political 
commitment, as reflected in the Interim Committee Communique and 
the Tokyo Economic Declaration. There is a clear willingness to 
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use economic indicators in an effort to strengthen surveillance, 
and we have been asked to further that effort in the Board by 
exploring a set of objective indicators in the context of our 
regular reviews of the World Economic Outlook (WEO). It should 
also be recalled, as Mr. Zecchini did, that the Interim Committee 
also asked us to "consider further whether there are any 
modifications in the exchange rate system which could contribute 
to enhancing exchange rate stability." Today's discussion must, 
therefore, be seen in the context of both of those requests, 
since we must follow up on both. 

In our efforts in the Board, we believe we should take a 
pragmatic approach, recognizing that we are still at an early 
stage in what will need to be an evolutionary process, and 
recognizing that developing a consensus on all aspects will not 
be easy. But, as Mrs. Ploix suggested, we should not let the 
absence of full consensus block progress. 

We found the staff paper to be helpful in framing our 
discussion today, and in suggesting possible approaches. An 
issue that arises in the introductory section of the paper con
cerns the scope and context for application of indicator-based 
surveillance. Like the staff, we see application occurring 
initially in the World Economic Outlook exercise. Over time, we 
would expect to see some application in single country Article IV 
consultations, although we believe the multilateral application 
of indicators should be our priority, particularly at this stage. 

Regarding the scope for application, we would see it 
initially focusing on the G-10 countries, consistent with the 
recommendations of the G-10 Deputies Report that we prepare a 
separate chapter of the WEO analyzing the international reper
cussions of policies in those countries. Such a chapter could be 
the framework for our initial efforts in applying objective 
indicators, and might be the basis for the first day of a two-day 
discussion of the WEO. As Mr. Fujino noted this morning, we have 
suggested in the past that a second day could center on an 
interactions chapter covering the developing countries. That 
chapter could build on the first day's discussion by analyzing 
the major linkages between industrial and developing countries, 
along the lines suggested by Mr. Kafka. In addition, we would 
suggest including a discussion of interactions among the major 
developing countries themselves, perhaps initially emphasizing 
policies strengthening the potential for trade flows between 
those countries. With preparatory work this fall, such an 
approach could perhaps involve some application of indicators to 
the 25 largest members of the Fund during the course of the WEO 
exercise in 1987. 

Purposes of Indicators 

Turning to the purposes of indicators, we believe the basic 
purpose is to help promote policies which are internally consis
tent and internationally compatible in order that they can foster 

i 
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internationally agreed goals, such as high growth consistent with 
price stability and viable payments positions, and maintenance of 
an open, growing trade and payments regime. This is fine, but it 
is on a such a general plane that the specific question remains 
-- what can indicators really do in our efforts to strengthen 
multilateral surveillance. Of course, different indicators 
perform different functions. Here I would note that we found the 
categorizations used by the staff generally useful. Viewing 
indicators collectively for the moment, however, I basically see 
indicators serving at least four related functions: 

1. As a tool to help clarify to a government and to others 
the objectives and priorities of individual country 
policies. (Here I would say the extent to which indi
cators can perform this function will depend in part on 
the willingness of governments to develop their own 
forecasts.); 

2. As a guide or benchmark to policymakers, against which 
and through which performance can be assessed and 
monitored; 

3. As an instrument of analysis to facilitate the early 
identification of imbalances, of inconsistencies and 
incompatibilities; and 

4. To help prompt discussions which can lead to corrective 
actions, and thereby to help catalyze and crystalize 
peer pressure. 

In connection with most, if not all, of these functions, the ex
ante and ex-post references of the staff could be relevant. 

Analytical Framework 

Having these purposes and functions in mind, let me now turn 
to the question of an analytical framework. I would make the 
following points. 

First, I welcome the focus on current account balances, with 
reference to the medium-term. As Mr. Polak noted, the Fund could 
play a valuable role in attempting to forecast how the policies 
of some countries could affect the payments positions of many 
other countries. 1 

Second, although the balance of payments represents a 
principal point of interaction among our economies, I would join 
other Directors who have said, in effect, "so does the exchange 
rate." Although it is certainly true that the exchange rate is a 
determinant of relative competitiveness, and thereby a principal 
factor in influencing current account developments, it is a key 
variable in its own right, and deserves perhaps more attention in 
any analytical framework than it is accorded by the staff. In 
this connection, I would note that the exchange rate appears to 
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be increasingly viewed by some major industrial countries more as 
an indicator of economic policy than as an intermediate vari
able. That may particularly be the case if one modifies the 
staff's definition of indicators of economic policy as those 
variables over which authorities have, or seek to have (addition 
mine), fairly close control. Witness recent public statements by 
policy officials of major industrial countries toward that end. 

Third, with regard to analyzing developments in the balance 
of payments, we have some comments and reservations concerning 
the use of the concept of "underlying" and "sustainable" balance 
of payments positions, as put forward by the staff. On the 
former, we believe that the objective of arriving at an "under
lying" payments position can be accomplished without actually 
using the concept of underlying payments position, a concept 
which factors in so-called "cyclical" adjustments, which we be
lieve may not be particularly relevant in current circumstances 
for this exercise. By forecasting trade and current account 
positions over a two to three year period, one would capture the 
lagged effect of earlier exchange rate changes while avoiding the 
problems that might be inherent in a "cyclically adjusted" 
approach. 

On the question of sustainability, we could agree with the 
staff that we must proceed gradually in establishing criteria for 
what should be considered sustainable. But then the staff went 
some distance in saying that a sustainable position could be 
defined primarily on the basis of domestic savings and investment 
positions. While we would agree that savings and investment 
ratios are important in determining sustainability, we must take 
care not to use economic identities to explain causal relation
ships, and not to use an approach that could deflect attention 
away from consideration of policies that could change the private 
sector components of these ratios. Moreover, we believe that 
defining sustainability largely on the basis of these ratios is 
too narrow, possibly excluding other factors that can effect and 
help determine sustainability. A number of other Directors have 
already pointed out many of the limitations of an approach that 
focuses too heavily on savings/investment ratios, and I shall 
therefore limit my additional comments on this while associating 
myself with many of those earlier comments, although I would not 
go as far as Mr. Fujino did. 

Even if the external positions of the major countries were 
in some sort of "balance," in theory there could be many savings/ 
investment flow configurations consistent with that external 
"balance." In addition, the paper seems to presume implicitly 
that savings and investment flows are to a large extent deter
mined by government fiscal positions. These are important, in 
some cases critical. But the private sector's role in the 
savings/investment ratio is also obviously important in deter
mining world capital flows as well. And, it needs to be kept in 
mind that a wide range of government policies can affect the 
private sector components. Furthermore, the treatment of the 
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preferences of other countries related to asset accumulation/ 
decumulation as "given" might be seen as deflecting attention 
from policies that can change these ratios. As Mr. Sengupta 
suggested, this might not be the most productive approach. 

As I mentioned earlier, sustainability can be affected by a 
range of policies which may not be directly, or easily, captured 
in the savings/investment ratio. Is the "safe haven" factor, for 
example, adequately captured by the reference to "corresponding 
preferences" of other countries? I think not. Another example 
might be that credibility in a particular monetary authority's 
policies can have a direct impact on the sustainability of a 
current account position. In addition, exchange rate changes can 
affect sustainability, as Mr. Fujino pointed out, not just 
through effects on the current account, but through their effects 
on capital flows. For example, an apparent move to a longer run 
sustainable payments position via an exchange rate depreciation 
could actually reduce the size of a deficit that could be viewed 
as sustainable by reducing the relative attractiveness of invest
ing in a particular currency, and thereby reducing capital 
inflows. One only has to look at current circumstances to see 
such a possibility. This example also points to the need to give 
adequate attention to market attitudes and expectations in judg
ing sustainability. 

Before concluding my comments on the analytical framework 
for judging sustainability, I would add that sustainability must 
also be viewed in a political as well as economic context. 
Imbalances which may apparently be financially sustainable at 
least for a timeg may not be politically sustainable in the 
context of maintaining open markets. 

Finally, I would stress that no matter how much emphasis is 
given to the current account, or for that matter the exchange 
rate, the analytical framework used must ultimately help policy
makers focus on the broad range of underlying policies that can 
affect external positions and exchange rates and help reduce 
incompatibilities. If not, then the framework, no matter how 
well structured, will likely have failed in its task. 

Types of Indicators 

With regard to the types of indicators, I would make the 
following comments. First, we believe that a priority should be 
placed on evaluating and monitoring performance, as well as 
policies, even in the short-run. Short-run deviations in 
performance may not signal a long-run trend, as noted in the 
staff paper, but should nonetheless be considered. This is 
particularly true since adjustment in performance is generally 
feasible only with a considerable lag, and requires early 
attention if problems are to be corrected before they assume 
major proportions. Second, I have already noted our concerns 
relating to the framework for use of balance of payments 
indicators. 
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With regard to output indicators, we should also look at 
final domestic demand, as mentioned in the staff paper. Further, 
we need to be cognizant of the fact that structural rigidities 
can have a significant impact on potential output. While we 
recognize the difficulties in developing indicators for struc
tural problems, we are not sure that it is beyond the capacity of 
the Fund. Regarding an employment measure, we would prefer that 
the unemployment rate be included as an indicator. On pricing, 
we would suggest use of other pricing indicators in addition to 
unit labor costs, such as GNP deflators or consumer price 
indices. 

Regarding the fiscal policy indicator, like Mr. Lankester, 
we suggest using the actual fiscal deficit, both central and 
general government budget. As I mentioned earlier, we have 
doubts about cyclically adjusted indicators. 

Exchange rate indicators are a more complicated issue, given 
the difficulty in forecasting rates. It may be that actual 
forecasts of exchange rates are not made by many authorites, but 
many clearly do express their views and preferences from time to 
time, at least concerning the appropriate level and/or direction 
of movement in rates. This needs to be factored into our exer
cise. In any case, one must make assumptions about exchange 
rates to conduct our analysis of sustainability. As the staff 
points out, one approach could be to assume that current nominal 
exchange rates are maintained. Another would be to assume 
constant real effective exchange rates. A third possibility 
would be to develop various scenarios of likely or possible 
exchange rate changes that could reduce imbalances, depending on 
other possible policy changes. Such scenarios could be based, in 
fact, in part on the publicly expressed views of authorities, 
particularly if they suggest the desired direction of movement, 
or lack of it. I agree with Mr. Lankester that we must be 
careful with regard to market-sensitive variables. But as was 
done in last year's Article IV consultation, alternative exchange 
rate scenarios can be developed without creating the policy 
difficulties. 

Regarding the exchange rate methodology used, we have 
reservations concerning the use of the MERM in deriving real 
effective exchange rates. We would prefer to use a real 
effective exchange rate calculation based on bilateral trade 
weights. 

Procedures for Using Indicators in Surveillance 

Regarding procedures for using indicators in surveillance, 
starting with each country's own forecasts appears appropriate, 
since those projections would be grounded in the staff's con
tinuing contacts with member country authorities and would be 
framed against the background of those authorities' own medium
term objectives. Where current data, or forecasts, are not 
available, staff would need to make their own estimates or 
projections, so we have as comprehensive a database as possible. 

. -
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In terms of the monitoring of economic developments, we 
generally endorse the procedures suggested, including the attempt 
to highlight international inconsistencies and weaknesses in 
domestic performance and policies. 

It might not be realistic to expect that the monitoring 
process at this stage could do more than identify problems and 
suggest possible directions for solutions to these problems. We 
would endorse the staff suggestion at the top of page 22 that the 
staff could review the various alternative ways in which incon
sistencies can be reconciled. The staff can also play a useful 
role by identifying the possible economic costs and policy , 
implications of not acting to reduce or eliminate incompatibili
ties or inconsistencies. Regarding the question of judging the 
need for follow-on consultations, I agree with others that we 
should proceed very cautiously at this stage, and concentrate our 
efforts on developing an appropriate set of indicators and a 
methodology for using those indicators that can help identify 
problems, point toward their solutions, and foster a process 
which encourages policymakers to make needed policy changes. 
Ultimately, the policymakers must make the decisions -- we should 
try to provide the soundest analytical basis for those decisions. 

In conclusion, Mr. Chairman, let me say that I recognize 
that like other Directors, we have not made the tasks of the 
staff any easier by our comments today. But the complications 
and complexities notwithstanding, we look forward to moving ahead 
in the process of strengthening multilateral surveillance through 
the use of indicators. We believe that the Fund must play an 
important role in that process. 
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The very interesting staff paper before us today provides an 
initial opportunity to discuss the role of economic indicators in 
improving international economic cooperation, as a followup to the 
Interim Committee meeting and the Tokyo Economic Summit. My authorities 
have reservations about a few aspects of the paper which I will note in 
a few moments. I will, however, point out that their import will have to 
evolve over time, and that today's discussion can be no more than 
preliminary. 

We see merit in the general approach outlined by the staff. 
The Fund is eminently qualified to carry out the further work which will 
be required. I thus strongly encourage the staff to continue with their 
work on these issues, since further work will be needed to clarify 
issues raised today and, more importantly, to improve our understanding 
of the linkages between countries and of how policies in individual 
countries interact and affect the broader world economy. Even if the 
current process only clarifies the basis for individual countries' 
policy decisions, and helps to identify possible international 
inconsistencies of individual countries' decisions or forecasts, this in 
itself can have important educational value and is a necessary first 
step. Further along the road, there may be possibilities of a common 
assessment of the causes and nature of imbalances and of agreement on 
how members should share the burden of adjustment. 

To some extent, the World Economic Outlook and Article IV 
consultations have already begun to examine the question of 
interdependence and policy interlinkage. We fully support efforts to 
move this process forward but recognize that it may not, indeed, is 
unlikely to lead immediately to consensus. The complexity of issues 
involved and our incomplete understanding of the causal relationships 
between policy and performance can lead to genuine and legitimate 
differences of views. In turn, these differences might create different 
interpretations of whether there are justified reasons for international 
concern and, perhaps more importantly, different views on the kinds of 
measures needed to produce better results. Before we move any further 
down the road, we should be fully aware that these legitimate 
differences can and will arise. 

We should, however, begin to follow the proposed path and see 
if there is consensus on some of the first markers. We fully agree with 
the staff that the focus of their analysis should be on the medium term. 
Given the often lagged response to changes in policy, as well as the 
potential cumulative effect of policies, too much focus on the short
term could miss the issue of whether policy trends over the medium term 
are in the appropriate direction. Just as importantly, excessive 
emphasis on short-term policies could encourage attempts at 
macroeconomic fine-tuning which could well become counter-productive. 
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In this context, we have considerable doubts about the suggestion for 
more frequent monitoring or mini-consultations by the staff than are 
already used. A move to more frequent consultations might lead to an 
over-emphasis on short-run economic policy or on short-run changes in 
intermediate variables, such as interest rate or exchange rate 
movements, as opposed to the longer term trend. In our view, the major 
focus of analysis should be the international repercussions of 
medium-term developments in individual countries, particularly the 
larger industrial countries that have the greatest impact on the global 
economy. 

The staff has made a useful distinction as between policy 
indicators, performance indicators and intermediate variables. We 
endorse the view that it is desirable to limit the number of indicators 
and to focus on those that are readily known, quantifiable, timely and 
easy to interpret. We also should remember that since each country's 
situation is different, additional analysis will normally be required to 
provide a complete picture of economic developments, especially in 
structural areas where it may be difficult to find suitable indicators. 
However, it should be stressed that transitory factors or more 
fundamental changes such as innovations in financial markets may make 
some indicators misleading or even contradictory. A mechanistic 
interpretation of indicators therefore needs to be avoided. 

This brings me to the indicators themselves as outlined by the 
staff. One basic problem we foresee is that most major indicators of 
interest to policymakers are endogenous variables, and cannot be 
accurately targeted by governments, even in a closed economy. At the 
same time, there is a problem of simultaneity in defining the most 
appropriate indicators, since the choice of indicators is both 
determined by the extent of poliy coordination, yet also determines how 
closely policies can be monitored. Quite understandably, the staff has 
focussed on the international interaction of economic policies and 
performance, and the choice of the current account balance as the 
primary indicator has some appeal. It is reasonable that variables 
reflecting the international flow of goods, services and capital be of 
primary interest, since the Tokyo Summit decision to embark upon an 
indicators exercise has been prompted primarily by the growing 
recognition that the present state of international imbalances is not 
sustainable, both on economic and political grounds. However, the 
general focus upon defining a set of appropriate indicators and 
establishing an agreed medium-term conceptual framework against which 
policies and performance can be measured, and the particular focus on 
current account imbalances, raises some difficult theoretical and 
empirical questions. The staff paper recognizes some of these 
difficulties, but perhaps has not given sufficient weight to the 
practical problems which will be encountered in solving them. 

Let me focus first on the current account imbalance to show 
the kind of difficulties which we foresee, The concepts of an 
underlying current account imbalance and of a sustainable current 
account balance are inherently difficult to define and measure. 
Sustainability can be influenced by a variety of factors, including 
political factors, that change over time and may well differ among 
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countries. For example, determination of the underlying payment balance 
of the United States and what might be considered a sustainable current 
account position poses a thorny analytical problem, about which there 
are likely to be many different views. Without agreement upon an 
analytical framework, it may well be impossible to reach a consensus on 
what remedial actions are required, when and by whom, questions the 
answer to which are the practical objectives of the exercise. In fact, 
it is not clear that means exist to adequately measure all the factors 
that could influence sustainability, such as political and market 
perceptions of what is sustainable, not to mention protectionist 
pressures. 

Moreover, it is not easy to determine the extent of underlying 
disequilibria in foreign exchange and capital markets, nor the causes of 
such disequilibria. Even with the benefit of hindsight, it is 
questionable whether the reasons for the strength of the U.S. dollar 
during the first part of the 1980 1s, are fully understood. All this 
means that establishing accepted criteria for assessing policies and 
their sustainability, determining the nature of inconsistencies, as well 
as finding means of reconciling them, will be a very challenging task. 

Nevertheless, these problems do not mean that the effort is 
not worthwhile. We would certainly encourage the Fund staff to 
undertake further research on the interaction of economic performance 
and policies, and on international linkages and the effect on the world 
economy of policies in major countries. Recent staff papers, including 
the one before us, have implied some sort of analytical framework of how 
international transmission of imbalances occurs, but a more explicitly 
outlined theoretical structure would go a long way towards helping our 
understanding of the path and, more importantly, could help formulate 
remedies as well as suggesting the limits of remedial action and the 
speed at which such policy actions might be taken. The staff has made a 
positive start by outlining the savings and investment framework for the 
current account imbalances. Since sustainability ultimately must be 
assessed in terms of savings and investment patterns, we would encourage 
the staff to continue their work in this area. However, I would caution 
that expectations of a fully consistent analytical system should not be 
too high. 

Turning to other indicators outlined in the staff paper, it 
might have been helpful to give stronger analytical justification for 
any proposed list of indicators. My authorities found the omission of 
the unemployment rate rather surprising, particularly as this seems to 
go against the core of analysis presented in the paper. They also do 
not feel that changes in the level of gross reserves are necessarily a 
very good measure of exchange market intervention. With regard to 
structural rigidities and policies to address them, although it no doubt 
will be difficult to develop meaningful indicators of structural 
rigidities, particularly across countries, some exploratory work in this 
area might be undertaken, given the significance of rigidities to 
economic perfonnance in some major industrial countries. In any event, 
the problem of rigidities should continue to be an integral part of the 
Fund's surveillance process. 
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Another concern is the weight which should be given to various 
indicators. The intermediate variables which are listed, that is, real 
interest rates, the real effective exchange rate, and investment and 
savings ratios, would seem to be key variables if one is attempting to 
identify emerging problems of international policy consistency. I also 
wonder whether all of the suggested indicators will be suitable for all 
countries. For example, the rate of growth of the monetary stock is 
suggested as an indicator, yet the paper also notes that monetary policy 
may be managed in light of exchange rate and interest rate developments, 
rather than to achieve target monetary objectives. As has been 
recognized during Article IV consultations in a number of industrial 
countries, the impact of financial innovation and deregulation has 
clearly made interpretation of movements in monetary aggregates much 
more difficult and, as a result, less emphasis is being placed on 
monetary aggregates for major countries: This should warn us about too 
mechanistic an approach toward indicators. 

I come to procedures. In general, the main function of 
indicators should be to evaluate consistency of policies and 
performance, without triggering policy action to correct any perceived 
inconsistencies. The staff has suggested that it might be useful for 
the Fund to provide a Secretariat through which national forecasts can 
be collected and analyzed. In our view, such a role for the Fund would 
be extremely useful. The Fund could attempt to establish procedures to 
discuss the consistency of objectives and policies and to reconcile 
discrepancies amongst the forecasts. Of course, for this to be 
effective, it is crucial that the major industrial countries provide 
medium-term projections for as many of the agreed upon indicators as 
possible, together with key assumptions, including assumptions on the 
external environment and on policies and growth in other countries. 

Although we do not disagree with the discussion in the staff 
paper on further stages of monitoring and procedures, we feel that these 
suggestions have to be viewed as very preliminary. Before proceeding 
further, work will be required on determining what indicators should be 
used, on obtaining national forecasts, and, most importantly, on the 
criteria to be used in assessing policies and their sustainability, an 
area where significant differences of views are likely. For now, the 
Fund should concentrate on these concerns. 

Mr. Chairman, our present method of assessing macroeconomic 
policies makes coordination difficult. It is hard to reach common goals 
when those goals and the instruments to reach them are not clearly 
defined. The future depends on overcoming these deficiencies and on a 
resolution of the cooperative process. It is not sufficient for the 
policies of domestic decision-makers not to be inimical to other 
countries; these policies must as much as possible be supportive of and 
consistent with others. This shift in emphasis has been rendered 
necessary by the increasing interdependence of the global economy, a 
process which is not likely to be reversed, and we must now find a 
mechanism for recognizing explicitly that interdependence. Our 
challenge is to recognize in advance the costs of policy interaction, 
and to minimize those costs through cooperation. 
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Introduction 

It is useful to start by framing our discussion in a context 
a little wider than the one mentioned by the staff, by recalling para
graph 5 of the last Interim Committee communique as a supplement to the 
staff reference to par.6. In fact, par.5 represents the necessary 
premise to par.6, in so far as it says that " ••••• it would be of the 
essence that economic policies be conducted in a sound and mutually 
consistent way ••••• ". Thereby it is recognized that from the point of 
view of the world economy it is not sufficient that the policies of a 
member country are appropriate to its economic needs; instead, they 
also have to be coherent with those of other major countries in order 
to create the conditions for a stable monetary system. The recognition 
of the importance of policy consistency among countries is at the base 
of the request for i~proving the multilateral aspects of Fund's sur
veillance. 

To this end we have been asked to explore the possibility of 
both identifying a set of indicators and using them to achieve our 
consistency goal. In this respect the staff has offered a concise and 
neat presentation of the characteristics and limitations of the most 
widely used macro indicators as well as of the conceptual framework 
which should guide their use. 

While we can broadly agree with the former part of the 
analysis, we have quite a few remarks to make on the analytical frame
work which should guide the choice and the use of specific indicators, 
on the proposed selection of indicators and on the operational phase 
directed to making use of these indicators to attain more consistency 
in policies. 

The Conceptua l Framework 

On the f ramework, the staff rightly points out that the main 
a rea of interaction among economies is trade and capital flows and 
because of this we have to look at their immediate determinants which 
are relative domestic demand expansion, rates of return on capital, 
nominal exchange rates and relative inflation rates. However, the 
staff document presents the harmonization of trends in these variables 
as functional to the achievement of an international allocation of 
r esources that is consistent with comparative advantages and relative 
scarcities. 

Here we doubt whether this optimal allocation approach is 
adequa te to bri ng countries closer to the ultimate objectives 
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of extensive employment of domestic factors of production under 
conditions of monetary stability. Theoretically, an optimal allocation 
may be fully compatible with both an expanding world economy and a 
stagnating one, and this allocation does not necessarily guarantee a 
progress towards the goal of full factor employment in each country. 
Moreover, this approach seems difficult to implement because it would 
require the identification of and the agreement on where the 
comparative advantage for each country lies, not to mention the 
difficulty of defining relative scarcities which is tantamount to 
define sustainable relative prices over the medium-long term in 
volatile international markets. 

In our opinion, it would be more appropriate to complement 
the "optimal allocation approach" with a "Pareto efficiency condition" 
which can best be determined by answering the following question. 
Which economic policies can a member country use to advance towards its 
economic objectives without at the same time prejudicing other member 
countries' attainment of their objectives because of the impact on 
trade and capital flows? 

Such a framework presents several advantages over the one 
proposed by the staff. First, it takes as a benchmark the objectives 
and their order of priority which individual countries establish. The 
aim of the compatibility exercise is to ensure the international con
sistency of the policies that are instrumental to achieve national 
objectives without relying on the notion of comparative advantage. In 
econometric language, for a given economy, the exogenous variables 
which mostly reflect the impact of policies of other major countries 
will be somewhat endogenized through a process aimed at making them 
more compatible across c·ountries and therefore more supportive of the 
objectives of all the economies involved. 

If it is recognized that at any given moment no consistency 
exists among policies, it will be necessary to adjust either the ulti
mate objectives or the instrumental policies or both in a process that 
is at the core of the multilateral surveillance procedure. Here we can 
envisage a variety of situations between two extremes. On the one 
hand, we might have an inconsistency among national objectives. This 
was the case in France's experience with reflation in 1981-82. Then, 
the economic growth objective appeared incompatible with the external 
equilibrium target given the business cycle stabilization pursued by 
the other major countries. On the other hand, it is possible to have 
coherence of ultimate ·objectives together with international inconsis
tency or una~ceptability of policies. This was the case in the U.S. 
experience in the 1982-84 period. In those years, the U.S. policy mix 
led to a monetary policy stance which was more restrictive than the one 
which was coherent with the objectives of other major industrial 
countries as well as with those of the developing countries. 

A second advantage of our framework lies in the possibility 
of analyzing the repercussions of the policies of the major countries 
on the world economy, including other groups of countries. 

.. 
' ' 
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On the basis of our framework it is also possible to overcome 
the limitations of the ·medium-term sustainability criterion which is 
proposed by the Staff. Undoubtedly, this criterion is important to 
assess the viability of · a given pattern of international payments. 
However, it has the disadvantage of leaving room for asymmetries and 
therefore, it is bias·ed. There are several reasons for this. 

First, larger economies are better able to sustain e.xternal. 
deficits than the others. Second, the U.S. has a unique ability to 
sustain deficits since it can issue liabilities that are considered 
international reserves. Third, surplus countr.ies can sustain their 
disequilibria better and longer than deficit countries. Finally, the 
preferences of international investors on the· composition of their 
financial portfolios are not exclusively a function of the fundamental 
trends and policies of the various economies. Sharp shifts in capital 
movements could make policies which are fundamentally sustainable and 
consistent unsustainable. 

The difficulties of identifying the determinants of and projec:ting 
the capital movements make assessing the sustainability of deficits and 
thereby the consistency of policies rather uncertain if not unstable. 
However, it is evident that sustainability of deficits also depends on 
the short-term policies of major countries as well as on the financial 
support of international institutions, like the IMF. 

The Choice of Indicators 

Turning now to the choice of indicators within our framework, an 
optimal choice in the current system of flexible exchange rates would 
be to select the indicators which point at 'the need for policy adjust
ments with at least the same clarity as the one.implicit in the devia
tion of the exchange rate from its parity according to the old Bretton 
Wood system. Barring the return to less flexible exchange rates for 
the time being, we must look for the best substitutes of the old pari
ties in their function of signaling if and when policy .corrections are 
advisable. 

In this light the emphasis should be placed on instrumental and 
intermediate variables. Indicators which incorporate ultimate objec
tives should instead be used diff,erently. These are relevant ex-ante 
to check both the appropriateness of policy .instruments and the possi
bility of target attainment given the external conditions. The ulti
mate objectives are also important to verify ex-post the coherence of 
economic results among countries. 

The staff provides us with an extensive list of indicators but 
fails to analyze the technical coherence of all these indicators. We 
have the impression of an overdetermination of the number of indica
tors. This, however, may be a positive feature if it is intended to 
lay the ground for applying alternative models to verify the consisten
cy of policies. As a guideline, we deem it important to preserve a 
measure of flexibility in the selection of indicators so as to .allow 
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for differences among countries in the type and role of indicators 
which are used for policy making. In spite of these discrepancies, the 
staff should construct the same set of indicators for each country by 
deriving those that are not specified by the authorities from the 
specified ones. 

Indicators need not be single values but may be expressed in terms 
of a range of values or a direction of change. 

Specific Indicators 

Turning to the specific indicators to be selected and in the light 
of the previous considerations we do not wish to present a restricted 
list of indicators which excludes indicators irrelevant for some coun
tries but relevant for others. Our comments, far from expressing a 
specific preference, aim at singling .out the most important indicators. 

In general, we concur with the Staff on the major properties the 
indicators should have : they should be timely, quantifiable, easy to 
interpret and comparable across countries. Furthermore, their "signif
icance", i.e., the capacity of the indicator to capture a relevant 
phenomenon has to be assessed in order to have meaningful cross country 
comparisons. This is important, for instance, when we consider the 
different definitions of monetary aggregates and interest rates which 
constitute instruments or objectives of monetary policy in different 
countries. On the individual indicators we can make the following 
comments. 

A) The use of the exchange rate as an intermediate variable might 
seem inappropriate under certain circumstances since this variable may 
be used as an instrument, for instance, to accommodate inflation dif
ferentials, thereby delaying structural adjustment. In our view it is 
important to emphasize the objective of exchange rate stability in 
order to avoid that the exchange rate becomes an instrument for cor
recting external imbalances by shifting the burden of adjustment on to 
partner countries. The risk entailed in such policy suggests the op
portunity to include the exchange rate among the intermediate varia
bles. 

B) Nominal effective exchange rates should be taken into account 
as an indicator of the compatibility of monetary and fiscal policies 
across countries. Although indicators of the "target zones" type are 
not realistic now because of the lack of consensus, it might still be 
useful to use nominal exchange rates as signals for pointing at the 
direction of movement. 

C) Interest rates are defined by the staff as "intermediate 
variables", and this may seem somewhat inappropriate since no distinc
tion is made for rates which are directly controlled by the authori
ties. In our opinion, some interest rates can be usefully considered 
as indicators of monetary policy and added to -the ones based on mone
tary aggregates to provide policy prescriptions which take properly 

' 
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into account the distinction between real and financial nature of exo
genous shocks. As to Italy, it will be convenient to include expli
citly credit aggregates among monetary policy indicators. 

D) We have some doubts on the use of real interest rates which 
are calculated on the basis of GNP deflator, since this is not a good 
proxy for measuring inflationary expectations. Moreover, a correction 
is required to allow for different tax treatments of interest rates and 
hence for their impact on saving/investment decisions across countries. 

E) With respect to fiscal policy indicators the staff correctly 
draws a distinction between the indicators for macroeconomic purposes, 
based on measures of fiscal deficits, and those for structural pur
poses, based on the level of taxation and expenditure. However, while 
in the first case economic theory enables us to define optimal target 
values, in the second case it is much more difficult to determine the 
appropriate level of fiscal revenues and expenditures. As to cyclical
ly adjusted fiscal deficit indicators we support their use while we are 
skeptical about inflation adjusted indicators. A correct appraisal of 
the latter type indicators requires additional indicators on the share 
of fixed interest debt, on its average maturity and on the impact of 
inflation on the revenue side and the expenditure one. 

F) Although the staff correctly focuses on the balance of pay
ments as the principal point of interaction between national economies, 
it omits to include some key indicators of trade and capital flows. We 
instead suggest to add indicators of export and import quantities, of 
terms of trade, of capital flows - distinguishing the autonomous flows 
- and of the relative cyclical position, which is a major determinant 
of the current account. We also suggest the use of an indicator to 
measure the share of debt service payments in the invisible flows of 
the balance of payments. 

G) As to output indicators we would add to GNP the measure of 
domestic demand, since the former is more affected by developments on 
the external current account. We agree with the staff proposal to in
clude among labor market indicators a measure of the "non-accelerating 
inflation rate unemployment" in order to properly assess unemployment 
performance. Finally, inflation indicators should include, in our 
opinion, private demand or consumption deflators and unit labor costs 
since GNP deflators are more biased by the changes in the terms of 
trade. 

Procedures 

Turning to the procedural aspects, although we agree in general 
with the staff proposals we would like to make few comments on the 
three stages of the proposed procedure. With respect to the first 
stage which deals with the statistical and analytical preparation of 
indicators, priority should be given to the var.iables used and projec
tions made by the authorities .since the latter are in the best position 
to take institutional and structural aspects into account. 
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The second stage aims at analyzing consistency and reconciling 
policies. The Staff should make projections about indicators to check 
any inconsistency both between policies and targets within each country 
and among the policies of the various countries. Technical inconsis
tencies may be overcome in the Board, while violations of the Pareto 
optimality condition or of the sustainability condition could be dis
cussed in the Board but should be solved at ministerial level. 

The third stage pertains to the follow-up action. Here the em
phasis should be placed on prolonged deviations from the projected 
trajectoriei rather than on short term deviations. In the face of 
deviations there are two options: 1) to take corrective action; 2) to 
draw new trajectories for policy consistency. In both cases the Board 
can only prepare the debate that has to take place at ministerial 
level. 

In all the three stages, the Board can approach this consistency· 
exercise on the occasion of the discussions of the Art. IV consulta
tions and of the two semi-annual World Economic Outlooks. 

Finally, Mr. Chairman, the considerations we presented are intend
ed to be a contribution to debate a complex subject on which my author
ities still have an open position. The results of this and other de
bates will undoubtedly help my authorities to reach a final position. 

' . 
{.' 
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I. Introduction 

Multilateral surveillance is a major part of the Fund's tasks, and 
indicators can play a valuable role to strengthen this surveillance. Careful 
study by the Fund of the nature and role of indicators can also be of 
assistance to the surveillance activities undertaken in other fora. We 
welcome, therefore, this first discussion on this important subject and the 
material provided by the staff on which to base this discussion. 

The staff has presented us with a paper of very high intellectual 
quality. Most of the judgments it makes on the specifics of indicators have a 
Long tradition in the Fund and can readily be accepted. These relate to such 
matters as the relative merits, for analytical purposes, of GNP vs final 
domestic demand, and the need to pay attention to both; the various yardsticks 
available to measure inflation, especially for purposes of international 
comparison; the usefulness of understanding movements in the current account 
of the balance of payments in terms of what happens to flows of savings and 
investment; as well as a number of other analytical and technical judgments. 

The proposed tripartite division of indicators can also be accepted as a 
refinement of the Tinbergen/Meade dichotomy between instruments and 
objectives, although I am somewhat uncomfortable with the new names that the 
staff has chosen: in particular the term "policy indicators" does not convey a 
clear association with instruments of policy rather than with the objectives 
of policy. The older, simpler division did indeed produce the difficulty of 
classifying interest rates and exchange rates squarely as instruments, in 
spite of the fact that changes in either of these rates have in the past often 
aroused degrees of public sentiment that would only befit true yardsticks of 
objectives. However, as the staff also acknowledges, the insertion of an 
intermediate category is not Likely to resolve all issues of classification. 

' 
As will be noted in more detail below, the distinction between different 

categories of indicators has important policy implications. With respect to 
policy indicators one can endeavor to establish policy norms; the same does 
not apply to indictors describing objectives. Similarly, any failure of policy 
indicators to follow the projected path deserves prompt attention, and perhaps 
action, while deviations in performance with respect to objectives of policy 
should not necessarily be considered an occasion for corrective action. This 
latter point is well made in the staff paper.· 
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So far, so good. But of course, the paper is not primarily about 
indicators as such, but about how to use them in the exercise of international 
surveillance. After all, the tables in Article IV consultation papers are as 
full of what we are now going to call "indicators" as the texts of these 
papers are full of what we might, generously, call "prose". 

The same observation holds, broadly, for the WEO papers which have for at 
least the last ten years served as the main background for the Fund's 
multilateral surveillance. Here I welcome the staff's intention to deepen the 
analysis of the current account of the balance of payments along lines used in 
the past, and also to gain greater insight than has proved possible in the 
past into the determinants of capital flows, and hence in the determination of 
exchange rates. 

In between the highly competent technical observations on the 
classification, the analytical interlinkage, and the most efficient definition 
of various indicators one can locate, here and there, brief observations on 
certain features of this indicator exercise that does distinguish it from the 
use of statistics in the Fund's work on major countries in the past - or at 
least in the recent past. These aspects are dealt with in sections IV, V AND 
VI below. Before discussing them, I shall want to make some observations on 
the choice of indicators, and on possible norms for certain policy indicators. 

II. Selection of Indicators 

I have a number of comments on the choices made by the staff for the 
indicators to be covered. 

Ci) The staff pays perhaps too much atention to real variables, at the 
expense of nominal variables. Specifically, I would like to add the nominal 
exchange rate and nominal interest rates. Concentration on the real exchange 
rate tends to abstract from the problem of inflation. 

(ii) There are considerable problems with any reserve indicator, which 
were well documented in the work of the Committee of Twenty (see its 1974 
Report). Thus, for a variety of reasons, gross or net reserve movements may or 
may not be reliable indicators of balance of payments developments or of 
intervention activities. The value of this indicator is therefore likely to be 
limited. 

(iii) The staff is not clear as to inclusion of unemployment as an 
indicator. It should in any event be observed that unemployment data are not 
by thesmselves usable as a yardstick of the room for expansion, but would need 
to be complemented for this purpose by indicators on the extent of the use ef 
capacity. 

(iv) Finally, while there can probably be no ready indicators of 
structural measures, it would be desirable if countries could provide short 
descriptive material on such measures. 

• 
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III. Norms for Policy Indicators 

The surveillance activities of the Fund (as well as those of others) 
could be further strengthened if it proved possible to develop norms for 
certain indicators, such as the budget deficit or money supply growth, against 
which these iridicators could be judged. The norm for the fiscal deficit would 
be derived from the savings and investment equation of the private sector, 
with the implication that a fiscal deficit in excess of net private saving 
would find its way into an external imbalance. Or one could think of a more 
stringent norm, related to the need to Limit the ratio of public debt to GNP, 
as suggested by the Managing Director in his August 1984 speech at Innsbruck. 
The norm for the money supply could be derived from the medium-term structural 
growth rate of the economy, with allowance for monetary (price) factors only 
in so far as they were of external origin; the aim of this ap~roach would be 
to avoid automatic accommodation of inflationary developments of domestic 
origin. 

Norms such as these could not be seen as binding prescriptions. Their 
function could not extend beyond presenting certain presumptions: countries 
could be expected to justify deviations from the norm and partner countries 
should feel inhibited to suggest policies that would involve transcending the 
norm. 

IV. Sustainability 

One crucial issue discussed in the staff paper ,is sustainability, in 
particular as regards the balance of payments. Normally, the sustainability of 
positions has been considered in the Fund for an individual country. In 
particular, this has been done for payments deficits, where the question has 
been asked whether the country would, over the medium term, be able to attract 
foreign resources tommensurate with a specified deficit and whether over the 
Longer term it would be able to service the resulting stock of indebtedness. 
The staff deepens ~nd b~oadens the definition of sustainability among the main 
industrial countries by posing the additional questions whether ihe domestic 
savings and investment position of the country is sustainable and whether it 
is compatible with the corresponding preferences of other countries. The 
broadening - bringing in the preferences of other countries - is perhaps 
relevant to the US payments deficit. No deficit by any other country could 
conceivably make an important enough differen~e to the savings/investment 
balance of the rest of the industrial world (which would then of course 
includ~ the United States) for it to be felt there as interfering with 
national preferences. Even in the case of U.S. deficit sustainability - or 
rather the absence of it - can probably be readily established without 
reference to the savings/investment balances either in other industrial 
countries or in the US. That judgment can be made on traditional grounds, in 
the sense that the deficit produces an international indebtedness that th~ US 
cannot expect to service. A further solid reason against the deficit is the 
protectionist consequences that it calls forth. A third one is that one 
component of US domestic dissaving - the budget deficit - will in the Long run 
produce a Level of domestic government debt that can no Longer be serviced. 

Thus it would seem that the traditional (bilateral) way of judging 
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whether a payments situation is sustainable will normally continue to suffice, 
even in a framework of multilateral surveillance. 

Once it has been established that a particular disequilibrium is not 
.sustainable and will have to be corrected, the question arises as to the 
counterpart balance of payments adjustments that this will bring about in 
other countries. This raises the issue of consistency. · 

V. Consistency 

The staff calls international consistency of balance of payments positions 
"a necessary condition for their sustainability" (p.8). The issue comes back 
on page 20 where (implicit) concern is expressed about ex ante inconsistency 
between countries' balance of payments objectives or forecasts. This then 
Leads to the suggestion "to keep track of trends in savings and investment in 
order to provide advance warning of possible inconsistencies". 

These observations raise a wide range of issues. 

Ci) To take a somewhat technical point first, it is by no means clear that 
trends in savings and investment (the former often statistically quite 
defective) could be estimated or forecast with more confidence than the 
current account itself, or that the causal process runs from an ex-ante 
desired domestic balance to a foreign balance. 

(ii) Consistency (ex post) of current account balances exists of course only 
"at the global Level" and whi Le these words occur in the text, no further 
attention is paid to the fact that an exercise on the indicators of major 
industrial countries covers too small a proportion of the world payments to 
permit judgments on the problem of global balance of payments consistency. For 
example, the impact that the US deficit had - and that its eventual 
elimination will have- on developing countries may easily be as important as 
its effect on other industrial countries. The question of consistency extends 
beyond the area of payments balances. On p. 21 the staff indicates that it 
would plan to highlight, as a source of concern, "international inconsistency 
of objectives or forecasts." This would be possible where countries A and B 
announced different figures for the A/B exchange rate or the A-B trade 
balance; but for overall trade deficits, growth rates, etc. such conclusions 
would frequently not be possible on the basis of figures for the seven maj,or 
countries. There is thus a major contribution that the Fund can make to : 
surveillance activities among major industrial countries, viz. to set the{r 
payments imbalances and their expected correction in the framework of a true 
multilateral, i.e. a world-wide, framework. 

(iii) That, unfortunately, is not an easy task. Any attempt to tackle the 
problem of consistency in global payments is, for the time being, severely 
handicapped by the enormous "statistical discrepancy" in world payments 
statistics which, as the staff mentions in the understatement of the year,. 
"would have to be appropriately alllowed for". (page 8, footnote 1). 

(iv) The Fund could, nevertheless, play a valuable role in attempting to 
forecast how the policies of some countries would affect the payments 
positions of all other countries. This exercise would, of course, not be 
Limited to calculating the effects of,e.g., the needed reduction in the US 

' 



- s -

deficit; it would involve forecasting the payments positions of all countries, 
taking into account the policies of all countries. In other words, the Fund 
must continue to produce a consistent set of current account forecasts for all 
countries combined. 

(v) The "world discrepancy" makes, at Least for the time being, moot the 
issue whether countries should, on a world-wide basis, make a major effort to 
ensure that their balance of payments objectives are consistent, and how 
serious the consequences of inconsistent national forecasts are. 

A relevant point in this connection is that most industrial countries do 
not have balance of payments objectives. They may have current account 
forecasts which - in conjunction with those of all other countries - might be 
said to be inconsistent if one knew how to handle the statistical discrepancy; 
but that inconsistency is of no consequence in so far as countries are not 
hampered in their policy objectives by the Likelihood that their current 
account forecasts will not be realized. 

VI. Weaknesses in Performance 

Attention needs to be turned finally to the third task that the staff sees 
for indicators: "to highlight •••••• weaknesses in domestic economic performance 
or policy". 

This particular aspect of the use of indicators deserves close attention 
because it raises political issues. The components of the staff's reasoning on 
this subject are scattered throughout the paper, and it may help to bring them 
together. 

Ci) Starting out from the unexceptionable proposition that "all countries 
have, as ultimate economic objectives, an optimal rate of utilization of 
existing factors of production, satisfactory growth of output over time, and 
reasonable price stability"(p. 5), the staff suggests that indicators can be 
used to define a government's numerical objectives on output, employment, 
etc. and the policy measures available to foster these objectives, (p.3). 

(ii) Having equipped each country with a numerical growth objective, the paper 
then assumes that this objective needs to be judged: "A more difficult 
issue ••• is the establishment of criteria by which objectives with respect to 
growth are to be judged •••• " (p. 11). Specifically, judgment is to be based on 
the sustainability of the targeted growth rate and on the non-inflationary 
sp~ed with which the gap between existing and potential output Levels can -
and, it is implied, should - be filled. However, "other objectives (such as 
fiscal strengthening) that might Legitimately constrain governments' freedom 
ofrinaneuver" are allowed for as a qualification (p. 11). 

(iii) When it comes to "Using Indicators in Surveillance" (the title of 
Sec1ion V) the earlier qualifications that apply to judgments tend to be 
submerged and a country's growth objective or performance can be judged to be 
inadequate "when domestic economic performance or objectives fall short of 
what was considered attainable, having regard to a medium-term framework. An 
example of the latter would be where a country was envisaging economic growth 
at a pace considered to be below what would be sustainable without rekindling 
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inflationary pressures" (p. 21) (one might note the absence of any reference 
to an unsustainably high level of output, or to an unsustainable fiscal 
policy!) In this connection, it is recognized that performance variables are 
hard to control in the short run and "fine-tuning" should be avoided (p. 23). 
For the short run, the emphasis is on keeping the policy variables on track, 
in the expectation that this will bring the performance variables around over 
time. However, if this does not happen within a reasonable time, it will be 
necessary to change the "policy settings". (p. 23) 

Apart from the welcome disclaimer of "fine-tuning", the approach of the 
paper seems to be somewhat removed from the approach to economic policy as it 
is practiced in the main industrial countries in recent years. Rare are the 
countries that announce a growth objective for the coming year. True, growth 
forecasts are made by all governments, but the operational significance of 
these forecasts is far from clear. Not infrequently, such forecasts tend to be 
on the optimistic side, - perhaps in the hope that optimism may have some 
self-fulfilling effect - as evidenced, for example, by the fact that the IMF 
staff forecasts are often Lower. Also, the linkage between these forecasts and 
policy measures tend to be much Less explicit than was the case, say, twenty 
or perhaps even ten years ago. With more emphasis on structural measures to 
encourage growth over the medium term, governments are Less able to predict or 
to determine output in any particular year, and Less willing to adjust policy 
variables to bring about the realization of what are, after all, no more than 
forecasts. An additional relevant consideration is that not all governments 
have found it possible to achieve the setting of fiscal instruments that they 
would consider desirable. 

To conclude this section: any program to use indicators in connection 
with the setting and monitoring of national growth performance will require 
not only good indicators, but also a clear mutual understanding among the 
participants of the implicit or explicit normative assumptions of the exercise 
itself. 

One particular aspect that needs explicit consideration in this 
connection is the distinction, already mentioned, between GNP (or GDP) and 
domestic demand. If one takes as one's starting point - for example in the 
framework of the requirements of the world debt problem - that every country 
should do its part in maintaining an adequate rate of growth in world demand, 
then the relevant "performance criterion" would be each country's growth rate 
of domestic demand. However, the ability of any country to avoid inflationary 
pressures in its economy depends on its growth in GNP, which includes the 
(positive or negative) contribution from the net balance on goods and services 
• Any international surveillance of the growth performance of the main 
industrial countries will have to come to terms with this distinction, which 
involves at the same time the ever elusive question of the distribution of 
responsability for bringing about the adjustment of any given disequilibrium 
situation. 

VII. Indicators and Analysis; Procedures 

The staff suggests that, to be helpful to the Surveillance process, 
"indicators must be Limited in number, quantifiable, timely and relatively 
easy to interpret". There·is, indeed, merit in presenting those who are 
engaged in the process of international surveillance with a Limited number of 



- 7 -

reasonably standardized indicators. The Fund has made considerable progress in 
this direction. But, however well defined and standardized, indicators will 
never be self-sufficient. They "might help to identify a need for discussion 
of countries' policies" (the wording of the April 1986 Interim Committee 
Communique) but that discussion will then still have to be based on an 
analysis of these policies. It would be tragic if international judgments -
even presumptive judgments - on the adequa~y of policy were to be made on the 
basis of indicators without analysis. 

Subject to this constraint I would broadly endorse, on an experimental 
basis, the staff's procedural proposals on page 25, although for the reasons I 
have outlined, I would not expect the exercise to be particularly productive 
on the question of international consistency. National data would be 
collected and analyzed by the staff in a global framework, using as much as 
possible existing procedures (such as Article IV Consultations and mini
consultations). They would be presented, mostly in the established forms of 
document~tion, such as the Consultation Reports and the World Economic 
Outlook. The chapter on policy interrelations among the industrial countries 
could gain particular importance in this connection. This documentation would 
then be discussed in the Executive Board and the Interim Committee, with 
particular attention to the Linkages between policies and medium-term 
objectives. Thereafter, performance would be monitored against projections. 
One interesting question that arises in this connection--and on which an 
initial staff reaction would be helpful--would be in how far the procedures 
proposed would differ from, or improve upon, current practice under the World 
Economic Outlook exercises. 

,;) 
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July 10, 1986 - 86/125 

Statement by Mr. Lankester on Indicators Relating 
to Policy Actions and Economic Performance 

Executive Board Meeting 
July 14, 1986 

This statement sets out the United Kingdom's views on multilater al 
surveillance, and relates these to the detailed proposals in the Fund staff 
paper "Indicators Relating to Policy Actions and Economic Performance" 
(EBS/86/127). 

My authorities have long supported the need for .effective measures to 
improve international policy cooperation. The Chancellor of the Exchequer, 
Mr. Nigel Lawson, in his speech to the Interim Connnittee in April set out some 
specific proposals. Principal among these were that: 

(a) there should be 'quantified analysis by the IMF staff' setting 
out medium-term economic prospects for each major country 
together with an assessment of policies; 

(b) those participating in multilateral surveillance would use this 
analysis as a basis for identifying · ' pot ential inconsistencies 
and conflicts' and the various policy options that might assist 
in resolving them; 

(c) there would be subsequent 'discussion at Mini sterial level of 
possible policy commitments designed to produce a more consistent 
set of policies and a more stable world economy'; 

(d) there was 'bound to be a large element of judgment and 
flexibility in this process. It would not be practical to 
establish objective indicators as automatic triggers for policy 
adjustment'. 

How to Improve and Develop Policy Coordination 

The main purpose of strengthening multilateral surveillance, as my 
authorities see it, is to facilitate more substantive international discussion 
of policy with a view to reducing the scope for damaging or unsustainable 
external imbalances between the major economies. Such imbalances have 
undoubtedly developed in recent years with disruptive effects that have spread 
across the world economy. The objective now must be to put in place a system 
of surveillance that helps remove those imbalances and makes their reemergence 
in the future less likely. 

An improved system of multilateral surveillance must build on the 
positive achievements of recent years and the policies on which they have been 
based. Attempts to remove disruptive external imbalances must not prejudice 
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the very real policy achievements in all the developed economies, including 
the UK, that have led to a major reduction in inflation and have created the 
conditions for sustainable growth. Any moves to remove other imbalances at 
the expense of these hard won achievements would be self-defeating, and any 
drift back to the policies of the 1970s must be avoided. It is essential that 
efforts to rectify the adverse international effects of policies of particular 
countries should not lead to the adoption of undesirable policies elsewhere to 
the detriment of all . In particular, it will be important for participants to 
be aware of the behaviour of aggregate measures of demand, trade and prices, 
and to ensure that surveillance does not encourage the adoption of policies 
that would rekindle inflationary pressures. 

The essence of successful macroeconomic policies in the 1980s has been 
firm control of nominal magnitudes so as not to accommodate inflation. In the 
1970s many governments attempted to target real growth or unemployment. They 
ended up with unacceptable l evels of inflation and poor growth performance. 
In the UK the government's counter-inflation policies have been formulated in 
the context of a Medium-Term Financial Strategy. This has many elements in 
common with successful macroeconomic policies in other countries. The 
Strategy sets out a satisfactory medium-term path for money GDP together with 
the evolution of money supply and the fiscal balance that the government 
considers will be consistent with the achievement of this path. The private 
sector and financial markets are then fully aware that the government will not 
accommodate higher inflation by allowing significant overshooting of the money 
GDP path. Within such a policy framework steady real growth is both possible 
and--as UK experience since 1981 has demonstrated--likely. For its 
medium-term figuring the government assumes a feasible path for real GDP, but 
it does not make explicit medium-term forecasts. Past ~xperience suggests 
that it is not worthwhile attempting to forecast reversible economic 
fluctuations beyond about 18 months. 

My authorities propose that multilateral surveillance should follow the 
practice of all governments in the main developed economies in recent years by 
giving a central role to the control of nominal magnitudes. The starting 
point would be a set of medium-term projections for the major economies 
focussed in a nominal framework. Such a forecasting exercise would produce, as 
the Fund staff's World Economic Outlook (WEO) does already, a range of nominal 
and real variables, including: 

(i) 

(ii) 

(iii} 

the growth of nominal domestic demand in each major country; 

projections for various measures of inflation, including the 
domestic demand deflator; 

projections of the growth of real domestic demand implied by those 
for nominal demand and inflation. 

With policy operated as in recent years, projections of real domestic demand 
(and output) would be contingent on the achievement of appropriately low rates 
of inflation. 

We do not think it is necessary or desirable to have explicit forecasts 
for market sensitive variables. For example, a 'no change' exchange rates 
assumption need not prevent identification of emerging undesirable external 
imbalance. On the -assumption of constant nominal exchange rates, it would be 
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possible to produce the current account projections that should be the 
central focus of the exercise. These would constitute the baseline material 
for participants to assess the sustainability of existing policies and 
exchange rates, and hence to identify any potential inconsistencies and 
conflicts. There should be particular emphasis on the identification of 
actual and prospective domestic fiscal and monetary policy mixes which 
generate undesirable external imbalances. The assumption of constant 
nominal exchange rates should not impair ability to identify ·externally 
disruptive domestic policies. 

My authorities see forecasts presented in this way as essential 
background material for effective policy discussion. Countries would be able 
to discuss and coordinate policy more effectively. As a result, individual 
countries would improve their own policy settings in the light of better 
information on the international environment. More importantly, individual 
countries might be more inclined to curb policies with undesirable spillover 
effects on other countries when such effects are more_clearly identified. 

In the light of th~ inevitably large element of judgment in such an 
exercise and the need for flexibility if progress is to be made, it wbuld be 
inapproriate to accord target status to any of the projected indicators, 
whether they are direct policy instruments or not. It is, of course, 
essential that individual countries continue to keep firm control on nominal 
magnitudes; but this is something best left to national discretion because a 
fair degree of national flexibility must be preserved for -the system to prove 
workable. Likewise there should be no question of any automatic triggers for 
policy response since any such arrangements would eventually, ·in practice, · 
destroy the basis for mutual cooperation on which the exercise is founded. 

It is against the foregoing envisaged broad framework that we have 
assessed the proposals in the staff paper. 

Detailed Comments on the Fund Staff's Proposals 

(A) Procedures 

My authorities' view is that the indicators exercise should begin in a 
modest and workable way, building on existing IMF staff work and procedures. 
It can develop thereafter as circumstances and experience dictate. The 
natural course would be to build on the existing WEO framework: 

- the Fund staff should prepare the WEO, augmented as agreed; 

- in the course of preparing the WEO the staff would probably find it 
useful, as now, to consult with national forecasters in certain 
countries; 

- Fund staff papers summarising the work of the WEO should form the 
basis for discussion in the multilateral surveillance exercise; 

- at the end of this process of discussion, the Fund staff should 
publish the projections and policy assessments in the WEO in the 
normal way, having taken account both of recent developments and of 
the policy discussions. 
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We do not believe it would be :wise. to .J,ase the. sur;veillance exercise on 
special forecasts prepared by national -authorities. · To_ do _so would lead to 
problems of widely different metho,do_logy and coverage, and, would be too 
cumbersome to prov_ide an effective background to well focussed discussion of 
policy between cou_ntries •. 

(B) Classification of ~ndicators 

The proposed three-way ci'assification of performance, policy .and inter
mediate indicators appears to us to be rather misleading. The.appropriate 
classification for many indicators wi-11 depe!).d· on the particular- methods 
chosen to conduct policy in individual cpunt.ries ,. We-r.e classificat-ion to be 
necessq.ry, a distinction between. direct _policy instrumen;ts, intermediate 
policy objectives (often targeted) and final objectives.might be more 
appropriate, but even here the dividing lines are not sharp. To classify 
variables in either way does not seem to serve a particularly usef.ul purpose 
in the context of surveillance. 

(C) The Analytical Framework 

My authorities agree that the principal role of multilateral 
surveillanc.e should be to help remove obvious ext;er.nal imbalances, notably in 
the pattern of current accounts in developed economies. ~owe,ver, _we have some 
difficulties with the specific proposals .for identifying undesirable or 
unsus.tainable balance of payments positions: 

- on.the surface, the calculatiqn of 'underlying current account 
positions' based on projections of.domestic activity on existing 
policies and exchange rates seems acceptable. But conventional IMF 
staff practice for calculating-underlying balances involves an 
assumption of constant real exchange rates and an allowance for 
cyclical adjustment, both of which imply some judgment on nominal 
exchange rate movements. Since it will in our view be essential to be 
extremely careful in the treatment of market sensitive material, it 
would be preferable to use constant current nominal exchange rates and 
omit cyclical adjustment. The very poor record of exchange rate 
forecasting further bolsters this view; 

- the calculation of '.sustainable' balance of payments positions based 
on medium-term.balance of domestic savings and investment would be 
highly uncertain and limit the practical relevance of the 
'underlying/sustainable' comparison to .the identification of extremely 
divergent cases. Such analysis could provide no more than a loose 
background co~tribution to policy discussions. Publication of related 
material would have to·be.handled.carefully to ayoid any unwarranted 
presumptions emerging about future exchange rate· _realignments; 

- there should be·more emphasis.on the extent to which domestic 
policies coDtribute to any.projected external imbalances, in 
particular the contribution of public sector deficits. The 
exercise must; be cat;eful to avqid any presumption that a large 
imbalance of private domestic saving~ and .investment in a.particular 
country is necessarily a bad thing. It may w~ll ,reflect e~ficient 
intertemporal resource allocation and meet. the .. needs of other 
countries. On the other hand, large public sector deficits are far 
less likely to be reasonable against criteria of efficient resource 
allocation. 
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(D) Specific Indicators 

Bearing in mind our desire for the surveillance exercise to be largely 
focussed in a nominal framework, we have the following comments on possible 
specific indicators: 

- monetary policy: we agree with the staff that the particular 
monetary aggregates chosen by national authorities for monitoring 
orpolicy purposes be used as an indicator. This is particularly 
suitable for countries engaging in monetary targeting. We also 
agree that it is more appropriate to focus on nominal rather 
than on real money balances. Concentration on the latter could 
be taken to imply a presumption that inflation should be 
accommodated; 

· - fiscal policy: we accept the proposal to use the actual fiscal deficit 
(with coverage wide enough so that the indicator is not undermined by 
intra-government transactions), and to steer clear of inflation 
adjustment (because it gives the wrong message when the aim is to 
reduce inflation). We do not have any enthusiasm for the use of 
cyclically adjusted measures. Both underlying (structural) and cyclical 
components of deficits affect the economy and so the distinction is not 
particularly useful. Somewhat surprisingly the paper omits reference to 
the public debt/income ratio. Although measures of this ratio are not 
useful in deciding what should be the fiscal stance in the short run 
because· they accommodate inflation, they can be important for assessing 
the sustainability of fiscal policy and interpreting flow data in the 
medium-term context. Since fiscal deficits comprise the public sector 
contribution to the domestic savings/investment balance (and hence the 
net acquisition of overseas assets), their sustainability clearly has 
international implications; and we would therefore like a measure of 
the debt/income rati.o to be included as an indicator; 

- demand/output: we would like to see the main emphasis on nominal 
domestic demand. The exercise will, as indicated above, produce 
derived forecasts for real domestic demand and GDP. But it is essential 
in our view that these forecasts do not in any way acquire normative or 
target status; 

- inflation: the drawbacks of unit labour cost data are sufficiently 
serious to.make us cautious about using such an indicator in the 
surveillance exercise. Restriction of coverage to manufacturing means 
exclusion of much of the economy and of important (and growing) sectors 
engaged in international trade. Data on manufacturing unit labout costs 
are subject to continued revision and there are problems of definitional 
differences between countries. All these factors make interpretation of 
unit labour cost data a difficult task, and the problems are if anything 
compounded when they are 'normalised', i.e. cyclically adjusted. The 
identificationof 'underlying' labour productivity trends is a most 
inexact art form.· We believe it is important in this exercise to use 
whole· economy inflation indicators such as domestic demand or GNP/GDP 
def la tors;. 
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- unemployment: quite apart from the objections already mentioned to 
any form of target treatment for real variables, the use.of an 
unemployment indicator in the surveillance exercise would seem to be 
an unnecessary complication, The derived· projections·. for 
real demand and GDP/GNP will provide sufficient material on the level 
of activity when the main focus is to be on external imbalances. 
Projections for unemployment would not have any direct repercussions 
for the balance of payments over and above those implied by other 
proposed indicators. Moreover, unemployment is not the only, and by 
no means obviously the best, indicator of capacity utilisation. It 
would have much more of a role to play in policy discussion of 
structural problems·, but at this stage it would not seem sensible 
for the surveillance exercise to cover these; 

- balance of payments flows: we agree that current account balances 
should be the prime area of focus for the whole surveillance exercise. 
Whether current balances are regarded as intermediate or final 
objectives is immaterial. Assessment of the sustainability of current 
balance projections from the perspective of the balance of domestic 
savings and investment is of clear relevance, but such calculations 
are likely to be distinctly lacking in robustness. For reasons spelt 
out under (C) above, the projections of 'underlying' current balances 
should be based on current.nominal exchange rate assumptions and avoid 
cyclical adjustment; 

market sensitive variables: 
such variables with care and 
of changes become public: 

it is essential that the exercise treats 
that no explicit forecasts or assumptions 

(a) exchange market indicators: market sensitive indicators of 
nominal exchange rates and exchange reserves should be pr_ojected 
on a 'no change' basis. If the proj.ections are to be acceptable 
to participating countries, no other form of arrangement is likely 
to prove satisfactory. Forecasts on such a basis will still 
effectively show emerging imbalances in payments and exchange 
rate positions, and will provide a satisfactory background to 
policy discussions; 

(b) interest rates (and domestic savings/investment indicators): 
given the market sensitivity of interest rate forecasts, we 
would certainly not want to see anything published giving direct 
information on any projected differential interest rate 
movements between coµntries, However, there will ne.ed to be 
some assumptions· on real interest rat.es if the staff are to 
produce an assessment of medium-term domestic savings/investment 
balances (which are intended to ·shed light .. on·the sustainability 
of projected current account ha.lances). · Furthermore, it would 
be inconsistent to base. projections on cons.tant current interest 
rates when constant current nominal exchange rates had already 
been used, and the current situation involved nominal interest 
rate differentials betwen countries •. It might be nec·essary, 
therefore, .for the Fund staff to assume when structuring the 
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forecasts some fairly neutral changes in interest rates, e.g. a 
gradual fall in all rates if the existing levels were high, or 
the gradual re.moval of unusual interest rates differentials. 
But ·any such assumed changes should not be published nor should 
it be possible to infer them from any other published material. 

My authorities envisage as a suitable basis for effective policy 
discussions an exercise covering the medium-term (say, three years), with the 
emphasis on nominal magnitudes and a fairly limited coverage of specific 
indicators including: 

- monetary aggregates 

- actual fiscal deficit and the debt income ratio 

- nominal domestic.dema~d and output 

whole economy inflation indicators 

- current account balances 

- domestic savings and investment 

Implicit in the proje·ctions would be real demand and output paths based on 
assessment of productive potential and conditional on nominal objectives 
being met. Fund staff assessment based on these projections would provide 
the essential background material for policy discussions aimed at better 
international policy coordination-and a reduction in potentially disruptive 
external imbalances. 
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I. Introduction 

The April 1986 Interim Committee Communique contains the following 
reference to the possible usefulness- of indicators in implementing 
Fund surveillance (paragraph 6). 

" ••• To improve the multilateral setting·:for surveillance, 
the Committee asked the Executive Board to consider ways i'n which 
its regular reviews of the world economic situation could be 
further adapted to improve the scope·for discussing external 
imbalances, exchange rate developments, and policy interactions 
among members. An.approach worth exploring further was the 
formulation of a set of objective· indicators related to policy 
actions and ec·onomic performance, having regard to a medium--te,rm 
framework. Such indicators might help to identify a need for 
discussion of countries' policies~ Tp.e Committee noted that 
increased emphasis would be given.in the World Economic Outlook 
to policy interactions-among industrial countries in ·order to 
strengthen the _basis for assessing, the international repercus:... 
sions of the policies and objectives of the major industrial 
countries, and also to help promote the further development of 
recent initiatives to enhance policy coordination among these 
countries.· .•• •i 

In the Tokyo Economic Declaratipn, the Heads of State or Government 
of the seven Summit countries,,with the representatives·of the European 
Community ••• 

"~ •• reaffirm [ed] ·the undertaking at the Versailles Summit 
. to cooperate with the IMF in ·str.engthen·ing multilateral surveil
lance particularly among the countries whose currencies constitute 
the SDR, and requested that, in conducting such surveil·lance 
and in conjunction with the Managing Director·of· the IMF,·their 
individual economic··forecasts should be reviewed, taking. into: 

· account indicators· such as GNP. growth rates, inflation rates, 
inter~st rates, unemployment rates, fiscal deficit ratios, 
current account and trade balances, monetary growth rates, 
reserves, and exchange r~tes.". 

This paper is an initial··response to the Interim Committee's request, 
which also takes ·into account. some of the specific suggestions made .in 
the Tokyo.declaration. The paper ·begins, in Section II, by assessing 
the purposes that indicators might be expected to serve. Section III 
then presents an_analyt,ic8:l framework for discussing poli.cy interactions 
among countries. -.In Section IV,· some suggestions are :offered concern-
ing the- nature of .the specific indicators that might be helpful in this 
connection. Section V considers the procedural aspects of extending 
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the use of indicators in the Fund's surveillance work. Finally, 
Section VI identifies a number of -issues on which further guidance 
from the Board is needed. 

It may be helpful to note at the outset certain restrictions that 
have been placed on the scope of the present paper. First, the paper is 
preliminary in nature: it describes an approach to the use of indicators, 
but it does not attempt to apply the. approach. It is expected that 
application will take place, particularly in the context of World 
Economic Outlook and Article IV discussions, after the issues raised 
in the present paper have been thoroughly reviewed. Second, the 
analysis is developed with the larger industrial countries .in mind. 
This corresponds to the focus in the Interim Committee and Tokyo 
communiques, and reflects the fact that it is the large countries 
that have the greatest impact on global economic conditions. Moreover, 
if indicators are to be discus.sed from the perspective of· international 
interactions, there is a practical limit to the number of countries 
that can be covered in an initial assessment. Nevertheless, many of 
the principles and issues that are discussed have applications for 
countries outside the major industrial group. Third, no attempt has 
been made to_develop new or unfamiliar indicators. This is largely 
because the range.of indicators that are customarily used in analysis 
seems broad enough to meet the needs of a more intensified assessment 
of international interactions of policies and performance. Moreover, 
since the objective is to develop a procedural and analytical framework 
that enables issues of coordination to be viewed in a fresh perspec
tive, it seems desirable not to burden. the analysis with unnecessary 
complexity in the choice of variables to be employed. 

The limitations placed on the present paper need not, of course, 
preclude subsequent analytical developments. The staff has already 
done a considerable amount of work on the interaction of economic 
performance and policies, some of which has been presented in the 
context of World Economic Outlook exercises. 1/ Research work is 
continuing on relationships between economic policies and performance, 
and this may lead over time to refinements in the use of indicators. 

II. Purpose of Indicators 

The use of indicators in the assessment of economic performance 
has a long history, both in the Fund and elsewhere. The basic purpose 
of economic indicators is to give quantitative content to governments' 

1/ See, for example, "Effects of Exchange Rate Changes in Industrial 
Countries," World Economic Outlook, Staff Study, SM/86/49, Supplement 4; 
"The Transmission of Economic Influences from Industrial to Developing 
Countries," World Economic Outlook, Staff Study, SM/86/49, Supplement 5. 

,. 
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economic aims and achievements, both in the realm of policies and per
formance. Indicators can thereby be used as a guide in helping judge 
the realism and appropriateness of objectives, and their consistency 
with international goals such as efficient adjustment, stability in 
trade flows, and sustainability of capital movements. 1/ They can 
also be used to publicize governments' commitments to a particular 
course of policy, arid thus to improve the basis for private sector 
decision taking. 

The recent statements of the Interim Committee and the Summit 
participants, as well as the earlier reports of the Group of Ten 
and Group of Twenty-Four, 2/ suggest at least three ways in which 
existing uses of indicators might be extended: (i) through a more 
explicit focus on the international repercussions of developments 
in individual countries; (ii) by casting objectives and policies into 
a medium-term framework; and (iii) by the development of standards 
against which developments in the various indicators can be appraised. 

Indicators can be used both ex ante, in formulating objectives, 
policies and projections, as well as ex post, in monitoring progress 
toward desired objectives. In a forward-looking sense, indicators 
can help define a government's economic objectives and the policies 
through which it hopes to achieve those objectives. Economic objec
tives include variables such as output, employment, and balance of 
payments and price stability. The policies which are available to 
foster these objectives include: fiscal policy, i.e. the level and 
structure of government revenues and expenditures; monetary policy, 
i.e., the rate of growth of monetary and credit aggregates and the 
setting of other monetary instruments; and structural policies, such 
as the degree of regulation in particular industries and markets. 
There are, in addition, intermediate variables that are neither 
ultimate goals of policy nor direct policy instruments, but which 
nevertheless have an important bearing on the interaction of policies 
among countries. These variables include real and nominal interest 
rates, exchange rates, and the relative growth rates of domestic saving 
and investment. Normally countries will have expectations or forecasts 
of how such variables might evolve, based on their assumptions about 
the channels through which policies work to influence the outcome for 
broader economic objectives. 

1/ A report prepared for the Committee of Twenty by the Technical 
Group on Indicators discussed a number of technical problems concerning 
indicators in the adjustment process. (See "Documents of the Committee 
of Twenty," pp. 51-77, IMF, 1974.) 

2/ Report of the Deputies of the Group of Ten on the "Functioning of 
. :~the International Monetary System''. (EBD/85/154, Sup. 1, 6/21/85, and 

Report of the Deputies of the Group of Twenty-Four on the "Functioning 
,: and Improvement of the International Monetary System - Transmitted to 

the Interim Committee (EBD/85/228, 8/30/85). 
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A second way in which indicators can be used is in a retrospec
tive or monitoring sense. Indicators can define how the economy has 
performed in some past period, and what the stance of policies has 
been. Used in this way, however, they need. to be complemented by 
some standard, or frame of reference, against which to judge whether 
policies have been appropriate and performance has been successful. 
Such a standard can be the set of indicators and projections formulated 
at the outset of a policy period. It has to be recognized, however, 
that when an expected time path is specified for a large number of 
interconnected variables, some indicators may show deviations while 
others remain on track. A framework is. therefore required for judging 
the significance, in particular circumstances, of departures from 
expected developments. 

Both of the purposes of indicators that have just been described 
can be (and often have been) used in a purely national context without 
reference to international interactions. However, indicators can also 
be used for purposes of assessing the intercountry consistency of 
developments and prospects. In the framework of surveillance, this is 
likely to be an aspect of indicators that assumes increasing importance. 
Two kinds of consistency are important from an international standpoint: 
first, the projections being made by individual countries should.be 
arithmetically consistent with those of other countries, for example, 
with respect to anticipated rates of growth of exports and imports. 
Second, and more fundamentally, projected developments should be com
patible with the medium-term object~ves of a stable system. These 
objectives would i~clude sustainable balance of payments positions, 
combined with satisfactory performance with respect to growth and 
inflation. · 

A further use of indicators, which will not be dealt with in depth 
in this paper, is .as a triggering or enforcing device, i.e., in requir
ing automatic or quasi-automatic responses by policy au~horities. An 
example of such a use of indicators is the "hard" version of target zones, 
whereby a given exchange rate development would require a prescribed-
form of policy response, such as intervention, or a change in monetary 
or fiscal policies. Use of indicators in this fashion is feasible only 
when the primary objective of the authorities is congruent with the 
indicator being used (e.g., the exchange rate in a fixed rate system). 
or when there is a strong consensus about the relationship between 
specific policy actions and a given economic result. 

To be effective in serving the purposes of analyzing and inter
preting developments, economic indicators must be timely, quantifiabl~·, 
relatively easy to interpret, and adequately comparable, both across '-: 
countries and in relation to objective standards. It has to be 
recognized of course, that few indicators will be satisfactory in all 
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these respects. In particular, single-valued indicators are generally 
unable to capture the complexity of the economic situation they are 
being used to portray. Most economic variables, for example, reflect 
a combination of underlying and persistent influences, as well as 
transitory phenomena. It is important in analysis to distinguish 
between such influences, so that responses are not triggered to 
developments that eventually prove self-reversing. Thus, while 
tractability requires a limited number of relatively straightforward 
indicators, it should be recognized that additional analysis will 
usually be needed to provide an adequately rounded picture of economic 
developments, policies and prospects. 

III. An Analytical Framework for the Use of Indicators 
in Surveillance 

1. Overview. 

As noted in the Interim Committee communique, a key objective 
of the use of indicators in surveillance is to "strengthen the·basis 
for assessing the international repercussions of the policies and 
objectives of the major industrial countries, and also to help promote 
the further development of recent initiatives to enhance policy coordi
nation ..... Against this background, it seems appropriate to focus 
explicitly on how developments in the policies and economic performance 
of individual major countries influence the opportunities and constraints 
faced by other industrial countries, and the international community 
at large. 

The principal point of interaction between national economies is 
trade and capital flows. These flows are influenced by the level and 
structure of demand growth in the various countries, by relative expected 
rates of return on assets, and by relative national price levels adjusted 
for exchange rates. The role of multilateral surveillance is to help 
countries move toward better and more consistent developments for all 
these variables. Indicators can assist in this process by providing a 
framework in which the evolution of policies and economic performance 
can be measured against their desired or expected path. 

All countries have, as ultimate economic objectives, an optimal 
rate of utilization of existing factors of production, satisfactory 
growth of output over time, and reasonable price stability. However, 
the achievement of these objectives will be significantly affected by 
'developments in the external sector. Trade in goods and services can 
help bring about a more efficient allocation of global resources, as 
countries concentrate production in industries in which they have a 
comparative advantage. Capital flows can help improve the volume and 



- 6 -. 

distribution of international investment, since they permit flows of 
real resources from countries where savings exceed investment oppor
tunities to countries where the reverse prevails. 

The potential benefits of international trade and investment flows 
can be reduced, however, when policies and developments among countries 
are inadequately harmonized. Inappropriate or uncoordinated national 
policies can lead to.trade and capital flows that do not reflect com
parative advantage or relative scarcities. Such flows, in turn, can 
generate volatility and uncertainty concerning the future path of 
interest rates, exchange rates, and payments flows. Added costs may 
be incurred when resources have to be shifted back and forth between 
uses in response to unnecessary or reversible changes in competitive 
conditions. Lastly, and perhaps most important, protectionist pressures 
can be created when international trade is perceived to be influenced 
by factors that seem to be unrelated to more fundamental supply and 
demand considerations. 

In analyzing economic interactions, it is therefore of central 
importance to distinguish between.those developments which promote 
the efficient international allocation of trade and c·apital flows and 
those which give rise to economic adjustments that run counter to 
efficient resource allocation. A satisfactory conceptual framework 
for making such a distinction must have at least two components. First 
it must be able to identify the channels by which domestic policies and 
developments affect the balance of payments and exchange rates. Second 
it must provide some basis for judging whether such effects, in given 
circumstances, are desirable or undesirable from an international 
standpoint. These two elements of the conceptual framework may be 
discussed in turn. 

2. Factors influencing the balance of payments 

The primary determinants of the current account of a country's 
balance of payments are (i) relative demand levels in the domestic 
economy and in its trading partners, and (ii) relative competitiveness. 
This much is not controversial and provides a useful framework for 
analyzing balance of payments developments--though it has to be 
recognized that the relevant relationships cannot be established with 
a high degree of precision. The recent and prospective evolution of 
the trade and current accounts can be assessed with reference to past 
and anticipated developments in demand and competitiveness. 1/ If 
forecasts are available for rates of domestic demand growth in the 
major countries over the relevant time horizon, estimates can be made 

1/ See "Issues in the Assessment of the Exchange Rates of Indus.trial 
countries," IMF Occasional Paper No. 29, July 1984. 
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of how the current account might ·evolve ( other things held . equal)·. 
Similarly, given an assumed evoiution of domestic costs and prices 
and·the pattern of exchange rates, estimates can be made of how these 
competitiveness factors will affect payments flows. 1/ By adjusting 
the existing payments position for the estimated effects of lagged 
changes in exchange rates and of prospective changes in cyclical 
positions, it is thus possible to come.to an assessment of the 
"underlying" balance of payments. The key indicators.needed to make 
such an as·s·essment are as follows: (i) a measure of economic activity 
(demand or output); (ii) a measure 6f domestic inflation (costs or 
prices); and (iii) a measure of the effective exchange rate. 

The first two of these indicators can be projected on a country- · 
by-country basis using standard forecasting techniques. The third 
(the exchange rate) can be easily observed ex post, but has proved 
difficult to project in any satisfactory manner. It is neverthe-
less of considerable interest to develop a framework for analyzing 
exchange rate developments and prospects, especially if judgments 
are required concerning whether a given pattern of exchange rates 
is to be regarded as sustainable and/or desirable. To do this, it 
is necessary to ·understand (and try to develop indicators for) the 
factors that underlie shifts in capital flows so as to provide a more 
comprehensive account of internatidnal economic interactions. This 
is a difficult exercise, in part because expectations (which are 
inherently hard to observe or model) play such ari important role in 
determining the desire to acquire or dispose of external assets. A 
logical place to begin is by looking at the factors that influence 
the balance of domestic savings arid investment (and therefore the net 
acquisition of foreign assets). These include developments in the 
fiscal position (which represents the net saving or dissaving of the 
public sector) as well as developments affecting the willingness of 
the private· sector to save· or invest. Indicators that may be useful 
in this context include: (i) a measure of the overall fiscal position; 
(ii) gross private savings flows; (iii) gross private investment; and 
(iv) real interest rates. 

3. Criteria for assessing the sustainability of payments balances 

The calculation, as described above, of a set of "underlying current 
account balances" that is implied by existing policies and ·exchange 
rates can be a helpful focus in international surveillance. To the 
extent that such a set of payments balances is felt to be unsustainable, 

1/ For purposes of projections, the staff often assumes that there 
.will be no change in competitiveness from some base date. It is never
theless of considerable importance to estimate how the lagged effects 
of changes in competitiveness that occurred prior to that date will. 
affect balance of payments patterns·. 
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it could trigger discussions of whether remedial action is required. 
(Remedial action could be of a positive character, in the sense of a 
deliberate change of policy in one or more countries, or more passive, 
in the sense of acquiescence in exchange rate movements needed to 
restore sustainability.) · 

A key issue in interpreting underlying payments balances is thus 
how to establish criteria for what should be considered sustainable. 
This is a particularly difficult analytical subject, on which it will 
undoubtedly be necessary to proceed gradually. A basis for approach
ing the issue is provided by the identity which equates the current 
account position (surplus or deficit) and the balance between domestic 
saving and investment. A sustainable current account position could 
therefore be defined as one in which the domestic savings and investment 
position of a country is sustainable, given. the corresponding prefer
ences of other countries, and the need to avoid an excessive buildup 
of external liabilities or assets. 

The domestic saving/invest~nt balance can in turn be decomposed 
into the net financial balance of the public sector and the net 
financial balance of the private sector. The former is derived from 
the fiscal balance, which is an.important indicator and policy tool 
in its own right. The latter is influenced by all the factors that 
affect private saving and investment decisions, including interest 
rates, the level and growth rate of real incomes, .the return on 
physical capital, ·and demographic factors. The determinants of gross 
private saving and investment are subject to empirical estimation, 
although it has to be recognized that robust relationships are not 
always easy to establish. 

The foregoing analysis suggests that the appraisal of policy 
interactions among industrial countries could be based on an analyti
cal framework in which "underlying" current account positions (based 
on existing policies and exchange rates) would be compared with 
"sustainable" positions (derived from an assessment of the medium-run 
determinants of savings and investment). It is to be emphasized that 
international consistency of balance of payments positions is a 
necessary condition for their sustainability. lf 

The existence of a large divergence between the underlying and f 
sustainable positions would be a signal that further discussions 
might be useful. Such discussions might of. course lead to the con- :.i 

clusion that either the underlying or sustainable position had been 11 

mis-estimated, and that no divergence requiring correction existed. 

1/ This means that the "statistical discrepancy" in world balance 
payments.statistics would have to be appropriately allowed for. 
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Alternatively, it might lead to the conclusion that there was indeed 
a potential problem, and that remedial action was needed. 

The various possibilities for remedial action are suggested by 
the. factors that determine current and capital account flows. These 
flows may be altered through factors that bring about shifts in 
competitiveness, changes in relative growth rates, or structural 
changes that influence trading patterns, as well as by measures that 
affect domestic saving and investment positions. The choice of the 
particular means for restoring sustainability will depend on the 
extent to which, in given circumstances, particular indicators of 
domestic policies and performance in individual countries diverge 
from agreed or projected paths. 

This last point implie~ that the setting and monitoring of objec
tives with respect to domestic variables is a matter of international 
concern, at least to some extent. The choice of whether a balance of 
payments disequilibrium should be corrected by exchange rate movement 
or a shift in relative rates of economic growth requires, for example, 
a view on the rate of growth in an individual country that should 
be considered attainable. 

IV. Types of Economic Indicator: Uses, Scope, and Limitations 

Against the background of the foregoing discussion, this section 
provides an analysis of various indicators that are useful in assessing 
the policies and developments that lie behind balance of payments and 
exchange rate trends. It also considers ways in which such indicators 
can be adapted to make them more useful for the kind of comparative. 
analysis that is required to improve the effectiveness of multilateral 
policy discussions among cpuntries. Section V will then offer some 
more concrete suggestions concerning how surveillance procedures can 
be adapted to make more effective use of indicators. 

Indicators can be classified into three types: indicators of 
economic performance, which broadly speaking cover the more funda
mental objectives of economic policy, i.e., economic growth, employ
ment, and balance of payments and price stability; indicators of 
economic policy, which cover variables over which the authorities 
have fairly close control, but which are not themselves components of 
economic welfare, i.e., monetary growth, exchange market intervention, 
the fiscal deficit, etc; and indicators of intermediate variables, 
which are variables through which policies influence performance-
savings and investment levels, interest .rates, and exchange rates. 
Although the distinctions between these three different types of 
variable can sometimes be blurred, it is convenient to discuss them 
separately. 
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1. Indicators of economic performance 

(a) The balance of payments 

The balance of payments can be considered either an objective of 
policy or an intermediate variable. For the major currencies with 
floating exchange rates, it is not an objective in the sense that these 
countries have quantified aims for the structure of their balance o·f 
payments. However, most countries would probably subscribe to the 
objective of restoring or maintaining a "sustainable" external payments 
structure, so as to limit the dangers of protectionist pressures and 
to minimise the costs and uncertainties that are involved when an 
unsustainable position emerges and has to be corrected. Moreover, 
from the point of view of surveillance, the restoration and maintenance 
of a balance of payments pattern that is adequately consistent with 
the domestic policies and priorities of all members must be considered 
a key objective. 

A widely used indicator related to the balance of payments is the 
current account surplus or deficit, and it seems appropriate that the 
current account account remain the primary indicator of developments 
in the external sector. 1/ As noted in the previous section, however, 
a satisfactory analytical framework for judging the sustainability of 
a given exchange rate pattern would involve an assessment of the 
"underlying," as well as the actual, current account position. It 
may be useful, therefore, to include in staff analyses estimates of 
how the underlying current account balance differs from the recorded 
or projected position. This would involve making adjustments for the 
effects of recent exchange rate changes that had not yet been fully 
reflected in trade flows, for the impact on imports and exports of 
cyclical divergences from "normal" employment levels, and for any 
other special factors affecting payments flows in a given period. 

Presentation of underlying balance of payments estimates would 
facilitate multilateral discussions of the sustainability of the 
external positions implied by current policies and prospects. A 
sustainable balance of payments position can be defined as one in 
which the underlying current account surplus or deficit is matched 

1/ The trade balance is another indicator of external developments 
that often attracts attention, particularly in the context of the 
need for trade liberalization and market access. The trade balance 
is also useful as a leading indicator of developments in the overall 
current account, since data related to trade are usually available on 
a more timely basis. In general, however, there seems little economic 
reason for drawing a distinction between trade in goods and trade in 
services. 
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capital outflows or inflows that correspond to a country's desire. to 
accumulate foreign assets or debts, and its capacity to service its 
external debt out of current foreign exchange earnings. For such a 
position to be internationally appropriate, it must also be compatible 
with the savings/investment preferences of other countries,.and 
reasonably full employment of factors of production. 

(b) Real output 

Concerning domestic economic performance, perhaps the most widely 
used indicator is the rate of growth of GNP. As an indicator, GNP 
has the merit of comprehensiveness, widespread familiarity, and com
parability across countries. Given the multiplicity of purposes for 
which it is employed, however, it should not be surprising that it 
is not equally suited for all purposes. As a measure of welfare, 
absorption per head would be a better indicator, while as a measure 
of efficiency, output per unit of factor input might be superior. 

For the purpose of analysing the international interaction of 
trends in output and demand, which is the natural focus of multilateral 
surveillance, the chief drawback of the GNP indicator is its level of 
aggregation. In particular, it is often desirable to distinguish the 
relative contribution of domestic and foreign sources of demand growth 
to any given change in overall GNP. It is therefore proposed that, 
while GNP remain the principal indicator of developments in the real 
economy, it should be supplemented with systematic presentation of 
developments and prospects in final domestic demand. 

A more difficult issue than the choice of which indicator to use 
is the establishment of criteria by which objectives with respect to 
growth are to be judged, and performance assessed. Specifically, what 
rate of growth should be considered sustainable, given the constraints 
a country faces, its other objectives, and its obligations toward its 
trading partners? Such a calculation will involve, as a first step, 
estimation of the underlying rate of growth of productive potential. 
This is not a simple estimate to make, since it depends not only on 
the rate of increase in available factors of production (the aggregate 
supply of labor and capital) but also on hard-to-observe variables 
such as the quality of factor inputs and the speed of technological 
progress. A second step would be to judge how large is the gap 
between existing and potential output levels and how quickly it is 
feasible to close such a gap. These are also difficult estimates 
to make, since they depend on factors such as the nature and extent 
of rigidities in goods and labor markets, the risk of igniting infla
tionary pressures, and the existence of other objectives (such as 
fiscal strengthening) that might legitimately constrain governments' 
freedom of maneuver. However, techniques for making judgments in these 
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areas exist that enable the attainable rate of growth to be defined as 
the sum of (i) the growth in underlying capacity and (ii) the rate of 
absorption of economic slack. 

(c) Employment 

An indicator of economic performance that is closely related to 
GNP growth is employment. There are a variety of possible indicators 
in the employment field. The rate of increase in numbers employed 
is sometimes used as an indicator of "success in creating jobs." 
By this token, however, an economy with a rapidly growing population 
and labor force could appear to be more successful in the employment 
field than one with a slower growing population, even though the 
latter might have a lower rate of involuntary unemployment. A measure 
of labor market conditions that avoids this particular difficulty is 
the rate of unemployment, which is also in many respects a more visible 
objective for government policy. It has to be recognized, however, 
that the rate of unemployment is itself not always an effective measure 
of involuntary unemployment. There may be categories of discouraged 
jobseekers (longer-term unemployed, young people remaining in education, 
women remaining in household work) not captured in published unemployment 
statistics. 

As with GNP growth, a labor market indicator such as the unemploy
ment rate needs a standard by which assessments can be made as to whether 
changes in the unemployment rate are satisfactory or not. A consider
able literature exists on the "natural" rate of unemployment or the 
"nonaccelerating inflation rate of unemployment" (NAIRU). Although 
neither of these concepts is easy to apply in practice, they do provide 
a framework in which, for a given institutional setting, the existing 
unemployment rate can be judged too high (or, possibly, too low). A 
medium-term objective of policy would presumably be to move toward 
the NAIRU, and to do so at a pace that does not have seriously adverse 
consequences for other economic objectives, such as inflation control. 
It is also possible that governments may have medium-term objectives 
to reduce their NAIRU, say by structural measures that improve the 
flexibility of labor markets, and enable price stability to be main
tained with a lower level of joblessness. To the extent that such 
structural goals can be quantified, it should be possible to factor 
them into medium-term employment objectives. 

(d) Inflation 

Another important indicator of economic performance is the rate 
of inflation. From a domestic standpoint, the key objective in most 
countries is probably to come as near as practically feasible to 
stability in consumer prices. Internationally, it may be more important 
to identify differentials in cost inflation (and where possible, reduce 
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them), so as to facilitate the task of j.udging whether movements in 
nominal exchange rates are appropriate. from the perspective of 
efficient adjustment. While costs and prices often move together, 
there can be differences in underlying trends. In an economy that 
is enjoying a more rapid rate of productivity increase in its manu
facturing than in its service sector (as was the case, for example, 
in Japan in much of the postwar period), it is possible that domestic 
price inflation could be higher than in trading partners, while cost 
inflation in traded goods industries might be lower. This need not 
pose insuperable difficulties for the development and use of. indicators, 
provided that the disparities are properly identified and allowed for. 

In this connection, efficient adjustment requires that any trend 
divergence in production costs in traded goods industries be compatible 
with corresponding exchange rate trends. An inflation measure that 
has proved particularly useful in analysis is the rate of change of 

. unit labor costs in those sectors of the economy that are most exposed 
to international competition. Being a measure of costs, it is more 
relevant to international competitiveness, and thus is better able to 
identify inflationary trends that have implications ·for ·balance of 
payments flows. 

The foregoing discussion suggests that the.inflation indicator 
that would be most useful in discussing external· imbalances, exchange 
rate developments, and policy interactions is not necessarily the ·one 
that will be most familiar in a domestic economic context. Movements 
in the consumer price index contain adventitious elements that are 
only incidentally-related to international competitiveness.and. under
lying inflationary pressures. ·The GNP deflator is·a superior indicator 
in many respects, although it still does not capture some important 
elements related to ·international competitiveness. A measure of labor 
costs per unit of output, perhaps normalized for:,differences among 
countries in cyclical position, would have important advantages. Its 
main drawbacks would be: (i) such an index is available only for the 
manufacturing sector.of the economy; (ii) the data from which it is 
compiled are produced with a lag; and (iii)· the concept is less familiar 
to policymakers. To some extent, however, it might be possible to 
reduce these shortcomings if it were decided to focus on such a measure 
as a central feature of surveillance. 

2. Indicators of·economic policy 

For expositional convenience, domestic macroeconomic. policy can be 
divided into its monetary and fiscal aspects. In addition, countries· 
that do not maintain. either fully floating or rigidly fixed exchange

;n:r:ates have discretion in their management of reserves or exchange rate 
'=-'policies. Finally, the · increased focus in recent years on structural 
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policies suggests that it may.be desirable to consider the possi
bilities of develop-ing indicators in this field also. 

(a) Monetary, policy 

In the area of monetary policy, the·most widely used policy 
indicator in the major indus.trial countries is the rate of growth 
of some monetary or credit aggregate. The specific aggregate that 
is used varies from country to country depending on the institutional 
characteristics of the country concerned and the robustness of empiri
cal relationships. 

Several issues arise in developing meaningful indicators for 
use in cross-country analysis~ The first concerns whether the same 
measure of the money stock should be employed for all countries. 
On the one hand, it could be said that different definitions of mone
tary variables inhibit comparability across·countries. Some monetary 
authorities have selected a monetary.target primarily on grounds of 
controllability; while .others have preferred to target an aggregate 
that is closely linked with developments in the economy, even though 
the target itself cannot be closely controlled. Differences in 
criteria for the selection of monetary targets might cause difficul
ties in circumstances when the monetary authorities were attempting 
to concert their policy stance - e.g., to keep aggregate growth in 
the world money supply within some range, or to engage in offsetting 
policy responses to unwanted exchange·rate developments. 

Nevertheless, it would seem desirable to adapt the definition 
of monetary indicators to take account of conditions in particular 
countries. Generally speaking, when the authorities of a particular 
country have chosen a monetary aggregate for policy or monitoring 
purposes, this represents a careful choice based· on analysis of -the 
strength and stability of empirical·relationships. It is likely 
to facilitate a meaningful dialogue, without undue loss of effective 
comparability, if the definitions used for purposes of international 
surveillance accord with those used for domestic policy formulation. 

A second issue in the choice of monetary indicators concerns 
whether real or nominal variables should be used. It can be argued 
that it is the real money stock that determines the perceived liquidity 
of the private sector and therefore influences the willingness to 
spend. On the other hand, developments in the real money stock can 
be an ambiguous indicator. Under conditions of rising inflation, 
wealth-owners will seek to economize on real money balances and the 
real money stock will be observed to fall. Indeed, a systematic ·, 
increase in the growth of the nominal money stock, causing an accel
eration of inflation, will almost certainly lead. to a decline in the .. 
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real money stock. For ·this reason, and because the central goal _of 
monetary policy is to keep inflation in check, it seems more·appropriate 
to define monetary indicators (whether used as targets or as monitoring 
instruments) in nominal terms. 

A third potential issue lies in how to handle unexpected shifts 
in the demand to hold money-balances. If an upward shift in money 
demand can be identified, measured, and precisely offset by an equiva
lent adjustment in supply, it could be said that the stance of monetary 
policy has been kept unchanged. It would therefore be desirable to 
have an indicator that is adjusted for the effect of known shifts in 
the demand for money. The difficulty is, of course, that changes in 
demand are very hard to identify, particularly at the time they are 
occurring. One possibility would be to use interest rates as an 
indicator of a chang·e in the balance between· supply and demand in 
money and capital markets. But.interest rates are also an ambiguous 
criterion, since an increase in interest rates may reflect ·a shift 
in the demand for money at-given income levels, or an increase in 
credit caused by an incipient increase in nominal output. The impli
cation of the foregoing is that the possible alternatives to the use 
of money growth rates as a primary indicator of the stance of policy 
all have drawbacks. A money stock indicator is still probably the 
best indicator of monetary policy in countries that use monetary 
targets, but it must be used with caution and in the light of 
surrounding developments. 

Not all countries use monetary targets, of course.· In countries 
with fixed exchange rates, the domestic money stock cannot be closely 
controlled by the authorities, since liquidity cart enter·or leave the 
country via overall balance of payments surpluses or deficits. Even 
in countries·where there is greater freedom for exchange rate movement, 
monetary policy may be managed in the light of exchange rate and 
interest rate developments rather than to achieve target monetary 
objectives. For countries that do not have objectives for monetary 
aggregates, an alternative indicator of changes in monetary conditions 
will be necessary. One possibility, which would have the merit· of 
facilitating international comparisons, would be to use interest rate 
differentials with major international currencies. 

(b) Fiscal policy 

While the medium-term goal of monetary policy can be defined 
as the restoration and maintenance of an appropriate degree of price 
stability, .the aims of fiscal policy are both macroeconomic and 
structural. At the macroeconomic level, governments have objectives 
for the budget deficit, related to the need for economic stabilization, 
as well as to a desire to limit the government's claims on the saving 
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available for private investment. At the structural level, there may 
also be objectives for the structure and level of taxation and expen
diture, with a view to enhancing incentives for efficient resource 
allocation, and limiting the absolute volume of real resources absorbed 
by the government. 

In choosing how the macroeconomic objective relating to fiscal 
balance should be defined, a number of questions arise. These include: 
whether fiscal objectives should be established for the entire public 
sector, the general government, or for the central government alone; 
whether the objective should be for the actual fiscal deficit or for 
the "underlying" deficit (i.e., whether the "policy-induced" fiscal 
change should be separated from the change attributable to purely 
cyclical factors); and whether or'. not the deficit that is monitored 
should be inflation corrected. Beyond these definitional issues, of 
course, lies the more fundamental question of what the fiscal objective 
should be, and whether independently determined objectives (e.g., 
zero deficits) are internationally consistent in terms of their impact 
on balance of payments flows. 

The choice of whether the fiscal deficit that is measured should 
extend beyond the central government depends, to a considerable extent, 
on the scope of public sector activities that fall under the control 
of the fiscal authorities •. Whichever level of government is selected 
as the primary focus for the fiscal indicator, however, it is important 
that the value of the indicator not be undermined by shifts in the 
classification of transactions (e.g~, from central to local government) 
that have substantial effects on the chosen indicator but little 
economic significance. 

Concerning the choice of actual or cyclically corrected fiscal 
deficits, it is relevant to note that most governments express their 
aggregate fiscal objective in terms of some stated level for the actual 
fiscal deficit. This, indeed, is the indicator that most accurately 
measures the extent of the government sector's claims on financial 
markets. However, movements in the actual fiscal deficit can give a 
misleading impression of the thrust of fiscal policy in circumstances 
where·output is growing significantly faster or slower than its medium
term trend. In a phase of relatively rapid cyclical expansion, revenues 
tend to grow faster than expenditures and thus the budget deficit can 
shrink, even though policy-related fiscal measures may be tending to 
increase the deficit. Similarly, when the economy is stagnating, the 
weakness of tax revenues may cause a budget deficit to. widen even 
though the measures introduced by the authorities may in themselves 
be tending to strengthen the fiscal position. It seems desirable 
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therefore to use indicators both of the actual and of the cyclically 
adjusted fiscal position. J:./ 

Adjustment for inflation poses some potentially more difficult 
issues. On the one hand, it can be argued that inflation effectively 
reduces the value of a government's outstanding debt with effects 
on wealth-holders that are similar to taxation in an environment of 
stable prices. On the other hand, inflation adjustment can sometimes 
define away a real problem, as when the fiscal deficit itself is an 
important source of the pressures that give rise to inflation. In 
circumstances when inflation is low and stable, inflation adjustment 
is not needed to permit a meaningful comparison of fiscal conditions 
across countries or over time. 

A more difficult issue than defining the fiscal deficit to be 
monitored is that of evolving criteria for assessing the appropriate
ness of countries' medium-term objectives in the fiscal field. While 
a country's objective for its fiscal deficit is intimately related 
with the domestic social and political priorities, it also has inter
national implications. Changes in public sector saving or dissaving 
have consequences for the overall saving/investment balance in a 
country, and thus for its balance of payments situation. This is an 
area in which technical criteria are not easy to establish, and in 
which, therefore, it will be particularly useful to generate a multi
lateral dialogue. 

(c) Exchange market policies 

In the area of exchange market policies, possible indicators 
include the exchange rate and some measure of exchange market inter-. 
vention. Since most of the major industrial countries pursue flexible 
exchange rate policies, the exchange rate itself is not regarded as a 
proximate instrument.of policy. It is better viewed as an intermediate 
variable, and as such it is discussed further in the following section. 
Exchange market intervention, on the other hand, is a policy instrument 
that can be measured in terms of the size of reserve movements over 
given intervals. It should be remembered, however, that exchange 
market intervention can sometimes take place in ways that do not affect 
reserves (e.g., through borrowing and lending ·in foreign exchange by 
·public sector entities). Moreover, the impact of intervention depends 
importantly on whether it is sterilized or nonsterilized. 

Concerning the criteria according to which exchange market inter
vention is to be assessed, it would seem reasonable to assume that 

1/ For a review of the staff methodology for making cyclical adjust
ments to changes in the fiscal position, see "A Review of the Fiscal 
Impulse Measure," by Peter S. Heller, Richard D. Haas, and Ahsan S. 
Mansur, IMF Occasional Paper No. 44, May 1986. 
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reserve levels would, over time, tend to move toward some stable 
relation to external transactions (say, imports). For most major 
countries, it is unlikely that there would be any systematic ex ante 
intention to accumulate reserves, or run them down, in significant 
quantities. There would therefore be no prior stan.dard (other than 
"no change") against which actual reserve movements would be compared. 
It would, however, be useful to compare intervention activities by one 
country with any offsetting activity on the part of trading partners; 
and to view exchange market intervention in the light of accompanying 
movements in exchange rates and interest rates. 

(d) Structural policies 

Indicators of structural policies are, by their nature, hard to 
devise. The structural policies that have been the focus of most 
attention in recent years have been those relating to deregulation, 
labor market rigidities, and trade restrictions. With regard to 
deregulation, it is possible to list the number of regulations elimi
nated or modified, and it is possible to provide analytical judgements 
about the effects of deregulation (e.g., in terms of reduced prices 
or increased volume of transactions in the markets concerned). On the 
whole, it seems more practical to analyse the process of deregulation 
through ad hoc empirical studies, rather than through an attempt to 
devise specific and quantified indicators of objectives and performance. 
Labor market rigidities are thought to be manifested in a variety of 
ways, including inadequate flexibility of wages; wage levels that are 
too high; lack of geographical and occupational mobility; and inadequate 
training facilities. While many of these factors are not amenable to 
quantitative measurement through indicators, it does seem desirable 
to use the indicator of unit labor costs described earlier to help in 
reaching judgments of whether developments in real wage rates are 
warranted by movements in labor productivity. As far as trade restric
tions and protectionism are concerned, there is again no fully satis
factory way of developing quantitative indicators. There is thus 
little alternative to continuing to analyse the impact of trade 
restrictions in qualitative (albeit specific) terms, while to the 
extent possible including staff judgements of their quantitative 
significance. 

3. Indicators of intermediate variables 

The channels by which policy variables affect the ultimate objec-_ 
tives of policy are not direct, nor are they fully predictable. For 
these reasons, it can be of value to develop indicators of those 
intermediate variables through which policy works to influence more 
fundamental objectives. Intermediate variables are not, in general, 
controlled directly by the policy authorities. However, they can be 
used to check whether the behavioral assumptions underlying the 
formulation of policy is an adequate representation of reality, and 
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whether economic developments are following their anticipated path 
during the interval before measures have their effect on ultimate 
objectives. Intermediate variables can also be used to identify 
emerging problems of international consistency of policies. 

(a) Interest rates and exchange rates 

An important channel by which policies influence ultimate economic 
objectives is through their effect in conditions in financial markets. 
In this connection, a key role is played by money and capital markets 
and the foreign exchange market. It is therefore of considerable 
interest to monitor developments in interest rates and exchange rates. 

With regard to interest rates, a major determinant of the incen
tive to save or invest is probably the level of the real interest 
rate. Notwithstanding the fact that inflationary expectations can 
only be measured indirectly, it nevertheless seems desirable to use 
some estimate of the real interest rate as the primary indicator for 
monitoring purposes. A helpful approximation in this connection, 
that is generally not seriously misleading, is to deduct from the 
nominal interest rate the rate of change in the GNP deflator over 
some recent period. While the level of real interest rates is of 
importance as an indicator of the incentive to save and invest, it 
is less significant than interest differentials in determining incen
tives to capital movements, and therefore exchange rate pressures. 
In monitoring real interest rates, it is therefore necessary to pay 
attention to international differentials in rates as well ·as to 
absolute levels. 

As far as exchange rates are concerned, the indicator that is 
most relevant for purposes of international competitiveness and 
adjustment is the real effective exchange rate. This can be obtained 
by combining a measure of the nominal effective exchange rate (using 
currency weights derived from, say, the Multilateral Exchange Rate 
Model) with a relative inflation estimate from the inflation indicator 
described above~ 

Since both interest rates and inflation rates are intermediate 
variables, it would be unrealistic to expect policy authorities to 
prescribe in advance any precise path for their expected evolution. 
Nevertheless, to the extent that the analysis of other indicators 
reveals underlying disequilibria in foreign exchange and capital 
markets, this analysis could signal the direction of possible changes 
in interest and exchange rates. 

(b) Saving and investment balances 

As already implied, movements in interest rates and exchange 
rates are in turn influenced by underlying shifts in domestic saving 
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and investment. Indeed, it is movements in interest and exchange 
rates that give causal content to the identity that makes the current 
account of the balance of payments equal to the domestic savings minus 
domestic investment. 

Any ex ante inconsistency at the global level between countries' 
balance of payments objectives or forecasts must be reflected in a 
similar global inconsistency between projected saving and investment 
trends. It may therefore be useful to keep track of actual or expected 
trends in savings and investment, in order to provide advance warning 
of possible inconsistencies. As noted earlier, the aggregate saving/ 
investment balance of a country can be divided into the balance attri
butable to the public sector and that attributable to the private 
sector. The financial position of the public sector is, of course, 
the fiscal balance and has been discussed above. This can be comple
mented, for analytical purposes, with supplemental indices of saving 
and investment in the private sector. 

v. Procedures for Using Indicators in Surveillance 

The use of indicators to facilitate discussion of international 
economic interactions has two aspects beyond the development of an 
analytical framework and the definition of a set of indicators to be 
used. These additional aspects are: (i) the establishment of pro
cedures that allow indicators to be monitored .effectively, both at 
the initial stage when objectives are being set and subsequently when 
performance is being assessed; and (ii) the devising of criteria that 
would help the international community decide when given developments 
are a matter of concern. 

The present paper does not seek to fully resolve these issues. 
To some extent, it can be expected that the way in which indicators 
are used will evolve over time, through the accumulation of theoretical 
and empirical evidence, as well as through experience with their 
practical application in surveillance. The suggestions made in this 
section should therefore be seen as preliminary, designed to launch 
an exercise in the more systematic use of indicators, rather than as 
a firm set of proposals. The suggestions themselves relate to ways in 
which indicators might be used in surveillance undertaken by the Fund. 
They do not address directly the questions of how indicators would be 
used in other forums, such as those referred to in the Tokyo declara
tion. Nevertheless, the procedures described below could, if desired, 
be adapted to these other contexts. 

1. Procedures for monitoring indicators 

Discussions on the role of Fund surveillance have sometimes drawn 
a distinction between Article IV consultations, undertaken with all 
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member contries, and the assessment of global economic developments 
and interactions undertaken in the context of the World Economic 
Outlook. It has been recognized, of course, that both kinds of 
discussions are integral to an effective process of multilateral 
surveillance. In what follows, however, primary attention is devoted 
to exploring procedures for the use of indicators in the context of 
global economic assessments. 

It is proposed that assessments of international economic pros
pects, whether in the World Economic Outlook or other papers, should 
systematically include projections for the major variables discussed 
above. These projections would be based, in the first instance, on 
countries' own forecasts, and grounded in the staff's continuing 
contacts with member authorities. While the main focus of the pro
jections would inevitably be on their immediate implications for 
policy, it would be important for the projections to be framed against 
the background of governments' stated medium-term objectives. To the 
extent that national forecasts for specific variables were not available, 
the staff could fill gaps on the basis of judgments about the inter
relationships among variables. 

In preparing statistical and analytical material for multilateral 
policy discussions (whether in the Executive Board, at the Interim 
Committee, or in other forums), the staff would attempt to highlight 
two possible sources of concern: (i) international inconsistency of 
objectives or forecasts, and (ii) weaknesses in domestic economic 
performance or policy. International inconsistency would arise if 
the anticipated exchange rate or balance of payments consequences of 
developments projected by one country could not be reconciled with 
the corresponding projections of its trading partners. Domestic 
weaknesses could be considered to exist when domestic economic per
formance or objectives fall short of what was considered attainable, 
having regard to a medium-term framework. An example of the latter 
would be where a country was envisaging economic growth at a pace 
considered to be below what would be sustainable without rekindling 
inflationary pressures. 

Where international inconsistencies exist, a question that 
arises is how far any set of projections presented by the staff should 
attempt to include a reconciliation of such inconsistencies. In the 
World Economic Outlook Exercise, the approach that has traditionally 
been followed has been to make explicit assumptions about economic 
conditions (which usually include "unchanged policies," constant 
exchange rates, etc.), and then adjust the projected path of economic 
variables in all countries to an internationally consistent (although 
not necessarily desirable or sustainable) pattern. While it would 
seem appropriate to retain this approach for short-term forecasts, it 
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may be possible to experiment with a more "unconstrained" approach in 
appraising the medium-term framework in which countries are framing 
their objectives. Thus, the staff could base its statistical presen
tation on national projections (even where these embodied international 
inconsistencies), and could focus the surrounding analysis on the various 
alternative ways in which the inconsistencies could be reconciled. 

Discussions among member countries could carry this process a 
stage further by identifying the developments that would be needed 
to produce consistency and sustainability in balance of payments 
patterns. Consistency can be defined as ensuring that projected 
developments in individual countries are arithmetically compatible, 
in the sense that international trade and capital flows satisfy 
necessary adding-up constraints. Sustainability refers to the 
compatibility of projected developments with medium-term objectives; 
such as ensuring the stable evolution of the system and promoting 
efficient international resource allocation. 

To be effective in promoting a fruitful dialogue among the major 
countries on the compatibility of their policies, the analytical 
material prepared for discussions must satisfy three conditions. 
First, the projections that are being used must be the ones that 
countries themselves recognize as reflecting their economic policies 
and objectives. Second, the criteria for assessing policies and 
their sustainability must be acknowledged to be broadly appropriate. 
Third, the nature of possible inconsistencies, as well as alternative 
means for reconciling them must be clearly set out. To achieve this 
it may be useful to provide for additional direct contact between key 
member countries and the staff responsible for preparing the analysis, 
preparatory to the issuance of a paper for Board discussion. Such 
contact would serve the purpose both of clarifying the basis on which 
projections were made and of uncovering concerns that individual 
countries might feel about policies and developments in major trading 
and investment partners. 

The analysis so far in this section has dealt with the issue of 
obtaining and presenting projections for the various indicators that 
have been described. Other issues arise concerning the monitoring of 
these indicators through time. One avenue for such monitoring is 
obviously the periodic World Economic Outlook and Article IV consulta
tion discussions. It is to be expected that staff papers for these 
meetings will include an analysis and evaluation of developments with 
respect to all the indicators previously discussed. In addition, there 
could be a more frequent monitoring of developments in certain key 
variables. (The staff already prepares for internal use a fortnightly 
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updating of key indicators for the five major .countries. 1/ This. 
could be given a wider circulation, and, if found useful,-extended 
as necessary to additional countries and indicators.) Other possible 
avenues include extending the use of information notices to additional 
variables and more frequent mini-discussions of the world economic 
situation. 

2. Procedures for modifying targets or policies 

Beyond the issue of procedures for the monitoring of indicators 
is the more important question of substance. How is the international 
community to decide whether a departure from the expected or target 
value for an indicator constitutes a matter of international concern? 
Under what circumstances should indicators be changed in response to 
new evidence? 

In judging how to respond to departures from expected values 
of indicators, it is helpful to make use of the distinction discussed 
above between policy variables, performance variables, and intermediate 
variables. Policy variables are those which the authorities can 
control in the short run. Thus departures from targets or objectives 
can be presumed to be deliberate, or at least conscious. This differ
entiates policy variables from performance variables, which are much 
harder to control in the short run. If a country departs significantly 
from agreed policy targets during a given short-run period, this would 
be a prima facie case for consultations, even if there was not yet 
any evidence of economic performance deviating seriously from expecta
tions. On the other hand, a short-run deviation from expected economic 
performance (say, a sudden slowdown or acceleration in GNP) would rtot 
necessarily be a cause for international concern, provided that 
economic policies remained on the intended track. Placing emphasis in 
this way on the stability of policy and on indicators that pertain to 
major and critical policies would help to avoid the risk of "fine-tuning" 
that might arise if undue weight was given to ephemeral developments in 
performance indicators. The use of policy indicators could thus strengthen 
the consultation process by allowing for a more continuous monitoring of 
the implementation of the policies described by the member. Supplemental 
consultation would provide an opportunity for the member to describe 
(and other members to assess) why a different strategy seems preferable 
or what actions are being considered to correct the deviations. 

Of course, the longer the time period considered, the more impor
tant it becomes to ensure that performance is on track rather than 
policies. A continuing deviation of performance from the desired path, 
while policies remain on track, indicates that the assumed relationship 
between policies and outcomes has been misinterpreted, and a revision 
is necessary in policy settings. 

1/ These indicators are: GNP; industrial production; consumer 
prices; unemployment rates; trade and current account balances; 
effective exchange rates; short-term interest rates; narrow and broad 
money; and leading economic indicators. 
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Intermediate variables can be of use in this connection in 
providing advance indication of changes in assumed relationships. 
For example, if interest rates and/or the exchange rate rise unexpec
tedly, this may be taken as an indication that monetary conditions 
are tighter than expected. Whether a change in policy targets (or 
at least flexibility in their implementation) is required will depend 
on a judgment as to whether other factors may have contributed to the 
observed market developments. However, to. the extent that the inter
mediate variable is itself an object of policy (e.g., the desire to 
avoid inappropriate exchange rate movements, or undesired fluctuations 
in interest rates) it may be necessary to manage a policy variable in 
a more active way, so as to undertake short-term smoothing of market
induced fluctuations. 

VI. Issues for Discussion 

This paper has identified a number of issues on which the views 
of Executive Directors will be helpful in developing the use of 
indicators for surveillance purposes. A first set of issues concerns 
the analytical framework within which the analysis of indicators is 
to be set. A second concerns the nature of the indicators that are 
to be used. And a third concerns the procedural arrangements for 
discussions. 

(a) Analytical focus 

The staff has argued that indicators should emphasize the inter
national interactions of economic policies and performance, and should 
have regard to the medium-term framework in which policy are set. For 
these reasons, it is proposed that a major focus of analysis should· 
be prospective balance of payments developments and their relationship 
with a sustainable position. This focus could be assisted by explicit 
consideration of the determination of domestic saving and investment 
balances. Directors may wish to give their views on the appropriate
ness of this emphasis in surveillance. 

(b) Nature of indicators to be used 

It has been argued that any variable that affects the level, dis
tribution, or price of domestic output has implications for payments 
balances and exchange rates. Nevertheless, to be helpful in the 
surveillance process, indicators must be limited in number, quanti
fiable, timely, and relatively easy to interpret. The staff believes 
it is useful to distinguish among: policy indicators; performance 
indicators; and intermediate variables. As policy indicators, it is 
proposed to use the rate of growth of the monetary stock; the fiscal 
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deficit ratio (on an actual and a cyclically adjusted basis); and 
changes in t.he level of gross reserves. Performance indicators would 
include the growth of domestic demand and GNP; and the rate of change 
in the GNP deflator and in unit labor costs; and the current account 
of the balance of payments. Intermediate variables would be real 
interest and exchange rates, and the investment and saving ratios. 
Comments are invited from Directors concerning both the choice of the 
variables included in the list and the comprehensiveness of the list. 

(c). Monitoring and procedures 

The monitoring of indicators would appear to involve the following 
steps: 

(i) the development of a mechanism for collecting and analyz
ing national forecasts. 

(ii) the establishment of procedures for discussing multilateral 
consistency of objectives and policies. 

(iii) "follow-up" procedures for discussion when developments 
diverge from what is desired or expected. 

The staff has proposed the following procedures: (i) An initial 
paper would be prepared, in consultation with member authorities, set
ting forth the expected evolution of economic developments in member 
countries. Particular attention would be devoted in this paper to 
the international consistency of projected developments in individual 
countries, and to any other aspects of the projection that could be 
considered grounds for international concern; (ii) Discussion of 
members' objectives and policies would take place in the Executive 
Board and the Interim Committee, and would be aimed at improving the 
consistency of policies with medium-term objectives; and (iii) Subse
quently, economic performance would be monitored by comparing actual 
developments with those targeted or projected. This would take place 
in subsequent World Economic Outlook or Article IV reports, or in other 
ways. These subsequent reports would give attention to·assessing 
developments in indicators, considering possible modifications, and 
"rolling forward" the medium-term horizon. 

Directors are asked for their views on whether these procedural 
arrangements seem appropriate, and for comments on how they might be 
implemented in practice. 
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June 3, 1986 

The draft of the above-mentioned paper which Mr. Hood sent you 
yesterday has taken into account most of the comments from this depart
ment on an earlier draft of the paper. There is one remaining concern 
which I would like to raise for your consideration. 

The paper notes on p. 39 that a significant departure "from 
agreed policy targets 1/ ••• would be a prima facie case for consulta
tions ••• ". This is~in a sense similar to my earlier proposal to 
monitor fiscal developments in the United States with a view to trigger
ing a supplemental consultation in case fiscal developments differed 
from those set out during the Article IV consultation. 

The proposal in the draft paper, however, is also broader in 
application (i.e., applies to all countries, all policies, and 
presumably favorable as well as unfavorable developments) rather than 
being focused specifically on those areas which, in light of develop
ments and expectations, are of key concern to the Fund. While 
recognizing the importance of all of the indicators mentioned, I am 
concerned that unless the performance-criteria-equivalent indicators 
providing a prima facie case for consultations are narrowly focused on 
those areas of clear and immediate concern to the Fund, the basis for 
triggering·such consultations will remain too diffused to facilitate 
supplemental consultations in those cases where they would be important. 

I would like you to consider in this context whether an alter
native pr~cedure similar to that which I had outlined earlier for the 
United States could be presented in the paper. This could be done by 
deleting the second half of the paragraph o'n p. 39, starting with "If a 
country departs significantly from its policy targets • • • " and 
substituting the following paragraphs. 

"Monitoring of the policy indicators could strengthen the 
continuous monitoring of the implementation of those policies 
described by the member as part of the consultation process. 
While practices in this area will evolve with experience, the 
following procedure could already be implemented on an experi
mental basis, Evidence of a departure from the authorities' 
strategy based on the quantitative monitoring or, even 
earlier, if it is clear that the strategy described in the 

1/ i.e., monetary, fiscal and reserves policies. 
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earlier consultation will be substantially altered would 
provide the basis for a supplemental consultation with the 
member, which could be initiated either by the Fund or the 
member. As is the case for consultations with members 
following the breach of performance criteria under Fund 
arrangements, the supplemental consultation would provide an 
opportunity for the member to explain (and other members to 
assess) why a different strategy seems preferable or what 
actions are being considered to correct earlier deviations. 

It would not seem either necessary or feasible, however, 
to apply such monitoring rigidly across quantified indicators 
or across countries. As is the case for performance criteria 
under Fund arrangements, the monitoring criteria which would 
trigger a further review with the Fund should be limited to 
those which indicate departures from the strategy described 
earlier by the member which are both important and of suffi
cient concern to the Fund. 'nlus, and while the greater 
specificity and quantification implied by the use of objective 
indicators would help strengthen the consultation process with 
all members, only in those cases when Executive Directors 
consider, in concluding a consultation, a matter to be of 
sufficient importance to warrant close scrutiny would review
linked monitoring criteria be specified. In those cases, as 
is done for members with Fund arrangements, a time path should 
be specified, consistent with the authorities' overall 
strategy, which would allow continuous monitoring of develop
ments." 

cc: Messrs. Hood 
Whit tome 
Ouattara 
Shaalan 
Tanzi 
Narvekar 
Van Houtven 

,~ sner/Beza 
Brown 
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FROM: Bruce J. Smith 

I 
SUBJECT: Indicators Relating to Policy Actions and 

Economic Performance 

We welcome the opportunity to review your draft which 
addresses many of the issues that have been on our minds recently, 
especially in the weeks since the Tokyo Summit. We are all aware that 
this is a pathbreaking effort which will likely have a great impact on 
the shape of the Fund's surveillance activities in the years to come-
especially as they relate to the major industrial countries. It is 
essential, therefore, that we move with care and only after full 
consideration of the issues. In the present case, the draft was 
somewhat late coming to us and we have not had the time to give it the 
consideration it deserves and to reflect fully on the issues it 
raises. l-breover, Mr. Narvekar has not yet seen the draft and he will, 
I am sure, have views that he would want taken into account. 'Illese 
comments should, therefore, be taken as our first general reaction, and 
we might have more to say in due course. 

We found ourselves in agreement with much of the argumentation 
in the paper and our comments are restricted to a few major points. 
However, as a general comaent, we did feel that in some areas, the 
arguments would be more powerful if put nore succinctly. There are a 
number of issues of detail and refinement, especially in the choices of 
the types of indicators (Section IV), which can perhaps best be 
addressed at a later stage. I would make the suggestion at this point, 
however, that indicators of "structural policies" might be omitted. Not 
that they are unimportant, of course, but they simply cannot be measured 
in a way that can be interpreted meaningfully for this purpose. For 
example, we may be able to develop a quantified measure of "trade 
liberalization" (although experience in other contexts suggests such 
measures are, at best, artificial concepts), but we cannot interpret 
what a certain change in the measure means in relation to the achieve
ment of the principal objectives of policies--e.g., returning the 
balance of payments to a "sustainable" position, reducing inflation 
etc. In any case, there is much merit in keeping the indicators to as 
few a number as possible in order to minimize problems of consistency of 
forecasts and objectives, and to keep the whole exercise to manageable 
proportions. Right from the start we should resist efforts (which are 
probably inevitable) to include a smorgasbord of indicators of every
thing that is important or (conceivably) relevant. In this context we 
thought your argument not to include the trade balance, even though this 
was specifically mentioned in the 1okyo declaration, was right, even 
though trade imbalances, because of their political visibility, can be 
important indicators of the "sustainability" of external positions. 
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We agree that the main focus of analysis should be on the 
balance of payments position and its likely evolution. The paper goes 
to some length to define "sustainability" of the balance of payments and 
identify criteria for the assessment of sustainability. However, upon 
reflection, we wonder whether sustainability of the balance of payments 
position of large industrial countries is the most appropriate concept 
for the purpose-of Fund surveillance. Furthermore, we wonder whether 
the balance of payments position is a fundamental objective in itself. 
Is it not, rather, that its importance derives from the potential impact 
the wrong alignment of external balances can have on growth, employment 
and inflation, both at home and abroad, and the path of these variables 
over time? We believe that in many instances a balance of payments 
position may well be sustainable for as far ahead as can reasonably be 
seen, but it may not be consistent with the achievement of the funda
mental growth, employment and price objectives of the country concerned 
and the rest of the world. It, therefore, seemed to us that a more 
appropriate concept, especially for the large industrial countries, 
would be a "desirable" balance of payments position, viewed both from a 
national and international perspective, that is consistent with the 
achievement of sustained strong growth and the containment of inflation 
worldwide. 

Having said this, we did also have difficulty with the defini
tions of sustainability given in the paper. On page 16, a sustainable 
current account position is defined as "one in which the domestic 
savings and investment position of a country is sustainable at a given 
level of world interest rates." In this definition, the key phrase is 
"the given level of world interest rates." However, interest rates are 
themselve~ intermediate targets with important links to the ultimate 
objectives of policy, and the given level of interest rates may not be 
the one that is consistent with, say, growth objectives. On page 20, a 
sustainable position is alternatively defined as "one in which a current 
account surplus or deficit is matched by capital outflows or inflows 
that correspond to a country's desire to accumulate foreign assets or 
debts, and its capacity to service its external debt out of current 
foreign exchange earnings." With respect to this definition, the cur
rent account will always be matched by capital flows and the latter cor
respond to the desire to accumulate foreign assets (or debts). The 
crucial issue here is the level of interest and exchange rates necessary 
to bring about this desire. Again, these may not be consistent with 
other fundamental objectives. Finally, for the large industrial 
countries, debt service considerations are probably of only secondary 
importance. 

Thus, in forming a view on the desirable balance of payments 
(current account) position, consideration should be given to indicators 
of intermediate variables because ~f the relationship they bear both to 
the external position and fundamental objectives. Interest rates are 
obviously important in this context and so are exchange rates and 
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saving-investment balances and their sectoral components. Similarly, 
the conditions listed on page 21 are of relevance ("legitimate objec
tives of trading and investment partners" presumably mean growth, 
employment and inflation abroad). Examination of developments in these 
variables and conditions may not permit quantification of a desirable 
pattern of balance of payments positions, but it would indicate the 
direction in which current account balances should move. 

Our second principal concern relates to Section V of the 
draft--that which proposes procedures for using indicators in 
surveillance. Our strong preference would.be to delete this section. 
The focus of the paper would sharpen were its scope drawn raore narrowly, 
confining it to those issues that require decisions first. The 
procedures to be adopted will, in any case, depend importantly on how it 
is decided to resolve these issues. In particular, the aims of the 
exercise need to be defined more clearly before decisions on implementa
tion can be taken. Section II, at this stage, really goes no further 
than outlining various possible purposes, and clearly more refining of 
the aims is needed. 

Having said this, we find ourselves in disagreement with much 
of what is suggested regarding procedures. We cannot agree, for 
example, to the distinction made ( page 3 7) between "bilateral" 
surveillance exerted through the Article IV consultation procedure and 
"multilateral" surveillance organized around the WEO exercise and the 
Interim Committee meetings. Article IV consultations are bilateral only 
in the sense that the discussions take place between country authorities 
and the staff. However, in their content and the context in which they 
are under~aken, and in the subsequent discussion by Executive Directors, 
Article IV consultations are essentially multilateral. The focus of 
Article IV consultations is different from that of the WEO, but it is no 
less multilateral for that. 

It seems to us that Article IV consultations are the key 
element in the established framework for multilateral cooperation and 
coordination, and should play a central role in this process as it is 
extended to include objective indicators. Indeed, the Article IV 
consultation would be the obvious and most useful starting point in 
attempting to assess the objectives, policies and projections of the 
major countries. You suggest (page 38) that projections be based on the 
countries' own forecasts. Our experience makes it clear that a lot of 
staff work and discussion will be necessary to develop forecasts that 
are comprehensive and realistic, and Article IV discussions are the most 
effective vehicle to achieve this. One might imagine that Article IV 
consultation reports would adapt in form to contain an explanation of 
country aims and projections which would, inevitably, be an amalgam of 
official and staff thinking. We a~ree that the framework for the 
projections should have a medium-term focus, but would emphasize that 
care needs to be taken to keep the policy orientation current and to 
avoid undue reliance on mechanistic and, we find all too often, 
unreliable macro models. 
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Of course, none of this is to deny a central role in the 
procedures to the WEO, especially in identifying inconsistencies and 
incompatibilities among countries and refining recommendations for the 
coordination and redirection of policies. However, we are inclined to 
see the procedure not as one of establishing at any point a perfectly 
consistent grid of objectives, policies and forecasts among the major 
countries as your draft seems to imply. Rather, we see an iterative 
process in which inappropriate and inconsistent objectives and policies 
are identified and recommendations for changes are made, utilizing in 
turn all the established channels of surveillance available to the Fund, 
and presumably in coordination with the G-5 and G-7. 

I cc:t Finch 
• Tanzi 

Mr. Wiesner/Mr. Beza 
Mr. Whittome 

.· 



Of /ice Memorandum 

TO: Mr. Crockett DATE: May 30, 1986 

FROM: S.T. Beza /J l {) 
SUBJECT: Indicators 

As I indicated to you over the telephone, it seems to me that 
the draft paper does not provide a framework for the use of indicators; 
notwithstanding Section III and Subsection (a) of page 43. Section III, 
for example, states that the appraisal of policy indicators among indus
trial countries would be based on an analytical framework in which the 
underlying current account positions would be compared with sustainable 
positions, but it is .difficult to find anything in that section that 
would enable one to arrive at judgments on sustainability. To say that 
a sustainable current account position is one in which domestic savings 
and the investment position of a country is sustainable at a given level 
of world interest rates seems only to state the question but not to 
answer it. 

Another problem we encountered in the draft is that some of 
the examples in Section III were misleading. For example, on page 11, 
it seemed to be suggested that a lasting fiscal deterioration might be 
appropriately financed from abroad. Also, on page 12, it is not clear 
why so much is made of the monetary policy shift--is it being criti
cized?--when in the end it all comes to rest as it started. 

We found that the draft paid too little attention to the 
problem of making medium-term projections of consistent sets of indi
cators across countries. It would seem advisable to acknowledge that 
departures from any initial set could be the product of a faulty set of 
projections, and that even with full cooperation between Fund staff and 
country officials such projections are very difficult to make. Thus, we 
agree with Mr. Whittome's comment that at various points in the draft it 
would be helpful to insert caveats about the state of our knowledge and 
to proceed with more caution in respect of medium-term projections, 

We also would agree with Mr. Whittome's remarks regarding the 
need to clarify "access",· "objectives", and "targets," He notes the 
problem raised by the reference to a "target rate of GNP growth," and 
some question may be raised about the classification of the balance of 
payments as an indicator of economic performance. In brief, this is an 
area in which some further discussion of the conceptual framework would 
seem to be needed. 

,-
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As regards the connection between the indicator exercise and 
Article IV consultations, our view is that at this stage it would be 
premature to come to conclusions as to how the process might work. 
Thus, we would favor limiting the references to such linkages. I should 
note--and here I wish to take up Mr. Beveridge's concern--that I do not 
regard the,draft, at this stage, as settling how either multilateral or 
bilateral surveillance might be conducted. 

cc: Mr. Whit tome' 
Mr. Narvekar. 
Mr. Ouattara 
Mr. Shaalan 
Mr. Tanzi 
Mr. Van Houtven 
Mr. Beveridge 
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Of /ice Memorandiuffl ., -.. ,r; 

TO: 

FROM: 

Mr. Crockett (\ 

W. A. Beveridge~ 

19 6 flA Y 30 

SUBJECT: Indicators Relating to Policy Actions 
and Economic Performance 

AN 9: ft.By 29, 1986 

Your very clear draft provides a useful integrating framework 
for a discussion of the many indicators being considered. Tile focus on 
international interaction through balance of payments effects and 
saving/investment balances, in particular, helps highlight the key area 
of concern of the Fund. I have only a few comments on this aspect which 
are noted below. Our key comments relate to the procedural content of 
the paper (i.e., Section V). 

First, the general procedure outlined which involves the 
adoption of a "strategy" in the context of the World Economic Outlook 
exercise and the 100re detailed specification of policies in subsequent 
Article IV discussions is much closer to the G-24 model than I believe 
was intended by the Interim Committee or the earlier Board discussion on 
surveillance. It would be unfortunate if the objection of major coun
tries to the G-24 two-step negotiation/monitoring model also resulted in 
a rejection of the possible progress toward greater specificity of 
policies and objectives inherent in the proposal for objective indica
tors. The less ambitious alternative use of objective indicators of 
facilitating the assessment of the consistency of policies and objec
tives (internally for ea ch country and with those of other countries) 
and their sustainability should be the purpose of adopting objective 
indicators highlighted in the paper, It is not clear in this context 
why the "interactive process of reconciliation" described on p. 38, with 
staff revisions and discussions with the authorities (except, possibly, 
to clarify technical issues) are thought necessary. 

Se cond, a related comment is that the proposed preliminary 
procedures outlines an almost subservient role for Article IV consulta
tions, discussing in more detail the policy strategy agreed as part of 
the World Economic Outlook exercise, I do not believe that this is 
either feasible or desirable, While more attention needs to be paid to 
the multilateral aspect of surveillance, this should be done by improv
ing the framework for discussing the interaction of individual members' 
policie s and obje ctives; the l a tter, howeve r, being discussed fully 
between the member and the staf f in the context of Article IV consulta
tions. 

Third, and while recognizing the importance of all of the 
indicators mentioned, the follow-up monitoring need not concentrate on 
a ll of them equally, As one Executive Director me ntioned during the 
1985 Annual Revi ew of Sur veillance, regula r updatings f or the Boar d of a 
broad range of indicators would make Directors desk economists. I would 

l,1 
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suggest instead that the procedure outlined in Mr. Finch's memorandum to 
Management of May 9, 1986 (copy attached) for the monitoring of selected 
performance-criteria-equivalent indicators providing a prima facie case 
that a review is needed be outlined. The essential elements of the 
proposal are: (i) determination by the Board of key areas of concern; 
(ii) the specification of related specific monitoring criteria; (iii) a 
supplemental consultation when the benchmarks are not observed. 

The following specific comments may also be useful. 

Page·6~ bottom. A minor drafting point is that "comparative" 
does not capture the meaning of assessing intercountry consistency. 

Page-s~-middle. Each indicator discussed (in isolation or 
with others) does have at least some "ambiguous causes or consequences". 
The criterion seems unnecessarily demanding. 

Pagell; bottom. Does not the shift in saving/investment 
preferences need to represent a permanent and sustainable shift not only 
in the country itself but also in the rest of the world? The same 
comment applies at the bottom of p. 20: does not the sustainability of 
the deficit also depend on the willingness of others to lend? 

Pa·ge- ·12; -·bottom. Does the success of structural policies not 
also have implications for supply? It is not clear how useful this 
example is. The reference to nonresidents having a limited willingness 
to hold domestic claims would seem more topical if related to the tempo
rary nature of fiscal deficits on top of p. 12. 

Page 22; middle. Should the reference be to "fiscal consoli
dation", a politically-charged term, or to the relative roles or the 
public and private sectors or to future anticipated demands on budget 
resources. 

Pa-ge·3o;··top. It could be useful to add that "international 
consistency" can be assessed through analysis of the effects on the 
balance of payments. A related comment on p. 32 is that the focus of 
the paper on balance of payments and saving/investment balance effects 
providing the central criterion for the implementation of surveillance 
leaves one wondering why "criteria are not easy to establish" in assess
ing targets for public sector saving or dissaving. 

Page 33, top. It is not clear why the criterion should be 
pre-set as "no change" in reserves. Surely, circumstances anticipated 
in an Article IV consultation could justify some change. The view that 
markets can do no wrong has not been the gospel of the Fund. 

Page·34;-top. It is not clear why one would monitor both ULC 
and real wages. As regards trade restrictions and protectionism, it 
should perhaps be noted that qualitative can be specific as to measures. 
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Page 36; top. Does an unsustainable current account balance 
necessarily imply only that the exchange rate should be changed or may 
it also imply a need to change the projected path of demand? 

Page·41, middle. Why should a departure from the member's 
target in a direction judged desirable by the Fund lead to a discussion? 
This is related to the more general comment above of triggering 
"reviews" only in those cases of significant departures from paths 
considered desirable by the Fund. 

Also, why should there not be a review in a case where the 
member insisted that its policies were sufficient to achieve a given 
target relating to a policy outcome (e.g., growth) if the Board doubted 
that this was the case and considered achievement of the outcome 
important? 

Attachment 

cc: Messrs. Hood/Rhomberg 
Whittome 
Ouattara 
Shaalan 
Tanzi 
Tun Thin/Narvekar 
Van Houtven 
Wiesner/B~a 



Of /ice Meniorandum 

TO: 'Ille Managing Director 
The Deputy Managing Director 

FROM: C. David Finch~ 

SUBJECT: Surveillance 

May 9, 1986 

The purpose of this memorandum is to set down the various 
lessons from our experience with the implementation of conditionality 
which I believe are relevant to the strengthening of surveillance. This 
would seem particularly relevant at this time when.certain aspects of 
surveillance will relate to its implementation within a system of 
objective indicators. The issues discussed below are also relevant for 
your consideration of the briefing paper for the consultation with the 
United States. 

The essential element which underlies the formulation of 
policy programs for Fund arrangements is the availability of an 
appropriately quantified framework to assess the consistency and 
sustainability of policies. The detailed specification and quantifica
tion of the member's policies and analytical framework provide the 
required basis for the Board's assessment and endorsement of these 
policies, consistent with the conditional nature of Fund resources. 

The key performance criteria relating to total domestic 
credit, credit to the Government and external borrowing derived within 
this framework monitor the implementation of agreed policies to keep · 
domestic demand in line with the envisaged availability of resources • 

. These and other performance criteria appropriate in the member's 
circumstances provide the necessary assurance to the Fund that continued 
access by the member reflects effective implementation of those policies 
necessary for the achievement of the programmed balance of payments and .. 
other objectives. Provided that the quantified performance criteria are 
observed, no further review by the Fund is required for drawings by the 
member. However, failure to observe the performance criteria (or 
advance indication that the criteria will not be met) is a signal that 
the position, policies, and prospects of the member should·be reviewed, 
and therefore the member is to consult with the Fund before requesting 
further drawings. 

A similar set of elements would seem relevant for the purpose 
of strengthening surveillance. In my view, a first essential element is 
the streng.thening of the framework for the assessment of members' 
policies, both individually and for the purpose of multilateral surveil
lance. Unless key policy instruments are analyzed in a reasonably fully 
specified and quantified framework, not only in the short-term but also 
in the medium-term, the issue of consistency (internally and with the 
policies of other members) and sustainability cannot be fully 
assessed. 'llle more detailed specification and quantification of the 
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member's policies and of the analytical framework would provide the 
basis for more sharply focused staff analysis and discussion by the 
Board of key areas of concern and of the size of appropriate adjust
ment. Progress in specifying more fully policy plans and in developing 
comprehensive quantified policy frameworks to assess short- and medium
term prospects will thus need to be carried forward. 

A second issue concerns the follow-up to the initial assess
ment of policies. As already agreed by Executive Directors on the 
occasion of earlier reviews of surveillance, a supplemental consultation 
could take place if the conclusion of an Article IV consultation left 
serious doubts about the appropriateness of a member's policies. The 
Fund also has the authority, in case of subsequent unexpected develop
ments or changes in policies, to initiate further discussions with the 
member under the supplemental surveillance procedure. While use of the 
supplemental surveillance procedure has remained exceptional, current 
interest in objective indicators to monitor and assess developments 
could provide a basis to develop performance-criteria-equivalent indica
tors which would facilitate the use of the supplemental surveillance 
procedure. 

Monitoring criteria or benchmarks derived within the quanti
fied policy framework could, as part of surveillance, strengthen the 
continuous monitoring of the implementation of those policies described 
by the member as part of the consultation process. Evidence of a 
departure from the authorities' strategy based on the quantitative 
monitoring or, even earlier, if it is clear that the strategy described 
in the earlier consultation will be substantially altered would provide 
the basis for a supplemental consultation with the member, which could 
be initiated either by the Fund or the member. As is the case for con
sultations with members following the breach of performance criteria 
under Fund arrangements, the supplemental consultation would provide an 
opportunity for the member to explain (and other members to assess) why 
a different strategy seems preferable or what actions are considered to 
correct earlier deviations. 

It would not seem either necessary or feasible, however, to 
apply such monitoring rigidly across quantified "indicators" or across 
countries. As is the case for performance criteria under Fund arrange
ments, the monitoring criteria which would trigger a further review with 
the Fund should be limited to those which indicate departures from the 
strategy described earlier by the member which are both important and of 
sufficient concern to the Fund. Thus, and while the greater specificity 
and quantification outlined earlier would help strengthen the consulta
tion process with all members, only in those cases when Executive 
Directors consider a matter to be of sufficient importance to warrant 
close scrutiny would review-linked performance criteria be specified. 
In those cases, as is done for members with Fund arrangements, a time 
path should be specified, consistent with the authorities'- overall 
strategy, which would allow continuous monitoring of developments. 
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Developments which underlay the emergence of major imbalances 
in recent years and the key concern of the Fund in promoting a stable 
and orderly international trading and financial environment suggest that 
fiscal and monetary policies will be central monitoring criteria. In 
addition, earlier discussions and the communique of the Tokyo Summit 
have highlighted several other indicators which the forthcoming paper on 
objective indicators will be examining more fully. 

As was noted in Mr. Wiesner's memorandum forwarding the 
briefing paper for the consultation with the United States, some of the 
issues discussed above ·had already been raised within the staff as they 
relate to the United States. 'Th.e large fiscal deficit and how to 
correct it are appropriately singled out in the brief as ~he key 
domestic and international policy issue. However, both discussions with 
the authorities and the Board discussion concluding the consultation may 
again precede the adoption of a budget for the next year. In light of 
the importance of developments in this area, this would provide a good 
opportunity to initiate the procedure described above, building on it on 
a case-by-case basis and also taking into account the discussion of the 
broader issue of objective indicators later in the summer. 

cc: Heads of Departments 
Mr. Brown 

... 
. . ,~):;< ~ '~ 2~-f·;;:~. 
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Office Memorandum 
r 

TO: Mr. Crockett May 29, 1986 

FROM: L. A. Whittome ( 1)4/ 
SUBJECT: Indicators Relating to Policy Action and Economic Performance 

We read your draft on indicators with care not only because of 
its importance for the conduct of multilateral surveillance but also 
because it is likely to impinge heavily on our own work. It is a long 
paper, and I have taken the liberty of suggesting a certain amount of 
shortening (though one could go further) so as to make it a little more 
tractable for the management and for Executive Directors. Let me make a 
number of comments. 

First on the substance. The paper sets out an ambitious but 
plausible objective, namely that of seeking a sustainable balance of 
payments pattern that is consistent with the domestic policies and 
priorities of the group of countries covered. If there were to be a 
large divergence between underlying and sustainable positions then there 
would follow discussions and remedial actions though the latter seem 
more designed to· alter the "sustainable" external balance than to bring 
the "underlying" balance into conformity (p. 17). Moreover, the factors 
referred to that might lead to such a divergence seem to include 
(pp. 11-12) both policies that can be changed and those whose effects 
will work out over time and therefore seem to sit curiously with the 
underlying concept. 

This awkwardness appears again in the discussion of the use of 
indicators (p. 39). One way out could b~ to go back to the classi
fication of indicators offered the reader in the passage beginning on 
page 18. 

Second, on the presentation. I think the paper suffers from a 
tone which would be characterized as rather text-bookish or academic, 
and in the attached copy of the paper you will find a number of 
suggested omissions which Brian Rose has made in an attempt to safeguard 
you from such criticism. To sharpen this point, let me call your 
attention to the first full sentence on page 36: surely the thought 
contained in this sentence is a little simplistic for the end of such a 
weighty paper on such a weighty subject? 

I also think the draft would benefit from the copious 
insertion of caveats about the state of our knowledge. There is a 
general air that we know all the answers and that if only member 
governments would follow our prescriptions then we would all soon be in 
an ideal world. Look for example at the second paragraph on page 16 or, 
for that matter, at the somewhat bland reference to the growth of 
potential output (page 22) or the NAIRU on page 23. We all know full 
well that calculations of this kind are tentative and hazardous, and I 
myself would argue that it would be unwise to give them any great 
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prominence when establishing policies. Yet the text of the draft seems 
to speak as if they were solid facts. 

I have also marked a number of places where I think the 
drafting needs tightening up: "aims", "objectives", "targets" are 
sprinkled liberally through the paper without an effort being made to 
specify clearly what each of these words mean. More than once this 
produces results which are to my mind plainly damaging, e.g. on page 22 
reference is made to a "target rate of GNP growth". I thought that in 
the Fund we had eschewed this notion, and I am quite sure that none of 
the G-5 has a target rate of growth in any strict sense of the word. 

A further point, but one which I would ask you to consider 
more carefully, is the question of "the medium term". In the earlier 
part of the paper this concept comes in in a fairly low key way but when 
we get to pages 37-45 it suddenly emerges in a sharp form. The first 
sentence of the paragraph beginning on page 38 comes as shock: this is 
surely a proposal from which we should draw back. It is idle to suppose 
that G-5 countries make such detailed forecasts in the medium term and I 
can see little purpose in the staff inventing "scenarios" for the 
variables referred to. The text then goes on from strength to strength 
so that by the bottom of page 38 "the staff is preparing a paper that 
would include a revised set of projections for the industrial 
countries", and at the top of page 40 there is the extraordinary 
statement that "it is expected that governments would be able to set 
medium term objectives for government expenditure and taxation as well 
as rates of monetary growth ••• ". I think, to put it mildly, that this 
expectation is far fetched. 

My .next point is that I think you exceed your mandate in 
bringing Articl~ IV consultations so directly within the purview of this 
paper. It seems quite clear from the quotations on pages 1 and 2 that 
the request to us relates to the WEO papers and to multilateral 
surveillance; essentially among the G-5. Clearly any work we do of this 
kind should be, and would be, taken into account in the Article IV 
consultations but I think it would be advisable to delete or much tone 
down the references to such consultations in this paper (I am not sure 
that I caught them all but such references appear on pages 3, 8, 37, 38, 
40, 45). 

Two other general points: I think it would be helpful to 
remind the reader at an early stage that, no matter what indicators are 
used, the problem of international comparability is severe. Every time 
we attempt international comparisons, no matter whether the area is 
fiscal, monetary or balance of payments, we run into the snag that 
different national authorities choose to rely on slightly, or even 
markedly, different statistical presentations and that in some cases we 
literally cannot produce figures on a strictly comparable basis. We 
should by all means try, but readers should be warned of the limitations 
inherent in a particular presentation. We should also recognize that if 
we do present figures in an internationally comparable form then some 
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countries will protest that the figures are unfamiliar to them if ever 
such figures were subject to criticism. Finally, you have--wisely to my 
mind--not been very precise about the group of countries to be covered 

·by this exercise. On page 3 you refer to "the larger industrial 
countries" and I have myself chosen to read the paper with the G-7 in 
mind. If you have thoughts of anything more extensive, I hope you will 
bear in mind that the amount of extra work involved (be it done in the 
Research or in the Area Departments) will be very considerable; this 
would be true even if we were to limit the excercise to the G-7. 

I am sending you an annotated copy: while I would not myself' 
subscribe to all the comments in it, I hope that freewheeling comments 
will be of use to you. 

Attachment 

cc: ~- Beza 
Mr. Narvekar 
Mr. Ouattara 
Mr. Shaalan 
Mr. Van Houtven 
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TO: Mr. Crockett 

TROH: Vito Tanzi 

SUBJECTS Indicators Relating to Policy Actions 
and Economic Perfor,,o....ance 

May 29, 1986 

I have read thia important paper vith interest and have a 
few comments. On the general side I believe that a clearer description 
of the methodology to be followed in the process of building and using 
the indicators should be provided. While COIie evidence is given here 
and there, it la less than complete and is somewhat fragmented. For 
example, on rage 38 it seems·that individual countries' own forecasts 
vould be used; on page 14, however, it appears that econometric 
projections will be undertaken. If the latter, it would see~ necessary 
to give some broad indication• of the methodology that would be followed. 
If mediw:r-tera projections are to be made, a rather complex multi-variate, 
multi-country model eay be necessary. 

Should the projections ~iven by the countries be understood as 
targets, supposing that other countrieP a~just their policies to suit 
that country, or are they simple projections, assuming no policy changes 
from other countries? Row should the rest of the world (the developing 
countries in particular) be included in the forecasts? Presumably. 
even though these countries cannot be included on an individual haeis 
in this exercise, a col'.!!J:lon eet of assumptions regarding their behavior 
should be included in each industrial country's own forecast. Otherwise, 
discrepancies in balance of payments estimates could simply reflect 
differences in assuPptions about developing econo~ies. 

It is not clear what is exactly meant by balance of payments 
sustainability. That concept, hovev~r, seems to play a central role 
in the exercise. The definition iiven on page 16 is not very helpful. 
Whet one country m8y believe sustainable. another country may not ••• 
(see U.S. discussion of recent yeArs). It seems that the discussion 
hinges in particular on aseu~ptions about future changes in fiscal 
policy which may or ~ay not be credible. 

Possible conflicts of interest between countries ea to what 
policy course to follow are not mentioned in the paper. If country A 
is followinr. a loose fiscal policy and is absorbing in the process 
country B's and country C's savings, that may be an optil!!Sl policy for 
A anc B, ·r.iven their intertenporal rreferences, while it lllSY be optimal 
for C, ~iven its own preference, to keep its ovn savings at home. The 
paper mentions •1nappropriate· or ·uncoordinated· policies which lead 
to ·inefficient· outcomes, but does not addre5s the issue of conflicting 
interests. 

ew 
-518 
Io r 
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More specific comments are as follows: 

Page 15. The private sector budget constraint is analyzed in 
terms of savings and investment. Should not capital accumulation by 
the government also be taken into conaideration when analyzing the 
intertemporal budget constraint of the public sector? 

Page 16. Private saving can be invested at home as well as 
abroad. This would in fact appear as a main rationale for policy 
coordination. If so. expected exchange rates. and home as well as 
foreign returns should determine savings and investment. 

Page 22. If investment is endogenous, it may be necessary. when 
estimating the potential rates of growth of output. to differentiate 
between the current rate of increase of the capital stock and its 
potentiil rate of increase. 

Pa~e 29. When speaking about the government's claim on available 
private savings, a distinction should perhaps be ~ade between home and 
foreign savings• especially when the latter are in the form of official 
foreign debt. The same remark applies to page 22, where reserve move
ments are discussed but no mention is 1ll8de of foreign public borrowing. 

Page 36. Changes in output should be included as another key 
element. besides interest and exchange rates, responsible for adjusting 
the savings-investment identity. 

Page 43. Besides the rate of gro"1th of money and the fiscal deficit 
ratio, it might be useful to use an additional fiscal indicator actually 
indicating the degree to which the deficit is being monetized rather 
than bond financed. 

cc: t!r. Hood ( o/ r) 
Mr. Ouattara 
Mr. Shaalan 
Ur. Van Houtven 

Mr. Finch 
Mr. Narvekar / 
Mr. Wiesner/Mr. Beza ¥" 
Mr. Whittome 
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DOCUMENT OF INTERNATIONAL MONETARY FUND AND NOT FOB PUBLIC USE 

To: Members of the Executive Board 

From: The Secretary 

SM/86/114 

CONTAINS CONFIDENTIAL 
INFORMATION 

May 28, 1986 

Subject: Recent Experience of Developing Countries with 
Floating Exchange Rate Systems 

The.attached paper reviewing recent experience of developing 
countries with floating exchange rate systems is circulated for the 
information of the Executive Directors. 

Mr. Quirk (ext. 8520) or Mr. Huh (ext. 8525) is available to 
answer technical or factual questions relating to this paper. 

Att: (1). 

Other Distribution: 
Department Heads 



... 

CONTAINS CONFIDENTIAL 
INFORMATION 

INTERNATIONAL MONETARY FUND 

Recent Experience of Developing Countries 
with Floating Exchange Rate Systems 

Prepared by the Exchange and Trade Relations Department 
(In consultation with other departments) 

Approved by C. David Finch 

May 22, 1986 

Contents 

I. Experience with Instituting and Operating Market Arrangements 3 

1. Reasons for floating 
2. Choice of floating market arrangements 

a. Interbank system 
b. Auction markets 
c. Issues that have arisen in choice 

of implementation of floating arrangements 
3. The role of the Fund in the floating arrangements 

4 
6 
6 

11 

16 
21 

II. Accompanying Measures in Members' Forward Exchange Markets 25 

1. Development of a forward exchange market 
2. The role of exchange and trade liberalization 

III. Developments Under Floating Exchange Rate Regimes 

1. Exchange market developments 
a. Developments in bilateral and 

effective exchange rates 
b. Capital and reserves movements 
c. Absorption of black exchange markets 

2. Macroeconomic performance 
a. Output and trade 
b. Inflation effects 
c. Comparison of performance under 

floating with managed flexibility 

IV. Sununary 

25 
26 

29 

29 

29 
32 
33 
34 
34 
37 

38 

40 



ii 

Contents 

Text Tables 

1. 

2. 

3. 

4. 

5. 

Summary Characteristics of Independently Floating 
Unitary Exchange Rate Arrangements in Developing 
Countries 
Fund Programs with Flexible Exchange Rate Policies 
January 1983-December 1985 
Elements in Fund Programs on Introduction and 
Maintenance of Independently Floating Arrangements, 
January 1983-February 1986 
Floating Unitary Exchange Rate Regimes in Developing 
Countries: Exchange and Trade Liberalization 
Comparison between Performance of Countries with 
Independently Floating and Managed Flexible Exchange 
Arrangements under Fund Programs, Compared to Year 
before the Program 

Appendix Tables 

1. Selected Indicators of Economic Structure, 1984 
2. Exchange Rate Arrangements as of December 31, 1985 
3. Exchange Rate Volatility in Selected Countries 

in the Pre-Float and Floating Periods, 1976-85 
4. Volatility of Selected Exchange Rates, 1976-85 
5. Exponential-Trend-Corrected Volatility of 

Selected Exchange Rates, 1976-85 
6. Net Capital Flows, 1980-85 
7. International Reserves, External Debt, Arrears, 

and Foreign Currency Deposits, 1980-85 
8. Growth Performance in Countries with Floating 

Exchange Rates and Fund Programs 
9. Comparison of Average Retail Prices for Selected 

Goods in uganda, Zaire, and Sierra Leone (First 
Quarter 1984) 

10. Macroeconomic Performance of Countries with Real 
Effective Exchange Rate Rule and Floating Exchange 
Rates During Fund Programs 

Appendix Charts 

1. 

2. 
3. 

Exchange Rate Developments in Selected Countries 
January 1976-December 1985 
External Current Account Developments 
Consumer Price Developments 

7 

22 

24 

27 

39 

57 
58 

59 
60 

61 
62 

63 

64 

65 

66 

45 
55 
56 



... 

INTERNATIONAL MONETARY FUND 

Recent Experience of Developing Countries 
with Floating Exchange Rate Systems 

Prepared by the Exchange and Trade Relations Department 
(In consultation with other departments) 

Approved by C. David Finch 

May 22, 1986 

Introduction 

In recent years, an increasing number of developing countries have 
adopted market-determined floating exchange rates. This development has 
represented a significant step forward in the evolution toward exchange 
rate flexibility that has taken place in the developing country group 
since the adoption of generalized floating by industrial countries in 
1973. Before 1983 there had been only isolated instances of floating by 
developing countries in the context of the post-par value regime. 
Lebanon has had such a floating exchange rate.for several years. Other 
experiences with market-determined unitary floating rates were quite 
shortlived, lasting for less than one year (Mexico--1976/77, Argentina--
1978, Costa Rica--1981, and Chile--1982). 

Discussion of the scope for floating exchange rates in developing 
countries has been characterized by concerns that in most of these 
countries exchange markets are thin and financial markets in general are 
underdeveloped, increasing the potential volatility of market-determined 
rates and the cost of hedging against it. In the literature, the use of 
flexible management of reserves rather than exchange rate flexibility 
and the adverse consequences of floating systems for domestic price 
stability have often been emphasized, and the discussion has questioned 
the developing countries' capacity to operate market-determined exchange 
rates. 1/ .Despite this, within the past four years countries with 
fairly diverse economic and financial structures have adopted market
determined exchange rate systems. The first step toward the more 
widespread use of unified floating exchange rate systems by developing 
countries was the introduction by Uganda in mid-1982 of a secondary 
auction market for foreign exchange. Uruguay changed to a unified 
floating rate from a preannounced rate in late 1982. This was followed 

1/ For recent surveys of the literature on exchange rate regimes in 
de;eloping countries, see Peter Wickham, "The Choice of Exchange Rate 
Regime in Developing Cou.ntries, 11 Staff Papers, June 1985, and John 
Williamson, "A Survey of the Literature on the Optimal Peg," Journal of 
Development Economics, 11 (1982), pp. 39-61. 
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in close order by Jamaica, Uganda, and Za1re in the first half of 1984 
(in each case involving unification of an existing official market and a 
free market introduced in the context of a Fund program). The 
Philippines adopted a system in which the exchange rate is determined in 
a unified market in October 1984, and was followed by Bolivia, the 
Dominican Republic, and Zambia in 1985. In January 1986, The Gambia 
adopted a unified floating market, and Guinea put in place arrangements 
for transition to a float. 

General aspects of exchange rate policies in developing countries 
were reviewed by the Executive Board in 1982. 1/ Developments in 
exchange rate arrangements on the basis of the-Fund's classification 
system were also examined by the Executive Board in 1982, when the 
present system of identifying "independently" (market-determined) 
floating arrangements was established. 2/ The role of exchange rate 
adjustment in Fund programs has also been reviewed in successive annual 
conditionality reviews. 3/ The intention of this paper is not to re
examine these general policy areas, but to focus specifically on recent 
experience with the adoption of floating exchange rates, including a 
comparison with the experience of countries which have managed their 
exchange rates essentially in accordance with relative purchasing power 
parity. Given that the capacity of developing countries for operating 
the arrangements for floating exchange rates has been a key issue in 
these countries, the paper also deals in some detail with technical and 
institutional aspects of those arrangements in which the Fund staff has 
been closely involved. 

The paper is organized as follows: Section I examines the 
institutional setting and the form of exchange market arrangements. 
Problems that have arisen in the process of setting up the markets and 
in ensuring their efficient operation are also discussed in this 
section. Section II deals with related actions in the field of exchange 
and trade liberalization and development of forward exchange markets. 
The impact of floating exchange market developments is examined in 
Section III of the paper, including developments in nominal and real 
effective exchange rates, black markets for foreign exchange, payments 
arrears, and official and banking system capital flows and foreign 
exchange reserves. Although the emergence of floating markets is a 
relatively recent phenomenon in most of these countries, an attempt 1s 
made in this section to appraise the macroeconomic aspects of the 
experience, including a comparison with performance under regimes in 

1/ "Exchange Rate Policies in Developing Countries,"· (SM/82/8, 
l/ll/82). 

2/ "Exchange Arrangements Maintained by Members" (SM/82/44, 2/24/82), 
and successive quarterly reports on this subject. 

3/ "Issues in the Implementation of Conditionality: Improving 
Program Design and Dealing with Prolonged Use (EBS/85/277, 12/17/85), 
and "Formulation of Ex.change Rate Policies in Programs Supported by the 
Fund (EBS/84/232, 11/16/84). 

.. 
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which the exchange rate is managed in such a way as to stabilize the 
real effective rate. Section IV provides a summary of the main issues. 

I. Experience with Instituting and Operating Market 
Arrangements for an Independent Float 1/ 

Twelve developing country members of the Fund have adopted market
related floating exchange arrangements. Members adopting floating rate 
systems have represented a variety of economic structures and per capita 
income levels within the group of developing countries, and also have 
been geographically dispersed (Appendix Table 1). However, one fairly 
general characteristic has been the openness of their economies to 
trade, and therefore the critical importance of the exchange rate. The 
depth of the financial systems in the economies under study has also 
varied, broadly in accordance with per capita income. 

The developing countries which have adopted independently floating 
systems 2/ had previously implemented a broad spectrum of 
arrangements. Bolivia changed from an exchange rate pegged to the U.S. 
dollar which was changed in an attempt to counteract the effects on 
competitiveness of rapid domestic inflation. In the Dominican Republic 
on the other hand, there was a one-to-one parity with the U.S. dollar 
that had been in place for many years, even ... b~fore the establishment of 
a par value in 1948. The Gambia changed from an exchange rate that was 
fixed against the pound sterling, while the Philippines changed from a 
system of managed flexibility vis-a-vis the U.S. dollar that involved 
small but frequent changes, and Uruguay had an exchange rate involving 
preannounced changes in terms of the U.S. dollar. Zambia had previously 
fixed its exchange rate in terms of a currency basket. 

Several of the countries with an independently floating exchange 
rate had previously maintained arrangements involving a fixed or managed 

1/ Lebanon's special security problems and associated data 
li;itations make it difficult to assess the form and effects of exchange 
rate flexlbility on its economy on a comprehensive basis. The 
assessment of South Africa's recent arrangements is also complicated by 
special factors. Exchange arrangements in both countries are therefore 
discussed to only a limited extent in this paper. 

2/ Eight percent of developing country Fund members at present 
maintain independently floating systems (as of December 31, 1985). In 
contrast, 20 percent have managed floating arrangements, including those 
using spe~ific indicators to guide their exchange rate policies, 39 
percent maintain pegs or have shown limited flexibility in terms of 
single currencies (quasi-pegs), and the remaining 33 percent peg to the 
SOR or some other currency basket (Appendix Table 2). The determination 
of countries as "iqdependently floating" is based on the limited extent 
of the authorities' intervention in the exchange market (see 
SM/82/440). 
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exchange rate for some transactions combined with a legalized free 
floating market for other transactions, before merging the two for a 
unified float (Bolivia, Dominican Republic, Guinea, Jamaica, South 
Africa, 1/ Uganda, and Zaire). In three of these countries, the 
multiple-exchange rates were maintained for a short period of time as a 
transitional device before unification. During the transition period, 
foreign exchange transactions were shifted to a newly created floating 
market (Jamaica, Uganda, and Zaire). 

Exchange arrangements including a legal secondary exchange market 
in which the exchange rate is freely floating are currently maintained 
by more than 15 Fund members. Although a free secondary market may 
serve as. a basis for early exchange rate unification in accordance with 
established Fund policies, in most instances the market has been in 
place for a number of years and was in virtually all instances not 
adopted with this aim. The experience of Fund members with multiple 
exchange rate arrangements was discussed by the Executive Board, in 
April 1984 and February 1985, on the.basis of three staff papers. 2/ 
The focus of the present paper is not on these arrangements; a brief 
summary of the experience with multiple rates and the treatment in Fund 
programs of exchange rate policies of members that have unified on the 
basis of a free secondary market is presented in Section I.3 below. 

1. Reasons for floating 

Of the developing countries that have adopted floating rates, most 
did so because of severe balance of payments difficulties reflected in 
sizable external payments arrears, and in the context of discussions for 
a Fund-supported program. 3/ The exceptions were Lebanon, South Africa, 
and Uruguay. In the case of Lebanon, the maintenance of a floating 
exchange rate was seen as part of the country's commitment to an open 
and commercially free environment for trade, and reflected the highly 
developed financial markets in Lebanon. The decision by South Africa to 
float, at a time of relative balance of payments strength, was 
influenced at least in part by the desire to improve conditions for 
monetary control. 

Uruguay, which has been one of the few Latin American countries to 
avoid external payments arrears in recent years, adopted a market
determined rate in 1982 following adverse experience with other 
relatively flexible arrangements. Prior to 1978, there had been a dual 

1/ After abolishing it in February 1983, South Africa reintroduced the 
dual exchange system in September 1985. 

2/ "Review of Experience with Multiple Exchange Rate Regimes" 
(SM/84/64, 3/19/84) and background paper (SM/84/65, 3/20/84), and 
"Multiple Currency Practices Applicable Solely to Capital Transactions" 
(SM/85/19, 1/16/85). 

3/ See Section I:3 below for a discussion of Fund program treatment 
of the systems. 
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exchange market in which the secondary market was freely operating. 
After unification in 1978, Uruguay for several years undertook a program 
of pre-announced exchange rate changes, but this system ultimately 
caused considerable instability in the capital and current accounts 
because exchange rate adjustments were insufficient. 

In all other cases, the choice of floating exchange rates, all in 
the context of Fund programs except for Bolivia and The Gambia 1/, has 
been made by countries with protracted balance of payments problems that 
included arrears. These problems had previously been addressed by 
extensive controls on foreign exchange transactions instead of exchange 
rate adjustments, which had in turn led.to disintermediation in official 
exchange systems. In such circumstances, it was difficult to predict 
the equilibrium market rate, although the parallel market rate provided 
some indication. This uncertainty regarding appropriate levels for 
pegging or managing exchange rates has been an important reason for the 
adoption of floating arrangements. Also in these circumstances, it has 
been difficult, given the lack of official foreign exchange resources, 
to support a pegged rate which has come under market pressure, apart 
from through the accumulation of arrears. This is another reason why 
floating has often seemed .the only feasible option. 

The desire to bring into the open sector a large illegal parallel 
market in which the local currency was sub~~antially depreciated, 
coupled with capital flight associated with that market, was an 
important reason for adoption of the unified floating arrangements 
(Bolivia, The Gambia, Jamaica, Uganda, Zaire, and Zambia). The initial 
depreciation when floating began and subsequent movements to 
continuously maintain realism of the exchange rate were seen as a major 
factor in encouraging market participants to repatriate earnings. This 
was so particularly where the introduction of the floating market was 
accompanied by liberalization of exchange controls, permitting 
repatriated earnings either to be used for import needs or to be moved 
freely abroad. Proximity to a major financial center may provide an 
added stimulus for adoption of floating. 

In the ca;e of Zambia, the primary factors leading to adoption of 
the foreign exchange auction were a perception that the previous 
administrative system for allocating foreign exchange had broken down, 
and that the system would lead to a more efficient allocation, including 
more effective provision of foreign exchange for critical spare parts. 

Another important reason in several instances was the desire on the 
part of the authorities to shed political responsibility for the 

1/ The Bolivian system was adopted in the context of discussions for 
a Fund program. Because of the continued existence of arrears to the 
Fund, the Gambian ,floating system was not implemented as part of a Fund
supported program, although technical assistance was provided by the 
Fund. 
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adjustment of the exchange rate. Discrete adjustments to a managed or 
fixed exchange rate usually involved unpopular political connotations. 
With the rate determined in an open market, the authorities were better 
able to deflect political criticism and to focus their attention on 
other areas of economic management. 

2. Choice of floating market arrangements 

Experience with different forms of free exchange markets is as yet 
relatively limited, being for the most part of recent origin. The 
authorities must nevertheless choose the institutional arrangements that 
are best suited to their economic structure and financial institu
tions. An important concern in designing a market arrangement and in 
deciding on the role that the authorities themselves will play in 
instituting the market and monitoring its performance is to prevent the 
emergence of destabilizing monopolistic or collusive behavior. 

Members contemplating floating exchange rates are faced with 
essentially two forms of market arrangements (Table 1). In most of the 
instances under discussion in this paper (The Gambia, the Dominican 
Republic, Lebanon, the Phili~pines, South Africa, Uruguay, and Zaire), 
as in all developed countries with floating exchange rates, members have 
opted for a market that is operated within the private sector, by 
commercial banks and licensed foreign exchange dealers. In other 
instances, the authorities have felt constrained by institutional or 
social considerations to use an auction system to ensure a sufficiently 
competitive market. Foreign exchange is then surrendered to the central 
bank for auction to the highest bidders (Bolivia, Guinea, Jamaica, 
Uganda, and Zambia). In an auction market, the central bank conducts 
the market and serves as the channel for the auction process. 

a. Interbank system 

The part1c1pants in an "interbank" market are commercial banks and, 
in some instances, foreign exchange dealers (if these are licensed for 
the purpose). Individuals and firms are permitted to bid through the 
commercial banks or dealers acting as their agents. Of the seven 
developing countries that have adopted an interbank system, most already 
had a sufficient number of commercial banks and foreign exchange dealers 
operating in the economy to ensure a compet1t1ve environment. In other 
instances, major considerations in the choice of an interbank system 
were the absence of sufficient manpower and expertise at the official 
level to conduct auction arrangements, and the belief that, with 
sufficient freedom of entry into the newly created market, the necessary 
institutions would develop quickly. 

Under this system, the exchange rate is determined in negotiations 
between banks and their clients and in transactions between the banks. 
The exchange rate is free to vary from hour to hour and day to day. 
However, in order to· ensure the competitive operation of the market, in 
all instances except The Gambia, the Philippines, and Uruguay, there are 

• 



Bolivia 

Number of 
Commercial 

Banks in Harke t 

19 

The Gambia l.J 3 

Dominican 
Repuhlic 

Guinea 2/ 

Jamaica 

Le ha non 

Philippines 

16 

10 

Many 

33 
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Table 1. Summary Characteristics of Independently Floating Unitary 
Exchange Rate Arrangements in neveloping Countries 

Regulation of 
Commercial 

Form of 
Arrangement 

Banks' Rate 
Position Determination 

Auct [on 
(daily) 

Interbank 

Interbank 

Auction 
(weekly) 

Auction 
(twice a 
week) 

Interbank 

Spot 
position, 
daily 

Spot 
position, 
daily 

Spot 
position, 
weekly 

Limit on 
total for
ward sales 
not matched 
by. forward 
purchases. 

Net foreign 
position 
(debit) 
should be 
within 15 
percent of 
capital 

In terhank None 
(telephone 
market and 
trading floor 
at Central 
Bank) 

Successful 
bidders pay 
their bid 
prices 
("Dutch" 
auction) 

Negotiable 
between banks 
and their 
clients 

Negotiable 
between banks 
and their 
clients 

Successful 
bidders pay 
cl.earing rate 
(marginal 
price) l.f 

Successful 
bid de rs pay 
their bid 
prices 
( "Dutch" 
auction) 

Negotiable 
hetween hanks 
and their 
clients 

Neeot iable 
hetween hanks 
and their 
clients 

Ro le of 
Central Bank 
Intervention 

Possible by 
adjusting the 
amount of for
eign exchange 
supplied to 
auction, within 
the constraint 
of reserves, 
arrears, and 
external deht 
obligations. 
Setting of 
base pr ice 

Not specified 

No interven
tion to 
influence the 
exchange rate 

Possible by 
adjusting the 
am.aunt of 
foreign ex
change supplied 
to auction, 
within the 
constraint of 
reserves, 
arrears, and 
external debt 
obligations 

Intervention 
to meet net 
reserve 
target 

Smoothing 
operations 

Net accumula
tion of 
international 
re!3erves to 
keep minimum 
level 

Foreign 
Exchanee 

Surrender 
Requirements 

Forward Exchange 
Market: 

100 percent 
of goods to 
the Central 
Bank 

100 percent 
of goods and 
services to 
commercial 
banks except 
for some tour
ism proceeds. 
Receipts of Mar
keting Board to 
the Central Bank 

All the export 
proceeds to the 
Central Bank 
through com
mercial banks, 
with exceptions 
of some export 
proceeds of 
mining companies 
and tourism 

All the export 
proceeds and 
invisible pro
ceeds to the 
Central Bank 
with minor 
exceptions for 
imports of 
specified goods 
and services 

100 percent of 
all receipts to 
the Central 
Bank 

None 

100 percent of 
goods and ser
vices to com
mercial banks 

Development 
and Plans 

No plans to 
implement in 
the near future 

No plans to 
implement 1n 
the near future 

No plans to 
implement in 
the near future 

No plans to 
implement in 
the near future 

Organized 
market exists, 
hut very few 
transactions 

Market ex1sts 

Unorganized 
market exists, 
but very few 
transactions 



Number of 
Commercial 

Banks in Market 

South 
Africa 2f 

Uganda !:.J 

Uruguay 

Zaire 

7 

12 

10 
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Table 1 (Concl'd). Summary Characteristics of Independently Floating Unitary 
Exchange Rate Arrangements in Developing Countries 

Form of 
Arrangement 

Interbank 

Auction 
(weekly) 

Interbank 

Interbank 

Regulation of 
Commercial 

Banks' 
Position 

An open 
position 
limit, both 
spot and 
forward, 
equal to 10 
percent of 
the banks 
capital and 
reserve funds 

None 

None 

Spot posi
t ion daily 

Rate 
Determination 

Negotiable 
between banks 
and their 
clients 

Successful 
bidders pay 
clearing 
rate (margi
nal price) lJ 

Negotiable 
between banks 
and their 
clients 

Negotiable 
between banks 
and their 
clients 

Role of 
Central Bank 
Intervention 

Smoothing 
operations 

Possible by 
adjusting the 
amount of 
foreign ex
change supplied 
to auction 

No intervention 
on the interbank 
market. However, 
possible 
influence on 
rate formation 
through central 
banks' trans-
act ions with 
commercial banks, 
including a 
government-owned 
one 

Very little 
intervention 

Foreign 
Exchange 

Surrender 
Requirements 

100 percent of 
goods and se r
vices to com
mercial banks 

100 percent 
of goods and 
invisibles to 
the Central 
Bank through 
commercial 
banks 

None 

All the export 
and invisible 
proceeds to 
commercial 
banks. Receipts 
of mining com
panies and oil 
companies to 

Forward Exchange 
Market: 

Development 
and Plans 

Organized market 
exists, but number 
of transactions is 
limited 

No plans to 
implement in 
the near future 

Organized 
market exists, 
but very few 
transactions 

No plans to 
implement in the 
near future on the inter

bank market. 
However, 
possible 
influence on 
the rate for
mation through 
central banks' 
transactions 
wlth commercial 
banks 

the Central Bank 

Zambia 6 Auction 
(weekly) 

Trans
actions 
subject to 
existing 
regulations 

Source: Data provided by national authorities. 

Successful 
bidders pay 
clearing rate 
(marginal 
price) 

Possible by 
adjusting the 
amount of 
foreign ex
change supply 
to auction, 
within the 
constraint 
of reserves, 
arrears, anrl 
external debt 
obligations 

All the export 
proceeds and 
invisible pro
ceeds to the 
Central Banks 
through commer
cial banks, 
except for the 
retention of 
privileges of 
the mining 
company and ex
porters of non
traditional 
products 

No plans to 
implement in the 
near future 

1/ One of the four commercial banks operating in the market at the inception of floating has since ceased operations. 
"'fl Arrangements described are those envisaged in economic program supported by stand-by arrangement for use of Fund resources. 
3/ Arrangements in place prior to reintroduction of dual exchange rate in September 1985. 
7;/ Arrangements in place prior to introduction of managed floating arrangements. 

.. 
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maximum or m1n1mum limits imposed on commercial bank holdings of foreign 
exchange. The purpose of such regulations is twofold: first, to 
prevent major dealers from "cornering the market," or from using inside 
information to speculate on their foreign exchange operations; second, 
to prevent imprudently large exposure of banks to exchange risk. Such 
limits may be particularly important in the initial stages of the market 
when a minimum volume of trading is necessary to establish confidence. 
The initial size of the limits may be established by reference to the 
previous behavior of commercial banks' working balances. Such limits 
may also be seen as preserving the reserve management responsibilities 
of the central bank. A second type of regulation on the market would 
involve an upper limit on the volume of foreign exchange surrendered to 
each commercial bank, to prevent any bank cornering the market in a flow 
sense. Such a limit, although not used in arrangements to date, could 
be necessary in countries where the foreign exchange receipts of the 
economy accrue to one or a few major transactors who could then direct 
all of their foreign exchange earnings to one exchange dealer. If 
constrained by the stock or flow limits, banks must either buy or sell 
from other banks or, if other banks were also at their limits, transact 
with the central bank. 

Another important form of official involvement in the interbank 
market is the conduct of a periodic fixing session at which the central 
bank has representatives present, and may also transact. At the rate 
fixing sessions, held at least once a week,'the commercial banks trade 
their open positions in foreign exchange and an exchange rate is fixed 
taking into account the outcome of the previous fixing and subsequent 
transactions between banks and their customers during the week. The 
fixing exchange rate is usually set at a level which allows the largest 
volume of purchase orders to be transacted, and in the course of the 
fixing session commercial banks trade short and long positions according 
to their needs at this rate; a minimum volume of transactions may be 
specified by the central bank. The fixing rate is also used for customs 
valuation and other official purposes. Particularly in economies marked 
by a relatively small number of transactors, or by other political or 
institutional tendencies toward collusion, the fixing session is an 
important means of providing the authorities with a view into the 
operation of the system, and thus preventing abuses. In countries where 
there is an inadequately defined budget for foreign exchange 
expenditures by the government itself, there may also be rules 
concerning the entry of the government or government enterprises into 
the interbank market, either in the course of the week or at the time of 
the fixing. Such rules may be especially relevant where the floating 
arrangements are introduced ahead of fiscal adjustment measures. 

In most instances, there are ·Official requirements for supply of 
exchange to the official market. All countries in this group, except 
Lebanon and Uruguay, have surrender requirements for foreign exchange. 
In the Philippines, all receipts from exports of goods and services are 
required to be surrendered to commercial banks. Receipts of the 
marketing board in The Gambia and receipts of mining companies and oil 
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companies in Zaire are required to be surrendered to the central bank. 
In the Dominican Republic, foreign exchange earnings of traditional 
exports of goods and services subject to an exchange surcharge (sugar, 
cocoa, coffee, tobacco, and most services other than tourism) are 
required to be surrendered to the central bank. The significance of the 
surrender requirement to government authorities is that, although the 
government uses the exchange rate determined in the market, it may seek 
to guarantee the provision of foreign exchange for certain purposes. 
The surrender requirements are therefore a consequence of official 
intervention in the allocation of foreign exchange by nonprice methods, 
e.g. import licenses or exchange restrictions. 

In some cases, portions of the supply and demand of foreign 
exchange are allocated outside the market. Such "extra-market" 
transactions occur when the central authorities retain exchange 
surrendered to them for their own use, or when private sector exchange 
earners are granted "retention privileges" to use or sell the retained 
amounts outside the market. This results in less information on 
transactions being channeled through the market, and a consequent loss 
of efficiency in the floating arrangements. As will be seen below, this 
has led on occasion to severe· instability of the exchange rate, 
especially when the information is ultimately made available to market 
transactors, and expectations are corrected suddenly. 

Demand for foreign exchange by the public sector, including public 
enterprises, is met at the prevailing exchange rates either through the 
commercial banks or through the central bank. In Uruguay the central 
bank acts as an agent when it is requested by the government to purchase 
on its behalf foreign exchange from commercial banks. In the Dominican 
Republic and the Philippines, the central bank sells foreign exchange to 
the government from receipts surrendered to it. In The Gambia and 
Zaire, debt service obligations of the public sector are paid from 
exchange surrendered to the central bank. However, the government may 
obtain foreign exchange from commercial banks for other purposes. In 
most countries severe shortages of foreign exchange for building up 
depleted reserves and meeting external debt service obligations, 
including the reduction of arrears, make it very difficult for the 
central bank to become a net seller to the interbank market. On the 
other hand, excessive purchases by government would tend to over
depreciate the domestic currency, leading to political and social diffi
culties. Intervention will therefore usually be limited to very short
run smoothing or seasonal operations and purchases for gradual 
reconstitution of reserves. 

For the efficient and competitive operation of the interbank 
market, it. is important that exchange rates determined in these 
transactions be widely and openly published so that the possibility of 
collusive practices by commercial banks is reduced, and the regulations 
set specific requirements to this effect. The central bank may in 
addition set maximuQl commissions that may be charged by commercial 
banks. Purchasers of foreign exchange may also be required to provide 

.. 
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documentation that the purchase is for transactions in accordance with 
prevailing exchange and trade controls and income tax regulations. 

An important question in setting up a competitive market is the 
degree of freedom of access. In several countries, transactions are 
limited to certain groups. In Zaire, foreign exchange dealing licenses 
are granted only to commercial banks and hotels. There is no specific 
information on the network of informal foreign exchange dealers, but it 
is thought to be small and scattered. In the Dominican Republic, the 
foreign exchange market is a very broad one owing to the openness of the 
economy and the prior existence of a secondary market in which some 16 
commercial banks and more than 90 foreign exchange houses 
participated. At the other end of the spectrum is the market in The 
Gambia, in which only 3 commercial banks participate, and nonbank 
foreign exchange dealers are not permitted to participate in the fixing 
session. Generally speaking, the easier are entry requirements into the 
market, the more competitive and stable it will be. 

b. Auction markets 

The role of the authorities in an auction system (as conducted by 
Bolivia, Guinea, Jamaica, Uganda, and Zambia) is a more central one than 
in an interbank market. Receipts from specified exports and services 
are surrendered to the central bank at the ,prevailing exchange rate and 
are auctioned by the authorities on a regular basis. The central bank 
decides the amount of exchange to be auctioned, and the minimum reserve 
price below which it will not accept bids. The minimum amount of the 
sales may be predetermined as part of a macroeconomic program. The 
central bank may decide to auction foreign exchange in minimum amounts 
of, say, US$50,000, allowing banks to bid on behalf of their 
customers. All bidders with a valid import license (where licensing 
requirements are retained) are required to lodge an advance deposit, 
either partial or equivalent to 100 percent of the foreign exchange they 
intend to purchase, before the submission of bids. The bids submitted 
to the auction are then examined and all bids in excess of the highest 
bid which fully exhausts the available supply of foreign exchange (i.e., 
the market-clearing price) are accepted. The market-clearing marginal 
rate (the-average exchange rate in Bolivia) becomes the market exchange 
rate. After the auction, the market exchange rate, the total number of 
bids received, and the number of successful bidders are announced. The 
auction-determined exchange rate applies until the next auction date to 
all exchange transactions, including surrenders for the next auction and 
any transactions that may not be required to be channeled through the 
auction market (e.g. transactions of the government). Advance deposits 
lodged by. unsuccessful or partly successful bidders are returned in 
whole or in part, respectively, but bids are normally not permitted to 
be withdrawn. If a successful bidder fails to make full payment for his 
foreign exchange within a specified period, he may be subject to a fine 
that may be collected from the deposit he has lodged. Spreads between 
buying and selling rates of individual commercial banks and any limits 
on commercial bank foreign exchange positions are closely monitored by 
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the central bank to ensure that collusive practices are not involved, 
and that they reflect reasonable profit margins. 

Perhaps the basic difference between interbank and auction system 
arrangements is in the treatment of the supply of foreign exchange to 
the market. An essential feature of an auction market arrangement is 
that it requires the surrender of foreign exchange to a centralized 
point, which to date has been the central bank of the country organizing 
the market. In contrast, in an interbank arrangement, the ownership of 
foreign exchange may remain diffused in the private sector. In some 
auction arrangements (as with the interbank arrangements described 
above) the surrender requirement is less than complete, and retention 
allowances have been kept for certain export or other foreign exchange 
earners. Similarly, the supply by the central bank of foreign exchange 
it has collected may be less than complete, as the central bank retains 
a certain portion of foreign exchange from the market for the use of 
government. 

In Bolivia, Jamaica, and Uganda~ all export proceeds are required 
to be surrendered to the central bank. In Guinea, however, there are 
minor exceptions for exports of specified goods and services. In these 
four countries, all sellers of foreign exchange to the central bank are 
entitled to receive local currency at the auction market exchange rate 
for all foreign exchange surrendered. In Bolivia, in order to stimulate 
surrender, those surrendering foreign exchange were for a short period 
of time able to obtain an exchange reimbursement certificate in an 
amount equivalent to 10 percent of the foreign exchange surrendered. In 
Zambia, the authorities have accepted, on a transitional basis, 
retention privileges for the mining company and exporters of 
nontraditional products, reflecting concerns about the availability of 
foreign exchange. For example, in the latter case, about 50 percent of 
total export proceeds are estimated to be retained by exporters. 
However, the Zambian authorities (and the Ugandan authorities also) 
introduced a policy, whereby the source of foreign exchange earnings is 
no longer subject to declaration, in order to encourage capital inflows 
into the system. 

Once the central bank obtains the foreign exchange, it may put some 
portion aside for its own uses--accumulation of reserves, reduction of 
external arrears, and payments of external debt obligations. In Guinea, 
Jamaica, Uganda, and Zambia, payments for official imports, such as 
petroleum and some other payments, are made by the central bank from the 
surrendered foreign exchange, and the other available foreign exchange 
is auctioned. The foreign exchange requirements of public enterprises 
may also be provided at the official exchange rate, or the enterprises 
may be required to purchase foreign exchange in the auction market 
(Bolivia, Jamaica, and Uganda). Most of these requirements are, in 
practice, met outside the auction in Jamaica. Th~ net effect of these 
arrangements under which government needs are met outside the auction at 
the market rate is•to limit severely the proportion of overall foreign 
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exchange earnings that is channeled through the auction market. 1/ In 
two cases (Uganda and Zambia), the amount supplied to the market-has 
been largely prespecified in absolute terms, although subject to some 
variation according to the balance of payments performance (Uganda, 
Zambia). In the other case (Jamaica), the amount supplied to the market 
has been larger and has naturally fluctuated with overall balance of 
payments developments. The retention and sequestering of exchange for 
official purposes, although undertaken to ensure availability, has often 
created problems both for the flow of information to the auction market 
and for the provision of sufficient exchange for orderly discharge of 
current demands, by reducing confidence in the operation of the market 
and thus sales to it. 

The other aspect of the supply side of the market, namely the 
exchange rate applying to sales to the central bank, in part for the 
auction, also marks an important difference from the interbank market 
system. Under the interbank system the exchange rate may be determined 
directly and may vary continuously during business hours by negotiation 
between buyers and sellers, but under the auction system, which 
functions discretely, surrender occurs in practice at the exchange rate 
determined in the preceding auction. This may create uncertainty for 
market participants, and a risk of exchange loss in the interim for 
participants engaged in both purchases and sales in the market. Of 
course, the more frequently the auctions .ar:e, conducted, the less 
inefficiency in the market clearing proces's' will result from this 
source. In addition to adding to exchange risk, infrequent auctions 
could also cause delays in the availability of exchange. Further delays 
will result if ~articipants' difficul~f~i in assessing the clearing 
price cause them to make one or two unsuccessful bids before finally 
obtaining exchange. Auctions take place daily in Bolivia, twice a week 
1n Jamaica, ·and weekly in Guinea, Uganda, and Zambia. 

Eligibility for participating in the auction on the demand side of 
the market is basically determined by the restrictive system of the 
country in question (see next section). In addition, there may be 
technical requirements that must be satisfied in order to establish the 
ability of a participant to make the local currency payment and to 
otherwise consummate a successful bid. In Bolivia, any individual or 
legal institution that wishes to obtain foreign exchange is permitted to 
submit a bid in the auction, although each bid must have a minimum value 
of US$5,000 and must be accompanied by a banker's check in domestic 
currency equivalent to the bid. In Jamaica, private participants in the 
market comprise all bona fide importers with valid due or outstanding 
payments, and other nonbank applicants holding foreign exchange 
approvals of the central bank. Bids for transactions below US$50,0001 

are aggregated and presented by Jamaican commercial banks on behalf of 

1/ In Jamaica, approximately 47 percent of foreign exchange inflows 
in-1985 was auctioned.· In Uganda and Zambia, the comparable ratio is 
estimated to be as low as 25 percent. 
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their clients. In both Bolivia and Jamaica, all public sector 
institutions must also validate their participation by producing either 
evidence of deposit of the domestic currency equivalent under the 
commercial bank deposit scheme (Jamaica), or a banker's check 
(Bolivia). In Guinea, all transactions of the public sector are 
conducted at present in the primary exchange market (first window) which 
handles inter alia external debt service obligations and official 
petroleum imports. Transactions of the mining companies are also 
conducted at this window, while all other trade transactions are 
conducted at the second market window. In the initial stage of 
operation of the Ugandan market, bids for foreign exchange were limited 
to imports (excluding oil and essential spare parts and capital goods), 
to invoices made out by foreign airlines for transportation, and to 
private sector service and transfer payments. In Zambia, all public 
enterprises, except the mining enterprise, must bid for their foreign 
exchange requirements in the auction. 

Some of these countries have penalties for the successful bidder 
who fails to take the bid within a certain period, even though he has 
deposited with his commercial banks checks against the full local 
currency value of his foreign exchange application. In the case of 
Zambia, for example, a penalty not exceeding 10 percent of the amount of 
the bid will be imposed on the bidder if the Foreign Exchange Committee 
finds a blatant abuse of the foreign exchange arrangements. A bidder 
found persistently abusing the arrangements may be placed by the 
Committee on a black list for up to 12 months, during which time the 
individual is disqualified from participation in the market. In 
countries with floating systems that have retained import or capital 
controls, pre-existing legal penalties for contravention of these 
regulations may also continue to apply. 

I 

An important aspect of auctions is the choice of arrangements for 
determination of the exchange rate between a "Dutch auction" and a 
"marginal pricing" approach. Under the Dutch auction system, each 
bidder whose bid is accepted must pay his bid price for foreign 
exchange. This system has been applied recently by two Fund members 
(Bolivia and Jamaica). Participants in this form of auction may pay a 
price for foreign exchange that is significantly higher than the market 
clearing price if they assess demand conditions in the market 
incorrectly, but their bid is successful. Under the marginal price 
system a single rate--the most appreciated bid price at which the 
available foreign exchange is exhausted, which is the market-clearing 
price--is applied to all successful bidders. Bidders who have offered 
rates more depreciated than the market clearing rate will receive all 
the foreign exchange they have bid for at the clearing rate. Those who 
have offered a rate more appreciated than the clearing rate will not 
receive foreign exchange and those who have offered the marginal rate 
will receive only part of what they have bid for, on the basis of an 
allocative rule. Three Fund members (Guinea, Uganda, and Zambia) 
operate marginal price auctions. In the case of Jamaica, the 
authorities switched to a Dutch auction from a marginal pricing auction 
mainly because they were concerned that speculators would act on the 
belief that the Jamaican dollar would depreciate sharply against foreign 
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currencies, and that these speculators should pay the full price of 
their bid. In practice, however, participants in the Jamaican auction 
have been able to obtain sufficient information regarding each other's 
bids for the spread between buying and selling rates to remain very 
narrow. Similarly, in Bolivia, following a settling down period of a 
month or so after introduction of the Dutch auction, the successful bids 
in the auction also converged within a narrow (less than 2 percent) 
range. 

A possible difficulty with the Dutch auction system is that it may 
inhibit entry to the market by participants who fear having to pay a 
price significantly higher than the clearing price for exchange if their 
bid is successful, leading to continuous existence of black market and 
collusion before auction. The risk would be increased if significant 
spreads actually do emerge between successful bids. For example, an 
importer could be left with overpriced goods on his hands relative to 
those held by others bidding in the market. However, the experience of 
the Jamaican and Bolivian Dutch auction systems to date has been that 
the spreads in the market have been very small; in part in Bolivia 
because the illegal parallel market provides a guide. A more basic 
criticism of the Dutch auction system is that it involves price 
discrimination, and promotes collusion to ensure that the consumer 
surplus is not appropriated by those administering the auction, while 
the marginal approach to auction pricing is the best approximation to 
normal private markets, in which the consumer';surplus is not appro
priated. Under a marginal pricing approach, rates of return are free to 
vary and thus to direct foreign excha~ge,. to the most valued uses. 

r· ~}. 

The Dutch auction approach raises questions as to which exchange 
rate will be relevant to extra-auction market transactions (e.g. 
government transactions). In Bolivia, the exchange rate struck and 
announced for this purpose is the weighted average of successful 
bids, 1/ 2/ while in the case of Jamaica it is the lowest price at which 
exchange ;as bought and sold in the auction--that is, the marginal 
price. 3/ Another aspect of the Dutch auction system is that, to the 

1/ It bas sometimes been suggested that this weighted average (or a 
median) approach could also be used to determine the single "market 
rate," but it would present a problem for those successful bidders who 
bid below the average price. 

2/ Initially, the official exchange rate was calculated by including 
also the unsold balances valued at the Central Bank's minimum price. 
The reason for this practice was the Central Bank's concern that 
exporters might manipulate the exchange rate in their favor in unusually 
thin exchange markets. 

3/ The use of a marginal auction approach for a secondary dual market 
may also make transition to a unified freely floating market easier to 
achieve than unif1cation of Dutch auction systems, because of the 
multiplicity of exchange rates under the latter. 
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extent that it gives rise to exchange rate spreads of more than 
2 percent between the buying and selling rates as a result of official 
action, a multiple currency practice arises. In the case of Jamaica, 
the Fund approved the resulting multiple currency practice on a 
temporary basis; approval is being proposed for the Bolivian practice. 

Another consideration in the setting of exchange rates is the use 
of a reserve price for foreign exchange, i.e., the most appreciated 
exchange rate at which the central bank will undertake to supply 
exchange. In general, a reserve price has not been set and should not 
be necessary, as countries with these systems have generally been in a 
situation of overall excess demand for foreign exchange. However, in 
some cases where the market is subject to sporadic supply, including 
strong seasonality, or where the arrangements have not been in place 
sufficiently long to ensure adequate knowledge of the system among 
participants, a reserve price may serve a stabilizing function. 

c. Issues that have arisen in the choice and 
implementation of floating arrangements 

The basic objective of auction and interbank market systems is to 
establish an exchange rate that will move flexibly to equilibrate the 
supply of and demand for foreign exchange and thus to reduce dependence 
on exchange and trade restrictions. The choice between the two forms of 
arrangement in any particular case must take into account the 
institutional and economic structure of the member concerned. Where a 
sufficient number of capable commercial banks exists or there is a pre
existing network of operators dealing in the parallel market, the 
interbank arrangement is likely to be the more efficient, and will 
require less resources at an official level to ensure its success. 
However, one question that may be considered open is whether provision 
for freedom of entry into a floating market, even when the number of 
capable banks is initially small, will result quickly in sufficient 
institutional depth. The existence of experienced brokers in often 
extensive legal and illegal parallel markets suggests that this will 
normally be the case. One consideration in the choice of the form of 
floating arrangement is the extent to which collusion among participants 
may be expected. As discussed earlier, there are ways of ensuring that 
one or se~ral operators do not corner the market,!/ but in a country 
that has had a history of commercial domination by a small group, 
central bank organization of an auction market may be preferable to an 
interbank arrangement. On the other hand, where a primary consideration 
of the authorities in choosing to float is their desire to distance 
themselves from responsibility for the setting of the exchange rate, the 
administration of the auction by the central bank may run counter to 
that objective. 

1/ See the discussion on pages 6 and 9. 
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In the case of Guinea, an interbank market was considered 
inappropriate by the authorities because there are only three commercial 
banks operating in the country and because the public sector is the main 
source of foreign exchange earnings. Likewise in Uganda, an interbank 
market was considered unworkable because of the limited number of 
commercial banks and the danger of collusion. In addition, since coffee 
was the main source of foreign exchange earnings, and since it was 
exported by the government, it was thought that an interbank market 
would not be efficient. Further, profits that the central bank would 
earn from foreign exchange auctions were seen as an important source of 
budget revenue that could not be captured by an interbank market. The 
commercial banks have been the only legally recognized foreign exchange 
dealers in Uganda. 

On the other hand, the authorities in The Gambia chose an interbank 
arrangement, although there were only four banks operating in the 
country at the time. The reasons for this were first, that the central 
bank did not have enough foreign exchange and manpower to conduct the 
auction; second, that the banks were.trusted by the authorities to take 
a role in allocating foreign exchange efficiently to institutions, 
including small private traders; and third, that operation of the system 
was envisaged to be simple but comprehensive. In practice, some 
difficulties have arisen in ensuring the competitive operation of this 
market. 

Owing to the wide dispersion of commercial banks throughout the 
Philippines, it has not been considered,..necessary to legalize foreign 
exchange dealerships other than commercial banks, but there are many 
unauthorized dealers specializing in workers' remit.tances and other 
small flows. Similarly, the establishment of a market in Zaire was 
facilitated by the existence of a well-established commercial banking 
system with 10 banks. Foreign exchange dealer licenses are granted only 
to commercial banks and hotels. There is no specific information on the 
network of foreign exchange dealers either before or after the float, 
but it is thought to be small and scattered. In the Dominican Republic, 
the existence before the float of a free secondary market in which 16 
commercial banks and more than 90 foreign exchange houses and hotels 
particip~ted meant that the foreign exchange market was already a 
relatively broad one. 

In the implementation of some floating arrangements, the effects of 
pre-existing external payments arrears have created difficulties. In 
Jamaica, the overhang of arrears in the early operation of the market 
was so large that it adversely affected confidence in the auction market 
by causing an almost complete cessation of new imports. For this 
reason, the backlog of arrears was removed from the market and subjected 
to a phased repayment. This could in principle have been done by 
purchases from the auction, but it was actually done by setting aside a 
certain portion of the proceeds of surrender before the auction. 
Provision was made for all applications relating to previous due dates 
to be registered with the central bank for rescheduling. The 
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applications were required to be accompanied by an affidavit from the 
foreign creditor to the effect that the amounts remained due and 
payable. Once verified, the arrears would not be permitted direct 
access to the market; instead, a fixed sum would be set aside on a 
regular basis by the central bank for the rescheduled payments. An 
exchange rate guarantee was not provided, and supplementary local 
currency deposits were required at the rate on the day of actual 
payment. Modalities for the rescheduling might include cash payment of 
foreign exchange over a period of years, or investment of the local 
currency counterpart domestically; in the latter case, liquidation or 
repatriation of the investment might be permitted only at the end of a 
fixed period. Provision would be made for blocked counterpart deposits 
against all the arrears. An important aspect of the handling of the 
arrears "overhang" problem has been early contacts with creditors to 
ensure the best possible environment for the start-up of the market 
(Jamaica, Zaire, and Zambia). 

Questions of the adequacy of international reserves and techniques 
of foreign exchange "cash flow management" have also been raised in 
countries considering floating arrangements, and other flexible 
arrangements for the exchange rate. To assist in providing as stable an 
environment as possible for the introduction of a floating rate system, 
and with the aim of minimizing the initial depreciation of the exchange 
rate after floating, arrangements have been made in several instances 
for "bridging" finance from donor country official or commercial bank 
sources ahead of drawings under a Fund stand-by arrangement and 
rescheduling of existing external obligations. The role of discussions 
with the World Bank and other donors and creditors has been important at 
this stage in underpinning confidence in the new market, by providing 
reasonable assurance that balance of payments financing will be 
forthcoming. The positive effect on capital account of the floating 
arrangement itself, as examined in Section III below, may be expected to 
assist in stabilizing the exchange market. 

For example, in the period preceding the establishment of an 
auction market in Bolivia, the authorities were concerned that, because 
of the thriving unofficial market, the supply of foreign exchange to the 
auction would be limited. They saw this problem as being exacerbated by 
the lack of an effective institutional apparatus to ensure that export 
proceeds flowed through the official channels. The authorities 
therefore considered using official reserves and borrowing from official 
sources abroad to make the foreign exchange market in the initial 
stages. In the event, this proved unnecessary. The demand for foreign 
currency in the official market fell initially below supply, reflecting 
in part the high reserve price, as well as the relatively low demand 
because of a lack of experience with the market mechanism. As a result, 
the authorities built up official foreign exchange reserves in the 
start-up period. 

Beyond the start-up period for the floating market, foreign 
exchange cash flow management to accommodate seasonal or other identi-
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fiable reversible factors also plays an important role, given the 
generally low level of international reserves in this group of 
countries. A problem that is foreseen in the market recently 
established in The Gambia is the potential instability of both the 
volume of transactions and the exchange rate. Tourist receipts 
fluctuate widely from season to season, and exports of groundnuts also 
have strong seasonality. It will be important for the market to absorb 
this instability, and accumulation of adequate reserves either by the 
central bank or in the banking system for use during the lean season is 
an aim of the arrangement. Tourism receipts are also highly variable in 
Uruguay. 

In the case of Guinea, all banks transacting on behalf of customers 
credit the central bank with the entire counterpart of any transaction 
within three working days. Residents must also obtain permission to 
open convertible foreign currency accounts in order to auction funds 
through authorized banks; with liberal authorization of these accounts, 
the auction market could become an important additional source of 
foreign exchange, but without it, supply could be curtailed. 

Certain difficulties have marked the operation of the auction 
system in Jamaica from time to time. First, owing to political 
sensitivities there have been tendencies for large importers at times to 
restrain their demand for foreign exchange._,;,.~econd, importers were for 
a time in 1984 not permitted to bid in the auction market for foreign 
exchange with which to repay letters of credit, and banks would not open 
letters of credit unless· the importer h~q, on deposit the foreign 
exchange. However, as most letters of c·redit were required by creditors 
to be on a prepaid basis (owing to Jamaica's arrears), this 
documentation requirement effectively meant that market access was 
denied to the importers. The "vicious circle" problem was addressed for 
a time by having importers present exchange control documentation 
following the auction, and by the institution of penalties should proper 
documentation not be presented. As the market settled down, banks have 
resumed opening letters of credit on a more normal basis. Third, 
importers who had no evidence of income tax clearance were for a period 
of months banned from the auction. Delays in obtaining this clearance 
were long enough to influence strongly the total demand of the auction, 
and the exchange rate was virtually fixed while this requirement was in 
effect. Fourth, sizable official foreign exchange operations outside of 
the auction have contributed from time to time to the instability of the 
exchange rate. This has occurred when supply to the market has been 
increased for a short time through an incurrence of arrears, an 
unsustainable level of short-term credits by the public sector, or sales 
of government assets abroad. Subsequently, the demand re-entered the 
market and the rate depreciated sharply, from a short-term plateau. 
Since October 1985, the exchange rate has been virtually fixed, at the 
expense of incurrence of arrears, including nonprovision of exchange for 
successful bids. 
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The main difficulty with the operation of the Philippine system has 
been an unexpected rigidity of the exchange rate in terms of the U.S. 
dollar for some periods of time, which has been damaging to .export 
industries. In general, this outcome has been explained by tight 
monetary policies reflecting the authorities' intention to constrain 
inflation, accompanied by large short-term capital inflows; it has 
therefore not been a necessary consequence of the exchange rate 
arrangements themselves. During other periods, most recently during the 
first quarter of 1986, flexibility in the exchange rate system played an 
important role in limiting the re-emergence of a black market, and 1n 
protecting the balance of payments from rapid domestic monetary 
expansion. 

In Uganda, several problems were experienced during the implementa
tion of the auction arrangements. First, participation in the auction 
has been subjected to various forms of government intervention such as 
import license requirements and tax payments certificates. Issuance of 
import licenses was for a time speeded up, but the issuance continued to 
be on an ad hoc and discretionary basis. Second, participation in the 
auction has on occasion been confined to a limited group of influential 
importers. Third, it has not been possible for participants to verify 
whether the announced rate was in fact the market clearing exchange rate 
based on the actual bids submitted. Fourth, although import licenses 
and other supporting documents have been required of participants in the 
auction, the use of foreign exchange has not been closely monitored 
(e.g. the arrival of imports has not been closely checked), so that the 
foreign exchange said to be purchased for import payments may well have 
been used for illegal capital transactions. Fifth, initially the 
auction system required partial counterpart deposits against submitted 
bids; however, later, the commercial banks decided how much cash and 
credit were required to back a bid, depending on the creditworthiness of 
the client. 

The major problem in the institution of the Zaire market was an 
initial reluctance on the part of commercial banks to release foreign 
exchange to it. To free up supply, the net foreign exchange position of 
each commercial bank was limited to a certain proportion of its own 
resources. The market has since functioned with few problems. 

In the period preceding the establishment of Zambia's auction 
market, the authorities were concerned with the possible effects of a 
completely free exchange market on the exchange rate and other 
macroeconomic variables, given the limited supply of convertible foreign 
currencies. Initially, therefore, the exchange rate was determined on 
the basis of an auction that involved only a selected group of foreign 
exchange ~sers. Those excluded from the auction included the commercial 
banks themselves, the government and government-owned enterprises, as 
well as the mining company.· Importers not excluded had to show 
documentary evidence to the commercial banks of their import licenses 
and proforma invoice~ for imports. Also in the initial stages of the 
auction, a number of bidders were unsuccessful in obtaining foreign 
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exchange if their bid price was judged by the authorities to be too 
high, or if they had recently obtained foreign exchange through the 
auction market. The authorities have recently expanded the coverage of 
the auction to allow the importers who were formerly excluded from 
obtaining foreign exchange in the auction market, and import licenses 
are now issued for a fee without restriction. 

3. The role of the Fund in the floating arrangements 

The need for exchange rate flexibility has been an important 
ingredient in the design of members' financial programs supported by the 
use of Fund resources. In the period surveyed here (January 1983-
December 1985), most programs included elements to ensure greater 
flexibility in exchange rate policy, either by managing the rate or by 
permitting it to adjust in response to market forc·es. Out of a total of 
81 arrangements for 49 members approved by the Fund's Executive Board 
during the period under analysis (including five extended arrangements), 
54 contained elements of exchange rate flexibility 1/ (Table 2). Most 
of these did not involve a formal change in the member's exchange 
arrangements, such as adoption of floating, but rather an intention to 
maintain at least the existing level of external competitiveness as 
measured by the real (inflation-adjusted) exchange rate. This type of 
objective was present in 36 programs in this period. In 31 instances, 
the target was linked to frequent exchange rate adjustment in the 
context of managed floating arrangements. In the other 5 instances, the 
value of domestic currency was pegged either to the SOR, or to another 
currency composite, and was to be adjusted periodically. 

• ' , .• ·1 

Frequent adjustment to the exchange rate under managed floating 
arrangements with the aim of maintaining or increasing competitiveness 
(as measured by a real effective exchange rate) was therefore the 
prevalent form of flexible exchange rate policy in the period surveyed 
(67 percent of programs). 2/ Use of market factors in exchange rate 
policy implementation was involved in 30 percent of the programs--of 
which 13 percent represented provisions for the transfer of transactions 
to the free parftllel exchange market, and the remaining 17 percent 
called for the adoption and maintenance of independently floating 
arrangements. 

1/ In the case of the 27 arrangements for which no specific 
commitment of this nature was made, these arrangements were for 14 
countries that pegged the value of their currency to a major currency 
(Belize, Central African Republic, Dominica, Equatorial Guinea, The 
Gambia, Grenada, Guatemala, Haiti, Ivory Coast, Liberia, Mali, Niger, 
Panama, and Togo); all but six of them are members of regional monetary 
unions. 

2/ Comparisons of the experience with this type of arrangement with 
th; independently'floating arrangements are presented in Section III.2.c 
below. 
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Peru 
Philippines 
Philippines 
Portugal 
Sierra Leone 
Solomon Islands 
Somalia 
Srl Lanka 
Sudan 
Sudan 
Thailand 
Turkey 
Turkey 
Uganda 
Uruguay 
Uruguay 
Western Samoa 
We.stern Samoa 
Yugoslavia 
Yugoslavia 
Zaire 
Za lre 
Zambia 
Zambia 
Zimbabwe 
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Table 2. Fund Programs with Flexible Exchange Rate Policies 
January 1983-December 1985 

External Competitiveness Target 1/ Other Forms of Flexibility 
Maintenance of Increase in Transfer of Adoption or 

External External 

Boa rd Approval 
Compe

titiveness 
Compe

titiveness 

Transactions 
to the Free 

Market 

Maintenance of 
Independently 

Floating Arrangements 

October 1983 * 
December 1984 * 
March 1983 * 
December 1985 
February 1983 * 2/3/ 
January 1983 •Tr 
July 1985 * I! 
March 1985 * 
January 1983 * 
April 1985 * 
July 1983 * 
March 1985 * 11 
August 1984 * 
January 1984 * 
June 1984 * 
July 1985 * 
March 1983 * Y!!! 
January 1985 * 
July 1983 * 
July 1985 * 
December 1983 * 2/4/ 
April 1985 *Tr 
September 1983 * 2/4/ 
April 1985 * 2/3/ 
May 1983 •Ir 
March 1985 * 
September 19A3 * 
September 1985 * 
December 1985 * 
April 1984 * 
February 1983 * 
December 1984 * 
October 1983 *l.} 
February 1984 
June 1983 *l.} 
January 1985 *l.} 
September 1983 *Y 
Februa;y 1983 *Y 
May 1984 * 
June 1985 * 2/ 
June 1983 * 3/ 
April 1984 * "If 
September 1983 * * 
April 1983 * 
September 1985 * 
June 1983 •y 
July 1984 * 
April 1984 * 3/ 
April 1985 * I! 
De<:ember 1983 * Y1! 
April 1985 * 
April 1983 
July 1984 * 
March 1983 * Y!!! 

Initial 
Depreciation and 

Review 
Clause 

* 

* 

* 

1/ Programs which included elements to either maintain or increase external competitiveness as measured by the relative rate of 
Inflation. 

2/ Initial devaluation. 
J/ Fund program included performance criteria on exchange rate developments. 
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Of the 13 countries that have operated a floating exchange rate 
regime in the period January 1983 to February 1986, the establishment of 
a unified floating exchange rate was a prior action for a Fund program 
under discussion in eight cases (Bolivia, the Dominican Republic, The 
Gambia, Guinea, Jamaica, the Philippines, Za1re, and Zambia), and it was 
a performance criterion under an existing program in four cases (Guinea, 
Uganda, Uruguay, and Za1re) (Table 3). !/ In all these instances, the 
Fund staff played a role in providing assistance at the level of broad 
macroeconomic policies, and at a technical level, in formulating and 
adapting the systems to take account of the individual characteristics 
of the member's economic and financial structure. 

In some instances, the floating market was introduced gradually, by 
the institution of a secondary market for certain transactions in which 
the rate was freely determined, which was followed by a transfer of 
transactions to that market, and finally, by unification. This 
gradualist approach to adoption of a floating rate system was taken in 
the Dominican Republic, Guinea, Jamaica, South Africa, and Uganda. In 
the case of the Guinean, Jamaican, and Ugandan arrangements, the dual 
market was instituted in the context of the Fund program, with a 
performance clause for early.unification in accordance with Fund 
policies discussed by the Executive Board in 1983 on the occasion of its 
review of the experience with multiple exchange rates. 2/ Temporary 
recourse to multiple exchange rates in some instances reflected a 
partial depreciation of the exchange rate for certain transactions. The 
existence of the secondary market was not seen initially as a basis for 
unification in accordance with the floating rate regime in the Dominican 
Republic, Jamaica, or South Africa. However, in these instances, the 
presence of such a market may have made the transition to a unified 
floating rate system easier to accomplish than otherwise might have 
been. In Guinea and Uganda, the. secondary market represented an 
explicit transitional step to unification on a floating market. 
However, the multiple exchange rates were in a number of instances 
outstanding for considerable periods of time, and during that time, the 
exchange system was marked by distortions resulting from large implicit 
taxes on and subsidies to various segments of the economy. 

In all programs containing provisions for floating, there was also 
provision for the reduction or elimination of external payments arrears 
during the program period. The operation of the floating exchange rate 
regime facilitated the management of external arrears, by making it 
possible to avoid new arrears because foreign exchange to settle bona 
fide obligations could be purchased in the market. Along with adoption 
of other adjustment measures, it also facilitated rescheduling and the 

1/ Four of the members shown in this table did not have a Fund 
program at the time of, or subsequent to, the float (Bolivia, The 
Gambia, Lebanon, and South Africa). 

2/ "Review of Experience with Multiple Exchange Rate Regimes" 
(SM/84/64, 3/19/84), and background paper (SM/84/65, 3/20/84). 



Date of 
Program 

Bolivia 

Dominican 
Republic April 1985 

The Gambia 

Guinea February 1986 

Jamaica June 1984 

Lebanon 

Philippines December 1984 

South Africa 

Uganda September 1983 

Uruguay April 1983 

Za!re December 1983 

Zambia July 1984 
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Table 3. Elements in Fund Programs on Introduction and Maintenance of 
Independently Floating Arrangements, January 1983-February 1986 

Previous Use 
Treatment of Exchange Rate of Official 

Policies in Pro~ram Multiple Rate 
Date of Adoption Prior Perfor- Objec- System (Introduced 

of Unified Action mance tive Under Program or 
Float Criterion as Precondition) y 

August, 1985 Yes Yes Yes ZJ Yes (No) 21 

January, 1985 Yes No No Yes (No) 

January, 1986 Yes 21 No 

(Not unified at Yes Yes y Yes Yes (No) 
present; planned 
for May 1986) 

November, 1983 Yes No No Yes (Yes) 

1952 No 

October, 1984 Yes No No No 

February, 1983 Yes 

June, 1984 No Yes ZJ Yes Yes (Yes) 

Nov, 1982 No No No Yes (No) 

February, 1984 No Yes 1f y No Yes (Yes) 21 

October, 1985 No No No No 21 

Length of Time 
Multiple Rates 

Maintained 

8 months 

More than 
2 years 

More than 
2 years 

6 months 

Hore than 
2 years 

22 months 

More than 
2 years !:J 

5 months 

1/ Reference is to market other than illegal parallel market which was present in most cases at the time of institution of the 
fl<>ating rates; in all cases it was a free secondary market that pre-existed. 

2/ Proposed program. 
3/ Program was not introduced, 
4/ Dual market was de facto unified in October 1978, 
~ Retention allowance for certain receipts (de facto recognition of parallel market), 
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improvement of relations with creditors. In addition, the authorities 
found it easier to provide foreign exchange for the settlement of pre
existing payments arrears against which counterpart deposits had been 
lodged, because of the strengthened reserve position of the central 
bank. In the countries operating an auction-system, the central bank 
set aside part of surrendered foreign exchange to service payments 
arrears. Payments arrears excluded from settlement in the auction 
market were registered with the central bank, and their settlements were 
arranged on a priority basis with foreign exchange which was withheld 
from auction. In all of the countries adopting floating arrangements, 
except Bolivia to date, outstanding payments arrears declined (in most 
cases substantially), and in three cases (Jamaica, the Philippines, and 
Uruguay), they were eliminated or avoided. 

II. Accompanying Measures in Members' 
Exchange Markets 

1. Development of a forward exchan?e market 

Institution of floating arrangements in the spot market may be 
important in setting the stage for the establishment of cover facilities 
that do not involve an official guarantee of an exchange rate and the 
attendant assumption of exchange risk and possibilities for large losses 
by the central bank. It may be difficult for a country to establish a 
forward foreign exchange market in which the exchange rate is market
determined if the spot exchange rate is fixed. One reason for this is 
that the judgments on the future movement of the spot rate which are an 
essential ingredient of a forward market become those of predicting the 
course of official action, and the scope for uncertainty and for abuse 
of inside information is therefore wide. The setting up of a forward 
market is, on the other hand, a difficult process that requires close 
monitoring and sponsorship by the central bank, in particular to ensure 
that adequate technical information is available to potential 
participants. 

The development of forward exchange market facilities in the 
developing countries that have adopted floating spot exchange rates is 
at a rela~ively early stage. There is no such country at present that 
could be considered to have an organized and satisfactorily operating 
forward exchange market. Seven countries (Bolivia, the Dominican 
Republic, The Gambia, Guinea, Uganda, Zaire, and Zambia) at this time 
have no concrete plans for a forward market. A very limited volume of 
forward transactions has been observed in Jamaica, the Philippines, and 
Uruguay. In Jamaica a detailed plan has been drawn up for a forward 
market and the system has been put in place, but there were few 
transactions, initially because of the inflexibility of interest rates, 
which made trade financing in domestic currency more attractive. In the 
Philippines, developments in an unorganized forward market have been 
subject to generalized uncertainties and few transactions take place. 
In South Africa, the authorities have encouraged authorized exchange 
dealers to make a forward market outside the Reserve Bank to the extent 
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possible. In order to facilitate the development of such a market, the 
Reserve Bank has itself continued to provide forward cover facilities to 
authorized dealers, but in diminishing amounts, and the official 
facilities are to be phased out completely by September 1986. 

The exchange systems of these countries also affect the feasibility 
of forward transactions. Where currencies are subject to exchange 
controls, their delivery at future dates may be uncertain as it may be 
prevented by the actions of the authorities. In addition, restrictions 
on flows of the foreign currency, coupled with rationing of domestic 
credit, may make it difficult to ascertain the appropriate forward 
discount or premium, in that the covered interest parity condition will 
no longer hold with precision. 

Because forward markets provide, along with adequate reserves, a 
means of insulating the real economy from the effects of exchange rate 
instability, it is important that further work be done on institutional 
arrangements suited to conditions in developing countries. More basic 
forms of forward market inciude one by which the central bank or commer
cial banks "broker" transactions, matching long and short positions at 
specific maturities. 1/ Ano.ther possibility is a forward auction 
market, run by the central bank. The experience gleaned from the 
industrial countries, particularly smaller countries, also indicates 
that for a country considering the institution of a "core" forward 
exchange market, the major benefits are likely to accrue to the 
introduction of shorter term facilities, primarily for trade cover. An 
important function of the authorities in this situation is to ensure 
that information is available to potential users of the market. Forward 
markets are typically regarded by those unfamiliar with them as complex, 
and simple misunderstanding may be a contributing reason for their 
relatively limited development. 

2. The role of exchange and trade liberalization 
in floating arrangements 

The demand for foreign exchange in any market is determined partly 
by exchange and trade restrictions on import licensing, current 
transactions, and capital transactions. (Surrender requirements, which 
affect supply rather than demand, have been considered above.) All 
developing countries that have adopted a floating exchange rate system 
have reduced restrictions to some degree, in the process of the change 
of regime or subsequently. Three countries, (Bolivia, The Gambia, and 
Uruguay), liberalized their exchange and trade systems virtually 
completely at or about the time that their flexible arrangements were 
introduced (Table 4). Thus, in Bolivia, when the auction market in 
foreign exchange was introduced in August 1985, the system of import 

1/ The cost of transactions tends to be very small as the bank 
assumes no risk and therefore charges only a brokerage fee of, say, 
1/4 of 1 percent of the value of the transaction. 



Bolivia 

The Gambia 

Dominican 
Republic 

Guinea 

Jamaica 

Lebanon 

Philippines 

South Africa 

Uganda 

Uruguay 

Zaire 

Zambia 

Table 4. Floating Unitary Exchange Rate Regimes in Developing 
Countries: Exchange and Trade Liberalization 

Liberalization Since Float Present Restrictions on 
Import Current Capital Import Current Capital 

licensing transactions transactions licensing transactions transactions 

Yes Yes Yes No No No 

Yes Yes Yes No No No 

No Yes No Yes Yes Yes 

Yes Yes Yes Partial Yes Yes 

Yes Yes No Partial Yes Yes 

... Partial No No 

Yes Yes No Yes Yes Yes 

Yes No* No* Yes Yes Yes 

No No No Yes Yes Yes 

No Yes No No No No 

Yes Yes Yes Yes Yes Yes 

Yes No No Yes Yes Yes 

* Prior to reintroduction of dual market on September 1, 1985. 

N 
-..J 



- 28 -

licensing and control of allocation of foreign exchange for imports was 
ended, as were restrictions on the allocation of foreign exchange for 
invisible payments and capital transfers. In The Gambia, however, there 
have been some continuing restraints by commercial banks on customers' 
access to the exchange market. Countries that have switched to floating 
regimes have liberalized their exchange and trade systems for current 
payments, particularly imports; and Uruguay, which did not apply any 
general quantitative restrictions on imports, or restrictions on 
invisibles, before the floating of its currency, lowered and reformed 
its system of tariffs shortly after its change of exchange rate 
regime. 

In Jamaica, Guinea, Zaire, and Zambia, the number of goods whose 
imports are restricted has been reduced substantially. In Jamaica, the 
import licensing system was overhauled in March 1984, and most remaining 
licenses and quotas were eliminated ahead of schedule in April 1985, 
leaving 30 percent of nonbauxite, non-oil imports subject to 
restrictions. Zambia liberal.ized its import licensing system when it 
adopted a flexible regime, and has a plan for complete import 
liberalization. The liberalization of import restrictions to date has 
been more moderate in the Dominican Republic, the Philippines, and 
Uganda. In the Dominican Republic, a special exchange rate for 
petroleum imports was eliminated when the dual exchange markets were 
unified in January 1985, and two months later advance deposit 
requirements for imports financed under reciprocal credit agreements 
with Latin American central banks were halved. In the Philippines, the 
priority system for allocation of foreign exchange for imports was 
abolished when the peso was floated in October 1984, but a number of 
quantitative restrictions remain after the recent postponement of 
further derestricting measures. 

Liberalization of restrictions on invisible transactions has been 
less intensive, by comparison with the treatment of imports following 
adoption of floating. Jamaica has removed its restrictions, other than 
maximum allowances for travel. Otherwise, apart from Bolivia, The 
Gambia, and Uruguay, the countries that have adopted floating have 
retained some degree of control, especially over the remittance of 
profits and dividends, the payment of commercial arrears, and travel and 
expatriate allowances. 

Controls on outward capital transfers have been retained by the 
countries with floating arrangements, other than Bolivia, The Gambia, 
Lebanon, and Uruguay. In Jamaica, investments abroad by residents and 
the purchase of local assets by residents from nonresidents require 
exchange control approval, and this is not granted unless it can be 
shown that there are tangible benefits for Jamaica. Foreign exchange is 
not made available to residents to make cash gifts to nonresidents, and 
nonresidents are not normally permitted to take out security in respect 
of loans made to Jamaican companies owned or controlled by them, or to 
raise local mortgages. In the Philippines, all inward and outward 
capital movements, with some exceptions, are subject to the prior and 
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specific approval of the Central Bank. In South Africa, outward 
transfers of capital by residents to destinations outside the rand 
monetary area require the approval of the Reserve Bank. In Zaire, with 
minor exceptions, transfers abroad of capital owned by residents or 
nonresidents are not authorized. In each of those countries maintaining 
restrictions, an illegal parallel market continues to exist, limiting 
the supply of foreign exchange and of monetary data pertinent to the 
management of the monetary base by the authorities. 

III. Developments Under Floating Exchange Rate Regimes 

Most of the developing countries that have adopted floating 
exchange rates have at the same time pursued supporting monetary and 
fiscal policies, and have liberalized exchange and trade restrictions. 
Isolating the separate effects of floating is therefore a difficult 
task. Moreover, because the experience with flexible exchange rates in 
most of the countries surveyed is recent, inferences that may be drawn 
must necessarily be regarded as tentative, both because the full effects 
of flexibility take time to work through an economy and because most of 
the relevant macroeconomic data are preliminary. These qualifications 
apply with less force, however, to an examination of the effects of 
floating on the exchange market itself, on the variables most directly 
affected by the exchange rate regime. Such an analysis is also helped 
by the fact that data for exchange rates and certain important exchange 
market transactions become available with ''i'elatively short lags. 

This section examines the impa~t ,of floating and the accompanying 
adjustment measures, first on the vol:a:i1.lity of the exchange rate itself 
and on capital account transactions, and second in a broader 
macroeconomic context. Seven of the countries with floating systems 
(Bolivia, the Dominican Republic, Jamaica, the Philippines, Uganda, 
Uruguay, and Zaire) have sufficient experience with floating for at 
least some of these questions to be addressed. For each of these 
countries, the volatility of the exchange rate, vis-a-vis the U.S. 
dollar and in nominal and real effective terms, is compared between the 
pre-floating a~d floating periods. 'Capital account transactions are 
examined using the available data from the balance of payments, cross
border bank deposits, external debt, and the extent of absorption of the 
parallei exchange market. Pre- and post-float developments in inflation 
and in output and trade are also analyzed in this section. 

1. Exchange market developments 

a. Developments in bilateral and effective exchange rates 

There have been concerns that floating exchange rates in developing 
countries would tend to be unstable because of the relative thinness of 
financial markets. First, there has been a fear that the institution of 
floating arrangements would be followed by "free fall" of the exchange 
rate, regardless'of the stance of domestic policies, as increased 
uncertainty fed into the rate of domestic inflation and t.he two 
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cumulated over time. The second related concern has been that the 
exchange rate would prove volatile, fluctuating widely in both 
directions in response to external shocks in commodities markets and 
capital flows, internal reversible factors such as drought, and to 
generalized instability in domestic economic policies. 

The experience has been that in all seven countries for which 
adequate data are available in the period in which a floating regime was 
maintained, the domestic currency initially depreciated in terms of the 
U.S. dollar (which was the intervention currency in most instances) and 
also in nominal and real effective terms. 1/ The extent of the initial 
depreciation in each case reflected the magnitude of exchange rate 
disequilibrium preceding the float and also the extent to which the 
market was subsequently allowed to operate freely, and within a 
framework provided by accompanying monetary and fiscal policies and 
liberalization of exchange and trade controls. Although some of these 
currencies subsequently appreciated, following the initial correction, 
all on balance depreciated over the entire period from just before 
introduction of floating to December 1985, against the U.S. dollar and 
in nominal effective terms. However, in each of the five countries for 
which data are available to compare the pre-float unofficial market U.S. 
dollar exchange rate with the official rate in the early months of 
floating (Bolivia, Dominican Republic, the Philippines, Uganda, and 
Zaire), the domestic currency appreciated in the official market in 
relation to the exchange rate in the parallel market prior to the float 
(Chart 1). 

Developments in real effective exchange rates since the initial 
exchange rate correction following floating have varied widely. From 
the month following the float to December 1985, real effective rates 
continued their initial depreciation in four countries, at moderate 
rates (less than 2 percent per month) in Jamaica, Uganda, and Zaire, and 
more rapidly in Bolivia's first four months of floating. In the other 
three cases, the real effective rate appreciated over the corresponding 
periods, with small average monthly rates of appreciation of 0.1 percent 
in the Philippines and Uruguay, and under 2 percent in the Dominican 
Republic. In the case of the Philippines and Uruguay these real 
appreciations were not sufficient to offset the initial adjustments, but 
in the Dominican Republic, the real effective rate has appreciated since 
the institution of floating under the influence of tight monetary 
policies. 

In order to gauge the pre- and post-float developments in exchange 
rate variability, four measures were calculated, each being applied to 

1/ In calculating the effective exchange rate, a composite exchange 
rate series was used in the period preceding unified exchange float for 
the Dominican Republic, Jamaica, the Philippines, Uganda, and Zaire. 
The weights used in these composites are the estimated values of 
transactions in each multiple market. 
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bilateral rates vis-a-vis the U.S. dollar and to nominal and real 
effective rates.!/ 

First, with regard to bilateral rates vis-a-vis the U.S. dollar, 
the comparison was made for the seven currencies between the variability 
of the official rate prior to the float and the subsequent variability 
of the unified floating rate. For four of the countries examined 
(Jamaica, the Philippines, Uganda, and Zaire), the trend-corrected 
measures (2) and (4) indicated that the variability of the floating rate 
in terms of the U.S. dollar was less than that of the official rate 
prior to the float. 2/ The Dominican peso showed an expected 
unambiguous increase-in variability, the results for the Uruguayan peso 
were mixed, and for the Bolivian peso most measures indicated no 
significant outcome. Without trend-correction, most tests for the six 
countries showed increased variability in terms of the U.S. dollar. 
(Appendix Tables 3, 4,·and 5). 

Statistical tests conducted on the data for nominal and real 
effective exchange rates show a statistically significant reduction in 
the variability of five out of the seven nominal effective rates by 
measures (2) and (4), i.e., the measures of variability obtained with 
correction for trend. The outcome of the measures for the other two 
countries (Bolivia and Uruguay) was mixed. Without trend-adjustments-
that is, on the basis of measures (1) and (3)--the evidence of a 
reduction in variability is less clear, as statistical tests indicate 
that variability declined in the Dominican Republic and Zaire, remained 
virtually unchanged in Bolivia and the Philippines, and deteriorated in 
the remaining three countries. ·;,.: .t1: .· 

The outcome of the tests for the real effective exchange rate is 
similar to that for the nominal effective rates. In terms of the trend
adjusted exchange rate data, which may be argued to be the more relevant 
of the measures employed, the variability of the real effective rate 
increased in the floating period only in the case of Uruguay. The data 
without trend-adjustment, using statistical tests for significance, 
indicate that the variability of the real effective exchange rate 
increased in the case of Jamaica and Uruguay, declined in Zaire, and 
showed no statistically significant change in the remaining four 
countries. 

1/ The variability of the exchange rate itself was measured by: 
(1) Mean monthly absolute percentage change; 
(2) Average absolute percentage deviation from a fixed log-linear 
time trend; 
(3) Standard deviation of monthly absolute percentage changes; and 
(4) Standard deviation of the absolute deviations from a fitted log
linear trend. 

2/ Significant at 95 percent probability level. 
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- To sum up these results, statistical measures suggest that two-way 
variability (i.e., with trend correction) of exchange rates against the 
U.S. dollar has declined in the floating period, but that continuing 
adjustment of the exchange rate has been reflected in increased 
unidirectional changes (i.e., without trend correction). For the 
nominal and real effective exchange rates, based on experience to date, 
there is evidence that the exchange rate movements have been generally 
smoother than under the previous managed and fixed-rate regimes. This 
may be attributed to a number of factors, but especially to the support 
provided by monetary and fiscal policies: First, exchange markets in 
the floating periods have not been entirely free of central bank 
intervention to stabilize the rates, as described earlier. Second, 
reduced exchange rate volatility in the post-float periods may have 
reflected reduced instability at that time in overall economic 
conditions--for example, volatility in primary commodity prices. Third, 
it could be argued that exchange rates in a pegged-rate regime are 
especially susceptible to destabilizing speculative activity, and that 
they eventually require relatively large step adjustments. 

b. Capital and reserve movements 

Introduction of exchange rate flexibility and the accompanying 
liberalization of the exchange system may be expected both to affect 
official foreign exchange reserves and capital flows through the 
following channels. Floating the exchange rate removes the need for 
official intervention to defend the value of the domestic currency, so 
that reserve losses, official over-borrowing, and external payments 
arrears may be ·avoided. Private capital flows are also likely to 
respond positively and directly, first, to the removal of the risk of a 
step devaluation of the domestic currency from an unrealistic level, 
second, to liberalization of exchange controls on the repatriation of 
capital or investment income: Inward direct investment increases, the 
rescheduling of debt is facilitated, 1/ and outward capital flight 1s 
stemmed. Third, there is the role of-monetary policies. Capital 
reflows will, of course, require domestic interest rates to be 
comparable with foreign rates, but even so they may not need to be as 
high as before the float, since they then had to compensate for 
expectat~ons of devaluation. 

The measurement of many of these effects is problematical. First, 
they may not be apparent in the data because of the simultaneous 
operation of other factors. For example, increased repayments of 
previously contracted external debt may become due at the time floating 
is introduced. Second, most data for short-term capital flows are 
unreliable under the best of circumstances, and capital flight is by its 
nature n'ot directly measurable. Such activities as smuggling (of 
financial assets, real assets, and commodities), underinvoicing of 

1/ In recent years; a number of creditors have insisted on exchange 
reforms as a precondition for debt rescheduling. 
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exports, and overinvoicing of imports are by their nature not observed 
by the agencies collecting balance of payments data. However, such 
transactions will be reflected as net errors and omissions in the 
balance of payments to the extent that they have recorded transactions 
as a counterpart. It is often assumed that the net errors and omissions 
provide a reasonable indicator of capital flight, although being the 
balancing item, they also incorporate transactions unrelated to capital 
flight (including valuation changes in official reserves). · 

In all six countries, combined net short-term capital inflows and 
errors and omissions have increased since floating. (Appendix 
Table 6.) 1/ The turnaround appears to have been the largest in Jamaica 
and Uruguay--corresponding to over 30 percent of annual imports. In the 
Dominican Republic, the Philippines, and Zaire, the short-term capital 
reversal was somewhat smaller (of the order of 5-10 percent of imports) 
and it was negligible in Uganda. Other indicators of capital flight or 
reflow, in the form of bank deposits held abroad by nonbank domestic 
residents or foreign-currency denominated deposits held onshore, are 
inconclusive (Appendix Table 7). The· accumulation of deposits abroad 
appears to have been stemmed after floating in the Philippines and 
Uganda, but to have gathered pace in the Dominican Republic, Uruguay, 
and Zaire. Data on foreign currency-denominated deposits with domestic 
banks, which may indicate flight out of the domestic currency or reflow, 
although not a balance of payments item, are available only for Uruguay 
and Zaire. Foreign currency-denomin~ted deposits fell in both Uruguay 
and Zaire during the floating period. 

Movements.in ~ross official inte~ii~tional reserves indicate that 
the need to intervene in the foreign exchange market did. indeed diminish 
with floating, as would be expected. Reserves increased in all 
countries except Uganda, where the level remained unchanged; the 
increases in a number of instances were targeted under Fund programs. 
The data for Uganda are explained by the fact that the authorities have 
intervened quite heavily to support the level of the exchange rate for 
sustained periods. As regards the other elements of official financing 
"below the line," external payments arrears have.declined to date in all 
countries except Bolivia following the introduction of floating. 

c. - Absorption of black exchange markets 

In those countries in which exchange and trade controls have been 
liberalized, the illegal parallel market has been absorbed, or its scope 
much reduced. In Bolivia, although purchasers are not required to 
specify their reasons for obtaining foreign exchange in the auction 
market, there has been from time to time after floating a thriving 

1/ Data for identified short-term capital flows (i.e., as distinct 
from errors and omissions which are generally believed to represent 
disguised capital flows) are available for only three of the six 
countries, and for only one country (the Philippines) in 1985. 
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unofficial parallel market operated by exchange houses and by some 
banks, as well as by individuals transacting for themselves or for 
others as agents. There are three explanations for the continued 
existence of the parallel market in Bolivia. First, bids in the 
official market are required to be the equivalent of US$5,000 or a 
multiple thereof. Second, obtaining funds in the official market may be 
seen as a cumbersome process. Third, some dealers in illicit 
commodities prefer to operate totally outside the official sphere. With 
complete derestriction of the exchange and trade systems, however, 
arbitrage has generally functioned to ensure the same rate for legal 
transactions. Available information suggests that there is no black 
market in the Dominican Republic, the Philippines, and Uruguay, which 
maintain relatively liberal exchange and trade regimes, nor in 
Jamaica. 

In ZaYre, the spread between parallel market rates and the official 
exchange rate has also narrowed considerably after unification and 
floating, to no more than 12 percent--the peak reached in January 
1984. Transactions in the parallel market are related primarily to tax 
evasion and smuggling. 

In Uganda and Zambia, which have the least liberalized restrictive 
systems of the group of countries surveyed here, incentives for wide
spread parallel market transactions have remained considerable. 
Following the unification of the market in Uganda, the scope for illegal 
transactions narrowed considerably when the auction system was operating 
effectively. However, the premium in the black market generally 
remained about 30 percent above the auction determined exchange rate, 
because only current transactions, including debt servicing, were 
permitted to be effected through the auction market and there was demand 
for foreign exchange for capital flight. The spread has since widened 
substantially with the de facto fixing of the rate {to a factor of 2.7:1 
in November 1985), as the uno££icial market began once ag~in to play an 
important role. According to available information, a sizable discount 
remains also in the newly formed auction market in Zambia, although it 
has been substantially less than the discount in the pre-float period. 

2. Macroeconomic performance 

a. Output and trade 

The impact on economic growth of an initial depreciation resulting 
from the floating of the exchange rate does not, in principle, vary from 
the impact from exchange rate changes which occur under other flexible 
exchange rate regimes, and depends critically on the support provided by 
demand management and supply policies. The six countries with floating 
exchange rates during Fund programs that are surveyed in this section 
have all suffered from serious balance of payments problems and 
overabsorption. Floating the exchange rate in conjunction with adoption 
of appropriate adjustment policies may therefore have an initial 
contractionary impact on growth, which may be partly offset by improved 
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financing arrangements with creditors, while in the medium term growth 
would be assisted. A real effective depreciation has an immediate 
negative impact on domestic absorption as it reduces real wealth through 
its impact on the price level and real income, unless wages fully 
accommodate the impact of the depreciation. However, the effects of the 
real effective depreciation in switching expenditures toward more 
competitive industries are ultimately growth enhancing.!/ The role of 
macroeconomic policies in supporting the floating exchange rate systems 
is crucial, and differences in performance should not be attributed to 
the system per se but rather to the real effective exchange rate 
adjustment that took place and the full package of measures of which the 
adoption of the float is a part. The experience of these six countries 
is too short to gauge the growth and balance of payments responses 
because of the usual lags involved in the supply response to the change 
in relative prices. Moreover, the pertinent question is how these 
countries would have performed in the absence of floating and the 
associated Fund program, which, by its nature, is not directly 
measurable. Also, as noted earlier, balance of payments developments 
cannot be attributed solely to exchange rate movements. However, in 
general, floating exchange rates appear to have contributed to favorable 
and envisaged macroeconomic effects or have contained a further 
deterioration in the external position. 

In most of the six countries adopting floating exchange rate 
arrangements, there has been a sharp contraction of imports, reflecting 
the combined result of the change in relative prices, the monetary and 
fiscal adjustment measures, and continuing use of import controls 
(Appendix Table 8). On the supply side, the real effective depreciation 
that has ensued may be expected to promote exports and import 
substitution through the change in relative prices. In addition, the 
real effective depreciation might increase exports recorded in national 
output figures, as smuggled exports are replaced by exports through 
customs. However, the countries under review have suffered from 
structural problems as a result ,of their exports being concentrated in 
relatively few commodities that have been subject to both excess world 
market supply and to protectionist measures (e.g. bauxite/aluminum, 
meat, sugar, and wool products), and diversification of exports has also 
been handicapped by the delayed effects of an unrealistic exchange 
rate. Although exports of traditional commodities have been made more 
profitable in those countries in which floating has led to a real 
effective depreciation of the exchange rate, the stimulus has primarily 
been to nontraditional exports and services, which have expanded from a 
small base. Exports appear to have performed positively following the 
real effective depreciation of the currencies and the package of 
economic ~easures which preceded or followed floating in the Dominican 

1/ For a discussion of the transmission mechanisms of exchange rate 
ad}ustment, see Mol).sin .. s. Khan and Malcolm D. Knight, "Fund-Supported 
Adjustment Programs and Economic Growth," IMF Occasional Paper No. 41, 
November 1985. 

I 
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Republic, Uganda and Zaire, while they have performed disappointingly in 
Jamaica, the Philippines, and Uruguay. In the Dominican Republic, the 
depreciation of the currency which preceded floating has primarily 
stimulated nontraditional exports and tourism, while in Uganda both 
traditional exports (mainly coffee) and nontraditional exports were 
boosted. In Uganda and Zaire, part of the increase in recorded exports 
since floating has been due to a shift from the unofficial to the 
official sector. On the other hand, Uruguayan exports have expanded 
hardly at all, despite the substantial depreciation of the peso since 
floating in November 1982, owing to problems facing traditional trading 
partners in Latin America and in the Middle East, and to protectionist 
practices in industrial country markets. Nevertheless, there has been 
some diversification into nontraditional export commodities and 
increased repatriation of foreign exchange earnings. Overall export 
performance has been similarly disappointing in Jamaica, in the face of 
a substantial real depreciation of the currency, largely because of 
delayed effects on the profitability of major exports (bauxite and 
alumina) that led to shutdowns in the industry. Political uncertainties 
have also recently dampened tourism receipts, following an initial 
stimulus. However, some positive effects have been evident in much 
stronger performance of nontraditional exports. In the Philippines, the 
peso appreciated initially after the float under the influence of 
tighter monetary conditions, contributing to a contraction of exports in 
1985, although services receipts have showed some buoyancy as a result 
of a shift of transactions from the black market to the official market. 

Imports have declined substantially in the Dominican Republic, 
Jamaica, the Philippines and Uruguay as a result of the domestic 
recession as well as, with the exception of the Philippines, the change 
in relative prices following the depreciation. There has been some 
evidence of -import substitution of domestic products for imported 
products. In Zaire, imports had been constrained by the lack of foreign 
exchange before floating. As a result, after floating and the 
liberalization of foreign exchange restrictions, imports have increased 
moderately in volume terms, despite the substantial depreciation. 
Further, in all cases, the flow of imports was affected by the 
availability of financing and as part of the adjustment program. 

Data- for external current account balances show that the deficit 
(as a ratio of GDP) declined in Jamaica, the Philippines, Uganda and 
Uruguay, with the largest reductions occurring in the Philippines and 
Uruguay (Chart 2). The current account deficit remained stable during 
Fund programs in the Dominican Republic and Zaire. The trade balance 
has accounted for the major part of the improvement in the current 
balance of payments in Jamaica, and the Philippines, although the 
service and transfer balances have also made a positive contribution in 
the Philippines. By contrast, the service and transfer balance 
accounted for the larger part of the improvement in the Dominican 
Republic and in Uganda. The improvement in trade balances has primarily 
reflected the declines in imports discussed above. · 
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b. Inflation effects 

The impact on the rate of inflation of a switch to floating has 
depended crucially on the monetary and fiscal economic policies that 
have influenced the subsequent direction of the exchange rate changes. 
Domestic price liberalization has also constituted an important policy 
measure supplementing the floating of exchange rates in most cases, 
owing to extensive price controls (e.g. on agricultural and energy 
products) or price distortions resulting from public sector pricing 
policies that were in place. In most of these countries, the freeing of 
the exchange rate.was accompanied by complete or partial removal of 
price controls and adjustments of public sector prices. Although the 
immediate impact of price liberalization has been an increase in prices, 
in the longer run this impact may be more than mitigated by an 
improvement in resource allocation resulting from correct price signals 
to enterprises and consumers reflecting the opportunity cost of the 
goods affected as well as by the stimulus to domestic production (e.g. 
the effect of appropriate grain pricing on agriculture). 

Liberalization of price controls has taken place in Bolivia, The 
Gambia, the Philippines, South Africa, Uganda, and Zaire shortly before 
or after the introduction of floating exchange rates. In Bolivia and 
the Philippines, all remaining price controls on consumer goods were 
removed--these had previously affected more'than 40 percent of consumer 
goods in Bolivia 1/ and ten important consumer items, mainly food 
products, in the Philippines. Prices for all consumer goods except 
petroleum product!! and public sector tar1:Jfs were liberalized in 
Uganda. In the Dominican Republic, The Gambia, Guinea, Jamaica, Zaire, 
and Zambia, floating of the exchange rate was accompanied by increases 
in administered and controlled prices, especially petroleum prices and 
public sector tariffs, to reflect the exchange rate adjustment. 
Moreover, in the Dominican Republic, The Gambia, Zaire, and Zambia, the 
authorities committed themselves to adjusting administered prices in 
line with changes in costs more frequently and extensively than in the 
past. 

Four of the countries for which sufficient post-float data is 
available- (the Dominican Republic, Jamaica, the Philippines, and Zaire) 
experienced a decline in the rate of inflation after an initial surge 
following the float (Chart 3). However, inflation has decelerated to a 
rate below the pre-float level only in the Philippines and Zaire. The 
decline in inflation in Zaire, from a 12-month increase peaking at 
123 percent toward end-1983 to about 10-15 percent a year, was 
particularly striking. It resulted from the sharp tightening of 
monetary and fiscal policies that occurred at the same time that 

1/ Price controls had not been successfully enforced in Bolivia. 



- 38 -

economic growth recovered. Recently, inflation has picked up again 
somewhat because of a relaxation of monetary policy. In the Dominican 
Republic, the decline in inflation reflected mainly the very tight 
stance of monetary and fiscal policies maintained during 1985. 

Uganda is a good example of a country in which domestic prices at 
the consumer level had already reflected the black market exchange rate 
prior to floating. 1/ The gradual depreciation of the official rate and 
transfer of transactions to the parallel market up to mid-1984 therefore 
had no visible impact on the rate of inflation. The subsequent surge of 
inflation from mid-1984, when the exchange markets were unified, was in 
response to a relaxation of fiscal policy in connection with a sharp 
increase in wages and salaries of civil servants, which was followed in 
turn by a marked increase in credit to the public sector and the rate of 
monetary expansion. 

In Uruguay, in the immediate aftermath of the floating of the 
exchange rate, there was a 40 percent depreciation of the peso and the 
rate of inflation picked up ·considerably. Prior to floating, exchange 
rate policy had been deliberately used to dampen the rate of inflation 
at a time when there was a marked weakening in financial policies. The 
authorities' initial attempts at adjustment following the floating were 
complicated by the large losses that began to be incurred by the Central 
Bank mainly as a result of its portfolio purchase scheme to shore up the 
domestic banking system. Hore recently, however, fiscal and monetary 
policies have been considerably tightened with a view to bringing down 
inflation from the relatively high rates of the past three years. 

c. Comparison of performance under floating 
with managed flexibility 

As noted earlier, in the arrangements from the Fund that were 
concluded between January 1983 and December 1985, the major alternative 
to floating exchange rate arrangements was managed flexibility aimed at 
maintaining or increasing competitiveness by reference to a real 
effective exchange rate indicator. A comparison between the macro
economic developments under these two groups of arrangements is shown in 
Table 5. It must be stressed that any differences in performance are 
the combined result of exchange rate developments, external events, and 
domestic policies. Moreover, the sample of countries with adequate data 
on the experience with floating exchange rates (6 countries with 9 
programs) is considerably smaller than that of countries with the 
managed arrangements (26 countries with 36 programs). 

The comparisons show that the external current account balance 
either improved or remained unchanged during the program year in all 

1/ This effect is directly observable in data for several specific 
consumer goods comparing post-float prices in Uganda and Zaire with the 
same goods in Sierra Leone (Appendix Table 9). 
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Table S. Comparison between Performance of Countries 
with Independently Floating and Managed Flexible Exchange Arrangements 

under Fund Programs compared to Year before the Program 

(In percent of countries in either group of countries) 

External 1/ Overall 1/ 
Current Account" Balance Fiscal Bala-;;-ce 
Floating Flexible Floating Flexible 

Improvement 
Unchanged 
Deterioration 

67 
33 

100 

Broad 

67 
17 
17 

100 

Monez 2/ 

67 50 
22 31 
11 19 

100 100 

Prices 2/ 
Floating Flexible Floating Flexible 

Deceleration 
Unchanged 
Acceleration 

Liberalization 
Unchanged · 
Intensification 

56 

44 
100 

44 
14 

.42 
100 

Exe han~e and 
Floating 

56 
33 
11 

100 

56 28 
11 11 
33 61 

100 100 

Trade Srstem 3/ 
Flexible 

46 
46 
8 

100 

1/ Any change in the external current accounts or overall fiscal 
balance~ in excess of 0.5 percent of GDP is considered an improvement or 
deterioration in the balance (See Appendix Table 10 for data). 

2/ Any increase (decrease) in the rate of inflation or growth of 
bro"ad money above 10 percent of the rate is considered acceleration 
(deceleration) in the magnitudes. 

3/ Based on an overall evaluation of the restrictiveness of the 
exchange and trade system during the program year. 
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countries with floating exchange rates, while it worsened in one fifth 
of those countries with managed flexible exchange arrangements. 1/ The 
difference in these outcomes was probably attributable to fiscal
performance, as the overall fiscal balance improved in two thirds of the 
countries with floating arrangements compared to only half of the 
countries with flexible rates. However, measured in terms of the size 
of changes in relation to GDP, the median improvement was larger for the 
managed arrangements. 

The inflation performance, measured as the change in the 12-month 
average increase in consumer prices before and after the approval of the 
Fund program (or latest available information), was better in countries 
with floating arrangements than in those with flexible exchange rates~ 
There were 11 countries in the latter group which undertook a 
depreciation of their currencies at the beginning of the program. 
However, there was no difference in the inflation performance of the 
flexible exchange rate countries which initially depreciated their 
currencies and those which did not. With respect to monetary policy, no 
significant difference is apparent between the floating and managed 
flexible exchange arrangements. The liberalization of the exchange and 
trade systems was more extensive under floating than under flexible 
exchange arrangements, which might have contributed to differences in 
the inflation record. 

IV. Summary 

The experience with flexible exchange arrangements in the specific 
form of floating exchange rates in developing countries since the advent 
of generalized floating by industrial countries in 1973 is relatively 
limited, although in recent years an increasing number of developing 
country members have adopted such systems. The early experience 
indicates that floating exchange rate systems can function satis
factorily in developing countries with relatively diverse economic 
structures, despite the limited depth of their financial systems. 
However, they have to be adapted to the institutional strengths and 
weaknesses of the individual countries. Most particularly, these freely 
floating exchange market arrangements have to be supported by the 
sustained pursuit of appropriate domestic economic policies to ensure 
their efficient operation over time. Such arrangements are often also 
the only alternative to restrictions, arrears and controls to insulate 
the balance of payments from domestic economic mismanagement. However, 
from an efficiency viewpoint, it must be stressed that a floating 
exchange rate cannot substitute for appropriate economic policies. 

Developing countries have adopted floating rates for a variety of 
reasons, but most did so because of severe balance of payments 
difficulties that had resulted in external payments arrears. In fact, 
flexible exchange rate arrangements, including the floating exchange 

1/ For definitions of these movements, see footnote 1 in Table 5. 



rate systems on which this report has focused, may be the realistic 
option for members with severe balance of payments difficulties 
reflected in low official reserves and persistence of arrears, and 
insufficient room for maneuver in domestic policies. In a number of the 
countries, protracted balance of payments problems had previously been 
addressed by extensive controls on foreign exchange transactions that 
had led to disintermediation. A major aim of the market-deter.mined 
floating arrangements has therefore been to bring back into the official 
sector the extensive illegal parallel markets in which exchange rates 
were substantially deprec1ated, as well as to encourage the repatriation 
of capital flight which, in a number of cases, had become a major 
problem. Another reason for the introduction of market-related floating 
in several instances was the desire on the part of the authorities to 
shift the determination of the exchange rate from the authorities to 
market forces. With the rate determined in an open market, the 
authorities were better able to focus decision-making on other areas of 
economic management. 

Arrangements that were in effect before the adoption of market 
floating ranged from a managed float in which the exchange rate in 
relation to the intervention currency was changed frequently in an 
attempt to counteract the effects on competitiveness of rapid domestic 
inflation, to relatively fixed exchange rate arrangements against a 
major currency. In many cases, arrangements in effect before free 
market floating also have included multiple·' exchange rates. In some of 
these instances, the introduction of the freely floating market for 
exchange rate determination involved transitionally the existence of a 
secondary market for certain transactibns in which the rate was freely 
determined, followed by a progressive transfer of transactions to that 
market until complete unification of the markets was effected. 
Typically, where this approach was taken in the context of a 
Fund-supported program, it was understood that the rates would be 
unified within a relatively short period of time. 

An important choice facing a developing country in instituting a 
floating exchange market is whether it should take the form of an 
auction or an interbank market. The experience to date has been that 
markets operated by the commercial banking sector have been less subject 
than officially operated auction markets to destabilizing intervention 
in the form of inappropriate official purchases and sales or ad hoc 
controls on access to the market. In addition, it has been possible in 
using interbank markets to build on the existing expertise of banks and 
foreign exchange dealers operating in formal or informal parallel 
markets. Interbank markets also function on a continuous basis while 
auctions are periodic by their nature and therefore less efficient as 
clearing mechanisms. The less frequent are the auctions (they are 
conducted daily in only one country), the less efficient and smooth will 
be the clearing process, as delays in obtaining foreign exchange will be 
longer and uncertainty and risk involved in the exchange transaction 
will be greater,' the longer the interval between supply to the central 
bank and the actual auction itself. Interbank market arrangements have 
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been the more common setting for freely floating exchange rates in 
developing countries to date; seven developing countries have adopted 
interbank arrangements and five auctions arrangements. In these and 
other instances, the Fund has assisted in formulating the systems by 
transferring experience among members concerning the design and 
implementation of specific market modalities. 

A major consideration in setting up the floating markets has been 
the need to incorporate safeguards against destabilizing speculation and 
the establishment of monopoly positions. In several instances, limits 
have been put on the foreign exchange positions of commercial banks and 
other dealers, both to ensure that the market is not "cornered," and to 
limit excessive exposure to exchange risk. The limits have generally 
been set with reference to norms derived from experience in the 
management of foreign exchange working balances. Freedom of entry into 
the exchange market has been an important factor in ensuring its 
competitive operation, particularly where the number of commercial banks 
1.s small. 

Under auction arrangements where foreign exchange must be 
surrendered to the central bank, often the volume of foreign exchange 
transactions in the market has been sharply diminished as a result of 
the accumulation of reserves at the market-determined rate or "extra 
market" allocations of foreign exchange by the central bank. These 
latter are largely for official uses or for the reduction of external 
arrears, (including payments for external debt obligations). In some 
countries, the exchange requirements of public enterprises have been met 
outside the auction, and retention privileges have been granted to 
private sector concerns, also with the aim of guaranteeing the 
availability of foreign exchange. As a result of the setting aside of 
foreign exchange for these purposes, the proportion of foreign exchange 
receipts accruing to the economy as a whole that has actually been 
auctioned by the central bank has been as low as one quarter. This has 
created problems for the effective functioning of the market and for the 
provision of sufficient exchange for orderly discharge of current import 
demands. 

Steps to introduce forward exchange markets have also been taken by 
a few countries with floating spot markets. Forward market cover is 
important in developing countries to facilitate external financing, and 
to insulate the productive sector from some of the effects of market 
volatility. However, the development of forward exchange market 
facilities in these developing countries is at a relatively early stage, 
with only a very limited volume of forward transactions. Further work 
is needed to determine institutional arrangements suited to conditions 
in developing countries--including possible brokering arrangements by 
the central bank or more limited forward market arrangements for short
term facilities, primarily for trade cover. 

In most cases, flo_ating exchange rate systems have been introduced 
with Fund assistance in formulating technical aspects, as part of Fund 
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supported adjustment programs. In fact, in several instances, the 
implementation of the floating system was one of the first steps taken 
in such programs and set the stage'for the formulation of the underlying 
macro-economic framework and other supporting policies. Although it can 
be argued that such a sequence could in principle lead to an early 
"overshooting" of the rate and subsequent reversal of the initial 
depreciation, in practice this has not been the case. On the other 
hand, the new realism in the exchange rate poljcies in the countries 
adopting floating rates has helped to create a more favorable climate 
for comprehensive adjustments to domestic policies as well as for 
discussions with foreign donors and creditors, particularly in the 
period leading up to discussions on debt rescheduling. It is, of 
course, critically important for the effective functioning of a floating 
market exchange rate that it be supported by effective implementation of 
appropriate policies of demand restraint and structural change and by 
increased external resource inflows especially of a kind that can be 

·readily fed into the exchange market. In several instances, to assist 
in providing as stable an environment as possible for the introduction 
of floating, and with the aim of minimizing the initial depreciation of 
the floating rate, arrangements have been made for "bridging" finance 
from donor countries or commercial banks ahead of Fund drawings under a 
stand-by arrangement and rescheduling of existing external obligations. 

Successful operation of an exchange rate ~loat will be helped by 
strengthened confidence in the economy and mo're particularly in its 
external payments outlook. In this context, the outlook for increased 
foreign exchange receipts and current and_capital accounts will be 
critical. Usually the measured effects'of the initial depreciation 
associated with floating on the output of tradable goods (exports and 
import substitutes) have been subject to lags, but the absorption of 
black market inflows and the incentives created for reducing capital 
flight have led to some relatively early significant beneficial effects 
on the capital account. The curbing of capital flight, and the 
encouragement of greater repatriation of foreign exchange earnings and 
capital reflow have, in fact, been a major aim of some authorities in 
adopting floating systems. This implies, for countries where the onset 
of balance of payments difficulties seems imminent--as often indicated 
by a rising premium on foreign exchange in the parallel market and 
foreign exchange cash flow problems, that the adoption of a floating 
rate may serve to prevent the difficulties intensifying into an actual 
accumulation of arrears. 

However, to the extent that exchange controls are retained 
following the exchange market reform, incentives will remain for evasion 
through, for example, underinvoicing of export receipts and over
invoicing ·of goods and services imports. In fact, most members adopting 
floating rates have substantially liberalized their exchange and trade 
systems, and from available data on capital flows it seems that 
liberalization and floating have led to decreased capital flight in all 
surveyed countries,' and to some short-term reflow. However, the data on 
which these observations are based are yet weak. In addition, given the 
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prolonged balance of payments problems experienced by the countries 
adopting floating systems, confidence is understandably slow to 
rebuild. It requires a perception that the adjustment policies are 
likely to be lasting and that there are an increased resource 
availability and an improved external balance. The lack of such 
confidence has probably limited the extent of the capital reflows 
observable to date. In any event, the adoption of floating exchange 
rate systems should normally take place in the context of a broad 
program of exchange and trade liberalization, which has been the case 
with those members that have introduced such systems to date. 

A concern that has been voiced about the adoption of floating 
exchange rate systems by developing countries--at least before the more 
extensive use of such regimes in recent years--is that they could lead 
to "free fall" of the exchange rate, thereby contributing to a 
cumulation of inflationary forces. Another concern has been that 
floating rates would be relatively unstable because of the limited depth 
of financial markets. Such concerns, however, are misplaced in that 
they attribute the "free fall" or the instability of the exchange rate 
to the particular modality of exchange rate determination and overlook 
the critical relationship between developments in market-determined 
exchange rates and the quality of domestic economic policies. Indeed, 
the evidence surveyed in the paper, covering between one and three 
years' experience in the individual countries, does not appear to 
support these concerns. In one or two countries, the domestic currency 
has actually appreciated after floating, partly in response to the 
effect of higher domestic interest rates in generating net capital 
inflows. In other countries, the official exchange rate has depreciated 
sharply with the introduction of floating, but in these cases the black 
market exchange rate prior to the action appears to have provided a 
floor for the initial movement. Subsequently, the rate has tended to 
move over time generally in accordance with relative inflation rates. 
Further, the two-way volatility of exchange rates to date in countries 
adopting floating rate systems has in most instances been less than that 
prior to floating, especially in terms of the real effective exchan~e 
rate. 

As might have been expected, the correction of the exchange rate 
following- floating has led to price level increases through cost-push 
effects. The rise in the inflation rate, however, has been considerably 
less than implied directly by the share of imports and the magnitude of 
the depreciation. Two reasons may be adduced for this. First, the 
cost-push effect has not to a degree been accommodated by monetary 
policies, and second, many prices at the consumer level had already 
adjusted to reflect the shortage of exchange for imported goods 
reflected in the black market exchange rate. To a large degree then, 
the price corrections were confined to the official sector and to goods 
subject to official price controls--notably, imported foodstuffs and 
oil. Following the initial surge corresponding to the exchange rate 
correction and the' freeing of controlled domestic prices, in many of the 
countries both exchange rate movements and inflation have tended to 
recede rather than gain momentum. 

., 
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CHART 1 

FLOATING EXCHANGE REGIMES: 
EXCHANGE RATE DEVELOPMENTS IN SELECTED COUNTRIES, 

January 1976 - December 19851 

BOLIVIA Pesos per U.S. dollar 
End of period 

........ ------------------------....... 16.67 

_.,,. ...... ,..- ... ,,,.,, '\,,
',-"' ' .... , Official , .... ,-------

" \ 
\, -,.,,,..,, 

\ 
Parallel \ .. r \ ... 

\ 

' ' 

1976 1977 1978 1979 1980 1981 

' ' '" .... . -,-,, \ 

\ 

1982 1983 

NOMINAL AND REAL EFFECTIVE RATES 
11980=1001 

Real 

Nominal 

---------r--.:-----

1976 1977 1978 1979 1980 1981 1982 1983 

1984 

1984 

Sources: National authorities; International Currency Analysis, Inc., 1984 World Currencv Yearbook; and staff. 

20.00 

25.00 

33.33 

50.00 

100.00 

1985 

1000 

800 

600 

400 

200 

0 
1985 

1Jncreases in the charts represent appreciation of the domestic currency; while slashes indicate the month of floating of exchange rates. 



-44b-

CHART 1 (Continued l 
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CHART 1 (Continued) 
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CHART 1 (Continued) 

FLOATING EXCHANGE REGIMES: 
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CHART 1 (Continued) 

FLOATING EXCHANGE REGIMES: 
EXCHANGE RATE DEVELOPMENTS IN SELECTED COUNTRIES, 

January 1976 - December 19851 
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CHART 1 (Continued) 

FLOATING EXCHANGE REGIMES: 
EXCHANGE RATE DEVELOPMENTS IN SELECTED COUNTRIES, 

January 1976 - December 19851 
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11ncreases in the charts represenc appreciation of the domestic currency; while slashes indicate the month of floating of exchange rates, 
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CHART 1 (Continued) 

FLOATING EXCHANGE REGIMES: 
EXCHANGE RATE DEVELOPMENTS IN SELECTED COUNTRIES, 

January 1976 - December 19851 
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1 increases in the charts represent appreciation of the domestic currency; while slashes indicate the month of floating of exchange rates. 
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CHART 1 (Continued) 

FLOATING EXCHANGE REGIMES: 
EXCHANGE RATE DEVELOPMENTS IN SELECTED COUNTRIES, 

January 1976 - December 19851 
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1 rnc~eases in the charts represent appreciation of the domestic currency; while slashes indicate the month of floating of exchange rates. 
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CHART 1 (Continued}· 

FLOATING EXCHANGE REGIMES: 
EXCHANGE RATE DEVELOPMENTS IN SELECTED COUNTRIES, 

January 1976 ~ December 19851 
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l 1ncreases in the charts represent appreciation of the domestic currency; while slashes indicate the month of floating of exchange rates. 
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CHART 1 (Concluded I 

FLOATING EXCHANGE REGIMES: 
EXCHANGE RATE DEVELOPMENTS IN SELECTED COUNTRIES, 

January 1976 - December 19851 
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l 1ncreases in the charts represent appreciation of the domestic currency; while slashes indicate the month of floating of exchange rates. 
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CHART 2 

EXTERNAL CURRENT ACCOUNT DEVELOPMENTS 
(In percent of GDP/GNP) 
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CHART 3 

CONSUMER PRICE DEVELOPMENTS 
(Percentage change; 12 month increase in consumer pricesl' 
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Bolivia 

Oomtn.tcan 
Republic 

Cambia, The 2J 

Guinea 

Jamaica 

Lebanon ]Jj 

Philippines 

South Afr lea 

Uganda !J 

Uruguay 

Zaire 

Zainb!a 

Per Caeital 
At official 

e,cchange rate 

I, 305,0 

(l,251,ll !f 

I, 797. 7 

(1,744.0) 

237 ,4 

357,0 

1080.0 

1,646,4 
(2,100.1) 

613,8 
(601,4) 

2,320,0 

154,1 

1,721,5 
(1,604.5) 

157 ,7 
(154,9) 

409.7 

CDP (US $) 
At parallel 

exchange rate 

384,3 

(368,4) !f 

656. 7 

(637,l) 

118,7 

21.5 

1,646.4 
(2,100. l) 

609.9 
(597.5) 

94.7 

1,721,5 
(1,604.5) 
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Tahle l. Selectetl Indicators of Economic: Structure, 1984 

Ratio of 
!:tatio of total P.a t to of 

money trade tri tmports of Ra.tto Rat to 
plus goods: and good9 and of manu- of manu-
quasi- non factor non factor factures faetures 
money services services to total to total 
to CDP 1! to CDP Jj to GDP Jj imports exports 

In percent 

20,4 16,9 7 .5 40.6 ]j 

26,0 53.4 11 28.4 11 5t.oN 68, 9 

20,9 106.2 f}j 64,5 J.! 37 .6 

35,0 10/ 51.0 f}j 27. 3 J.! 

38.2 126,2 65.6 26,l ].! 26,0 

314,4 102,3 JJj S4,5ll/ 39.0 14/ 

20.1 63.R 34.9 18.9 m 24. 6 J!?.f 

38,6 56.3 Q/ 29.0 JJj Bl .6 }!}j 12.0 J!/ 

11.1 20/ 45.l f}j 25.7 J.! 19,l 21/ 

56.9 54, 7 27 .5 30.5 22/ 13,2 ?:]j 

lQ,4 82,3 43,9 

36.0 73,1 1!/ 41,3 2S/ 

Exports 
eoncentrat 1on ]:J 

Pietals (46.1) and 
gas (49,4) 

Raw sugar (JI.SL 
ferron1ckel ( t2.4) 
and gold alloy ( 14.0) 

Groundnut products 
(32,l) and fish and 
Heh products (l. l)· 

Bau:xi te (76. 7) and 
;ilumina (21, 7) 

Bau1dte and alumina 
(65. 2) • manufactures 
(26.0) and agrlcul-
tural goods (2,8) 

Agricultural products, 
foodstuffs, and 
beverage• (33,0) 

F,lectronics (24.6), 
coconut oil (lo. 8) 
and sugar (4,6) 

Gold (47,2), .... 1-
fabricated goods of 
mining origin (15,9) 
and crude materlals 
of mining origin ( 12,8) 

Coffee ( qo, l), 
cotton (3,6) and 
tea (l,l) 

Heat (23,0), ..,ool 
(16, l) and text Ue 
manufactures (9.4) 

Copper ()5.7), crude 
oil (17" l) • diamonds 
(I!. 7) and coffee 
(11,2) 

Copper (81,B) and 
Cobalt (6,9) 

Imports 
concentration J:../ 

na ..... rMterials and 
intermediate goods 
(51.l), capital 
goods (37,9) and 
consumpt ton 
goods (9.8) 

Fuels (40.4), con
sumer goods (27~9), 
intermedi11te goods 
(2l~4), and Citpltal 
goods (10, 3) 

Hanufactures (37 .6) t 
food and 11 ve 
anlmals {',l5~3), 
and mlner:il fuels 
( 14.1) 

Raw materials (h.4) 
fuels (29,5) and 
capital and durable 
consumer goods (26.1) 

Raw mater ta ls and 
tnternrediate goods 
(43.4) .. mlneral fuels 
and lubricants (27.2) 
and capltal goods 
( 18,9) 

Intermedlate. goods 
(41,0) and capital 
goods (40,6) 

Hlneral fuels (24, 5) 
and manufactured goods, 
n,e,s. (12,0) 10/ 

I11termedlate goods 
(81,0) and capital 
goods (13.0) 10/ 

Petroleum (23,3) and 
ferttl!%er (6,4) 

Sources: National authorities and &taff estlmates. 
1/ Except as footnoted below. The CDP estlmate ts at ma:rket prices, and the ratlo of money plus quasi-ri,oney ls based on end-of-perlod data~ Ratios of 

for"etgn trade to GDP have heen calculated ln each caee using the offl-clal ex.change ratet except for the Dominican Republic (see footnote 5). 
2/ Figures ln parentheses refer to percentages~ 
3/ Capital and durable consumer goods. 
T/ Figures in pat"entheses refer to per capita GNP. 
5/ Ratios of forelgn trade to COP have been calculated using an exchange rate of 'RD$2 .. 0 per u.s. dollar. 
6/ Data refer to 1983 for capt tal and durable c:onsurner goods, and fuels .. 
"'fl Data for 1984 has been obtalned by averaging data for fiscal 1983/84 and 1984/SS, where approptlate. 
8/ Ratio of eKports and lrnports plus net servlces and private transfers. 
9/ Ratio of Imports plus net set'vices and prlvate transfers. 

10/ Rat lo refers to 1983, 
IT/ All data refer to 1983, 
IT/ Rat1o of co'!lffllodlty exports and lmports .. rr, !tatio of commodlty exports .. 
14/ Cheiftlcals, rubber, and related products (10); 111etals and metal ptoduets (9); cement, glass, ceramlcs, and related products (8); machlnery, equlp-

roent, and electrical equipment (8); and transpor.t.equlpl'l'lent (4). 
15/ Only Import of capital goods. 
16/ Only export of electronic goods. 
IT/ Includes factor servlces .. 
18/ Only imports of capital and lnterrnediate goods. 
19/ Only export of fabricated goods, 
20/ Data for money plus quasl~oney ts for end-September 1984. 
""'ff/ Ratio ln 1983 for the sum of manufactured goods, n.e.s (12.0) and machtnery and transport equipment (7 .. 1). 
22/ Includes tt1etal and ftl.etal products (4.S), machinery and equlprnent (19.1). transport equipment (5.0) and precision instruments (1~9). 
TI! Ratio of textile and leather manufactures t"' total commodlty exports ln 1963. 
24/ Ratio of co111n,odlty exports and imports plus net services. 
25/ Ratio of coffU'l'lodity imports plus net .sevlces. 
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Single currency 
U.S. dollar 

Antigua & 
Barbuda 

Bahamas 3/ 
Barbados
Belize 
Djibouti 

Dominica 
Egypt 3/ 
Ethiopia 
Ghana 
Grenada 
Guatemala 1_/ 

Haiti 
Honduras 
Iraq 

Lao P.D. Rep.]_/ 
Liberia 
Libya 
Nicaragua 1/ 
Oman 
Panama 

Paraguay 3/ 
Peru 3/ -
St,• Christopher 

and Nevis 
St. Lucia 

St, Vincent and 
The Grenadines 

Suriname 
Syrian Arab Rep. 3/ 
Trinidad & Tobago
Venezuela 1/ 

Yemen Arab Rep. 
Yemen P,D.R, 

Pe 

F. franc 

Benin 
Burkina Faso 
Cameroon 
Central 

African 
Chad 

Comoros 
Congo 
Equatorial 

Guinea 
Gabon 

Rep. 

Ivory Coast 

Mali 
Niger 
Senegal 
Togo 

Table 2. Exchange Rate Arrangements as of December 31, 1985 Jj 

ed 

Other 

Bhutan 
(Indian 

' 
rupee) 

The Gambia 
(L stg.) 

Lesotho 3/ 
(SAR) -

Swaziland 
(SAR) 

Tonga 
(Australian 

dollar) 

Currency COm!!OSite 
SDR 

Burma 
Burundi 
Guinea 3/ 
Iran, Islamic 

Rep. of 

Jordan 
Kenya 8/ 
Rwanda
Sierra 

Leone 1/ 

Sao Tome & 

Principe 
Seychelles 
Vanuatu 
Viet Nam 

Other 

Algeria ]_I 
Austria 
Bangladesh 
Botswana 
Cape Verde 
China, P.R. 

Cyprus 
Fiji 
Finland !! 
Guyana 
Hungary 
Kuwait 

Madagascar 
Malawi 
Malaysia!/ 
Maldives 
Malta 
Mauritania 

Mauritius 
Mozambique 
Nepal 
Norway 
Papua New 

Guinea 

Romania 
Singapore 
Solomon 

Islands 
Sudan 3/ 
Sweden-10/ 

•• Tanzania 
Thailand 
Tunisia 
Zimbabwe 

a Single Currency or 
Groue of Currencies 

Single Cooperative 
currency 2/ arrangements 

Afghanistan 1/ Belgium 2/ 
Bahrain 5/ Denmark 

1! Qatar 5/- France 
Saudi Arabia 1J Germany 
United Arab Ireland 

Emirates 2f Italy!) 

Luxembourg 1/ 
Netherlands 

1/ 

l/ No current information is available relating to Democratic Kampuchea. 

according 
to a set of 
indicators 

Brazil 4/ 
Chile 374/ 
Colombia-
Portugal 
Somalia 1/!!_/ 

"f/ tn all cases listed in this column, the U,S. dollar was the currency against which exchange rates showed limited flexibility. 

Inde-
Managed pendently 

floating floating 

Argentina Australia 
Costa Bolivia 

Rica 3/ Canada 
Ecuador-3/ Dominican 
El Salvadorl/ Republic 
Greece Jamaica 

Guinea- Japan 
Bissau Lebanon 

Iceland New Zealand 
India 9/ Philippines 
Indonesia South 
Israel Africa 1/ 

Korea United 
Mexico 3/ Kingdom 
Morocco- United 
Nigeria 1/ States 
Pakistan Uruguay 
Spain Zaire 

Sri Lanka Zambia 
Turkey 
Uganda 
Western 

Samoa 
Yugoslavia 

'Tl Member maintains dual exchange markets involving multiple exchange arrangements, The arrangement shown is that maintained in the major market. 
4/ Member maintains a system of advance announcement of exchange rates. 
's! Exchange rates are determined on the basis of a fixed relationship to the SOR, within margins of up to:!'_ 7.25 percent, However, because of the maintenance of a 

relatively stable relationship with the U.S. dollar, these margins are not always observed. 
6/ The exchange rate is maintained within overall margins of+ 7.5 percent about the fixed shilling/SOR relationship; however, the exchange rate will be re-evaluated 

wh-;n indicative margins of+ 2.25 percent are exceeded, -
7/ Margins of+ 6 percent are maintained with respect to the currencies of other countries participating in the exchange rate mechanism of the European Monetary 

System. -
8/ The exchange rate is maintained within margins of+ 2,25 percent. 
9/ The exchange rale is maintained within margins of+ 5 percent on either side of a weighted composite of the currencies of the main trading partners. 

10/ The exchange rate ls maintained within margins of ±L 5 p~rc, 

,,. ,.,.. 
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Table 3. Floating Exchange Regimes: Exchange Rate Variability 
in Selected Countries in the Pre-Float and Floating Periods, 1976-85 lJ 

Bilateral 
' U.S. dollar rate, Nominal effective rate, Real effective rate, 

floating compared floating compared to floating compared to 
to 2re-float 2eriod 2re-float ~riod 2re-float eeriod 
Trend Without Trend Without Trend Without 

adjusted trend adjusted trend adjusted trend 

Bolivia I 2/ D 11 ry u ry u 

Dominican Republic D D I I 4/ I u 

Jama.lea I D 3/ I D 11 I y D 11 
Philippines I u I u I 2/ u 

Uganda I D 3/ I D 11 I u 

Uruguay D 21 D ... 6/ D D 5/ D 

Zaire I I 4/ I I !!.I I I 

Sources: Appendix Tables 4 and 5. 
1/ Comparison of volatility between pre- and post-floating periods is on the basis of appropriate 

st-;-tistical tests at 95 percent confidence interval. The symbols in the table denote the following: 
I= improvement (reduced volatility in floating period), U = volatility unchanged, and D = deterioration 
(increased volatility in floating period). 

2/ No significant difference by measure (2), volatility reduced by measure (4) (see text). 
'J/ No significant difference by measure (3), volatility increased by measure (1). 
/+/ No significant difference by measure (1), volatility reduced by measure (3). 
's/ No significant difference by measure (2), volatility increased by measure (4). 
6/ Volatility increased by measure (4), volatility reduced by measure (2). 

,t:,-. 
-..J 
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Tabl~ 4. Floating Exchange Regimes: Variability of Selected Exchange Rates, 1976-1985 1/ 

Mean Monthly Variance of Monthly 
Absolute Percentage Change Y Absolute Percentage Change 3/ SamEle Size 
Offi- Offi- Offi-
cial US$ Nominal Real cial US$ Nominal Real cial US$ Nominal Real 
(end of Effec- Effec- (end of Effec- Effec- (end of Effec- Effec-
month) tive tive !!.J month) tive tive !!.J month) tive tive !!.f 

Bolivia 
Jan. 1976-Aug. 1985 4.07 6.04 12.25 259.46 200.78 321.14 116 116 92 
Sept. 1985-Dec. 1985 12.84 12.61 10.03 135.38 112.93 48. 73 4 4 4 

Dominican ReEublic 
Jan. 1976-Dec. 1984 1.18 1.72 9.85 10.21 108 108 84 
Jan. 1985-Dec. 1985 1.29 1.63 2.52 1.86 2.38 3.82 12 12 12 

Jamaica 
Jan, 1976-Nov. 1983 1,09 1. 78 1,91 31.98 8,86 6.31 95 95 71 
Dec. 1983-Dec, 1985 3.27 3.61 3.37 9.92 7.87 7.75 25 25 25 

PhiliEEines 
Jan, 1976-Sept, 1984 o.83 1.44 2,15 9.64 7,48 7.95 105 105 81 
Oct, 1984-Dec. 1985 0,95 2.49 2.62 3,61 4.55 4,87 15 15 15 

Uganda 
Jan, 1976-May 1984 2.94 2.66 5.47 83.45 82,32 102,96 101 101 77 
June 1984-Dec, 1985 7.93 7.96 7,52 94,47 79.89 49,52 19 19 19 

Uruguay 
Jan. 1976-0ct. 1982 1,94 1.91 1,87 1,13 3,48 3, 71 82 82 58 
Nov. 1982-Dec. 1985 6,53 4.63 4.18 70,42 62.37 57,34 38 38 38 

Zaire 
Jan, 1976-Jan, 1984 3.99 3.97 7,23 124,37 101,16 113,27 97 97 73 
Feb, 1984-Dec. 1985 2.49 2.49 2.22 3,45 5,07 3,30 23 23 23 

Sources: IMF, International Financial Statistics and Information Notice System; and staff, 

1/ Exchange rates are expressed as the foreign currency price of a rlomestic currency unit, 
If Volatility measure (1) (see text), In the post-floating periods, the first month in each 

case is the month of floating exchange rates, 
3/ Volatility measure (3). 

II Real effective exchange rate data for ell countries are calculated from January 1978. 
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Table 5, Floating Exchange Regimes: Exponential-Trend-Corrected Variability of Selected Exchange Rates, 1976-1985 Jj 

Mean Monthly Absolute Variance of 
Percentaae Change 2/ Monthly Percentase Chan!les 3/ Samele Size 

Off!- Offi- Of fi-
cial USS Nominal Real cial US$ Nominal Real cial US$ Nominal Real 
(end of Effec- Effec- (end of Effec- Effec- (end of Effec- t'.ffec-
month) tive tive !:f month) tive tive !:J period) tive tive !:J 

Bolivia 
Jan. 1976-Aug, 1985 14 7. 34 117.15 21.95 24,054.37 14,661,52 1,218.54 116 116 92 
Sept. 1985-Dec. 1985 4.64 5.90 6.26 14.10 4.55 0.06 4 4 4 

Dominican Re2ublic 
Jan. 1976-Dec. 1984 10,31 9.07 79.50 31, 73 108 108 84 
Jan. 1985-Dec. 1985 1,37 1.86 2,63 0,84 1.91 2.90 12 12 12 

Jamaica 
~76-Nov. 1983 14,90 15, 75 4.26 56,23 44.09 14,19 95 95 71 
0Pr. 1983-Dec. 1985 4.54 3.40 3.39 16.48 5,05 5.64 25 25 25 

~ 
.Jan. 1976-Sept, 1984 11.99 8.46 6.81 56.64 53,84 20.30 105 105 81 
Oct, 1984-Dec, 1985 2,17 4,01 4.97 1. 70 4.83 6,03 15 15 15 

Uganda 
Jan. 1976-May 1984 82.54 70.35 63.78 7,425.86 5,417,54 6,439.75 101 101 77 
June 1984-Dec. 1985 11,96 9,16 9,10 88.64 85.30 68.35 19 19 19 

Uruguay 
Jan. 1976-0ct. 1982 5,89 15.45 5,00 19.27 101.46 10.45 82 82 58 
Nov. 1982-Dec. 1985 5.46 7.35 5.85 36.37 141. 75 88.84 38 38 38 

Zaire 
Jan. 1976-Jan. 1984 24.23 24.49 19.37 423.09 408, 23 390.81 97 97 73 
Feb, 1984-Dec, 1985 2.27 4,47 2,83 2,11 7.88 3.07 23 23 23 

Sources: IMF, International Financial Statistics and Information Notice si::stem; World Currency Yearbook 1984; and staff estimates. 

1/ A simple time trend was fitted for all exchange rates and for all countries. The exchange rates are expressed as the foreign 
cu"rrency price of a domestic currency unit. 

y Volatility measure (2) (see text). In the post-floating periods, the first month in each case is the month of floating exchange 
!S • 

Volatility measure (4). 
Real effective exchange rate data for all countries are calculated from January 1978. 
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Table 6. Float I ne Exe ha nee Regimes: Net Capital Flows, 19A0-85 

( ln eercent of lm[!orts etus net servlce ea~ents) 

/\vera.~e of 1980 
to the 

1980 l 9Rl l9A2 1983 1984 l 9RS Year of Float l.! 

Domin lean Reeuhlic 
Hedlum and long-term cap! tal 17. 3 3 !3.CJ6 13. 53 1. 70 7. 52 -9.27 10. 63 
Short-term capital Jj 11.88 3 .95 -6.49 4.24 -2.84 2.18 2. 15 

Jamaica 
~m and long-term capital lR·. 38 15. 9 5 33.0 22.84 44. Al 39.88 ~2.54 

Short-term capital Jj -10.76 0.17 2. 72 -26.41 8.11 12.86 -R. 57 

Ph !I tertnes 
Hedlum and long-term capital 11.44 lR. 26 17. 97 lR. 2 7 -2. 71 -20. 30 12. 6 S 
Short-term cap! tal Jj 5. 13 -6.23 -3.02 -12.19 -0.61 -0. !6 -J.38 

Uganda 
Hed{um and long-term capltal 7. 91 4.75 3/ -2 7. 17 3/ -<>. lR 3/ 10. 23 8. 90 -0.89 
Short-term capital Jj -16. sn 11.29 "JI -4.91 "JI -3.93 "JI -9.63 -2 .14 -4. 74 

Uruguay 
Hedlum and long-term capital 41.29 34.07 29.79 SJ .98 !0.47 -43.27 35.05 
Shor t-tenn capital Jj 8.23 -6.2R -55.38 -38.42 -13. 73 -17.8! 

Za l re 
Hedlum and long-term capital -0.93 -7. 7 7 -7.69 -9.79 -13.93 -13.Sl -6.55 

Short-term capital Jj 8 .43 6.91 10.23 -2.93 4 .82 8.08 s. 66 

Memorandum ltems: 

Errors and omlsslons 

Domlnlcan Re public !!..! 6. 21 6.09 -6.29 9.96 -o.88 3.02 

Phi lipp!nes 1.14 -S.R9 -4.26 -2.04 -0.10 6.08 -2.23 

Uruguay 7. 70 -11.08 -96. so -8.94 -10.00 -33.29 

Debt re sched ul l ng 2.1 
Dominican Republic 10. 69 2 s. 97 

Uganda 1.39 11 12.08 11 6.79 11 2.07 3.06 

Uruguay 41.8 11.1 25. 2 

Zaire 6 7 .85 17 .13 7.36 48.35 22 .47 18.58 

Source: National authorities and staff estimates. 

1/ Except In the case of Zaire: although the zalre was floated In 1984, for the purpose of calculating averages 
!nthls table 1984 ls considered to be a post-float year. 

2/ Includes errors and omissions. 
, 3/ n~ta for fiscal year ending ln June. 

4/ Comprises private short-term capital, commercial banks' Vot'king capital, and errors and omissions. 
5/ Average of 19A3 and 1984. 
IJ Not included ln the capital flows data above. 

,. . 
~ 

APPENnrx 

Average of 
the Pos t-Flor1. t 

Perlods 

-9.27 
2. !R 

42.35 
10.49 

-20. JO 
-0.16 

8.90 
-2.40 

6. ]9 
-17.38 

-13.72 
6 .4 S 

6.0~ 

9. 4 7 5/ 
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Table 7. Floating Exchange Regimes: International Reserves, External Debt, 
Arrears, and Foreign Currency Deposits, 1980-85 

(In percent of imports plus net service payments; end of period) 1J 

Bolivia 
Gross official international reserves 
External debt outstanding 2/ 
External payments arrears "outstanding 
Currency deposits abroad by non-bank residents 

Dominican Republic 
Gross official international reserves 
External debt outstanding 2/ 
External payments arrears outstanding 
Currency deposits abroad by non-bank residents 

Jamaica 
Gross official international reserves 
External debt outstanding 2/ 
External payments arrears outstanding 
Currency deposits abroad by non-bank residents 

Lebanon 
Gross official international reserves 
External debt outstanding 
External payments arrears outstanding 
Currency deposits abroad by non-bank residents 

Philippines 
Gross official international reserves 
External debt outstanding 2/ 
External payments arrears outstanding 
Currency deposits abroad by non-bank residents 

Uganda 
Gross official international reserves 
External debt outstanding 2/ 
External payments arrears "outstanding 4/ 
Currency deposits abroad by non-bank residents 

Uruguay 
Gross official_international reserves 
External debt outstanding 
External payments arrears outstanding 
Currency deposits abroad by non-bank residents 

Zaire 
~ss official international reserves 

External debt outstanding 2/ 
External payments arrears "outstanding 
Currency deposits abroad by non-bank residents 

Memorandum items: 
Foreign currency deposits with domestic banks in 

Philippines 
Uruguay 
Zaire 

1980 

10,0 
237 ,6 

1. 6 

11.1 
92.8 

8,1 

6.8 
142,2 

9.3 

41.8 
4.9 

35.2 
212,3 

o.5 
9 5. 7 
35.8 

22,1 
85.8 

8.6 
184.9 

24.1 

37,1 
68,9 

2.1 

1981 

7.2 
195.1 

3.6 

12, 6 
102,5 

17,5 
39.7 

5.1 
154.2 

3.9 
7.8 

39.9 
6.1 

112,4 

25,1 
253.1 

5.7 

1982 

14. 5 
279.5 

13. 7 

9,1 
140,l 

30.6 
46,4 

7.2 
204.1 

10,5 

74,5 
7.6 

124.7 

11,4 
283.4 

5,9 

8.5 14.4 
121.5 !!J 107.7 

31.5 28.8 
14,2 11.B 

25,6 
121.5 

51. 7 

7.0 
204,1 

28,4 
22.6 

47.2 
72.2 

1,5 

8.1 
212,6 

76.1 

1.8 
220.9 

45.9 
21.9 

50. 2 
12 5,1 

1.9 

1983 

16. 2 
372,8 

20.2 
45.4 

12.2 
174.4 

35.8 
26,8 

6.0 
251.2 

16,5 
12.2 

51.4 
6.5 

135.6 

11.6 
320,7 

19,4 
9.5 

19. 7 
115,2 

22.2 
16,1 

16,8 
279.6 

120,9 

2,3 
225.5 

14. 4 
23.3 

50.6 
126,8 

o.3 

1984 

25,6 
388.6 

82.9 
42.9 

19,2 
200~8 

58.2 
63,5 

7,9 
272,1 

3.1 
13.6 

23,2 
6.3 

191,3 

12, 4 
390.3 

31.1 
15,5 

10,2 
134.4 

12, 4 
18.9 

13 .6 
369,6 

17 5.0 

3.6 
233.7 

9.5 
24.6 

53.8 
146.9 

o.4 3/ 

Sources: National authorities; IMF, International Financial Statistics; and staff estimates, 

1985 

15,9 
342,0 
117 .4 
41,6 lf 

26.5 
249.6 

57.5 
74.S 

14.1 
370,0 

17,4 

59.7 
9.9 

340.l 

30, l 
523.4 

21.9 

11,5 
150.9 

14, 6 
17 ,1 

15,8 
344.4 

177,0 

4.5 
219.4 

6.6 
26. 3 

1/ Except data for Lebanon is in percent of imports; and certain data for Uganda refer to fiscal year 
en-;fing in June, as footnoted below. 

Jj Coverage of external debt data differ among countries, and therefore the debt ratios may not be 
comparable between countries. 

3/ As of September. 
!!.J Ending in June. 
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Table 8. Growth and Foreign Trade Performance in Countries 
With Floating Exchange Rates and Fund Programs 

(Percentage change, in volume terms) 

1981 1982 1983 1984 1985 

GNP/GDP 
Dominican Republic 3.9 1.7 4.0 0.5 -1.2 
Jamaica ]j 2.4 o.5 1.1 -0.2 -3.8 
Philippines 3.4 2.7 1.3 -5.3 -4.0 
Uganda 1/ 6.0 R.O 6.0 5.0 0.6 
Uruguay 1.9 -9.7 -5.R -2.4 0.6 
Zaire 2.8 -2.2 1.2 2.8 2.5 

Developing countries 2.2 1.6 1.3 4.1 3.1 

Merchandise exports 
Dominican Republic 10.9 -25.7 -1.4 6.3 -11.0 
Jamaica 1/ -11.4 -14.8 5.8 -o.7 -8.0 
Philippines 1.1 5.6 -5.0 -2.3 -7.o 
Uganda ]j 52.0 15.0 -12.0 -10.0 -10.0 
Uruguay 15.1 -s.o 8.9 -11.1 o.9 
Zaire -14.6 10.9 8.8 0.1 -0.2 

Developing countries -5.7 -8.2 2.9 7.1 o.4 

Merchandise imports 
Dominican Republic -10.8 -14.7 2.2 -7.7 1.4 
Jamaica 1/ 18.3 -9.1 · -15.8 -0.3 -12.2 
Philippines -8.0 14.1 -4.0 -28.6 -12.0 
Uganda ]j -3.0 12.0 -4.o 8.0 -12.0 
Uruguay -12 .o -32.0 -23.8 -3.9 -5.0 
Zaire -9.6 -12.2 -7.6 -o.4 4.2 

Developing countries 7.1 -4.2 -3.2 2.2 -0.3 

Sources: IMF, World Economic Outlook, February 1986; Executive 
Board Documents; ,and. staff estimates. 

1/ Fiscal years. 

• . 
i 
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Table 9. Comparison of Average Retail Prices 
for Selected Goods in Uganda, Zaire, 

and Sierra Leone (First Quarter 1984) 

(In U.S. dollars per unit) 

Units Uganda Zaire 

l Kg. 1.26 o.74 

l Kg. 3.84 

1 Kg. o.39 0.28 

l Kg. o.79 o.57 

l Liter o.s1 

1 Kg. 2.24 

1 meter 1.20 

Exchange Rate 
(per US$1) 292.06 35.288 

Source: 

1/ Pre-January 4, 1985 price. 

APPENDIX 

Sierra Leone 

2.40 

20.00 

1.14 

o.57 

0.19 y 
6.22 

3.10 

2.50 
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Tahle 10. Macroeconomic Performance of Countries with Real F.:ffective Exchange Rate Rule 
and Flo.1 t l ng Exchange Hates During fund Programs 

Cor,sumer prices; Current account Fi seal halance Bto-'i<i money F.xch.1nRe 
Real e:ercentage change 3/ in percent of ln percent of and 

Exchange effect! ve Before After GNP/GDP 4/ GNP /GDP 5/ Trade 
rate exchange -12-- -12- Year Program Year Program Rest de-

Cottntry !late system 1J rate Y month month be fore year before year before year tions I! 

Argentina 10/83 Flexible 19.0 288.2 554.7 -4.0 -3.6 -18.6 -11. 2 354.6 52 6 .8 l' 

Argentina 12/84 Flexible -9.8 608.0 735.0 -3.6 -1.9 -11. 2 -4. 2 526.8 42Q.O !.l h 

Rang lade sh 12/85 Flexlhle 1(). 5 -8.3 -6.9 -R.3 -7.4 2 5,6 15.9 Llh 

Rraztl 2/8) Flex!hle -20.5 96.5 16 3. q -6.5 -2.9 -15,R -Ill. 5 ll). 5 149. J L!h 

Chi le !/8) Flexible -1B, l 9,q 2 7 .3 -q,5 -5.4 -).4 -3.0 9.R l 5. 5 Int 

Chile 7 /85 Flexible -25.R 25. 3 30,7 -10. 7 -8.3 -4 . .I+ -3.t 11.4 52. l !1 

Co~ta R.lca 3/85 Flexible -2.7 R, 7 10.2 -f,.4 -2.8 -1.9 -1.5 11.2 12.0 l! 

nomin tcan Repuhltc 4/85 Float in!! 14 .9 35,4 35. 3 -4.6 -4. 7 -5,2 -2. 1 J0.2 15. 2 l' 

Ghana 8/84 Flexible -2).6 87 .2 8.5 -1,9 -2.9 -1,8 -2.l 39.3 31.7 Ll h 

Hung,1 ry 1/84 Flexlhle 1,4 7,3 8.4 0.2 I. J Q.8 3.4 J.8 s. 2 L\h 

Jamaica 6/R4 Floating -24.9 17.4 J0.4 -12.7 -12, J -15.2 -6.4 24.7 2 2, 3 I,! b 

J,1maica 7/85 Float !ng -14.6 29.8 23, 5 -12. 3 -11. 5 -6.4 -4. 7 22. 3 rn. 6 I.! h 

Kenya 3/83 Flexible -4.S 19 .3 10.9 -2.3 -3.2 -3.l -4.2 11. 3 11,4 LI h 

Kenya 1/85 Flexlhle -1.5 10,2 13 .1 -3,2 -4. 7 -4.2 -5. l 11.4 11.7 Lil> 

Korea 7 /83 Flex!hle -4.9 4.5 2.3 -3.7 -2.2 -1.6 -1.4 15,2 l<l.~ Llh 

Korea 7/85 Flexihle -11.9 2.3 2.8 -2.2 -1. l -1,4 -1. 5 10.6 18. 2 Llh 

Madagrtscar 12/83 Flex Ihle -14.3 20.7 10.0 -10.9 -10.2 -6.7 -4.8 -I. 5 [Jl. J II 

Madaga5c<n 4/85 Flexible -4,5 9.9 10,8 -10.2 -10.1 -4.8 -4.7 18. 3 5. l ll 

ilalawi ~ 9/83 Flexihle 1.0 11.3 11. 7 -9.5 -7 ,R -A. l -5.8 10.2 -1. l u 

Maurttanla 4/85 Flexihle -10.s 10,6 12.8 -24,3 -14 .1 -10.9 -4.o 9.0 24, l u 

Maur;ltlus 5/83 Flex!hle -2.7 8.6 5.2 -5.2 -2.5 -9.5 -~.4 10.0 17.5 u 

Mauritius 3/85 Flexihle -3.2 R.l Ii,) -2.8 -0,8 -5,5 -s.o 16. 5 1",R L!h 

Morocco 9/83 Flexlhle -7.5 5.1 12. 5 -5.r, -9.0 -10.4 -8.4 17 .4 L0.3 Lib 

Morocco 9/85 Flex!hle -12.2 8.4 8. 4 -3.2 0.3 -7. J -5.9 lli. 5 ll,rJ ll 

Nepal 12/85 Flexihle 7.0 -4.1 -4.5 -8,0 -6.9 17 .6 22,0 Lib 
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Tobie IO (concluded), Hae roecor,omt c Per f ormnne:e or Co11nttlcs with Real !';f feet Ive F.xchan~e Rn t e RttlP. 
and Floating Exchange A.ates During Fund Prograrns 

Consumer prices; Current account Fiscal h• l~nce J!ro;1d money F.xch,1nge 
l\eal l! in r<?rcent of In percent of perce11t11gc .1nd 

Exchange effective CNP/CDP 4/ CNP/GOP 5/ change 6/ Trade 
rate exchange Ye.:Jr Program Year Program Year Program Restrlc-Country !late system lf rate y month month he fore year before ye-1r he fore ye,1r t1ons 

Peru 4/114 Flex!hle -5.J UQ.6 113.9 -5.3 -2,7 -11.7 -ij.t 96.9 144. 7 lnt 

Philippines 2/83 Flexlhle -15,B 9.9 12. 2 -8.1 -ll, 1 -5.3 -3,2 16. 1 l~. 6 I.th 

Ph! I! pp Ines 12/84 FloAtlng 10.2 4A,4 26, 7 -4.S -o.3 -3,0 -2.7 7 .3 9,5 ti b 

Portugal lO/R3 Flex Ihle -0,9 21,8 Jl. l -7.2 -2.1 -15, l -17. 6 20,3 27.4 L!h 

Sf)lomon Islands 6/A.l Flex Ihle -7 ,B 10,4 7 ,4 -13,4 -13.3 -11,3 -10,ll 22,6 l 9, 4 ff 

Sr! 1.ank,, 9/83 Flex!hle 7.5 6,9 19. 4 -12.4 -4. J -10.6 -6.9 21. 7 16, lj u 

11,a lland 6/85 Flexlhle -13.0 0.4 3. 2 -5.l -3.S -4.9 -6.2 20.2 to. 2 11 

Turke1 6/83 Flax Ihle -4.R 27,7 35,9 -1.P -3.8 -6, 5 -R,O ~9.R 17. R f.lh 

i11rkcy 4/84 Flexihle 2.1 33.1 SJ.2 -3.1! -2.11 -~.o -8.5 37.R 50.0 Llh 

ff::prnrta Q/al Floating -37.0 27, 2 20.2 -2,6 -t. 2 -3,4 -4,0 51.0 7(),() Int 

Tlr11p,11ay 4/!IJ Floating -30,9 21.4 4'1.0 -11,J -4.0 -11!.4 -16,4 16, l lR,O l.lh 

Hn.tP,;mty 'l/85 Floating -8.3 61!,0 75. 9 -2.5 -2. 7 -9.3 -6.~ 49,9 9!.2 u 

\.lt! stern ~.:it"l:oa 6/1!3 Flex!hle -l ,5 IJ,11 19, 7 -17, I -11,2 -14,6 -2.2 J 5.4 !6.6 u 

Western Samoa 7/84 Flexihle -9.o 19, 4 9,0 -11.2 -11.2 -2.2 -4,6 16. 6 9.o tih 

Yugos la:v la 4/M Flex Ihle -0.2 4 5,B 5 7. l o.5 2,0 ~ 7. 5 ~4.5 II 

Yugoslav!• 4/8 5 Flexible -4. 5 57,l 76 .2 2.0 l.O 6n.8 59.J I) 

Zatre 12/83 Floating -62,2 70.9 60.4 -I!. I -7. 5 -3,0 -3. 5 74.8 )4.2 Lib 

7.aire 4/85 Floatln!f -13.9 35.7 25,2 -7.5 -6,9 -3,5 -2,2 )4, 2 27,3 u 

Zamh!a 7/8• Flexible -7 .9 20.4 2 5,1 -6,4 -10,2 -1 •• -7,1 ll .l !R,o Int 

7.!mhahwe J/83 Flex th le -9.2 16, J 20,4 -11,l -11.4 -9.2 -10,9 25.J 0,) u 

l/ The classification of the exchan5e rate system refers to the program period, flexlhle arrangements Include exchange rate systems 
wh;-re the real effective exchange rate ts kept constant or changed and crawling peg systems. 

~, The real effective exchanne rate ls calculated as the change In the 12-month period be81nnlng with the month of program approval 
co~p~red to the 12-month period preceding the progrAm • 

!J 

.1/ The rate of increase lri consumer prices before is rneasured as the avera~e tncte<!\se fn the 12 months preceding the month oF progra!n 
approv.al on a year-over-year hasls Yhtle afterrefers to tne average Inflation rate In the first 12 months of the program. Where a period 
of le5s than 12 montl1s has occurred after~pro11ram, the Inflation figure refers only to the relevant numher of months for whld, data Is 
Avallahle, with !lecemher 19R5 he!ng the i .. t month nf consumer price infor,,,atlon for all countries, 

4/ The current 11ccount halance (lnclttd!ng off!c!al transfers and, if appl!cable, after reschedullng) as percent nf GNP/CDP refers to the 
calendar or fiscal year halance hefore and during the program year, 

~/ The fiscal balance In percent nf ClNP/GOP comprises the hroadest concept of fiscal ha lance (after reschedul Ing) for each country and 
·re"'fers to the calendar or fiscal year hefore and during the program year« 

6/ Average annual change In hroad money in the calendar year before and after pro11ram approval, ln certain countries the Increase 
re""fers to ~nd-of-pertod lnrre~se. 

7/ f,.n overall evaluation of the changes !n restrlctlvenes• of the trade and payment system during the program period. 
8/ ~f.1lawl has an Extended Arrangement; the program year refers to the second progra111. year. 
U ' Unchangea 
lnt ~ lntensiflcation 
Lib• Llberlall~atton 



TO: 'llte Managing Director 
The Deputy Managing Director 

FROM: c. David Finch~ 

SUBJECT: Surveillance 

1986 MAY -9 PM 6: 18 
May 9, 1986 

The purpose of this memorandum is to set down the various 
lessons from our experience with the implementation of conditionality 
which I believe are relevant to the strengthening of surveillance. This 
would seem particularly relevant at this time when certain aspects of 
surveillance will relate to its implementation within a system of 
objective indicators. The issues discussed below are also relevant for 
your consideration of the briefing paper for the consultation with the 
United States. 

The essential element which underlies the formulation of 
policy programs for Fund arrangements is the availability of an 
appropriately quantified framework to assess the consistency and 
sustainability of policies. The detailed specification and quantifica
tion of the member's policies and analytical framework provide the 
required basis for the Board's assessment and endorsement of these 
policies, consistent with the conditional nature of Fund resources. 

The key performance criteria relating to total domestic 
credit, credit to the Government and external borrowing derived within 
this framework monitor the implementation of agreed policies to keep · 
domestic demand in line with the envisaged availability of resources. 
These and other performance criteria appropriate in the member's 
circumstances provide the necessary assurance to the Fund that continued 
access by the member reflects effective implementation of those policies 
necessary for the achievement of the programmed b~lance of payments and 
other objectives. Provided that the quantified performance criteria are 
observed, no further review by the Fund is required for drawings by the 
member. However, failure to observe the performance criteria (or 
advance indication that the criteria will not be met) is a signal that 
the position, policies, and prospects of the member should be reviewed, 
and therefore the member is to consult with the Fund before requesting 
further drawings. 

A similar set of elements would seem relevant for the purpose 
of strengthening surveillance. In my view, a first essential element is 
the strengthening of the framework for the assessment of members' 
policies, both individually and for the purpose of multilateral surveil
lance. Unless key policy instruments are analyzed in a reasonably fully 
specified and quantified framework, not only in the short-term but also 
in the medium-term, the issue of consistency (internally and with the 
policies of other members) and sustainability cannot be fully 
assessed. The 100re detailed specification and quantification of the 
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member's policies and of the analytical framework would provide the 
basis for more sharply focused staff analysis and discussion by the 
Board of key areas of concern and of the size of appropriate adjust
ment. Progress in specifying more fully policy plans and in developing 
comprehensive quantified policy frameworks to assess short- and medium
term prospects will thus need to be carried forward. 

A second issue concerns the follow-up to the initial assess
ment of policies. As already agreed by Executive Directors on the 
occasion of earlier reviews of surveillance, a supplemental consultation 
could take place if the conclusion of an Article IV consultation left 
serious doubts about the appropriateness of a member's policies. Tile 
Fund also has the authority, in case of subsequent unexpected develop
ments or changes in policies, to initiate further discussions with the 
member under the supplemental surveillance procedure. While use of the 
supplemental surveillance procedure has remained exceptional, current 
interest in objective indicators to monitor and assess developments 
could provide a basis to develop performance-criteria-equivalent indica
tors which would facilitate the use of the supplemental surveillance 
procedure. 

Monitoring criteria or benchmarks derived within the quanti
fied policy framework could, as part of surveillance, strengthen the 
continuous monitoring of the implementation of those policies described 
by the member as part of the consultation process. Evidence of a 
departure from the authorities' strategy based on the quantitative 
monitoring or, even earlier, if it is clear that the strategy described 
in the earlier consultation will be substantially altered would provide 
the basis for a supplemental consultation with the member, which could 
be initiated either by the Fund or the member. As is the case for con
sultations with members following the breach of performance criteria 
under Fund arrangements, the supplemental consultation would provide an 
opportunity for the member to explain (and other members to assess) why 
a different strategy seems preferable or what actions are considered to 
correct earlier devia~ions. 

It would not seem either necessary or feasible, however, to 
apply such monitoring rigidly across quantified "indicators" or.across 
countries. As is the case for performance criteria under Fund arrange
ments, the monitoring criteria which would trigger a further review with 
the Fund should be limited to those which indicate departures from the 
strategy described earlier by the member which are both important and of 
suf-ficient concern to the Fund. Tilus, and while the greater specificity 
and quantification.outlined earlier would help strengthen the consulta
tion process with all members, only in those cases when Executive 
Directors consider a matter to be of sufficient importance to warrant 
close scrutiny would review-linked performance criteria be specified. 
In those cases, as is done for members with Fund arrangements, a time 
path should be specified, consistent with the authorities' overall 
strategy, which would allow continuous monitoring of developments • 

. • '. . 
~~ ·~'_{..;;~'~2!! ,~ /.~·~{,: 
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Developments which underlay the emergence of major imbalances 
in recent years and the key concern of the Fund in promoting a stable 
and orderly international trading and financial environment suggest that 
fiscal and monetary policies will be central monitoring criteria. In 
addition, earlier discussions and the communique of the Tokyo Summit 
have highlighted several other indicators which the forthcoming paper on 
objective indicators will be examining more fully. 

As was noted in Mr. Wiesner's memorandum forwarding the 
briefing paper for the consultation with the United States, some of the 
issues discussed above had already been raised within the staff as they 
relate to the United States. nte large fiscal deficit and how to 
correct it are appropriately singled out in the brief as the key 
domestic and international policy issue. However, both discussions with 
the authorities and the Board discussion concluding the consultation may 
again precede the adoption of a budget for the next year. In light of 
the importance of developments in this area, this would provide a good 
opportunity to initiate the procedure described above, building on it on 
a case-by-case basis and also taking into account the discussion of the 
broader issue of objective indicators later in the summer. 

cc: ~ ds of Departments 
Mr. Brown 
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TO: The Managing Director May 8, 1986 

FROM: 

The Deputy Managing Director 

C. David Finch 'WJ ,-;.., Q.,,7 
Experience of Developing Countries with 

~' j 

~,U, "'J.i.4 
SUBJECT: 

Floating Exchange Rate Systems .. 
I attach, for your consideration and approval, a paper for the 

information of the Executive Board on developing countries' recent 
experience with floating exchange rate systems. The paper has 
benefitted from suggestions and· detailed comments provided by area and 
other functional departments. 

I think that the experience gathered in recent years with the 
use of floating systems by developing countries provides an adequate 
basis for further examination of the potential for the systems in other 
developing countries. As the paper notes, there had been concerns 
regarding the capacity of developing countries for managing the systems, 
given their limited institutional depth. The outcome of the examination 
of the experience with the design and implementation of interbank and 
auction markets is that the main problems have come from inappropriate 
intervention by authorities to limit the openness and freedom of the 
markets. Where the markets have been left to function as intended, they 
have generally done so effectively. This points up the necessity of 
close monitoring of the arrangements. 

In addition to addressing the problems of actually 
implementing the systems, the paper reviews the experience with their 
performance to date against certain expectations. The main concerns had 
been that the floating exchange rates would prove volatile in these 
countries and would add to inflationary pressures. Also examined in the 
paper on the basis of available data are the main benefits that were 
expected from floating exchange rates; namely, that they would assist in 
absorbing parallel exchange markets and thus curb capital flight, and 
that they would prevent the incurrence of new arrears and end the drain 
on official reserves resulting from official intervention to manage the 
rate • . It seems clear from the available data that the fears regarding 
the instability of the systems have not been well-founded. There is 
some evidence that capital flight has been curbed by the systems, that 
reserves use has been curtailed and even some build-up achieved, and 
that inflation has tended to recede rather than to gain momentum. 
However, the evidence is still very recent and of relatively short 
duration, and the paper accordingly takes a low-key approach in 
presenting it. 

In this latter area, you may wish to be aware that concern was 
expressed on certain paragraphs in the paper, particularly in 
Section III, that relate to genera l economic perf ormance in countrie s 
with the floating rate systems, both before and after the float and in 
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relation to managed floating countries. ~e recognize that such 
comparisons have to be qualified and interpretations of their 
appropriateness differ. On balance, we felt that they contained 
relevant information and have retained them with the appropriate 
qualifications. Your reactions and guidance on these points would be 
welcome. 

Finally, it might be useful to note that the paper could run 
into the objection that the Fund is advocating floating rate systems for 
developing countries at a time when industrial countries are heading 
towards more managed arrangements. However, the paper also makes it 
clear that the case for floating in developing countries is very much a 
function of low reserves and arrears, and political difficulties in 
maintaining correct rates through fixed or managed arrangements; 
characteristics that are generally not present in industrial 
countries. There is also the point that, in a sense, the two groups are 
converging. 

cc: Heads of Departments, AFR, ASD, 
CBD, EUR, LEG, MED, RES, WHD 
Mr. Brown 

,··,·· . 
. -.: . - .. --· -'----':. , : :_ .. ::.._ii:::,,-·.:~,_:;.~: . 
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Of /ice Memorandum 

TO: Mr. Quirk DATE: May 6, 1986 

FROM: F. van Beek 

SUBJECT: Experience of Developing Countries with Floating Exchange 
Rate Systems · · · · · · ~-----.. -

This draft paper presents a useful summary of the recent 
experience with floating exchange rates in developing countries in 
respect of the institutional and practical elements of the system and 
the role of the Fund in implementing them. However, the part of the 
paper revi.ewing the outcome of these systems in a "broader macro-
economic context" (Section III) _does not, in our view, deal adequately 
with the experiences of the individual countries and hence does not 
serve as a basis for the conclusion that a floating exchange rate cannot 
substitute for appropriate economic policies or that a floating rate 
system is better than other types of exchange arrangements. To some 
extent, this problem reflects the relative shortness of the sample 
period. More importantly, however, it would seem to be inherent in the 
approach that was adopted, which is to deal separately with inflation, 
output, balance of payments results, etc., and to examine how each of 
these variables behaved in the sample countries. 

In order to do justice to the experiences of the various 
countries, it would be necessary, we believe, to analyze more fully, for 
each country separately, the· circumstances that gave rise to floating, 
and the pre- and post-floating developments in policies and in the main 
economic variables. Such an approach would, for example, allow the 
paper to deal more adequately with the inflation experience in Uruguay 
(p. 65)--as it stands that discussion does not go anywhere, and we 
suggest that it be dropped. It would also allow more insight into the 
lnflation experience in the Dominican Republic than is offered by the 
one-sentence observation that " ••• the decline in inflation partly 
reflected the real effective appreciation of the peso after floating" 
(p. 64). And it would help provide some insight into the divergent 
behavior of the real effective exchange rate in the various countries 
that is noted on p. 52, and into the divergent behavior of foreign
currency denominated deposits in Uruguay and Zaire that is noted on p. 
57. 

Some other points that contributed to our unease about 
Section III are: 

1. The analysis of exchange rate developments (pp. 51-52) 
starts off by making a number of generalizations that do not seem to be 
borne out by the charts. It is not clear that in all countries the 
nominal and real effective exchange rates initially depreciated (p. 51), 
and it is not correct that in all countries the nominal effective 
exchange rate depreciated on balance· from the introduction of f+oating 
to the end of 1985 (p. 52). Also, it does not seem very useful to 
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compare the behavior of the official exchange rate before and after 
floating (p. 51) in cases where the exchange rate in the parallel market 
had already depreciated substantially, and the market was then 
unified. In the conclusion, a reference is made to "overshooting" of 
the rate, but the discussion does not really address that issue. 

2. 
floating (p. 
programs with 
reserv.es. 

The discussion of movements in reserves before and after 
57) does not consider the possibility that the countries' 
the Fund may have called for an increase in gross 

3. The discussion of the impact on economic growth of 
floating exchange rates (pp. 59-60) could be shortened considerably. 
After all, ·the only point to make here is that the experience is too 
short. In general, the discussion of export and import behavior in the 
different countries does not allow one to judge how the trade perfor
mance related to the economic policies which these countries pursued. 

4. The comparison of performance under floating with managed 
flexibility leaves the clear impression that floating is superior. 
However, as the paper itself notes (p. 66), there is a problem of sample 
size, and no attempt is made to separate out the roles of domestic 
policies and exter~al events. Also, the question arises whether, and 
under what conditions, the impact of a floating exchange rate is dis
tinct from that of the depreciation which it may facilitate; this 
question is tou;hed upo~, but is not addressed as such. Would it not be 
better to leave these issues· for a separate study? 

Three small points: (1) the term "black" or "illegal" market 
is used repeatedly to refer to a group of countries that includes at 
least one--the Dominican Republic--where the parallel market was never 
black and was de facto legalized before floating began; it would help if 
this term were not used at all or used only for references to countries 
where.such markets were or are in existence; (2) given that the official 
exchange rate of the Dominican peso had been unchanged since 1947, it is 
to be expected that the peso showed "an unambiguous increase in vola
tility" (p. 53); and (3) in principle, valuation changes in official 
reserves are not an unidentified transaction, as is implied on p. 56. 

Country-specific comments on Bolivia, 
and Uruguay were sent already on Friday, May 2. 
being forwarded separately today. 

the Dominican Republic 
Comments on Jamaica are 

cc: Mr. Finch Mr~ Ouattara 
Mr. Hood Mr. Shaalan 
Mr. Wh:ittome Mr. Tun Thin 
Mr. Gianviti Mr. Zulu 

/ 
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Of /ice Memorandum 

TO: Mr. van Beek 

Hans Flickenschil~ 

DATE: May 2, 1986 

FROM: 

SUBJECT: Comments on "Experience of Developing Countries with Floating 
Exchange Rate Systems" 

Some comments by Mr. Kohnert on the above draft are 
attached. I agree with him that the presentation of the descriptive 
material is at times tedious and that too little emphasis is given to 
the importance of supporting policies in gauging the success of floating 
rate systems in achieving such external and internal objectives as 
exchange rate and price stability and economic growth. 

Given the tight review deadline, our comments on the text 
references on Bolivia are too numerous to permit their inclusion in this 
memorandum. The text pages with our pencilled comments are attached 
instead. 

Attachments 

cc: Mr. Loser (on return) 
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• Of /ice Memorandum 

TO: 

FROM: 

SUBJECT: 

Mr. Flickenschild 

Peter Kohnert P~ 
DATE: May 2, 1986 

Comments on Draft Paper: Experience of Developing Countries 
With Floating Exchange Rate Systems 

General Comments: 

1. The description of the institutional setting contains very 
useful material. However, since the expected issues of discussion are 
whether and to what extent an exchange arrangement in the form of an 
auction system or an interbank system is useful for the stabilization 
and economic development of a developing country, I would suggest to put 
these descriptions into an appendix. 

2. One would expect in such a paper a broader economic 
analysis of the experience of the relevant countries with floating 
exchange rates. However, no deeper insights are presented in this paper 
as is demonstrated by the following three examples: 

a. Page 52, second paragraph 

In this paragraph, it is mentioned that, after the initial 
exchange rate correction, in some countries the exchange rate 
depreciated, while in others it appreciated. No reference is made as to 
whether changes in economic policies or purely speculative behavior of 
market participants were the reasons for the different exchange rate 
movement. For example, in Bolivia the exchange rate depreciated shortly 
after the initial depreciation in reaction to a marked terms of trade 
loss which occurred in the wake of the collapse of the international tin 
agreement. 

b. Page 57, first paragraph 1 

The statement that "Foreign currency-denominated deposits 
fell in Uruguay in the floating period, and increased in Zaire" is by 
itself meaningless. No reference is made to the relationship between 
interest rate and exchange rate policy. 

c. Page 59, last paragraph 

On the impact of floating on output and trade a textbook 
statement is made: 

"A depreciation has an immediate negative impact on 
domestic absorption as it reduces real wealth through its 
impact on the price level and real incomes, unless wages 
fully accommodate the impact of the depreciation." 
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No analysis is offered whether this condition is 
applicable to the developing countries under study. 

I think it is crucial to discuss these issues in greater 
detail and within a broader framework of economic analysis in order to 
be able to evaluate the pros and cons of a flexible exchange rate 
policy. 
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TO: 

FROM: 

SUBJECT: 

Office Memorandum 

DATE: Mr. van Beek )~~ 

J. Gonzalez (}w 
Experience· ofn:veloping· Countries· ·with Floating 
Exchange Rates 

May 2, 1986 

The following are comments on the above-mentioned draft paper 
insofar as it relates to the Dominican Republic: 

Page 5, ·unes· 6-8. The initial par value of the Dominican 
peso was established at 1:1 to the U.S. dollar in February 1948 
(37 years before floating), and the 1:1 parity had been in effect for 
many years prior to that date. 

Page 17, lines· 5· ... q. Rem! ttances from nonresidents are also 
exempt from surrender in the Dominican Republic. It is more correct to 
say that only traditional exports of goods and services subject to the 
exchange surcharge (sugar, cocoa, coffee, tobacco, and most services 
other than tourism) are subject to surrender requirements. 

Page 40 (Table 3). The first part of footnote 1 is confusing, 
· and if I understand its meaning correctly, it does not apply to the 
Dominican Republic where an illegal parallel market never existed in 

>.: recent history (except for a very brief period in late 1983-early 
·1984). The parallel market in the Dominican Republic, while never fully 
authorized until late 1982, has always been tolerated. 

Pages 51-52. The paragraph starting at the bottom of page 51 
lacks in precision because it does not specify at the start that the 

.. / · behavior of the newly floating rate is measured against the pre-existing 
. official rate. The statement in lines 2-5 on page 52 is incorrect, 

<. (: since Chart 1 shows that the nominal effective exchange rate of the 
·: Dominican peso has appreciated on balance from the introduction of 

floating till December 1985. 
' : ~ ,., 

Page 58; lines 9~12. As noted before, there was no black 
market in existence in the Dominican Republic prior to the introduction 
of the float. 

Page 62. The reader is left confused because without explana
tion the last paragraph speaks of an improvement in the current balance 
of payments in the Dominican Republic in 1985 (which is correct in terms 
of U.S. dollar amounts), while the preceding paragraph says the balance 
was unchanged (which is correct in relation to GDP). Also in the· last 
paragraph, the reference to the elements behind the improvement in the 
current balance is misleading.for the Dominican Republic, where the 
improvement in U.S. dollar terms reflected an increase in the balance on 
services and transfers offset in large part by a worsening of the trade 
balance. 
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Page 64, first full paragraph. The second sentence is 
incorrect, since Chart 2 shows inflation in the Dominican Republic also 
to have decelerated below the rate prevailing before the float. The 
last sentence should be balanced by adding a reference to the very tight 
stance of monetary and fiscal policies that was maintained during most 
of the year. 

Page 90 (Table 1). The calculation of ratios of foreign trade 
to GDP depends critically on the exchange rate used, which is not iden
tified in the table; the ratios shown here are quite different from 
those presented in the latest country document (EBS/86/65), which uses 
an implicit exchange rate of RD$2 per U.S. dollar for 1984. Also, the 
definition of manufactured exports (footnote 6) seems unduly restric
tive, since manufactured nontraditional exports are excluded. 

Page 97 (Table 8). The figures presented for 1985 are program 
projections rather than the preliminary actuals. A copy of the table 
with corrections is attached. 

Page 99 (Table 10). We cannot identify the figures given for 
broad money. 

Attachment 

cc: Mr. Pujol 

/ 
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- 97 - APPENDIX 

tbfer8tbl 

GNP/GDP 

Table 8. Growth Performance in Countries With Floating 
Exchange Rates and Fund Programs 

(Percentage change, in volume terms) 

1981 1982 1983 1984 1985 

Dominican Republic 3.9 1.7 4.0 0.5 ... ~-"'::ramalca Ii ···- ,.,,v ... 2.4 o.5 1.1 -0.2 -3.8 
-···;,::~~· 

'15h ili ppines 3.4 2.7 1.3 -5.3 -4.0 
Uganda 1/ 6.o 8.0 6.o 5.0 0.6 
Uruguay 1.9 -9.7 -5.8 -2.4 0.6 

--. ' ,. Zaire 2.8 -2.2 1.2 2.8 2.5 

Developing countries 2.2 1.6 1.3 4.1 3.1 

Merchandise exports {3 -/1.0 
D<;,~~-.1;:.~~uhl-ic. 10.9 -25. 7 -1.4 ~ ~ 
~all -11.4 -14.8 5.8 -o.7 -8.0 
l'hili ppines 1.1 5.6 -5.0 -2.3 -7.o 
Uganda ]j 52.0 15.0 -12.0 -10.0 -10.0 

..,Y&!J~ 15.1 -5.0 8.9 -11.1 0.9 
Zaire -14.6 10.9 8.8 o.7 -0.2 

Developing countries -5.7 -8.2 2.9 7.1 o.4 

Merchandise imports 
-10."j -14.\1 I 

~l:in. Repuhli~ 2.2 -7 \ .,),ig g 
Jamai&:;,~_l/ 18.3 -9.I -15.8 -o:3 -12.2 

~>-"'<"·- -

-8.0 14.1 -4.0 -28.6 -12.0 Philippines 
Uganda 1/ -3.0 12.0 -4.o 8.0 -12.0 
Uruguay- -12.0 -32.0 -23.8 -3.9 -5.o 
~rre- -9.6 -12.2 

I 

-7 .6 -o.4 4.2 

Developing countries 7.1 .:.4.2 -3.2 2.2 -0.3 

Sources: IMF, World Economic Outlook, February 1986; Executive 
Board Documents; and staff estimates. 

1/ Fiscal years. 

1-1/ 
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Office - ~U'" Cl'n:LJ' 
Mr. Finch 

A. S. Shaalan 
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Subject: Experience of Developing Countries with 
Floating Exchange Rate Systems 

May, 2, 1986 

In general, the paper provides an interesting and informative 
review of the experience of the relatively few developing countries than 
have adopted floating exchange rate regimes in the past few years. The 
descriptive material, especially that relating to the institutional 
arrangements for the implementation of a floating exchange rate is very 
useful. We have the following specific comments. 

1. The actual exchange market practices described in the 
paper are much different from the expectations engendered by the first 
sentence which speaks of "market determined floating exchange rates." 
In fact, all the case studies covered in the paper involve varying 
degrees of central bank intervention in the exchange market's 
operations, whether it be an interbank or an auction market, and the 
reasons for this are amply demonstrated in the paper itself (e.g., 
Table 1). Accordingly, it would seem appropriate to qualify the concept 
of "market-determined" exchange rates. 

2. The reasons for floating, outlined in Section I.l. give 
the somewhat misleading impression that different countries arrived at 
the same policy conclusion on the basis of independent evaluations of 
various exchange rate options. On page 39, however, ane is reminded 
that in nearly all cases, the Fund's influence was an important, if not 
overriding, consideration. It would, perhaps give a clearer picture of 
the circumstances in which floating exchange rates were adopted by the 
countries under review if these two elements were linked. 

3. Since it is not immediately apparent why the U.S. dollar 
is used as the basis for comparing pre- and post-float variability 
(Section III.l.a), it would be helpful to specify that the sample 
countries' currencies were initially pegged to the U.S. dollar. 

4. The assertion (p. 42) that "when market participants 
perceive that the exchange rate is realistic, positive developments in 
the capital account may be anticipated," should be further qualified. 
Since most of the countries covered in the paper suffered political 
instability and economic mismanagement over a long period, the move to a 
realistic exchange rate would surely not by itself be sufficient to 
rebuild confidence and change expectations overnight. 

5. Some of us were uneasy with the section dealing with 
macroeconomic performance, feeling that despite the qualifications, one 
was left with the impression that too much credit was being give~ to 
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floating exchange rates and not enough weight to other policies, 
including fiscal and monetary restraint. Given a determination to 
follow restrained fiscal and monetary policies, it could be shown that 
managed exchange rates are equally effective. Thus, the point, made a 
little awkwardly on page 69, that could be stressed more forcefully is 
that for exchange rate policy (managed or floating) to be effective, it 
must be supported by other policies that promote economic growth and 
stability. 

6. The assertion (p. 69) that "flexible exchange rate 
arrangements ••• may be the only realistic option for members with 
severe balance of payments difficulties ..... should be qualified. As it 
is now expressed, it is open to challenge on theoretical grounds as well 
as on practical grounds by those who claim it is unrealistic to expect a 
developing country to float its currency. 

7. The characterization of the Lebanese pound as floating 
for more than ~hree decades (p. 1) is of dubious validity. In fact, the 
exchange rate of the Lebanese pound was quite stable during the 1950s 
and early 1960s before large inflows of remittances and capital from 
neighboring countries forced the authorities'_to allow the currency to 
appreciate gradually. It is only in the last decade following the start 
of the civil war that the authorities have allowed the value of the 
currency to decline. We would suggest that the reference be rephrased 
to indicate that the Lebanese pound has been floating for "several 

·years. 

8. The tables accompanying the paper require a few small 
corrections: 

a. Table l (p. 11)--with regard to forward exchange 
· market developments, Lebanese banks already offer such facilities. 

b. Table 3 (p. 40)--since Lebanon has never had a 
program with the Fund, it is suggested that the relevant indications in 
the table be changed from "No" to "Not Applicable." 

c. Chart l (p. 81)--we are not aware of the existence 
of any parallel rates in Lebanon as indicated in the chart. 

cc: Heads of Departments (AFR, ASD, CED, EUR, LEG, RES, WHD) 
Mr. Quirk 
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TO: 

FROM: 

Of /ice Memorandum 

Mr. Quirk --- ' F. van Beek~-·· 

DATE: May 2, 1986 

SUBJECT: Experience of Developing Countries with Floating l Exchange · Rat: Systems · · · · · · 

In order to help expedite the task of finalizing this draft 
paper, I am sending you the country-specific comments for Bolivia, the 
Dominican Republic, and Uruguay (Jamaica is still pending), in advance 
of some general comments we are preparing. 

In the case of Bolivia, I would draw your attention especially 
to the continued existence of the parallel market, which makes it 
inappropriate to speak of a "unified float·" (page 5) and "absorption of 
the paralJel market" (pages 57-58). In this connection, it might help 
to define precisely the concept of a unified float. Please note also 
that the Pacific Division has raised a question about the reference to 
Chile (page 1) as an early example (since the floating rate arrangement 
in 1982 lasted less than two months), and about some of the figures 
shown for Chile and Peru in Table 10 (pages 99-100). 

In the case of Uruguay, we have great difficulty with the 
,paragraph on page 65 discussing the inflation experience. We suggest 
that it be dropped, or else redrafted along the lines that may be found 
in recent staff reports. 

Attachments 

/ 



0 Of /ice Memorandum 

TO: Mr. van Beek 

FROM: Desmond Lachman 

SUBJECT: Experience of Developing Countries 
with Floating Exchange Rates 

DATE: May 1, 1986 

The following are the comments I have on the above mentioned 
paper insofar as it relates to Uruguay. I would draw special attention 
to the comment about the reference to Uruguay on page 65. 

1. On page 5 it is suggested that Uruguay had a dual exchange 
market prior to the floating of its exchange rate in November 1982. 
This is rather misleading as the two exchange markets were unified de 
facto in October 1978. 

2. On page 6 Uruguay should be included among those 
countries which adopted a floating rate because of acute balance of 
payments difficulties and in particular because of massive capital 
flight. Accordingly, I would also suggest the suppression of the 
discussion at the top of page 7. 

3. On page 32 in discussing problems emanating from wild 
seasonal fluctuations in tourist receipts, the case of Uruguay might 
also be mentioned. 

4. On page 38 (Table 2) and on page 39 it is not correct that 
the establishment of a unified floating exchange system was a 
performance criterion under an existing program. Under the 1985 program 
with Uruguay, the authorities are commited to not intervening in the 
exchange market and there is an international reserve test. This, 
however, is not equivalent to having the floating of the exchange rate 
as a performance criterion, since there is nothing stopping the 
authorities from accumulating additional international reserves in the 
event of upward pressure on the rate. 

5. At the bottom of page 39 one cannot really describe 
Uruguay's move to a floating system as gradual given the abrupt move in 
November 1982 from a preannounced schedule of depreciation to a floating 
rate and the subsequent 40 percent decline in the value of the currency 
within a few weeks. 

6. On page 41 I am not sure what this sentence is saying in 
the Uruguayan context. 

7. On page 59. The exception of Uruguay from the category of 
countries having serious balance of payments problems prior to floating 
is not accurate. 
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8. On page 65. The discussion of Uruguay as "an example of a 
country in which it has not been possible to prevent a continous 
acceleration in prices" is inaccurate and gratuitous. I would suggest 
that it be dropped. 



Of /ice Memorandum 

TO: Mr. van Beek DATE: May 2, 1986 

FROM: J. Gonzalez 

SUBJECT: Experience o Developing Countries with Floating 
Exchange Rates 

The following are comments on the above-mentioned draft paper 
insofar as it relates to the Dominican Republic: 

Page 5, lines 6-8. The initial par value of the Dominican 
peso was established at 1:1 to the U.S. dollar in February 1948 
(37 years before floating), and the 1:1 parity had been in effect for 
many years prior to that date. 

Page 17, lines 5-7. Remittances from nonresidents are also 
exempt from surrender in the Dominican Republic. It is more correct to 
say that only traditional exports of goods and services subject to the 
exchange surcharge (sugar, cocoa, coffee, tobacco, and most services 
other than tourism) are subject to surrender requirements. 

Page 40 (Table 3). The first part of footnote 1 is confusing, 
and if I understand its meaning correctly, it does not apply to the 
Dominican Republic where an illegal parallel market never existed in 
recent history (except for a very brief period in late 1983-early 
1984). The parallel market in the Dominican Republic, while never fully 
authorized until late 1982, has always been tolerated. 

Pages 51-52. The paragraph starting at the bottom of page 51 
lacks in precision because it does not specify at the start that the 
behavior of the newly floating rate is measured against the pre-existing 
official rate. The statement in lines 2-5 on page 52 is incorrect, 
since Chart 1 shows that the nominal effective exchange rate of the 
Dominican peso has appreciated on balance from the introduction of 
floating till December 1985. 

Page 58, lines 9-12. As noted before, there was no black 
market in existence in the Dominican Republic prior to the introduction 
of the float. 

Page 62. The reader is left confused because without explana
tion the last paragraph speaks of an improvement in the current balance 
of payments in the Dominican Republic in 1985 (which is correct in terms 
of U.S. dollar amounts), while the preceding paragraph says the balance 
was unchanged (which is correct in relation to GDP). Also in the last 
paragraph, the reference to the elements behind the improvement in the 
current balance is misleading for the Dominican Republic, where the 
improvement in U.S. dollar terms reflected an increase in the balance on 
services and transfers offset in large part by a worsening of the trade 
balance. 
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Page 64, first full paragraph. The second sentence is 
incorrect, since Chart 2 shows inflation in the Dominican Republic also 
to have decelerated below the rate prevailing before the float. The 
last sentence should be balanced by adding a reference to the very tight 
stance of monetary and fiscal policies that was maintained during most 
of the year. 

Page 90 (Table 1). The calculation of ratios of foreign trade 
to GDP depends critically on the exchange rate used, which is not iden
tified in the table; the ratios shown here are quite different from 
those presented in the latest country document (EBS/86/65), which uses 
an implicit exchange rate of RD$2 per U.S. dollar for 1984. Also, the 
definition of manufactured exports (footnote 6) seems unduly restric
tive, since manufactured nontraditional exports are excluded. 

Page 97 (Table 8). The figures presented for 1985 are program 
projections rather than the preliminary actuals. A copy of the table 
with corrections is attached. 

Page 99 (Table 10). We cannot identify the figures given for 
broad money. 

Attachment 

cc: Mr. Pujol 
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GNP/GDP 

Table 8. Growth Performance in Countries With Floating 
Exchange Rates and Fund Programs 

(Percentage change, in volume terms) 

1981 1982 1983 1984 1985 

_Dominican Ref~9lic 3.9 1. 7 4.0 0.5 ~ -Jamaica 1/ 2.4 0.5 1.1 -0.2 -3.8 
~11.'ilppines 3.4 2.7 1.3 -5.3 -4.o 
Uganda }j 6.0 8.0 6.0 5.0 0.6 
Uruguay 1.9 -9.7 -5.8 -2.4 0.6 
Zaire 2.8 -2.2 1.2 2.8 2.5 

Developing countries 2.2 1.6 1.3 4.1 3.1 

Merchandise exports ~-~ - /1.0 
Dominicau_~~Ruhl~c 10. 9 -25. 7 -1.4 ~ ~ 
Jama~_a 1/ -11.4 -14.8 5.8 -0.7 -8.o 

"1>hili ppines 1.1 5.6 -5.0 -2.3 -7.0 
Uganda }j 52.0 15.0 -12.0 -10.0 -10.0 

...]ruguay, 15.1 -5.0 8.9 -11.l 0.9 
Zaire -14.6 10.9 8.8 0.7 -0.2 

Developing countries -5.7 -8.2 2.9 7.1 0.4 

Merchandise imports 
-10. ~ -14.\ / 

i 
Dominiiall Re~ubJjc_ 2.2 -7 \ .>oQ Q 

Ja.E!il&,a 1/ 18.3 -9.I -15.8 -o:3 -12.2 
Philippines -8.0 14.1 -4.o -28.6 -12.0 

Uganda }j -3.0 12.0 -4.o 8.0 -12.0 
Uruguay -12.0 -32.0 -23.8 -3.9 -5.0 
-~ -9.6 -12.2 -7.6 -o.4 4.2 

Developing countries 7.1 -4.2 -3.2 2.2 -0.3 

Sources: IMF, World Economic Outlook, February 1986; Executive 
Board Documents; and staff estimates. 

1/ Fiscal years. 

I.J/ 

I.~ 



-

. ' 

4/28/86 

INTERNATIONAL MONETARY FUND 

Recent Experience of Developing Countries 
with Floating Exchange Rate Systems 

Prepared by the Exchange and Trade Relations Department 
(In consultation with other departments) 

Approved by C. David Finch 

April , 1986 

Introduction 

In recent years, an increasing number of developing countries have 

adopted market-determined floating exchange rates. This development has 

represented a significant step forward in the evolution toward exchange 

rate flexibility that has taken place in the developing country group 

since the adoption of generalized floatlng by industrial countries in 

1973. Before 1983 there had been only isolated instances of floating by 

_developing countries in the context of the post-Bretton Woods regime. 

Lebanon has had such a floating exchange rate for more than three 

decades. Other experiences with market-determined floating rates were .·. \.. ' 
lJ J. , JJ.,...c~'I"' \ . 

quite shortlived, lasting for less than o~_:_LE:.~..:_(Mexico--1976/77, ~"1)"1"\.t_ t"""'"t ,.,..; 

-~ -- ) '\ rj..j. e,._ • 1..\ Argentina--1978, C,t'ta Rica--1981, an~ Chile 1982 ·--~;;,,.'- ------------~·"·---s'·,..:.;S.i,-w 
-~- ..... -;;;;;- . . A\. J ~ G \ 

......-Discussion of the scope for floating_exchange rates in developing t-d)'-

countries has been. characterized by concerns that in most of these 

countries exchange markets are thin and financial markets in general are 

underdeveloped, increasing the potential volatility of market-determined 

rates and the cost of hedging against it. In the literature, the use of 

•" ~- : ,,,;:" . 

·:,:.:·~.,-...::i~ .. ).-.-:,:·, :·:.:. .. 
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flexible management of reserves rather than exchange· rate flexibility 

and the adverse consequences of floating systems for domestic price 

stability, have often been emphasized, and the discussion has questioned 

the developing countries' capacity to operate market-determined exchange 

rates. ]J Despite this, within the past four years countries with 

fairly diverse economic and financial structures have adopted market

determined.exchange rate systems. The first step toward the more 

widespread use of floating exchange rate systems by developing countries 

was the introduction by Uganda in mid-1982 of a secondary auction market 

for foreign exchange. Uruguay adopted a unified floating rate in late 

1982. This was followed in close order by Jamaica, Uganda, and Zaire in 

the first half of 1984 {in each case involving unification of an 

existing official market and a free market introduced in the context of 

a Fund program). The Philippines 

floating markets, and Guinea put in place arrangements for transition 
1.....-n... 

to. ~ 

a float. 

General aspects of exchange rate policies in developing countries 

were reviewed by the Executive Board in 1982. ~/ Developments in 

exchange rate arrangements on the basis of the Fund's classification 

1/ For recent surveys of the literature on exchange rate regimes in 
de;eloping countries, see.Peter Wickham, "The Choice of Exchange Rate 
Regime in Developing Countries," Staff Papers, June 1985, and John 
Williamson, "A Survey of the Literature on the Optimal Peg," Journal of 
Develogment Economics, 11 (1982), pp. 39-61. 

~/ Exchange Rate Policies in Developing Countries," (SM/82/8, 
1/11/82). 

1\...-l.itA~ 
' I'--~,. 

f"':'") t • 
, J JA{\.., J",r.> 
t!...'t ~~,:J~· 

,.11...... ,._t.,,..t,._ I 
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The nine developing countries which had adopted independently 

floating systems!/ had previously implemented a broad spectrum of 
1/11 , a.. I./IJ) 

I I 
~~~~ 

arrangements. Bolivia c~aged float in which the C~ i,. ---~,: 
.............------ . bbl.~ ... k, 

exchange rate against the intervention currency was changed frequently _L't.JJL l' 
~)· .... 

in an attempt to counteract the effects on competitiveness of rapid 

domestic inflation. In the Dominican Republi<:_on the other hand, there r.1,,...,~,, [,' ·Pt:\ 
l ,, 

"'""' ~ ). had been a one-to-one parity with the U.S. dollar for over twenty . ~I/ 
years. The Gambia changed from an exchange rate that was fixed against f'J-5~; 
the pound ·Sterling, while the Philippines changed from a system of 

managed flexibility vis-a-vis the U.S. dollar that involved small but. 

frequent changes, and Uruguay had an exchange rate involving 

preannounced changes in .terms of the U.S. dollar. Zambia had previously 

fixed its exchange rate in terms of a composite currency basket. 

Several of the countries with an independently floating exchange 

rate had previously maintained arrangements involving a fixed or managed 

exchange rate for some transactions combined with a free floating market _ ~ \ 
-~ 1+ <l!"L-4',l'lvlli>\... 

for other transactions, before moving to a(unifi.ed, float (Bolivia, t f"\.' I ,_~ 
. < cm-~ n c::-- - I .I 11\J- {.,~lfJ ~ 

Dominican Republic, Guinea; Jamaica, South Africa, Uganda, Uruguay, ·and· J. )":::; .. 
Zaire}. In three of these countries, the multiple exchange rates were tl--tL ~ 
maintained for a short period of time as a transitional device before _,t.,,.t:.,i-,,,.. f ~v', 

During the transition period foreign exchange transactions ~- l>'ht\.. _, unification. 

1/ The determination of countries as "independently floating" is 
based on the limited extent of the authorities' intervention in the 
exchange market (see SM/82/440). In contrast, 20 percent have managed 
floating arrangements, including those using specific indicators to 
guide their exchange rate policies, 39 percent maintain pegs or have 
shown limited flexibility in terms of single currencies (quasi-pegs), 
and the remaining 33 percent peg to the SDR or some other currency 
basket (Appendix Table 2). 

.f- t~ ~{-~\... 

' . ··~~,~,. . 

. ~ t ~.r; .-::·~.'<i:_...:..·:~·~:---:;.:,:~·::..:..~~i:~~/ . .,.(~:.;:.-:~:;~;:,,.,r;J.!r\~Sr~·~ 
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Uruguay, which has been one of the few Latin American countries to 

avoid external payments arrears in recent years, adopted a market

determined rate·in 1982 following adverse experience with other 

relatively flexible arrangements. Prior to 1978, there had been a dual 

exchange ·market in which the secondary market was freely operating. 

Afte_r unification in 1978, Uruguay for several years undertook a program 

of pre-announced exchange rate changes, but this system caused 

considerable instability of the capital account. 

' 

In all other cases, the choice of floating exchange rates, all in . A 
L._ ·~ . , ., ,M'"'""''i,)t R--lv~ ~"' 

the context of Fund programs except 1£or Bolivia~pas been made by l 'i..- /-
~~--- (04-,~ 

countries with protracted balance of payni°ent~ -problems, including ,r...12)-() 

~ 
arrears, that had previously been addressed by extensive controls on 

foreign exchange transactions instead of exchange rate adjustments, 

which in turn had led to disintermediation in official exchange 
l 

systems. In such circumstances, it was difficult to predict the 
. A./--

equilibrium market rate, although the parallel market_rate provided some 

indication. This uncertainty regarding appropriate levels for pegging 

or managing exchange rates has been an important reason for the adoption 

of floating arrangements. Also in these circumstances, it has been 

difficult, given the lack of official foreign exchange resources~ ~o 

support a pegged rate which has come under market pressure, a~...!E~---· .. 

through the accumulation of arrears. This is another reason why 

floating has often seemed the only feasible option. 

The desire to bring into the official sector a large illegal 

parallel market in which the exchange rate was substantially 

depreciated, coupled with capital flight a·ssociated with that market, 

. -~ 

.. ,.:~-·:-=~~,.: f '; -~;.&.~;;.;.~~1i~:~i~:..:,.;..~;._;.~i:.~:~~ .. ~~~~-
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a major reason for 
.·· '. 

(Bolivi;:\Jamaica, Uganda, Zaire, and Zambia). · The initial depreciation 
, 

I 
when £1:crating be·gan and subs'?quent movements to continuously maintain 

realism of the exchange 
v>f( . . 

rate~a maJor factor in encouraging market 

participants to repatriate earnings. This was so particularly where the 

introduction of the floating market was accompanied by liberalization of 

exchange controls, permitting repatriated earnings either to be used for 

import needs or to be moved freely abroad. 

Another i_mportant reason in several instances was the desire on. the 

part· of the authorities to shed political responsibility for the 

adjustment of the exchange rate. Discrete adjustments to a managed or 

fixed exchange rate usually involved unpopular political connotations. 

With the rate determined in an open market, the authorities were better 

able to deflect polidcal criticism and to focus their attention on 

other ai:eas of economic management. 

2. Choice of floating market arrangements 

Experience with different forms of free exchange markets is as yet 

relatively limited, being for the most part of recent origin. The 

authorities must nevertheless choose the institutional arrangements tha~ 

are best suited to their economic structure and financial institutions 

An important concern .in designing a market arrangement and in deciding 

on the role that the authorities themselves will play in instituting the 

market and monitoring its performance, is to prevent the emergence of 

destabilizing monopolistic or collusive behavior. 

I • 
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Jolivia 

The Gambia 

)ominican 
Republic 

tl.Jt~rltbl 

Number of 
Commercial 

Banks in Market 

19 

4 

. 16 

Form of 
Arrangement 

Auction 
' (daily). v" 

Interbank 

Interbank 

'· 

. • '\ f 

Table 1. Summary Characteristics of Independently Flo~tlng Unitary 
Exchange Rate Arrangements in Developing Countries ~ 

Regulation of 
Commercial 

Banks' 
Position 

Spot ___.
position, 
daily 

... 

Spot 
position, 
daily 

Rate 
' Determination 

Successful / 
bidders pay 
their bid 
prices 
("Dutch". 
auction) 

Negotiable 
between banks 
an.d their 
clients 

Negotiable 
between banks 
and their 
clients 

• 

Role of 
Central Bank 
Intervention 

Foreign 
Exchange 
Surrender 

. . . : .. : ~.J 
Forward Exchange · /);) 

Market: Development · ·,:(}, 
and Plans ···~ 

Possible by 
adjusting the 
amount of 
foreign ex
change supplied 
to auction, 
within the 
constraint 
of reserves, 
arrears, and 
external debt 

Req~irements 

100 percent ,/ 
of goods ami" 
se~s to 
the Central 
Bank 

obligations • 
i:eJ:,,.• .. s i b~.r.....J-"'''-( 
No intetlfen- 110 percent 
tion to of goods and 
influence the services to 
exchange 
rate 

No interven
tion to 
influence the 
exchange rate 

commercial 
banks receipts 
of Marketing 
Board to the 
Central Bank 

All the export 
proceeds to 
the Central 
Bank-through 
commercial 
banks, with 
exceptions of 
some export 
proceeds of 
mining companies 
and tourism 

No plans to V 
implement in 
the near future 

No plans to 
implement in 
the near future 

No plans to 
implement in 
the near future 

'" 
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An important question in setting up a market to ensure its 

competitive operation is the degree of freedom of access. In several 

countries transactions are limited to certain groups. In Zaire, foreign 

exchange dealing licenses are granted only to commercial banks and 

hotels. There is no specific information on the network of informal 

foreign exchange dealers, but it is thought to be small and scattered. 

In the ~~i~~can.~egublic the foreign exchange market is a very broad 

one owing to the openness of the economy and the prior existence of a 

secondary·market in which some 16 commercial banks and more than 90 

foreign exchange houses participated. At the other end of the spectrum 

is the market in The Gambia, in which only 4 commercial banks 

participate, and nonbank foreign exchange dealers are not licensed. 

Generally speaking, the easier are entry requirements into the market 

the more competitive and stable it will be. 

b. Auction markets 

The role of the authorities in an auction system (as conducted by 

, Bolivia, Guinea~ Jamaica, and Uganda) is a more central one than in an 

interbank market. Receipts from specified exports and services are 

surrendered to the central bank at the prevailing exchange rate and are 

auctioned by the authorities on a regular basis. The central bank 

decides the amount of exchange to be auctioned, and the minimum reserve 

·price below which i~ .will not accept bids. The minimum amount of the 

sales may be predetermined as part of a macroeconomic program. The 

central bank may decide to auction foreign exchange in minimum amounts 

of, say, US$5,000, ~lowing banks to bid on behalf of.....!!:=1--: custome~!J" 

All bidders with a_ valid import license (where licensing requirements 

...... ~ ;,114,·~···· 
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are retained) are required to lodge an advance deposit, either partial 

or equivalent to 100 percent of the foreign exchange they intend to. 

purchase, before the submission of bids. The bids submitted to the 

auction are then examined and all bids in excess of the highest bid 

which fully exhausts the available supply of foreign exchange (i.e., the 

market-clearing price) are accepted. The market-clearing marginal rate 

becomes the market exchange rate. After the auction, the market 

exchange rate, the total number of bids received, and the number of 

successful bidder~e announced. The auction-determined exchange rate 

applies until the next a~ction date to all exchange transactions, 

including surrenders for the next auction and any tran~actions that may 

not be required to be channeled through the auction market (e.g. 

transactions of the government). Advance deposits lodged by 

unsuccessful or partly successful bidders are returned in whole or in 

part, respectively, but bids are normally not permitted to be 

withdrawn. If a successful bidder fails to make full payment for his 

foreign exchange withi~ a specified period, he may be subject to a fine 

that may be collected fr.om the deposit he has lodged. Spreads between 

buying and selling rates of individual commercial banks and any. limits 

on commercial bank.foreign exchange positions are closely monitored by 

the central bank to ensure that collusive practices are not invo·lved, 

and that they reflect reasonable profit margins. 

Perhaps the basic difference between interbank and auction system 

arrangements is in the treatment of the supply of foreign exchange to 

the market. An essential feature of an auction market arrangement is 

that it requires the surrender of foreign exchange to a centralized 

i:,ou !It It • 

."'"J £!,..l.rV~ 
> 

/ 
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point, which to date has been the central bank of the country organizing 

the market. In contrast, in an interbank arrangeme~t, the ownership of 

foreign exchange may.remain diffused in the private sector. In some 

auction arrangements (as with the interbank arrangements described 

above) the surrender requirement is less than complete, and retention --------·-··-
allowances have been kept for certain export or other foreign exchange 

earners. Similarly, the supply by the central bank of foreign exchange 

it has collected may be less than complete, as the central bank retains 

a certain -portion of foreign exchange from the market £qr the use of ~ ~v"-

government. 

In ~i~, Jamaica a,!!_d Uganda, all the export proceeds of goods 

and services are required to b~ surrendered to the central bank. In 
~ 

Guinea, however, there are minor exceptions for exports of specified 

goods and services. In these four countries, all sellers of foreign 

exchange to the central bank are entitled to receive local currency at 

the auction market exchange rate for all foreign exchange surrendered. 

In Bolivi?, .. ,i,n order to stimulate surrender.,-, those surrendering foreign ----··-· -- \ ,,,,.... \ -----------··· 
'exchang'e may hso obtain---an-~exchange _refmburs~me'nt:---certificate in an 

/ ; ,t"··" \ ,1' 

. I ', j.,..,,. \ ,./,J 

amount equivalent--1:o 10 percent'"of the foreign exchange surrendered. In 

Zambia, the authorities have accept.ed on a transitional basis retention 

privileges for the mining company and exporters ·of nontraditional 

products, reflecting concerns about the availability of foreign 

exchange. For example, in the latter case, about 50 percent of total 

export proceeds are estimated to be retained by exporters. However, the 

Zambian authorities also introduced a policy whereby the source of 

foreign exchange earnings is no longer subject to declaration, in order 

to encourage capital inflows into the system. 

. .. ~·:,, ~. •'• ... 

)Vo 

#'())~ 
~·,,l.,.A >- ,l.~ ' 

f'i{Y_r 
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Jamaican dollar would depreciate sharply against foreign currencies, and 

that these speculators should pay the full cost of their bid. In 

practice, however, participants in the Jamaican auction have been able 

to obtain sufficient information regarding each other's bids for the 

spread between buying apd selling rates to remain very narrow. 

Similarly, in, Bolivia, following a settling down period of a month or so 

after introduc;tion of the Dutch auction, the successful bids to the 

auction also converged within a narrow (less than 2 percent) range. 

A possible difficulty with the Dutch auction system is that it may 

inhibit entry to the market by participants who fear h~ving to pay a 

price significantly higher than the clearing price for exchange if their 

bid is successful. The risk would be increased if significant spreads 

actually do emerge between successful bids. For example, an importer 

could be left with overpriced goods on his hands relative to those held 

by others bidding in the market. However, the experience of the 

Jamaican and Bolivian Dutch auction systems to date has been that the 

spreads in the market have been very small. A more basic criticism of 

the Dutch auction system is that it involves price discrimination, while 

the marginal approach to auction pricing is the best approximat~on to 

normal private markets, in which the consumer surplus is not appro

priated by government. 
/ 

1 
The Dutch auction approach also raises questions as to which 

exchange rate will be relevant to extra-auction market transactions 

(e.g. government transactions). In Bolivia, the exchange rate struck 

·! 

and announced for this purpose is the weighted average of successful 

·'',> 
4,:,:·:--~·t?'•'.'i;·.;,::,,,¥1'\f~"~,:-~/4-.',.(~~;\: •: 

. -~·-··-~·--· 
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.v 
bids 1/ a1i1r.i ei ae.seld: am&ttn-ts va-1:ued at ttl:s- cenl:r:>&1:-eank.!s mi.~ 

.~, while in the case of Jamaica it is the lowest price at which 

exchange was bought and sold in the auction--that is, the marginal 

price. ~_!)Another aspect of the Dutch auctio~ system is that, to the 

extent that it gives rise to·exchange rate spreads of more than 

/Vo 

2 percent between the buying and selling rates as a result of official )/01
1 

action, a multiple currency practice arises. In the cases of Bolivia-) /VA. ~v 
1-rr,;rv-t i:>~ I 

and Jamaica, the Fund approved the resulting multiple currency practice· / 
J1::t•v,( 

on a temporary basis. 
\ 

Another consideration in the setting of exchange rates is the use 

of a reserve price for foreign exchange, i.e., the most appreciated 

exchange rate at which the central bank will undertake to supply 

exchange. In general, a reserve price should not be necessary, as 

countries with these systems have generally been in a situation of 

overall excess demand for foreign exchange. However, in some cases 

where the market is subject to sporadic supply, including strong 

seasonality, or.where the arrangements have not been in place suffi

ciently long to ensure adequate knowledge of the system among 

participants, a reserve price may serve a stabilizing function. 

1/ It has sometimes been suggested that this approach could also be 
used to determine the single 11market rate," but it would present a 
problem for those successful bidders who bid below the average price. 
'J)~ The use of a marginal auction approach for a secondary dual market 
may also make transition to a unified freely floating market easier to 
achieve than unification of Dutch auction systems, because of the 

~.,L/ 

;/~ -~.) 

~~L 

J 
' multiplicity of exchange rates under the latter. 

~ I 1~ · L, ~.,.., cde.vJ),. L, .,,I ~ -1:J 
. :,,.,;, . / ./h. u-(/e..V «J. ....,.._~ +?' ,,,. ,,,.L ~. u.......W t 
/ '~~ 1\.--t' ~ 0 ' ~ ~.YP{ ?,JA,,_~ ~ I. 
~~}-- ,~,y./~w-.. ru t ,v ~~~ ,f,- 1lv"~ F('k(.( .....,.... ~{ 
Ci\.,~~ 9 -~.; C~uA-" i.t., i- ~,,.,...,~ ~,rt.L ,v....,~1.J~!i \,L.., Jl.)I -"".,..., . ...,""'.,·· 
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reasonable assurance that balance of payments financing will be 

forthcoming. The positive effect on capital account of the floating 

arrangement itself, as examined in Section III below, may be expected to 

assist in stabilizing the exchange market. 

For example, in the period preceding the establishment of an 

auction market in Bolivia, the authorities were concerned that, because 

of the thriving unofficial market, the supply of foreign exchange to the 

auction would be limited. They saw this problem as being exacerbated by 

the lack of an effective institutional apparatus to ensure that export 
·-~ ~., .. ~ ........... _ , .. .-- ·1 

proceeds flowed through the official channels. The authorities 

therefore considered using official reserves and borrowing from official 

sources abroad to make the foreign exchange market in the initial ~t.-, 
b,.e.c~ ~ r,I.._..~ •'-. µ.Llv'Jft~ 

stages. In the event, this proved unnecessarYi;---The demand for foreign vV~ ~~ 
'I,_" tc.-.M ~ 

currency in the official market fell initially below supply, reflecting ~ C.A.f'v-~Jt· , 

in pa rt tile-lttgh-t-es-"'eT'Ve-price,-a-s""'we1:-l-a-s-'tm:!-Ye'Y.iri''l7ety=to1-r-demand-~ ('" ,J..~ ~ , 
J J.J.A.,' ,. V- II 

be:~~~~{_~~p.e-r,i:enc-e-wi-th-::t·~.:mmrmechatthm. 1rs a r-esQJ.e-, "~~, I 
~e authorities built up official foreign exchange reserves in the 

startup period.'~ ~.,~t., "l-<-,,t,....c.,J_ h"'t""' J.-,f(c,\J',.,._t' ,j L.,J',c-~..,41 
.lt.:.N- .J t."...,)2,' 1_ ,-_..,.._ ~ l....t,f..( fer ~~ c, .... ,AJ.t,.,,... '-;J ~ A Jj,v c-~ l'lr<. 

Beyond the start-up period for the floating market, foreign 

exchange cash flow management to accommodate seasonal or other identi-

fiable reversible factors also plays an important role, given the 

generally low level Qf international reserves in ~his group of 

countries. A problem that is foreseen in the market recently 

established in The Gambia is the potential instability of both the 

volume of transactions and the exchange rate. Tourist receipts 

fluctuate widely from season to season, and exports of groundnuts also 

.., 
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rate policy implementation was involved in 30 percent of the provisions 

for flexibility--of which 13 percentage points represented provisions 

for the transfer of transactions to the free parallel exchange market, 

and the remaining 17 percentage points were program provisions for the 

adoption and maintenance of independently floating arrangements • 

. Of the 13 countries that have operated a unified floating exchange 

rate regime in the period January 1983 to February 1986, the ~stablish

ment ·of a unified floating exchange rate was a preconditio.:;_for a Fund 

program in eight (~a, the Dominican Republic, The Gambia, Guinea, 
\ / . ::s:> 

Jamaica, the Philippines, Zaire, and Zambia), and it was a performance 

criterion under an existing program in three (Guinea, Uganda, and 

Uruguaz) (Table 3). In all these applications, the Fund staff played a 

role in providing assistance at the level of broad macroeconomic 

policies, and at a technical level, in formulating and adapting the 

systems to take account of the individual characteristics of the 

member's economic and financial structure. 

In some i~stances the floating market was introduced gradually, by 

the institution of a secondary market for certain transactions in which 

the rate was freely determined, which was followed by a t_ransfe;- of 

transactions to that market, and finally, by unification. This 

gradualist approach to adoption of a floating rate system was taken in 

the Dominican Republic, Guinea, Jamaica, South Africa, Uganda, and 

Uruguay. In the case of the Guinean, Jamaican, and Ugandan 

arrangements, the dual market was instituted in the context of the Fund 

program, with a performance criterion for early unification in 

accordance with Fund policies discussed by the Executive Board in 1983 

,. 
MD. Jt14~,,v, 
M'1'-~ 
,.~Ii 

4'l., 

/ 

,,.. 

' ' . ;,---.;; .~ . 
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Bolivia -Dominican 
Republic 

The Cambia 

Guinea 

Jamaica -Lebanon 

Philippines 

South Africa 

Uganda 

Uruguay -
Zaire 

Zambia 
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Table 3. Provisions in Fund Programs for Introduction and Maintenance of 
Independently Floating Arrangements, January 1983-February 1986 

Previous Use 
Treatment of Exchange Rate of Official 

Policies in Prn5ram 
Date of Adoption Precon- Perfor- Objec-

Date of of Unified dltion mance tive 
Program Float 

/ 
Criterion as Pr 

August, 19S5 l '(e ~ v-i:Zs GJ ·µ~0 "' Yes ,:;;;\/ 
'--' 

April 1985 January, 1985 Yes No No -.Yes (No) 

January, 1986 Yes No 

February 1986 (Not unified at Yes 
present; planned 

Yes 21 Yes Ye,i (No) 

for April 1986) 

June 1984, March, 1984 Yes No No Ye,i (Yes) 

1952 No No No No 

December 1984 October, 1984 Yes No No No 

July, 1984 No No No Yes (No) 

· September 1983 June. 1984 No Yes 1f Yes Yes _(Yes) 

April 1983 Nov. 1982 llo No llo Yes (No) 

December 1983 January, 1984 Yes Yes ?J 'H No Yes (Yes) 1( 

July 1984 !!J .. 
October, 1985 No No No No 3/ 

Length of Tl<1e 
Multiple Rates 

Maintained 

8 months· 

Hore than 
2 years 

Hore than 
2 years 

10 month• 

Hore than 
2 years 

22 months 

Hore than 
2 years 

4 months 

1/ Reference is to market other than illegal parallel market which was present in all cases at the time of institution of the 
fioating rates; in all cases it was a free secondary market that pre-existed. 

2/ Retention allowance for certain receipts (de facto recognition of parallel market). 
:fl M!.nimum volume of sales.-
'1;/ Following the completion of the first program review (November 1984), the performance criterion (second progra~ review which 

included understanding on exchange rate policy) was not observed and purchases were interrupted. The introduction of the floating 
system (lo October 1985) met the performance criterion with respect to exchange rate policy, but purchases could not be resumed du• 
to overdue obligations to the Fund. By January 6, 1986, all overdue obligations were discharged, and the negotiation for a new 
stand-by arrangement was resumed, 
lf in all three cases, the performance criterion was observed without the need for modification or waiver, 
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within a framework provided by accompanying liberalization of exchange 

and trade controls. Although some of these currencies subsequently 

appreciated, following the initial correction, all on balance deprecia

ted over the entire period from introduction of floating to December 

1985, against the U.S. dollar and in nominal effective terms. However, 

in each of the five countries for which data are available to compare 

the pre-float unofficial market U.S. dollar exchange rate with the 

official r~te in the early months of floating {Bolivia, Dominican 

Republic, the Philippines, Ugan~a and Zaire), the domestic currency 

appreciated in the official market in relation to the exchange rate in 
/ 

the parallel market prior to the float {Chart 1). 

Developments in real effective exchange rates since the initial 

exchange rate correction following floating have varied widely. From 

the month following the float to December 1985, real effective rates 

continued their initial depreciation in four countries, at moderate 

rates (less than 2 percent per month) in Jamaica, Uganda, and Zaire, and 

In the other 

periods, with small average monthly rates of appreciation of O.~ percent 

in the Philippines .and Uruguay, and under 2 percent in the Dominican 

Republic. In the case of the Philippines and Uruguay these real 
4llll!nSl$Uh • • J 

appreciations were not sufficient to offset the initial adjustments, but 

/J0 '/ 
f1t 
t'c4'4·. 

/-R~q/ 
·'JJ?t/Jn 27> 
b"u-L(f' 

lt/f< .s 
.a:..-v, 

o/fc/4 
In order to gauge the pre- and post-float developments .in exchange /.J 

in the the Dominican Republic the real effective rate has appreciated 
--

since the institution of floating. 

rate variability, four measures were calculated, each being applied to 
£h5I' 

ffeo/~~ 
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onshore, are inconclusive (Appendix Table 7). The accumulation of 

deposits abroad appears to have been stemmed after floating in the 

Phillippines and Uganda, but to have gath~red pace in the Domini~filJ 

~epubli~, u,qiiuay, and Za1re. Data on foreign currency-denominated 
C I L . · 

deposits with domestic banks, which may indicate flight out of the 

domestic currency or reflow, although not a balance of payments item, 

are available only for Uruguay and Zaire. Foreign currency-denominated 

depoiits fell in Uruguay in the flo~ting period, and increased in Za1re. --
Movements in gross official international reserves indicate that 

the need to intervene in the foreign exchange market did indeed diminish 

with floating, as would be expected. Reserves increased in all 

countries except Uganda, where the level remained unchanged. The data 

for Uganda are explained by the fact that the authorities have 

intervened quite heavily to support the·level of the exchange rate for 

sustained periods. As regards the other elements of official financing 

"below the line," external payments arrears declined in all countries 

following the introduction of floating, and in two, the Philippines and 

Zaire, the outstanding stock of external debt also fell • 

. c. Absorption of black exchange markets 

In those countries in which exchange and trade controls have been 

liberalized, the ·illegal parallel market has been fully absorbed. In 

Boliv"ia, although purchasers are not required to specify their reasons -

for themselves or for others as agents. There are three explanations 

,; . 

, i ! 
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for the continued existence of the parallel market~~ First, 

bids in the official market are required to be the equivalent of 

US$5,000 or a multiple thereof. Second, obtaining funds in the 
-z., 

-eommeEeial official market may have been seen initially as a cumbersome 

process. Third, some dealers in illicit commodities preferred to 

operate totaily outside the official sphere. With complete derestric

tion of the exchange and trade systems, however, arbitrage has since 

functioned to ensure the same rate i"n the two exchange markets. 

Available information also suggests that the black market was® 

absorbed by the floating arrangements in the Dominican Republic, the 

Philippines and Uruguay, which maintain a relatively liberal exchange 

and trade regimes. 

There is believed to be an illegal market in Jamaica involving a 

premium for foreign exchange that has fluctuated between 5 and 

10 percent since the floating began. In Zaire, the spread between 

parallel market rates and the official exchange rate after unification 

and float has also narrowed considerably, to no more than 12 percent-

the peak reached in January 1984. Transactions in the parallel market 

are related primarily to tax evasion and smuggling. 

In Uganda and.Zambia, which have the least liberalized restrictive 

systems of the group of countries surveyed here, incentives for wide

spread parallel market transactions have remained considerable. 

Following the unification of the market in Uganda, the scope for illegal 
\ 

transactions narrowed considerably when the auction system was operating 

effectively. However, the premium in the black market generally 

remained about 30 percent above the auction determined exchange rate, 

------
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b. Inflation effects 

The impact on the rate of inflation of floating exchange rates has 

depended crucially on the economic policies that have accompanied the 

exchange rate changes. In particular, domestic price liberalization has 

constituted an important policy measure supplementing the floating of 

exchange rates in most cases, owing to extensive price controls (e.g. on 

agricultural and energy products) or price distortions resulting fro~ 

public sector pricing policies that were in place. In most of these 

countries, the freeing of the exchange rate was accompanied by complete 

or partial removal of price controls and adjustments of public sector 

prices. Although the immediate impact of price liberalization has been 

an increase in prices, 1n the longer run this impact is likely to be 

more than mitigated by an improvement in resource allocation resulting 

from correct price signals to enterprises and consumers reflecting the 

opportunity cost of the goods affected as well as by the stimulus to 

domestic production (e.g. the effect of appropriate grain pricing on 

agriculture). 

Liberalization of price controls has taken 

Gambia, Jamaica, the Philippines, South Africa, 
...-,t .... 

~--
place in'e·~) The 

Uganda, and Zaire 

shortly before or after the introduction of floating exchange rates. In 

Bolivia and the Philippines, all remaining price controls on consumer 

goods were removed--these had previously affected more than 40 percent 

of consumer goods in Bolivia and ten important consumer items, mainly 

food products, in the Philippines. Prices for all consumer goods except 

petroleum products and public sector tariffs were liberalized in 

Uganda. In the Dominican Republic, The Gambia, Guinea, Jamaica, Zaire, 
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program, it was understood that the rates would be unified within a 

relatively short period of time. 

An important choice facing a developing country in instituting a 

floating exchange market is whether it should take the form of an 

auction or an interbank market •. The .experience .to date.has been that 

markets operated by the commercial banking sector have been less subject 

than officially operated auction markets to destabilizing intervention 

in the form of inappropriate official purchases and sales or ad hoc 

controls on access to the market. In addition, it has been possible in 

using interbank markets to build on the existing expertise of banks and 

foreign exchange dealers operating in formal or informal parallel 

markets. Interbank markets also function on a continuous basis while 

auctions are periodic by their nature and therefore less efficient as 

clearing mechanisms. The less frequent ·are the auctions (they are 

conducted daily in only one country) the less efficient and smooth will 

be the clearing process, as delays in obtaining foreign exchange ~ill be 

longer, and unc~rtainty and risk involved in the excha?ge transaction 

will be greater the longer the interval between supply to the central 

bank and the actual auction itself. Interbank market arrangements have 

been the more common setting for freely floating exchange rates in 

developing countries to date; seven developing countries have adopted 

interbank arrangements and eauct_ions arrangements. In thes~-::~? 

other instances, the Fund has assisted in formulating the systems by 

transferring experience among members concerning the design and 

implementation of specific market modalities. 

A major consideration in setting up the floating markets has been 
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Country 

Argentina 

Argentina 

Bangladesh 

Brazil 

Chile· --= .. 
Chile 

Costa Rica 

Date 

10/83 

12/84 

12/85 

2/83 

1/83 

7/85 

3/85 

ll.::a.1.n,;;'!,~!:}1~,.. 1/83 

Dominican Republic 4/85 
... -.:-:""~ ..-..-:.. ... ~~ ...... ~'i· 
Chana 8/84 

Hungary 1/84 

Jamaica 6/84 

Jamaic! 7 /85 

1':.en7a. 3/83 

len7a 1/85 

Table 101, 

\ 
Macroeconomic Performance of Countries,~ith Real Effective Exchange Rate Rule 

and Floating Exchange Rates During Fund Programs 

\ 
Exchange 
rate t 

system\ 1/ 
\ 

Flexible 

Flexible 

Flexible 

Flexible 

Flexible 

Flexible 

Flexible 

Floating 

Flexible 

Flexible 

Floating 

Floating 

Flexible 

Flexible 

Real 
effective 
exchange 
rate lJ 

19.0 

-9.8 

Consumer 
percentage 
Ba fore 
-12--
month ·' 

288,2 

I 
{ 

prices;/ 

I 
change 3/ 
After 
~ 
m~Rth 

j 
i 

t 

! 

/ 554.7 

608.0 I ,. 735.o 

10.s / 

/ 
2 

96.5, 

_,,_,, .c31; 
163.9 

27,3,t 

30.7 

-2.7 

-6.9 

14.9 

-23.6 

1.4 

-24.9 

-14.6 

-4.5 

-1.5 

8,7 

7.8 

35,4 

87.2 

7,3 

17.4 

29.8 

19.3 

10.2 

10.2 

4,7 

35.3 

8. 5 

8.4 

30.4 

23,5 

10,9 

13.3 

Current. account 
in percent o.f 

G~P/COP 4/ 

Fiscal balance 
in percent of 

CNP/CDP 5/ . 

Broad money 
percentage 
·change 6/ 

Year 
before 

-4.o 

-3.6 

Program 
year 

Year 
before 

-3.6 -18.6 

-1.9 -11.2 

-8.3 -6.9 -8.3 

-6.5 -2.9 -15.8 

-9.5 j -s.4 / -3.4 / 

-10.7 -S.3 -4.4 

-6.4 

-6.4 

-4.6 

-1.9 

0.2 

-12.7 

-12.3 

-2,3 

-:i.2 

-2.8 -1.9 

-6.6 

-4. 1 -5.2 

-2.9 -1.8 

1.3 0,8 

-12.3 -15.2 

-11.s -6.4 

-3.2 -3.l 

-4.7 -4.2 

Progr
year 

Year 
before 

-11.2 354.6 

-4.2 526,8 

-7.4 25.6 

-18.5 ·113,5 

· -3.o ./ 9.8 

-3.1 31,4 

-1.5 

-4.6 

-2.1 

3.4 

-6.4 

-4.7 

-s.1 

11.2 

6.8 

23,5 

39.3 

3,8 

24.7 

22.3 

11,3 

Program 
year 

526.8 

429,0 

15.9 

149.3 

15.5 

52,l 

12.0 

15,1 

17.9 

31.7 

·-r~ 
11,4 

15,2 

10.6 

-1.5 

18,3 

10.2 

5.2 

22.3 

18.6 

11,4 

11.7 

io.6 

18.2 

18.3 

lorea 

!Corea 

Madagascar 

K.ldagascar 

K.luiritania 

Mauritius 

Mauritius 

Morocco 

l'loirocco 

7/83 

7/85 

12/83 

4/85 

9/83 

4/85 

5/83 

3/85 

9/83 

9/85 

12/85 

,., . .,; 

Flexible 

Flexible 

Flexible 

Flexible 

Flexible 

Flexible 

Flexible 

Flexible 

Flexible 

Flexible 

Flexible 

•. :,.;~~;.;.; __ -.:i·~~.~~~";.·'!::_j·~~~.i~tA~:-:..o:~.,. ..... ~. 

-4.9 

-11.9 

-14.3 

-4.5 

1,0 

-10.s 

-2.7 

-3.2 

-7.5 

-12.2 

4,5 

2,3 

20.7 

9.9 

11,3 

10.6 

8.6 

8.1 

5.1 

8.4 

7.0 

2.3 -3.7 

2.8 -2.2 

10.0 -10.9 

10.8 -10.2 

11.7 -9.5 

12.8 -24.3 

5,2 -5,2 

6.3 -2.8 

12.5 -5.6 

8.4 · -3.2 

-4.l 

-2.2 -1,6 

-1.1 -1.4 

-10.2 -6.7 

-10.1 -4.8 

-1 .8 -8.1 

-14.1 -10.9 

-2,5 -9.5 

-o.8 -5.5 

-9.0 -10,4 

0.3 -7 .3 

-4,5 -8.0 

-1,4 

-1.5 

-4.8 

-5.8 

-4.0 

-5.o 

-8,4 

-5.9 

-6.9 

9.0 

10.0 

16.5 

17.4 

16.5 

17 .6 

5.1 

-1.1. 

24,1 

11 .s· 

16.8 

10.3 

11.0 

22.0 

Exchan, 
and 

Trade 
'Restrl, 
tione 

u 

Ltb 

Ltb 

Lib 

Int 

u 

u 

0 

0 

Ltb 
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Lib 
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. Lib 
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u 

Lib 

Lib 
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Lib 
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Table 10 (concluded). Macrolconomlc Performance of Countries Ytth Real Effective Exchange ltlte Rule 
;,\id Floating Exchange R.l.t,os During Fund Progra::is 

i 
,1 

I 
i 

Consumer prices; f Current account Flscal balance Broad eoney Exch 
Real / ~ercenta~e chanote 3/ in percent of ln percent of percentage an 

Exchange effective Before After GllP/GOP 4/ G)IP/C:OP 5/ chan<?e 6/ Trad 
rate exchange -12-- ~ Year Program Year l'l:ogra::i Year Progra::i Rue 

Country Date system J/ rate ?J month month before year be for.-. year before year tlon 

'Flexible 
/ -"';:.:..:.:......._ 

Peru 4/84 ! -5.3 ' 119.6 113.9 -5.3 -2.7 -11.7 -8.l . 96.9 144.7 In ·, _ _.--"" 
~'". 

Philippines 2/83 Flexible -15.8 9.9 12.2 -8.1 -8.l -5.3 -3.2 16.1 18.6 u 
l'b.111 ppines 12/84 Ploatin!! 10.2 48.4 26.7 -4.5 -0.3 -3.0 -2.7 7.3 9.S Li' 

Portugal 10/83 l1lex1ble -0.9 21.8 31.1 -7.2 -2.3 -15.l -17.6 20.3 27.4 u: 

Solomon Islands 6/83 Flexible -7.8 10.4 7.4 -13.4 -13.3 -11.3 -10.8 22.6 19,4 

Sri Lanka 9/83 Flexible 7.5 6.9 19.4 -12.4 -4.3 -10.6 -6.9 21,7 16.8 

Thailand 6/85 Flexible -13.0 o.4 3.2 -5.1 -3.8 -4.9 -6.2 20.2 10.2 

Turkey 6/83 Flexible -4.8 27.7 35.9 -1.8 -3.8 -6,5 -8.o 69,8 37,8 Li 

Turkey 4/84 Flexible 2.1 33.1 53.2 -3.!l -2.8 -8.o -l3,5 37.8 . 50.0 u: 
l:ganda 9/83 Floating -37.o 27.2 20,2 ·-2.6 -1.2 -3.4 -4.0 51.0 70,0 In 

~rug\la'!- 4/83 Floating -30.9 23.4 49.0 -8.3 -4.0 -16.4 -16.4 16,1 18,0 u· 
Uruguay 9/85 Floatin3 -8,3 68.0 75.9 -2.S -2. 7 -9.3 -6.6 49.9 91.2 

~este:rn Sainoa 6/83 Flexible -1.5 13.8 19.7 -11.1 -11.2 -14.6 -2.~ 35.4 16.6 

Yest:ern Samoa 7/84 Flexible -9,0 19.4 9.0 -11.2 -11.2 -2.2 - ... 6 16.6 9.0 u· 
Yugoslavia 4/84 Flexible -0.2 45,8 57.l 0.5 2.0 !,7 ,5 6~.5 

Yugoslavia 4/85 Flexible -4.5 57.l 76.2 2.0 l.O 66.8 59.3 

Zaire 12/83 Floatin3 -62.2 70.9 60.4 -4.1 -4.5 -2.1 -0.1 74.8 34.2 u·. 

~ire 4/85 Floatin1z -13.9 35.7 25,2 -4.5 -4.6 -0.1 i.2 34.2 27.3 

Zambia 7/84 Flexible -7.9 20,4 25.1 -6.4 -10.2 -7.4 -7.3 11.1 18.o In 
~-~ 

Zimbabwe 3/83 Flexible -9.2 16.3 20.4 -11.1 -8.4 -9.2 -10.9 25.3 o.3 

J/ The classification of the exchange rate system refers to the program period. Flexible arrangements include exchange rate systems 
the real effective exchange rate is kept constant or changed and crawling peg systems, · · 
1/ The real effective exchange rate is calculated as the change in the 12-month_ period beginning,vith the :onth of program approval, 

to the 12-..onth period precedlng the program, ·. ., .• 
1/ The rate of increase in consumer prices ~ is measured as the average increase in the 12 months preceding- the month of pragra: 

approval on a year-over-year basis while ~refers to the aver3ge inflation rate in the first 12 oonths of the program. k'here a per· 
less than 12 months has occurred after the program, the inflation figure refers only to the relevant number of oonths for which data is 
available, vith December 1985 being the last month of consumer price information for all countries. · 

. !:J The current account balance (including official transfers) as percent of GNP/GDP refers to the calendar or fiscal year balance be 
during the program year. 

JJ The fiscal balance in percent of GNP/GDP comprises the broadest concept of fiscal balance for each country and refers to the cale, 
fiscal year before and during the program year. 

2f Avera~e annual change in broad money in the calendar year before and after program approval. In certatn countries the increaser, 
end-of-period increase, · 

If Alt overall evaluation of the changes in restrictiveness of the trade and payment system during the progr3~ period. 
!/ Mala\ll. has an Extended Arrangement; the program year refers to the second program year. 
U" Unchanged 
Int• Intensification 
J.ib • Llberialization 

":• ... 
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I welcome today's discussion of Fund surveillance, includ
ing, as it does on this occasion, the biennial review of the 1977 
surveillance decision. This year's discussion takes on added 
significance, in light of the broad interest which is emerging in 
strengthening the international monetary system and, in partic
ular, the exchange rate system, of which Fund surveillance is an 
integral part. 

As I noted during our discussion last week, the current 
exchange rate system, although it has provided needed flexibility 
to deal with the economic shocks of the 1970s, has not been as 
stable as we would have liked, nor as stable as many might have 
expected in light of the convergence that has occurred toward 
lower rates of inflation in recent years. The fact that infla
tion performance has, on the whole, improved, while exchange 
rates have shown considerable variability, is a point to which I 
will return in my statement when discussing the need for a broad 
range of factors to be evaluated when assessing the causes of 
exchange rate problems. 

As many Directors noted last week, exchange rates have not 
only been characterized by considerable short-run variability, 
but also at times have not fully reflected underlying funda
mentals and policy commitments. Related to both of these is the 
fact that, under the current system, policies of member countries 
have not been as sound or consistent, nor performance as conver
gent, as would have been preferable. The extent to which this is 
due to inadequacies in the system is, of course, unclear. But, 
to the extent that there is a view that the system could have 
prompted, in some instances, sounder policies at an earlier 
stage, then we must look to how the system could have done this 
in the past, and could do it in the future. 

This brings me to the subject of surveillance, since it is 
firm IMF surveillance in the current system that is to help 
prompt sound policies and international cooperation. It has 
generally been agreed that closer international economic 
cooperation, particularly among major countries, is a necessity 
for strengthening the current international monetary system. 
Surveillance can be an important mechanism to promote sound 
policies and such cooperation, perhaps by helping to strengthen 
the political will to follow sound policies which are consistent 
with national and international interests, and to prompt the need 
for discussion and action. Any effort to strengthen the current 
exchange rate system should begin, therefore, with an effort to 
strengthen surveillance. How this can be done, and whether and 
how we might need to go beyond that, are, of course, among the 
important questions that we need to address. 
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Secretary Baker, in his address to the G-10 Finance Min
isters last June, reiterated the U.S. commitment to surveillance 
and our desire to strengthen surveillance, with the goal of pro
moting more sound and compatible policies among members in an 
environment of low inflation and growth. He noted at the time 
that the provisions for IMF surveillance had not been fully 
developed, and that he was somewhat disappointed that the G-10 
Deputies had not gone further in suggesting additional measures 
to improve surveillance. He felt that if surveillance were to be 
effective, we needed to implement promptly the measures recom
mended in the G-10 report, and to look beyond them, as we 
continue our efforts to improve the capacity of the system to 
encourage and foster the kinds of policies that will produce 
greater international economic stability. 

We have an opportunity today to further that effort, by 
examining the specific measures proposed in both the G-10 and 
G-24 reports to improve surveillance procedures, as well as to 
consider possible revisions in the Principles as part of the 
biennial review of surveillance. 

Background 

Before I discuss specific measures to improve surveillance, 
I would like to comment briefly on some points raised in the 
beginning of the document on the Biennial Review of the 1977 
Surveillance Document (SM/86/3). First, I found it helpful to 
review the underlying premises of surveillance, and how the 
changing nature of the system has altered the thrust of surveil
lance. One basic premise of surveillance, however--in fact a 
basic philosophical underpinning of the amended Articles -- has 
not changed: that is, as the staff states on page 9, "the expec
tation that restoration of stability in domestic economies of 
member countries would be the main requirement for restoring 
better stability in the international exchange system more 
generally." This is as applicable today as when the Articles 
were amended in 1978. 

In the evolution of surveillance -- and the evolution of 
thinking which has motivated surveillance -- one can see a 
broadening of the focus beyond "manipulation" of exchange rates, 
and indeed a general broadening of the notion of what constitutes 
exchange rate policies. 

As the staff paper points out for example, the identifi
cation of certain actions such as prolonged one-way intervention, 
excessive borrowing, etc., originally conceived of in the context 
of exchange rate manipulation, became part of surveillance in a 
somewhat broader context as constituting developments "which 
might indicate the need for a discussion with a member." This 
list, of course, includes a range of policy areas such as, for 
example, the pursuit for balance of payments purposes of monetary 
and other domestic financial policies that provide abnormal 
encouragement or discouragement of capital flows. 

j 
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I will return to this list later in my statement, but refer 
to it here to indicate how the early evolution of surveillance 
involved a broadening of the concept of exchange rate policies. 
This has, of course, been borne out increasingly in, inter alia, 
the Article IV consultation process with individual member coun
tries. 

I might take the opportunity to point out here that the need 
to take such an approach was not only reflected in the drafting 
of the Principles of Fund surveillance over exchange rate 
policies, but was foreseen by some of the analysts of the day. 
Two experts, writing in a May 1978 article on surveillance, 
stated: 

Because of the real divergence in interests among 
countries and the many uncertainties inherent in 
the appraisal of exchange-rate policies -- in par
ticular, the difficulty of assessing the appropri
ateness of an exchange rate for the longer term -
such surveillance cannot be based on a single 
objective indicator or even on any precise set of 
rules. Thus, in arriving at a judgment as to 
whether a country's exchange-rate policies consti
tute an unwarranted hindrance to the proper work
ing of the international adjustment process, the 
Fund must make a comprehensive appraisal of these 
policies. The9e points have been taken into 
account in the new Article IV and in the Fund 
decision of April 1977. 

We have the benefit of knowing that one of these authors, Andrew 
Crockett, has not changed his mind, since he and his colleagues 
tell us in the current paper on page 18 of SM/86/3 that "to be 
effective, surveillance must be extended to all policies having 
such effects" -- that is, effects on exchange rates and stability 
of the system. 

Efforts to Improve Surveillance 

Efforts to improve surveillance could take a number of forms 
and directions. For purposes of organization, I will discuss the 
ways .to strengthen surveillance under four different headings: 

1. Amendments to the General Principles of Surveillance; 

2. Amendments to the Principles for Guidance of Member's 
Exchange Rate policies; 

3. Amendments to the Principles of Fund Surveilance over 
Exchange Rate Policies; 

4. Measures to strengthen surveillance proceduresy includ
ing possible amendments to the Procedures for Surveil
lance. 
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These possible approaches dealing with the three sets of Prin
ciples, as well as the Procedures for Surveillance, are not, of 
course, mutually exclusive; it is conceivable that each, in fact, 
could serve in some way to increase the effectiveness of surveil
lance. 

I. General Principles 

There is no doubt that domestic policies and their inter
national interaction do have an impact on exchange rates, other 
members, and the stability of the system as a whole. Therefore, 
surveillance should focus -- and indeed has increasingly focused 
-- on a broad range of policies, including domestic policies. 
The Fund clearly does have explicit surveillance responsibilities 
over domestic policies as they relate to the international sys
tem, as set forth in Article IV Section 3(a) which calls on the 
Fund to oversee the compliance of each member with its obliga
tions under Section 1 of Article IV. As the staff paper points 
out, Article IV, Section 1, of cpurse, outlines not just exchange 
rate obligations, but members' general obligations to, inter 
alia, ensure that they endeavor to direct economic and financial 
policies toward the objective of fostering orderly economic 
growth with reasonable price stability. 

As noted above, and as we have observed in this Board on so 
many occasions, surveillance over domestic policies has been 
carried out increasingly in the context of individual Article IV 
consulations, and in the World Economic Outlook as well as on 
other occasions. The question is whether it would be necessary, 
helpful or appropriate to codify existing practice and to affirm 
more explicitly the Fund's broad surveillance reponsibilities. 
We do not think it is absolutely essential to do this, but are 
inclined to believe that it may be both helpful and appropriate. 
Therefore, we would suggest that the staff provide us with draft 
language for possible revisions of the General Principles in this 
direction, perhaps for our consideration when we return to this 
issue after the spring Interim Committee meeting, if this were 
consistent with Interim Committee guidance. c 

II. Principles for Guidance of Members' Exchange Rate Policies 

The weaknesses in the current system imply that, as the 
staff states on page 15, "the current principles for the guidance 
of members' exchange rate policies do not, by themselves, pro~ide 
sufficient guidance to generate medium-term exchange rate stabil
ity". This points to the possible need for the Fund to provide 
more specific guidance to members with respect to their exchange 
rate and related economic policies. 

We would agree with the premise taken in the staff paper 
that any amendments to the Principles for Guidance of Members'' 
Exchange Rate Policies should focus on the first Principle, sec
tion A, and not Principles B or C. Principle A currently reads 

L 
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that "a member shall avoid manipulating exchange rates for the 
international monetary system in order to prevent effective 
balance of payments adjustment or to gain an unfair competitive 
advantage over other members." 

The staff paper presents three approaches (on page 18) 
which go in the direction of amending these Principles for the 
Guidance of Members' Exchange Rate Policies with the goal of 
providing more specific guidance. The first approach involves 
the establishment of target zones. This was discussed at some 
length during our recent Board meeting on the exchange rate 
system. It clearly raises a number of fundamental issues which 
would have to be addressed before the concept of target zones 
could be incorporated into surveillance principles. Since I 
believe those issues are perhaps more appropriately considered in 
discussions focussing more directly on the exchange rate system, 
I will not comment further in detail on them today, but rather at 
the time of our next discussion of these issues. I would, 
however, make one point in this regard that might help focus the 
issue, as I believe it is relevant for today's discussion. 
Regardless of whether one supports the concept of target zones as 
many did last week, or perhaps the notion of target directions, 
as Mr. de Groote outlined, or whether one can support neither, 
there is broad recognition, including by my authorities, that the 
exchange rate can be a useful variable as an indicator, or 
barometer, of policies and performance in two or more 
countries. Whether it is the best or only indicator, however, is 
another question. 

This question is addressed in part by the staff's second 
proposal -- which would involve the establishment of limits on 
certain domestic policy variables. I could not endorse the pre
cise formulation of the staff, but I do believe that the general 
direction of thinking embodied in this approach may have some 
merit -- that is, a focus on underlying policies, and I would add 
performance. This could help focus attention on the main prob
lems which underly divergences of economic performance and 
exchange rate problems. Such an approach is, of course, con
sistent with -- although not necessarily linked to -- the thought 
outlined earlier of developing general principles for members' 
economic policies, not just exchange rate policies. It is also 
consistent with the G-10 Report which called for more explicit 
analysis of domestic policies so that inter-dependencies and 
mutual repercussions could be fully brought out and taken into 
account. 

There are many questions that would need to be addressed in 
considering the practical possibilities of such an approach, such 
as: (1) how to incorporate structural policies or developments 
into this approach; (2) what would be the appropriate degree of 
quantification; (3) what would he the appropriate setting for 
discussions (e.q., bilateral or multilateral); (4) would any 
quantification represent qeneral goals or, as the staff paper 
sua0ests, "limits" on the development of certain variables, a 
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notion which I suggest may be too precise in this contexti and 
(5) should any variables focus on policy outcomes or policy 
instruments? These are only a number of the questions that 
arise. 

Staff suggests that focusing on instruments, such as the 
stance of domestic fiscal or monetary policy, would be prefer
able. I am not so sure. I wonder if the staff might not wish to 
do further work on this question with less emphasis on "targets" 
or "limits" se, and with some attention to the identification 
of the range o policy areas, as well as perhaps some considera
tion to the feasibility and/or desirability of using notional 
ranges for final economic outcomes or objectives, in such areas 
as growth, inflation, employment, and -- extending into the 
external sector -- current account positions. In this approach, 
a basis for considering the need for discussions could be a 
substantial deviation from the notional range of a particular 
outcome in one of these areas. In considering how to approach any 
additional work along these lines, I would stress the need for 
economic and political realism. To be frank, we should be 
searching for a system that actually has a chance of working with 
major countries. 

III. Principles of Fund Surveillance Over Exchange Rate Policies 

This brings me to a third means of strengthening Fund sur
veillance, as mentioned by the st f, which might be to modify 
the Principles of Fund Surveillance over Exchange Rate Policies 
to include a wider range of developments which might indicate the 
need for discussion with a member, or I would say perhaps mem
bers. Under this approach, consideration could be given to add
ing to the list of "negative indicators" currently contained in 
Section 2 of the Principles of Fund Surveillance.over Exchange 
Rate Policies. Such additions might comprehend, explicitly, s·uch 
areas as fiscal, monetary, wage, and structural policies. Such 
an approach need not, at least at the early stages, involve any 
quantification, consistent with the emphasis in the G-10 Report 
on judgmental assessments. 

It would be helpful if the staff could provide a paper, or 
section of a paper, outlining policy areas, with specific lan
guage suggestions that might be added to Section 2 in the Prin
ciples of Fund Surveillance over Exchange Rate Policies. Of 
course, if new, broader general principles of Fund surveillance 
were developed, this would have implications for how this section 
of the Principles of Fund Surveillance would be modified. 

In a final thought on this section, I would agree with the 
suggestion that the phrase "for balance of payments purposes", .is 
not needed in the various subsections of Section 2. It is clear 
that economic policies enacted for other than balance of paym~nts 
reasons can also affect the economies of other members and th~. 
system as a whole. 
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IV. Proposals for Changes in Procedures 

I will briefly summarize our views on the particular points 
presented in the G-10 and G-24 reports relating to strengthening 
surveillance procedures (as summarized on page 12 of SM/86/4). 
First, I will comment on proposals to improve the analytical 
basis of surveillance. 

1. Proposals Related to the Analytical Basis for Surveillance 

Regarding data, we strongly support the effort of the Fund and 
member countries to improve the availability, coverage and 
accuracy of data, including those related to structural develop
ments. Subsumed in that latter category would be labor market 
developments such as wages, employment and regulations; and 
financial market developments including policy tools and insti
tutional characteristics. Without accurate and timely data, the 
task of economic policy formulation is made difficult, and the 
danger arises that inappropriate policies may be implemented. We 
welcome and lend further encouragement to the Fund's efforts to 
improve data collection. 

Regarding the policy coverage of Surveillance, As I have 
indicated earlier, we believe the areas covered should be exten
sive. Here I would fully associate myself with the G-10 report 
which states in paragraph 43: 

The Deputies agree that Article IV consultations 
should continue to be primarily concerned with the 
broad range of macroeconomic policies, including 
exchange rate policies, bearing on a country's 
external position and on international adjust
ment. Within this overall framework, they propose 
that consultations should also give more emphasis 
to analysis of capital account developments, 
government policies which hinder the efficient 
operation of exchange and capital markets, and, 
more generally, impediments to the international 
adjustment mechanism caused by trade restrictions 
and other protectionist measures, such as policies 
to provide special incentives to exports or 
discourage imports, other market-distorting 
policies and structural rigidities. In order to 
achieve greater consistency and continuity of 
action, policy analyses and recommendations should 
be viewed in a medium-term framework. 

This paragraph might have some useful ideas for the staff as 
they go about developing various alternative drafts of possible 
amendments to the Fund's principles, as I discussed earlier. It 
could be relevant, for example, to an effort to extend the 
"negative list" incorporated into Section 2 of the Principles of 
Fund Surveillance over Exchange Rate Policies. 
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One further comment on this issue relates to the statement 
on the bottom of page 13 of SM/86/4, where it is suggested that 
the "discussions be tailored to reflect the relative importance 
of the urgency of corrective actions in various areas of 
policy." While I would not disagree that discussions must be 
focused and must involve a sense of priorities, we should avoid 
focusing so narrowly on immediate problems that we lose sight of 
the longer term policy implications of specific actions, actions, 
which may only appear to have effect with considerable lag, such 
as policy measures in the structural/institutional arena. After 
all, a medium-term framework is not just a financing framework, 
but one to outline policies and performance over the medium-term 
as well. 

This brings me to the next point, the time horizon for 
reviewing prospects and policies. We have been pleased to see 
the growing inclusion of medium-term outlooks in staff papers, 
and view them as being helpful to us both as a member of the 
Board exercising surveillance over other countries, and as the 
representative of the largest member country. We agree that the 
emphasis should be on policy sustainability, and in this regard 
we believe that stronger emphasis should be placed on structural 
inadequacies in member countries, including those relating to tax 
policies, while continuing to analyze and make suggestions on the 
macroeconomic policies reviewed by the Fund. I stress this 
since, while structural misalignments may not appear to be the 
direct cause of a balance of payments problem or inadequate 
growth, it is clear that in many countries' structural rigidities 
are contributing to delayed exposure to domestic and foreign 
competition and to slower growth and diversification. This can 
damage export prospects, impede resolution of debt problems, 
heighten protectionist pressures, and erode confidence in and the 
attractiveness of a member's currency. 

Finally, we would welcome more detailed presentation of 
assumptions and of the analytical framework underlying the 
medium-term outlooks, especially since this will increase the 
usefulness of such an exercise to the member's authorities. This 
is particularly important in the 25 largest countries, and with 
respect to any policy areas in those countries where there may be 
differences of view regarding the economic relationship between 
policy actions and economic outcomes. 

Turning to the suggestions made for improving policy assess
ment, we agree that major policy inconsistencies should be 
clearly identified in a medium-term context. In fact, a strong 
emphasis on the medium-term implications of action, or lack of 
action, can bring home more forcefully the need for immediate 
action and furthermore, can perhaps help generate a broader base 
of support for unpopular actions if positive benefits over the 
medium-term can be more clearly identified. The identification 
of policy trade-offs may also help to focus attention on the 
policy options realistically available. 
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The final set of suggestions relating to staff presentation 
of specific policy recommendations to a member's authorities 
deserves our full support. In particular, we would place a high 
priority on the staff presenting, where appropriate, precise 
policy steps to help achieve generally agreed-upon policy 
goals. We would recommend precision with regard to both the 
content and timing of specific policy actions recommended by 
staff. 

2. Proposals Related to the Multilateral Setting of 
Surveillance 

Let me begin by recognizing the work done by the G-24 in 
formulating specific proposals regarding multilateral surveil
lance. We understand the basic objectives of their suggested 
approach, and share some of the general interest reflected in 
developing multilateral surveillance. However, we find that the 
specific proposal put forth in their report goes too far; it is 
in our view too ambitious and unworkable, involving, as it would, 
not only multilateral discussions, but negotiations on a mutually 
consistent set of objectives and policies to achieve these 
objectives. We believe that it would not be feasible at one 
point in time to expect to be able to reach a uniformity of views 
among so many countries, in such a precise fashion, that could 
lead to specified actions. 

The ideas put forth in the G-10 report regarding multi
lateral surveillance are less ambitious, and could serve as a 
useful starting point for further efforts in this area. In par
ticular, the World Economic Outlook currently discusses develop
ments in the major groupings of countries. This discussion could 
be broadened to form two separate chapters. One would review the 
policies of the major industrial countries, and here I refer to 
the G-10, highlighting interelationships and any possible 
inconsistencies between national policies and broadly agreed 
objectives. For example, in current circumstances one could 
assess whether the policies of the United States, Germany and 
Japan are mutually supportive of the agreed objective of reducing 
external imbalances in an acceptable timeframe. 

We believe that a comprehensive discussion of this WEO 
chapter in the Board -- on a separate day -- could increase the 
awareness among members of the international and ultimate 
domestic implications of their policies, particularly in the 
medium-term. In the next Board Meeting, following this 
discussion on the basis of a separate chapter, we could envision 
a discussion of the 10-15 major developing countries, considering 
not only the effect of industrial countries' policies and per
formance on these developing countries, but also with emphasis on 
the collective and individual roles of the largest developing 
countries in affecting world economic performance, including 
their impact on performance in the industrial countries. 
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Some additional possibilities come to mind, including one 
preliminary thought that any time the Fund might engage, under 
the provisions of supplemental consultations, in supplemental 
consultations with a single member (an area I will address in a 
moment), we might consider the possibility of conducting some 
limited additional discussions with those countries most closely 
linked, either through trade, investment or financial flows, with 
that particular member. This may involve some practical 
difficulties, but we believe it merits further consideration. 

I would like to make a final point. While the Fund Board 
can -- and indeed must -- play a central role in strengthening 
multilateral surveillance in the system, it is not the only fora. 
Currently, multilateral surveillance occurs, for example, in 
Working Party 3 of the OECD. Furthermore, there may be 
occasions, some involving limited groups of countries, when 
multilateral surveillance cannot most productively take place in 
the Fund Board. Perhaps on such occasions the Managing Director 
could play a role. 

3. Proposals Related to Strengthening the Influence of the 
Consultation Process 

At last year's discussion on surveillance, I was supportive 
of various proposals to strengthen the influence of the consulta
tion process. This year, I can reiterate that support and make a 
few additional suggestions. 

Regarding the follow-up to consultations, since staff 
assessments should be candid, we believe that a comprehensive 
review of economic performance measured against the recommen
dations of the Board made at the close of an Article IV 
consultation should be included in the next consultation 
report. Such an assessment would be particularly important for 
the 25 largest members of the Fund, both industrial and 
developing countries, that have important roles in the world 
economy. We envision that this comprehensive review in the next 
Article IV staff report would go beyond the short summary 
paragraph currently included in most staff reports, and could 
encompass detailed references in both the summary of economic 
developments and the discussion of policy implementation in the 
period since the last Board review. 

We agree that internal publicity within the member govern
ment should be enhanced; in particular, it would be useful if the 
Fund team met uniformally with high policy-level officials. Then 
perhaps an improved effort could be made to ensure that these 
same high level officials see the final staff report, and the 
Chairman's summing up. 

Furthermore, we continue to believe that IMF surveillance 
would be strengthened if Management met with the Minister of 
Finance at the end of the discussions, not just in those 
instances where there appears to be an "urgent" problem, but in 
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those 25 or so large countries whose policies and performance are 
of greatest concern to the world economy. This could help 
indicate to those most influential members the far-reaching 
impact of their performance and policies on the rest of the 
world, and would go beyond the staff suggestion that the MD just 
"communicate directly" with the Minister of Finance. We 
recognize the need for flexibility in implementing this policy in 
order to avoid an undue time and travel burden on Management. 
Perhaps such meetings in some cases might not always be held on 
the occasion of the staff level consultations. In some cases, 
use could be made of the presence of Ministers of Finance in 
Washington during Interim Committee and Annual meetings. 

We could also envision these largest countries preparing a 
report, as part of the annual consultation process, (G-10 report, 
paragraph 45) "outlining the measures introduced or considered to 
deal with the problems identified by the IMF and to respond to 
specific policy suggestions." Thus in our view, the staff sug
gestions on page 20 of SM/86/4 are too restrictive in that they 
would appear to apply only to those countries in which serious 
differences of view emerged. Even in those countries where there 
was apparent general agreement on the future direction of 
policies, follow-up reviews and reports by members' authorities 
could strengthen the implementation of those policies. 

Such reports could be prepared by the authorities within, 
say six months, of the conclusion of the Article IV. The 
response of the authorities in that report to the specific recom
mendations made earlier by the staff and the Fund Board could 
perhaps in a few cases lead to a supplemental discussion, if the 
Managing Director found the report to indicate that serious dif
ferences of view or problems remained. These problems could, 
perhaps, be gauged by use of the negative list of indicators I 
mentioned earlier, which would build on Section 2 of the 
Principles of Fund Surveillance over Exchange Rate Policies. 
Such a procedure could perhaps lead to a brief oral report to the 
Board of the Managing Director's discussions, and would not 
necessarily require further analysis by the staff. We would not, 
of course, wish such 11 6-monthly" reports to lead to, in effect, 
semi-annual consultations for the major countries, and would need 
to avoid that in implementation of 6-monthly reports. 

We would also welcome a variation of a proposal included in 
the G-24 report that the Fund broaden its coverage included in 
information notices to a more _comprehensive grouping of policy 
changes, not just exchange rate and trade policy developments. 
While such information notices would not necessarily be discussed 
by the Board -- and we do not see them leading to supplemental 
consultations -- they would serve to inform all members of 
important changes in domestic and external policies and per
formance in members. We would welcome staff and other Directors' 
views on this possibility. 
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With regard to external publicity, we continue to believe 
that a release at the end of a Board discussion of an Article IV 
consultation with one of the larger industrial or developing 
country members of a statement that would "give a brief assess
ment of a country's policies and prospects and would indicate the 
broad direction of suggested policy changes" (G-10, paragraph 48) 
could be quite useful in strengthening the surveillance pro
cess. We also support release of some parts of the REDs, 
although not the full staff report. I remain somewhat puzzled by 
some of my colleagues who believe that some publicity will 
compromise the basic confidentiality of the consultation 
process. We believe that confidentiality should be preserved, 
and can be maintained by limited publicity. Such publicity could 
improve the accountability of national authorities regarding the 
international implications of their policies. 

We have previously expressed interest in greater use of the 
supplemental surveillance procedure on the occasion of "exchange 
rate and other developments that may be important or may have 
important effects on other members, or that have implications for 
the operation of the international monetary system," (G-10, 
paragraph 46), or in relation to developments which might 
indicate the need for discussion with members. It is clear that 
these other developments should include a broad array of economic 
developments and, as such, also encompass various structural and 
institutional developments. We would not preclude some degree of 
quantification that might help prompt the need for discussion, 
but such quantification should be broadly based, and we would 
continue to rely heavily on judgmental assessments. 

One aspect of Procedures which is not dealt with in the 
staff papers and which perhaps needs more attention relates to 
strengthening the influence of the consultation process. I have 
the impression that, too often, the main practical result of 
consultations is an exchange of information on economic develop
ments and policies, and that a lively, genuine give-and-take on 
existing policies and policy recommendations may be missing in 
some cases. If that is the case, it may well be due to the atti
tudes of the authorities, and not the approach of the staff. 
Regardless, it is important that the staff present their 
analysis, projections and arguments for preferred policies 
clearly and precisely to the authorities. These must be founded 
on a spelled-out analytical base. Staff should then use their 
not-inconsiderable persuasive powers--with charts, tables, etc., 
to back them up-- to seek consideration of what they consider to 
be the proper policy course. 

I am not suggesting a confrontational approach. But, I do 
think that it may be easy in some cases, particularly those 
involving the largest members, not just the United States, for 
both the staff and the authorities of the member country to 
engaqe primarily in exchange of information and policy 
opinions. On the side of the national authorities, it is not a 
bad thing for them to hear an outside view of a country's prob
lems and policy options in the context of a clear set of 

(. 
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arguments on how a desired economic outcome might be most readily 
achieved, based on a sound analytical base. A consultation 
scenario which might favor such an outcome could involve a fairly 
clear separation between the information-gathering phase of con
sultations and the policy dialogue phase, with a sufficient 
period in between to allow for careful consideration of economic 
prospects and policy implications gleaned from the information
gathering phase. 

In this connection, I would like to suggest that staff pre
pare a short paper, drawing on actual experience from several 
regional departments, on how the actual process and procedures of 
consultations have worked, at what level, to what extent, 
principal information exchanged, etc. 

Conclusion 

As I said at the beginning of my statement, the true test of 
our surveillance efforts will be whether they succeed in helping 
to bring about better economic policies in our member countries 
and a more stable system. I recognize that the larger members of 
this institution, both industrial and developing, have the 
largest impacts on the world economy and on the international 
monetary system, and that they have special responsibilities. 
But all countries share these responsibilities and all countries 
must~ willing to participate in any reinforced surveillance 
effort. One sometimes gets the impression that the support for 
stronger surveillance is focused on stronger surveillance of the 
"other fellow" and not of one's own country. 

I cannot promise that my own authorities will always concur 
in the economic analysis and policy prescriptions which emerge 
from the IMF and its members. But, they are more likely to be 
inclined to participate in a strengthened surveillance process 
with an open mind if they believe that it is part of a general 
strengthening of surveillance to which all countries commit 
themselves, with all countries accepting the idea of exposing 
their policies to the light of foreign criticism based on careful 
economic analysis. 

In closing, Mr. Chairman, I would like to return to the 
issue of political will. Stronger surveillance, as well as 
possibly other approaches, could help strengthen political 
will. But there must be a base of political will there, in order 
to bring about greater international cooperation. There have 
been many ideas put forward in today's, and last week's, dis
cussions toward increasing the effectiveness of the exchange rate 
system. Some of them are rather ambitious ideas. One could 
argue that the willingness of countries to commit themselves to, 
and to implement, a system of genuinely strengthened surveillance 
could provide a good indication of the willingness and ability of 
political systems in national capitals to adhere to other forms 
of international cooperation. 

Thank you, Mr. Chairman. 
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General points 

This was an extremely important and useful discussion. Directors 
agreed that enhancing the effectiveness of surveillance is essential to' 
improving the international monetary system, whatever the particular 
modalities of the exchange rate system itself. They also agreed that 
domestic policies of members--particularly major countries~~can have 
significant repercussions on other countries' economies and on the working 
of the international monetary system, and that the Fund has a unique role 
to play in carrying out its surveillance function: it should seek to 
promote higher quality and more mutually consistent economic policies by 
encouraging national authorities to take into account as fully as possible 
the international consequences of their dqmestic policies. 

Directors noted that the effectiveness of surveillance had been far 
from adequate in recent years, as major payments imbalances had .developed 
and the functioning of the exchange ia~e system had been characterized by 
substantial volatility and misalignments. 

A number of Directors considered that surveillance has been marred 
by a deep ·asymmetry: they noted that the conditionality on the use of 
Fund resources significan.tly affected developing countries--whose economies 
generally did not have a substantial impact on the rest of the world-
while surveillance had had little·· pracd,cal effect .on the .countries that 
had a major impact on the world economy. Thus, in the view of a number 
of Directors, the objectives of surveillance had not been met.. Mo.re 
important, the situation had considerably deteriorated in this respect 
since the beginning of the floa~ing system and the introduction of the 
surveillance principles and procedures. A number of Directors felt that 
the inadequacies of surveillan~e had. complicated the task of those coun
tries which had had no option to adjust:l,ng to. external circumstances and 
in the process had compounded the. difficulties in. the adjustment mechanism 
itself. 

Many Directors stressed that the causes of these shortcomings were 
to be found in the fundamental changes that had occurred in th~ interna
tional financial and economic environment, as well as in the lack of 
sufficient political will. among governments to adapt their domestic .. 
policies to a set of consistent international objectives. In other words, 
the shortcomings were caused more by those phenomena than by the inadequacy 
of the surveillance guidelines .and principles, and of the way in which 
they had been implemented. Some of.the Directors.who made those points 
also stressed that no set of surveillance guidelines and procedures can 
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be effective unless all members, recognizing their interdependence within 
the international monetary system and their mutual self-interest in the 

1i! 
smooth operation of the system, are willing to sacrifice 1,a portion of 

,I' 
their national sovereignty to ensure that surveillance w:l/111 be effective. 

I 
I• 

:i 
However, a number of Directors considered that the implementation 

of surveillance had also been faulty in some respects anc:f. had, to some 
extent, negatively affected the functioning of the system. Directors 
mentioned several shortcomings of the surveillance mechartism. First, 
some Directors said that the mechanism has relied excess~vely on a bilat
eral concept or the juxtaposition of a number of bilaterJl approaches, 
and that not enough emphasis had been given to analyzing interactions of 
economic policies and to designing an international framework for surveil
lance which would favor greater consistency of policies. ;i, Second, some 
Directors mentioned that the surveillance mechanism, as :i;i'.t had been 
implemented, had failed to assess the importance of a major component of 

, I 

the international system, namely, unsustainable capital f:~ows. A third 
criticism was that the surveillance mechanism had not cap:tured some major 
exchange rate misalignments and economic policy inconsist}ncies at a 
sufficiently early stage. Another criticism, which was m,ade by a number 
of Executive Directors from developing countries, was tha:t the surveil
lance mechanism had not sufficiently taken into account the fact that 
some countries have a greater influence on the system th~1

~ others and 
have to be treated accordingly within the framework of surveillance. In 
that connection, some Directors stressed the need for moi1e even-handed 

I 
surveillance. In their view, the Fund, in carrying out its surveillance 

I 

function, had been very demanding in its response to the ~xchange rate 
policies of smaller countries and had been relatively easy in its assess
ment of the exchange rate policies of major industrial countries. 

I 
'l 
.I 

Another view was that one should not underestimate tpe importance, 
for the system, of a number of developing countries. A nhmber of those 
countries do have an impact on trends in the world eco~omy. 

n 
Given those observations, I think that it is fair to1, say that all 

Directors agreed that a strengthening of surveillance is essential at the 
present juncture. The proposals or ideas mentioned by Di):.·ectors today to 
strengthen the effectiveness of surveillance were clearly;!: colored by the 
more general attitudes expressed by Directors on the related question, 
discussed last week, of the exchange rate system. Some Directors felt 
that automatic quantitative indicators, or targets, or sykterns of reference 
were needed to trigger consultations and possibly policy 1ctions. Others 
considered that what is of the essence is to improve the practical effec
tiveness of surveillance without creating unnecessary, ori! perhaps undesir
able, mechanical triggers that could lead, in their view, J to an excessively 
heavy work load· rather than to a more effective applicati?,n of the surveil-
lance mechanism. ·· 

Despite the differences of view on these matters, the discussion 
today was heartening in the sense that all Directors--and!I wish to 
stress the unanimity of views in this respect, although tpere were some 
differences on the precise modalities invol ved--agreed on'1 the following 
fundamental points. 
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First, the surveillance mechanism should be strengthened in order, 
as one Director said, to get roore bite and not more bureaucratic work. 
Second, there is a need to broaden the coverage of policies that are 
subject to surveillance and, in particular, to integrate, through more 
precise analysis, exchange rate assessments and the assessments of fiscal, 
monetary, and structural policies within a medium-term framework. Third, 
the multilateral framework of the exercise of surveillance should be. 
improved. The lack of an adequate multilateral framework has been one of 
the main weaknesses of the surveillance mechanism and should be a focus 
of attention for action in the future. Fourth, the follow-up mechanism 
should be improved, so that deviations can be spotted early and appropriate 
action taken quickly. 

In the light of those observations, I would- like to deal next with 
the more precise points that were covered by the staff papers and on 
which Directors commented today. 

2. The biennial review of the 1977 document on surveillance 

First, the three-step work program outlined in SM/86/3 was accepted 
by most Directors. It is cl~ar that the Interim Committee's guidance 
should be sought on the ideas contained in the G-10 and G-24 reports that 
Directors discussed today. It is also clear that this will take some 
time, as Mr. ·sengupta stressed. He would like us to assess more system
atically the practicability of the different specific proposals before we 
crystalize our views in a report and seek the guidance of the Interim 
Committee. Other Directors said that we should not lose too much time on 
drafting, and that in any event drafting ·should not delay action. 

Second, some Directors said that they wished to revise the present 
text of the general principles of surveillance to include the principles 
of oversight by the Fund over members' economic policies which, as 
Mr. Polak in particular noted, are stipulated in Article IV, Section 3(a). 
We will therefore start considering how those general principles could be 
revised. But, as Mr. Polak correctly stressed, the revision will not 
involve just a few words of the text here and there; it should be roore 
systematic and ftmdamental. 

Third, in commenting on the principles for the guidance of members' 
exchange rate policies Directors restated the positions that they had 
taken last week on target zones and indicators. While the target zone 
idea.is favored by Directors with only a minority (less than 30 percent) 
of the total voting power, I was interested to note today a growing 
momentum in favor of the notion of indicators--not necessarily quantified, 
rigid indicators, but more systematic guidelines that could be used to 
characterize a stance of policies and to help the Fund to detect deviations 
and inconsistencies. Although this was not a majority view, there was an 
inclination to explore what we could do in a practical and flexible way. 
In stressing the need for surveillance to focus on domestic policies, 
Mr. Dallara asked the staff to explore the feasibility of what he called 
notional ranges for the outcome in such policy areas as growth, employment, 
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inflation, and the external current account. Mr. Dallara further suggested 
that any substantial deviations from the notional range of outcomes in a 
country in any one of those policy areas could be a basis for considering 
the need to hold discussions with the member. 

In their comments on principles of surveillance over exchange rate 
policies, Directors expressed some interest in extending the coverage of 
indicators used to trigger consultations to include policies that are not 
necessarily adopted "for balance of payments purposes." However, there 
were divided opinions on the suggestion to delete the reference to policies 
adopted "for balance of payments purposes." The final decision on the 
disposition of those words should perhaps be taken in the light of the 
final position on other important aspects of the 1977 document. Some 
Directors suggested extending the list of "negative indicators" in Sec
tion 2 of the current principles of surveillance to include fiscal, 
monetary, wage, and structural policies. 

3. Possible improvements in surveillance procedures 

Most Directors called for an improvement in the quality, timeliness, 
and coverage of data. As far as policy coverage is concerned, I thought 
that there was a broad consensus--which reflected the positions in the 
G-10 and G-24 reports--that all policies which affect the performance of 
members and the international system, including of course structural and 
trade policies, should be included in the coverage of our surveillance 
exercise. Mr. Dallara mentioned that paragraph 43 of the G-10 report 
gives a good indication of the possible broader policy coverage of surveil
lance. He suggested that the text of paragraph 43 1/ could be relevant 
for an effort to extend the list of "negative indicators" in Section 2 of 
the Principles of Fund Surveillance over Exchange Rate Policies. 

This suggestion is in line with the emphasis placed by a number of 
other Directors on the potentially significant role of surveillance in 
identifying members' policies that impede the achievement of economic 
growth objectives and should therefore be avoided to the extent possible. 
These ideas complement another proposal for strengthening surveillance 

1/ The text of paragraph 43 reads, in part, as follows: " ••• Article IV 
consultations should continue to be primarily concerned with the broad 
range of macroeconomic policies, including exchange rate policies, bearing 
on a country's external position and on international adjustment. Within 
this overall framework ••• consultations should also give more emphasis to 
analysis of capital account developments; government policies which hinder 
the efficient operation of exchange and capital markets; and, more gener
ally, impediments to the international adjustment mechanism caused by 
trade restrictions and other protectionist measures, such as policies to 
provide special incentives to exports or discourage imports, other market
distorting policies, and structural rigidities. In order to achieve 
greater consistency and continuity of action, policy analyses and recom
mendations should be viewed in a medium-term framework." 
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that was mentioned by Mr. Zecchini in particular: the surveillance exer
cise could include a careful examination of the continuity of a member's 
policy efforts over time. In that context, Mr. Dallara suggested that 
the current Article IV consultation report for a member could include a 
comparison of the member's recent policy decisions with the Fund's recom
mendations concerning the policies that the member should adopt or avoid 
in order to promote economic growth, policy consistency, and exchange 
rate stability. Some Directors also remarked that in presenting its 
suggestions to a member's authorities the staff should include, where 
appropriate, precise policy steps to help achieve generally agreed policy 
goals; in their view, priority should be given to precision in both the 
content and timing of specific policy actions recommended by the staff. 

All Directors agreed on the importance of the medium-term analytical 
framework that has been introduced in recent years, and some Directors 
asked the staff to be more precise in presenting the underlying assump
tions behind medium-term scenarios. One Director made the interesting 
suggestion that the use of medium-term scenarios should be extended to 
all industrial countries that had a substantial and growing external debt 
and to all industrial countries with large external surpluses. In addi
tion, there was a strong call for more candid and specific presentations 
in the staff appraisal for Article IV consultation reports of the staff's 
assessment of a government's policies and of any differences of views 
between the staff and the authorities. Directors also said that a staff 
report for an Article IV consultation should to the extent possible 
provide precise suggestions for policy changes, although, as Mr. Rye 
rightly reminded us, we have to exercise some modesty in this respect 
because we might not know all the intricacies of each member's situation. 
I also noted a call for more specific and fuller indications in staff 
reports of Fund/Bank collaboration and, where relevant, of the World 
Bank's views on a member's policies. 

Directors also commented on proposals related to the multilateral 
setting of surveillance. Indeed, as I mentioned, this was a focal point 
of the discussion. The Group of Twenty-Four's proposed two-step procedure 
was supported by a number of Directors. They stressed what they considered 
was the inherent logic of negotiating a framework of mutually consistent 
objectives and policies for the major industrial countries and then fol
lowing that up by assessing individual policies in the context of that 
framework in the course of the Article IV consultations with those members. 
However, a number of other Directors considered that such an approach, 
and in particular the first leg of that approach--the negotiation of an 
agreed set of consistent objectives and policies--would not be practicable 
and would entail excessive complications and rigidities. They advocated 
instead a separate chapter in the World Economic Outlook paper which 
would provide the sort of framework that the Group of Twenty-Four favors 
but in a less rigid way and without the complication of negotiations; the 
chapter would provide a framework within which to discuss the international 
repercussions and interactions of the policies and objectives of the 
major industrial countries. Mr. Polak suggested that, by developing a 
consistent set of underlying balance of payment's calculations as a part 
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of the World Economic Outlook exercise, the Fund could make a unique 
analytical contribution to the process in the major countries of devising 
policies in the light of their international effects. Those calculations 
would not involve the definition of a set of equilibrium exchange rates. 
A number of Directors considered that a discussion on the G-10 countries 
within the framework of each World Economic Outlook paper would be more 
effective if the Managing Director were to make a report at the subsequent 
G-10 meeting on the discussion in the Board. Mr. Dallara made an inter
esting suggestion, which was picked up by a few Directors, that another 
World Economic Outlook chapter could focus on the interactions and inter
national repercussions of the policies of 10 to 15 major developing 
countries. 

In their comments on the multilateral setting of surveillance a 
number of Directors said that the meetings of the G-5 countries were a 
welcome manifestation of the desire of those countries to increase inter
national economic cooperation. But a large number of Directors today 
noted that it would be important for the effectiveness of the Fund's 
surveillance function to have the Managing Director attend G-5 meetings 
so that the Fund's perspectives, as reflected in Board discussions, could 
be conveyed to the G-5 countries. 

Considerable emphasis was placed today on the use of supplemental 
surveillance. A number of Directors would like irore supplemental surveil
lance consultations to be held. They noted that the supplemental surveil
lance procedure had not been used in the past, and they underscored the 
significant potential usefulness of that procedure in certain circumstances. 
Some of you remarked that the number of cases in which supplemental sur
veillance would be necessary was likely to be very small. In addition, 
care would be needed to keep from drifting into a pattern of semiannual 
consultations as a result of the excessive application of the supplemental 
surveillance procedure. My sense of the discussion is that, on the whole, 
Directors would rely heavily on the discretion of management to determine 
when supplemental consultations are needed. 

Emphasis was also placed on the importance of follow-up procedures. 
Considerable attention was given to the suggestion that after the comple
tion of an Article IV consultation with a member whose views differed 
from the thrust of the staff appraisal, the country would be asked to 
produce a separate report stressing its views; the report could conceiv
ably be integrated into a further Board discussion. 

There were two basic views on the frequency of Article IV consulta
tions. One group of Directors would like a more flexible attitude toward 
countries that do not pose major problems to the system, do not face 
immediate economic and financial problems, and are not using Fund resources; 
they were willing to have a longer consultation cycle~-say, 24 months--for 
those countries. Some other Directors, however, said that a number of 
those countries might have good reasons to rely on frequent, annual 
Article IV consultations, and that they would be reluctant to increase 
the consultation cycle for those countries. 

,., 
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My personal view is that we should leave open the options for that 
group of countries. If any of those countries is not interested in an 
annual Article IV consultation, I see no reason why we should not move 
toward an 18-24 month rule for such members. If, on the contrary, any of 
the countries concerned feels that it is important for that country to 
benefit from the advice of the Fund through an annual consultation, I 
think that we should probably go along with the member; we may wish to 
use smaller staff teams in handling some of these consultations. 

On the whole, I did not sense much change in Directors' views on 
publicity since the previous discussion on surveillance. However, I 
noted with great interest Mr. Dallara's position, as he has stated it 
today, which I think has alleviated much of the concern that many Directors 
had felt about wider external publicity. There appears to be broad 
agreement that external publicity in the form of the publication of full 
consultation reports would not be consistent with the great importance 
that members and Directors attach to maintaining confidentiality. The 
main question at this stage is whether the Managing Director should make, 
on his own responsibility, a short statement on the outcome of a Board 
discussion in concluding an Article IV consultation. On this matter I 
have heard some positive views, including the opinion of some Directors 
that so-called internal publicity could help decision makers in individual 
countries to identify all the available policy courses as well as incon
sistencies in policies. But this is not a majority view. Considerable 
attention was devoted to information notices, which is consistent with 
the interest that 'Directors showed today in achieving more precision in 
the carrying out of surveillance. Information notices are a useful tool 
to which we should give further attention. Such notices could occasionally 
be discussed by the Executive Board. The discussions could conceivably 
be helpful to the Managing Director in reaching his decision whether or 
not a supplemental consultation was warranted. To that end, information 
notices would be particularly useful if they were to concentrate on a 
member's deviations from the Fund's policy recommendations. There was 
some interest in the notion of wider indicators, and we will continue to 
work on that idea. 

As to Mr. Sengupta's suggestion to have a quarterly paper on an ideal 
or optimum grid of exchange rates, there were a number of views that showed 
some sympathy for that idea, but there were also warnings and a counsel 
of prudence by several Directors which could perhaps be synthesized in 
the following way: the staff could explore balance of payments patterns, 
rather than make quarterly assessments of exchange rates, which present 
considerable difficulties because of quarterly fluctuations and members' 
sensitivities about information on rates. I thought that Mr. Polak made 
an interesting suggestion on how we might proceed in that respect, and I 
will consult him on a bilateral basis to gain a better understanding of 
his idea. There was also an interesting suggestion to have the staff 
discuss in a paper the nature, level, and effectiveness of its contacts 
with the authorities in individual countries during Article IV consultation 
discussions. 
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Mr Chairman, it is important to maintain a distinction 
from the outset between the causes of exchange rate 
variability and misalignments, on the one hand, and the 
impact of the variability and misalignments on the 
developing countries and small industrial countries, on the 
other. 

Coming now to the G-10 and G-24 reports. I am heartened 
to see that both groups agree, in principle , that the 
present system of exchange rates needs to be improved. They 
both are concerned about the short-run variability and the 
long-run misalignments of exchange rates. Furthermore, they 
both conclude that the major underlying elements behind the 
volatility and misalignments of exchange rates of key 
currencies are the unsound and inconsistent policies, and 
the related divergencies in economic performances among 
major industrial countries. 

The key questions faced by both groups were: 

1. How to introduce more stability into the present 
system? 

2. How to ensure that key-currency countries pursue 
sound and consistent policies ? 

In this respect, I am pleased to note that the two 
groups agree that surveillance is crucial as a basic tool 
for promoting policy convergence in an environment of 
sustainable non-inflationdry growth; that exchange rate 
intervention cannot be the primary instrument for dChieving 
exchange rate stability, though it can be useful in playing 
a complementary role; and most importantly, that the return 
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to a rigid, fixed exchange rate system is neither desirable 
nor fedsible at the present time. 

However, the two groups differ in degree in their 
search for the one additional step thdt is needed, a 
"missing link" if you will, to improve the functioning of 
the present exchange rate system. I think the roots of these 
differences lie in the two groups' respective dSSessment of 
the extent to which exchange rate variability and long-run 
misalignments affect developing countries and small 
industrial countries. It is true, as maintained in the G-10 
Report, that various hedging techniques and forward markets 
have been developed, improving the ability of large 
countries and large companies to reduce their exposure to 
foreign exchange risk. It is also true, however, that the 
majority of countries, unfortunately, are still unable to 
avoid that risk. It is quite Llear from the records of the 
IMF that many countries have suffered a considerable loss of 
income due to reduced exports partly as a result of serious 
misalignments of key currencies. For example, when the U.S. 
dollar sharply appreciated, many developing countries who 
had adopted realistic pricing policies, were nonetheless 
forced to augment their export volumes so as to maintain 
export receipts. In so doing, not only were their incomes 
reduced, but, in the process they had to adopt more 
difficult adjustment measures. 

Therefore, I have no difficulty, Mr. Chairman, in 
answering, in the affirmative, the first staff question on 
page 6 and I quote - 11 Does short-run volatility of maJor 
currency exchange rates impact more seriously on the 
developing countries and on smaller less diversified firms?" 
Another stoff question, also on page 6, raises interesting 
issues about the effects of exchange rate volatility on 
international trade. I quote: "Are there kinds of risk or 
uncertainty that have eluded the existing econometric tests 
on the links between exchange rate volatility and the volume 
of international trade?" As far as I can see, it is not so 
much a question of the volume of international trade as it 
is a question of the distribution of that volume. I think 
exchange rate volatility leads to a redistribution of income 
in favor of the larger countries and companies which can 
influence demctnd and reduce their exposure to risk. 

This leads me, Mr. Chairman, to the conclusion that the 
cost of exchange rate volatility to most countries is 
sizable and unnecessary. I feel it would be in the best 
interests of the large countries if, in the long run, the 
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incomes of the many small and vulnerable countries were not 
exposed to these arbitrary reductions. A stable environment 
would enhance their ability to import from the industrial 
countries, increasing the latter's income and employment 
through the multiplier effect. One good way of improving the 
stability and even the growth in the incomes of developing 
and small industrial countries is by introducing more 
stability into the present exchange rate system. 

Another area where the two groups differ somewhat, 
pertains to their respective assessment of the contribution 
of the lack of discipline, as well as the level and 
frequency of macroeconomic policy coordination among large 
industrial countries to the volatility and misalignments of 
key-currencies. It is generally argued that the lack of 
fixity in major exchange rates has greatly reduced 
discipline on macroeconomic policies. It is further argued 
that unsound and inconsistent policies have produced 
historically high real interest rates, low commodity prices, 
and sluggish economic growth. This has had adverse 
spillover effects on developing countries' export earnings 
and growth performance. Moreover, under the present system, 
efforts aimed at better discipline and policy coordination 
have not been initiated on a regular and frequent basis. 
Rather, they have been, for the most part, triggered by the 
threat of crises. 

The events that followed the September 22 meeting of 
the G-5 officials in New York, have demonstrated that 
concerted actions by the key currency countries do work. 
They also proved the desirability and, indeed, the need for 
a trigger mechanism other than the threat of crises for 
enhanced dialogue and policy coordination among the major 
industrial countries. 

It is certainly true that, during the par value era, 
domestic macroeconomic policies were fully subordinated to, 
and constrained by, the maintenance of the exchange rate in 
a sense that "the tail was wagging the dog." Because of this 
inflexibility and the lack of control over domestic 
macroeconomic variables, domestic economies during that era 
have suffered a great deal. Now that "the dog is wagging the 
tail," which is a more natural mechanism, the world forgets 
that the tail has to be connected to the dog for it to be 
wagged and for the wagging to serve any useful purposes to 
the dog. The point is that the tail cannot be severed, as 
some might imagine the floating exchange rate system to be. 
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Mr. Chairman, there is ample evidence that the major 
causes of exchange volatility and misalignments are not only 
the low level of coordination and discipline but also the 
lack of regularity and automaticity in carrying out even the 
present level of policy coordination. 

Our experience with the present system clearly suggests 
that the "the missing link" in the process of enhancing the 
level of discipline and policy coordination through more 
frequent and regular consultations among the major 
industrial ~ountries is a trigger mechanism. Such a 
mechanism would have to move the present system in the 
direction of more automaticity and more centralization in 
policy adjustment and coordination. The central question is, 
therefore, what is the most appropriate, practical, and 
acceptable tool for ensuring that unsoundness and/or 
inconsistencies are detected early enough to be dealt with 
in a timely fashion? Put differently, how can the 
international community ensure that the key currency 
countries address individually and collectively exchange 
rate problems before too much damage is inflicted on the 
world economy? 

The answer to this question, Mr. Chairman, hinges on 
finding and incorporating the "missing piece" in the 
structure of the present exchange rate system. The "missing 
piece," in our view, is a trigger mechanism that plays the 
role of "an early warning light." Such a mechanism we 
feel, should have the following desirable features: 

1. lt should be automatic in the sense of 
triggering automatic discussions and consultation at 
the national and international levels but not 
mechanical in the sense of coercing key-currency 
countries into a course of action. 

2. It should be flexible and amenable to frequent 
revisions. 

3. It should 
implementation should 

be widely acceptable 
not be cumbersome. 

and its 

4. It should not aim at "fine tuning" exchange 
rate relationships.Our knowledge in this area is far too 
imperfect. 

r 
3 



\ • 
- 5 -

After reviewing the proposals in the staff paper, 
namely:(l) hard target zones; (2) soft target zones; (2) 
objective indicators; and (4) improvements of the existing 
institutional setting, I came to the conclusion that soft 
target zones have the most to offer in that they combine 
some of the desirable features of a trigger mechanism I 
mentioned earlier with most of the advantages of the present 
floating exchange rate system. 

Let me explain why. Soft target zones are 
characterized by wide, frequently revised, confidential 
zones, and need monetary policies that pay only limited 
attention to the level of exchange rates. What they 
introduce is only a more explicit and formal framework for 
defining the appropriate pattern of exchange rates and for 
specifying the links between exchange rates and 
macroeconomic policies. As these soft target zones have to 
be negotiated, they can improve the international 
consistency of macroeconomic policies, thus ending the 
present practice of letting the exchange rates be determined 
as residuals of other policy actions. It is true that soft 
target zones may not be helpful in reducing short-term 
variability or in identifying small real exchange rate 
misalignments. However, I think they would be at least 
helpful in preventing large and persistent misalignments, 
thus introducing some discipline. Unfortunately, 
unannounced soft target zones may not provide the anchor 
that some might want for greater stability. They will, 
however, help introduce more frequency and regularity in 
policy coordination and increase the responsibility of those 
large countries with the greatest spillover effects on the 
world economy. 

To conclude, Mr. Chairman: 

l. The present floating exchange rate system has 
not failed; it only needs improvement. 

2. A return to a rigid par-value system is 
undesirable and unfeasible at this time. 

3. Within the efforts of searching for feasible 
ways to improve the present system, one should benefit 
from the experience of the EMS. 

4. While 0 soft 0 target zones are not much 
different from what took place in, and subsequent to, 
the New York meeting of September 22, they do add the 
desirable element of regularity, and, therefore, 
enhanced incentives for more frequent policy 
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coordination among the large industrial countries. 
After all, the Summit Conference of the G-7 seems to 
be held on a regular basis, so why not do the same for 
Finance Ministers and Governors? 

5. For all practicdl purposes, and because the 
initial discussions for establishing the initidl target 
zones can be difficult and time con~uming, I think the 
Board should recommend to the Interim Committee to 
advise members to initiate such discussions anyway, and 
as soon as possible, even if there is no full agreement 
yet on adopting soft target zones. 



Of /ice Memorandum 

.TO: Mr. van Beek 

FROM: Desmond Lachman 

SUBJECT: Experience of Developing Countries 
with Floating Exchange Rates 

DATE: May 1, 1986 

The following are the comments I have on the above mentioned 
paper insofar as it relates to Uruguay. I would draw special attention 
to the comment about the reference to Uruguay on page 65. 

1. On page 5 it is suggested that Uruguay had a dual exchange 
market prior to the floating of its exchange rate in November 1982. 
This is rather misleading as the two exchange markets were unified de 
facto in October 1978. 

· 2. On page 6 Uruguay should be included among those 
countries which adopted a floating rate because of acute balance of 
payments difficulties and in particular because of massive capital 
flight. Accordingly, I would also suggest the suppression of the 
discussion at the top of page 7. 

3. On page 32 in discussing problems emanating from wild 
seasonal fluctuations in tourist receipts, the case of Uruguay might 
also be mentioned. 

4. On page 38 (Table 2) and ·On page 39 it is not correct that 
the establishment of a unified floating exchange system was a 
performance criterion under an existing program. Under the 1985 program 
with Uruguay, the authorities are commited to not intervening in the 
exchange market and there is an international reserve test. This, 
however, is not equivalent to having the floating of the exchange rate 
as a performance criterion, since there is nothing stopping the· 
authorities from accumulating additional international reserves in the 
event of upward pressure on the rate. 

5. At the bottom of page 39 one cannot really describe 
Uruguay's move to a floating system as gradual given the abrupt move in 
November 1982 fro~ a preannounced schedule of depreciation to a floating 
rate and the subsequent 40 percent decline in the value of the currency 
within a few weeks. 

6. On page 41 I am not sure what this sentence is saying in 
the Uruguayan context. 

7. On page 59. The exception of Uruguay from the category of 
countries having serious balance of payments problems prior to floating 
is not accurate. 

--·· . ', '. 

/ 
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8. On page 65. The discussion of Uruguay as "an example of a 
country in which it has not been possible to prevent a continous 
acceleration in prices" is inaccurate and gratuitous. I would suggest 
that it be dropped. 

·~ : ' 1. / 
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0 f /ice Memorandum ~J1, 

TO: The Managing Director April 10, 1986 
The Deputy Managing Director 

FROM: C. David Finch&" 

SUBJECT: Information Notice System 

I refer to my note on this subject (dated March 31, 1986) and 
to Mr. Shaalan's note dated April 4, 1986. We believe that Mr. Shaalan 
has made a very constructive suggestion for implementation of the new 
procedure for monitoring exchange rate developments in the 26 countries 
for which the lack of adequate price data prevents the calculation of 
real effective exchange rates under the information notice system. 
Following his suggestion, we propose to prepare a brief paper jointly 
with the appropriate area departments, which would explain to the Board 
the procedures being followed in the 26 cases in question. The paper 
could also note that longer or delayed consultation cycles may give rise 
to a greater chance of a notification. The paper would incorporate 
notifications for the countries in question. Based on calculations 
through February 1986 (see attached table), this would appear to be 
necessary for six countries for which the rate of inflation, based on 
the best available estimates, is clearly outside the limits of the range 
that would keep the change in the real effective exchange rate within 
the 10 percent threshold. These countries include Bahrain, Djibouti, 
Iraq, Lebanon, People's Democratic Republic of Yemen, and Viet Nam. 

Attachment 

cc: Heads of Departments: AFR, ASD,J:::R 
MED, RES, WHD 

Mr. Brown 



Table 1. Countries for which Real Effective 
Exchange Rates are not Monitored 

La test Board 
Consideration 

Type y Date 

African Department 
Algeria 
Benin 
Chad 
Comoros 

* Djibouti 
Equatorial Guinea 
Guinea 
Guinea-Bissau 
Sao Tome & Principe 

Asian Department 
Bhutan 
Kampuchea, Dem. 
Lao , P • D , Rep • 
Maldives 

* Viet Nam 

C 
C 
C 
C 
C 
R 
C,R 
C 
C 

C 
C 
C 
N 
N 

Middle Eastern Department 
Afghanistan 

* Bahrain 
* Iraq 
* Lebanon 

Libya 

C 
C 
N 
C 
N 

Oman N 
Qatar C 
Syrian Arab Rep. C 
United Arab Emirates C 
Yemen Arab Rep, N 

* Yemen P,D, Rep. C 

Western Hemisphere Department 
Belize R 

9/85 
3/85 
4/85 
2/85 
6/85 

12/85 
2/86 
9/85 

11/84 

8/85 
10/73 

1/86 
3/86 
9/85 

1/86 
3/85 

11/82 
2/85 
3/86 
2/86 
2/86 
2/86 
7/85 
1/86 
6/85 

3/86 

Change in 
Nominal 
Effective 

Rate Since 

Range of In
flation Rates 
Keeping the 

Real Effective 
Latest Board Exchange Rate 
Consideration Within the 

10 Percent 
Threshold 2/ 

-8.2 
5.0 
4.9 
3.9 

-18.1 
0.9 

-19.8 
-5.1 

-1.5 

-2. 2 

-88. 7 

-19,5 
10.8 

-48.0 

-11. 2 
-5.4 

-15.4 

1.7 
-12.1 
-13.0 
-10.3 

18. 8 
-43.9 

43.1 
2.0 

-13.0 

-61.9 

1,533.8 

22 .5 
2.6 

82.8 

5.8 
-43,2 
-13.8 

64.7 
9.4 

10.7 
9.6 

60.5 
86.9 

131. 6 
19. 8 

30.0 

323.3 

2,472.4 

52.5 
9.1 

123.4 

49.3 
531.4 

53.7 

1/ C: consultation; N: notification of change in exchange 
system; R: use of Fund resources. 

2/ Annual rate. Lower end of range would keep the real effective 
depreciation less than 10 percent; higher end of range would keep the 
real effective appreciation less than 10 percent. A rate of inflation 
outside the range indicated would indicate the need for an information 
notice. · 

* Indicates countries for which estimated rate of inflation wo
0

uld 
indicate a change of more than 10 percent in the real effective exchange 
rate. 



• Of /ice Memorandum 

To: The Managing Director April 4, 1986 
The Deputy Managing Director 

From: \" Q_, A.S. Shaalan . J'> · "'- · 

Subject: Information Notice System 

Mr. Finch's memorandum to you of March 31 on this topic referred 
to Bahrain for which it is proposed that an information notice be issued 
although there has been no price data for the country for over a year. 

The MED staff continues to have reservations regarding the reliance of 
the Information Notice System on estimated price data covering relatively 
long periods for a substantial number of member countries. As Mr. Finch's 
memorandum pointed out, for non-core countries (about 110 member countries), 
the January 1986 real effective exchange rate exercise involved price 
estimations for January for nearly 80 percent of these countries and for 
the three months October-December 1985, 30-55 percent of these countries; 
for about 15 percent, estimated price data was also being used for the 
August and September REER estimates. Our reservations in this regard are 
based on concerns regarding the possible reactions of member countries to 
issuance of a notification bas.ed on estimated price data in cases where 
the subsequently available actual data indicates that a notification was 
not called for. 

On the specific case of Bahrain, our reservations regarding the new 
proposal to use an estimated inflation range as the basis for a notification 
centered about the authorities' reaction to being singled out for non
uniform treatment. Until Mr. Finch's memorandum of March 31, the Exchange 
and Trade Relations Department had been focusing on Bahrain and indicated 
that they were looking into the feasibili~y of using a similar approach 
for other countries for which price data were lacking. If the proposal for 
judgmental notifications is to be generalized, as we understand from the 
March 31 memorandum, so that the principle of uniform treatment is broadly 
applied we would have no objection to Bahrain being included simultaneously 
along with all other countries that have so far been excluded. It would 
appear from Table 1 of Mr. Finch's memorandum that other countries would 
also currently be candidates for notification. We would suggest a joint 
paper explaining the new system and incorporating" noti.f1cations for all the 
countries that are candidates. The paper should also explain that longer 
(or delayed) consultation cycles . give rise to greater chance of a notifi
cation. For Bahrain this would be important since the authorities would 
likely ask why notifications had not been issued for some ne1ghboring 
countries who are also members of the GCC. If the new proposal is adopted, 
we would also suggest that a sufficient margin be allowed for error in 
judgment so that cases of unwarranted notifications are aJoided. 

cc: )Ir. Finch 
V Mr• Beza 

Mr. Brown 

F 
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TO: 

Of /ice Memorandum 

The Managing Director 
The Deputy Managing Director 

FROM: C David Finch 

SUBJECT: Information 'Notice· System 

March 31, 1986 

, There are two issues concerning the information notice system 
on which we would appreciate your guidance. The first issue concerns 
the practice of including a "staff appraisal" in the information notices 
and was highlighted recently in the cover note ~eeking your approval of 
the information notice for the United States. The second issue concerns 
the treatment of countries for which the lack of price data has pre- ·. 
vented the monitoring of real effective exchange rates, which has arisen 
recently in discussions with the staff of the Middle Eastern Department. 

The Chairman's summing up of the original Board discussion 
which led to the establishment of the information notice system included 
the following statement on the content of information notices: 
Directors recommended a flexible approach and invited management to 
exercise discretion in deciding when to provfde analysis and an 
appraisal." 1/ In practice, the rule followed has been that unless a 
staff report~for an Article IV consultation or the use of Fund resources 
had just been issued or was to be issued shortly, a staff appraisal 
should be included or the absence of an appraisal should be brought to 
management's attention. This latter was done recently, for example, in 
the case of South Africa where it was considered appropriate to omit a 
staff appraisal as the erratic behavior of the rate reflected primarily 
political factors. In the case of the United States~ we went along with 

. the Western Hemisphere Department because it was clear that, even 
without a section explicitly labeled staff appraisal, the information 
notice would include staff comments and a de facto assessment in the 
final paragraph. 'llle general arguments raised by WHD staff in the cover 
note seeking approval of the· draft information notice for the United 

.. States (copy attached), however, raise the issue. of whether formal staff 
appraisals are appropriate in information notices. 

We would, of course, agree with WHD staff that a report for an 
Article IV consultation which can deal more fully with the complex . 
issues often involved provides a stronger basis for a comprehensive 
appraisal. We also understand that the formulation of such appraisals 
without the benefit of discussions with the authorities may be difficult 
and could result in assessments_reflecting an.incomplete un~erstanding 

1/ "The Chairman's Summing Up at the Conclusion of the Annual Review 
of~the Implementation of Surveillance, Executive Board Meeting 85/55-
March 28, 1983," Buff 83/92 (4/7/83). 
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of the importance of certain developments or actions. Nevertheless, the 
Fund has an ongoing responsibility of monitoring and assessing policy 
problems and desired actions in all member countries. Shying away from 
presenting assessments or appraisals labeled as such would be a clear 
step backward, at a time when both the G-10 and G-24 seek a strength
ening and more continuous implementation of surveillance. It would be 
odd, at a time when both the G-10 and G-24 encourage the staff to be 
more candid and specific in its assessments and policy recommendations, 
to decide that the staff cannot formulate views, except once a year and 
only with the benefit of discussions with the authorities. 

If some feel that too strong a connotation has come to·be 
attached to the term ''appraisal,'' words such as "assessment" or 
"judgment" could readily be substituted. We strongly believe, however, 
that the use of a separate heading serves a useful purpose of separating 
the descriptive/analytical and assessment portions of the information 
notices, allowing management and staff to express a view (and to be seen 
as doing so) on the developments and actions to which the papers are 
addressed. Also, in practice, without a formal label, the clarity and 
effectiveness of assessments could easily suffer as more difficult 
judgments are avoided. Without appropriate assessments or appraisals, 
the information notices or other papers issued between Article IV 
consultations (exchange arrangements and exchange systems papers, and 
trade information notices) would not provide the Board with the element 
of judgment useful for its own assessment of the measures and their 
significance; or member countries with the reactions of the management 
and staff to developments and actions in the areas to which the papers 
are addressed. 

For these reasons, my recommendation is to continue the 
uniform practice of including a formal staff appraisal (or assessm~nt/ 
judgment) section. The reasons for omitting the app.raisal or assessment 
in individual cases and on an exceptional basis would continue to be 
brought to your attention. Your guidance on this issue would be 
appreciated. 

2. The· ·treatment· of ·cotiritries without· ·pric·e ·data . 

There are at present 26 countries for which the lack (or, in 
the staff's judgment, poor quality) of price data prevent the monitoring-
of real effective exchange rates. These countries are shown in 
Table 1. Although Directors have mentioned on occasion that efforts 
should be made to expand the coverage of the exchange rate monitoring 
exercise, usable price indices or staff estimates are still not avail
able for these countries, and for most of them, are not likely to become 
available in the near future. 

One country, Bahrain, was recently added to this group as no 
CPI data have been available since Decemb.er 1984 following the decision 
of the authorities to discontinue the compilation of the index while a 
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new index'is being prepared. The latter index had been expected to be 
available by the end of 1985 but has been delayed and it is not clear 
when the new data will be ready. The issue arises most clearly in this 
case because even though both the Bahrain dinar and Saudi Arabian riyal 
have been pegged (or de facto pegged) to the U.S. dollar, an information 
notice was recently issued for the latter highlighting the. real effec
tive depreciation since early 1985 but not for Bahrain for. which the 
lack of CPI data has not allowed precise calculations to be made. 
Nevertheless, it is likely that the dinar has also deprec~ated in real 
effective terms by much more than 10 percent. Given the size of the 
nominal effective depreciation for the Bahrain dinar (16.6 percent since 
March 1985, the date of the most recent Article IV consultation) and 
inflation rates in trading partners, the rate of inflation in Bahrain 
would have had to exceed 19.1 percent (annual rate) ·since March 1985 in 
order to keep the depreciation in real effective terms below the 10 
percent threshold. Although the depreciation of the dinar may have 
resulted in some acceleration of inflation since early 1985, inflation 
likely remains well below the 19 percent required to have kept the real 
depreciation below 10 percent. ]j 

Our proposal in the case of Bahrain and other countries for 
which the staff does not feel confident in providing precise price 
estimates for use in the information notice system would be to monitor 
developments in the nominal effective exchange rate, inflation in trade 
partners and the implied rate of inflation in the country itself which 
would keep the change in the real effective exchange rate within the 
10 percent (appreciation or depreciation) threshold. When the implied 
rate of inflation clearly moves outside the range of reasonable esti
mates, (base~ on available information, including, for example, the 
evolution of money and credit aggregates, projected rates of inflation 
at the time of an earlier Article IV consultation, foreign inflation and 
past inflation performance of the country itself) an information notice 
would be issued. 'lllese implied rates of inflation (for calculations 
through January 1986) are shown in.Table 1. 

MED staff object to this procedure. In particular, in the 
case of Bahrain, since new price data may be available in the near 
futur.e, · MED argues that it would not be advisable to have issued a 
notification which contained staff inflation estimates which were 
substantially-different from the actual data. More generally, they 
question whether it is advisable to rely too much on estimated price 
data for the information notice ?ystem • . A ~eparate objection concerns 

1/ This judgment is based, inter alia, on the record of low inflation 
in~Bahrain in preceding years which has remained at or below 3 percent 
(year on year) from early 1983 through late 1984, and continuing low 
rates of inflation in neighboring countries in 1985. During the 12-
month period ending September 1985, domestic credit fell by nearly 
40 percent while narrow and broad money increased by 3 percent and 
11 percent, respectively. · 
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the appropriateness of applying the same monitoring procedures and 
thresholds to countries on longer consultation cycles, since the longer 
interval between consultations may result in a greater incidence of 
information notices for these countries. 

As regards the first point, we had agreed earlier with MED 
staff to hold the information notice in abeyance through the end of 1985 
when the new CPI data were to become available. As indicated earlier, 
however, ·the authorities have indicated that preparation of the new 
index has been delayed and it is not clear when it will be available. 
It should be noted in this context that the approach suggested would not 
require the inclusion in the information notice of a precise estimate of 
inflation but only an indication of the staff's judgment that inflation 
since March 1985 has likely been well below 19 percent (annual rate); 
no information notice would be issued if reasonable estimates suggested 
that inflation could be higher. 

As regards the broader issue of reliance on estimates as part 
of the general operation of the information notice system, lags in the 
preparation and receipt of CPI data from member countries require in 
many cases that preliminary data, estimates and, in some cases, extrapo
lations of the seasonally adjusted CPI be used for the calculations. 
The number of cases for which such practices were required as part ofthe 
exercise completed a few weeks ago (for calculations through January 
1986) is shown in Table 2. 1/ Since, in the absence of shocks, the 
trend behavior of prices is~likely to be more stable than exchange 
rates, we do not consider that the use of such estimates invalidates the 
monitoring exercise. We would expect that ~nown shocks are reflected in 
estimates pr9vided by desk economists. The fact.that the lack of 
current data would make the exercise ~pproximate was recognized from the 
outset and has not led to objections by Executive Directors. ·In any 
event, it should be noted that whenever calculations indicate that the 
10 percent threshold was exceeded, the first step involved always is to 
review the estimates and, where po~sible, obtain more up-to-date 
information. 

In sum, for countries for which real effective exchange rates 
for t.heir currencies are monitored at present under the 'information 
notice system, we see no alternative to current practices nor do we 

1 Actual or preliminary price data were available through January for 
nearly half of the 36 "core" countries and through December for 
90 percent of these countries. Tilese countries are particularly 
important since they are the trade partners used in the calculations for 
other countries. For other countries, lags are longer: actual or 
preliminary data were available through January for only 25 percent, and 
through November and December for about half. Calculations for these 
countries thus rely to a significant extent on staff estimates for the 
three ioost recent months (and extrapolations for the most recent month). 

!",:.:·. 
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think that necessary estimates and approximations invalidate the exer
cise. For countries for which no precise estimates of inflation are 
available, we would propose to follow the procedure outlined for 
Bahrain. While the decision to issue an information notice in these 
cases would thus involve a greater judgmental element (which would have 
to be spelled out in the information notice), such a procedure would 
allow more comprehensive coverage of real exchange rate monitoring and 
make it possible to apply this monitoring more uniformly to all mem
bers.· Careful and continuous monitoring should apply to all members, 
.including (perhaps especially) those for which regular contacts are less 
frequent. 

Messrs. Beza and Shaalan may wish to send you a further 
elaboration of their own views on these issues. 

Attachment 

cc: Mr. Beza 
Mr. Shaalan 



.,· :;-

-· ---·-----· ----------- -------- --·--------------··-

Table 1. Countries for which Real Effective 
Exchange Rates are not Monitored 

Latest Board 
· ·consideration 

Type 1/ Date 

African Department 
Algeria 
Benin 
Chad 
Comoros 
Djibouti 
Equatorial Guinea 
Guinea 
Guinea-Bissau 
Mozambique 
Sao Tome & Principe 

Asian Department 
Bhutan 
Kampuchea, Dem. 
Lao, P. D. Rep. 
Maldives 
Viet Nam 

C 
C 
C 
C 
C 
R 
C,R 
C 
C 

C 

C 
C 
C 
N 
N 

Middle Eastern Department 
Afghanistan 
Bahrain 
Iraq 
Lebanon 
Libya 

C 
C 
N 
C 
C 

Oman N 
Qatar C 
Syrian Arab Rep. C 
United Arab Emirates C 
Yemen Arab Rep. N 

· Yemen P.D. Rep. C 

Western Hemisphere ·nepartment 
Belize C,R 

9/85 
3/85 
4/85 
2/85 
6/85 

12/85 
2/86 
9/85 
7/85 

11/84 

8/85 
10/73 

1/86 
7/85 
9/85 

1/86 
3/85 

11/82 
2/85 
6/85 
2/86 
2/86 
2/86 
7/85 
1/86 
6/85 

6/85 

Change in 
Nominal 
Effective 

Rate Since 
Latest Board 
Consideration 

-6.2 
4.4 
4.7 
3.1 

-14. 9 
0.3 

-13.0 

-4.o 

-1.0 

-12.4 
-88.3 

-16.6 
14. 9 

-42.3 
-14 .1 

-8.5 

-12.4 

-4.9 

Range of In~ 
flation Rates 
Keeping the 

Real Effective 
Exchange Rate 

Within the 
10. Percent 
Threshold 2/ 

-5.0 
-12.7 
-14.1 
-10.4 

13 .8 
-67 .8 ... 

21.3 

1.1 

-15. 5 

8.6 
480.7 

19.1 
1.3 

72 .o 
14.4 

o.6 

9.0 
,r. 

73.5 
11.1 
12. 3 
11. 5 
60.6 

257.o 

121.4 

20.1 

36.7 

62.3 
878. 5 ;/ 

51.5 ,/ 
7. 9 ~-

114. l .,,,,. 
61.4 

50.3 

53. 7 c: 
.,,., ... 

,-,, -' 

-5.4. 33.5 

1/ C: consultation; N: no~ifi~ation of change in exchange 
system; R: use of Fund resources. 

2/ Annual rate. Lower end of range would keep the real effective 
depreciation less than 10 percent; higher end of range would keep the 
real effective appreciation less than 10 percent. A rate of inflation 
outside the range indicated would indicate the need for an information 
notice. 

..-:_;) 
"-> -/d 
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Table 2. Information Notice System: Status of 
Consumer Price Data for Calculations through January 1986 

"" 1986 ···-- ----· .. : ............ 1985 ...... · .... · .. 

January December November October. September August 

36 core·countries 

Extrapolation 3 3 
Estimate 53 8 
Preliminary 22 11 3 3 
Actual 22 78 97 97 100 100 

Noncore countries 

Extrapolation 40 14 10 7 6 3 
Es.timate 38 39 30 20 10 10 
Preliminary 4 2 2 3 2 2 
Actual 18 45 58 70 82 85 

All countries 

Extrapolation 29 11 7 5 4 2 
Estimate 43 30 21 · 14 7 7 
Prel~minary 9 5 3 3 2 2 
Actual 19 54 69 78 87 89 

- ••• - • - - •• - .. w ' •• - ,. ,. - ••••• .. " - ~ . . . .. - -·· . - ... ~ -- - . . . " . " ~ ... 
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Table 3. Change in Member countries' Prices Required to Produce 
Real Effective Exchange Rate Changes Greater then 10 Percent 

Between Month of Latest Board Consideration of Members' Exchange 
Rate Policies and February 1986 

(Based on consumer Prices) 

Percentage Change Percentage Change in CPI 
Latest Board in Exchange Rate Required to Produce REER '. :· 
Consideration Indices 3/ Change Greater than 10 % 

African Department 
------------------
Algeria 
Benin 
Chad 
Comoros 
Djibouti 
Equatorial Guinea 
Guinea 
Guinea-Bissau 
Sao Tome & Principe 

Asian Department 
----------------

Bhutan 
Kampuchea, Dem. 
Lao P. D. Rep. 
Maldives 
Viet Nam 

Type 
1/ 

C 
C 
C 
C 
C 
R 

C,R 
C 
C 

C 
C 
C 
C 
N 

·. --Middle Eastern Department 

-------------------------
Afghanistan C 
Bahrain C 
Iraq N 
Lebanon C 
Libya N 
Oman N 
Qatar C 
Syrian Arab Rep. C 
United Arab Emirates C 
Yemen Arab Rep. N 

Date 
2/ 

9/85 
3/85 
4/85 
2/85 
6/85 

12/85 
2/86 
9/85 

11/84 

8/85 
10/73 
1/86 
3/86 
9/85 

1/86 
3/85 

11/82 
2/85 
3/86 
2/86 
2/86 
2/86 
7/85 
1/86 

~ -.. ~' ... .. -· .,,, .. v~_~!:::.~--r:: <:· ~('__::=-.--:··: -~.:.- • 

NEER 

-8.2 
5.0 
4.9 
3.9 

-18.1 
0.9 

n 
-19.8 
-5.1 

-1.5 

-2.2 
n 

-88.7 

-19.5 
10.8 

-48.0 
n 
n 
n 
n 

-11.2 
-5.4 

Trading 
Partner 
Prices 

2.7 
3.6 
3.8 
3.5 
2.0 
1.8 

n 
3.4 
8.2 

2.8 
n 

0.3 
n 

1.9 

n 
7.8 

33.8 
5.7 

n 
n 
n 
n 

2.0 
0.3 

REER REER 
Appreciation Depreciation 

of 10 % of 10 % 
Change Change 
in per ANN. in per ANN. 

23.1 64.7 o.7 1.7 
8.6 9.4 -11.2 -12.1 
8.8 10.7 -11.0 -13.0 
9.6 9.6 -10.3 -10.3 

37.1 60.5 12.2 18.8 
11.0 .86.9 -9.2 -43.9 

n n n n 
41.9 131.6 16.1 43.1 
25.3 19.8 2.6 2.0 

14.8 31.8 -6.1 -11.8 
n n n n 

12.8 323.3 -7.7 -61.9 
' n n n n 

895.0 *** 714.1 *** 

n n n n 
47. 2 - 52.5 20.5 22.5 
32~9 9.1 8.7 2.6 

123.4 123.4 82.8 82.8 
n n n n 
n n n n 
n n n n 
n n n n 

26.4 49.3 3.4 5.9 
16.6 531.1 -4.6 -43.2 

-··.·· .··.·.:s. .. - . ' '"· ~ _ .. : ,· :· .. ·· · .. -· ... c-,•c~,}/{)~::, · 
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Yemen, P. D. Rep. C 6/85 -15.4 2.5 33.2 53.7' 9.0 13.8 

Western Hemisphere Department 
-----------------------------

Belize R 3/86 n. n n n n n 

1/ C = discussion at the Board of an Article IV consultation; R = discussion at the 
Board of use of Fund resources (requests or reviews of stand-by or-extended arrangements, 
and requests for upper.tranche drawings under the CFF); N = notification to the Board in 
respect of exchange rate changes or notification of changes in the exchange system Wh·ich 
includes a substantive discussion of the exchange rate; I.= information notice. 

2/ Month in which the Board discussion took place; for notification or information 
-notices not discussed by the Board, month in which issued. 

3/ n = latest Board consideration took·place in or after February 1986, ••• = index 
not calculated (for Hong Kong and Switzerland no data are shown as there are no Board 
discussions). An increase in the value of the indices denotes appreciation. 

', 



DOCUMENT OF INTERNATIONAL MONETARY FUND 
AND NOT FOR PUBLIC USE IMMEDIATE 

ATTENTION 

To: Members of the Executive Board 

From: The Secretary 

SM/86/4 
Supplement 2 

CONTAINS CONFIDENTIAL 
INFORMATION 

March 28, 1986 

Subject: Implementation of Procedures for Surveillance - Review 

It is not p~oposed to bring the attached draft decision to the 
agenda of the Executive Board for discussion unless an Executive Director 
so requests by the close of business on Tuesday, April 1, 1986. In the 
absence of such a request, the draft decision will be deemed approved by 
the Executive Board and it will be so recorded in the minutes of the next 
meeting thereafter. 

Att: (1) 

Other Distribution: 
Department Heads 



DOCUMENT OF INTERNATIONAL MONETARY FUND 
AND NOT FOB PUBLIC USE IMMEDIATE 

ATTENTION 

To: · Members of the Executive Board 

From: The Secretary 

SM/86/3 
Supplement 1 

CONTAINS CONFIDENTIAL 
INFORMATION 

March 28, 1986 

Subject: Surveillance over Exchange Rate Policies - Review 

It is not proposed to bring the attached draft decision to the 
agenda of the Executive Board for discussion unless an Executive Director 
so requests by the close of business on Tuesday, April 1, 1986. In the 
absence of such a request, the draft decision will be deemed approved by 
the Executive Board and it will be so recorded ·in the minutes of the next 
meeting thereafter. 

Att: (1) 

Other Distribution: 
Department Heads 



The following decision is proposed for adoption by the Executive 

Board: 

Surveillance over Exchange Rate Policies: Review 

The Executive Board has reviewed the document entitled "Sur

veillance over Exchange Rate Policies" attached to Decision No. 

5392-(77/63), adopted April 29, 1977, as required by paragraph 2 

of that decision. The next review of the document shall be con

ducted not later than April 1, 1988. 



OP'P'ICE OP' THE 

MANAGING DIRECTOR 

To: 

Fran: 

l~TERNATIONAL MONETARY FUND 

WASHINGTON , D. C. 20431 

'!be De?,lty Managing Director 
Mr. Hood 
Mr. ~ttare 
Mr. Bezav 
Mr. Narvekar 
Mr. Crockett 
Mr. Goldstein 

Jti)ert M. G. Brown 

March 6, 1986 

SUbject: Meeting oo Underlying Payrrents Balances and 
!gtii I ibriunl Exchange Rates 

CAIILE ADD~ESS 
INTERF'UNO 

'!be Managing Director would like to hold a meeting in his 
office an 'luesday, March 11 at 9:30 a.m. to discuss the wisdan of, and 
possible awn,aches to, the calculation of equilibriun payments balances 
for najor irxlustrial countries. A proposal to this effect was made by 
Mr. Polak at the EKecutive Board neetings an Target Zones and an 
Surveillance. A further point for consideratioo at the meeting is how 
such calculations and the analytical frama\,,10rk underlying them could 
oontribute to the discussions in G-5 mtl.tilateral surveillance meetings, 

- and in the meetings of our own SW:veillance Omnittee. Ideas an Mr. 
Sengupta' s prcposal (equilibrilllll exchange rates) would also be lollelcaned. 

cc: Managing Director 

G = en 

c.n 
N 
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March 3, 1986 - 86/43 

The Chainnan's Summing Up Following the Discussion on the Special Review 
of the Fund's Income Position and of the Remuneration Coefficient 

Executive Board Meeting 86/38 - February 27, 1986 

Although a number of Directors prefer to reduce charges now, with 
effect November 1, 1985 or February 1, 1986, there is not the necessary 
majority to take that decision at this meeting. 

However, there is a general, I would say unanimous, willingness to 
lower the rate of charge for the last quarter or the last half of financial 
year 1986 on the basis of excess net income evident at the end of FY 1986, 
and to deem part of that excess income as income for FY 1987 so as to 
cushion possible income shortfalls in that year. 

A number of Directors would prefer to announce now the Board's 
intention to reduce the rate of charge retroactively if there is excess 
net income in FY 1986. However, the majority does not wish to do so and 
prefers instead to state clearly today the principle that a reduction in 
the rate of charge would occur in the context that I just mentioned. The 
majority view is that a formal decision to reduce the rate of charge 
retroactively should not be considered until the income position for 
FY 1986 as a whole is clear, by the latter part of April 1986, at which 
time a meeting to consider a decision will take place. 

Many Directors emphasized that there must be no cash payments to 
members in arrears to the Fund as a result of a decision to reduce the 
rate of charge retroactively. 

The Board agreed to review the remuneration coefficient again in 
late April 1986. If a reduction of that coefficient is decided at that 
time, it is my understanding that many of you think that it should apply 
as of May 1, 1986. 

The staff is to examine a number of legal and operational issues 
raised by Mr. Zecchini and others, including the question of an offset 
provision, which is to be the subject of a staff paper for the Board's 
consideration. While the Fund is, under its present practice, not off
setting its financial obligations to a member against overdue financial 
obligations of that member to the Fund, the staff believes that it is 
legally possible to introduce a provision under which this could be done. 
Several Directors also referred to their interest in the forthcoming 
staff paper on loan loss provisioning. 

The study on a possible offset provision will help the Board to 
decide whether a reduction in the rate of charge should take effect on 
November 1, 1985--which seemed to be the clear preference in the Board 
today--instead of February 1, 1986. The latter date was supported by 
some Directors who saw it as a way to avoid the need to make refunds to 
members in arrears following a decision to reduce the rate of charge 
retroactively. If we can solve that problem, as the staff suggested that 
we could, then I think that we would be looking at an effective date of 
November 1, 1985, which, as several Directors stated, would be the logical 
and fairest approach. 
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1. 

February 19, 1986 - 86/31 

The Chairman's Concluding Remarks Following the 
Discussion on Review and Assessment of the System 

of Floating Exchange Rates and Target Zones 
Executive Boar d Meeting 86/26 - February 12, 1986 

General points 

FILE COrY 

There is clearly widespread concern among Executive Direct ors about 
the way in which the exchange rate system has operated in recent years. 
In this connection, I wish to make several points. 

First, there was broad agreement that, in present circumstances, 
a return to a fixed exchange rate system would be impracticable and 
undes irable. Given the magnitude of the external shocks that the world 
economy has suffered over the past ten years or so, and given the size, 
the openness and the integration of capital markets, Directors considered 
that an element of flexibility in the working of the exchange rate system 
has been--and remains--essential, as it has helped to preserve an open 
trading system. Its flexibility has contributed to the absorption of 
shocks by the system. 

Second , it was widely recognized that the floating system has not 
functioned without substantial problems. Massive balance of payments 
imbalances have developed, there has been excessive short-tenn exchange 
rate volatility, and, perhaps more important, significant and persistent 
misalignments in exchange rates have appeared. These problems have 
entailed substantial costs in terms of market uncertainty, misallocation 
of resources, and protectionist pressures. A number of Directors considered 
that these costs have been particularly acute for developing countries-
which have greater difficulty than industrial countries in utilizing 
hedging mechanisms--and for small, open countries, which are more 
vulnerable to external shocks stemming from exchange rate volatility 
and/or misalignment. The staff was asked to study further the possible 
differences in the impact of exchange rate variability and misalignment 
on the various groups of members. 

Third, a number of Directors considered that the payments imbalances, 
exchange rate volatility, and exchange rate misalignments were not due 
directly to the floating rate regime itself; rather they were the reflec
tion of the divergent and sometimes incompatible economic po l icies of the 
major industrial countries. However, a large number of Directors recog
nized that the way in which the floating regime had operated has some 
systemic implications. Indeed, the system had not helped to promote 
discipline and coordination in the setting of economic and financial 
policies in the major industrial countries. Moreover, the system had 
not--as had been hoped by some before the launching of the system--
fully protected monetary policy autonomy. In sum, there was a clearer 
recognition that exchange rates do count, and that a mre "active approach" 
toward improving the system was called for. The Plaza Agreement of 
September 22, 1985 and President Reagan's recent statement on currencies 
in his State of the Union Address are manifestations of the need for that 
approach. 
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2. Improving the functioning of the system 

In the light of those general points, the question naturally arises 
what is to be done to improve the functioning of the system? A number 
of interesting views were expressed. 

Directors generally agreed that the potential improvements in the 
exchange rate system rely heavily on the extent to which individual major 
industrial countries in particular will show the political will to increase 
policy discipline and pursue more internationally consistent policies. 
In other words, the basic questions are whether the international conse
quences of domestic policies will be taken more fully into account by 
the interested authorities when they formulate and implement those policies, 
and how the exchange rate system can enhance such mutual consistency. 

The practical suggestions that have been presented and analyzed by 
the staff have to be looked at in the light of the objective of improving 
the functioning of the exchange rate system in order to achieve better 
policy coordination and consistency. 

Twelve Directors said that they have an open mind on or a favorable 
attitude toward some form of target zones. The basic idea behind that 
line of thought is that target zones would introduce an automatic or 
quasi-automatic mechanism which would enhance the discipline in the system. 
There were some nuances of opinion among those who held that basic view. 
But several Directors were interested in a target zone system that would have 
the following characteristics: it would consist of a version of "soft" 
targets, at least at the start; it would give at least an indication of the 
direction of appropriate exchange rate movements, if not a precise pattern; 
it should trigger discussions in the event of emerging misalignments or 
other problems; it should provide a framework for regular discussions 
among major countries with a view to preventing problems; and the exchange 
rate indicator would be only one element of a broader set of criteria to 
be utilized in assessing the position of economic policies of different 
countries. Some Directors felt that an expanded version of the EMS was 
worth considering. 

Other Directors were skeptical about, or had reservations on the 
idea of, setting a pattern of exchange rates and using that pattern as 
an operational mechanism. They made in particular the following points. 
First, it would be very difficult, if not impossible, to reach an agree
ment on a pattern of equilibrium exchange rates. Second, such a system 
could in some circumstances facilitate or foster destabilizing speculation. 
Third, and perhaps more important, concentrating on one indicator, the 
exchange rate, as a guide for policy adjustments, and using only monetary 
policy--the most flexible instrument--to maintain a predetermined pattern 
of exchange rates, could together result in inappropriate policy responses 
in some circumstances; monetary policy could become excessively subservient 
to the attainment of external policy objectives, and the system could 
then encourage inflation or deflation. 
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Whatever the mechanism, most Directors agreed that, without sound 
and consistent economic policies, a target zone system would not be an 
appropriate tool in itself, and could send misleading signals. 

Most--if not all--Directors considered that the September 22, 1985 
Plaza Agreement was a favorable--although belated in the view of several-
development, as it was a manifestation of closer convergence of economic 
policies and had encouraged a 100re rational pattern of exchange rate 
developments. Most Directors also agreed that improved cooperation among 
the largest players in the exchange rate markets--especially the major 
industrial countries--was crucial for the successful working of any exchange 
rate regime. Most Directors further agreed that the appropriateness of 
exchange rates should be one, but only one, of the elements involved in 
the exercise of multilateral surveillance. 

I come now to the possible role of objective indicators in the conduct 
of surveillance. A number of Directors stressed what they felt were the 
imperfections of the peer pressure mechanism and of the present surveillance 
procedures. They urged the Fund to adopt a negotiated set of broad 
objective indicators that could trigger policy discussions or even policy 
actions. But many Directors were skeptical or had reservations--indeed, 
some of them had strong reservations--about the mechanical use of such 
indicators, because of the complexity and possible shortcomings of such 
an exercise. In any event, several of them doubted whether it would be 
practicable to attain a consensus on such a complex array of indicators. 
But all agreed that the efficiency of surveillance should be reinforced, 
and I expect that to be the major theme of next week's discussion on 
surveillance. 

In concluding I would note 11 precepts that were mentioned during 
the discussion. (1) The existence of a broad political will to take 
appropriate actions is a prerequisite for the successful working of any 
exchange rate system. The needed political will would be fostered by an 
appreciation by policymakers of how their own actions can affect the 
exchange rate system and in turn their own economies. (2) The major 
currency centers must maintain stable, anti-inflationary, sound and 
balanced economic policies if any exchange rate system is to work. 
(3) Surveillance must be reinforced and should encompass a wide range of 
indicators, including exchange rates. (4) The Fund must play a central 
role in the operation of and surveillance over the exchange rate system. 
(5) Directors should build on the strengths of the present system and 
correct its imperfections. (6) Whatever system is devised, it must have 
sufficient flexibility. (7) Directors should not overemphasize the signif
icance of the differences in the various possible approaches to obtaining 
improvements in the exchange system; they should concentrate on the basic 
substantive objectives of those improvements. (8) The Fund should study 
more deeply the merits and limits of the EMS system as an aid in assessing 
possible improvements in the overall exchange rate system. (9) The improve
ments should aim, in particular, at avoiding the major misalignments that 
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have marred the present system in recent years. (10) In discussing these 
matters we should not have in mind ideal, textbook situations and solutions. 
Instead, we should consider proposals and actions that are realistic and which 
are based on an understanding of how the markets function and are likely to 
react to changes in the exchange rate system. (11) We should do nothing 
that might encourage trade and payments restrictions. 
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I. Introduction and Summary of Main Issues 

Under Article IV, section 3, the Fund is to exercise firm surveil
lance over the exchange rate policies of members. In order for the Fund 
to perform its functions in this regard, the Executive Board adopted the 
principles and procedures for surveillance set forth in the document 
entitled "Surveillance over Exchange Rate Policies." 1/ Paragraph VI of 
the section on procedures states that the Executive Directors shall 
review annually the general implementation of surveillance. This paper 
is intended to provide factual information on the implementation of 
surveillance procedures in 1985, as background for the annual review 
which is to be completed not later than April 1, 1986. 

A second purpose of the paper is to provide a more extensive survey 
than hitherto of the content of staff reports for Article IV consulta
tions, providing a basis against which to assess recent recommendations 
for improvements in staff reports. Such recommendations, most notably 
in the reports of the G-10 and G-24 Deputies, 2/ have related in 
particular to the analytical basis of staff assessments, and to the 
specificity of assessments and policy recommendations. 

Solid staff preparation, comprehensive discussions and complete and 
analytically sound reports are essential elements for the effective 
implementation of the Fund's surveillance responsibilities. Requests 
for a greater range of topics to be covered in consultation reports and 
for a more analytic treatment of some of these topics have increased 
demands on staff time and resources. In assessing possible ways of 
further strengthening the implementation of surveillance procedures, 
careful attention needs to be paid to the still greater demands that may 
be implied in the recommendations made. As noted in SM/86/4, these 
issues arise in connection with the frequency of consultations, the 
coverage of staff reports and the adoption of new (formal or informal) 
procedures. 

Section II reviews the implementation of surveillance procedures 
through Article IV consultations with individual members in 1985. As 
noted in recent reviews of the implementation of surveillance, there has 
been a substantial increase in the number of Article IV consultations 
concluded annually following the widespread and rapid emergence of 
severe debt servicing difficulties in 1982, and the recognition that a 
determined effort was needed to ensure a more regular flow of 

1/ Executive Board Decision No. 5392-(77/63), adopted April 29, 1977, 
Selected Decisions of the International Monetary Fund and Selected 
Documents, Eleventh Issue, pp. 10-14. 

2/ ''Report of G-10 Deputies on the Functioning of the International 
Mori:etary System," circulated as EBD/85/154, Supp. 1 (6/21/85) and 
"Report of the Deputies of the Group of Twenty-four on the Functioning 
and Improvement of the International Monetary System--Transmittal to the 
Interim Committee," circulated as EBD/85/228, (8/30/85). 
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information to the Fund on developments and policies in member 
countries. This trend continued in 1985 as the number of consultations 
concluded increased further to 131 from 119 in the preceding year. 

Section III examines, on the basis of a survey of staff reports for 
Article IV consultations concluded in 1985, current practices regarding 
the content of staff reports. A conclusion of the survey is that the 
policy coverage of Article IV staff reports has been quite extensive. 
In recent years, problems of external debt and protectionism have 
increasingly been important elements of staff discussions with 
members. Most consultation reports, in particular reports for almost 
all countries where external debt is a significant issue, include a 
description of the medium-term external debt or payments outlook for the 
country concerned. Problems of fiscal policy and structural adjustment, 
including in particular the pressing need to increase the efficiency of 
labor markets, are also being stressed in many consultations. The 
survey also reviews current practices as regards the inclusion of spe
cific policy assessments and recommendations in staff reports for 
Article IV consultations, providing background for the discussion of 
related proposals in the report of G-10 Deputies. 

Section IV reviews the implementation in 1985 of regular practices 
for the monitoring of exchange rates and exchange arrangements. Notifi
cations to the Executive Board of changes in exchange arrangements and 
information notices relating to large changes in real effective exchange 
rates continued to bring to the Board's attention a large number of 
significant changes in exchange rates. Directors have generally consi
dered at the time of earlier annual reviews that experience with the two 
parallel monitoring systems had been broadly satisfactory. 

Section V provides a brief overview of major Board discussions in 
1985 related to surveillance. 
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II. Article IV Consultations 1n 1985 

1. Membership coverage 

The number of Article IV consultations continued to increase in 
1985. A total of 131 consultations were concluded, involving 85 percent 
of Fund membership 1/ compared with about 120 consultations in each of 
1983 and 1984 (Table 1). Consultations were concluded with all of the 
G-10 countries and with all but two of the non-G-10 industrial coun
tries. Consultations were also concluded with 84 percent of the 
nonindustrial countries in 1985, compared with 77 percent in 1984. 

For members concluding consultations, the average period between 
consultations fell from 15 months in 1984 to 13.5 months in 1985, com
pared with more than 19 months in both 1982 and 1983 (Table 2). The 
continuing decline reflected the ongoing application of the system of 
specifying, when concluding a consultation, the interval until the next 
consultation, as well as the normalization of the consultation process 
for most countries for which consultations had previously been long 
overdue. Only four countries had not had consultations within the past 
24 months at the end of each of the last two years compared with six at 
the end of 1983 and 19 at the end of 1982. 

2. Specification of the interval between consultations 

The guidelines established by the Executive Board at the time of 
the 1983 Surveillance Review state that Article IV consultations should 
be conducted annually for members whose economic developments have a 
substantial impact on other countries, 2/ for members with programs in
volving use of Fund resources, and for members for which there are 
substantial doubts about medium-term balance of payments viability. For 
other countries, the interval between consultations may extend up to two 
years. Directors have also considered that smaller members for which 
longer intervals between consultations would otherwise be appropriate 
should be entitled to request annual consultations. 

A standard 12-month interval between consultations had been speci
fied for 127 countries as of the end of 1985, 87 percent of the cases 
for which the interval until the next consultation had been established 
(Table 3). 3/ Standard 12-month intervals had been specified for 
85 percent of the industrial countries and for 87 percent of the 

1/ Two Article IV consultations each were concluded by the Board for 
three countries in 1985, and separate consultations were concluded with 
the Netherlands and Netherlands Antilles. The number of members covered 
was thus 127 in 1985, compared to 117 in 1983 and 118 in 1984. 

2/ Interpretation of this criterion was made more specific at the 
time of the 1985 annual review of surveillance by noting that it should 
apply to 11at least the 25 largest members" (SUR/85/36, 3/28/85). 

3/ Includes Netherlands Antilles for which a separate consultation is 
specified. 
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nonindustrial countries. In addition to countries with the largest Fund 
quotas, ll a standard 12-month interval had been specified for one 
country considered important at the regional level; 51 countries with a 
Fund stand-by or extended arrangement, or for which such an arrangement 
has either recently ended or is being considered; 46 countries whose 
situation indicates a need for close scrutiny; and 5 countries for which 
an interval of 12 months was specified at the request of the autho
rities. Of the 19 cases in which longer intervals had been specified, 
16- to 19-month intervals had been specified in 17 cases while 24-month 
intervals had been specified in two cases (Table 4). 

During 1985, the interval until the next consultation was changed 
in 12 cases from that which had been specified earlier. Twelve-month 
intervals were specified for Lebanon and Chad (for which no specific 
time had been set earlier owing to security problems) and for Austria, 
Benin, Djibouti, Jordan, the Netherlands Antilles, the Seychelles, and 
Solomon Islands (for which a longer interval had previously applied). 
The specification of a twelve-month interval in the cases of Djibouti 
and the Seychelles was at the request of the authorities, while Austria 
is among the 25 largest member countries. The interval until the next 
consultation was lengthened from 12 to 18 months for Grenada and the 
United Arab Emirates while, in the case of Luxembourg, a longer interval 
of 24 months was specified (instead of the earlier outer limit of 
18 months). Decisions concerning the interval until the next consul
tation were taken for the first time in six cases: twelve-month inter
vals were specified for Comoros, Mozambique, and Yugoslavia while longer 
intervals were specified for Cape Verde, Libya, and St. Christopher and 
Nevis. 

Accommodation of members' desires to hold consultations at a parti
cular time of year has, at times, been accomplished by use of the grace 
period. For example, in the case of Greece, for which a standard 12-
month cycle applies, this was done explicitly by noting that the next 
consultation would take place in about 15 months (making use of the 
three-month grace period). 2/ In a few cases, changing of the timing of 
the consultation has been achieved by extending the specified interval 
until the next consultation. In the case of Belgium, for which a stan
dard 12-month cycle applies, it was noted that, exceptionally, the next 
consultation would be concluded in about 16 months. 3/ In the case of 
Qatar, management approved an extension of the inter~al until the next 
consultation from 18 months to 24 months to permit the next consultation 
mission to take place at the same time of the year as the previous 

1/ At present, the criterion applies to members with the 24 largest 
quotas. In the case of Norway, which has the 25th largest quota, a 19-
month interval until the next consultation was specified at the 
conclusion of the most recent Article IV consultation in December 1984. 

2/ "Chairman's Summing Up at the Conclusion of the 1985 Article IV 
Consultation with Greece," SUR/85/87 (6/11/85). 

3/ "Chairman's Summing Up at the Conclusion of the 1984 Article IV 
Consultation with Belgium,'' SUR/85/3 (1/14/85). 

• 
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one. In one case (Venezuela) for which special monitoring procedures 
under enhanced surveillance are being applied, it was decided at the 
request of the authorities that the next regular Article IV consultation 
would take place in about six months and that the special midyear con-
sultation would take place in about one year. ll · 

3. Delays in concluding consultations and problem cases 

Consultation intervals have been specified for all but four coun
tries (Table 5). Tonga, which became a Fund member on September 13, 
1985, is expected to conclude its first Article IV consultation in 
1986. The other three cases are instances of long-standing difficul
ties: Democratic Kampuchea, no contacts; Iraq, security problems; 
Islamic Republic of Iran, security problems. 

Twenty-two of the consultations which, on the basis of the interval 
specified, had been expected to be concluded in 1985 either have exceed
ed or are likely to exceed the specified interval by more than the 
three-month grace period (Table 6). However, in contrast with the more 
lengthy delays experienced earlier, recent delays have been a matter of 
a few days or weeks, or at most a few months. These delays in conclud
ing consultations have been generally attributable either to continuing 
discussions on the use of Fund resources or to difficulties in fielding 
the staff mission (sometimes as a result of staff involvement in mis
sions to other countries). Executive Directors have stressed on several 
occasions that consultations should not be delayed because of discus
sions on the use of Fund resources. In contrast with experience in 
several earlier cases, however, recent cases in which delays have occur
red because of continuing discussions for the use of Fund resources have 
involved only short delays aimed at avoiding successive Board discus
sions within a brief interval. 

4. Time elapsed between missions and Executive Board 
conclusion of consultations 

The period from termination of initial consultation discussions to 
conclusion by the Executive Board which had averaged 104 days in the two 
preceding years fell to 97 days in 1985 (Table 7). 2/ Most of this 
decline was in the average period between the termination of initial 
discussions and issuance of the staff report, which fell to 66 days in 
1985 from 71 days in 1984. This decline reflected shorter delays in 
cases of consultations requiring multiple missions. While the number of 

1/ "Chairman's Summing Up at the Conclusion of the 1985 Article IV 
Consultation with Venezuela," SUR/85/132 (12/19/85). 

2/ The terms "initial" and "final" discussions are used to refer to 
cases where the conclusion of consultation discussions with the 
authorities requires multiple missions or further discussions with the 
authorities at headquarters, generally associated with concurrent 
discussions of use of Fund resources. In the more usual cases of single 
missions, "initial" and "final" discussions are the same. 
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cases requiring multiple missions declined only slightly from 20 in 1984 
to 19 in 1985, associated delays fell sharply to 9 days, on average, 
from 19 days in 1984. There was a slight offsetting increase in the 
average period from the termination of final discussions to the issuance 
of staff reports from 52 days in 1984 to 57 days in 1985. 

The average period from issuance of staff reports to Board conclu
sion of the consultation also declined, falling from 33 days in 1984 
(and 37 days in 1983) to 31 days in 1985. ·This decline was attributable 
to a rise in the percentage of papers being considered by the Board at 
or near the minimum circulation period for which an Executive Board 
waiver is not required. 1/ The percentage of Article IV consultations 
concluded within 30 days-following the issuance of the staff report rose 
from 54 percent in 1984 to 68 percent in 1985. 

5. Application of the three-month rule 

Under the Procedures for Surveillance (Decision No. 5392-(77/63), 
Procedure II), the Executive Board is required to conclude an Article IV 
consultation not later than three months after the completion of discus
sions between the member country and the staff. 2/ If Executive Board 
consideration of an Article IV consultation report is expected to be 
delayed beyond the three-month period, a paper is issued seeking Board 
approval for an extension of the period for concluding the Article IV 
consultation. 

The number of extensions of the three-month period fell from 27 in 
1984 to 24 in 1985 (Tables 8 and 9). Brief delays in order to discuss 
the Article IV consultation jointly with a member's request for the use 
of Fund resources or with reviews of existing Fund-supported arrange
ments remained the most frequent reason for extensions beyond the three
month period. Other frequent reasons were difficulties in scheduling 
Board meetings, the need to provide sufficient time for official com
ments on staff reports, staff commitments to other missions, and the 
need to seek additional information from the authorities. 

1/ Staff reports for Article IV consultations with all members are 
normally required to be circulated at least three weeks in advance of 
the Board discussion. For members using the Fund's resources in the 
upper credit tranches or those whose consultations would have an 
important bearing on the Fund's surveillance functions under Article IV, 
the normal minimum circulation period is four weeks. Shorter circula
tion periods are permissible with an Executive Board waiver. 

2/ A detailed discussion of procedures followed in this respect 1s 
provided in the 1983 Surveillance Review paper (SM/83/43, 3/1/83). 
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6. Resour~es devoted to Article IV consultations 

a. Staff travel 1/ 

The number of consultation missions, which fell from 130 in 1983 to 
123 in 1984, is estimated to have increased to 1~4 in 1985·(Table 10). 
The increase was attributable to a rise in the number of .Article IV. 
consultations that was initiated during the year, as the number of 
multiple missions was little changed. The sharply increasing trend 

·noted in the number of consultation missions in the African and Western 
He.misphere Departments continued in 1985. The size of missions remained 
stable, averaging 4.7 professional staff. Eighty-four percent of all 
missions included four or five professional staff. 2/ The.total number 
of staff .member trips in connection with Article IV-consultations is 
estimated to. have increased .from 588 in 1984 to 636 in 1985 (Table 11). 

b. The Executive Board 

Executive Board time devoted to country items increased sharply in 
1985 and was primarily responsible for the concurrent increase in the 
total time spent in Board discussions (Table 12). The Executive Board 
devoted 323 hours (62 percent of total) to discussions of country items 
in 1985, compared with 298 hours in 1984. The rise was attributable 
about equally to the increase in the number of consultations concluded 
in 1985 and to the longer period of time devoted to each consultation. 
The average time spent on Article IV consultations or consultations 
combined with use of Fund resources increased from 1.6 hours in 1984 to 
1.8 hours in 1985. Miscellaneous country items, which had accounted for 
only a small proportion of Board time previously, increased sharply in 
1984 and remained high in 1985 (mainly on account of discussions of 
overdue financial obligations). 

7. Length of staff reports and papers on 
recent economic developments 

The trend toward longer consultation reports noted in earlier 
annual reviews continued in 1985. The average length of the main text 
of staff reports rose slightly from 20.6 pages in 1984 to 21.2 pages in 
1985 (Table 13). Although there was a slight increase in the percentage 
of reports incorporating requests for the use of Fund resources and 
reviews of Fund-supported arrangements, the increase was mainly the 

1/ Data on the size of Article IV missions and participation in 
Article IV missions by area and functional departments are based on 
actual data for January-October 1985 and staff estimates for November 
and December 1985. Data on duration of business travel by purpose and 
by department for 1985 will be available early in February and will be 
circulated as a supplement before the Board meeting. 

2/ In addition, a number of Article IV consultation missions included 
an-IBRD staff member; the number of IBRD staff is not included in these 
calculations. 
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result of more extensive reporting, including medium-term scenarios, and 
discussions of protectionism and structural policies. 

The average length of papers on recent economic developments (in
cluding supplements) also increased, from 99.5 pages in 1984 to 103.6 
pages in 1985. While there was a slight rise in the number of very 
short RED papers (50 pages or less) in 1985, this was more than offset 
by an increase in the percentage of long RED papers (over 100 pages) to 
53.6 percent in 1985, continuing the trend toward longer papers noted in 
preceding years; the number of RED papers of 150 pages or more increased 
from two in 1984 to eight in 1985. The increase in length reflect& in 
part the expanding practice of including special appendices on a wide 
variety of analytical and institutional issues (at the request of, and 
often commented favorably upon by, the Executive Board), as well as the 
prov1s1on of more complete information on external indebtedness, trade 
policies, and the impact of protectionism. 



- 9 -

Table 1. Article IV Consultations-
Membership Coverage, 1981-85 1/ 

1981 1982 1983 

Consultations completed 86 82 120 

Industrial countries 13 13 16 
Group of 10 (8) (8) (8) 
Other (5) (5) (8) 

Nonindustrial countries 73 69 104 
Of which: 
Program countries l:.J 28 30 42 

Membership coverage (percent) 61 57 80 

Industrial countries 65 65 80 
Group of 10 (80) (80) (80) 
Other (50) (50) (80) 

Nonindustrial countries 60 55 80 
Of which: 
Program countries l:.J 55 57 90 

Memorandum items: 

Staff reports issued 83 98 118 
Consultation missions 4/ 88 106 130 

Source: Exchange and Trade Relations Department. 

1984 1985 

119 131 

19 18 
( 10) (10) 

(9) (8) 
100 113 

29 31 

80 3/ 85 3/ 

95 90 
(100) (100) 

(90) (80) 
77 84 

88 91 

114 135 
123 134 5/ 

1/ Excludes supplemental consultations under enhanced surveillance. A 
complete listing of countries concluding Article IV consultations in 1985 
is provided in Table 26. 

2/ Countries with stand-by or extended arrangements in effect at end of 
year. 

3/ Two Article IV consultations were discussed by the Board within a 
single calendar year for one country in 1984 and for three countries in 
1985, and separate consultations were concluded with the Netherlands and 
the Netherlands Antilles in 1985. The number of members covered was thus 
118 in 1984 and 127 in 1985. 

4/ Includes multiple missions for individual consultations. 
s'/ Based on actual data through October 1985 and estimates prepared by 

the Administration Department for the remainder of 1985. 
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Table 2. Frequency of Article IV Consultations, 1981-85 

1981 1982 1983 1984 1985 

1. Countries concluding consultations during year 

Average interval since 
last consultation 
(months) 18.0 19.7 19. 3 15 .o 13. 5 

Industrial countries 18.3 17.7 17.0 13.8 13. 7 
Group of 10 (17.9) (14.4) (14,8) (12.7) (12,9) 
Other (19.3) (2 3. O) (19.2) (14,9) (14.7) 

Nonindustrial countries 17. 9 20.1 19.4 15. 2 13 .4 
Of which: program]:! 18,2 22.1 20.0 14.4 14.5 

2, Countries not concluding consultations during year 2/ 

Number of countries 58 62 29 28 21 
Of which: program ]j (23) (23) (5) (4) (3) 

Number without consul-
tations for: 

15-24 months 36 27 12 10 3/ 4 4/ 
More than 24 months 14 19 6 4 4 

Source: Exchange and Trade Relations Department. 

1/ Countries with stand-by or extended arrangements at end of year. 
2/ Excludes new members which had not yet held their first 

consul tat ion. 
3/ Includes six countries on longer consultation intervals for which 

no~consultation was scheduled in 1984. 
4/ Includes one country on a longer consultation interval for which 

no~consultation was scheduled in 1985. 
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Table 3. Countries on Standard 12-Month Consultation Intervals 

Country 

African Department 

Algeria 
Benin 
Botswana 
Burkina Faso 
Burundi 
Cameroon 
Central African Republic 
Chad 
Comoros 
Congo 
Cote d'Ivoire 
Djibouti 
Equatorial Guinea 
Ethiopia 
Gabon 
Gambia, The 
Ghana 
Guinea 
Guinea-Bissau 
Kenya 
Lesotho 
Liberia 

Asian Department 

Bangladesh 
Burma 
China, Peoples Republic of 
Fiji 
India 
Indonesia 
Japan 
Korea 
Lao, P,D,R. 

European Department 

Australia 
Austria 
Belgium 
Cyprus 
Denmark 
France 
Germany 
Greece 
Hungary 
Iceland 
Ireland 
Israel 

(As of January 27, 1986) 

Date by Which 
Next Consul
tation to be 
Concluded 1/ 

r:IJ /09 /86 
03/08/86 
04/10/86 
10/19/85 2/ 

. 05/08/86 
08/26/86 
r:IJ/23/86 
04/26/86 
02/25/86 
11/04/86 
06/03/86 
06/17 /86 
10/12/85 2/ 
06/14/86 -
03/15/86 
09/20/86 
r:IJ/13/86 
10/31/85 4/ 
r:IJ/04/86 
10/21/86 
11/20/86 
07/24/86 

12/02/86 
03/01/86 
11/08/86 
12/20/86 5/ 
02/22/86 
02/08/86 4/ 
03/04/86 4/ 
07/12/86 
01/03/87 

02/20/86 4/ 
05/22/86 

... 6/ 
12/19/85 3/ 
03/ 18/86 
07/29/86 
08/02/86 
06/11/86 7/ 
01/13/ 87 
Ol/ 13/87 
09/10/86 
05/24/86 

Country 

Madagascar 
Malawi 
Mali 
Ma ur .i tania 
Mauritius 
Moroccco 
Mozambique 
Niger 
Nigeria 
Rwanda 
Sao Tome and Principe 
Senegal 
Seychelles 
Sierra Leone 
Somalia 
Swaziland 
Tanzania 
Togo 
Tunisia 
Uganda 
Zaire 
Zambia 
Zimbabwe 

Malaysia 
Maldives 
Nepal 
Papua New Guinea 
Philippines 
Solomon Islands 
Sri Lanka 
Thailand 
Vietnam 
Western Samoa 

Italy 
Netherlands 
Netherlands Antilles 
New Zealand 
Portugal 
Romania 
South Africa 
Spain 
Sweden 
Turkey 
United Kingdom 
Yugoslavia 

Date by Which 
Next Consul
tation to be 
Concluded ]J 

01/08/87 
05/22/86 
05/03/86 
11/01/86 
r:IJ/18/86 
09/12/86 
07 /03/86 
07 /08/86 
06/ 17 /86 
01/15/87 
11/19/85 2/ 
Ol/16/86 3/ 
04/24/86 
12/04/86 
08/09/86 
07/31/86 
12/09/85 3/ 
05/17 /86 -
11/12/86 
02/08/86 
04/24/86 
10/30/86 
09/18/86 

07/24/86 
01/23/863/ 
12/23/86-
08/07 /86 
09/25/86 
08/28/86 
05/22/86 
06/14/86 
07/01/86 
02/04/86 

05/24/86 
05/01/86 
02/15/86 
06/10/86 
09/09/86 
10/28/86 
06/07/86 
09/23/86 
08/07/86 
01/13/87 
03/06/86 4/ 
04/29/86 -
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Table 3 (Concluded). Countries on Standard 12-Month Consultation Intervals 

(As of January 27, 1985) 

Date by Which Date by Which 
Next Consul- Next Consul-
tation to be tation to be 

Country Concluded 1/ Country Concluded 1/ 

Middle Eastern Department 

Afghanistan 01/24/87 Saudi Arabia 07 /26/86 
Egypt 08/07/86 Sudan 12/19/85 3/ 
Jordan 06/26/86 Syrian Arab Republic 09/10/85 2/ 
Lebanon 02/20/86 Yemen Arab Republic 11/20/86 
Pakistan 02/2 7 /86 Yemen, P.D.R. 06/10/86 

Western Hemisphere Department 

Argentina 09/04/85 2/ Guatemala 06/21/86 
Bahamas 06/12/86 Guyana 11/20/86 
Barbados 10/25/86 Haiti 11/25/86 5/ 
Belize 06/28/86 Honduras 01/27/87 
Bolivia 09/23/86 Jamaica 07/17/86 
Brazil 08/28/86 Mexico 06/07/86 
Canada 02/27/86 4/ Nicaragua 03/04/86 
Chile 07/15/86 Panama 07/15/86 
Colombia 07 /26/86 Paraguay 12/11/86 5/ 
Costa Rica 09/10/86 Peru 12/21/85 2/ 
Dominica 07 /15/86 Suriname 03/22/86 
Dominican Republic 11/27 /86 Trinidad and Tobago 05/01/86 
Ecuador 09/20/86 United States 08/05/86 
El Salvador 12/27/86 Uruguay 04/08/86 

Venezuela 06/13/86 

Source: Exchange and Trade Relations Department, 

1/ On basis of specified 12-month interval. Conclusion of consultation within 
the grace period of three months after the date specified would be considered in 
compliance with the guideline. 

2/ See Table 6, 
3/ Conclusion date is expected to be within grace period permitted by guidelines. 
4/ Executive Board meetings to conclude the Article IV consultation are 

tentatively scheduled for these countries: Australia (3/7/86); Canada (2/14/86); 
Guinea (2/3/86); Indonesia (2/14/86); Japan (3/10/86); and United Kingdom (2/24/86), 

5/ Two consultations were concluded with Fiji, Haiti and Paraguay in 1985, A 
standard cycle was specified at the conclusion of both consultations, · 

6/ Exceptionally, the Board agreed that the next consultation would be concluded 
in~May 1986, one month beyond the .end of the normal three-month grace period. 

7/ The Board, however, noted in concluding the 1985 Article IV consultation that 
the" next consultation would be completed by August 1986, within the three-month 
grace period. 
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Table 4, Countries on Longer Consultation Intervals 

(As of January 27, 1986) 

Country 

African Department 

Cape Verde 

Asian Department 

Bhutan 
Singapore 
Vanuatu 

European Department 

Finland 
Luxembourg 
Malta 
Norway 

Middle Eastern Department 

Bahrain 
Kuwait 
Libya 
Oman 
Qatar 
United Arab Emirates 

Western Hemisphere Department 

Antigua and Barbuda 
Grenada 
St, Christopher and Nevis 
St, Lucia 
St, Vincent 

Date by which 
Next Consul tat ion 
to be Concluded 1/ 

(09/20/86) 

(02/28/87) 
06/30/86 

(05/04/87) 

(01/17 /8 7) 
(06/17/87) 
(10/29/86) 
07/31/86 

(09/06/86) 
(07 /16/86) 
(06/03/87) 
06/30/86 

(06/14/85) 3/4/ 
(01/22/87) --

11/30/86 
(06/18/87) 
06/30/86 
04/30/87 
01/31/86 4/ 

Source: Exchange and Trade Relations Department, 

Interval (Months) l:.f 

18 

18 
( 17.) 

18 

18' 
24 
18 

(19) 

18 
18 
24 

( 16) 
18 
18 

(18) 
18 

(17) 
(18) 
(18) 

1/ Date specified in summing up or if in parentheses, date derived 
from specification in summing up in terms of number of months. 

2/ Parentheses indicate that number of months is derived from date 
specified in summing up. 

3/ To accommodate the authorities' preference regarding the timing of 
·the" mission, management approved an extension of the specified 18-month 
interval to 24 months, 

4/ Executive Board meetings to conclude the Article IV consultation 
are" tentatively scheduled for St. Vincent (2/5/86) and Qatar (2/5/86). 
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Table S. Countries for which Timing Has not 
Been Specified for Next Consultation Jj 

(As of January 27, 1986) 

Date of Last 
Country Consultation Comments 

Asian Department 

Kampuchea, Democratic 10/31/73 No contacts. 

Middle Eastern Department 

Iran, Islamic Republic of 10/06/78 Security problems. 

Iraq 02/29/80 Security problems. 

Source: Exchange and Trade Relations Department. 

2/ 

2/ 

1/ Not including Tonga which became a Fund member on September 13, 
19'°aS. The first Article IV consultation with Tonga is expected to be 
concluded in 1986. 

2/ "Security problems" refers to cases where the member, in a 
situation of armed conflict, has declined to receive a consultation 
mission, or where the security of the mission cannot be assured. 
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Table 6. C.ountries Exceeding Specified Consultation Intervals in 1985 1/ 

End of 
Grace 
Period 

African Department 

Algeria 7/18/85 

Burkina Faso 1/19/86 

Equatorial 
Guinea 1/12/86 

Kenya 8/16/85 

Liberia 7/6/85 

Morocco 7/9/85 

Nigeria 5/13/85 

Sao Tome and 
Principe 2/19/86 

Somalia 7/31/85 

Zambia 10/18/85 

Asian Department 

Bangladesh 10/20/85 

Thailand 5/15/85 

European Department 

Italy 4/27/85 

Malta 4/18/85 

Date 
Concluded 

9/9/85 

May 1986 }j 

April 1986 2/ 

10/21/85 

7/24/85 

9/12/85 

6/17/85 

May 1986 .2/ 

8/9/85 

10/30/85 

12/2/85 

6/14/85 

5/24/85 

4/29/85 

Explanation 

Delay in fielding mission due to staff involve
ment in missions to other countries and delays 
experienced in scheduling Board discussion. 

Delay in fielding mission to allow authorities 
time to prepare for discussion of use of Fund 
resources. 

Delay in fielding mission due to extensive pre
p~ration required for Paris Club meeting and 
authorities' preference to have mission after 
Annual Meeting and completion of bilateral debt 
negotiation. 

Delay in fielding mission due to authorities' 
preference to have mission after budget 
preparation period. 

Delay in issuance of staff report due to con
tinuing discussions on use of Fund resources. 

Delay associated with continuing discussions on 
use of Fund resources. 

Issuance of staff report delayed by staff 
involvement in missions to other countries. 

Delay in fielding-mission due to authorities' 
preference to have mission after aid donor 
meeting in Decembe_r _1985. 

Delay associated with discussions on use 
of Fund resources. 

Delay to allow preparation of staff report 
supplement on recent policy actions. 

Delay to permit concurrent Board discussion of 
re.quest for use of Fund res.ources. 

Issuance of staff report delayed by continuing 
discussions on use of Fund resources. 

Delay in fielding mission due to staff involve
ment in missions to other countries. 

Delay due to Interim Committee meeting. 
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Table 6 (Concluded). Countries Exceeding Specifi~d Consultation Intervals in 1985 1/ 

Middle Eastern 

Afghanistan 

Qatar 

Syria 

End of 
Grace 
Period 

rtment 

12/14/85 

9/14/85 

12/10/85 

Date 
Concluded 

1/24/86 

2/5/86 2/ 

Feb. 1986 Jj 

Western Hemisphere Department 

Argentina 12/ 4/85 Feb. 1986 :!:./ 

Brazil 8/9/85 8/28/85 

Dominican 
Republic 11/8/85 11/27/85 

Peru 2/21/86 May 1986 2/ 

Venezuela 11/30/85 12/13/85 2/ 

Explanation 

Delay to enable authorities to convey their 
comments on the staff report. 

Extension of 18-month interval approved by 
manag~ment to accomodate authorities' 
preference to have mission at same time of 
year, as the previous one. 

Earlier timing for mission could not be agreed 
with the authorities. 

Delay associated with continuing discussions on 
use of Fund resources. 

Delay associated with continuing dis
cussions on use of Fund resources, 

Delay associated with continuing discussions on 
use of Fund resources. 

Earlier timing for mission had not been agreed 
with authorities, 

Delay in fielding mission to allow autho
rities more time to revise quantified economic 
program. 

Source: Exchange and Trade Relations Department. 

1/ Countries for which the timing specified for the next consultation (excluding grace 
period) fell within calendar 1985. 

Expected date of conclusion. 
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Table 7, Article IV Consultations--Period from Termination 
of Initial Discussions to Board Conclusion, 1981-85 lJ 

1981 1982 1983 1984 1985 

Termination of initial 
discussion to issuance of 
staff report ]) 

Average in calendar days 
Percentage distribution 

40 days or less 
41-50 days 
51-60 days 
61-70 days 
71-80 days 
81 days or more 

Issuance of staff report 
to Board conclusion 

Average in calendar days 
Percentage of distribution 

20 days or less 
21-30 days 
31-40 days 
41-50 days 
51-60 days 
61 days or more 

Total: termination of initial 
discussion to Board conclusion 

Average in calendar days 
Percentage distribution 

70 days or less 
71-80 days 
81-90 days 
91-100 days 
101-110 days 
111-120 days 
121 days or mo re 

Memorandum item: 

Termination of final 
discussion to issuance of 
staff report 

Average in calendar days 

63 

13 
22 
21 
20 

9 
15 

26 

47 
25 
14 

6 
6 
1 

89 

22 
17 
22 
10 

9 
10 
10 

59 

10 
30 
21 
19 
10 
10 

39 

7 3/ 
41 
19 
19 

3 
11 

99 

10 
17 
20 
19 
14 

6 
14 

67 

7 
20 
26 
20 

7 
20 

37 

10 3/ 
51 
18 

8 
3 

10 

104 

9 
16 
23 
17 
10 
3 

22 

59 

Source: Exchange and Trade Relations Department, 

1/ Recorded in year in which consultation concluded, 

71 

13 
21 
25 
18 

2 
21 

33 

8 3/ 
46 
30 

8 
6 
2 

104 

13 
15 
26 
14 

9 
3 

20 

52 

66 

12 
15 
24 
24 

9 
16 

31 

7 3/ 
61 
20 
6 
2 
4 

97 

14 
12 
26 
27 

4 
4 

13 

57 

2/ The terms "initial" and "final" discussions are used to refer to 
cases where the conclusion of consultation discussions with the 
authorities requires multiple missions or further discussions with the 
authorities at headquarters, generally associated with concurrent 
discussions of use of Fund resources. In the more usual cases of single 
missions, "initial" and "final" discussions are the same, 

3/ The Executive Board agreed to waive the circulation period in 
these cases, 
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Table 8. Reasons for Requests for Extension of the Three-Month Period 
for the Conclusion of Article IV Consultations, 1981-85 

(Number of cases) ]j 

1981 1982 1983 1984 1985 }j 11 

Difficulties in scheduling 
Board meetings !:J 1 19 7 7 

Desire to discuss jointly use of 
Fund resources and Article IV 
consultations 5 8 16 10 

Delays to allow official comments 
on staff papers before Board 
discussion 5 7 3 5 

Additional information or discussion 
required, e. g' , policy or 
institutional changes 1 3 6 4 

Staff committed to other missions 1 2 1 

Request of the authorities 5/ 7 3 

Total 19 41 34 27 

Source: Exchange and Trade Relations Department. 

1/ Individual countries may have had more than one request for 
extension in a given year. 

2/ Table 9 lists the 1985 requests for extensions. 
'"°f/ Excludes the request for extension associated with the 

supplemental consultation with Venezuela on 5/30/85 under enhanced 
surveillance procedures. 

4 

8 

4 

4 

4 

24 

4/ Mostly on account of heavy Executive Board schedules, often around 
th'e time of the Interim Committee and Annual Meetings, but also 
including cases where the Executive Director elected by the member 
concerned was unable to be present. Prior to 1984, many extension 
requests took place because the three-month period expired during a 
period when the Executive Board normally would not meet; however, since 
June 1983, such delays no longer require a request for extension. 

5/ Starting with 1983, extensions at the request of the authorities 
have been classified in other categories, reflecting the reason 
underlying the request. 
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Table 9, Requests for Extension of Three-Month Period 
for Conclusion of Article IV Consultations in 1985 1/ 

Country 

Afghanistan 
Algeria 
Bangladesh 
Benin 
Cameroon 
Chile 
Chile 
Colombia 
Comoros 
Congo 
Cote d'Ivoire 
Gabon 
Honduras 
Mali 
Mauritius 
Morocco 
Morocco 
Niger 
Nigeria 
Rwanda 
Spain 
Tunisia 
Yugoslavia 
Zambia 

Document Number 

EBD/85/320 
EBD/85/222 

2/ 
EBD/85/54 
EBD/85/204 
EBD/85/133 
EBD/85/133, Supp. 1 
EBD/85/158 
EBD/85/46 
EBD/85/260 
EBD/85/115 
EBD/85/56 
EBD/85/31 
EBD/85/109 
EBD/85/236 
EBD/85/205 
EBD/85/205, Supp. 1 
EBD/85/163 
EBD/85/123 
EBD/85/290 
EBD/85/230 
EBD/85/282 
EBD/85/78 
EBD/85/249 

Source: Exchange and Trade Relations Department. 

1/ Requests for extension issued in 1985. 
'°f/ Request by Executive Director at EBM/85/154 

Date 

12/27/85 
08/26/85 
10/21/85 
02/21/85 
08/05/85 
05/20/85 
07 /01/85 
06/24/85 
02/07 /85 
10/17/85 
05/02/85 
02/22/85 
01/25/85 
04/29/85 
09/06/85 
08/05/85 
09/06/85 
07/02/85 
05/10/85 
11/13/85 
09/03/85 
11/01/85 
03/19/85 
09/23/85 
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Table 10, Size of Article IV Consultation Missions, 1981-85 ]J 

1981 1982 1983, 1984 1985 1) 

, (Number of missions) 

All missions 88 106 130 123 134 

3 or less staff 5 4 4 4 2 
4 staff 33 40 54 43 51 
5 staff 43 45 50 53 62 
6 staff 7 11 18 20 18 
7 staff 6 4 2 
8 staff 1 1 

African'Deeartment 20 32 37 37 43 

3 or less staff 1 1 2 
4 staff 9 14 14 8 21 
5 staff 9 18 15 22 18 
6 staff 1 7 5 4 
7 staff 
8 staff 

Asian Department 13 21 21 20 

3 or less staff 1 1 1 1 
4 staff fl 11 12 9 10 
5 staff 4 3 4 6 6 
6 staff 3 4 4 5 
7 staff 3 
8 staff 

European Department ~ 17 28 20 23 

3 or less staff 1 2 
4 staff 6 5 14 10 9 
5 staff 9 6 9 7 11 
6 staff 1 4 2 3 1 
7 staff 2 2 
8 staff 

Middle Eastern Department 14 13 13 14 13 

3 or less staff l 1 
4 staff s 7 7 9 7 
5 staff 6 3 4 1 6 

6 staff 2 3 l 3 
7 staff 1 
8 staff 

Western Hemisphere Deeartment 25 23 31 32 34 

3 or less staff 2 3 1 
4 staff 5 3 7 7 4 
5 staff 15 15 18 17 21 
6 staff 3 1 4 5 8 
7 staff 1 1 2 
8 staff 1 1 

Memorandum item: 
Average staff per mission]! 

African Department 4,5 4,6 4.8 4.8 4.6 
A.,;ia n Department 4.2 4,8 4.5 4.7 4,8 
European Department 4.7 5,2 4.7 4.7 4,5 

. Middle Eastern 4,6 4.7 4.7 4.4 4.5 
Western Hemisphere 4.8 4.7 4,9 s.2 5.2 

Total 4,6 4,8 4 .7 4.8 4.7 

Source: Mministration Department, 

1/ Excluding secretaries; EPs included in their assigned departments, 
Multiple missions in connection with the same consultation are counted 
as separate missions. 

2/ Based on actual data through October 1985 and estimates prepared 
by-the Administration Department for the remainder of 1985, 

]! Assum! ng that the smallest mission size is three staff members, 
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Table 11. Professional Staff Participation in Article IV Consultation 
Missions by Area and Functional Departments, 1981-85 l/ 

(Number of staff trips) 

African Department 

AFR staff 
Other staff 

Asian Department 

ASD staff 
Other staff 

European Department 

EUR staff 
Other staff 

Middle Eastern Department 

MED staff 
Other staff 

1981 

90 

61 
29 

55 

35 
20 

75 

66 
9 

65 

so 
15 

Western Hemisphere Department 118 

WHD staff 
Other staff 

Total 

Area departments 
Functional departments 

ETR 
FAD 
RES 
CBD 
STAT 
Other 

101 
17 

403 

313 
90 

(41) 
(30) 

( 7) 
(4) 
(2) 
(6) 

Source: Administration Department. 

1982 

146 

97 
49 

101 

67 
34 

88 

74 
14 

61 

so 
11 

107 

85 
22 

503 

373 
130 
(60) 
(41) 
(8) 
(4) 
(8) 
(9) 

1983 

176 

119 
57 

95 

70 
25 

130 

116 
14 

61 

so 
11 

152 

117 
35 

614 

472 
142 
(59) 
(46) 
(7) 
(4) 

(13) 
(13) 

1984 

177 

119 
58 

92 

64 
28 

93 

85 
8 

61 

53 
8 

165 

126 
39 

588 

447 
141 
(50) 
(47) 
(9) 
( 5) 

(13) 
(17) 

1985 2/ 

198 

144 
54 

100 

70 
30 

102 

93 
9 

58 

49 
9 

178 

134 
44 

636 

490 
146 
(62) 
(51) 
(6) 
(5) 

(11) 
( 11) 

1/ Excluding secretaries; EPs included in their assigned departments. 
2/ Based on actual data through October 1985 and estimates prepared 

by-the Administration Department for the remainder of 1985. 
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Table 12, Country Items in Executive Board Meetings, 1981-85 

Total number of Board meetings ~ 

Total number of country items 
Consultations alone 
Consultations combined with 

use of Fund resources 2/ 
Use of Fund resources alone 
Miscellaneous 3/ 

Total Board hours 

Total Board hours on country 
items 4/ 

Of which: 
Consultations alone 

Consultations combined 
with use of Fund 

1981 

190 

151 
59 

27 
51 
14 

440 

204 
(46.4) 

84 
( 19 .1) 

resources 45 
(10. 2) 

Use of Fund resources alone 71 
( 16 .1) 

Miscellaneous 3/ 4 
( o. 9) 

Source: Secretary's Department. 

1982 

211 

142 
62 

20 
52 

8 

511 

261 
( 51.1) 

108 
(21.1) 

53 
(10.4) 

94 
(18 .4) 

6 
( 1. 2) 

1983 

203 

181 
75 

45 
so 
11 

501 

273 
(54.5) 

95 
( 19. 0) 

104 
(20.8) 

70 
( 14. 0) 

4 
(O. 8) 

1984 

202 

192 
93 

26 
46 
27 

480 

298 
(62.1) 

139 
( 2 9. O) 

57 
(11. 9) 

82 
(17 .1) 

20 
( 4. 2) 

1985 

205 

203 
103 

28 
36 
36 

518 

323 
(62.4) 

170 
(32.8) 

63 
(12. 2) 

63 
(12. 2) 

27 
(S.2) 

1/ Comprising Board meetings, seminars, informal sessions, and meetings of the 
Co'mmittee of the Whole. 

2/ Use of Fund resources covers approvals of stand-by and extended arrangements, 
reviews of such arrangements, CFF and other purchases, and modifications and waivers 
of performance criteria. 

3/ Includes items such as schedule changes, notifications of changes in exchange 
arrangements, discussions of overdue financial obligations, etc., which are not 
included in the other three subcategories. 

4/ Figures in parentheses indicate percentage of total Board hours. 
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Table 13. Length of Reports in Connection with 
Article IV Consultations, 1981-85 

1981 1982 1983 1984 

Staff reports!/ 

Average length (pages) 14.3 16.4 18.8 20.6 
Percentage distribution 

9 pages or less 7.6 8.7 2.5 a.a 
10-14 pages 48.1 32.5 29.7 16.5 
15-19 pages 34.2 32.5 29.7 36.4 
20 pages or more 10.1 26.3 38.1 46.3 

Reports on Recent Economic 
Developments 

Average length (pages) 90.l 88.7 95.1 99.S 
Percentage distribution 

50 pages or less 5.1 6.3 5.9 1. 7 
51-60 pages 3.8 8.7 3.4 1. 7 
61-70 pages 11.5 8.7 5.9 11.0 
71-80 pages 14.1 11.3 15.1 8.5 
81-90 pages 16.7 15 .o 13.4 13.6 
91-100 pages 15.4 20.0 16.0 17.8 
101 pages or more 33.3 30.0 40.3 45.8 

Source: Exchange and Trade Relations Department. 

1/ Main text only. Excludes decision and all appendices. 

1985 

21.2 

14.1 
37.8 
48.1 

103.6 

3.2 

7.2 
7.2 

12.0 
16.8 
53.6 
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III. Aspects of Article IV Consultation Reporting 

The reports of the G-10 and G-24 Deputies include several recommen
dations related to the focus or content of surveillance. In particular, 
both reports stress the need for taking into account all policies af
fecting trade, capital movements, external adjustment and the effective 
functioning of the international monetary system, including fiscal and 
monetary policies, structural policies and policies affecting openness 
to international trade flows. Both reports also note the need for 
analysis and assessments to be conducted in a medium-term framework. 
Other recommendations to strengthen the implementation of surveillance 
include providing more candid assessments and precise suggestions for 
policy changes, making clear both the empirical and analytical basis of 
policy judgments and differences of view between the staff and the 
authorities. 

This section provides a review of current practices, as reflected 
primarily in a sample of staff reports for Article IV consultations 
concluded in 1985, 1/ as background for the discussion of the specific 
recommendations of the G-10 and G-24 Deputies, Current practices re
garding the provision of quantified projections in staff reports are 
reviewed in Section 1, followed by a more detailed discussion in 
Section 2 of the analysis, assessments and recommendations in various 
areas of policy. Sections 3 and 4 provide, respectively, brief reviews 
of practices related to consultation follow-up and the coverage of 
issues related to the World Bank. 

1. Projections 

Staff reports normally include short-term projections of develop
ments covering a wide range of variables. With few exceptions, staff 
reports for Article IV consultations in 1985 included such projections 
for the balance of payments and external debt, economic growth, infla
tion and the budget (Table 14). 2/ Staff reports for Article IV consul
tations with industrial countries also frequently included projections 
for wage developments, productivity and employment, as well as for 
savings, investment and other components of aggregate demand. Projec
tions of the latter variables were less common in nonindustrial coun
tries, reflecting in part the absence of a reliable or up-to-date 

1/ The discussions of practices regarding quantification and exchange 
rate policies are based on a review of all staff reports for Article IV 
consultations concluded in 1985. The discussion on other aspects of 
policies is based on the review of staff reports for a sample of 
countries only. The sample includes all 18 industrial countries which 
concluded consultations in 1985 and 19 nonindustrial countries, 
including the 3-4 members with the largest Fund quotas within each 
geographical area. 

2/ There were two reports for Article IV consultations in 1985 in 
wh1ch severe data constraints meant that short-term projections could 
not be provided for any of the major policy areas. 
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statistical base in these areas in many countries. Consultation reports 
for nonindustrial countries, on the other hand, typically included more 
detailed short-term projections of the balance of payments and of ex
ternal debt and debt service than was the case for industrial coun
tries. In a few cases (both industrial and nonindustrial countries), 
when assessments differed, independent staff projections were included 
in staff reports together with those of the authorities. Such a prac
tice, not followed, however, in all cases where differences in assess
ment were apparent, helped clarify the nature and size of disagreements. 

Projections of developments in monetary aggregates were less com
mon, being included in only about half of the reports (both for indus
trial and nonindustrial countries). Projections for some money/credit 
aggregates were included in 54 percent of the reports for nonindustrial 
countries while projections or target ranges were included in 8 of 18 
reports for industrial countries. 1/ This may have reflected to some 
extent the difficulty of preparing-reliable forecasts, in part as a 
result of structural changes which have increased the difficulty of in
terpreting developments in monetary aggregates in many countries. 

Consistent with the recommendations of Executive Directors during 
the reviews of surveillance in both 1984 and 1985, the inclusion of 
medium-term scenarios in staff reports has become increasingly common 
and the breadth of such scenarios has increased. There were also a 
number of cases in which reports contained an extensive discussion of 
medium-term prospects (external and internal) across a wide range of 
policy areas, even though there was only limited quantification of the 
analysis. The external sector, including the outlook for the balance of 
payments and for external debt and debt service, was the focus of nearly 
all medium-term scenarios. Eighty-seven percent of staff reports for 
Article IV consultations in 1985 included medium-term scenarios (com
pared with about 75 percent in 1984), a significant increase over 
earlier years (Table 15). Scenarios were included in reports for all 
but three of the industrial countries and for 99 of the 113 other coun
tries concluding consultations in 1985. In most cases, the scenario 
covered a period of 4-5 years beyond the end of the year in progress. 
Projections for longer periods were included in a few instances. 

Scenarios frequently (though not always) specified underlying 
assumptions about various components of the balance of payments, econo
mic growth, and international price and interest rate developments, as 
well as (although less frequently) additional factors including the 
budget, the rate of inflation, or the level of investment. The presen
tation of alternative scenarios or an analysis of the sensitivity of the 
results to variations in major assumptions was a feature of nearly all 
industrial country reports containing medium-term projections for the 
external sector and of about half of the reports for nonindustrial 
countries. Alternative scenarios for the industrial countries 

1/ In the cases 1n which targets were provided, however, it was not 
al~ays clear that the targets were expected to be met. 
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frequently included a different assumed rate of growth (generally 
reflecting, in some cases implicitly, a different assumed stance of 
major policies). In the case of nonindustrial countries, alternative 
assumptions on exogenous variables (often the price of a major export or 
the level of international interest rates) were more common. 

There was considerable variation among reports in the extent to 
which the assumptions regarding policies were presented explicitly. 
Some policy assumptions, typically reflecting a continuation of the 
current stance of policies, were explicit in about half of the reports 
in which medium-term scenarios were provided. In some instances, how
ever, there was a clear indication that extensive policy changes had 
been assumed, but the nature of these changes was often described in 
only very general terms (e.g., "pursuit of appropriate adjustment pol 
cies"). Only in a few cases (e.g., United States) was there an exten
sive discussion of both the policy assumptions and the exogenous para
meters underlying the scenario. It was unclear in many reports whether 
or not the medium-term scenario had been discussed with the authorities, 
and whether or not they agreed with the results. 

2. Policy coverage 

The content of Article IV consultation reports has continued to be 
adapted in recent years to sharpen the focus of analysis on emerging 
problems faced by members and to reflect concerns related to the evolu
tion of the international economy. In particular, the close attention 
paid to the appropriateness of members' exchange rate policies has con
tinued. Given their importance for the overall balance of payments, 
domestic financial policies have always been given special attention in 
such assessments. There has also been an increasing emphasis in staff 
reports on trade policies and on issues of structural adjustment, in
cluding, in particular, policies to eliminate institutional rigidities 
and to increase the efficiency of labor markets, as well as general wage 
and price policies. 

a. Exchange rate policies 1/ 

The trend noted in earlier annual reviews of the implementation of 
surveillance of including more explicit assessments of exchange rate 
policies in Article IV staff reports was continued in 1985. Most staff 
reports issued in 1985 commented on the appropriateness of the exchange 
rate or exchange rate policies. The few exceptions (11 cases) were 
reports for members of currency unions. 

1/ For ease of presentation, individual policy areas are discussed 
under separate headings in this chapter. This approach does not, 
however, allow the many interdependencies between various areas of 
policy to be reflected fully. This is the case, in particular, for 
exchange rate policy which cannot be assessed independently of the 
stance of policies in other areas. 
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In most countries, key factors highlighted in the analysis of 
exchange rate policy were the strength of the overall balance of pay
ments and its components (in several cases, taking explicitly into 
account both the short- and longer-term outlook), and trends in the real 
effective exchange rate index (Table 16). Developments in real effec
tive exchange rates were examined in 89 percent of cases. In more than 
one third of the reports, the analysis of such broader indicators of 
competitiveness was supplemented by a discussion of the competitiveness 
or profitability of particular tradable goods or sectors; this was more 
often the case for nonindustrial countries, for which dependence on one 
or a few sectors is more common. Such analysis was of particular impor
tance in the evaluation of exchange rate policy for a number of major 
oil producing countries, where developments in the profitability of the 
non-oil sector were· judged to be a critical indicator of the adequacy of 
the exchange rate. The analysis of the appropriateness of the exchange 
rate also frequently included a review of the relationship between the 
restrictiveness of the exchange and trade system and the exchange 
rate. Finally, developments in legal or unofficial parallel exchange 
markets were carefully examined, where these were relevant. 

The exchange rate policies of members were commended in 32 staff 
reports issued in 1985, while assessments were neutral in 14 cases and 
the policies followed, taking into account developments and policies in 
other areas, were questioned in 74 cases (Table 17). The broad dis
tribution of assessments, ranging from critical at one end to favorable 
at the other end, was thus similar to that in 1984 when exchange rate· 
policies were commended in 21 cases, but questioned in 67 cases. The 
1984 review noted that one reason for the generally critical approach 
taken in staff reports had been the number of currencies that were 
either pegged to the U.S. dollar or in practice showed limited flexibi
lity against it despite the dollar's general strength. This continued 
to be the case in 1985, as exchange rate policies were questioned in 
90 percent of those cases where members maintained an unchanged peg to 
the U.S. dollar. 

Beyond general assessments of the appropriateness of the level of 
the exchange rate, several reports commented on the appropriateness of 
exchange arrangements. In particular, several reports suggested that a 
move to a more flexible exchange arrangement might be considered, in
cluding pegging to a basket. In a few cases, where pegging to an inap
propriate currency basket had resulted in an unwarranted real effective 
appreciation, the staff recommended adopting a different basket in 
combination with a currency depreciation. 

b. Fiscal policies ll 

Analyses and assessments of the appropriateness of fiscal policies 
were included in nearly all Article IV consultation reports in 1985 and 

1/ Based on the sample of staff reports for 37 members concluding 
consultations in 1985. 
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were particularly specific. In most cases this reflected the importance 
attached to reducing fiscal deficits, which have persisted in many 
countries following large increases in the late 1970s. In several of 
these cases, despite progress recently achieved in lowering fiscal 
deficits, the need for a further reduction was emphasized. The focus of 
the discussion was generally the accounts of the central government 
(Table 18), supplemented by an analysis of developments at other levels 
of government (more common in the industrial countries) and of public 
enterprises (more often the case in nonindustrial countries). Cyclical 
effects or the influence of special factors or transactions (e.g., the 
impact of North Sea oil on the United Kingdom budget) were discussed 
explicitly in more than half of the reports for industrial countries, 
although the impact of these factors was not always quantified; detailed 
discussions of the influence of such factors on fiscal developments were 
less frequent in the reports for nonindustrial countries included in the 
sample. 

The sustainability of the stance of fiscal policy over the medium 
term provided the background for the policy discussions in a majority of 
the consultations for both industrial and nonindustrial countries 
(though less frequently in the latter). Considerations relating to the 
sustainability of ~he deficit or of specified items of revenues and 
expenditures were also raised in several other cases in which overall 
fiscal developments were not analyzed explicitly in a medium-term frame
work. The frequent adoption of a medium-term framework reflects in part 
the practice in many countries in recent years of establishing medium
term fiscal targets. Typically, in those cases in which the authorities 
had established medium-term fiscal targets, the targets provided a basis 
against which to assess recent developments and policy intentions. In 
only a few cases (e.g., Canada, United States, Mexico), however, were 
the medium-term fiscal targets or outlook analyzed explicitly within an 
overall savings/investment framework. 

The nature of the fiscal policy recommendations contained in the 
staff reports varied considerably across members, ranging from general 
statements about the desired direction of change in the overall deficit 
to relatively detailed suggestions for revenue measures or expenditure 
cuts. A review of assessments of the stance of members' fiscal policies 
in staff reports for countries included in the sample indicates that 
assessments were typically candid. While expressed so as to take 
account of the sensitive nature of the issues involved, assessments for 
the 37 countries in the sample reflected some degree of criticism of 
policies in 23 cases, including 11 cases in which assessments could be 
considered strongly critical. Typically, for countries in this latter 
group, staff assessments stressed the need for strong and early measures 
to achieve a sustained reduction of large or widening deficits. The 
significance of such assessments differed from country to country 
depending on whether the authorities agreed with the need for action 
and, in some cases, may already have set objectives for medium-term 
adjustment. However, while typically clear about the direction of 
adjustment required in those cases in which some criticism had been 
lodged, few of these reports provided quantified assessments of the size 
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of the adjustment needed. In some cases, a more forceful presentation, 
including a somewhat greater degree of quantification, could have helped 
highlight the importance of problems identified. 

In all cases where the fiscal deficit was judged to be too large, a 
reduction in expenditures was recommended. The use of complementary 
revenue measures was also recommended in many cases. In only a few 
cases were specific items of expenditure identified for reduction, and 
these mostly in nonindustrial countries (e.g., wages and subsidies). In 
a few instances, again mostly in nonindustrial countries, specific 
recommendations to strengthen the tax base were made, such as broadening 
the coverage of taxation to non-oil activities and strengthening tax 
administration. 

Although the assessments contained in the reports frequently called 
for further adjustment, there was a considerable measure of agreement 
between the staff's views and those of the authorities in such cases. 
Differences of view tended to center on the speed of adjustment required 
or on the appropriateness of specific recommendations, rather than on 
the need for adjustment in general. More serious differences of view 
arose on a few occasions as the authorities emphasized the impact on 
already high levels of unemployment of withdrawing fiscal stimulus. 

c. Monetary policies 1/ 

Monetary developments and policy were given prominent attention in 
most staff reports for Article IV consultations in 1985 (Table 18). 
Discussions typically focused on the consistency of monetary policy with 
the objective of reducing the rate of inflation or sustaining low rates 
that had already been achieved and on the impact of credit expansion on 
the balance of payments. References to the international repercussions 
and linkages of monetary policy were discussed mainly in the case of 
industrial countries, usually in the context of an analysis of the 
impact of high interest rates or of considerations related to the need 
for coordination of policies with other countries under the EMS arrange
ment. 

Of the 18 consultations concluded with industrial countries, 17 
reports focused explicitly on the behavior of one or more monetary 
aggregates. 2/ In most of these cases, the reports included explicit 
assessments and recommendations about the rate of growth of monetary 
aggregates. Frequently, for countries which target monetary aggregates, 
the assessment related to observance of the targets. Detailed analysis 
of the appropriateness of the targets themselves were less frequent; in 
some cases, this reflected an expiicit endorsement of the targets by the 
staff. 

1/ Based on the sample of staff reports for 37 members concluding 
co~sultations in 1985. 

2/ For Luxembourg, the openness of the economy and monetary associ
ation with Belgium preclude an independent monetary policy. 
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The behavior of money or credit aggregates received considerable 
attention in nonindustrial countries also, being discussed in 17 of the 
19 cases reviewed. There were fewer explicit assessments of the appro
priateness of monetary growth, but this may reflect the primary focus on 
controlling credit in these economies, many of which operate with fixed 
or less than fully flexible exchange rates. Staff reports for nonin
dustrial countries also frequently paid particular attention to issues 
concerning the allocation of credit, notably the share of credit expan
sion preempted by the financing needs of the public sector. 

Structural changes in the financial system and their implications 
for policy were also frequently discussed. The discussion in the case 
of industrial countries generally focused on the effect of financial 
deregulation on monetary aggregates, as several countries abandoned or 
considered abandoning strict monetary targetting as a guide to policy. 
A few reports (e.g., Canada, Denmark, United States) included a detailed 
analysis of the stability of the relationship of selected monetary 
aggregates to underlying determinants. Such analysis helped clarify the 
basis for assessments of the feasibility of monetary targetting in 
prevailing circumstances. 

Beyond the behavior of aggregates, the adequacy of monetary statis
tics and the instruments of monetary policy were frequently commented 
on, leading to recommendations in several cases that some policy and/or 
institutional changes were warranted. Interest rate policy, in particu
lar the adequacy of the level of interest rates, was examined carefully 
in most cases where rates are set administratively. Other recommenda
tions included stressing the need for more timely and accurate statis
tics (e.g., Algeria and Zaire); broadening the range and effectiveness 
of instruments of monetary or credit control (e.g., Algeria, Egypt, 
Indonesia); and tighter control on the lending activities of 
specialized banks (e.g., China). 

The same general comments concerning the specificity and candid 
nature of assessments, noted earlier for assessments of fiscal policy, 
apply in the case of money/credit policies as well. Favorable 
assessments regarding the current and anticipated rates of growth for 
broad money/credit aggregates were frequently tempered by observations 
that significant further progress was needed toward improving the 
functioning of financial markets. Overall, assessments for countries in 
the sample reflected some degree of criticism in 19 cases, including 
four cases in which assessments could be considered strongly critical. 
In these latter cases, the circumstances were typically those in which a 
substantial tightening of money or credit policies was needed to reduce 
balance of payments pressures or inflation. 

The staff reports noted that members were not always in agreement 
with the staff's assessment. Differences in this area frequently re
flected divergent views concerning the appropriate rate of growth of 
nominal aggregate demand and money or differences in interpreting the 
effects of money growth on economic activity (particularly when 
deregulation of the financial system was believed to have affected the 
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behavior of money or near-money). In several instances, particularly in 
industrial countries, the staff reports also noted differences of view 
with the authorities concerning the relative contribution of domestic 
(typically, continuing fiscal deficits) and external factors to the 
persistence of high real rates of interest. 

d. Structural policies!/ 

The increasing recognition in recent years of the contribution of 
structural rigidities to impeding the recovery of economic activity, 
employment and trade has led to a sharply strengthened focus on structu
ral issues in staff reports, both for industrial and nonindustrial 
countries. Discussions of structural issues covered diverse areas of 
policy. For industrial countries, reflecting the persistence of high 
rates of unemployment in several countries, the examination of structu
ral issues was frequently focused on labor markets. For nonindustrial 
countries, the issues examined typically reflected a broader range of 
concerns, including inefficiencies in both the goods and financial 
markets. 

Assessments and policy recommendations in industrial countries 
focused, in particular, on reducing employment costs through the removal 
of regulatory constraints and other impediments to the efficient 
operation of labor markets. Such policy recommendations included the 
modification of indexation practices (e.g., Australia, Italy, Luxembourg 
and Spain); the reduction or abolition of employment-based taxes 
(e.g., Spain and Sweden); and the adjustment of minimum wages, espe
cially of entry-level wages (e.g., France, Italy and Mexico). Other 
specific recommendations included the reform of legal frameworks inhibi
ting the flexible hiring or management of the work force (e.g., France, 
Italy, Netherlands, South Africa and Spain); and reforms of the 
tax/subsidy structure to increase work incentives or labor mobility 
(e.g., Ireland, Netherlands). 

The adjustment of specific prices or broader reforms of domestic 
pricing systems were typically central to policy recommendations aimed 
at improving the smooth functioning of goods markets. Although energy 
prices have already been adjusted substantially in most countries in 
response to earlier large increases in world prices, specific recommen
dations for further adjustment of domestic energy prices or to maintain 
realistic prices still were included in 1985 in staff reports for 
Article IV consultations with several countries (e.g., Brazil, Canada, 
China, Egypt, Italy, Kuwait, 2/ Nigeria). The need for remunerative 
producer prices in support of-efforts to promote production and exports 
were reflected in recommendations for adjusting specific prices or a 
broad range of such prices in several cases (e.g., Algeria, Egypt and 
Nigeria). Other recommendations for adjustment of specific prices 

1/ Based on the sample of staff reports for 37 members concluding 
co~sultations in 1985. 

2/ Electricity. 
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included certain basic consumer goods (e.g., Egypt, Morocco), and 
fertilizer (Indonesia). Recommendations were also made in several cases 
for broader reforms of pricing systems aimed at increasing the 
flexibility and rationality of prices, frequently related, in 
particular, to prices for goods and services provided by public 
enterprises (e.g., Algeria, Brazil, China, Egypt, Hungary, Mexico, 
Morocco, Zaire). 

Recommendations aimed at improving the efficiency of goods markets 
also frequently included measures to strengthen the operations of public 
enterprises. Such recommendations included the reduction of labor 
hoarding (e.g., Austria); the reduction of subsidies to unprofitable 
enterprises (e.g., Egypt and Hungary); and reforms or reassessment of 
public sector investment programs (e.g., Egypt, Malaysia and Morocco). 

In several cases, recommendations were directed at improving the 
profitability or regulatory framework to promote efficient investment 
and industrial diversification. Specific recommendations included the 
relaxation of trade or payments restrictions (e.g., Algeria, Egypt, 
Hungary, India, Mexico and Nigeria); the reduction of rigidities in the 
planning system limiting private activities (e.g., Algeria); and the 
relaxation of restrictions on foreign investment (e.g., Kuwait). 

Analyses and assessments of the impact of government regulations or 
restrictions were also reflected in several cases in specific recommen
dations aimed at improving the functioning of financial markets. Such 
recommendations included: the elimination of specified institutional 
constraints to a further liberalization of the financial system 
(e.g., Japan); improvements in financial intermediation (e.g., Hungary 
and Saudi Arabia); narrowing the scope and insulation of regulated 
markets (e.g., Finland); reducing the reliance on or rigidity of 
quantitative controls (e.g., France, Morocco, and Yugoslavia). 

Frequently, staff reports indicated the broad agreement, at least 
in principle, of the countries' authorities with the assessments and 
policy recommendations in structural areas, particularly regarding the 
need for wage flexibility and measures to improve the efficiency of 
labor markets. In several cases, initial steps had been taken to 
address the problems identified. However, a gradual approach was fre
quently judged necessary by the authorities, especially where changes in 
legislation or practices required the emergence of a social consensus. 
Similar issues were frequently raised in connection with recommendations 
for reform of financial systems. Agreement was less frequent on the 
need for more flexible pricing policies, reforms of exchange and 
payments systems and recommendations for specific trade liberaliza
tion. Concerns were often expressed that such reforms would increase 
inflationary pressures or, in the case of trade restrictions, that their 
removal would further strain balance of payments difficulties or already 
depressed employment possibilities in affected sectors. 
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e. Trade policies!/ 

The coverage of trade policies in reports has increased sharply in 
recent years. Such policies were discussed in most of the staff reports 
for countries in the sample. In some cases, assessments were supported 
by extensive documentation of the major legislation and there have been 
increasing attempts at quantification of the impact of such policies 
(e.g., Australia, Japan and United States). Quantification, however, 
has been the exception rather than the rule, reflecting to some extent 
the inherent difficulties in this area, including the absence of well 
documented information on the extent of restrictions. 

Assessments and recommendations concerning trade policy included 
both general recommendations to avoid or reverse protectionist measures 
as well as recommendations about specific aspects of a member's pol
icy. In several cases, where protectionist policies have been wide
spread for many years, staff reports have urged a general reduction in 
the extent of these policies and a greater reliance on the price mechan
ism, supported by realistic exchange rate policies, to allocate re
sources. Such recommendations included, in particular, liberalizing the 
system of import licensing and exchange controls, and lowering and ra
tionalizing import tariffs and quantitative restrictions (e.g., Algeria, 
China, Indonesia, Morocco and Nigeria). In several nonindustrial coun
tries (e.g., Mexico, Hungary and Pakistan), recommendations were di
rected at phasing out reliance on quantitative restrictions and encour
aging a greater use of tariff policy, or at lowering tariff rates. This 
included consolidating recent progress in tariff reform, establishing or 
extending a list of commodities which could be imported freely and re
ducing restrictions on trading rights which limited trading authority to 
certain state enterprises. In other cases, where measures have been 
taken to limit certain imports or promote particular exports, for 
example, staff reports have commented on the desirability of action in 
these areas. 

Specific assessments of trade policies were also included in 
several staff reports for industrial countries. Staff reports noted in 
a few cases that recent measures intensifying restrictions or increasing 
or broadening the scope of subsidies to domestic sectors were at odds 
with the members' expressed intention to pursue more open trading poli
cies (e.g., textiles, footwear and automobiles in the case of Canada; 
and voluntary restraints on steel exports in the case of the United 
States). In the case of Japan, the importance of reducing agricultural 
protection, removing remaining barriers to manufactured imports and 
improving the transparency of regulations that affect imports were 
stressed. The staff report for the United States noted the need to 
resist protectionist pressures: to the extent that the exchange rate 
reflected the fiscal situation, correction of the latter would be the 

1/ Based on the sample of staff reports for 37 members concluding 
co;sultations in 1985. 
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most appropriate way to alleviate the difficulties of domestic produ
cers; to the extent that the strength of the dollar reflected other 
factors, such as a favorable climate for investment and safe-haven 
effects, the appropriate response would be to allow adjustment and not 
impose trade barriers. 

In accordance with suggestions made by Executive Directors, indivi
dual staff reports on members of the European Community have examined 
both a member's trade measures at the national level and policies re
sulting from Community membership. In selecting the issues to be high
lighted with respect to the latter in an individual report, the staff 
has focused on policy areas that appear to be of particular relevance 
for the member in question. For example, the application of subsidies 
and quotas, and the related policy stance of the individual member in 
sectors such as agriculture, steel, coal, ships, aircraft, and electron
ics, have been variously featured in the reports on France, Germany, and 
the United Kingdom. In some cases, the staff report proposed a removal 
or reduction in the intensity of such measures, or encouraged their 
reformulation to take better account of domestic adjustment needs and 
the interests of trading partners. In formulating the recommendations 
in staff reports, the staff has endeavored to emphasize both the need to 
maintain or improve open, liberal policies at the national level and, in 
the case of the major Community members, for the authorities to assume a 
stronger leadership position within the Community to promote 
liberalization in the common external policy. 

f. Other 

Several other issues or policies received frequent attention in 
staff reports for Article IV consultations. For many of these, related 
issues and Fund policies and practices are reviewed in detail in peri
odic reports to the Executive Board. 

Staff reports typically include a detailed review and discussion of 
practices subject to Fund jurisdiction under Article VIII. All such 
actions are subject to Fund approval and generally require a specific 
Executive Board decision to that effect. Typically, staff reports 
include specific language appraising the policies regarding exchange 
restrictions and multiple currency practices as a basis for the recom
mendation of approval or nonapproval by the Executive Board. Related 
issues and policies have been discussed in detail in several staff 
papers issued to the Board on a periodic basis: including "Review of 
Bilateral Payments Arrangements, 1976-1981," SM/82/169 (8/17/82), 
"Review of Experience with Multiple Exchange Rate Regimes," SM/84/64 
(3/19/84), and "External Payments Arrears of Fund Members, 1982-83, 11 

EBS/84/155 (7/30/84). 

In addition to the discussion of the sustainability of trends in 
the growth of external debt and debt service which were, in most cases, 
the explicit focus of analyses of medium-term prospects (see 
section III. 1 above), staff reports for Article IV consultations 
addressed several other issues related to external debt management. 
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These included the appropriateness of monitoring and approval procedures 
and the appropriateness of terms for the contracting of new debt. ·some 
discussion of developments in this area and related issues was included 
in more than half of thi:? reports for nonindustrial countries resulting, 
in several cases, in specific recommendations for improvements in debt 
management policies. These ranged from the elaboration of steps neces
sary to improve reporting and approval procedures to recommendations to 
avoid nonconcessional financing or to tailor·the terms of new lending 
more closely to the gestation period of projects. General issues rela
ted to external debt policies and management were discussed in detail in 
1985 at EBM/85/45 and EBM/85/46 on the basis of staff papers on "Deve
loping Countries' External Indebtedness to Commercial Banks," SM/85/61 
(2/20/85) and "Developing Countries' External Indebtedness to Official 
Creditors," SM/85/62 {2/21/85). 

Staff reports for Article IV consultations also ·typically include 
statements on statistical issues. Following the Board meeting on "Re
view of Fund Statistics" (EBM/85/71, 5/6/85), staff reports for 
Article IV consultations have included an appendix on statistical issues 
covering the'status of the country's data in IFS. In addition, staff 
reports include explicit references., as appropriate, to the quality of 
statistics used in reports and to major statistical problems affecting 
the analysis. Related issues will be the subject of further discussion 
by the Board in the near future ("Review of the Fund's Statistics," cur
rently scheduled for mid-March 1986). 

3. Consultation follow-up 

The effectiveness of the Article IV consultation ·process is deter
mined, in part, by the extent to·which it influences policy decisions in 
member countries.· This, in turn, is partly a function of the attention 
that policy makers give to discussions· with the Fund. Staff missions 
met with government officials at the Ministerial level in connection 
with 112 {85 percent) of the consultations·concluded.iri 1985; in a ·num
ber of these cases, the mission also met with the head of Government. 

The actual impa·ct on policy is difficult to assess. One indication 
of such influence of the consultation process is the extent to which 
policies were· consistent with previous recommendations. For this rea
son, the practic·e was adopted in recent- years of including a summary of 
the Fund's conclusions from the prior consul tat ion in. staff reports for 
Article IV consultations. This practice has not, however, yet been 
fully implemented in all staff reports. Forty-four percent of staff 
reports for Article IV'consultations in 1985 included such a summary. 
Another five percent of report·S, while not including a complete summary, 
referred to certain elements highlighted in an earlier consultation in 
connection with the discussion of specific areas of policy. In most 
cases, the summary took the form of a brief paragraph near the beginning 
of the report, noting the views previously expressed by Directors, with 
major issues sometimes ·again highlighted in the section of the report 
discus~ini the relevant policy areas. 
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In several cases, the subsequent implementation of policies 
consistent with the recommendations at the conclusion of an earlier 
consultation was noted. Conversely, some staff reports noted explicitly 
continuing discrepancies relative to policies advocated in the previous 
Article IV consultation. However, explicit references of the latter 
type were rare. Typically, the analysis and discussion of developments 
in staff reports, against the background of the summary .of the previous 
Board discussion (in those cases where such a summary was included), 
left it to the reader to assess the importance of continuing differences 
as regards specific recommendations as well as in terms of the overall 
stance of a member's policies. 

4. Reporting on World Bank activities 

In their recent discussion of ways in which enhanced collaboration 
between the Fund and the World Bank could be more effective in helping 
member countries to resolve their problems, 1/ Executive Directors 
indicated that the Fund should extend and deepen the discussion in staff 
reports of the Bank's involvement in a given country. Against this 
background, this section describes the coverage of these issues in staff 
reports for Article IV consultations concluded in 1985. Only explicit 
references to the World Bank are reported.~/ 

Relations with the World Bank were described in some form in virtu
ally all 1985 reports for countries that had outstanding loans from the 
Bank; there was generally no reference to the Bank in other cases 
(Table 19). A statement of the amount and sectoral distribution of 
outstanding borrowing from the Bank, along with a description of other 
aspects of financial relations, was provided in staff reports for about 
three-fourths of all the nonindustrial countries, generally in the form 
of an appendix to the main report. The impact of Bank loans and 
technical assistance in enhancing the effectiveness of policies and 
facilitating their implementation was also explicitly commented on in 
about a third of the reports. Many of these described in some detail 
the policy conditionality of one or more bank loans. 

Views of the Bank staff on major policy is~ues were also frequently 
reported. This was most common with regard to views on the level and 
composition of the investment program, which were described in reports 
for nearly half of the nonindustrial countries. Descriptions generally 
took the form of a brief reference to the general agreement or disagree
ment of the Bank staff with the thrust of the investment program. In a 
few cases, comprehensive statements prepared by the Bank staff on their 
overall policy views and the objectives of their lending program were 
also included (e.g., Egypt, Uganda and Zaire). 

1/ At EBM/84/170-171 (11/28/84). The Chairman's Summing Up was 
circulated as Buff 84/195 (12/6/84). 

2/ It should be noted that, in many cases, collaboration between the 
two institutions has resulted in the incorporation of Bank views into 
the report without explicit reference. 
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Technical aspects of collaboration between the staffs of the two 
institutions were also reported in many cases. While collaboration 
between the two institutions results in the taking into account of Bank 
pol{cy views across~ wid~ range of issue~, the technical work of th~· 
Bank staff or the results of technical studies supported by Bank loans 
were cited explicitly as the basis for Fund staff policy views in 
reports for more than a quarter of all nonindustrial countries. 
Recommendations on the tariff structure, pricing policies of public 
enterprises, and specific investment projects were the most common 
policy areas in which this occurred. Finally, there were also 12 cases 
in 1985 in which one or more Bank staff members participated in the Fund 
staff mission for the consultation discussions. 
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Table 14. Short-Term Projections in Reports 
for Article IV Consultations in 1985 1/ 

Industrial 
Countries 

Nonindustrial 
Countries 

All 
Countries 

(Number of Reports) 

Reports with short-term projections 
(percent of total) 

Reports without short-term 
projections 

Total reports 

Coverage of projections 
Balance of payments 
External debt and debt service 
Economic growth 
Inflation 
Savings and investment 
Fiscal accounts 
Monetary aggregates 
Employment 
Wages 
Productivity 
Other 

18 
(100) 

18 

94 
56 

100 
100 
100 

94 
44 
67 
44 
22 
17 

(In 

Source: Exchange and Trade Relations Department. 

111 
(98) 

2 

113 

percent) 

98 
90 
86 
74 
46 
93 
54 
5 
5 
2 

63 

lJ 

129 
(98) 

2 

131 

98 
85 
88 
78 
53 
93 
53 
13 
11 

5 
57 

1/ Short-term projections are defined as forecasts for periods of 
approximately one year or less from date of staff mission. 

2/ As percent of reports including short-term projections. 
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Table 15. Medium-Te rm Scenarios in ·Reports 
for Article IV Consultations in 1985 

Industrial 
Countries 

Nonindustrial 
Countries 

All 
Countries 

(Number of Reports) 

Reports with medium-term scenarios 15 99 
(percent of total) (83) (88) 

Reports without medium-term 
scenarios 3 14 

Total reports 18 113 

(In percent) 1/ 

Coverage of scenarios 
Balance of payments 80 
External debt and debt service 80 
Economic growth lJ 67 
Inflation 2/ 33 
Savings and investment 20 
Fiscal accounts 47 
Monetary aggregates 13 
Other 27 

Alternative scenarios 87 
Economic growth rate 60 
Other 3/ 53 

Source: Exchange and Trade Relations Department. 

1/ As percent of reports with scenarios. 
'"fl Typically, assumptions. 

96 
92 
63 
26 
10 
13 

l 
34 

47 
9 

45 

'°'f/ Includes cases with discussion of sensitivity to alternative 
as"sumptions of one or more variables included in scenario. 

114 
(87) 

17 
131 

94 
90 
63 
27 
11 
18 

3 
33 

53 
17 
46 
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Table 16. Exchange Rate Policy Di.scussion in Reports 
for Article IV Consultations in 1985 

(In ·perceht"of total reports) 1/ 

Industrial 
Countries 

Nonindustrial All 
Countries Countries 

Coverage of analysis 
Balance of payments 89 66 69 
Effective exchange rate index 100 95 95 

Of which: nominal index only (--) (7) (6) 
Profitability of major 

commodity or sector 22 43 40 
Parallel exchange market 

developments 6 26 23 
Restrictiveness of exchange 

and trade system 22 46 43 
Other 39 27 28 

Source: Exchange and Trade Relations Department. 

1/ Based on reports for all consultations concluded in 1985. 
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Table 17. Views on Exchange Rate Policies in Staff Reports 
· for Article IV Consultations Concluded in 1985 

(Number of Reports) 

Mildly Strongly No 
Favorable Neutral Critical Critical Assessment 

All consultations 32 14 34 40 11 
Of which: 

Program countries 2/ (11) (4) (10) (2) (6) 

Distribution by country 
classification and 
exchange arrangement 

Industrial 9 5 3 1 
Pegged 3/ (5) (4) ( 2) (--) (--) 
More flexible (4) (1) (1) (1) (--) 

Nonindustrial 23 9 31 39 11 
Pegged 3/ (15) (3) (24) (38) (11) 
More flexible (8) (6) (7) ( 1) (--) 

Source: Exchange and Trade Relations Department. 

Total 

131 1/ 

(33) 

18 
(11) 

(7) 

113 
(91) 
(22) 

1/ Includes two consultations for three members and a separate consultation with 
th-; Netherlands Antilles. 

2/ Countries with upper tranche stand-by arrangements or extended arrangements in 
place at the time of the conclusion of the 1985 consultation. 

3/ Includes "Flexibility Limited". 
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Table 18. Analytical Coverage of Fiscal and Money/Credit 
Policy in Reports for Article IV Consultations in 1985 

(In percent ·of ·sample reports) y 

Coverage of fiscal analysis 
Central government 
Other levels of government 
Public enterprises 
Other 2/ 

Cyclical factors 
Special factors or transactions 

Coverage of monetary analysis· 
Monetary aggregates 
Credit expansion 
Interest rates 
Credit allocation 
Other policy instruments 
Financial innovation or 

structural change 
Monetary targeting 
Other 

Industrial 
Countries 

100 
83 
44 
50 

67 
28 

94 
39 
94 
22 
56 

72 
67 
33 

Nonindustrial 
Countries 

100 
47 
74 
32 

11 
11 

89 
89 
95 
53 
68 

74 
11 
21 

Source: Exchange and Trade Relations Department·. 

1 Based on reports for a sample of 37 countries concluding 
co"nsultations in 1985. 

All 
Countries 

100 
65 
59 
41 

38 
19 

92 
65 
95 
38 
62 

73 
38 
27 

2/ Includes social security system and other decentralized agencies. 
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Table 19. References to World Bank in Reports for 
Article IV Consultations with Nonindustrial 

Countries in 1985 ];_/ 

(In percent of total reports) 

No reference to Bank 

Summary of financial relations 
Technical assistance role 
Policy conditionality of loans 
Evaluation of investment program 
Comprehensive policy views 

Explicit basis for Fund staff 
views 

Mission participation 

Nonindustrial 
Countries 

uy 

75 
35 
21 
37 
8 

26 
11 

Source: Exchange and Trade Relations Department. 

1/ There was no reference to the World Bank in any of the reports for 
Art'"icle IV consultations with industrial countries in 1985. 

2/ Of the total of 14 nonindustrial country reports with no reference 
to~the World Bank, six were for countries for which no Bank loans were 
outstanding. 
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IV. Monitoring of Exchange Rates and Exchange Arrangements 

A basic element of surveillance is the monitoring of developments 
in exchange rates and exchange arrangements. This section describes the 
implementation of practices with respect to such monitoring in 1985. 

1. Periodic reviews 

Several periodic reports were issued as usual in 1985 which pro
vided a comprehensive description of each member's exchange arrangements 
and of changes in these arrangements. The main such report was the 
Annual Report on Exchange Arrangements and Exchange Restrictions. In 
addition, quarterly papers to the Executive Board summarized develop
ments in members' exchange arrangements, listed the latest classifica
tion of exchange arrangements and indicated changes in members' exchange 
rates, including those following more flexible arrangements. Summary 
tables on exchange arrangements were also provided in International 
Financial Statistics. 

Other regular reports included monthly charts on exchange rates and 
related developments; (daily, weekly and monthly) reports on develop
ments in foreign exchange and financial markets; and quarterly reports 
on real effective exchange rates. 

2. Information notice system 

The information notice system is designed to monitor the real 
effective exchange rates of member countries. 1/ At present, real 
effective exchange rates are monitored for 125-currencies. For 29 
members, real effective exchange rate indices are still not available. 
For most of these countries, available price data are rather sketchy or 
no price index of any kind is available. 

Information notices are issued to the Executive Board when changes 
in a member's real effective exchange rate since the last occasion on 
which the Board had an opportunity to consider the member's exchange 
rate policy exceed 10 percent. In 1985, there were 30 information 
notices. This compares with 19 notices in 1984 and 6 notices between 
April 1983 (when the system was initiated) and December 1983. As indi
cated in Table 20 information notices for nonindustrial countries predo~ 
minated in all three years. There have been only three information 
notices for two industrial countries and these occurred in 1985. 2/ 

1/ The background paper to last year's annual review of surveillance 
(SM/85/65, Supplement 1) provides a detailed description of the 
operation of the information notice system, as well as the exchange 
rates, weighting system, and price indices used in the INS. There have 
been no major changes in INS methodology since then. A new weighting 
system is scheduled to be introduced in the near future. 

2/ The two information notices on the United Kingdom were for 
movements in opposite directions, a real effective depreciation notified 
on 3/5/85 and a real effective appreciation notified on 8/26/85. 
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In 1983 and 1984 most information notices were issued for members whose 
currencies were pegged to a single currency, but in 1985 the notices 
were approximately evenly divided between those countries with pegged 
exchange rates and those with more -flexible arrangements, mostly follow
ing independent floats. 

Ten of the 30 information notices. issued in 1985 were triggered by 
a real effective depreciation. In seven of these cases, the deprecia
tion- in real effective terms reflected primarily downward pressure on an 
exchange rate (unified or as part of a multiple rate system) determined 
by market. forces. In one case (Peru), the reai effective depreciation 
resulted from a policy of accelerating the rate of nominal depreciation 
against the U.S. dollar, while in the cases of Ethiopia and Swaziland 
the currencies depreciated as a result of a weakening of the currencies 
to which they are pegged (respectively, the U.S. dollar and the. South 
African rand). 

Of the 20 information notices issued for countries·whose currencies 
had appreciated in real effective terms, nine were for countries with 
currencies pegged to the U.S. dollar, one was a case in which the cur
rency was pegged to the SDR and one was for a currency pegged to another 
basket. In these 11 cases, the major factors underlying the real ef
fective.appreciations were domestic inflation in excess of major trading 
partners, and in some cases, the strength of the U.S. dollar. Informa
tion notices issued for the remaining nine countries with more flexible 
exchange arrangements (including six countries with freely fluctuating 
exchange rates) stemmed mainly from an appreciation of the currency in 
response to a strengthening of underlying confidence (including a few 
cases where the adjustment policies leading to the strengthening confi
dence were supported by the use of Fund resources). The information 
notice for the United States pointed to a number of factors which had 
resulted in a sustained strengthening of the U.S. dollar. 

3. Monitoring of exchange rate and restrictive system 
policies in member countries 

As in 1984, the widespread need for adjustment of exchange rate 
policies in 1985 _was reflected in the fact that there were 48 notifica- · 
tions to the Executive Board of changes in exchange arrangements (of 
which 32 related to discrete changes in exchange rates), in accordance 
with Article IV, Section 2(a), and 27 notifications of changes in 

restrictive exchange systems in accordance with Article VIII, 
Section 5(xi). The corresponding figures for 1984 were 51 and 29, 
respectively. 
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a. Notification of changes 1n exchange 
arrangements 

As noted in SM/82/44 "Exchange Arrangements Maintained by Members 11 

and the subsequent annual surveillance reviews, about one fifth of the 
changes in exchange arrangements notified to the Fund by members and 
reported to the Executive Board in separate papers have generally resul
ted in a change in the classification of the arrangements according to 
the degree of their flexibility. The remainder have normally dealt with 
changes in the exchang~ rate vis-a-vis the peg or intervention currency, 
or other changes in arrangements not leading to reclassification. In 
1985, the pattern of notifications of changes in exchange arrangements 
was similar. Of the total of 48 changes notified in 1985 (Table 22), 10 
resulted in a change in the classification of the member's exchange 
arrangement, including 3 instances of discrete changes in exchange rates 
in combination with the change in classification. 1/ Twenty-six notifi
cations represented discrete changes in members' eichange rates which 
did not entail a change in the classification of the arrangement. Other 
notifications related to various modifications including changes in the 
frequency with which the exchange rate is adjusted, the introduction of 
new currencies, changes in the calculation of a currency basket, and 
changes in multiple exchange rates (including in one case, discontinu
ance of an internal settlement rate). 

Seven of the ten changes in the classification of members' exchange 
arrangements in 1985 represented a continuation of the trend noted in 
recent years toward greater flexibility in members' exchange arrange
ments. Two nonindustrial countries and one industrial country adopted 
independently floating exchange rates and, concurrently, liberalized 
their exchange and trade systems. In addition, three countries moved 
from the de facto pegging category of "Limited Flexibility in Terms of a 
Single Currency" (the U.S. dollar in two instances) to a currency basket 
other than the SDR, and one country moved from a currency peg to a 
managed float. 2/ 

As of September JD, 1985, 32 percent of Fund members were maintain
ing more flexible arrangements, compared with 27 percent at end-1981, 
when the present classification (which includes the category "Limited 
Flexibility in Terms of a Single Currency" that had been grouped with 
more flexible arrangements) was adopted. Over the same period, the 

1/ In addition, there was one notification of the exchange 
arrangement for a new member. 

2/ Bringing the total number of nonindustrial country members with 
exchange rates classified as "independently floating" to 10. A staff 
paper, "Experience with Exchange Rate Flexibility in Developing Coun
tries," planned to be issued in March 1986, will review the experience 
since 1982 with exchange rate flexibility in certain developing coun
tries, and, in particular, the technical aspects of the various exchange 
arrangements. 
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number of members with "Independently Floating" arrangements increased 
from 7 percent to 10 percent of the total membership. 

Of the 26 discrete changes in exchange rates notified to the Execu
tive Board in 1985, all but six involved nominal depreciations; Ireland, 
France, Denmark, the Netherlands, the Federal Republic of Germany, 
Belgium and Luxembourg appreciated their currencies vis-a-vis the ECU in 
a realignment of the European Monetary System. 

b. Notification of changes in exchange systems 

Closely related to developments in members' exchange rates are 
changes in their system of exchange control and multiple exchange rates 
as these latter measures in members' exchange system practices frequent
ly substitute for adjustment of the exchange rate. Communications from 
members dealing with significant actions affecting exchange controls 
(not otherwise reported within a brief interval in consultations or use 
of Fund resources reports) are notified separately to the Board. In 
1985, 27 such papers were issued informing the Executive Board of 
changes in members' exchange and payments systems, of which 11 were 
included in notifications described above of changes in exchange 
arrangements (Table 23). 

c. Format and content of notifications 

In the documentation transmitting the changes in exchange arrange
ments and exchange systems to the Executive Board, the staff continued 
to clarify and to give context to the measures. In 28 of 62 notifica
tion papers in 1985, the staff paper included an appraisal of the 
measure, in the light of the views of the Fund on the member's policies 
expressed at the time of the latest Article IV consultation discussion 
with the member. In the majority of the instances in which no appraisal 
was explicitly stated, the staff paper pointed out that discussion of 
the same measure was to be taken up shortly in the broader context of a 
consultation report in preparation at the time. 
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Table 20. Information Notices Issued, 1983-1985 

1983 1984 1985 

Total 6 19 30 1/ 

Distribution by country classification 
Industrial countries 3 

of which: G-10 3 

Nonindustrial countries 6 19 27 

Distribution by exchange arrangement 
Pegged 

To a single currency or the SDR 3 11 15 
To a currency composite 1 2 2 

Flexibility limited 
Single currency 
Cooperative arrangements 

More flexible 
Adjusted according to indicators 1 1 
Managed floating 1 4 2 
Independently floating 1 11 

1/ Two information notices were issued for Bolivia, Ethiopia, Sierra 
Leone, the United Kingdom and Uruguay and three were issued for 
Nicaragua. See Table 21. 
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Table 21, Information Notices Issued in 1985 

Country Report Number Date 

Australia EBS/85/161 June 26 
Bolivia EBS/85/68 March 22 
Bolivia SM/85/233, Sup.1 September 18 
Burundi EBS/85/29 February 1 
Cape Verde 1/ March 20 
Dominican Republic EBS/85/260 November 25 
El Salvador EBS/85/166 July 9 
Ethiopia EBS/85/131 May 17 
Ethiopia EBS/85/292 December 27 
Guatemala EBS/85/156 June 20 

·Mexico EBS/85/99 April 23 
New Zealand EBS/85/259 November 25 
Nicaragua EBS/85/43 March 1 
Nicaragua EBS/85/179 July 31 
Nicaragua EBS/85/273 December 11 
Paraguay EBS/85/236 October 25 
Peru EBS/85/134 May 23 
Philippines EBS/85/102 April 24 
Sierra Leone EBS/85/77 March 28 
Sierra Leone EBS/85/247 November 6 
South Africa EBS/85/78 March 28 
Swaziland EBS/85/79 March 28 
Tanzania EBS/85/285 December 19 
Uganda EBS/85/24 January 29 
United Kingdom EBS/85/44 March 5 
United Kingdom EBS/85/203 August 26 
United States EBS/85/69 March 21 
Uruguay EBS/85/91 April 5 
Uruguay EBS/85/215 September 10 
Venezuela EBS/85/136 May 24 

Source: Exchange and Trade Relations De par tmen t. 

1/ Staff statement at EBM/85/45. 
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Table 22, Notifications of Exchange Arrangements Issued in 1985 

Country 

Argentina 
Belgium/Luxembourg 
Bolivia 1/2/ 
Bolivia I/
Botswana 
Botswana 
Chile 
China, P.R. 
China, P.R. 
Denmark 
Dominican Republic 1/ 
El Salvador 1/2/ 
Equatorial Guinea 
European Monetary System 
France 
Germany 
Ghana 
Greece 
Guatemala 
Guinea 
Ireland 
Israel 1/ 
Israel 
Italy 
Kenya 
Kenya 
Lesotho 1/ 
Madagascar 
Madagascar 
Madagascar 
Maldives 
Malta 
Nepal lJ 
Netherlands 
New Zealand 
Peru 
Peru 1/ 
Sierra Leone 1/2/ 
South Africa 1/
South Africa 
Sudan 1/ 
Sudan 
Tonga 
Vanuatu 
Viet Nam 
Western Samoa 
Yemen Arab Republic 
Zambia 

Report Number 

EBD/85/155 
EBD/85/191 
EBS/85/68 
EBS/85/140 
EBD/85/21 
EBD/85/237 
EBS/85/54 
EBD/85/3 
EBD/85/16 
EBD/85/192 
EBS/8 5/76 
EBS/85/166 
EBD/85/38 
SM/85/213 
EBD/85/194 
EBD/85/189 
EBS/85/232 
EBD/85/257 
EBD/85/10 
EBD/85/275 
EBD/85/196 
EBS/85/190 
EBD/85/233 
EBD/85/193 
EBS/85/86 
EBD/85/226 
EBD/85/255 
EBD/85/9 
EBS/85/81 
EBD/85/172 
EBD/85/175 
EBD/85/304 
EBD/85/303 
EBD/85/190 
EBD/85/70 
EBD/85/130 
EBD/85/217 
EBS/85/77 
EBD/85/214 
EBD/86/267 
EBD/85/121 
BUFF/85/178 
EBD/85/292 
EBD/85/91 
EBD/85/247 
EBS/85/60 
EBD/85/55 
BUFF/85/179 

Source: Exchange and Trade Relations Department 
1/ Also notification of exchange system. 
2/ Also information notice. 

Date 

June 21 
July 24 
March 22 
June 3 
January 16 
September 10 
March 4 
January 3 
January 14 
July 24 
March 27 
July 9 
January 28 
July 29 
July 25 
July 23 
0c tober 21 
October 15 
January 11 
October 25 
July 29 
August 13 
September 4 
July 24 
April 4 
August 29 
September 27 
January 10 
March 29 
July 12 
July 15 
December 6 
December 6 
July 24 
March 8 
May 21 
August 20 
March 28 
September 9 
October 8 
May 9 
September 26 
November 15 
April 4 
September 23 
March 14 
February 4 
October 10 
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Table 23. Notifications of Exchange System Changes Issued in 1985 

Country Report Number 

Bolivia 1/2/ EBS/85/68 
Bolivia 2/- EBS/85/140 
Denmark EBD/85/144 
Dominican Republic 2/ EBS/85/76 
Ecuador EBS/85/263 
Egypt EBS/85/59 
El Salvador 1/2/ EBS/85/166 
France EBD/85/74 
France EBD/85/272 
France EBD/85/311 
Greece SM/85/300 
Honduras EBS/85/158 
Israel 2/ EBS/85/190 
Italy EBD/85/284 
Lesotho !J EBD/85/255 
Mexico Buff/85/99 
Mexico EBS/85/188 
Nepal !J EBD/85/303 
Nicaragua 1/ EBS/85/43 
Paraguay EBD/85/82 
Peru 2/ EBD/85/217 
Sierra Leone 1/2/ EBS/85/77 
South Africa EBD/85/225 
South Africa EBD/85/235 
South Africa !J EBD/85/214 
South Africa EBD/85/313 
Sudan 2/ EBD/85/121 

Source: Exchange and Trade Relations Department 

1/ Also information notice. 
2/ Also notification of exchange arrangements. 

Date 

March 22 
June 3 
June· 12 
March 27 
December 2 
March 13 
July 9 
March 12 
October 23 
December 11 
November 7 
June 24 
August 13 
November 5 
September 27 
June 6 
August 9 
December 6 
March 1 
March 21 
August 20 
March 28 
August 28 
September 5 
September 9 
December 16 
May 9 
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V. Coverage of Selected Surveillance Topics 
in the General Work of the Fund During 1985 ll 

Several staff papers and Board discussions in 1985 dealt with 
issues related to surveillance. Apart from the staff reports and Board 
discussions concluding Article IV consultations with individual members, 
the main such discussions were, as usual, the two discussions of the 
World Economic Outlook in April and September and the 1985 annual review 
of the implementation of surveillance in March [A:l; B:1; B:2]. In 
addition to the usual documentation, and in support of the emphasis on 
medium-term prospects and the sensitivity of the medium-term outlook to 
changes in assumptions, supplementary background notes were prepared in 
the context of the World Economic Outlook on developments and prospects 
in primary commodity prices, trends in capital flows to developing 
countries, structural policies, the growth potential of industrial 
countries and the effects of U.S. fiscal policy. Also of broader inter
est, a staff note was issued in December 1985 on the September 22 an
nouncement of G-5 Ministers [A:4]. 

Continuing concerns with the external debt situation of developing 
countries were reflected in several related Board discussions. External 
debt issues were considered, in particular, in March, on the basis of 
staff papers on developing countries' indebtedness to commercial banks 
and official creditors and on export credit cover policies [C:l]; and in 
September on the basis of a staff paper on "The Role of the Fund in 
Assisting Members with Commercial Banks and Official Creditors" [C:2]. 
In addition, several papers reported on the progress achieved, in colla
boration with other international agencies (OECD, BIS, Berne Union and 
IBRD) and the International Compilers' Working Group of External Debt 
Statistics, in the monitoring of external debt and lending flows [D:l; 
D:2; D:3]. 

The overall assessment of Directors through these discussions was 
that encouraging progress had been made in addressing debt servicing 
difficulties. Directors, however, cautioned against complacency, noting 
that the progress of individual countries in restoring a viable balance 
of payments position and growth had been uneven. Directors stressed 
that the key elements for a solution of the debt problem remained the 
adoption of appropriate adjustment policies by debtor countries, the 
continued collaboration between debtors and creditors in order to pro
vide orderly and adequate financing and the achievement of a satis
factory rate of growth of the world economy. 

Directors generally stressed the appropriateness of continuing the 
case-by-case approach of tailoring the mix between adjustment and fi
nancing to a country's circumstances and prospects, and they considered 
that the Fund would continue to have a major role to play in this 
regard. The review of criteria and practices for enhanced surveillance, 
in September, reaffirmed and clarified procedures for the Fund's 

1/ References in brackets are to documents listed in Table 24. 
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involvement in helping debtor countries having shown a good record of 
adjustment progress further toward normalized access to financial mar
kets. Most Directors felt that enhanced surveillance could be under
taken when the four following conditions are met: first, at the request 
of a member country, who must initiate the procedures; second, in cases 
where a good record of adjustment has been shown; third, in cases in 
which a multiyear restructuring agreement (MYRA) is needed to normalize 
market relations and to facilitate the return to voluntary or sponta
neous financing; and fourth, in cases where the member is in a position 
to present an adequate quantified policy program in the framework of 
consultations with the Fund staff. 

External debt issues were discussed further in November against the 
background of developments in commercial lending, the structure of 
financial markets and the debt strategy, on the basis of a staff paper 
on "International Capital Markets--Developments and Prospects, 1985" 
[C:3]. The discussion provided a first opportunity to examine the 
initiative by United States Treasury Secretary Baker, stressing the 
importance of coordinated efforts by all parties involved--governments, 
multilateral agencies, and commercial banks. Directors welcomed the 
United States initiative as an important and timely signal to the inter
national community toward renewing the momentum in dealing with the debt 
problem. 

The strategy to address the debt serv1c1ng difficulties faced by 
many developing countries has highlighted the need to maintain adequate 
rates of growth of economic activity and trade. Trade issues were 
addressed by Executive Directors on several occasions in 1985, in parti
cular in March on the basis of a staff report on "Trade Policy Issues 
and Developments" [E:l]. Directors expressed serious concern about the 
continued drift toward protectionism in recent years. They regretted 
that the onset of world economic recovery had not yet led, in spite of 
some limited initiatives, to an easing of protectionist measures. 
Directors hoped that new multilateral trade negotiations would provide 
the basis for significant trade liberalization. Directors also welcomed 
the strengthened treatment of trade policy issues in Article IV consul
tations and agreed to the preparation of information notices on major 
trade policy decisions: two information notices were issued subsequent
ly, "Japan: Recent Trade Measures" SM/85/256 (9/4/85); and "United 
States: Trade Policy Developments in the Footwear Sector" SM/85/268 
(10/16/85). 

Other Executive Board discussions related to surveillance in 1985 
included the consideration in July, in a seminar, of a staff paper on 
the "Global Effects of Fund-Supported Adjustment Programs" [I:2]; and 
the discussion in February of "Multiple Currency Practices Applicable 
Solely to Capital Transactions" [F:l]. While not taking a view on the 
Fund's jurisdiction over multiple currency practices applicable solely 
to capital transactions, Executive Directors considered that a full 
analysis of such practices should continue to be provided in the frame
work of the Fund's surveillance activities. 
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Table 24, Coverage of Selected Surveillance Topics in 1985 

Executive Board Meeting 
Number Date 

Surveillance--General 
EBM/85/47 3/22/85 
EBM/85/48 3/22/85 
EBM/85/49 3/25/85 

World Economic Outlook 
EBM/85/51 4/1/85 
EBM/85/52 4/1/85 
EBM/85/53 4/3/85 
EBM/85/54 4/3/85 
EBM/85/55 4/5/85 

l)ocument 

a, Review of the document "Enhancing the Effectiveness 
of Surveillance: The 1985 Annual Review of the 
Implementation of Surveillance" 

b, Annual Review of the Implementation of Surveillance
Background Material 

c, Chairman's Summing Up 

a. Tokyo-Communique of the Ministers and Governors 
of the Group of Ten 

b, Report of G-10 Deputies on the Functioning of the 
International Monetary System 

Report of the Deputies of the Group of Twenty-four 
on the Functioning and Improvement of the Inter
national Monetary System--Transmittal to the 
Interim Committee 

a, Joint Statement issued by the Ministers of Finance 
and Central Bank Governors of France, Germany, 
Japan, the United Kingdom, and the United States., 

b. Announcement of the Ministers of Finance and Central 
Bank Governors of France, Germany, Japan, the 
United Kingdom and the United States. 

c, Staff Note on the Announcement of the Ministers of 
Finance and Central Bank Governors of France, 
Germany, Japan, the United Kingdom and the United 
States. 

a. The World Economy to 1990: Prospects and Issues 
b. World Economic Outlook: Current Situation and 

Short-term Prospects 
c. World Economic Outlook: Medium-term Scenarios 
d. World Economic Outlook: Statistical Appendix 
e. World Economic Outlook: Supplementary Note!-

Fiscal Policy in the Major Industrial Countries 
f. World Economic Outlook: Supplementary Note 2-

Monetary Developments in Major Industrial 
Countries 

g. World Economic Outlook: Supplementary Note 3-
Non-oil Primary Commodity Price Developments 
and Prospects 

h. World Economic Outlook: Supplementary Note 4-
World Oil Situation 

i, World Economic Outlook: Supplementary Note 5-
Economic Developments in Eastern Europe and 
the u.s.s.R. 

j. World Economic Outlook: Supplementary Note 6~ 
Estimating Growth Potential in Industrial 
Countries 

k. World Economic Outlook: Supplementary Note 7-
Domestic and International Effects of the U.S. 
Fiscal Position 

1, World Economic Outlook: Supplementary Note a-
Structural Policies in Industrial Countries 

m, World Economic Outlook: Supplementary Note 9-
Developing Countries: Impact of the External 
Environment and Domestic Policies on Economic 
Performance 

n, World Economic Outlook: Supplementary Note 10-
Trends in Capital Flows to Developing Countries 

Document 
Number 

SM/85/65 

SM/85/65 
Supp. 1 
SUR/85/36 

EBD/85/154 
EBD/85/154 
Supp, 1 

EBD/85/228 

EBD/85/27 

EBD/85/246 

SM/85/318 

EBS/85/ 4 7 

EBS/85/48 
EBS/85/49 
EBS/85/50 

SM/85/70 

SM/85/71 

SM/85/72 

SM/85/73 

SM/85/74 

SM/85/75 

SM/85/76 

SM/85/77 

SM/85/78 

SM/85/79 

Date 
Issued 

2/22/85 

2/28/85 

3/28/85 

6/21/85 
6/21/85 

8/30/85 

1/22/8 5 

9/23/85 

12/2/85 

3/ 11/85 

3/11/85 
3/11/85 
3/11/85 

3/11/85 

3/11/85 

3/ 11/85 

3/11/85 

3"/11/85 

3/11/85 

3/11/85 

3/11/8 5 

3/11/8 5 

3/11/85 
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Table 24 (Continued). Coverage of Selected Surveillance Topics in 1985 

2. 

Executive Board Meeting 
Number Date 

EBM/85/143 
EBM/85/ 144 
EBM/85/145 

9/16/85 
9/16/85 
9/18/85 

J)ocument 

o. World Economic Outlook: Supplementary Note 11-
Medium-term Projections by Staffs of the Bank and 
the Fund: Note on Differences in Methodology and 
Assumptions 

P• Chairman's Summing Up 

a. World Economic Outlook---<:eneral Survey 
b. World Economic Outlook--Statistical Appendix 

c. World Economic Outlook--Technical Note on the 
Sensitivity of Staff Projections to Changes in 
Certain Key Assumptions 

d. Chairman's Summing Up 

C, External Debt, International Capital Markets and Enhanced Surveillance 
1. EBM/85/45 3/20/85 a. Export Credit Cover Policies and Payments 

2. 

EBM/85/46 3/20/85 Difficulties 

EBM/85/130 
EBM/85/ 131 
EBM/85/132 

8/30/85 
9/4/85 
9/4/85 

b, Developing Countries' External Indebtedness to 
Commercial Banks 

c. Developing Countries' External Indebtedness to 
Commercial Banks--Supplemental Information 

d. Developing Countries' Indebtedness to Official 
Creditors 

e. Developing Countries' Indebtedness to Official 
Creditors--Supplemental Information 

f. Chairman's Concluding Remarks 

a, The Role of the Fund in Assisting Members with 
Commercial Banks and Official Creditors 

b. The Role of the Fund in Assisting Members with 
Commercial Banks and Official Creditors-
Supplementary Material, 

llocurnent 
Number 

SM/85/80 
SUR/85/37 

EBS/85/201 
EBS/85/201 
Supp. 1 
EBS/85/201 
Supp, 2 

Buff 85/170 

SM/84/272 

SM/85/61 
SM/85/61 
Supp. 1 

SM/85/62 
SM/85/62 
Supp. 1 
Buff 85/60 

EBS/85/173 
EBS/85/173 
Supp. 1 

Date 
Issued 

3/11/85 
4/5/85 

8/26/85 
8/26/85 

8/28/85 

9/20/85 

12/18/84 

2/20/85 
3/6/85 

2/21/85 
3/1/85 

3/27/85 

7/23/85 
8/13/85 

c. Chairman's Summing Up Buff 85/152 9/6/85 

3. EBM/85/ 165 
EBM/85/166 

11/13/85 
11/13/85 

D, Statistical Issues 
f. EBM/85/71 5/6/85 

2. 

3. 

E. Trade Policy 
1. EBtl/85/43 3/18/85 

EBM/85/44 3/18/85 

2. 

F. 
1. 

Exchange Rate Policies 
EBM/85/23 2/13/85 

a. International Capital Markets--Developments and 
Prospects, 1985 

b. International Capital Markets--Developments and 
Prospects, 1985--U.s. Treasury Initiative on 
Debt 

c. International Capital Markets--Recent Developments, 
1985 

d. International Capital Markets--Recent Developments 
1985--Statistical Supplement 

e. Chairman's Summing Up 

Review of Fund Statistics 

International Compilers' Working Group on External 
Debt Statistics--Release of Information 

International Compilers' Working Group on External 
Debt Statistics (Report on June 1985 meeting). 

a. Trade Polley Issues and Developments 
b. Trade Policy Issues and Developments

Supplemental Material 
c. Trade Policy Issues and Developments

Statistical Annex 
d. Chairman's Summing Up 

SM/85/267 

SM/85/267 
Supp. 1 

SM/85/280 
SM/85/280 
Supp. 1 
Buff 85/ 198 

SM/85/63 

EBD/85/127 

SM/85/239 

SM/85/60 
SM/85/60 
Supp. 1 
SM/85/60 
Supp. 2 
Buff 85/57 

Information Notices on Trade Policy--Suggested Features SM/85/225 

a. Multiple Currency Practices Applicable Solely to 
Capital Transactions 

b, Chairman's Summing Up 
SM/85/19 
Buff 85/34 

9/27 /85 

11/1/85 

10/17 /85 
10/18/85 

12/3/85 

2/21/85 

5/ 16/85 

8/20/85 

2/20/85 
2/25/85 

2/25/85 

3/25/85 

8/8/85 

1/16/85 
2/25/85 
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Table 24 (Concluded), Coverage of Selected Surveillance Topics in 1985 

G, 
1. 

Executive Board Meeting 
Number Date 

Consultation Procedures 

H, International Reserves 

Document 

Frequency of Article IV Consultations-
Semi-Annual Report 

1. EBM/85/42 3/15/85 a. Allocation of SDRs in Current Basic Period--

2. EBM/85/129 8/30/85 

I. Other 
1. 

2. Seminar 7 /22/85 

J. Periodic Documentation 

Renewed Consideration 
b, Chairman's Summing Up 

a. Implications of U.S. External Current Account 
Deficits for the Volume of International Reserves 

b. SDR Allocations in the Current Basic Period-
Review of Pertinent Considerations 

c. Chairman's Summing Up 

a. Bank/Fund Collaboration--President Clausen's 
Summing up 

b. Bank/Fund Collaboration--Excerpt of Bank Board 
Minutes 

Global Effects of Fund-Supported Adjustment Programs 

1, Charts on Exchange Market Developments 

2. 

3. 

4. 

5. 

6, 

7. 

Foreign Exchange and Financial Markets 1/ 

Indicators of Real Effective Exchange Rates 

Exchange Rate Arrangements Maintained by Members 

International Banking Activity 

Annual Report on Exchange Arrangements and 
Exchange Restrictions 

Annual Report 

Source: Exchange and Trade Relations Department. 

Document 
Number 

SM/85/249 

SM/85/50 
Buff 85/42 

SM/85/218 

SM/85/219 

Ila te 
Issued 

8/28/85 

2/11/85 
3/15/85 

8/2/85 

8/2/85 

Buff 85/157 9/9/85 

EBD/85/79 
EBD/85/79 
Supp,l 

SM/85/97 

(monthly) 

(monthly) 

(quarterly) 

(quarterly) 

(quarterly) 

(annual) 

(annual) 

3/19/85 
5/1/85 

4/4/85 

1/ In addition, the Treasurer's Department issues weekly and daily reports on foreign exchange and 
fi-;ancial markets. 
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Table 25. Executive Board Documents Issued in 1985 Providing Information on 
Specific Policy Measures and Economic Developments 

Country Document 

Italy Monetary Measures 

Federal Republic 
of Germany Monetary ~asures 

Netherlands Interest Rates 

OECD Cormnunique of the OECD Ministers 

Belgium Decision on Interest Rates 

Sweden Decision on Interest Rates 

New Zealand Budget Announcement 

Sweden Decision on Interest Rates 

Viet Nam Economic Measures 

Federal Republic 
of Germany Monetary Measures 

Netherlands Interest Rates 

Austria Decision on Interest Rates 

South Africa Suspension of Trading on South African 
Currrency Market and Johannesburg Stock 
Exchange 

France Provisions Relating to Export Credits 

Italy Monetary Measures 

Sweden Modification of Credit Control System 

Belgium Interest Rate Policy 

Source: Exchange and Trade Relations Department. 

Document Date 
Number Issued 

EBD/85/11 1/10/85 

EBD/85/42 2/01/85 

EBD/85/43 2/01/85 

EBD/85/100 4/15/85 

EBD/85/126 5/17/85 

EBD/85/135 5/22/85 

EBD/85/151 6/19/85 

EBD/85/174 7/i2/85 

EBD/85/173 7/15/85 

EBD/85/212 8/16/85 

EBD/85/213 8/16/85 

EBD/85/214 8/19/85 

EBD/85/225 8/28/85 

EBD/85/272 10/22/85 

EBD/85/287 11/12/85 

EBD/85/299 11/25/85 

EBD/85/327 12/24/85 
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Table 26. Article IV Consultations Concluded in 1985 

Staff Staff 
EBM EBM Report Report RED RED Summing Up Summing Up 

Country Number Date Number Date Number Date Number Date 

Algeria EBM/85/ 134 09/09/85 SM/85/ 185 06/27/85 SM/85/202 07/18/85 SUR/85/99 09/12/85 

Antigua & Barbuda EBM/85/88 06/03/85 SM/85/128 05/08/85 SM/85/136 05/16/85 SUR/85/62 06/ 14/85 

Australia EBM/85/26 02/20/85 SM/85/30 01/29/85 SM/85/35 02/05/85 SUR/85/17 02/25/85 
Supp, 1 02/15/85 

Austria EBM/85/78 05/22/85 SM/85/114 04/24/85 SM/85/124 05/07/85 SUR/85/53 05/28/85 

Bahamas EBM/85/94 06/12/85 SM/85/126 05/08/85 SM/85/143 05/20/85 SUR/85/60 06/13/85 

Bahrain EBM/85/36 03/06/85 SM/85/45 02/07/85 SM/85/57 02/19/85 SUR/85/26 03/11/85 

Bangladesh EBM/85/173 12/02/85 SM/85/264 09/23/85 SM/85/276 10/08/85 SUR/85/129 12/05/85 

Barbados EBH/85/156 10/25/85 SM/85/262 09/19/85 SM/85/274 10/04/85 SUR/85/114 10/29/85 

Belgium EBM/85/5 01/11/85 SM/84/271 12/14/84 SM/84/279 12/26/84 SUR/85/3 01/14/85 

Belize EBM/85/101 06/28/85 EBS/85/135 05/24/85 SM/85/ 164 06/12/85 SUR/85/71 07/03/85 

Benin EBM/85/38 03/08/85 SM/85/49 02/11/85 SM/85/68 02/28/85 SUR/85/30 03/14/85 

Bhutan EBM/85/ 127 08/28/85 SM/85/216 07/31/85 SM/85/220 08/08/85 SUR/85/95 09/04/85 

Bolivia EBM/85/149 09/23/85 SM/85/233 08/15/85 SM/85/253 09/06/85 SUR/85/108 09/25/85 
Supp. 1 09/18/85 

Botswana EBM/85/57 04/10/85 SM/85/86 03/ 12/85 SM/85/88 03/18/85 SUR/85/39 04/ 12/85 

Brazil EBM/85/128 08/28/85 EBS/85/178 07/31/85 SM/85/229 08/14/85 SUR/85/98 09/11/85 

Burma EBM/85/32 03/01/85 SM/85/32 01/31/85 SM/85/55 02/15/85 SUR/85/24 03/05/85 

Burundi EBM/85/72 05/08/85 SM/85/111 04/17/85 SM/85/117 04/26/85 SUR/85/47 05/09/85 

Cameroon EBM/85/126 08/26/85 SM/85/201 07/10/85 SM/85/221 08/08/85 SUR/85/97 09/05/85 

Canada EBM/85/31 02/27/85 SM/85/28 01/28/85 SM/85/43 02/11/85 SUR/85/21 03/01/85 

Cape Verde EBM/85/45 03/20/85 SM/85/6 7 02/26/85 SM/85/82 03/08/85 SUR/85/34 03/25/85 

Central African Rep, EBM/85/148 09/23/85 EBS/85/ 204 08/27/85 SM/85/259 09/09/85 SUR/85/111 09/26/85 

Chad EBM/85/63 04/26/85 SM/85/93 04/01/85 SM/85/95 04/04/85 SUR/85/44 05/03/85 

Chile EBM/85/106 07/15/85 EBS/85/ 122 05/ 13/85 SM/85/ 150 05/24/85 SUR/85/77 07/17/85 
Supp. 1 07/12/85 

China EBM/85/162 11/08/85 SM/85/266 09/27/85 SM/85/272 10/24/85 SUR/85/123 11/18/85 
Supp. 1 11/04/85 Supp. 1 10/25/85 

Colombia EBM/85/114 07/26/85 EBS/85/149 06/12/85 SM/85/172 06/19/85 SUR/85/93 08/12/85 
Supp. 1 06/ 14/85 

Comoros EBM/85/29 02/25/85 SM/85/37 02/01/85 SM/85/46 02/11/85 SUR/85/18 02/26/85 

Congo EBM/85/160 11/04/85 SM/85/241 08/22/85 SM/85/263 09/23/85 SUR/85/120 11/08/85 

Costa Rica EBM/85/ 136 09/10/85 SM/85/223 08/07/85 SM/85/247 08/28/85 SUR/85/104 09/18/85 

Cote d'Ivoire EBM/85/87 06/03/85 EBS/85/113 05/02/85 SM/85/146 05/21/85 SUR/85/55 06/07/85 

Denmark EBM/85/43 03/ 18/85 SM/85/51 02/12/85 SM/85/66 02/28/85 SUR/85/33 03/21/85 

Djibouti EBM/85/98 06/ 17 /85 SM/85/138 05/14/85 SM/85/156 05/31/85 SUR/85/6 7 06/20/85 

Dominica EBM/85/107 07/15/85 SM/85/173 06/20/85 SM/85/ 184 06/28/85 SUR/85/79 07/18/85 

Dominican Rep, EBM/85/172 11/27 /85 EBS/85/237 10/30/85 SM/85/291 11/05/85 SUR/85/128 12/03/85 

Ecuador EBM/85/147 09/20/85 EBS/85/202 08/23/85 SM/85/255 09/06/85 SUR/85/112 09/27/85 
Supp. 1 09/18/85 

Egypt EBM/85/ 123 08/07/85 SM/85/ 177 06/24/85 SM/85/ 198 07/10/85 SUR/85/90 08/09/85 
Supp. 1 08/05/85 

El Salvador EBM/85/188 12/27/85 SM/85/315 11/26/85 SM/85/329 12/16/85 SUR/86/1 01/07/86 
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Table 26 (Continued). Article IV Consultations Conclu~ed in 1985 

Staff Staff 
EBM EBM Report Report RED RED Summing Up Summing Up 

Country · Number Date Number Date Number Date Number Date 

Ethiopia EBM/85/96 06/14/85 SM/85/151 05/23/85 SM/85/ 160 06/04/85 SUR/85/66 06/20/85 

Fiji lf EBM/85/11 01/25/85 SH/84/273 12/ 18/84 SM/85/1 01/02/85 SUR/85/8 01/29/85 
EBM/85/185 12/20/85 SM/85/309 11/18/85 SM/85/312 11/29/85 SUR/86/3 01/07 /86 

Finland EBM/85/108 07/17/85 SM/85/178 06/24/85 SM/85/189 07/02/85 SUR/85/80 07/23/85 

France EBM/85/115 07/29/85 SM/85/ 175 06/21/85 SM/85/195 07 /10/85 SUR/85/87 08/06/85 
Supp. 1 07/24/85 

Gabon EBM/85/42 03/15/85 SM/85/52 02/12/85 SM/85/69 03/01/85 SUR/85/32 03/19/85 

Gambia, The EBM/85/147 09/20/85 SM/85/244 08/23/85 SM/85/258 09/06/85 SUR/85/ 110 09/26/85 
Supp. 1 09/ 18/85 

Germany EBM/85/119 08/02/85 SM/85/ 194 07/05/85 SM/85/204 07/17/85 SUR/85/88 08/07 /85 

Ghana EBM/85/141 09/ 13/85 EBS/85/211 08/30/85 SM/85/252 09/04/85 SUR/85/102 09/18/85 

Greece EBM/85/7 5 05/17/85 SM/85/116 04/25/85 SM/85/122 05/03/85 SUR/85/5 7 06/ 11/85 
Supp. 1 05/ 13/85 

Grenada EBM/85/183 12/ 18/85 SM/85/313 11/25/85 SM/85/317 12/04/85 SUR/85/133 12/23/85 

Guatemala EBM/85/99 06/21/85 SM/85/ 153 05/28/85 SM/85/ 162 06/07 /85 • SUR/85/74 07/15/85 

Guinea-Bissau EBM/85/132 09/04/85 SM/85/226 08/09/85 SM/85/236 08/19/85 SUR/85/103 09/ 18/85 

Guyana EBM/85/168 11/20/85 SM/85/287 10/30/85 SM/85/295 11/07/85 SUR/85/ 126 11/26/85 

Haiti lf EBM/85/18 02/04/85 EBS/85/2 01/04/85 SM/84/275 12/21/84 SUR/85/12 02/08/85 
EBM/85/ 169 11/25/85 SM/85/292 11/04/85 SM/85/306 11/13/85 SUR/85/ 127 11/29/85 

Honduras EBM/85/21 02/11/85 SM/85/22 01/18/85 SM/85/26 Ol/28/85 SUR/85/15 02/ 13/85 

Hungary EBM/85/37 03/08/85 SM/85/ 10 01/07/85 SM/85/ 15 01/18/85 SUR/85/29 03/ 13/85 
Supp. 1 03/06/85 

India EBM/85/28 02/22/85 SM/85/27 01/25/85 SM/85/ 41 02/ 18/85 SUR/85/ 19 02/27/85 

Indonesia EBM/85/20 02/08/85 SM/85/20 01/18/85 SM/85/25 Ol/24/85 SUR/85/ 13 02/12i85 

Ireland EBM/85/ 135 09/10/85 SM/85/230 08/14/85 SM/85/240 08/23/85 SUR/85/ 100 09/12/85 

Israel EBM/85/80 05/24/85 SM/85/ 118 04/26/85 SM/85/129 05/ 10/85 SUR/85/54 06/05/85 
Supp. 1 05/23/85 

Italy EBH/85/80 05/24/85 SM/85/119 04/26/85 SH/85/127 05/10/85 SUR/85/51 06/03/85 
Supp. 1 05/22/85 

Jamaica EBM/85/108 07/17/85 EBS/85/ 162 06/27/85 SM/85/200 07 /10/85 SUR/85/81 07/24/85 

Japan EBM/85/34 03/04/85 SM/85/33 01/31/85 SM/85/56 02/15/85 SUR/85/28 03/12/85 
Supp. 1 02/19/85 
Supp. 2 03/01/85 

Jordan EBM/85/ 100 06/26/85 SM/85/ 159 06/03/85 SM/85/ 161 06/06/85 SUR/85/70 07/02/85 

Kenya EBM/85/154 10/21/85 EBS/85/217 09/13/85 SM/85/260 09/24/85 SUR/85/ 113 10/23/85 

Korea EBM/85/105 07/12/85 EBS/85/151 06/14/85 SM/85/ 176 06/27/85 SUR/85/76 07/16/85 

Kuwait EBM/85/7 Ol/16/85 SM/85/268 12/ 11/84 SM/85/2 01/02/85 SUR/85/5 01/22/85 

Lao, P.D. Rep. EBM/85/31 02/27/85 SM/85/42 02/06/85 SM/85/53 02/ 13/85 SUR/85/20 03/01/85 

Lebanon EBM/85/25 02/20/85 SM/85/9 01/07 /85 SM/85/34 02/04/85 SUR/85/16 02/25/85 

Lesotho EBM/85/ 168 11/20/85 SM/85/283 10/23/85 SM/85/288 11/04/85 SUR/85/ 124 11/25/85 

Liberia EBM/85/ 112 07 /24/85 SM/85/ 188 06/28/85 SM/85/191 07/08/85 SUR/85/83 07/29/85 

Libya EBN/85/87 06/03/85 SM/85/ 132 05/ 13/85 SM/85/ 142 05/20/85 SUR/85/56 06/ 10/85 

Luxembourg EBM/85/97 06/17/85 SM/85/152 05/24/85 SM/85/157 06/03/85 SUR/85/65 06/20/85 

Malawi EBM/85/77 05/22/85 EBS/85/101 04/24/85 SM/85/121 05/06/85 SUR/85/50 05/24/85 

Malaysia EBM/85/111 07 /24/85 SM/85/ 180 06/26/85 SM/85/196 01 I 10/65 SUR/85/85 07 /31/85 
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Table 26 (Continued), Article IV Consultations Concluded in 1985 

Staff Staff 
EBM EBM Report Report RED RED Summing Up Summing Up 

Country Number Date Number Date Number Date Number Date 

Maldives EBM/85/10 01/23/85 SM/85/4 01/02/85 SM/85/11 01/09/85 SUR/85/10 02/06/85 
Supp, 1 Ol/18/85 

Mali EBM/85/70 05/03/85 SM/85/91 03/27/85 SM/85/109 04/ 17 /85 SUR/85/48 05/14/85 
Supp. 1 04/30/85 

Malta EBM/85/66 04/29/85 SM/85/99 04/05/85 SM/85/106 04/ 15/85 SUR/85/43 05/02/85 

Mauritania EBM/85/159 11/01/85 EBS/85/239 10/01/85 SM/85/270 10/18/85 SUR/85/119 11/05/85 

Mauritius EBM/85/145 09/ 18/85 EBS/85/205 08/28/85 SM/85/257 09/05/85 SUR/85/ 106 09/24/85 

Mexico EBM/85/92 06/07 /85 EBS/85/ 123 05/ 13/85 SM/85/148 05/23/85 SUR/85/69 06/26/85 

Moroc.c.o EBM/85/140 09/12/85 EBS/85/157 06/21/85 SM/85/ 193 07/03/85 SUR/85/105 09/ 18/85 
Supp, 1 06/24/85' 
Supp, 2 09/06/85 

Mozambique EBM/85/103 07/03/85 SM/85/158 06/03/85 SM/85/ 169 06/ 14/85 SUR/85/73 07/10/85 
Supp, 1 06/28/85 

Nepal EBM/85/186 12/23/85 EBS/85/264 12/03/85 SM/85/326 12/10/85 SUR/85/134 12/26/85 

Netherlands EBM/85/68 05/01/85 SM/85/104 04/ 10/85 SM/85/110 04/17/85 SUR/85/46 05/07 /85 

Netherlands Antilles EBM/85/24 02/15/85 SM/85/21 01/22/85 SM/85/24 01/25/85 SUR/85/22 03/04/85 
Supp. l 02/ 13/85 

New Zealand EBM/85/93 06/10/85 SM/85/139 05/14/85 SM/85/ 145 05/21/85 SUR/85/58 06/12/85 

Nicaragua EBM/85/34 03/04/85 SM/85/48 02/11/85 SM/85/58 02/20/85 SUR/85/25 03/07 /85 

Niger EBM/85/104 07/08/85 EBS/85/ 143 06/05/85 SM/85/165 06/13/85 SUR/85/75 07 / 16/85 
Supp, 1 07/05/85 

Nigeria EBM/85/98 06/17 /85 SM/85/149 05/21/85 SM/85/ 155 05/31/85 SUR/85/68 06/21/85 

Oman EBM/85/39 03/11/85 SM/85/47 02/11/85 SM/85/64 02/2 5/85 SUR/85/31 03/15/85 

Pakistan EBM/85/31 02/27 /85 SM/85/29 01/29/85 SM/85/31 02/04/85 SUR/85/23 03/05/85 
Supp. 1 02/26/85 

Panama EBM/85/107 07 / 15/85 EBS/85/152 06/ 17 /85 SM/85/179 06/27/85 SUR/85/78 07/17/85 

Papua New Guinea EBM/85/ 123 08/07/85 SM/85/207 07/18/85 SM/85/211 07/26/85 SUR/85/91 08/12/85 

Paraguay EBM/85/5 01/11/85 SM/85/276 12/19/84 SM/84/274 12/28/84 SUR/85/4 01/16/85 

EBM/85/178 12/11/85 SM/85/301 11/08/85 SM/85/302 11/14/85 SUR/85/131 12/17/85 

Philippines EBM/85/151 09/25/85 EBS/85/182 08/08/85 SM/85/251 09/06/85 SUR/85/116 10/01/85 
Supp. l 09/20/85 

Portugal EllM/85/133 09/09/85 SM/85/237 08/19/85 SM/85/242 08/26/85 SUR/85/101 09/17 /85 

Romania EBM/85/157 10/28/85 SM/85/243 08/23/85 SM/85/275 10/07/85 SUR/85/115 11/01/85 

Supp. 1 10/23/85 

St. Christopher 
and Nevis EBM/85/15 Ol/30/85 SM/84/280 12/21/84 SM/85/3 Ol/04/85 SUR/85/9 02/04/85 

Supp. 1 01/28/85 

St, Lucia EBM/85/ 15 7 10/28/85 SM/85/265 09/24/85 SM/85/277 10/09/85 SUR/85/J.17 11/01/85 

Saudi Arabia EBM/85/113 07 /26/85 SM/85/187 06/28/85 SM/85/197 07/09/85 SUR/85/84 07 /30/85 

Senegal EBM/85/7 01/16/85 EBS/84/267 12/21/84 SM/85/13 01/10/85 SUR/85/7 Ol/24/85 
Supp. 1 01/14/85 

Seychelles EBM/85/62 04/24/85 SM/85/90 03/26/85 SM/85/100 04/10/85 SUR/85/41 05/01/85 

Sierra Leone EBM/85/ 174 12/04/85 SM/85/307 11/04/85 SM/85/314 11/25/85 SUR/85/130 12/09/85 

Singapore EBM/85/8 01/18/85 SM/84/278 12/20/84 SM/85/7 01/04/85 SUR/85/6 01/22/85 

Solomon Islands EBM/85/127 08/28/85 SM/85/215 07/30/85 SM/85/228 08/14/85 SUR/85/96 09/05/85 

Somalia EBM/85/125 08/09/85 SM/85/203 07 /15/85 SM/85/214 07/30/85 SUR/85/94 08/26/85 
Supp. l 08/08/85 
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Table 26 (Concluded), Article IV Consultations Concluded in 1985 

Staff Staff 
EBM EBM Report Report RED RED Summing Up Summing Up 

Country Number Date Number Date Number Date Number Date 

South Africa EBM/85/92 06/07/85 SM/85/120 05/01/85 SM/85/140 05/16/85 SUR/85/61 06/ 13/85 

Spain EBM/85/149 09/23/85 SM/85/248 08/27 /85 SM/85/254 09/09/85 SUR/85/109 09/26/85 

Sri Lanka EBM/85/78 05/22/85 SM/85/ 101 04/09/85 SM/85/112 04/25/85 SUR/85/52 05/28/85 

Suriname EBM/85/4 7 03/22/85 SM/85/59 02/20/85 SM/85/84 03/11/85 SUR/85/3 5 _03/26/85 

Swaziland EBM/85/117 07/31/85 SM/85/ 186 06/27/85 SM/85/206 07 /17 /85 SUR/85/86 08/01/85 

Sweden EBM/85/123 08/07/85 SM/85/205 07 / 16/85 SM/85/210 07 /24/85 SUR/85/92 08/12/85 

-·1ailand EBM/85/96 06/ 14/85 EBS/85/ 128 05/15/85 SM/85/ 154 05/30/85 SUR/85/63 06/17/85 

_;go EBM/85/74 05/17 /85 EBS/8 5/94 04/15/85 SM/85/125 05/03/85 SUR/85/49 05/21/85 

Trinidad & Tobago EBM/85/68 05/01/85 SM/85/92 03/29/85 SM/85/105 04/15/85 SUR/85/45 05/06/85 

Tunisia EBM/85/163 11/12/85 SM/85/261 09/19/85 SM/85/281 10/24/85 SUR/85/122 11/15/85 

Uganda EBM/85/20 02/08/85 SM/85/ 14 01/14/85 SM/85/23 01/23/85 SUR/85/14 02/13/85 
Supp, 1 02/06/85 

United Arab Emirates EBM/85/110 07/22/85 SM/85/181 06/26/85 SM/85/192 07/08/85 SUR/85/82 07/24/85 

United Kingdom EBM/35/36 03/06/85 SM/85/44 02/06/85 SM/85/54 02/ 14/85 SUR/85/27 03/12/85 
Supp, 1 03/05/85 

United States EBM/85/121 08/05/85 SM/8 5/ 199 07 /08/85 SM/85/209 07/22/85 SUR/85/89 08/08/85 
Supp. 1 08/01/85 Supp, 1 07 /22/85 

Uruguay EBM/85/56 04/08/85 SM/85/83 03/11/83 SM/85/89 03/20/85 SUR/85/38 04/09/85 

Vanuatu EBM/85/ 160 11/04/85 SM/85/278 10/07/85 SM/85/269 10/18/85 SUR/85/121 11/12/85 

nezuela EBM/85/181 12/13/85 SM/85/308 11/15/85 SM/85/316 12/02/85 SUR/85/132 12/19 /85 

Viet Nam EBM/85/102 07/01/85 EBS/85/147 06/10/85 SM/85/ 170 06/17/85 SUR/85/72 07/03/85 

Western Samoa EBM/85/17 02/04/85 EBS/85/4 Ol/07 /85 SM/85/ 18 01/18/85 SUR/85/11 02/08/85 
Supp, 1 01/31/85 

Yemen Arab Rep. EBM/85/168 11/20/85 SM/85/2 71 10/22/85 SM/85/286 11/01/85 SUR/85/125 11/25/85 

Yemen, P,D, Rep, EBM/85/93 06/10/85 SM/85/133 05/13/85 SM/85/147 05/23/85. SUR/85/59 06/ 13/85 

Yugoslavia EBM/85/66 04/29/85 EBS/85/85 04/01/85 SM/85/108 04/15/85 SUR/85/42 05/02/85 

Supp, 1 04/26/85 

Zaire EBM/85/61 04/24/85 EBS/85/7 4 03/26/85 SM/85/107 04/12/85 SUR/85/40 04/26/85 

Supp. 1 04/17 /85 

Zambia EBM/85/158 10/30/85 SM/85/273 10/01/85 SM/85/2 79 10/09/85 SUR/85/118 11/05/85 

Supp. 1 10/29/85 

Zimbabwe EBM/85/145 09/18/85 SM/85/238 08/20/85 SM/85/234 08/19/85 SUR/85/107 09/25/85 

Supp. 1 09/ 13/85 

Source: Exchange .and Trade Relations Department, 

1/ For Fiji, Haitl and Paraguay, both the 1984 and the 1985 Article IV consultations were concluded in 1985. 
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I. Introduction 

At its meeting in Seoul on October 6-7, 1985, the Interim Committee 
reques te_d the Executive Board "... to study the issues raised in these 
reports [the reports on the international monetary system presented by 
the Group of Ten and the Group of Twenty-Four] with a view to facilitating 
a substantive consideration by the Committee at its next meeting."}) 
This paper, and the overview paper on "Review and Assessment of the 
System of Floating Exchange Rates," (SM/86/5), are among a series of 
papers prepared in response to that request. The present paper iden
tifies key issues surrounding the advisability and practicality of adopt
ing "target zones" for the exchange rates of major currencies. 

After weighing the target-zone proposal, the majority (of Deputies) 
in the Report of the Group of Ten (hereafter, the G-10 Report)]:./ agreed 
that"··· the adoption of target zones is undesirable and in any case 
impractical in current circumstances." 3/ Some other Deputies, however, 
felt that"···· there could be merits in-this proposal and suggested 
that the technical aspects of a target zone approach should be further 
explored at an appropriate time." 4/ The Report of the Group of Twenty
Four (hereafter, the G-24 Report) was considerably more favorably disposed 
to the target-zone proposal. 2) It concluded that "the adoption of 
target zones for the exchange rates of major currencies could help achieve 
the objective of exchange rate stability and sustainable levels of pay
ments balances. The proposal needs to be further studied and pursued in 
order to gain general acceptance."~ 

The prevailing wide differences in view about the desirability and 
practicality of adopting target zones reflect at least three factors: 
first, different assessments of the performance of the existing exchange 
rate system; second, different evaluations of whether a system of target 
zones could indeed remedy the perceived weaknesses of the existing system; 
and third, different conceptions of the preferred form of target zones. 

1/ "Communique of the Interim Committee of the Board of Governors of 
the International Monetary Fund," paragraph 10. International Monetary 
Fund, Press Release No. 85/33, October 7, 1985. 

'l:J "The Functioning of the International Monetary System: A Report to 
the Ministers and Governors by the Deputies of the Group of Ten," June 
1985, circulated as EBD/85/154, Supplement 1. 

3/ G-10 Report, paragraph 32. 
4/ G-10 Report, paragraph 31. 
5/ "The Functioning and Improvement of the International Monetary 

Sy;tem: Report of the Deputies of the Group of 24," August 1985, circulated 
as EBD/85/228. 

6/ G-24 Report, paragraph 5. 
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The purpose of this paper is not to make the case either for or 
against the adoption of target zones. Rather, the intention is to raise 
and discuss factors that should be considered in any serious discussion 
of the topic. As such, the paper not only outlines potential strengths 
and potential weaknesse-s of various versions of the target zone approach, 
but also confronts operational questions that would have to be faced i:E 
the target zone approach to exchange rate management were adopted. 

The rest of the paper is organized as follows. Section II addresses 
four fundamental questions concerning the definition of and the rationale 
for target zones: first, what is generally meant by a "target zone" 
approach to exchange rate management and how can "hard" and "soft" ver-
sions of this approach be defined; second, what are the perceived deficien
cies in the existing exchange rate system which motivate the call for the 
adop~ion of target zones; third, how might target zones remedy these 
deficiencies; and fourth, what factors are behind much of the skepticism 
over and opposition to target zones. Some of the ground covered in this 
section will be familiar to Directors from earlier debates on fixed versus 
flexible exchange rate systems, from recent appraisals of the present 
exchange rate system (IMF [1984c] and the G-10 and G-24 Reports themselves), 
and from the discussion in the overview paper, "Review and Assessment of 
the System of Floating Exchange Rates," (SM/86/5). Nevertheless, the 
issues raised are central to an evaluation of the advisability of adopting 
target zones. 

Section III deals with a series of operational questions and issues 
of a more technical and specific nature that weigh heavily on the practi
cality of implementing a target zone approach. The issues discussed are 
the following: how would the target zones be calculated; what currenci.es 
would be included in the system of target zones; how wide should the 
target zones be and how frequently should they be revised; what policy 
instruments would be employed to keep actual exchange rates within the 
target zones, and what are the likely consequences for other policy 
objectives; how could a target-zone approach be incorporated into G-5 
multilateral surveillance; and how would initial misalignments be handled 
in a transition to target zones? A reading list on target zones and on 
related subjects appears as Section IV of the paper. 

Finally, four caveats relevant to the nature and scope of this 
study should be mentioned. First, there should be no presumption that 
advocates of target zones see this as the only proposal for improving 
exchange rate stability. Indeed, most advocates of target zones would 
also rely on stronger surveillance of a broader nature to help reach that 
objective. Second, since the paper does not attempt to compare the 
target-zone proposal to other proposals (presented in the G-10 and G-24 
Reports) for improving exchange rate stability, there should likewise be 
no presumption that the strengths and weaknesses outlined here are more 
or less significant than those associated with other proposals. In this 
connection, it is perhaps useful to indicate that the main overview paper 
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on "Review and Assessment of the System of Floating Exchange Rates," 
(SM/86/5) contains a discussion not only of the target zone proposal but 
also of several other proposals for improving exchange rate stability. 
Third, since many of the precise operational features of a system of 
target zones remain largely conjectural (e.g., which currencies would be 
included, how target zones would be calculated, etc.), the views expressed 
on these operational features should be seen more as aids to discusssion 
and debate than as definite conclusions. Fourth, although the paper 
focusses on the issues raised in the G-10 and G-24 Reports, it also 
considers views on target zones from other sources. For this reason, 
terms such as "proponents," "supporters," "skeptics," and "opponents" 
should not necessarily be associated with the G-10 and G-24 Reports 
unless specifically indicated. 

1. 

II. The Meaning and Rationale for Target Zones 

What are target zones? 

Target zones mean different things to different people. Perhaps 
the easiest way to think of them is as a hybrid exchange rate system that 
combines some of the attributes and characteristics of both pegged and 
flexible exchange rate systems. JJ· 

A. How does a system of targe~ zones differ from other exchange 
regimes? 

Target zones differ from a pure system of clean floating in that the 
authorities are permitted (and indeed are likely) to intervene in the 
exchange market, and more generally, are encouraged "to take a view" on 
the desirable level of the exchange rate. Target zones differ from the 
present system of managed floating in at least two principal respects:]:../ 
(i) the authorities establish a target zone for the exchange rate 
for some future period; and (ii) the authorities are expected to keep 
more of an "eye" on the exchange rate in the conduct of monetary policy 

1/ In the G-10 Report, target zones are described as follows: 
the authorities concerned would define wide margins around an adjustable 
set of exchange rates devised to be consistent with a sustainable 
pattern of balances of payments." (paragraph 31). 

2/ Another way of summarizing the difference between a system of target 
zones and the present system of managed floating would be as follows. 
Under target zones, authorities must come to a mutually agreed view on 
the appropriate zones for major-currency exchange rates. In contrast, 
under the present system, authorities have not generally expressed 
their own view on appropriate zones for exchange rates, let alone come 
to a common view with other authorities. 
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so as to keep the actual exchange rate within the target zone.};_/ 
Compared to the adjustable peg system, target zones need not entail a 
formal commitment to intervene in all circumstances in the exchange 
market to keep actual rates within the zone. Indeed, the only concrete 
intervention guideline that is typically mentioned is tha·t the authorities 
refrain from "destabilizing intervention," i.e., buying their own currency 
when it is above the top of the zone and selling it below the bottom of 
the zone. This specific guideline was also included in the Fund's 1974 
"Guidelines for the Management of Floating Exchange Rates." Finally, 
target zones differ from a pure system of rigidly fixed exchange rates 
in that, in addition to the lack of a formal intervention obligation, 
the zones themselves are to be occasionally reviewed and changed if 
deemed necessary. 

B. How can "hard" and "soft" versions of target zones be defined? 

In general, various versions of target zones can be distinguished 
by reference to the following four characteristics: 

(i) width of the target zone (outside of which the exchange rate 
is viewed as "out of line"); 

(ii) the frequency of changes ·in the target zones; 

(iii) the degree of publicity given to the zones. In this context, 
one may distinguish between public announcement of the target zones and 
confidential disclosure in official circles (for purposes of exchange rate 
surveillance, intervention, multilateral policy coordination, and consultation), 
i.e., "loud zones" versus "quiet zones;" and 

(iv) the degree of commitment to keeping exchange rates within 
the zone. 

1/ Target zones are intended to reflect estimates of real equilibrium 
exchange rates because it is the real exchange rate that~most 
relevant for resource allocation decisions and for balance of payments 
adjustment; however, it is usually assumed that for operational purposes, 
these real rate calculations would be translated into nominal exchange 
rate zones. The assumption is that the authorities can alter real rates 
by operating on nominal rates. Also, whereas a breach of the target 
zone is expected to initiate a review of the whole range of a country's 
macroeconomic and structural policies, most target zone proposals assume 
that monetary policy will carry the primary responsibility for managing 
the exchange rate. 
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Obviously, these characteristics define a spectrum of possible 
approaches to target zones. At one end, a "hard" version of target 
zones might entail a monetary policy that is heavily geared to 
maintaining the exchange rate within the narrow, infrequently revised, 
and publicly-announced zone. At the other end of the spectrum, lies 
a "soft" version of target zones that might be characterized by a 
monetary policy paying only limited attention to the.level of the 
exchange rate, and by zones that are wide, frequently revised, and 
kept confidential. The hard and soft poles, in turn, may serve as 
useful benchmarks for the analysis and evaluation of intermediate 
versions of target zones. 

The "hard" version of target zones shares some of the attributes of 
the existing European Monetary System (EMS). In particular, hard target 
zones can be considered a close relative of the EMS' fixed but adjustable 
rates with narrow margins and a "divergence indicator." However, unlike 
the EMS, hard target zones do not entail a formal commitment for exchange 
rate intervention; nor need there be an analogue to the credit facilities 
of the EMS. The "soft" version of target zones differs from existing 
Fund surveillance procedures (e.g., the requirement for reporting real 
exchange rate changes in excess of 10 percent to the Executive Board) 
in that the former introduces a more explicit and formal framework for 
defining the approp.riate pattern of exchange rates and for establishing 
the links between exchange rates and macroeconomic policies. }j 

2. What considerations underlie the call for the adoption of target 
zones? 

Proponents of target zones proceed from two basic perceptions: 
first, that the present system of managed floating has exhibited serious 
deficiencies; 2/ and second, that the adoption of a system of target zones 
could remedy at least some of these deficiencies. d/ 

Among the alleged deficiencies, four have received the most 
attention: 

1/ Existing procedures do not, of course, rely on the assessment of 
appropriate zones but rather use as a starting point the last occasion 
on which exchange rate developments were brought to the attention of 
the Executive Board. Also, this reporting and monitoring procedure has 
not led to any Board discussions. 

'lJ "The experience with the present exchange rate system has not 
been satisfactory." G-24 Report, paragraph 2. 

1/ "Adoption of target zones ••• could help achieve the objective 
of exchange rate stability and sustainable levels of payments 
balances." G-24 Report, paragraph S. 
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A. Exchange rates have been highly volatile and unpredictable 

Whether measured in real or nominal terms, bilateral or effective 
terms, the short-run variability of exchange rates over the period of 
managed floating has been high--indeed, significantly higher than during 
the previous Bretton Woods system. In addition, most exchange rate changes 
have been unpredictable (as suggested by market indicators like forward 
exchange rates). While high short-term volatility and unpredictability 
of exchange rates is usually deemed to be less serious than longer-term 
"misalignments," this volatility is still regarded as costly because it 
generates uncertainty, and hence leads to lower levels of investment and 
trade. 1/ Further, developing countries are alleged to be especially 
hurt by-this volatility because they do not have well-developed financial 
markets (particularly forward cover arrangements). Jj 

B. Exchange rates of major currencies have been subject to large 
and persistent misalignments 

A second complaint against the present system is that exchange 
rates of major currencies have been subject to large and persistent 
"misalignments" over the past dozen years. Such misalignments are 
commonly measured by cumulative departures from purchasing-power parity, 
or by the sheer magnitude of changes in real exchange rates themselves, 
or by departures from more comprehensive concepts of the "equilibrium" 
real exchange rate (e.g., the exchange rate that yields a cyclically
adjusted current-account balance equal to normal net private capital 
flows). Not surprisingly, charges of misalignment have been particularly 
pronounced over the past four years. A representative estimate of mis
alignment is provided by Williamson [1985]. He estimates that by the 
end of 1984, the extent of misalignment in the real effective exchange 
rate was 39 percent (overvaluation) for the U.S. dollar and 19 percent 
(undervaluation) for the Japanese yen. Such misalignments are, in turn, 
deemed costly because they impact adversely on resource allocation, 
induce adjustment costs (including unemployment), distort optimal levels 
of capital formation, and encourage protectionism.}_/ 

Jj "It [volatility of exchange rates] has discouraged investment 
and trade by adding to financial risks for investors and traders." 
G-24 Report, paragraph 61. 

2/ "Exporters and importers in these countries (developing countries) 
are exposed to high exchange risks in the absence of well-developed 
financial markets, especially forward cover arrangements," G-24 
Report, paragraph 63. 

3/ "Misalignment inevitably produces either idle resources or wasteful 
shifts back and forth between tradable and nontradables. It becomes 
a potent source of pressures for protectionism," G-24 Report, paragraph 
62. 
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C. Under the existing exchange rate system, macroeconomic policies 
in ma·or industrial countries have been undisci lined and uncoor
dinated 1 

Perhaps the chief criticism by the proponents of target zones 
is that the existing system of floating exchange rates lacks an effective 
mechanism for ensuring policy discipline and coordination. 2/3/ As support
ing evidence, the critics cite, inter alia, the doubling of-industrial
country average inflation rates as between 1963-72 and 1973-85, and the 
tripling of the ratio of industrial countries' government fiscal deficits 
to GNP over the same period. On lack of coordination, they point to the 
frequent conflicts among the major industrial countries on both the stance 
and mix of macroeconomic policies, as well as on the need for structural 
reform. Also, despite the efforts made at coordination, critics emphasize 
the absence of binding agreements during the floating-rate period on 
either rates of monetary expansion or exchange rate norms. Undisciplined 
and uncoordinated policies, in turn, are said to be costly because such 
behavior is incompatible with financial stability and sustainable growth, 
and also because such policies are the main driving force behind both 
short-term volatility and longer-term misalignment of exchange rates. 4/ 

1/ In what follows, coordination may be thought of an encompassing 
all international influences on domestic policy-making; see Polak 
[1981]. Although discipline and coordination are distinct concepts, 
this paper follows the practice in the G-10 and G-24 Reports and 
discusses them together. 

2/ "a mechanism has to be di vised to enhance policy coordination 
am-;;-ng the major industrial countries." G-24 Report, paragraph 5. 
" the sys tern has not promoted sound and cons is tent policies." 
G-10 Report, paragraph 15. 

]./ It might be regarded as the chief criticism because short-term 
volatility and longer-term misalignment of exchange rates are generally 
regarded as manifestations of this lack of discipline and coordination. 

4/ "It [the present exchange rate system] has not prevented inade
quate policies and divergent economic performance which have contri
buted to a high degree of short-term volatility of nominal exchange 
rates and to large medium-term movements in real exchanges rates." 
G-10 Report, paragrah 5. "This [improved functioning of the exchange 
rate system] implies greater effort on the part of the developed 
countries to achieve a substantial degree of discipline and coordina
tion in the conduct of their national policies." G-24 Report, para
graph 65. 
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D. IMF surveillance under the existing exchange rate system has been 
largely ineffective in respect of major industrial countries, 
resulting in asymmetry in the international adjustment mechanism 

Yet a fourth alleged weakness of the existing system is that IMF 
surveillance has not been sufficiently effective in respect of the very 
industrial countries whose policies have the most significant "spillover 
effects" on the world economy, thereby producing, among other things, an 
asymmetric distribution in the burden of adjustment. As evidence for this 
position, the critics cite the magnitude and persistence of current account 
imbalances in the United States and Japan, especially over the past three 
years. The seeming inability of surveillance to bring about a correction 
of the structural U.S. budget deficit is regarded as another striking 
example of this lack of symmetry. Further, it is argued that an inap
propriate mix of macroeconomic policies in the major industrial countries 
during the early 1980s resulted in high real interest rates and in sluggish 
economic activity. A consequence of this was that developing countries 
faced (during 1981-83) a sharp increase in debt-service requirements, 
a significant decline in export earnings, a compression of their imports, 
and unusually slow growth. 1/ Thus, so it is argued, adverse "spillover 
effects" from poor policies-in industrial countries were substantial, 
and the burden of adjustment fell disproportionately on the developing 
countries. 

3. How would the introduction of target zones for the major currencies 
remedy these four perceived deficiencies of the existing exchange 
rate system? 

A central argument advanced by proponents of target zones (see, for 
example Roosa [1984]) is that their introduction would restore some of 
the useful characteristics of the Bretton Woods system without being 
subject to the flaws that led to the collapse of that system. 

A. Restoring an anchor for medium-term exchange rate expectations 

It is often argued that one reason why exchange rates have been 
so volatile under the present exchange rate system is that market partici
pants lack an "anchor" for medium-term expectations about exchange rates. 
In such an environment, new information, rumors, or announcements can lead 
to large revisions of expectations about the future which in turn induce 

1/ "In the recent past, their [industrial countries] uncoordinated 
efforts to disinflate led to excessive emphasis being given to monetary 
restriction relative to other instruments. The result was a halting 
process of recovery with high real interest rates and low commodity 
prices having particularly adverse effects on the developing countries." 
G-24 Report, paragraph 72. 
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"large" changes in current exchange rates. Furthermore, under some 
circumstances, such even ts may set the stage for the emergence of "band
wagon" effects and speculative "bubbles," that can dominate the evolution 
of the exchange rate and divorce it increasingly from "fundamentals". 

It is claimed that target zones will reduce exchange rate volatility 
and misalignment on two counts. First, the obligation (albeit an informal 
one) or the intention to keep the exchange rate within the zone provides 
market participants with useful information about the likely conduct of 
future macroeconomic policies, especially monetary policy. The easier it 
is to make an informed judgment about the future course of policies, the 
less one can expect the erroneous extrapolation of short-term events and 
the more forgiving will be the market of short-term deviations of policy.l 
Second, the publication of target zones provides market participants 
with information on the authorities' collective estimate of future equi
librium exchange rates. Therefore, it is said to reduce the risk that 
market participants use the "wrong model" in translating (even perfectly 
foreseen) future policy changes into forecasts of future exchange rates. 2/ 

B. Restoring discipline and coordination to the conduct of macro
economic policies 

Target zones are said to restore discipline to macroeconomic 
policy-making for two reasons. First, if exchange rates are maintained 
within the target zones, then macroeconomic policies, again particularly 
monetary policy, are disciplined by the exchange rate constraint. Second, 
even if the authorities opt to alter the target zone rather than their 
policies, they would still be obliged both to negotiate a new zone and 
to explain why a new zone is appropriate. These obligations themselves 
are said to introduce stronger peer pressure into policy formation. 

Turning to the coordination of policies, two points are noteworthy. 
First, the very fact that a system of target zones has to be negotiated 
and must display mutual consistency of cross exchange rates is said to 
enhance the degree of international policy coordination. 1./ Under a 
system of target zones, so it is argued, the exchange rate implications 
of alternative stances and mixes of policies would be directly confronted, 

1/ "They [some deputies] further believe that credible commitments 
to-target zones would contribute to stabilizing market expectations." 
G-10 Report, paragraph 31. 

2/ "Some Deputies made the proposal to introduce target zones ••• 
be~ause they believe that convergence of economic performance, while 
necessary, may not always be sufficient to achieve lasting exchange 
rate stability." G-10 Report, paragraph 31. 

3/ "··· commitment to [target zones] ••• would promote greater interna
ti-;;-nal policy consistency." G-24 Report, paragraph 66. 
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thereby ending the undersirable current practice whereby exchange rates 
emerge as a "residual" of other policy actions of individual countries. J:../ 
Second, the requirement that target zones be negotiated and mutually 
agreed is said to reduce the risk of competitive devaluations. 

And to the extent that target zones do restore discipline and 
coordination to the conduct of macroeconomic policy, they will reduce 
misalignment and volatility of exchange rates. 

C. Increasing the effectiveness of IMF surveillance and reducing 
the asymmetry in the adjustment process 

Proponents of target zones argue that the need to negotiate, 
to ensure consistency, and to revise the zones could provide a natural 
focal point for multilateral IMF surveillance. Just as important, such 
surveillance procedures when applied to target zones will be aimed at 
the policies of the major industrial countries that, in turn, are likely 
to constitute the membership of the target zone system. It is alleged 
therefore that target zones will remove the Achilles heel of the present 
surveillance procedures, namely, the inability to effect a meaningful 
change in policies of large industrial countries. Since the asymmetry 
of adjustment is said to depend critically on policy behavior in industrial 
countries, more effective surveillance of them would also produce more 
symmetrical adjustment. 

The remedial properties of a target zone approach would obviously 
depend on the particular version adopted. The "harder" versions, by 
virtue of being closer images of the Bretton Woods regime, clearly offer 
a stronger dose of external pressure on domestic policy. But, as is 
discussed in subsequent sections, the alleged benefits associated with 
the harder versions may also entail higher costs. 

Proponents of the "softer" versions of the target zone approach 
argue that their adoption would enhance the surveillance process for at 
least three reasons. First, even if the zones were wide and were frequently 
revised, they would exert some disciplinary force on the most flagrant and 
persistent cases of inappropriate policies. Thus, while soft target zones 
may not do much to catch misalignments on the order of 10 percent or less, 
they will, so their supporters argue, catch the 20-40 percent real exchange 
rate misalignments that do most damage to the system. Second, even if the 

1/ They [target zones] could" ••• trigger consultations that would 
induce step by step, more direct links between domestic policies and 
exchange rate considerations." G-10 Report, paragraph 31. "Exchange 
rate stability should be an important objective of policy instead of 
being a residual of other policy actions of individual countries, as is 
the case at present." G-24 Report, paragraph 65. 
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zones were not announced to the public, they still are likely to provoke 
helpful discussion and analysis of policy interdependence among officials 
of participating members. Also, such "quiet" zones provide another channel 
for peer pressure against inappropriate policies. Third, since the Fund's 
current practices in any case involve evaluating the appropriateness 
of members' exchange rates, supporters argue that even unpublished zones 
may prove useful in generating a more concrete framework for evaluating 
exchange rate implications of alternative macroeconomic policies. J:../ 

D. Escaping the same fate as the Bretton Woods system 

Supporters of target zones acknowledge that many of the factors 
associated with the collapse of Bretton Woods have not gone away (e.g., 
high international mobility of capital, larger financial resources for 
private speculators than for central banks, existence of large and 
suddenly changing interest rate differentials across countries, etc.). 
Nevertheless, they contend that a system of target zones can survive 
pressure from "hot money" flows. They argue that so long as policy 
adjustments are made when necessary or so long as the target zones are 
revised frequently to reflect inflation differentials and needs for real 
exchange rate adjustment, expectations of large and discontinuous exchange 
rate adjustments that provide the motive for speculative attacks will 
seldom arise. In their view, the viability of the EMS provides testimony 
that it is possibie to operate an adjustable peg system in the 1980s 

·provided that there is suff!cient political commitment, active exchange 
market intervention policies, and a presumptive indicator for adjustment. 
Since a target zone system shares many of these characteristics, it too 
is viable. Jj 

4. What factors are behind much of the skepticism about and opposition 
to target zones? 

Opposition to the adoption of target zones stems from: first, a 
more sanguine appraisal of the performance of the existing system; second, 
doubts about the capacity of target zones to remedy alleged deficiencies; 
and third, concerns that target zones would introduce new problems. Each 
of these elements is discussed in turn. 

Jj arriving at a judgment about the appropriateness of the exchange 
rate of a currency is part of the current practices of the IMF." G-10 
Report, paragraph 31. 

2/ See lingerer et al. [1983) for a ·review of the EMS experience during 
the 1979-82 period. Most studies of the EMS conclude that it has 
contributed to greater stability of nominal and real exchange rates of 
member countries. Its effect on convergence of financial and economic 
policies is more controversial. 
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A. Has the existing system failed? 

(1) Exchange rate volatility 

While the short-run volatility of both nominal and real exchanges 
has indeed been high during the period of managed fioating, this begs the 
question of whether that volatility was "excessive." In this connection, 
opponents of target zones raise two points. 

First, the period since 1973 has witnessed great turbulence in the 
world economy and great uncertainty about the future course of economic 
and political events. In this environment, all asset prices, not only 
exchange rates, have shown high volatility. ""Iii' fact, exchange rate 
changes have been smaller than changes in prices of other assets (e.g., 
national stock market prices, changes in short-term interest rates, 
changes in commodity prices). As such, conclusions about the excessive 
nature of exchange rate fluctuations depend upon the specific yardstick 
selected. 

Second, they note that there is an intrinsic difference between 
asset prices on the one hand and wages and goods prices on the other 
hand. The former are auGtion prices that depend heavily on expectations 
about the future whereas the latter are more sticky in the short run, 
reflecti~g in large part contractual arrangements made in the past. 
Thus, wages and prices of national output may not serve as a proper 
yardstick for assessing exchange rate volatility. Indeed, some would 
say that it precisely because wages and prices are so slow to adjust to 
current and expected economic conditions that it is desirable to allow 
for "excessive" adjustment in exchange rates. 

As regards the unpredictable nature of exchange rate changes under 
the present system, opponents of target zones note that the foreign 
exchange market is one in which risk can be covered relatively easily 
(e.g., via access to forward markets, options markets, etc.). Jj For 
this reason, it is argued that it may be preferable to concentrate the 
disturbances in this market rather than transfer them to other markets, 
such as labor markets, where dealing with them would be more difficult. 

Turning to the cost of short-run volatility of exchange rates, 
opponents point to the sporadic nature of the evidence linking exchange 
rate volatility to the volume of international trade and investment. lJ 

1/ ••• foreign exchange markets appear to have developed effective 
hedging techniques available to most operators to reduce the risks asso
ciated with exchange rate volatility, generally at comparatively little 
cost." G-10 Report, paragraph 16. In addition, it might be argued that 
so long as developing countries have sufficient access to well-developed 
financial markets (e.g., the eurocurrency market), they can hedge against 
exchange risk even if they themselves don't have such markets. 

lJ IMF [ 1984a]. 
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They also argue that it is doubtful that the system of pegged rates 
could have survived in the turbulent environment of the last 15 years 
without severe limits on trade and capital movements being imposed by 
many countries. 1/ Such restrictions on trade arid capital flows could 
well, in turn, have been more costly for the world economy than the 
short-run volatility of exchange rates experienced under the present 
system. 

(2) Exchange rate misalignment 

Almost all observers, even many staunch opponents of target 
zones, agree that there have been serious misalignments of major-currency 
exchange rates during the last few years, particularly as regards the 
sharp real appreciation of the U.S. dollar. Opponents of target zones 
suggest however that in evaluating both the extent and the cost of such 
misalignments, several factors ought to be recognized. 

First, changes in real economic conditions requiring adjustments 
in the relative prices of different national outputs occur all the time 
(e.g., continuing inter-country differences in growth of labor produc
tivity, permanent changes in the terms of trade, inter-country shifts 
in both the marginal productivity of capital and the propensity to 
save, etc.). Under a system of pegged rates, relative price adjust
ments are achieved through the slow changes of national price levels and 
through occasional changes of parity. Under floating rates, adjustments 
in the relative price of different national outputs occur rapidly and in 
anticipation of changes in economic conditions rather than after the 
need for adjustment has become apparent. In the absence of an explicit 
specification of relative costs, there is no general presumption that 
slow adjustment of relative prices is preferable to rapid adjustment, 
or that price adjustments should not occur in anticipation of events 
requiring such adjustments. Hence, what may seem to be misalignments 
may in part represent equilibrating changes. 'l:../ 

Second, critics of target zones argue that one should not overlook 
the fact that significant misalignment of major currency exchange rates 
also occurred during the Bretton Woods period, especially in its later 
years. In this connection, they caution that misalignment of real 
exchange rates can derive from too little nominal exchange rate flexi
bility as well as from too much. The frequency of misaligned real 

1/ See, for example, Bryant [1983] and Obstfeld [1985]. 
2/ "Changes in real exchange rates are appropriate when they facilitate 

desirable adjustments by reflecting changes in underlying economic con
ditions and in inducing corrections in policies." G-10 Report, paragraph 
17. 
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exchange rates in countries with "pegged" exchange arrangements, where 
there is often a reluctance to alter nominal rates in the face of 
large inflation differentials, should stand as a warning to the dangers 
involved. Jj 

Third, the size of the current misalignment in major-currency exchange 
rates is, according to defenders of the present system, highly uncertain. 
To take but one example, calculations of misalignment done by Williamson 
[1985] and others are strongly affected by the assumption that "normal" 
net capital flows are zero for the United States. This assumption is 
important because the equilibrium exchange rate is defined in such calcul-· 
ations as the exchange rate that would produce a current account balance 
equal to the assumed normal net private capital flow. But a country 
that is a "normal" net capital exporter under one set of macroeconomic 
policies, tax considerations, and political events abroad may became a 
natural importer under others. In this connection, a judgment that 
normal net private capital flows for the United States were say, $30 
billion annual inflow (to reflect high expected profitability, rela-
tively low domestic savings, and safe-haven considerations) rather 
than zero, would reduce the estimated misalignment considerably; 2/ 
yet the theoretical reasons for preferring the latter estimate to-the 
former are, so the critics argue, debatable at best. 

Fourth, defenders of the present system argue that explanations 
that attribute misalignment of the U.S. dollar to a speculative bubble 
are highly questionable. They point out that the (narrow) theoretical 
models that are frequently used to generate a speculative bubble in the 
exchange rate (i.e., a fully expected continuous price change not justified 
by fundamentals) also imply that such a bubble could prevail for only a 
short period of time--certainly not for four years or so (i.e., since 
1981). 

(3) Discipline and coordination 

Defenders of the current exchange rate system question 
the allegation that it exerts less discipline than regimes with greater 
fixity of exchange rates. As a theoretical matter, it is pointed out 
that changes in exchanges rates are highly visible and are transmitted 
promptly into domestic prices. As a result, the consequences of undis
ciplined macroeconomic policies are readily apparent. In contrast, 
undisciplined policies under fixed exchange rates show up only in reserve 
changes, and then usually become public only after a significant delay. 
Therefore, it is argued, the supposed superior disciplining force of a 

Jj ••. Deputies are fully aware that attempts to maintain exchange 
rates at levels not in line with economic fundamentals and market 
forces can be very damaging, both to the countries concerned and to 
their trading partners." G-10 Report, paragraph 21. 

2/ This assumes that such an order of magnitude is compatible over 
the long run with a reasonable build up of debt and with an acceptable 
maturity profile. 
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fixed rate regime is not obvious. Furthermore, as an empirical matter, 
the 1979-83 policy experience in industrial countries can be viewed as 
evidence that anti-inflationary discipline can be restored without fixed 
exchange rates. Indeed, the deceleration in growth rates of narrow and 
broad money that took place in the face of high unemployment in most of 
the major industrial countries in 1979-82 coincided with relatively high 
variability of both nominal and real exchange rates. 

As for coordination, defenders of the present system note that 
there have been some successful coordination efforts during the past 
decade. In this context, they mention the U.S. dollar support package 
of November 1, 1978, agreements on short-term exchange rate management 
policies (e.g., intermittent joint countering of disorderly market 
conditions), the agreements of the Bonn economic summit of 1978, and 
most recently (September 22, 1985), the Group of Five agreement in New 
York on foreign exchange intervention and other policies. 1./ 

In addition, it can be argued that the optimal degree of coordi-
nation is less than complete. For example, the perception of independent 
monetary policy may be necessary in some countries for sustaining confidence 
that monetary policy will not be inflationary in the long run (particularly 
if not. all potential partners in a target zone system have a track record 
of consistently sound monetary policy). ]J 

In sum, the very point of departure for the proponents of target 
zones, namely, the overall appraisal that the existing system has failed, 
is itself not universally accepted. Opponents of target zones acknowledge 
that the present system has weaknesses but do not see these weaknesses 
as more serious than those demonstrated by earlier systems. In addition, 
opponents emphasize that the present system has demonstrated some "valuable 
strengths." Specifically, exchange rate changes are viewed as having made 
a positive contribution to securing effective external payments adjust
ment over the medium to long run. 3/ The present system is also credited 
with having maintained a mechanism-of conflict resolution (namely, the 
foreign exchange market) that has not involved either suspension of 
currency convertibility or large-scale restrictions on trade and capital 
flows;!!_/ indeed, supporters of the present system claim that floating 

lJ Critics of the present system might reply that the G-5 New York 
agreement was a reaction to the absence of coordination and the large 
misalignments fostered by the present system. 

2/ See Solomon [1982] on this point. 
lf "Exchange rate flexibility has made a positive contribution to 

external payments adjustment." G-10 Report, paragraph 14. 
4/ "Exchange rate flexibility has made a positive contribution to 

.::-the maintenance of an open trade and payments system in a period of 
massive external shocks." G-10 Report, paragraph 14. 
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rates allowed the removal of certain restrictions. Furthermore, it is 
argued that independent monetary policy, facilitated by the existing 
exchange rate system, permitted the application of successful disinfla
tionary policies. l/ Finally, it is argued that no exchange rate regime 
would have emerged unscathed from the combination of shocks, portfolio 
shifts, and structural and institutional changes that occurred during 
the years of managed floating. 2/ 

B. Would the introduction of target zones improve matters? 

(1) Would target zones provide an anchor? 

As noted earlier, one of the central arguments for the 
introduction of target zones is that such zones would provide an anchor 
for medium-term exchange rate expectations. But would it, and at what 
costs? Skeptics make the following points. 

First, if the absence of an anchor stems from lack of information 
about future government policies, then it is not clear that publication 
of target zones, rather than announcement of the future course of policies 
themselves, is the preferred way to provide that information. Obviously, 
if the zones are not published (i.e., quiet zones), then their adoption 
will not alleviate the policy unc~rtainty-problem at all. 1/ 

Second, if the source of uncertainty is that market participants do 
not possess information on the model linking gdvernment policies with 
the consequent levels of exchange rates, then target zones (loud zones) 
do indeed provide the missing information. This presupposes, however, 
either that the government has superior information about the "true 
model" or that the government carries enough credibility to convince 
market participants that it will adjust its policies to consistently 
maintain exchange rates within the announced zone (i.e., it will adjust 
its policies to make the exchange rate forecast come true). Opponents 
of target zones see no evidence that governments have such superior 
information or knowledge about such a model. Further, they point out 
that experience with pre-announced exchange rate targets in Latin America 
suggests that countries would probably find it difficult to adhere to 
such targets.!:./ 

1/ "It [exchange rate flexibility] can help countries, especially 
the larger ones, to insulate their domestic price levels from inflation 
abroad, and can facilitate the pursuit of sound monetary policies, geared 
more directly to domestic conditions." G-10 Report, paragraph 14. 

2/ "··· it is questionable whether any less flexible system could have 
survived the strains of the past decade ..... G-10 Report, paragraph 14. 

3/ Some observers also doubt whether in practice quiet zones could be 
quiet for long. They argue that it is not possible for the Fund and 
national authorities to know what target zones are without this inform
ation leaking out. 

!:.f See Calvo [1983]. 
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Third, even if the target zones were credible for some period of 
time, critics argue that the occasional need for revision of the target 
zones will invite the same type of one-way bet for speculators that 
ultimately felled the Bretton Woods system. 1/ Of course, since govern
ments are not formally committed to defend the target zones, they may 
choose to· allow exchange rates to depar-t from the zone (while subsequently 
announcing a revised zone). But in that case, the zones themselves would 
soon lose their credibility. 

Fourth, even if the zones are announced, critics contend that "soft" 
versions of target zones characterized by wide and frequently revised 
zones are not likely to provide a strong and reliable anchor- because 
they will not sufficiently narrow expectations about the future rate. 2/ 
Yet such wide and frequently revised zones are said to be necessary (by 
critics) to account for our measure of ignorance about the equilibrium 
exchange rate and for changing real conditions. 

Fifth, even if the anchor is credible and durable, its introduction 
may be costly. The argument here is that the volatility or misalignment 
of exchange rates is not the likely source of difficulties but rather a 
manifestation of the prevailing package of macroeconomic policies. 
Without introducing a significant change into the conduct of policies, a 
manipulation of exchange rates to satisfy the zones may not improve 
matters at all. In fact, the absence .of the exchange rate as a market 
gauge for assessing policies will then only confuse matters and reduce 
the information essential for policy-making. 

(2) Would target zones provide discipline? 

It is widely agreed that misalignment of real exchange 
rates arises to a large extent from undisciplined and uncoordinated 
macroeconomic policies. Hence, the ability of target zones to reduce 
misalignment rests in good measure on their ability to enhance discipline. 
Skeptics put forward five points. 

First, experience suggests to them that national governments are 
unlikely to adjust appreciably the conduct of domestic policies so as to 
satisfy the constraints imposed by the exchange rate regime. Rather, it 
is argued, it is more likely that the exchange rate regime adjusts to 

1/ "Markets would inevitably test the zones, thereby adding to insta
bility, and efforts to maintain exchange rates at levels incompatible with 
market sentiment could prove costly and ultimately unsuccessful." 
G-10 Report, paragraph 32. 

Y "Given our imperfect knowledge of the determinants of exchange rate 
movements, the target zones would have to be too wide to serve as an 
anchor for expectations." G-10 Report, paragraph 32. 
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whatever discipline national governments choose to have. As an illustra
tion, it is pointed out that other external pressures aimed at restoring 
discipline to policy in major industrial countries (e.g., individual 
Article IV consultations, IMF Executive Board discussions of the World 
Economic Outlook, G-5 surveillance meetings, OECD country reports, and 
the like) have met with only limited success. Why then should target 
zones succeed where other similgr measures have produced such limited 
results? 

Second, evidence from earlier periods during which exchange rates 
were more rigid does not suggest that greater fixity of exchange rates 
induced either lower average external imbalances, or more rapid adjust
ment of such imbalances, or greater symmetry of adj u_s tmen t as be tween 
either surplus and deficit countries, or between reserve and non-reserve 
currency countries. 1/ Why then should target zones provide the impetus 
to discipline when eichange regimes with greater formal commitment have 
not consistently done so? 

Third, in a related vein, it is argued that by focusing attention 
on exchange rates rather than on the root cause of misalignment, namely, 
the stance and mix of macroeconomic policies, one may lessen the pressures 
for corrective action on the ultimate sources of the problem. 

Fourth, cr,itics argue that if the nominal target zones reflect rigid 
targets for real exchange rates, they can destabilize the price level. 
Take, for example, the case of· a country that experiences an unexpected 
wage push that raises its price level relative to that abroad. Its real 
exchange rate will then have appreciated relative to its initial level. 
If the authorities attempt to restore the original real exchange rate by 
announcing a more depreciated nominal target zone, then the implied 
expansion in monetary policy''(needed to keep the actual exchange rate 
within the new target zone) will increase the price level. In short, 
critics warn that while a rigid real exchange rate may be helpful for 
preventing trade balance deteriorations due to eroding competitiveness, 
it can also present new dangers for controlling inflation. ]:! More 
broadly, monetary policy is not the appropriate policy response to all 
types of disturbances. ~-

1/ See IMF [1984c], Tables 2 and 3. 
'}:_/ "Above all, the cons train ts imposed on domes tic policies by target 

zones might undermine sound and stable policies in a medium-term frame
work." G-10 Report, paragraph 32. 
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Fifth, critics point out that while target zones can supply inform
ation on inter-country divergences in policy, they don't provide guidance 
on the right stance of policy within a country. For example, if two 
countries each inflate at 10 percent, the exchange rate may be stable 
but few would argue that monetary policy in either country was appro
priate. Again, so the critics argue, target zones do not ensure dis
cipline. 

(3) Would target zones enhance coordination and strengthen 
surveillance? 

In appraising the effects of the adoption of target zones 
on policy coordination and on IMF surveillance, skeptics make the follow
ing observations. 

First, whatever the exchange rate regime, there are strong barriers 
to coordination for at least two reasons: (i) exchange rates are by their 
very nature "competitive" in the sense that one country's gain is frequent
ly the other's loss; (ii) various compromises on growth, inflation, and 
income distribution at the national level often leave little room for 
further compromise on policies at the international level • .}) Target 
zones, so say their critics, ca~not overcome these barriers. 

Second, the process of negotiating target zones could produce 
dangerous frictions among the negotiating parties and could lead ultimately 
to a reduced level of coordination in this and other areas. 

Third, one cannot rule out the possibility that the cumbersome nego
tiation of target zones would land the system back in the management 
delays of the latter days of the Bretton Woods system, with adverse 
effects on the desired flexibility of real exchange rates. 'l:J 2f With 
target zones, one loses the "safety valve" provided by the market place 
for foreign exchange as an "objective" method for resolution of conflicts. 

Fourth, to the extent that the adoption of target zones results in 
a significant loss in independence in the conduct of domestic monetary 
policy, the authorities may be tempted to adopt discriminatory trade 
practices and other measures of protectionism in order to compensate for 
the loss of a powerful policy instrument. 

1/ See Polak [1981]. 
Y "Most Deputies, however, are of the view that reaching a consensus 

on the range of desirable exchange rates [for target zones] would prove 
extremely difficult." G-10 Report, paragraph 32. 

3/ Proponents of target zones might reply that the recent (September 
22-;- 1985) Group of Five agreement in New York reduces the strength of 
this argument. 
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Finally, the use of target zones as a possible focal 'point for IMF 
surveillance raises three related potential problems. First, the use of 
the exchange rate as a primary indicator of disequilibria in macroeconomic 
policies could send misleading signals. Critics note that the more 
general Fund practice as applied to adjustment programs and financial 
programing is to employ a whole set of macroeconomic indicators for 
diagnostic purposes. These indicators, in addition to the excl)ange 
rate, include the rate of domestic credit expansion, the budget deficit, 
wage-price movements, s true tural rigidities, etc. Put i.n other words, 
would exchange rate movements vis-a-vis the target zone constitute a 
"sufficient statistic" for monitoring macroeconomic policies? If one 
believes that the answer to that question is negative, then orienting 
Fund surveillance around that single indicator, in addition to possibly 
diverting attention from the root causes of disequilibria, may jeopardize 
the quality of surveillance. 1/ 

The second problem raised by skeptics is that the target zone 
approach is agnostic about which policy instruments should be used to 
respond to departures of exchange rates from the zone. The usual pre
sumption is that it will be monetary policy. ]j However, if the root 
cause of the disequilibrium is an inappropriate monetary-fiscal policy 
mix, then an excessive emphasis on monetary policy could produce compliance 
with the target zones and yet leave the fundamental problem unsolved. 
I_n short, critics argue that the calculation of the target zones 
would have to be based on an appropriate and broad set of indicators 
to avoid sending false signals about both the need for adjustment and 
the appropriate corrective measures. 

Third, critics contend that target zones do not resolve the problem 
of how to allocate and enforce the burden of adjustment among member 
countries. When more than one member's (effective) exchange rate leaves 
the zone, it will be necessary to specify who does what if an effective 
and coordinated policy response is to take place. But target zones, so 
its critics argue, offer no solution to this "N-1 problem." 

1/ ••• a wide range of factors beyond exchange rate developments 
should also be taken into account in assessing national policies and 
the need for consultation and policy discussion." G-10 Report, 
paragraph 30. 

'l:_/ Most proposals for target zones (e.g., Williamson [1985]) assume 
that fiscal policy is not well suited to be an instrument of exchange 
rate policy because it is too inflexible and because its (alleged) 
comparative advantage (vis-a-vis monetary policy) is in influencing 
domestic demand rather than the balance of payments. 
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(4) Could target zones escape the fate of the Bretton Woods 
system? 

Opponents of the target zone approach to exchange rate manage
ment remain unconvinced that target zones could escape the fate of Bretton 
Woods. They make essentially three arguments. First, technological ad
vances in transferring funds across national boundaries, in combination 
with absence of parallel growth in official reserves, means that the 
capital mobility problem (hot money flows) is now even more formidable 
than in the early 1970s. Second, difficulties associated with negotiat
ing mutually-consistent target zones would as before produce large discon
tinuous changes in exchange rates, thus motivating strong speculation. 
In addition, if the timing of exchange rate changes were done unpredic
tably to prevent such speculation, this would destroy the raison d'etre 
of the target zone scheme itself. Third, the viability of the EMS owes 
much to the unusual political commitment behind it, to capital controls 
imposed by some members, and to the structural characteristics of its 
members. 1/ None of these factors would, according to the critics, neces
sarily tran~fer to an exchange rate arrangement among a larger and more 
heterogeneous group of countries.'!:./ As such, to them, the viability of 
the EMS does not imply much about the viability or _desirability of a 
target zone system. 

1. 

III. Operational Questions associated with the Possible 
Implementation of Target Zones 

How would the target zones be calculated? 

An important implicit assumption in the target zone approach to 
exchange rate management is that the authorities can identify the 
equilibrium (real) exchange rate to a useful degree of approximation. 
But what methods or techniques are available for doing so? Three 
methods deserve explicit consideration. 

The first method is the purchasing-power-parity (PPP) approach. If 
the authorities can identify a base period when the country was in external 

1/ See Ungerer (1984] for a discussion of the implications of the 
EMS for the likely success of a return to a system of fixed but adjust
able exchange rates. 

2/ " ••• the Deputies recognize that the system [the EMS] cannot be 
di;sociated from the particular political and economic environment in 
which i·t operates and therefore cannot be readily extended to a broader 
and more heterogeneous context characterized by the presence of a plura
lity of reserve currencies. Such a system would run a much greater risk 
of being exposed to pressures similar to those which arose during the 
final phase of the par value sys tern." G-10 Report, paragraph 24. 
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balance, then the equilibrium value for the nominal exchange rate in 
the current period is the value of the exchange rate in the base period 
adjusted for the inter-country difference in inflation rates as between. 
the current and base periods. This is equivalent to restoring the 
value of the real exchange rate in the base period. Since the real 
exchange rate, in turn, is often viewed as a measure of the country's 
competitive position, the PPP approach can be regarded as analysis of 
competitiveness as well. 

The exchange rate used for such calculations would typically be 
an index of effective exchange rates using bilateral trade weights or 
more sophisticated combinations of trade weights and trade price
elasticities (e.g.,'MERM weights). Inflation differentials could be 
measured by consumer price indices, or more likely, by indices of 
either unit labor cost or prices in manufacturing. 

The PPP approach carries the advantage of simplicity and ease of 
computation. Arrayed against this however, are several rather serious 
disadvantages for use in a target zone context. 

First, PPP will be a suitable indicator of the equilibrium exchange 
rate when all disturban~es between the base and current periods are 
monetary in origin. In this case, general price levels will be 
altered but relative prices (of imports and exports, or of tradables 
and nontradables, or of individual tradables like food or fuel) will 
not. In contrast, when disturbances are real and do alter relative 
prices, then it will be desirable to have""""a"departure from PPP (i.e., 
a change in the real exchange rate). This point is ·relevant because 
there have been numerous real disturbances over the past 13 years of 
managed floating (e.g., large changes in oil prices, changes in savings 
and investment propensities, etc.), and there is little reason to believe 
that such real disturbances will not occur in the future. This means 
that if a PPP formula were used to compute the equilibrium rate in a 
target zone, there would probably have to be a manual "override option" 
to permit departures from PPP whenever there were real disturbances to 
the system. But this override option robs PPP of its simplicity and 
computational facility. On the other hand, if one doesn't override 
PPP whenever there are real disturbances, then the PPP method will yield 
the wrong answer. 

A second disadvantage of the PPP approach is that actual exchange 
rates of major curren·cies during the 1970s and early 1980s have not 
followed the paths implied by PPP--and this both for the short and 
long run. Jj To most observers, the empirical failure of PPP in the 

Jj See Frenkel [1981]. Of course, to the extent that actual exchange 
rates have been subject to misalignments, one would not want the actual 
rates to closely follow a PPP path. However, divergencies from PPP have 
so marked and so persistent as to raise doubts about the credibility of 
exchange rate forecasts based on PPP. 
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short-run is attributable to an intrinsic difference between exchange 
rates and prices of national outputs. The former are jumpy, forward
looking, auction prices that move in anticipation of future events 
whereas the latter are sticky, backward-looking, administered prices 
that largely reflect previous events. In the long-run, structural changes 
and permanent supply shocks may cause PPP to miss the mark. In any 
case, the poor empirical track record of PPP suggests that exchange rate 
forecasts based on PPP might not be credible to market participants. 

Yet a third difficulty with PPP is that the results themselves 
appear to be quite sensitive to the choice among alternative price indices 
and base periods, to the income levels and income growth rates of the 
countries involved in the comparison (i.e., the so-called productivity
bias in PPP), 1/ and to the level of aggregation in the data (manufactur
ing versus the-entire economy).'!:_/ Such sensitivity, in turn, makes it 
difficult to speak with confidence about all but very large misalign
ments. 

A second method of calculating equilibrium exchange rates for 
target zones is to employ an estimated structural model of exchange 
rate determination that relates the (nominal) exchange rate to 
"fundamentals." Two popular such models are the monetary model and 
the portfolio balance model. In the monetary model, the change in the 
exchange rate is usually explained by changes in the ratio of home to 
foreign money supplies and by changes in the ratio of the demand for 
money at home to that abroad (where the demand for money is a function 
of, inter alia, real income, nominal interest rates, etc.). The port
folio balance model relates the (nominal) exchange rate to the stocks 
of assets denominated in the home and foreign currency (where these asset 
stocks include money supplies as well as interest-bearing securities). 
Since the stocks of financial assets can be related to cumulative budget 
deficits, cumulative current account imbalances, open-market operations, 
and exchange market intervention, the portfolio balance model provides a 
direct role for such policies in influencing exchange rates. In the 
monetary model, such policies affect exchange rates only to the extent 
that they affect the supply or demand for money. 

Given estimates for such a structural model of exchange rates, the 
equilibrium exchange rate could be defined as the rate corresponding 
to the desired path of the explanatory fundamentals in the equation 
(i.e., money supplies, real income, interest rates, budget positions, 
etc.). This estimate of the equilibrium nominal exchange rate, combined 
with some assumed consistent path for prices at home and abroad, could 
then be translated into an estimate of the equilibrium real exchange rate. 

Jj See Balassa [1964]. 
]j See IMF [1984b]. 
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This structural approach has three advantages: (i) it is forward
looking and thus compatible with the intrinsic nature of the price 
behavior of assets such as securities denominated in different currencies; 
(ii) it provides a direct link between macroeconomic policy variables and 
exchange rates; and (iii) it recognizes that in today's world of high 
international mobility of capital, the proximate determinants of exchange 
rates, at least in the short run, probably lie in asset markets rather 
than goods markets. At the same time, the structural-exchange rate 
equation approach is subject to at least two serious deficiencies. 

The first and most serious shortcoming is that all known structural 
models of exchange rate determination have been shown to have very 
limited forecasting ability. In fact, extensive empirical testing over 
the past few years has demonstrated that the out-of-sample performance 
of structural exchange rate models is frequently no better than that 
yielded by "naive" models (e.g., a random-walk model). Jj With the benefit 
of hindsight, it seems that the key reason for the poor performance of 
the various models is the nature of exchange rates as asset prices. As 
indicated above, exchange rates are very sensitive to expectations 
concerning future events and policies. Periods that are dominated by 
rumors, announcements, and "news" which alter expectations are likely to 
induce a relatively large degree of exchange rate volatility. Since by 
definition "news" cannot be predicted on the basis of past information, 
it follows that by and large the resulting fluctuations of exchange 
rates are unpredictable. In a way, this asset market perspective suggests 
that one should not expect to be able to forecast accurately exchange rate 
changes with the aid of simple structural models. The role of the simple 
structural models is to account for the systematic component of the 
evolution of exchange rates. In cases where the systematic, predict-
able component is relatively small, one may expect to account for only a 
small fraction of the variability of exchange rates. The main message of 
all this is that target zones based on exchange rate forecasts from such 
models might not carry sufficient credibility to act as an anchor. 

The second problem with the structural exchange rate models is that 
the explanatory variables can be difficult to measure and interpret on 
a timely basis. For example, the portfolio balance model requires 
measurement of asset stocks by currency, by country of issuance, and 
by residence of the holder. But such data only become available much 
after the fact and estimates based on extrapolation of benchmark figures 
may introduce substantial error into the calculations. Similarly, in 
the monetary model one faces the problems of which monetary aggregate 
to use (in view of financial market innovations), how to forecast that 
aggregate over the relevant time horizon, and how to distinguish short
term movements in velocity fr.om trends. For these reasons, the prospects 
of obtaining timely forecasts (target zones) from these models are not 
encouraging. 

Jj Meese and Rogoff [1982]. 
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The third method for calculating equilibrium exchange rates is the 
underlying balance approach. In this approach, the (real) equilibrium 
exchange rate is defined as the rate that would make the "underlying" 
current account (i.e., the actual current account adjusted for temporary 
factors) equal to "normal" net capital flows during the next two or three 
years, given: (i) anticipated macroeconomic policies in the subject 
countries, (ii) the delayed effects of past exchange rate changes, and 
(iii) a number of other expected developments. Furthermore, the equality 
between underlying current accounts and normal capital flows must not be 
achieved either by wholesale unemployment, or by artificial incentives 
to incoming or outgoing capital, or by undue restrictions on trade. 1./ 
If after accounting for these factors, "underlying" current accounts are 
calculated to be quite different from "normal" capital flows, the implication 
is that either planned macroeconomic policies or present exchange rates 
need to change to prevent such undesirable balance of payments scenarios 
from taking place. 

This underlying balance approach to exchange rate assessment was 
developed by the Fund staff in the early 1970s (see IMF [1984b]); 
it similarly serves as the framework for calculation of "misalignments" 
in Williamson [1985]. The inputs for the calculations come from various 
sources. Estimates of "anticipated macroeconomic policies," and their 
associated real growth and inflation paths, can be obtained fr~m national 
projections or from World Economic Outlook projections. Estimates of 
"normal" net capital flows typically come from an analysis of past trends 
adjusted for expected future structural developments (e.g., capital 
liberalization measures). Finally, estimates of the effect of exchange 
rate changes on current accounts can be derived from either of the Fund's 
two operating trade models, namely the Multilateral Exchange Rate Model 
(MERM) or the World Trade Model (WTM).]) 

For application in a system of target zones, the underlying balance 
approach carries three advantages. First, it recognizes that judgments 
about the appropriateness of current exchange rates cannot be divorced 
from either future anticipated macroeconomic policies, or from delayed 
effects of past exchange rates that are not yet visible but are likely 
to emerge in the future, or from particular factors (e.g., dock strikes) 
that are temporary in nature. In this sense, it not only focuses attention 
on the root cause of misalignment (i.e., inappropriate policies) but also 
addresses the "time dimension" in the misalignment problem. 

1/ This description of the real equilibrium exchange rate is.a close 
relative of those outlined in Nurkse [1945], IMF [1970], and the G-24 
Report, paragraph 69. 

]:./ See Artus and McGuirk [1981] and Deppler and Ripley [1978]. 
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Second, the underlying balance approach appreciates that a desirable 
or sustainable payments position need not imply a zero current account 
balance. Specifically, it recognizes that a country with a relatively 
low domestic savings rate but with relatively attractive domestic 
investment opportunities can run a persistent current account deficit 
by drawing on foreign savings if: (i) it invests those foreign savings 
wisely; and (ii) the return on domestic investments is not artificially 
high (because of special incentives for or restrictions on international 
capital flows, or because of unsustainably high government borrowing). 

A third advantage of the underlying balance approach is that, at 
least in principle, it ensures that the computed equilibrium exchange 
rates are consistent across countries. 1/ This is so because the trade 
models that underlie such exchange rate-calculations are specifically 
designed to be used in a multilateral setting. Since target zones must 
be mutually consistent, this is not a trivial consideration. 

Moving to the negative side of the ledger, the underlying balance 
approach is subject to a number of problems. 

First and foremost, the concept of "normal" net private capital 
flows is a particularly ambiguous one; yet estimates of these capital 
flows play a key role in the estimate of the equilibrium real exchange 
rate. The reasons why the concept is so slippery include the following: 
(1) While private saving rates are reasonably stable over time and 
across countries, the geographic loci of perceived investment opportu
nities are not; the latter depend on a wide set of expected policies in 
both the origin and host countries--many of which can change precipi
tately. (ii) Various controls on capital flows make it difficult to 
determine what is "normal," especially when these controls change over 
time. (iii) Acquisition of foreign assets subjects the holder to risks 
(e.g., expropriation risk) that are fundamentally different from those 
associated with domestic assets, and therefore consideration of such 
risks may limit exposure even when average real rates of return on foreign 
assets are high. (iv) Large·changes in government fiscal positions, and 
drastic shifts in private portoflio composition, can lead to large swings 
in observed capital flows, the duration of which is highly uncertain. 
The end result of all this is that estimates of "normal" net capital 
flows for the likely participants in a target zone system are subject 
to a considerable margin of error. 

1/ This advantage must be qualified 
crepancy in current account positions. 
to reach agreement on what consitutes 
account positions. 

in view of the large global dis
This discrepancy makes it harder 

an equilibrium pattern of current 
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A second problem with the underlying balance approach is that it is 
not well suited to the analysis and diagnosis of the mix of macroeconomic 
policies. In general, macroeconomic policies influen~the equilibrium 
exchange rate in this approach via their effect on anticipated real 
output and inflation paths over the next two to three years. Thus, the 
model will produce different estimates of the equilibrium exchange rate 
for different real output and inflation paths. But it cannot distinguish 
among policy mixes that yield the same output and inflation paths. This 
must be regarded as a shortcoming since the cause of misalignment may 
lie more with an inappropriate mix of policies (e.g., overly loose fiscal 
policy cum overly tight monetary policy) than with an inappropriate stance 
of policies (e.g., excessively expansionary monetary and fiscal policy). 

· The third difficulty with the underlying balance approach is that 
it is operationally complex. Data requirements are substantial, computa
tions depend on large-scale trade models, the rationale behind some of 
the calculations is not transparent, and estimates of some key parameters 
(e.g., short and loqg-run trade elasticities) are uncertain. )j All of 
this, in turn, might be burdensome for agreement on, and continuous 
revision of, target zones. 

Fourth, the large-scale trade models that are likely to be used in 
this approach do not pay sufficient attention to either financial var
iables or to the important distinction between expected and unexpected 
values of key economic variables. These omissions render this approach 
somewhat remote from the mechanisms usually associated with the deter
mination of market exchange rates. Therefore, target zones based on 
forecasts from the underlying balance approach may again be questioned 
by market participants. 

To summarize, each of the three methods of calculating equilibrium 
exchange rates has strengths and weaknesses. It might however not be 
necessary to follow just one method. Instead, one could construct a 
"consensus" forecast on the basis of estimates from several methods. 
Such an exercise would also provide information on the comparative 
performance of each method which, in turn, could aid in the ultimate 
selection of the proper calculation method. Finally, in appraising the 
methods of calculating equilibrium exchange rates, it is important to 
recognize that such methods are already being applied to some degree 
whenever the Fund "takes a view" on the appropriateness of major-currency 
exchange rates. In this sense, the problems raised are not new ones. 
The differences are that in a system of target zones (especially the 
"harder" versions) the method of calculating equilibrium exchange 
rates would be more explicit and subject to greater scrutiny, and that 
the results of such calculations would be shared with the market. 

1/ See, for example, Goldstein and Khan [1984]. 
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2. What currencies should be included in the system of target zones? 

Another central issue for a system of target zones is the number 
and choice of currencies to be included. Four considerations seem 
paramount. 

First, for administrative efficiency, it is desirable that member
ship should be kept fairly small. This -is because the complexity of 
negotiations, and the danger of conflicts that might bring about a 
collapse of the system, can be said to increase rapidly as the number 
of partners rises. This position is consistent with the view that 
centralized management of exchange rates is feasible only when the 
number of decisions to be made is reasonable small. 1/ In this connection, 
it is useful to recall that although a large number of currencies were 
managed under the Bretton Woods system, countries took the initiative 
for par value changes, the Fund could only concur with or object to par 
value changes proposed by a number, and par values were changed rather 
infrequently. 2/ Similarly, the present system of managed floating is a 
decentralized system that permits "market-based" decisions to act as a 
safety valve when more centralized decisions about adjustment responsi
bilities and exchange rate alignments do not prove possible. In short, 
since international decision-making on exchange rates is likely to be 
difficult, one should not unduly burden the system with too many players. 

Second, for a target zone system to have an appreciable impact on 
conditions in foreign exchange markets, it is desirable that the member
ship include major-currency countries. Although the vast majority of 
countries currently maintain some form of "pegged" exchange arrangements, 
the largest trading countries maintain either "limited flexibility" 
(e.g., the EMS) or" more flexible" exchange arrangements, including 
"independent floating" by 4 of the largest industrial countries (Canada, 
Japan, the United Kingdom, and the United States). 3/ Reflecting this, it 
has been estimated that about two thirds to four fifths of world trade 
is conducted at floating rates. !!_I The key to progressing toward more 

l/ Of course, exchange rates established in a target zone would have 
clear implications for nonparticipants to which they would have to 
adjust and/or react. 

2/ The Bretton Woods system also had the U.S. dollar as the numeraire. 
With the dollar as anchor, exchange rate decisions could take place one
at-a-time. When this was no longer the case (e.g., August-December 1971), 
negotiations over exchange rates were much more difficult. It is not 
clear what currency or currency-basket would serve as numeraire in a 
target zone. 

]./ It is worth recalling that the currencies of EMS members float 
against currencies of many non-members. 

!!} See IMF [1984c] and the G-10 Report, paragraph 9. 
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fixity in exchange rates therefore lies not in inducing many countries 
to adopt constraints on exchange rate flexibility--this is already a 
fact of life--but rather in inducing the largest trading countries to 
accept such constraints. This consideration has no doubt influenced the 
leading proposals (e.g., Roosa [1984]) that the key members of a target 
zone be either the three largest industrial countries or the G-5 countries. 

The third consideration is the characteristics· of the potential 
member countries. These characteristics, emphasized in the literature 
on so-called optimal currency areas, are relevant not for choosing the 
right number of countries for a target zone but rather for assessing 
the likely membership. 

The more important country characteristics are the following: 

(i) the openness of the economy - This criterion suggests that 
relatively open economies should prefer greater fixity of exchange 
rates because exchange rate fluctuations induce larger domestic price 
changes in more open economies, thereby complicating the task of 
domestic stabilization policies. 

(ii) the size of the economy Small economies are said to be 
more inclined to join currency unions because, in the absence of such 
monetary integration, their effective economic size would be sub-optimal. 
This of course begs the question of to whom to peg. 

(iii) the degree of commodity diversification - Highly diversified 
economies are deemed more likely candidates for greater fixity of exchange 
rates because their diversification provides some natural insulation 
against a variety of shocks; hence, there is less need for the insulation 
properties of a flexible exchange rate. 

(iv) the degree of factor mobility - Countries between which there 
is a high degree of factor mobility are viewed as better candidates for 
currency unions because factor mobility provides a substitute for exchange 
rate flexibility in promoting external adjustment. Since factor mobility 
is in turn likely to diminish with geographic distance, this criterion 
is often used to justify currency unions between small neighboring states. 

(v) similarity of inflation rates - The argument here is that 
countries with similar tastes for inflation--and more important, similar 
histories of inflation--will tend to prefer greater fixity of exchange 
rates. There is however a chicken-and-egg problem: do member countries 
of a currency union have similar inflation rates because they belong 
to the union, or have they joined the union because of their similar 
capacities to combat inflation? 



- 30 -

Obviously, these country characteristics do not all point in the 
same direction. For example, the criteria of openness, size, and factor 
mobility suggest that the United States, the Federal Republic of Germany, 
and Japan would have relatively weak incentives to join a target zone, 
relative say, to the smaller European countries that are members of 
the EMS. On the other hand, the criteria of commodity diversification 
and similarity of inflation rates lean perhaps the other way. 

The fourth and final consideration is the relationship to existing 
currency blocs. In thinking about the potential membership of a target 
zone system, it is important to recognize that most countries are already 
part of a currency bloc, be it via pegging to a single currency or cur
rency basket, or via participation in an arrangement with limited exchange 
rate flexibility (e.g., the EMS). This raises three points: (i) in cases 
where members of the target zone system are also members of other 
(regional) currency blocs, provision would have to be made for ensuring 
consistency of cross exchange rates and for coordinating intervention 
practices between the "core" target zone and "satellite" currency blocs; 
(ii) countries that already have non-exchange-rate linking arrangements 
(e.g. a customs union) may be reluctant to undertake additional linkages 
(i.e. target zones) for fear of restricting too tightly their room for 
independent action; and (iii) if the most natural and profitable oppor
tunities for currency union are exploited first, then it is likely 
that a target zone system among major-currency countries may have to 
operate with more flexibility (e.g., wider margins and more frequent 
revision of central rates) than satellite currency blocs. 

3. How wide should the target zones be and how frequently should 
they be revised? 

The equilibrium exchange rate--also sometimes referred to as the 
central rate--represents only one of several parameters that characterize 
target zones. Two others are the width of the zones surrounding the 
central rates and the frequency by which the zones are revised. 
What considerations bear on the determination of these latter two 
parameters? 

Concerning the width of the zones, four factors are relevant. 
First, the zones must be wide enough to accommodate transitory distur
bances that do not alter long-run equilibrium real exchange rates. 
In this sense, the zone may be viewed as providing a buffer. The 
buffer not only guards against costly shifts in resources due to 
excessively frequent changes in central rates but also provides the 
authorities with breathing space to sort out permanent from transitory 
shocks. Second, the zone should be wide enough to reflect uncertainties 
about the equilibrium central rate itself. As noted earlier, there 
are various approaches to calculating the real equilibrium exchange 
rate and there are uncertainties about the parameter values in each 
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model. To many observers, little is gained by acting as if equilibrium 
exchange rates could be assessed with great precision. Recognizing 
this, some proposals for target zones recommend initial zones on the 
order of 10 percentage points on each side of the central rate (see, 
for example, Williamson [1985]). The third factor to be considered 
is speculation. A well-known weakness of fixed exchange rates is 
that frequently they offer speculators "one-way bets" about the 
direction of changes in parities. Target zones must therefore be 
sufficiently wide to allow for occasional changes in central rates 
within the zone without provoking one-way speculation. Fourth, if 
central rates were specified in terms of a numeraire currency, then 
the width of the target zone linking non-numeraire currencies will 
in general be different to that between each currency and the 
numeraire. 

Also, there is no reason why the width of the zones should be 
constant over time. For example, if uncertainty about the equilibrium 
real exchange rate and about the nature of disturbances diminished 
with experience, then narrower zones could be adopted. On the other 
hand, if turbulence increased over time, wider zones could be adopted. 
Finally, as a corollary of the above arguments, there is no logical 
presumption that the width of the zone should be the same for.all 
members. In this connection, it is relevant to note the experience 
of the EMS in which the currency of Italy, a country that has had 
relatively high inflation in the past, is subject to wider margins 
than other currencies. Similarly, it has been suggested that if the 
United Kingdom were to join the EMS, special provision should be 
made in the form of wider.margins for the pound sterling to reflect 
the influence of oil price developments on the exchange rate. 

Turning to the frequency of adjustment, five points need to be 
considered. To begin with, the frequency with which the central rates 
(and zones around them) are adjusted should reflect the frequency of 
changes in real economic conditions, as well as, of course, the size of 
inflation differentials across member countries. Examples of changes 
in real economic conditions would include permanent changes in the 
terms of trade, continuing inter-country differences in labor productivity, 
and inter-country shifts in saving and investment propensities. Because 
such changes in real economic conditions generally do not occur at close 
intervals, they are unlikely to induce frequent changes in the target 
zones. The size of inflation differentials depends primarily on how 
successful target zones are in inducing harmonization of members' macro
economic and structural policies, particularly monetary policy. The 
second factor governing the desired frequency of adjustment is the flexi
bility of macroeconomic policy instruments. Specifically, since a change 
in real economic conditions can be reconciled either by a change in 
macroeconomic policies with an unchanged zone or by a change in the zone 
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with unchanged policies, it follows that inflexible policies call for 
higher frequency of zone adjustment, and vice-versa. Third, there is 
the credibility issue. Frequent revisions in the zones reduce credibility 
of the zones and thereby reduce their value as an anchor for expectations. 
On the other hand, frequent changes in macroeconomic policies designed 
to sustain the zones may also reduce credibility--but this time of the 
policies. 1/ Therefore, the optimal frequency of adjustment from a credi
bility viewpoint involves balancing between these two considerations. 
Fourth, some have argued that if target zones are adjusted frequently 
for inflation differentials and_ the need for balance of payments adjust
ment, speculative attacks will be discouraged since they are motivated 
by large discrete changes in exchange rates. Fifth, the frequency of 
adjustment must obviously be constrained by the availability of the data 
necessary for computations. 

4. How would exchange rates be kept within the zones and with what 
consequences for other policy objectives? 

For a system of target zones to operate successfully, it is neces
sary that exchange rates be kept within the agreed zones, at least most 
of the time. But how would participating countries assure this result? 
Four policy instruments should be considered. 

The first and most obvious instrument is domestic monetary policy. 
Indeed, as indicated in Section II, a differentiating characteristic 
of target zones is that the authorities pay more attention to the 
exchange rate in the conduct.of domestic monetary policy than they do 
under the present system of managed floating. What this means is 
that participating members will have to seek greater coordination of 
monetary policies, with a consequent reduction in the ability to inde
pendently control the money supply. For example, a member of the system 
that sees its nominal exchange rate fall to the bottom of the zone would 
be expected to slow its money growth rate and to increase its domestic 
interest rate vis-a-vis those of other members;:!:./ in this way, it 

Jj A counter-argument is that changes in macroeconomic policies in 
response to real changes in the economy could act at times to enhance 
the credibility of policy if they were perceived as responsive to these 
changes. 

2/ It is not clear what form monetary intervention would take. 
Members could intervene in domestic financial markets (exchanging 
money for debt of the same currency of denomination) or in interna
tional financial markets (exchanging monies of different currency 
denomination). If the latter were envisaged, questions could arise 
about the adequacy of intervention assets and about sterilization 
operations. 



- 33 -

would induce an appreciation in its nominal exchange rate, thereby 
keeping its exchange rate within the target zone. Assuming that the 
pass-through of nominal exchange rate changes into domestic prices is 
less than complete, the same monetary policy action would allow the 
member to satisfy its target for the real exchange rate as well. 1/ 

There is little doubt about the ability of major industrial coun
tries to influence nominal and real exchange rates in the medium term 
using domestic monetary policy. 'l) The key question concerns the willingness 
to do so given the implied reduction in their ability to then use domestic 
monetary policy for internal objectives. To many observers, it is simply 
naive to believe that the United States, Japan, and the Federal Republic 
of Germany would be willing to override internal objectives for exchange 
rate targets in the formulation of domestic monetary policy. Under this 
view, "soft" target zones are the strongest commitment one can reasonably 
envisage for the three largest potential members. Others argue, however, 
that the independence of monetary policy is far from complete under the 
present system, even for those countries classified by the Fund as 
"independently floating." To take but one recent example, the U.K. author
ities reacted to the large decline in the dollar/pound rate in early 
1985 by encouraging large increases in domestic interest rates--and this 
even though there was strong domestic pressure for lower interest rates 
to help reduce unemployment. For this reason, supporters of target zones 
argue that all countries already have implicit target zones beyond which 
they are willing to sacrifice internal objectives for the exchange rate. 
It is argued therefore that the loss of monetary independence at the 
margin would be minimal. 

A second possible policy instrument for keeping exchange rates 
within target zones is sterilized exchange market intervention (i.e., 
exchange market intervention that leaves the monetary base unchanged). 
Its main attraction of course is that, if effective, it would permit the 
authorities to influence exchange rates while simultaneously maintain
ing control of the domestic money supply. 

1/ Obstfeld [1985] reports that month-month correlations between 
nominal and real exchange rates for the 1976-85 period were above .95 
for the U.S. dollar, the Japanese yen, and the deutsche mark. 

'l:./ In the long run (say, three to five years), the ability to 
use monetary policy to affect the real exchange rate will be more 
modest. Also, even in the medium-term, this ability will be lower 
for the smaller, more-open, more highly-indexed industrial countries 
than for the larger, less-open, less-indexed ones. See Goldstein and 
Khan [1984] for a survey of estimates of these "pass-through" effects. 
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Unfortunately, the prognosis for using sterilized exchange market 
intervention as the primary instrument for controlling exchange rates 
is not favorable. 1/ The Jurgensen Report [1983), for example, supports 
the view that sterilized intervention by itself is unlikely to be an 
effective tool for influencing the level of the exchange rate over the 
medium or long-term. ]j Similarly, recent empirical work on exchange-rate
determination indicates that while domestic and foreign-currency assets 
may well be imperfect substitutes--a necessary condition for sterilized 
exchange market intervention to be effective--risk premia in exchange 
markets are not well explained by relative asset supplies (the very 
variables affected by exchange market intervention). 3/ In short, the 
effects of sterilized intervention on market exchange-rates are likely 
to be small and uncertain in size. Nevertheless, sterilized inter-
vention may have a useful role to play in dampening short-term volatility 
of exchange rates, in countering disorderly market conditions, in 
complementing and supporting other policies, and in expressing an 
attitude toward exchange markets. 

Capital controls represent a third instrument for keeping exchange 
rates within target zones. This is however generally not regarded as an 
attractive option for two reasons.!:!:../ First, even aggressive tal control 
programs, such as those of the early 1970s, were not able to stem private 
capital flows, and the subsequent development of offshore banking markets 
suggests even lower effectiveness today. Second, capital control programs 
are most effective in altering exchange rates when they cover all types 
of capital transactions. But in that case, there is no presumption that 
the resource allocation costs of impeding the international flow of 
capital would be less serious than departures of exchange rates from 
the zones themselves. 

The preceding discussion suggests that the primary instrument 
for keeping exchange rates within target zones is likely to be monetary 
policy. If this is so, then a second relevant question emerges: with 
monetary policy geared more to external objectives, what policy instru
ments will be assigned to internal balance (i.e., price stability and 
high employment)? 

1/ "Neither capital controls nor intervention can be relied upon 
to-attain lasting stability of exchange rates." G-10 Report, paragraph 
27. 

]j "Intervention will normally be useful only when complementing 
and supporting other policies." Jurgensen Report [1983], P• 

3/ See, for example, Dooley and Isard [1983]. 
4/ "The Deputies agree that controls on international capital flows 

do-not offer a desirable or effective means of achieving greater 
exchange rate stability." G-10 Report, paragraph 25. 
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One logical answer is fiscal policy. l/ Here, the key question is not 
so much whether fiscal policy~ affect aggregate demand in major 
industrial countries. Experience suggests that it can. Rather, the 
issue is whether fiscal policy is a sufficiently flexible policy instrument 
to be used for stabilization policy in a world in which some countries 
have medium-term targets for reducing the share of government expenditure 
in overall economic activity, some are contemplating large structural 
changes in their tax system, some are commited to given levels of 
social programs and defense spending, some are wedded to preannounced 
public-sector borrowing requirements, and some are facing legislatures 
that can take years (not months) to enact significant cuts in budget 
deficits. 

A second policy option (favored for example by Meade [1984]) is 
to use labor-market policy for internal balance. In brief, the idea 
is to lower the money wage rate in any sector which has excess supply 
of labor and to raise it where there is excess demand. The problem of 
course, recognized by supporters, is that the implementation of such a 
policy would involve the substantial reform of labor-market institutions. 
In short, although sound in its internal logic, it begs the central question 
of how to bring such a labor-market policy into being in advanced industrial 
economies. The slow progress in reducing structural rigidities in European 
labor markets bears testimony to the difficulties involved. 

In~. because of the limitations of other policy instruments, 
monetary policy is often called on to serve both external and internal 
objectives. If a move to target zones were made, it would require 
shifting more of the emphasis toward external objectives. This might 
not create a major problem if all members of the target zone geared 
monetary policy toward price stability; or if coordinated, sterilized 
exchange-market intervention could ease the external obligations of 
monetary policy; or if fiscal policy could be made flexible enough to 
deal effectively with internal balance. However, since none of these 
three outcomes is likely to be fully realized, members of a target zone 
system would probably still be faced with serious conflicts between 
external and internal balance. At the same time, the constraints on 
macroeconomic policies induced by a target zone system might make a 
contribution to the realization of these three outcomes. 

5. How would initial misalignments be handled in a transition to a 
target zone system? 

The operational issues discussed thus far are relevant for the 
possible implementation of target zones. There is the additional issue 
however of how a transition to a target zone system might be managed. 

1/ Fiscal policy also has a role to play in achieving a given real 
exchange rate on a sustainable basis. 
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This is especially relevant in present conditions of apparent large 
misalignment of several key-currency exchange rates. Two options are 
noteworthy. 

The first option would be to impose preconditions that must be 
satisfied prior to the implementation of the target zone system. Spe
cifically, it could be required that each country's actual exchange 
rate fall within the calculated target zone prior to the formal adopti~n 
of the system. For some countries, this would imply a significant change 
in the mix of current and anticipated macroeconomic policies, and just 
as important, the reflection of such policy changes in market exchange 
rates. 

The logic for such preconditions is threefold: (i) it would provide 
an early test of the seriousness that member countries attach to the 
commitments involved in participating in a target zone system; (ii) it 
would avoid saddling the new system a with large initial disequilibrium 
that could lead to early collapse for reasons unrelated to the system 
itself; and (iii) it would generate an early reading of how large dif
ferences in estimates of central rates and of target zones would be, and 
of how such differences could be resolved. A possible disadvantage is 
that when current misalignments are very large, they may exaggerate the 
difficulties involved in operating such a system under more normal 
circumstances. 

The second option would be to gradually phase-in the target zone 
system by allowing for a transition period during which problem countries 
have wider zones and more frequent adjustment of central rates. 1/ The 
logic behind this option is: (i) it recognizes that large turnarounds 
in macroeconomic policy, particularly fiscal policy, are difficult to 
accomplish in the short-term; (ii) it still may provide some impetus to 
discipline in the conduct of macroeconomic policies; and (iii) the wider 
zones, and possibilities for more frequent adjustment, would reduce the 
frictions associated with the uncertainty and diversity of estimates 
about the equilibrium central rate. The disadvantages are that it may 
slow down the necessary adjustment of policies, that it may raise 
questions about "equal treatment" of members, and that it would not 
provide an early test of government commitment. 

1/ "Target zones would be phased in progressively." G-10 Report, 
paragraph 31. 
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Surveillance Over Exdhange Race Policies-
Biennial Review of 1977 Document 

I.· Introduction 

The decision adopting the document "Surveillance Over Exchange Rate 
Policies" (Decision No. 5392-(77/63), April 29, 1977) provides for a 
r~view of Che document every cwo years. The document itself acknowledges 
that the principles and procedures it sets forth "ar~ 1ot necessarily com
prehensive and are subject to reconsideration in Che llght of experience." 
The present paper constitutes the basis for the biennial review of Che 
surveillance principles. It also serves to review and discuss the propo
sals made in the reports of the Group of 10 and the Group of 24 that would 
involve changes to the text of the 1977 document. A companion paper 1/ 
considers chose proposals in the G-10 and G-24 reports that affect the 
implementation of surveillance without necessarily requiring -changes in 
the text of the 1977 document. 

The Second Amendment, which introduced the provisions on surveillance, 
became effective on April 1, 1978, and the first biennial review of the · 
surveillance document was therefore scheduled to· take place not later than 
-April 1, l980 •. There have thus far been three reviewa of the document 
(in 1980, 1982, and 1984). There have al.so been reviews of the implemen
tation of surveillance on seven occasions, three of which coincided with 
the above-mentioned reviews of the basic document. 

The reviews that have taken place have resulted in a number of modi
fications in the way in which the Fund's surveillance activities are con
ducted, including the adoption, in 1979, of a "Supplemental Surveillance 
Pt'ocedure'" intended to facilitate discussion of exchange rate developments 
considered to be important or to have important effects on other members. 
The basic document "Surveillance Over Exchange Rate Policies~ has not 
been amended as a result of any of Che three reviews that have taken 
place, despite the expectation at the time the Decision was adopted that 
the principles and procedures would be subject to reconsideration in Che 
light of experience. 

The fact that the Surveillance document has not been changed does 
not, ·of course, reflect a feeling of satisfaction with the way in which 
surveillance has operated. In fact, the annual and biennial reviews 
have revealed widespread concern that Che objectives of Fund surveillance 
are not being fully met. However, Directors have generally felt that che 
source of the problem lies not so much with the principles and procedures 

1/ "Surveillance over Exchange Rate Policies--Annual Review of Surveil
lance and Review of Proposals for Changes in Procedures," SM/86/4, 1/10/86. 
See also "Surveillance over Exchange Rate Policies--Annual Review: Back
ground Material." (To be issued.) 
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:hemselves as with :he willtngness of members, individually and collec
tively, to carry :hem in:o effec:. I: has been considered :ha: :he 
language of :he 1977 Decision is sufficiently widely drawn :o permi: :he 
Fund :o express views on :he whole range of policies affec:ing in:erna
:ion~l economic developmen:s. A: :he same :iroe, i: has been feared :ha: 
grea:er specifici:y in prescribing policies would rnee: wi:h disagreemen: 
and might not be in accordance wi:h :he requirement of :he Ar:icles of 
Agreement that... • ..:hase Principles shall respec: the domestic social 
and poli:ical policies of members, and in applying these principles, :he 
Fund shall pay due r-egard to t:.he circums:anc'~S of members." ll 

For several reasons, the current review of the Surveillance document 
is an opportune occasion for a aiore thorough-going reappraisal of the 
basic principles of surveillance than has taken place in earlier reviews. 
In the first place, concerns abou: exchange rate variability have, if 
anything, intensified in :he period since the last review. Exchange ra:e 
variability has been a more troubling feature of international economic 
relationships than was expected at the time the Decision was adopted. 
This applies both to short-tun exchange rate volatility and, l'IIOre parti
cularly, to longer-term exchange rate swings. Second, it is clear that 
management of the debt difficulties facing developing countries can be 
hampered by inappropriate policies affecting exchange rates or unpredic
table exchange market developments. This applies both to exchange rate 
policies of heavily indebted countries themselves, and to exchange ra:e 
developments among their industrial country trading partners. These 
latter can have major implication& for the real cost of servicing debt, 
as well as for the strength of protectionist sentiment •. 

A third reason for reconsidering the surveillance document is the 
attention given to the functioning of the exchange ra:e system and :he 
subject of surveillance in :he recent reports of :he G-10 and the G-Z4. 
Both of these reports devote considerable a::ention to the subject of · 
surveillance, and make recommendations for improvements. The G-10 
report notes tha: surveillance has not been as effective as desirable in 
bringing about needed policy changes. The appropriate response to these 
shortcomings is fel: to lie in a strengthening of existing mechanisms for 
encouraging better policies rather than in major changes in :he ins:i:u
:ional structure for surveillance itself. ~ever:heless, :he report 
invites the Board to review the 1977 and 1979 decisions with a view :o 
facilitating greater use of supplementary surveillance procedures, and 
makes a number of other sugges:!ons :ha: could involve changes in the 
text of :he 1977 document. In addition, some deputies from G-10 countries 
expressed interest in exploring :he technical aspects of target zone 
proposals. More generally, i: is for consideration whether changes in 
the underlying surveillance document could play a constructive role in 
contributing to the objectives set ou: in :he G-lO report. 

Jj Article IV, Section 3(b). 

.. "'. 
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The report of the G-24 goes further than that of the G-10 in sug
gesting changes to the existing mechanisms of surveillance, and contains 
several proposals that would requi~e changes in the language of the 
surveillance document. Paragraph 77 of the G-24 report states :ha: 
~Surveillance ••• should be explicitly recognized as surveillance of the 
international adjusiment process." Paragraph 66 proposes the use of 
"target zones" for exchange rates as a means for achieving greater 
exchange rate stability, and paragraph 68 puts forward the concept of 
exchange rate misalignment as a criterion or trigger for multilateral 
consultations. A.l these proposals would require changes in :he 1977 
Decision and suppor~ing document to give them effect. 

The plan of the rest of the paper is as follows: Section II sets 
out the background to the 1977 Decision, indicating the prevailing view 
of international economic interactions at the time tha: decision was 
adopted, and the perceived scope and limitations of the surveillance 
mechanism. (As part of this background, this section also covers earlier 
experience with the "Guidelines for Floating'" which were adopted in 
1974 and effectively lapsed with the adoption of· the 1977 Decision.) 
Section III of the paper considers developments in the nine years or so 
since the .Surveillance document was adopted. The purpose of this is to 
identify those aspects of the world economy that have differed from·:he 
evolution that was foreseen in 1977, and to consider the implications of 
these differences for the content and role of ex~hange rate surveillance. 
Section rl considers ways in which the existing surveillance document 
might be changed in the light of the preceding analysis. · It:. does not 
propose specific language, but rather attempts to consider the issues 
raised in giving effect to some of the proposals that have been made 
concerning the exchange rate system. This section also considers those 
procedural suggestions that would involve changing the language of the 
1977 decision. Lastly, Section V discusses the future organization of 
work on the issues raised in this paper. It considers the nature of :he 
guidance that might be sought from the Interim Committee on the major 
substantive issues involved, and the means by which such guidance could 
be used to make further progress toward a revised decision. The Appendix 
to the present paper reproduces the 1977 Decision, and the supplemental 
procedure introduced in 1979. 

1. 

II. Background to the 1977 Document 

The 1974 "Guidelines for Floating" 

During the period of the par value system, :he Fund had frequently 
expressed views on members' economic policies in general, and on :he 
effectiveness of .their adjustment policies in particular. A body of 
experience had been accumulated concernfng how to define what:. constituted 
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a "fundamental disequilibrium" that would justify exchange rate action. 
However, little attention had been devoted to developing a code for 
economic policy-making tha: would be applicabte in circumstances where 
most major currencies were floating. The need for such a code became 
apparent during 1973-74, when it grew clear that flexible rates al'llOng 
major currencies would probably endure for a considerable period. 

The ''Guidelines for :he Manage:ment of Floating Exchange Rates" were 
adopted on June 13, 1974. lJ They were based on an analytical view of 
the world i, ·1hich: 

(i) it was considered possible to make an operationally meaningful 
distinction between policies being used for balance of pay,:aents purposes, 
and policies being used for other purposes; 

(ii) balance of payments equil~briWD could be defined as a situation 
in which the current account surplus or deficit was equal to "norm.al" 
capital flows plus reserve accumulation; 

(ii!) "normal" capital flows could be identified on the basis of 
slow-moving historical trends; 

(iv) current account flOtJS were a fairly predictable function of 
relative prices and the relative cyclical position of the countries 
concerned; and 

(v) short-term capital (or "hot money'') was conside-red liable to 
move in an unpredictable way in response to speculative or interest.rate 
factors. 

In this view of the world, three types of dangers were perceived to 
be important. First, the volatility of short-term capital was thought 
likely to give rise to undesirable short~term fluctuations in exchange 
rates. (A related fear was that in the absence of short-term stabi
lizing speculation, individual i.arge current account transactions might 
themselves introduce instability into day-to-day rates.) A second fear 
was that short-term swings in a country's balance of payments (e.g., for 
seasonal reasons) might lead to unnecessary exchange rate shifts unless 
"buffered" by reserve changeso And· a third fear was tha: longer lasting 
swings in the current account position (caused, for example, by cyclical 
factors) might give rise to exchange rate movements that would have to be 
reversed at some future date. This could be particularly damaging if 
weakness in the domestic economy led to a strengthening of the current 
account and if, as was widely believed at the time, a strengthening of 

Jj Executive Board Decision No. 4232-(74/67), 6/13/74. 

.. 
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the current account tended to push up :he exchange rate. Such exchange 
rate·appreciation would tend to further unbalance relative cyclical 
positions. 

The ··Guidelines for Floating .. addressed each of these :hree concerns. 
The first guideline stated that members should intervene to prevent or 
moderate short-term (day-to-day and week-to-week) fluctuations in rates. 
The second guideline permitted members to act ("through intervention or 
otherwise") to moderate month-to-month and quarter-to-quarter movements. 
The third guideline dealt with target zones. If countries wished to establish 
target zones, or exchange rate .. norms", for their currencies, they could do 
so, but would have to consult with the Fund. If a country did not establish 
a target zone, the Fund itself could find that its rate had moved outside 
the "range of reasonable estimates of the medium term c.orm for that rate." 
It could then encourage the member to either permit the rate to move back 
toward the range, or to take action to moderate further divergence from the 
range. A member would.not be asked to resist strong market pressure, 
and it was accepted that ·on occasion, the market view [of an exchange 
rateJ may be more realistic than the official view ..... 1J 

The central focus of the policy actions discussed in the gu~delines 
was the exchange urket. The "Commentary" that accompanied the guidelines 
gave the following definition of exchange rate policies. 

••'Action to influence an exchange rate' includes, . besides exchange 
market intervention, other policies that exercise a temporary effect 
on the balance of payments and hence on the exchange rate, and that 
have been adopted for that purpose. Such policies may take the form 
of official forward exchange market intervention, official borrowing, 
or lending, capital restrictions, separate capital exchange markets, 
various types of fiscal intervention, and also monetary or interest 
rate policies. Monetary or interest rate policies adopted for demand 
1J1anagement purposes or o~her policies adopted for purposes other than 
balance of payments purposes would not be regarded as action to 
.influence the exchange rate." 

The "Guidelines for Floating" did not contain specific procedures for 
monitoring, or for the exercise of surveillance. During the course of 
1974-75 various proposals for the implementation of surveillance were 
developed but these did not lead to a formal decision by the Board, and 
by early 1976, the guidelines were effectively superseded by the agreement 
in principle reached in Jamaica on a revised Article IV. For much of the 
period during which the Guidelines were in effect, the major countries 
provided reserves information that permitted a judgment to be reached as 

lf See SM/74/75, Supplement l, 6/21/74. 
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to whether intervention was moderating month-to-month or quarter-to
quarter movements in rates. Confidential information was also provided 
to show how intervention was used to counteract short-term volatility. 
Concerning the third guideline, however, no country with a floating 
exchange rate chose to consult with the Fund concerning a medium-term 
target zone, nor did the Fund use its powers to firtd that a country's 
rate had moved outside the range of reasonable estimates of a medium-term 
norm. Nevertheless, the staff did make regular calculations of the under
lying balance of pay,nents position of the major countries with floating 
rates, and. provided qualitative assessments of the direction and broad 
magnitude of the exchange rate changes needed to restore equilibrium. 

2. The 1977 document 

As just noted, the effort to improve the im-plementation of the 1974 
guidelines was effectively suspended in January 1976, with agreement in 
principle on a-new Article rv at the Jamaica meeting of the Interim 
Committee. This agreement emphasized the central importance of stable 
domestic policies in providing the basis for a stable international 
monetary system. 1/ Thus, the obligations placed on members in the 
·amended Article IV gave emphasis to the need to foster orderly underlying 
economic and. financial conditions, and. to direct policies toward the 
objective of fostering orderly econollic growth with reasonable price 
stabil1 ty. Members I obligations with respect to exchange policies were 
to "avoid manipulating exchange rates or the international monetary 
system" and to "follow exchange policies compatible'* with their other 
obligations. The amended Articles left to the Executive Board the work
ing out of ··specific principles for the guidance of all members with 
respect to those policies." 

a •. The global economic environment in 1977 

The Executive Board began consideration of principles for the guidance 
of members' exchange rate policies shortly after the agreement reached at 
Jamaica. At that time, three years had elapsed since the end of fixed 
rates and the adoption of floating by most major currencies. These three 
years had been characterized by: · a major international recession; a four
fold increase in oil prices; a major shift in payments balances on current 
account; a surge of inflation; and a considerable degree of variability 
in exchange rate relationships. 

Of particular note was the extreme variability of inflation, both 
across countries and over time. In 197S, for example, the average rate 
of increase in the GNP deflater of the seven largest industrial countries 

Jj See IMF Survey, January 19, 1976. 
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was 10 1/2 percent, wi·:h a range running from about 7 percent in Germany 
to 28 percent in the United Kingdom. Within countries, changes in infla
tion performance were also dramatic. In Japan, for example, inflation 
touched 26 1/2 percent (at an annual rate) in the first half of 1975, but 
had fallen back to 6 percent by the first half of the following year. In 
:he United Kingdom, inflation fell from some 32 percent· in the first half 
of 1975 to 12 1/2 percent in the first half of 1976. 

Also noteworthy were the sharp shifts in balance of paYt11ents posi
tions that accompanied the substantial changes that were taking place in 
the international economic environment. The U.S. current account was in 
small surplus in 1973 and 1974, then moved into ·record surplus in 1975, 
before shifting back toward deficit in 1976. Japan, by contrast, was in 
substantial deficit on its current account in 1974 before swinging strongly 
back into surplus in 1976. 

Reflecting these developments, exchange rates also moved substan
tially. The U.S. dollar depreciated by 13 percent in the first seven 
months of 1973 then recovered by 12 percent in the ensuing six months. 
The currencies of countries affected by high inflation rates (especially 
the pound sterling and the Italian lira} exhibited a general tendency to 
depreciate through most of the early years of the floating period. The 
countries with relatively good inflation performances throughout this 
period (e.g., Germany and Switzerland) showed a general tendency to appre
ciate, though with interruptions of one or two quarters. The Japanese 
yen, after having appreciated up to early 1974, then fell sharply as 
price increases in Japan accelerated. 

b. The lessons of the early experience with floating 

It is not easy to characterize the lessons which policy makers in 
1976 felt had been learned from the early experience with floating. 
Nevertheless, certain conclusions having relevance for the design of 
surveillance principles seem possible. Four are of particular importance. 

First, it was recognized that it had become considerably more diffi
cult to estimate the underlying current account balances associated with 
a particular pattern of exchange rates. This was partly because there 
was more uncertainty about what constituted "normal .. cyclical positions. 
It hsd become difficult to interpret indices of capital utilization, 
since part of the capital stock had been rendered obsolete by the increase 
in energy prices. Moreover, traditional notions of full employment had 
become unrealistic as a guide to normal employment levels over a standard 
business cycle. A further difficulty in estimating underlying current 
account balances was created by the sharp movements that had occurred in 
terms of trade and relative costs. Since these factors affected current 
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account positions with uncertain and distributed lags, and since they had 
fluctuated substantially during the previous several years, it was diffi
cult to estimate the relevant elasticities for the medium and longer run. 

Second, it was recognized that normal capital flows had become. 
considerably harder to estimate. With the significant increase in the 
balance of payments surpluses of oil countries, the disposition of capital 
flows in the world economy became much more dependent on the portfolio 
allocation decisions of the majo~ oil-exporting countries. Not only 
that, prospective capital flows depended to a substantial extent on how, 
and how quickly, the surpluses of oil exporters would be absorbed in higher 
imports. With this uncertainty about the prospective level of "normal" 
capital flows for the major industrial countries, the current account 
position that was associated with overall equilibrium was also uncertain. 

Third, the role of expectations in influencing exchange market devel
opments was increasingly apparent. These exi:,ectations related both to 
factors that affected the current account directly, and to developments 
that could have a more general effect on overall economic performance. 
Movements in oil prices, for example, could affect currency relationships 
among industrial countries depending on the relative extent to which such 
price changes were expected to affect their payments positions. And.shifts 
in inflation prospects resulting, say, from wage bargaining agreements, 
could affect exchange rates before showing up in actual cost differentials. 

Fourth, the early experience with floating appeared to be consistent 
with the view that relative price performance (both actual and prospec
tive) was perhaps the most important single determinant of exchange rate 
developments, at least over the medium term. The countries with the best 
price performance (Germany and Switzerland) had consistently appreciating 
rates; those with the worst price performance (Italy and the United 
Kingdom) had experienced depreciation; and the country with the most 
volatile inflation (Japan) had appreciated during the period when its 
performance was better than average and had depreciated when its infla
tion rate rose above the average. (It should be noted, however, that 
there were also substantial movements in exchange rates that could not 
be related to price developments.) 

c. Implications for surveillance. 

If the above lessons were indeed those that could be drawn from the 
initial experience with a regime of floating rates, they carried the 
following implications for the design of surveillance principles: first, 
it would be hard, if not impossible, to base exchange rate principles on 
the concept of an agreed equilibrium exchange rate; second, instability in 
exchange rates was the result of instability in the surrounding economic 
environment; th1rdt a major source of instability in the surrounding 
environment was high and volatile inflation. 

•. 
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For these reasons, neither the amended Article IV nor the surveil
lance document adopted subsequently, makes any reference :o the concept 
of "normal" or equilibrium exchange rates. The basic philosophy of the 
amended Article IV is :ha: members should follow stable domestic policies 
that.will contribute to "orderly" economic growth and reasonable price 
stability. Members are not expected to take specific actions wi:h regard 
to exchange rate policies, but rather to avoid manipulation and to follow 
policies compatible with the other undertakings of Article IV. The expec
tation was that the restoration of stability in the domestic economies 
of member countries would be the main requirement for restoring better 
stability in the international exchange rate system more generally. 

The amended Article IV provided, in Section 3(b), for the Executive 
Board to adopt ··specific principles for the guidance of all members" with 
respect to their exchange rate policies. However, the '"specific principles" 
contained in the surveillance document go little farther than the text of 
the Article itself. They provide for intervention to counter .. disorderly'" 
market conditions, and enjoin countries to take account in intervention 
of the interests of the country issuing the intervention currency, but 
otherwise simply repeat the obligation to avoid manipulation. 

The fact that the main principle of exchange rate policies is the 
need to ··avoid manipulation" carries two implications that are worthy of 
note. The first is that, in the absence of manipulation, the pursuit of 
the other obligations of Article IV (namely the fostering of orderly 
underlying economic and financial conditions) is expected to lead to a 
broadly satisfactory outcome for the exchange rate. The second is that 
some guidance is needed to recognize manipulation. 

Identifying "manipulation" occupied a considerable part of the time 
devoted by the Executive Board to the formulation of the S~rveillance 
document. It was recognized early on that a wide range of economic poli
cies affected exchange rates. Rowever, as an early staff paper noted, JJ 
some limitation was needed on those policies that would be considere4 
.. exchange rate policies" if the necessary focus was to be provided for 
the Fund's surveillance activities. Therefore, attention was directed 
to policies that had a rather direct impact on conditions in the foreign 
exchange market. (Other policies would be reviewed by the Fund under its 
obligation to "oversee'." members' compliance with their obligations to 
foster orderly underlying conditions rather than as an aspect of surveil
lance over exchange rate policies per se). 

JJ "Surveillance of Members' Exchange Arrangements Under the Amended 
Draft Article IV: A Discussion Paper," SM/76/176, 7/30/76. 
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It was also recognized a: an early.s:age that policy ac:ions :ha: 
might constitute manipulation under one sat of circumstances would no: 
necessarily have a similar connota:ion under o:her circumstances. Early 
drafts of the surveillance document carried the implication that certain 
ac:ions--e.g., prolonged one-way intervention, excessive borrowing or 
lending or abnormal current or capi:al con:rols--would be considered 
prima facie evidence of manipulation. Eventually, however, it was agreed 
that such developments should be no more :han "pointers", to be :aken 
into account by the Managing Director in reaching a judgment on whether 
the possibility of a need for diacussion with a member existed. I: was 
also agreed that in addi:ion to the specific "pointers" that could indi
cate the need for discussion with a member, any behavior of :he exchange 
rate that appeared to be unrelated to underlying economic and financial 
conditions could also create the basis for supplementary consultation. 

In brief, the conclusion was that, while manipulation could not be 
defined in the abstract, it could be identified in specific cases. I: 
was therefore envisaged that, with the accumulation of a body of expe
rience, it would become clearer, both to the Fund and to its member 
countries, what constituted manipulation. This approach dictated the 
structure of the document that was eventually adopted. Since it was no: 
possible to develop ··specific principles for the guidance of members" 
that went much beyond the language of the Articles, an indicaeion was 
needed as to how such guidance would evolve over time. Thus in the 
document the principles for the guidance of members, which are rather 
general, are accompanied by principles for the guidance of the Fund, 
which attempt to illustrate circumstances in which a dialogue about the· 
appropriateness of exchange rate policies should occur. There is then 
a section on procedures which specifies how that dialogue should be con
ducted and concluded. 

1. 

III. The Working of the Exchange Rate System Since 1977 

The changing nature of tha issues facing policytnakers 

The main issues that have arisen in the working of t~e exchange rate 
system over the past nine years have differed somewhat from :hose that 
were foreseen at the time the surveillance document was adopted. First, 
manipulation of the kind envisaged in the document has not been a serious 
problem. Second, although much greater price stability has been restored 
among the major countries, shifts in exchange rates have been substantial. 
Third, capital flows have proved to be larger and more volatile than could 
have been foreseen in 1977. And lastly, the procedure that provides for 
additional or special consultations (procedure V) has never been invoked, 
so that no "case law" has been built up that could help make members' 
obligations in the field of exchange rate policies more specific. Each 
of these features warrants some elaboration: 
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-Exchange rate manipulation. For much of :he period sin.ce 1977, 
although exchange rates were certainly strongly influenced by divergences 
in policy mix, major industrial countries did not seek to afEect condi
tions in the foreign exchange market directly, other than in the con:ex~ 
of the EMS. This choice reflected a number of factors, including :he 
belief that market forces would be effective in bringing about an appro
priate exchange rate, a recognition that the resources at :he disposal of 
private market participants were much larger than those of the authorities, 
:he view that sterilized intervention would have only a transitory influ- · 
ence on market conditions, and :he belief :hat unsterilized intervention 
would require an undesirable loss of control over domestic monetary condi
tions. Nevertheless, intervention has been felt to be useful in certain 
circumstances, particularly when :he authorities have believed a particular 
pattern of rates to be sustained by artificial factors and to be unrelated 
to fundamental factors. Concerted intervention has occurred on a number 
of occasions.since 1977, including November 1978, September 1984, February 
1985, and most recently in the past few months following the September 
1985 G-V meeting in New York. On these occasions, the intervention, being 
coordinated (or at least agreed) among the countries directly involved, 
has not involved policy conflicts and has been felt to be useful in 

·influencing exchange rates in an appropriate direction. The substance of 
the new policies has been communicated to ~he Fund by :he members con
cerned. 

-Inflation and exchange rates. The period since :he mid 1970s has 
also witnessed a considerable reduction in inflationary pressures in 
industrial countries, and a narrowing in the dispersion of inflation 
rates about their mean level. In 1974-76, inflation had averaged 10 per
cent in the industrial countries as a group, with a standard deviation of 
4 1/2 percentage points about this rate. By 1984-85, the average infla
tion rate had fallen below 4 percent with a standard deviation of less 
than 3 percentage points. Ths convergence of inflation rates toward a 
lower level did not, however, bring about the expected reduction in 
exchange rate variability, whether exchange rate movements are measured in 
the short or longer term. Quarter-to-quarter movements in key exchange 
rate relationships were considerably greater in 1984-85 than they had 
been in 1975-76. Medium-term exchange rate swings have also had greater 
amplitude. This is particularly evident for the U.S. dollar, whose real 
effective exchange rate (measured as a quarterly average) fluctuated 
within a range of 10 percent during 1974-76, but moved by more than 
SO percent during the four years to :he first quarter of 1985. There 
have also been striking movements in the exchange rates of other major 
currencies. The real effective rate of :he Japanese yen, for example, 
fell by over 25 percent between late 1978 and eariy 1980, and the 
deutschemark depreciated by a similar amount over :he five years to early 
1985. In both cases, the exchange rate movements were significantly 
larger than those that occurred in :he first four years of floating. 
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-Capital flows. One of the reasons for these unexpectedly wide 
movements in key exchange rates is to be found in the growing importance 
of divergences in economic policy mix in creating incentives for capital 
flows. While it has been recognized for ·some time that the foreign 
exchange market should be viewed largely as an asset market, it was 
generally felt that the de.terminants of market participants' willingness 
to hold assets in different currencies would be affected by many of the 
same factors that influenced the evolution of current account positions. 
It has become clear, however, that the volume of internationally mobile 
capital is sufficient to finance current account imbalances that are 
considerably larger and more prolonged than was earlier considered pos
sible. 

-Use of supplementary consultations. The fact that "manipulation" 
has rarely occur,:ed, at least in the restrictive sense envisaged in the 
surveillance document, has meant that the specific provisions for supple
mental consultations have not been invoked. 1/ The realization that it 
would be difficult for the Managing Director-to initiate special discus
sions under the surveillance decision, because it would be interpreted as 
overt disagreement with a member's policies, gave rise to the 1979 deci
sion on supplemental surveillance procedures. These. were intended to 
provide a neutral basis for discussions, by permitting consultations to 
take place following any exchange rate developtDent that .. may be important 
or may have important effects on other members.·· y 

2. weaknesses in the working of the exchange rate system 

The features of the international economic environment described 
above have led to three kinds of development that are of concern from the 
point of view of the international exchange' rate system. First, short
term exchange rate volatility among major currencies has created a climate 
of uncertainty that is felt to impede the balanced expansion of trade and 
investment. Second, medium-term exchange rate swings of these currencies 
have been associated with a balance of payments structure that cannot be 
considered sustainable in a longer-term context. And third, many coun
tries with fixed exchange rates developed unsustainable current account 
deficits, financed by excessive borrowing from commercial sources. Such 
overborrowing culminated in the debt crisis when access to capital inflows 
was curtailed. These concerns may be considered in turn. 

Short-term exchange rate volatility became much larger after the 
advent of generalized floating and, contrary to some expectations, has 
not shown any tendency to diminish with the passage of time. The average 

1/ A special mission was sent to Sweden after the 1982 devaluation of 
the Swedish Krone, but it was decided not to use the powers of the sur
veillance decision as the basis for the mission. 

'l:.f Decision No. 6026-(79-13), 1/22/79. (See Appendix.) 
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of daily changes in the rates of five major currencies against the U.S. 
dollar, which had been well under 0.1 percent during the decade of ::he 
1960s, averaged 0.3 percent during 1974-76, and was 0.5 percent in 1983-85. 
A similar picture emerges when monthly rates are considered. Average 
movements in monthly average exchange rates were around 0.1 percent in 
the 1960s, 1.6 percent in 1974-76, and 2.4 percent in 1983-85. However, 
while this volatility undoubtedly introduces an additional degree of 
uncertainty into the finance of international trade, neither a priori 
reasoning nor empirical evidence suggests that the effects of short-term 
exchange rate movements on the volume of international trade have been 
substantial. Well-developed forward markets exist for short-term 
maturities in all major currencies, and ::he cost of purchasing forward 
cover in these markets (me~~~red as the spread between bid and offer 
prices) remains small. It is true that forward markets are less available 
for· the currencies of developing countries, but this cannot be attributed 
mainly to the volatility of rates among major currencies. With relatively 
few exceptions, empirical studies on the effects of short-term exchange 
rate volatility on trade have concluded that there is little evidence to 
support the contention that such effects are of major importance. 1/ 

The same cannot be said of the longer-lasting swings in exchange 
rates that have also characterized the floating rate period. Such 
exchange rate movements, unlike the short-term volatility discussed 
above, last long enough to affect resource allocation decisions. They 
give rise to shifts in profitability that can induce major reallocation 
of resources between traded and nontraded goods industries. The prospect 
of such profitability shifts can reduce the attracttveness of capital 
formation (particularly in longer-lived assets). When relative costs do 
change, unemployment can result, as well as the other costs involved in 
transferring resources to new activities. Moreover, when unemployment 
appears to be due to the capricious behavior of the foreign exchange 
market, it can more easily generate pressures for protectionism. Lastly, 
when large exchange rate movements are asso·ciated with the buildup of 
unsustainable current account imbalances, uncertainty is created about 
when and how the eventual reversal of these imbalances will be brought 
about. 

The third concern about the functioning of the exchange rate system 
relates not to variability of exchange rates in industrial countries but 
to the way in which developing countries have been able ::o use excessive 

1/ See, IMF, "Exchange Rate Volatility and World Trade," Research Depart
ment, July 1984; Akhtar, M.A., and R.S. Hilton, "Exchange Rate Uncertain
ties and International Trade'"; Research Paper No. 8403, Federal Reserve 
Banlt of New York, May 1984; Gotur, Padma, "Effects of Exchange Rate 
Volatility on Trade: Some Further Evidence,·· IMF Staff Papers, September 
1985, pp. 475-512. 
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external borrowing to delay needed balance of payments adjus~ment. The 
size of resulting imbalances financed through reliance on unsustainable 
capital inflows in the period leading up to 1982 meant that the loss of 
creditworthiness that occurred in that year had more severe consequences 
·for the economies concerned than need otherwise have been the case. The 
responsibility for the crisis that emerged in 1982 must be shared by 
countries which over-borrowed, creditors which over-lent, and the insti
tutional arrangements that permitted such developments to occur. In the 
three years 1979-81, the group of countries ~hich later experienced 
debt-servicing difficulties increased their borrowing from commercial 
banks at an average annual rate of 24 percent. In 1984-85, their net 
borrowing grew at a rate of only 2 percent, and would have shrunk by a 
substantial amount had it not been for major pack.ages of concerted lend
ing under rescheduling arrangements. With the benefit of hindsight, it 
is possible to see that these countries were enabled to maintain unsus
tainable exchange rate and current ac~nt positions through excessive 
official borrowing--even though euch'borrowing was not specifically 
unde~aken for balance of payments purposes. 

3. Implications for surveillance principles 

The foregoing discussion carries a number of important implications 
for the design of principles f9r the conduct of members' exchange ra:e 
policies. Six seem particularly worthy of note. 

a. The absence of manipulation is a necessary, but not a suffi
cient, condition for the emergence of a sa:isfactory underlying balance 
of paymen:s position. There have been few if any ins:ances where major 
countries have for balance of pavments purposes adopted policies tha: 
could reasonably be said to hamper the working of :he adjustment process. 
Yet :here has been considerable volatility in exchange rates, and currency 
values have moved to levels that are unsustainable in the longer run. 

b. The restoration of domestic price stability is not in itself 
sufficient to restore exchange rate stability. This result is contrary 
to a number of expectations :hat were entertained at :he time the surveil
lance document was adopted. At that time, :he high level of inflation, 
and the prevailing unce~ainty about future price :rends, were considered 
to be the major factors behind the unexpected degree of exchange rate 
variability in the early years of floating. In recent years, however, 
the average rate of inflation has fallen dramatically, and the disper
sion of price increases has narrowed, bu: the amplitude of exchange rate 
swings has increased. 

c. The principal determinants of medium-term exchange rate swings 
in industrial countries are fluctuations in domestic ~avtng/invesement 
balances. These induce capital flows which in :urn give rise to exchange 
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rate movements and generate the shift in current account positions that 
is the coun:erpart of the change in domestic saving/inves:ment balances. 
Thus, if it is desired to diminish the amplitude of exchange ra:e move
ments, actions mus: be taken to stabilize saving/investment balances. 

d. Government policies, and in particular the mix of monetary and 
fiscal policy, are a major determinant of shifts in national saving and 
investment levels. At the same time, the effectiveness of policy in pro
moting a conducive environment for saving and investment in the private 
sector can also be important. These policies have not thus far been 
framed with exchange rate objectives in mind, but exchange rate consider
ations would need to become more important if exchange rate stability is 
accorded greater priority as a policy objective. 

e. The current principles for the guidance of members' exchange 
rate policies do not, by themselves, provide sufficient guidance to 
generate medium-term exchange rate stability. Since the choice of policy 
mix through which members seek to create '"orderly domestic economic and 
financial conditions·· is left to the individual member, it is possible 
for divergent choices to lead to undesired exchange rate patterns. The 
procedures that exist for policy mixes to be discussed are useful bu: 
fall short of being a mechanism for effective reconciliation of policy 
objectives. • 

f. The role of intervention in exchange rate management is a 
limited one. Experience has led the major countries to the conclusion 
that sterilized intervention cannot have a major or lasting impact on the 
exchange rate determined by fundamental economic factors. 1/ I: is recog
nized, however, that intervention can play a helpful role on occasions 
where market exchange rates appear to have diverged from the pattern 
implied by economic fundamentals, or when the authorities wish to com
municate to the market their determination to pursue a particular policy 
course with respect to fundamentals. 

1. 

IV. Possible Changes in the Surveillance Document 

The objectives of surveillance in current circumstances 

The fundamental objective of :he Fund's activities in the field of 
surveillance remains the efficient operation of the international monetary 
system. This purpose is stated clearly at the outset of Article IV: 

1/ See "Report of the Working Group on Exchange Market Intervention" 
(chaired by P. Jurgensen), January, 1983. 
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" •••• ·:he essential purpose of the international monetary system 
is to provide a framework that facilitates the exchange of goods, 
services and capital among countries, and that sustains sound 
economic growth •••• " 

The language of Article IV goes on to state that a principal objec
tive is the development of orderly underlying conditions, and requires 
members to collaborate with the Fund and other members to assure orderly 
exchange arrangements and promote a stable system of exchange rates. All 
these purposes remain equally valid in today's circumstances, as do the 
objectives of promoting economic growth and reasonable price stability 
and avoiding harmful manipulation of exchange rates. 

Nevertheless, it can be argued that the individual pursuit of these 
objectives by member countries has not been as successful as could be 
hoped in promoting "a framework t:.hat facilitates the exchange of goods, 
services and capital among countries, and that sustains sound economic 
growth," and has been unsuccessful in promoting a stable system of 
exchange rates. Exchange rate variability has created damaging uncer
tainties, and wide fluctuations in flows of funds between countries have 
required costly reallocation of resources. Moreover, the weakness of the 
surveillance mechanism and the way capital flows have operated helped to 
precipitate the debt servicing crisis from which the world economy is 
still recovering. 

It is widely agreed that the correction of these deficiencies in 
the functioning of the international monetary system should be an impor
tant objective of policy. Efforts in this direction can follow two 
approaches (which are not mutually exclusive): (i) the guidance given to 
members and to the Fund itself through decisions of the Executive Board 
can be amended; and (ii) the manner in which guidance is implemented can 
be improved. Since it has been argued in this paper (and also on the 
occasion of previous reviews of the surveillance document) that the prin
ciples set forth in the document remain valid, any amendment to the 
existing language would presumably be in the direction of clarifying, 
extending, or making ax>re specific the guidance given to members with 
respect to their exchange rate policies. Amendments could also be made 
so as to indicate more precisely circumstances in which the Fund would 
be expected to invoke the consultation procedures provided for in the 
document. These possibilities, which would require a change in the 
Executive Board's 1977 decision, are examined in the remaining part of 
this Section. Changes in procedures for the implementation of surveil
lance can to some extent be considered separately from the specific 
guidance given to members, and are discussed in the co~panion paper 
SM/86/4. 
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2. Main features of the document 

Before proceeding to a discussion of the changes in the Surveillance 
document that could be suggested by the proposals made in the G-10 and 
G-24·reports, it is useful to have a clear idea of the structure and 

. scope of the 1977 decision. The document itself contains four sections. 
The first, entitled "General Principles", defines the limits· of the 
document: it underlines its objective to deal only with the topic of 
exchange rate policies. The second section of the document provides 
principles for the guidance of members. The third section sets forth 
principles to guide the Fund in its exercise of surveillance over members' 
exchange rate policies. And the fourth section provides for certain pro
cedures to be followed, pertaining both to multilateral and to bilateral 
review of exchange rate policies. In addition to the provisions contained 
in the document, an Executive Board decision of 1979 provides for supple
mental surveillance procedures. and the periodic reviews of the impl,men
tation of surveillance have led t·o a number of developments in practice. 

3. General principles 

The section of the document entitled "General Pt:inciples" defines the 
scope of the document as a whole. It limits the coverage of the principles 
and procedures to exchange rate policies, thus excluding domes:ic economic 
policies (regarding which the Fund also has oversight responsibilities 
under Article IV, Section 3(a)). It is recognized that there is a close 
relationship between domestic and international economic policies, although 
the language of the document does not indicate how this relationship should 
be taken account of by the Fund in the exercise of its surveillance respon
sibilities. 

The key issue in'connection with the General Principles is whether 
the surveillance that the Fund is called on to exercise over exchange 
rate policies should involve exa'lllination of members' compliance with the 
obligations covered in Seceion 1 of Article IV, regarding the objective of 
fostering stable economic and financial conditions and a monetary sys:em 
:hat does not tend to produc~ erratic disruptions. The justification for 
such an extension would be the increasing recognition that exchange rate 
movements that cause international concern are more often the unintended 
result of divergences and inadequacies in domestic policies rather than 
the deliberate consequences of policies aimed at influencing conditions 
in the foreign exchange market. !: is clear from Article !V, Section 1, 
that members have obligations in the field of domestic economic policies, 
in particular, the obligation of seeking to promote stability by fostering 
orderly underlying economic and financial conditions. Under Article IV, 
Section 3(a), the Fund has a duty to oversee the international monetary 
system in order to ensure its effectiv~ operation, and to oversee the 
~ompliance of each member with its obligations under Section 1. Of course, 
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:he Articles do not give :he Fund powers of surveillance in areas where 
~embers' policies do not affect the interest of other members. Judgment 
is therefore necessary in deciding ~here the line should be drawn. Never
theless, the experience of recent years is abundantly clear: domestic 
policies and their international interaction~ have an impact on exchange 
rates and on the stability of the system. To be effective, surveillance 
must be extended to all policies having such effects. 

4. Principles for the guidance of members' exchange rate policies 

The section .. Principles. fo;- the Guidance of ~embers' Exchange Rates 
Policies .. contains three principles. Two relate to short-term interven
tion to counter disorderly market conditions and, being uncontroversial, 
are not considered further here. The other guidance provided is a repe
tition of the obligation, in Article IV, to avoid manipulation of exchange 
rates or the international monetary system in order to prevent effective 
balance of payments adjustment or to gain an unfair competitive advantage 
over other members. The rather general nature of this language has the 
advantage of flexibility, since it permits judgment to be exercised accord
ing to the circumstances of individual cases. It has the drawback, however, 
of providing relatively little concrete guida~ce, and permitting conflict
ing interpretations. As events have shown, such guidance has not in 
practice prevented the emergence of exchange rate swings that have created 
international concerns. If it were felt desirable to introduce more 
specific guidance, the possible approaches would fall under three main 
headings: 

a. Members could be encouraged to establish limits to the zone of 
fluctuations for their currency, and to undertake certain actions, or at 
least to consult, as ~he value of their currency moved outside the zone. 

b. Members could be encouraged to establish limits on the develop
ment of certain domestic policy v•riables which, together with guidance 
covering intervention in the foreign exchange market, would be presumed 
to help establish a "sustainable" exchange rate. 

c. The kind of behavior that constitutes manipulation, and that 
is therefore proscribed, could be more precisely and meaningfully defined. 
Such a definition would presumably extend beyond actions narrowly directed 
at the exchange mark.et. 

If none of these approaches were to meet with favor, a fourth approach 
would be to retain the present rather general guidelines, and to focus on 
procedural mechanisms for improving policy formulation and coordination. 

Each of the suggestions just noted can be found, explicitly or impli
citly, in either the G-10 or :he G-24 Report. The G-24 Report favors 
target zones for the major currencies on :he grounds that it would help 
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achieve the objective of exchange rate s::abili:y and sus:ainable levels 
of p_ayments balances. The G-10 Repor:, by contrast, opposes ::he es::ablish
ment. of a target zone system (with some Deputies dissenting). The principal 
reasons given are that it would prove ex:remely difficult in practice to 
reach a consensus on the range of desirable exchange rates, that market 
behavior that was inconsistent with zones would add to inst.ability, and 
that the constraints imposed by zones on domestic policies might undermine 
efforts to pursue sound and stable policies in the medium tet'Tll. 

The theoretical and practical aspec:s of the target zone proposal are 
discussed in some detail in the staff's paper on :hat subject (SM/86/4). 
The adoption of some variant of this proposal as the basis for the opera
tion of the exchange rate system would have clear inrplicadons for the 
principles and implementation of Fund surveillance over exchange rate 
policies. Among the issues :hat would need to be decided are the follow
ing: (i) Should the adoption of target zones be mandatory or optional? 
(Mandatory target zones would of course require amendment of the Articles, 
since the existing Articles give members freedom, subject to certain 
limitations, to t!laintain exchange arrangements of :heir choice); (ii) In 
what forum would a multilateral grid of rates or zones for the larges: 
currencies be decided?; (iii) Row wide should target zones be? (iv) What 
procedures should be applied for changing target zones? (v) What under
takings 1/ would countries ~ake with respect to zones? (Should they under
take to act to prevent their currencies moving outside the zone or simply 
:o consult with respect to the reasons for :he departure?). (vi) Should 
target zones be publicly announced or rather used as a basis for confiden
:ial discussions among the countries concerned? 

The issue of undertakings with respect to target zones raises a fur
ther series of questions concerning the nature of :he guidance to be given, 
through surveillance principles, to members and to the Fund. For example, 
if it were felt that members should act to prevent currencies moving 
outside target zones (or to limit the extent of such a movement) should 
the principles for the guidance of members' policies specify the type of 
policies that can be employed for this purpose? This could be done with 
varying degrees of precision. At one extreme, there could be an under
taking analogous to that of the Bretton Woods system to intervene in 
exchange markets to prevent any departure from the established zones. 
Then, if countri"es wished to avoid undesired monetary consequences from 
such interventions, they would have to take steps to ensure :ha: other 
economic policy instruments were deployed in a manner consistent with the 
commitment to the exchange rate zone. Alternatively, the guidance given 
to countries could be somewhat looser, involving either encouragement to 
take action that would move the currency back.inside the zone, or to 

l/ In what follows, the w'Orld "under:aking" is used in its general, 
rather than in its specific legal, sense. 
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abstain from ac:ions of a kind that would lead :o a further departure. 
Even more loosely, the undertakir.g could simply be one of consulting with 
the Fund, which 'iolould then raise questions concerning how such consultation 
would proceed, and how disagreements would be resolved. These questions 
would have to be dealt with under the section of the surveillance document 
:hat deals 'iolith procedures (see below). 

The possibility of establishing indicators covering domestic policy 
performance is mentioned in the G-10 Report. This proposal has at its 
base the view that undesirable exchange rate variability is mainly the 
result of inappropriate domestic policies, and that any attempt to promote 
more stable exchange rates should focus directly on national policy for
aiation. There has been relatively little discussion, in either official 
or academic circles, of what fortD such ··domestic policy-oriented targets" 
might take. 1/ Questions exist concerning (i) whether such targets should 
be expressed-in terms of policy outcomes or policy instruments; (11) how 
ride a range of policy outcomes or instruments should be subject to tar
gets; (iii) how such policies rd.ght be quantified; (iii) how agreement 
could be reached on appropriate targets or zones; and (iv) what action 
'iJOuld be called for in the event that the target zones were not·ad~ered to. 

Despite the .importance of promot1,ng satisfactory and convergent 
econoraic performance, there are some practical difficulties in basing 
surveillance on undertakings wi:h respect to economic outcomes (such as, 
for example, economic growth or the rate of inflation). Economic outcomes 
can certainly be influenced by :he authorities through the setting of 
policy instruments, but they are also subject to unexpected exogenous 
developments. From a practical viewpoint, therefore, there would be 
advantages in confining domestic economic targets to :he setting of policy 
instruments. The key issue is which instruments should be subject to such 
control. It seems clear that the aggregate stance of domestic fiscal and 
monetary policies is an important element in overall economic and finan
cial policies, and therefore should be a part of any such targets that 
are arrived at. However, it could also be argued that structural policies 
are important in creating exchange rate movements. Countries tha: are 
unsuccessful in removing structural rigidities are likely :o experience 
difficulties in preventing capital outflows, and thus may experience a 
depreciation in the value of their currency relative to that of countries 
where superior economi·c performance tends to attract capi:.al inflows. 

When i: comes :o quantifying domestic macroeconomic policies, the 
most widely used indicators are some measure of growth in the domestic 
money supply, and an indicator of the size of the government's fiscal 

1/ For a discussion of these issues, see "Review and Assessment of 
:.he System of Floating Exchange Rates," SM/86/5, 1/10/86. 



- 21 -

deficit. Judgment: would have to be exercised, however, in picking a 
precise measure for these variables •. Most of the large industrial coun
tries use several different measures of the money supply as a means of 
monitoring the evolution of monetary policy. These measures can move in 
a somewhat different manner, particularly over short periods. Moreover, 
the behavior of :he demand for money, and thus the appropriate path for 
the money stock, can be influenced by developments such as financial 
innovation and changes in the regulatory environment. For these reasons, 
several major countries have adopted an eclectic approach to the assessment 
of monetary conditions, involving attention to a variety of financial 
indicators. With regard to fiscal policy, there is a similar variety of 
possible indicators. The fiscal deficit or surplus can be measured at 
the central or general government level, and can be left unadjusted, or 
adjusted for cyclical factors. There is also the possibility of adjust
ment for other factors of a systematic nature (e.g., inflation) or of a 
more ad hoc nature (e.g., large non-recurring transactions). Lastly, 
other types of fiscal indicator could include the level of government 
expenditure, and the level and incidence of taxation. The variaty of 
possible measures of the fiscal and monetary stance complicates the task 
of developing meaningful and comparable indicators of domestic policy 
stance, but i: does not make it impossible, provided adequate flexibility 
is employed in expressing objectives with respect to these policies. For 
example, zones rather than specific targets could be established, or 
undertakings·could be expressed in terms of the avoidance of large (or 
sudden, or disruptive) changes in the chosen measure. 

With regard to the issue of how to give operational content to domes
tic policy undertakings, several possibilities exist. Members could be 
called upon to set out quantified objectives for monetary and fiscal 
policies for a given period ahead. This could occur at the time of an 
Article IV consultation and be subject to review by (or :he concurrence 
of) the Executive Board. Deviations from expressed objectives, as endorsed 
by the Board, could then be a trigger for a review by the Board of the 
circumstances in which the deviation had occurred. An alternative would 
be to express countries' undertakings more loosely as being to avoid sudden 
disruptive shifts in monetary and fiscal policies, or to formulate such 
policies so as to pro,note the efficient working of the adjustment process. 
The Fund would then have to exercise judgment, during Article IV consulta
tions and at other times, about whether actual policies were consistent 
with the guidance that had been given. 

In assessing what consequences should follow from any departure from 
the expressed objectives of monetary and fiscal policies, it would have 
to be recognized that deviations from targets could occur for a variety 
of reasons. For example, an unexpected shift in velocity could render 
a previously existing money supply target unrealistic. In the field of 
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fiscal policy, a target for the central government borrowing requirement 
might be missed because of unexpected weakness (or strength) in economic 
activity. Given the variety of circumstances which could cause a devia
tion from domestic policy targets, it would not be wise to prescribe too 
closely the response called for in such circumstances. One possibili:y 
would be to simply provide for consultation with the Fund. This would 
permit the country concerned to explain its perception of the causes of 
the developments that-had. occurred, and other countries to express concerns 
they might feel; it would not bind the member to any particular course of 
action. Another possibility would be to call upon the member not to under
take discretionary action that would cause a further deviation of the 
policy instrument from its target until consultation with (and/or the 
concurrence of) the Fund had occurred. 

Clearly, the development of principles based on guidance with respe.ct 
to members' domestic policies raises a large number of practical issues 
tha: c:.annot be developed in detail in a ·short space. In order to adequately 
explore how such issues could be resolved, it would be necessary to evolve 
precise language and to discuss in depth the implications of such language. 
It would not seem fruitful to do this, however, unless Executive Directors 
gave indications that some Ulc.elihood existed that such an approach could 
provide the basis for useful progress. 

The thir,d broad approach, noted above, to changing the ''Principles 
for Guidance of Members' Exchange Rate Policies," is to introduce greater 
specificity into the description of policies that are to be avoided. 
This approach had been attempted in the early stages of drafting the 1977 
document, when it was suggested that certain kinds of foreign exchange 
market actions, such as large-scale direct intervention, official borroq
ing or lending, or the use of controls, could create a· presumption that 
"manipulation" was occurring. 1/ In the event, this approach did not meet 
with favor, as it was felt that the kinds of actions described could be 
desirable in certain circumstances and it wnuld not be justified to create 
any presumption about their appropriateness. It was seen, furthermore, 
as involving an element of discriminatory treatment, as countries with 
floating exchange rates were less likely to find them.selves intervening 
in exchange markets than countries with fixed rates. 

Now that more experience has been gained with the operation of the 
current exchange rate system, it is possible to identify certain types of 
policy that have led to difficulties in the operation of the adjustment 
process. For example, divergences in fiscal/monetary mix among major 
industrial countries have led to patterns of exchange rates and current 

1/ ··surveillance of Members' Exchange Rate Policies under the Amended 
Draft Article IV: A Discussion Paper," SM/76/176, 7/30/76. 
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account balances that could not be considered sustainable over the longer 
term. And heavy borrowing by a number of developing countries in the 
period up to 1982 led to a crisis situation when less favorable prospects 
for·export market growth and the future course of real interest rates 
caused a reappraisal of creditworthiness. In both cases, problems arose 
because capital flows were allowed or encouraged to continue to a point 
where they affected adversely the efficient working of the adjustment 
process. It would be possible for the "Principles for the Guidance of 
Members ...... to include provisions encouraging countries to avoid policies 
that led to such results. Such provisions could be couched with varying 
degrees of specificity. If it were difficult to reach agreement on the 
precise nature of policy actions to be avoided, it could be provided :hat 
members should avoid measures that were inconsistent with the goal of 
promoting balance of payments adjustment in the medium term. This would 
require judgments to be reached concerning the type of policies needed 
for effective adjustment, which could perhaps be adapted from appraisals 
made during the course of Article IV consultations. 

s. Principles of Fund surveillance over exchange rate policies 

This section of the document is a list of developments "which might 
··indicate the need for discussion with a member.·• As noted earlier, the 
sec:ion evolved out of an· attempt to develop a. list that would create. the 
presumption of manipulation; the hesitant tone of the language eventually 
agreed reflects the wish of the Board not to create such a presumption in 
the finally-agreed wording. Nevertheless, the purpose of the section is 
to give some guidance to the Fund in how to judge whether a member has 
(or might have) acted inconsistently with the guidance provided in the 
previous section. 

The first such indicator is protracted large-scale exchange market 
intervention in one direction. The next three indicators are the use, 
for balance of payments purposes, of current or capital controls, exter
nal borrowing and lending, or monetary and other financial policies. The 
last indicator is "behavior of the exchange t'ate ::hat appears to be unre
lated t:o underlying economic and financial conditions, •• " 

A first issue in relation to the continuing appropriateness of these 
indicators is whether it remains sufficient to limit: the indicators des
cribed to actions undertaken "for balance of payments purposes." The 
section does state, in a later paragraph, that any appt'aisal by the Fund 
should take place within the framework of a comprehensive analysis of the 
general economic situation and economic policy strategy of the member, and 
should recognize that domestic as well as external policies can contribute 
to timely adjustment of the balance of payments. ~fevet'theless, the dele
tion of the proviso "for balance of payments purposes" from some of the 
policy developments listed in the section could help broaden the scope 
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of the Fund's responsibility. For example, large-scale official borrow
ing by heavily indebted countries contributed to the subsequent emergence 
of the debt crisis, but it could be argued that such borrowing was not 
specifically undertaken "for balance of payments purposes." Equally, 
the large capital flows among industrial countries that produced large 
exchange rate movements resulted from policies that were not primarily 
oriented to balance of payments objectives. The fact that inappropriate 
policies are not undertaken specifically for balance of payments purposes 
does not, of course, prevent the Fund from expressing its views on them 
during the course of the consultation process. 

A second issue relates to the possibility of extending the list of 
indicators, or making it more precise. Since, as noted above, unsustain
able capital flows have been a major source of subsequent difficulties in 
the international economic system, the emergence of such flows could be 
used as an additional explicit indicator of the need for special consul
tations. Other possible additions to the list of indicators would depend, 
to a considerable extent, on the outcome of decisions with respect to the 
principles for the guidance of members' policies. The Managing Director 
should presumably be directed to initiate discussions in circumstances 
where principles established for members' po.llcies have not been observed. 

A final issue covers the degree of judgment to be exercised by the 
the Managing Director in initiating discussions under the surveillance 
decision. Since the exchange rate developments listed under the "Princi
ples of Fund Surveillance" are not defined precisely, and in any event 
are only to be considered as indicators, considerable judgment remai~~ 
with the Managing Director, although he is required to ··[take] into 
account any views that may have been expressed by other members." One 
consequence of this is that the formal procedures (see below) for initi
ating a special consultation under Article IV, Section 3b, have never 
been invoked (although informal contacts have been held on a number of 
occasions). A rather more more specific set of guidelines for Fund 
action would make the surveillance somewhat more automatic. 

6. Procedures 

Surveillance procedures of different kinds are provided for in the 
1977 document, and in subsequent decisions of the Executive Board. 

( i) The 1977 document provides for· "regular" consultations between 
the Fund and member countries under Article IV. These consultations are 
to include both the observance by members of specific principles wi:h 
respect to exchange rate policies, and obligations under Article IV, 
Section 1. 

(11) The document provides for the continuation of periodic review 
of exchange rate developments within the framework of the World Economic 
Outlook exercise. 
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(iii) The document provides for special procedures to be invoked if 
the Managing Director believes, in the interval .between Article IV con
sultations, a member's policies may not be in accord wtth the exchange 
rate principles. 

(iv) A decision on supplemental surveillance procedures, adopted 
in January 1979, provides for consultations to take place in certain 
circumstances where important exchange rate developments have occurred, 
but no presumption exists that the exchange rate principles have not been 
observed. 

(v) Beginning in 1983 (Decision.No. 7374 (83/55), 3/28/83) the 
staff has provided Quarterly Reports on indicators of real effective 
exchange rates and has issued "Information Notices .. when the real ef fec
tive exchange rate for an individual currency moves by more than 10 per
cent from the date of the last consultation. 

A number of the procedural proposals made in the G-10 and G-24 reports 
relate to the way in which the procedures just described are implemented. 
As such, their adoption would not require any change in the basic surveil
lance do~"Ument. These proposals are discussed at more length in the com
panion paper which reviews the implementation of surveillance (SM/86/4). 
Other proposals would, however, require changes, either in the text of 
the procedures section of the 1977 surveillance document, or in the 1979 
decision establishing the supplemental surveillance procedure. 

Perhaps the key aspect of any modification to existing decisions 
concerns the degree of discretion the Managing Director is called upon to 
exercise in invoking specific consul:ations. It can be argued that such 
discretion provides for a desirable element of judgment in the assessment 
of whether a particular exchange rate develop1D:ent requires further investi
gation. On the other hand, experience suggests that the Managing Director 
may find it invidious to single out countries for special discussions, and 
thus special or supplemen~al consultations at the level of the Executive 
Board may not. take place. The G-10 deputies noted that "it could be help
ful if :.he IMF made greater use of supplemental surveillance procedures .. 
and the G-24 report made a similar suggestion in almost identical language. 

The adoption of t:arget zones far exchange rates, or "indicators" for 
domestic policy variables, would provide an automatic ::rigger for the 
review of a member's policies by t:he Fund. The procedural issues that 
~ould arise would be :hose related to how to proceed,once such a review 
had been set in trai'l. Specifically, should the exercise of "peer pres
sure" during the review process, as suggested by ::he G-10, be :he main 
sanction at the disposal of the Fund, or should other steps be envisaged? 
Additional steps could involve, for example, a finding by the Fund that a 
member's policies were inconsistent with the guidance given under :he 
surveillance decision. 
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If target zones or policy indicators were not in existence, other 
means would have :o be sought to trigger a review by :he Fund of a mem
ber's policies. It might be possible to specify that, when a member's 
policies departed from :hose found by :he Executive Board to be appro
priate on :he occasion of the las: Article IV consultation, as expressed 
in :he Chairman's summing up, the Managing Director should be required to 
bring such a departure to the attention of the Executive Board, either 
through an information notice, or through the tabling of a paper for the 
agenda. An alternative would be to retain the present system of informa
tion notices (perhaps with a different threshold of exchange rate movement) 
and to provide for more automatic discussion. For example, the staff could 
be required to make an appraisal in each information notice of whether th~ 
exchange rate change described in it was of a kind likely to promote the 
working of the adjustment process. Where such a statement could not be 
made on the basis of the information available to the staff, it could be 
provided that a Board meeting would automatically ensue. Care would need 
to be taken, however, to avoid a proliferation of meetings on exchange 
rate developments of marginal significance. 

Another aspect in which it might be necessary to modify the exi~ting 
language of the surveillance decision conce1'118 the ~ole of :he World 
Economic Outlook (WEO) exercise. The desire expressed in both Reports 
that the WEO should pay tn0re explicit attention to international interac
:ions of policies can be accommodated within the framework of the existing 
decision. However, if, as suggested by :he G-24 report, the WEO is to 
serve as background for multilateral consulta:1ons about a mutually con
sistent set of objectives and policies for major countries, and if such 
consultations were to lead to specific objectives being developed for 
individual member countries, this would constitute a widening of :he WEO's 
current role. Such a widening could be given explicit backing in :he pro
cedures section of :he surveillance document. 

1. 

v. Future Program of Work and Issues for Discussion 

Future program of work 

A possible strategy for considering issues related to surveillance 
would involve three stages: 

(i) A discussion of :he present paper, together with the accompany
ing paper on procedures, in the Executive Board, with Executive Directors 
giving preliminary views on the substantive questions raised. 

(ii) A report to the Interim Committee that identified :he central 
issues on which guidance from :he Committee was needed~ 
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(iii) On the basis of such guidance, :he prepara:ion of draf: 
language that would be considered by :he Board in the period leading up 
to the 1986 Annual Meeting. 

(Depending on the complexi:y of the issues remaining to be resolved 
after Stages (i) and (ii), Stage (iii) might be more protracted, and 
might involve the need for fur:her guidance from the Interim Committee.) 

2. Issues for discussion 

·As a guide to Executive Directors in structuring their interventions, 
this section identifies the broad areas in which it would be useful to 
have views at the present stage. 

(i) General strategy - Does the broad approach to consideration 
of the t·opic, as outlined immediately above, seem appropriate? 

(ii) "General principles" of surveillance - Would it be desirable 
to revise the language of this section so that exchange rate surveillance 
applies clearly to all policies having significant effects on other memberg, 
rather than, as at present, only to policies deemed to be "exchange rate 
policies"? 

(iii) Principles for the guidance of members' exchange rate policies -
Directo.rs may care to comment on which of :he three broad approaches to 
revising this section offers the best prospect of progress. The three 
approaches, described in more detail in Section IV above, are 

(a) Defining the guidance given to members in terms of seeking 
to observe some exchange rate target or zone. 

(b) Defining guidance in terms of observing quantitative or 
qualitative objectives for domestic policy instruments. 

(c) Defining guidance in terms of actions to be avoided, but 
introducing more specific language than simply the avoidance of manipu
lation. 

A fourth option would be :o leave the guidance to members essentially 
unchanged, and to focus on other ways of enhancing the implementation of 
surveillance. 

(iv) Principles of Fund surveillance over exchange rate policies -
Should the indicators used to trigger consultations extend to policies 
that are not necessarily adopted "for balance of payments purposes"? 
Should the.list of indicators extend to domestic policies, and should 
:he indicators be made more specific? 
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(v) Procedures for surveillance - Should :he. procedures for int:i
ating special or supplemental surveillance consultations be made more 
automa:ic and less dependent on :he exercise· of judgment by :he Managing 
Director? 

The above ques:ions are among those that emerge from the analysis 
presented in this paper. It is recognized, however. that they are not 
necessarily comprehensive, and that Directors may wish :o raise other 
issues. or use a different framework for discussing the questions involved. 

As specified in Decision No. 7645-(84/40) taken March 12. 1984. the 
biennial review of the document "Surveillance Over Exchange Rate Policies" 
is to be conducted not later than Aprill, 1986. Draft decisions will be 
proposed for adoption following Board consideration of the present paper 
and the companion paper on the annual review of the implementation of sur
veillance. Such decisions are necessary to complate the two concurrent 
reviews by April l, 1986. Also• these draft decisions will identify 
matters for consideration at a later date. 
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Executive Board Decision No. 5392-(77/63), April 29, 1977 

SURVEILLANCE OVER EXCHANGE RATE POLICIES 

1. The Executive Board has discussed the implementation of 
Article IV of the proposea Second Amendment of the Articles of Agreement 
and has approved the attached document entitled "Surveillance over 
Exchange Rate Policies." The Fund shall act in accordance with this 
document when the SeC:.or.d Amendment becomes effective. In the period 
before that date the Fund shall continue to conduct consultations in 
accordance with present procedures and decisions. 

2. The Fund shall review the document entitled "Surveillance over 
Exchange Rate Policies·· at intervals of two years and at such other times 
as consideration of it is placed on the agenda of the Executive Board. 

Attachment 

Surveillance over Exchange Rate Policies 

General Principles 

Article IV, Section 3(a) provides tha! "The Fund shall oversee the 
international tn0netary system in order to ensure its effective operation, 
and shall oversee the compliance of each member with its obligations 
under Section 1 of this Article." Article IV, Section 3(b) provides that 
in order to fulfill its functions under 3(a), "the Fund shall exercise 
firm surveiilance over the exchange rate policies of members, and shall 
adopt specific principles for the guidance of all members with respect 
to those policies.·• Article IV, Section 3(b) also provides that "The 
principles adopte(i by :he Fund shall be consistent with cooperative 
arrangements by which members maintain the value of :heir currencies in 
relation to the value of :he currency or currencies of other members, as 
well as with other exchange arrangements of a member's choice consistent 
wi:h the purposes of the Fund and Section l of this Article. These 
principles shall respect the domestic social and political policies of 
members, and !n applying :hese principles the Fund shall pay due regard 
to the circumstances of members." In addi:ion, Article IV, Section 3(b) 
requires that "Each member shall provide :he Fund with :he information 
necessary for such surveillance, and, when requested by the Fund, shall 
consult wi:h it on the memberis exchange rate policies." 

The principles and procedures set out below, which apply to all 
members whatever their exchange arrangements and whatever their balance 
of payments position, are adopted by the Fund in order to perform its 
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functions under Section 3(b). They are not necessarily comprehensive and 
are subject to reconsidera:ion in :he light of experience. They do not 
deal. directly wi:h the Fund's responsibilities referred to in Section 3(a), 
although it is recognized that there is a close relationship between domes
tic and international economic policies. This relationship is emphasized 
in Article IV which includes the following provision: "Recognizing • • • 
that a principal objective [of the international monetary system] is :he 
continuing development of the orderly underlying conditions that are 
necessary for financial and economic stability, each member undertakes to 
collaborate with the Fund and other members to assure orderly exchange 
arrangement.a and to promote a stable system of exchange rates.·· 

Principles for the Guidance of Member's Exchange Rate Policies 

A. A member shall avoid ·manipula.ting exchange rates or the inter
national monetary system in order to prevent effective balance of payments 
adjustment or :o gain an unfair competitive advantage over other members. 

B. A.member should intervene in the exchange market if necessary 
to counter disorderly condition which may be characterized inter alia by 
disruptive short-term movements in the exchange value of its currency. 

c. Members should take into account in their intervention policies 
the interests of other members, includi~g those of the countries in whose 
currencies they intervene. 

Principles of Fund Surveillance over Exchange Rate Policies 

l. The surveillance of exchange rate policies shall be adapted to 
the needs of international adjustment as they develop. The functioning 
of the international adjustment process shall be kept under review by the 
Executive Board and Interim Committee and :he assessment of its operation 
shall be taken into account in the implementation of the principles set 
forth below. 

2. In i:s surveillance of :he observance by members of :he princi
ples set forth above, the Fund shall consider the following developments 
as among those which might indicate the need for discussion wi:h a member: 

(1) protracted large~scale intervention in one direction in the 
exchange market; 

(ii) an unsustainable level of official or quasi-official borrowing, 
or excessive and prolonged short-term official or quasi-official lendin.;, 
for balance of payments purposes; 
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(iii) (a) the introduction, substantial intensification, or prolonged 
maintenance, for balance of payments purposes, of restric
tions on, or incentives for, current transactions or pay
ments, or 

(b) the introduction or substantial modification for balance 
of payments purposes of restrictions on, or incentives 
for, the inflow or outflow of capital; 

(iv) the pursuit, for balance of payments purposes, of monetary and 
other domestic financial policies that provide abnormal encouragement or 
discouragement to capital flows; and 

(v) behavior of the exchange rate that appears to be unrelated to 
underlying economic and financial conditions inctuding factors affecting 
competitiveness and long-term capital movements. 

3. The Fund's appraisal of a member's exchange rate policies shall 
be based on an evaluation of the developments in the member's balance of 
payments against the ba~kground of its reserve position and its external 
indebtedness. This appraisal shall be made within the framework of a 
comprehensive analysis of the general economic situation and economic 
policy strategy of the member, and shall recognize that dome.stic as well 
as external poli~ies can contribute to timely adjustment of the balance 
of payments. The appraisal shall take into account the extent to which 
the policies of the member, including its exchange rate policies, serve 
the objectives of the continuing development of the orderly underlying 
conditions that are necessary for financial. stability, the promotion of 
sustained sound economic growth, and reasonable levels of employment. 

Procedures for Surveillance 

I. Each member shall notify the Fund in appropriate detail within 
thirty days after the Second Amendment becomes effective of the exchange 
arranagements i~ intends to apply in fulfillment of .its obligations under 
Article IV, Section l. Each member shall also notify the Fund promptly 
of any changes in its exchange arrangements. 

II. Members shall consult with the Fund regularly under Article IV. The 
consultations under Article IV shall comprehend the regular consultations 
under Articles VIII and XIV. In principle such consultations shall take 
place annually, and shall include consideration of the observance by 
members of the principles set forth above as well as of a member's 
obligations under Article IV, Section l. Not later than three months 
after the termination of discussions· between the member and. the staff, 
the Exe~-utive Board shall reach .conclusions and thereby ~omplete the 
consultation under Article IV. 
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III. Board developments in exchange rates will be reviewed periodically 
by the Executive Board, inter alia in discussions of :he international. 
adjustment process wi:hin the framework of the ~orld Economic Outlook. 
The Fund will continue to conduct special consul:ations in preparing for 
:hese discussions. 

IV. The Managing Director shall maintain close contact with members in 
connection with :heir exchange arrangements and exchange policies, and 
will be prepared to discuss on :he initiative of a member important 
changes that it contemplates in its exchange arrangements or its exchange 
rate pol!cies. 

v. If, in the interval be~een Article IV consultations, the Managing 
Director, taking into account any views that may have been expressed by 
other members, considers that a member's exchange rate policies may not 
be in accord with the exchange rate principles, he shall raise the matter 
informally and confidentially with the member, and shall conclude .promptly 
whether there is a question of the observance of the principles. If he 
concludes that there is such a question, he shall initiate and conduct on 
a confidential basis a discussion with the member under Article IV, 
Section 3(b). As soon as possible after the completion of such a discus
sion, and in any event not later than four months after its initiation, 
the Managing Director shall report to the Executive Board on the results 
of the discussion.· If, however, the Managing Director is satisfied that 
the principles are being observed, he shall informally advise ·all Executive 
Directors, and the staff shall report on the discussion in the context of 
the next Article IV consultation; but the Managing Director shall not 
place the matter on the agenda of the Executive Board unless the member 
requests that this procedure be followed. 

VI. The Executive Directors shall review annually the general implemen
tation of the Fund's surveillance over members' exchange rate policies. 

SURVEILLANCE PROCEDURES 

1. Review The Executive Board has reviewed the procedures relating 
to the Fund's surveillance ove~ members' e~change rate policies. These 
procedures, and the procedures for regular consultations under Article IV, 
will be reviewed again by the Executive Board in December 1979. The 
Executive Board will review the document "Surveillance over Exchange Rate 
Policies" at an appropriate time not later than April 1, 1980, as provided 
for in paragraph 2 of Decision No. 5392-(77/63), adopted April 29, 1977 ••• 

2... . . . . 
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3. Supplemen:al surveillance procedure .•• whenever :he ~anaging 
lli:-ec::.:lr ,:ons~ders :ha::. s r:iod!.£:.ca::on !.n a ~e1;1ber's exchange arrangemen::. 
or exchange ra::.e policies or ::.he behavior of ::.he exchange ra:e of i:s 
currency may be impor:ant or may have irnpor::.an: effec:s on other members, 
wha::.ever ::.he ~ember's exchange arrange~en::. may be, he shall ini:ia:e 
informally and confidentially a discussion wi:h ::.he me~ber before :he next 
regular discussion under Ar:icle IV. If he considers af:er this prior 
discussion that :he matter is of impor::.ance, he shall initiate and conduct 
an ad hoc consultation wi::.h the member and shall repor: to :he Executive 
Board, or informally advise the Executive Directors, on the consultation 

~ as promptly as the circums::.ances permi: after conclusion of :he consul:a
::.ion. This procedure will supplement the proceedings in Execucive Board 
Decision No. 5392-(77/63), adopted April 29, 1977. · 

Decision No. 6026-(79/13) 

January 22, 1979 
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I. Introduction 

Several proposals have been made recently, notably in the reports 
of the G-10 and G-24 Deputies, 1/ to ~nhance the effectiveness of sur
veillance." Some of these proposals, in particular those involving tar
get .zones and the U:se of objective indicators, are discussed extensively 
in the companion papers "Review and Assessment of the System of Floating 
Exchange Rates" (SM/86/5, 1/10/86); "Target Zones" (SM/86/6, 1/10/86); 
and "Surveillance Over Exchange.Rate Policies - Biennial Review of 1977 
Document" (SM/86/3, 1/10/86) •. This paper provides background for a 
discussion of the various other proposals for changes in the procedures 
of surveillance and also provides the basis for the annual review of the 
implementation of surveillance. Detailed factual information on the 
implementation of surveillance in 1985 is presented in a separate 
background paper.~/ · 

Some of the proposals made by the G-10 and G-24 Deputies are less 
procedural (in a narrow sense) than substantive, in particular those 
dealing with the content.or focus of surveillance, and those dealing 
with the enhancement of the multilateral setting of .surveillance. In 
considering these proposals for changes in surveillance procedures, it 
is useful to review.first the motivation which underlay such proposals, 
including developments in the international economy and in the percep
tion of the functioning of the international financial system since the 
adoption of the document "Surveillance Over Exchange Rate Policies" l./ 
in 1977. This is done briefly in Section II, drawing from the broader 
review and assessment of the functioning of the international financial 
system in companion papers and highlighting the implications for the 
implementation of surveillance procedures. 

Section III reviews the formal surveillance procedures and the 
evolution in their implementation since .1977. A brief overview of the 
implementation of surveillance procedures in 1985 is included. Issues 
related to the frequency of consultations, which have been raised by 
some Directors on several occasions in recent years, are also discussed. 

1/ "The Functioning of the International Monetary System, A Report to 
the (G-10) Ministers and Governors by the Group of Deputies," June 1985, 
circulated as EBD/85/154, Supp. l (6/21/85); and "The Functioning and 
Improvement of the International Monetary System: Report of the 
Deputies of the Group of 24," 8/21/85, circulated as EBD/85/228, 
(8/30/85). . 

2/ "Surveillance Over Exchange Rate Policies--Annual Review: 
Background Material" (SM/86/4:, Supp. 1). . 

3/ Executive Board Decision No. 5392-(77/63) adopted April 29, 1977, 
Selected Decisions of the International Monetary Fund and Selected 
Documents, Eleventh Issue, pp. 10-14. 
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The more recent proposals for changes in the procedures of sur
veillance in the reports of the G-10 and G-24 Deputies are discussed in 
Section IV against the background of the examination of possible changes 
in the surveillance document, 1/ earlier considerations of proposed 
c~anges in procedures by Ex~cutive Directors and current practices. The 
main issues addressed in this paper are suIIUnarized in Section V. 

II. Background 

As discussed in _the companion papers reviewing the experience with 
floating excha~ge rates and the surveillance document, the major sur
veillance objectives of promoting orderly underlying economic and finan
cial conditions and a stable system of exchange rates require that, in 
assessing developments in members' exchange rates, close attention be 
paid not only to external but also to domestic economic and financial 
policies. For example, two critical areas of strain in the interna
tional economy in recent years have been the emergence of widespread 
debt servicing difficulties since mid-1982 and of a large and growing 
U.S. current account deficit. In both cases, policies adopted not for 
balance of payments purposes but primarily for domestic reasons underlay 
the build-up of substantial imbalances financed by internationai capital 
flows. In both cases, as well, the maintenance of such policies for an 
extended period greatly increased the eventual cost of adjustment. 

These recent experiences have shown that the integration of capital 
markets and the increased availability of capital from coIIUnercial sour
ces have made it possible for inappropriate policies to be pursued for 
an extended period. Capital flows have permitted countries (developing 
countries now facing severe debt servicing difficulties as well as some 
industrial countries) to finance excessive budget deficits for an 
extended period with a limited impact on domestic interest rates, thus 
deferring at least part of the domestic cost of such policies. The 
eventual increase in debt service and/or the curtailment of capital 
flows resulted in widespread and severe debt servicing difficulties. 
Also, continuing fiscal imbalances coupled with tighter monetary poli
cies aimed at reducing inflation have contributed to the emergence and 
persistence of sharply higher real interest rates on world capital 
markets. 2/ · Such pronounced swings in real interest rates, which 
contributed at times to excessive borrowing, brought sharply into focus 
the vulnerability of net debtors to sudden changes in the availability 
and cost of capital. In some cases, external payments positions which 

1/ As discussed in "Surveillance Over Exchange Rate Policies -
Biennial Review of 1977 Document," op. cit. 

2/ As noted in the World Economic Outlook, April 1985, "there is no 
fully satisfactory explanation for the behavior of interest rates ••• , 
although ••• monetary and fiscal policies ••• were undoubtedly important 
factors'' (p. 31). Several other considerations were examined, in 
particular in Supplementary Note 2. 

I. 
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could be financed when real interest rates were low or negative became 
unsustainable in circumstances characterized by high real rates. 

The key lessons in this experience for the implementation of sur- · 
veillance are: (i) the importance of focusing at an early stage not 
only on a country's overall balance of payments position but also on the 
sustainability of the structure of the balance of payments; (ii) against 
this background, the importance of paying particular attention in 
assessing developments in members' exchange rates to the broad range of 
members' domestic economic and financial ·policies as well as external 
policies; and (iii) the sensitivity of some countries' positions to 
conditions created in the world economy by other members' policies. All 
of this points to the need to strengthen the exercise and influence of 
surveillance. 

l. 

III. Implementation of Surveillance Procedures 

Formal procedures 

The formal pro'cedures for surveillance specified in the basic docu
ment include several components. These comprise the initial notifica
tion of members' exchange arrangements and of changes in such arrange
ments; regular consultations under Article IV; special discussions with 

, members which may be initiated by the Managing Director; Executive Board 
reviews of broad developments in exchange rates, e.g., those coming 
within the purview of the World Economic Outlook (WEO) and other special 
assessments; and Board review of important exchange policy measures. 

The general objective of these procedural arrangements was to 
ensure that the Fund exercised firm surveillance over the compliance of 
all members with the principles developed for the guidance of exchange 
rate policies. Since it was recognized that it would not be possible in 
practice for.the principles guiding exchange rate policies to be very 
detailed, combining a broad form of guidance with a reasonably flexible 
and discretionary set of procedures appeared to offer the best prospect 
for a workable system of surveillance over exchange rate policies. 

The design of these procedures was based primarily on those in 
existence prior to the adoption of the Second Amendment, providing for 

· periodic consultations with each member (similar to the previous regular 
consultations under Article VIII and Article XIV) a~d for additional 
consultations and reviews if, in the period between consultations, "the 
member's policies were thought to be in conflict with the principles." 
In addition to annual consultations with each member individually, dis
cussions in the multilateral framework of the World Economic Outlook 
exercises provided the opportunity to deal with important exchange rate 
development~., especially for major currencies, at shorter intervals. 
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Extensive discussions preceded the adoption of these procedures and 
led to several changes in the formulation of the proposed components. 
One important change concerned the formulation of the procedure for 
additional special consultations (Procedure V) which the staff had 
originally proposed be linked to developments in indicators of real 
effective exchange rates, establishing an automatic counterpart to the 
requirement before the Second Amendment to consult before making a 
change in the level of the exchange rate. 1/ In the end, however, it 
was thought that specific quantitative triggers would not be appropriate 
because such triggers might not adequately reflect the wide spectrum of 
policies and developments that might indicate the need for a special 
consultation. 

Except for the adoption of the supplemental surveillance procedure 
in 1979, no changes have been made to the formal surveillance 
procedures. The supplemental procedure adopted by the Executive Board 
in January 1979 (Decision No. 6026-(79/13), 1/22/79) authorized the 
Managing Director to initiate informal and confidential discussions with 
a member if he considered that a modification in the member's exchange 
arrangements or exchange rate policies or the behavior of the exchange 
rate might be important or might have important effects on other mem
bers. If,°after prior discussion with the member, he considered that 
the matter was of importance, he was to initiate an ad hoc consulta
tion. This procedure, which was modeled on the proced~re followed when 
the United States informed the Fund of important exchange policy mea
sures in late 1978, 2/ was intended to permit the Fund to look into 
exchange rate developments or situations of importance without the 
presumption that the member in question had not complied with its obli
gations under Article IV. 

2. Evolution of the implementation of procedures 

Although the formal surveillance procedures have remained unchanged 
since their adoption in 1977, there has been considerable evolution in 
their implementation. Major elements of this evolution have included, 
in particular, changes in the content of both the World Economic Outlook 
exercise and staff reports for Article IV consultations, in the fre
quency of consultations, and in the monitoring of policies and develop
ments during the interval between consultations. 

a. World Economic Outlook 

As envisaged in the Procedures, the World Economic Outlook has 
increasingly provided the basic analytical framework for the Fund's 
review of the world economy and the exchange rate system, and thus for 
the assessment of the exchange r~te policies of individual members in a 
multilateral context. A major advance was made with the April 1982 

i/ ''Surveillance over Exchange Rate Policies'' SM/76/235, (12/21/76). 
2/ EBD/78/241 (11/1/78) and EBS/78/657 (12/1/78). 
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Board discussion of the World Economic Outlook, which gave particular 
attention, on the basis of the staff 1s 11Main Issues" paper (ID/82/1, 
3/29/82), to policies and developments in the major industrial countries 
and the interactions among them. The approach adopted allowed special 
focus to be placed on the policy aims or actions of major countries. 
Since then, this type of analysis has become a key element of each World 
Economic Outlook exercise. The timing of World Economic Outlook discus'= 
sions before the spring and fall meetings of the Interim Committee has 
provided the basic framework for the consideration by the Committee of 
economic developments and policies.!/ 

Another important procedural change in the World Economic Outlook 
exercise has been the preparation and presentation of medium-term scena
rios, providing the basis for a discussion of the global debt problem 
and, more generally, for a systematic assessment of the medium-term 
implications of a number of policy strategies in the various groups of 
Fund members. Successive World Economic Outlook reports have also 
devoted increasing attention to the sensitivity of the medium-term 
scenarios to changes in assumptions. 

b. Article IV consultations 

Several changes have also peen introduced, in particular in recent 
years, in the conduct of Article IV consultations. The formal proce
dures specify that the consultations should in principle take place 
annually. In practice, it has not proven possible to meet this tar
get. During the first few years following the adoption of the Second 
Amendment, a lower target was adopted for operational purposes of com
pleting consultations with approximately 75 percent of members annually, 
while maintaining annual consultations with major countries and with 
countries that had Fund-supported programs. However, even this lower 
target was not achieved as the proportion of members with which consul
tations were completed fell from 77 percent in 1979 to 60 percent in 
1981-82, although, in many cases, discussions for use of Fund resources 
or informal contacts allowed for continuity of discussions. The number 
of countries with which no consultation had been held for 24 months or 
more increased sharply during the same period, from 3 in 1979 to 19 in 
1982. 

With the emergence of severe debt servicing difficulties in 1982, 
it was recognized that a determined effort needed to be made to ensure 
more regular scheduling of Article IV consultations. The criteria for 
strict adherence to an annual interval between consultations for certain 

1/ In addition, ,following Board discussion on the occasion of the 
1980 annual review of surveillance, publication of the World Economic 
Outlook has contributed to a fuller and more public reporting on the 
Fund 1s surveillance activities. Also, a more complete description of 
the implementation of surveillance and related issues has been included 
in the Annual Report, since the 19.80 issue. 
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members were reaffirmed, i.e., economies having a substantial impact on 
other countries, members with Fund-supported programs, and situations 
where there are substantial doubts about medium-term viability. 1/ For 
members for which strict adherence to annual consultation cycles~was not 
considered necessary, a permissible outer limit between consultations of 
two years was agreed. In order to promote stricter adherence to the 
consultation guidelines, the practice was adopted of specifying at the 
conclusion of each consultation the final date by which the next consul
tation with the member was expected to be concluded. The procedure was 
also adopted of preparing periodic reports for the Board on the status 
of members with respect to the observance of the consultation schedule 
and with an indication of any problems that might have been encoun
tered. 2/ Following these modifications, there has been a sharp 
increase in the number of consultations concluded each year (see below). 

The evolving nature of the consultation process has also been 
reflected both in the focus of Executive Directors' discussions in 
concluding consultations with individual members and in the content of 
staff reports. Major elements of this evolution have been the increased 
attention and sharper focus on exchange rate policies, the coverage of 
multilateral issues and the greater emphasis on the medium-term impact 
of members' policies. While it was recognized at the time of the adop
tion of the formal procedures for surveillance that additional emphasis 
would have to be give~ in staff reports to members' exchange rate poli
cies, progress in this area was gradual. Initially, as reported in the 
1978 review of the implementation of surveillance·, only about one half 
of the reports referred to changes in effective exchange rates and very 
few presented information and analysis of changes in real effective 
rates, 3/ Since then, however, analysis of real effective exchange 
rates or other indicators of competitiveness has increased sharply. At 
present, most staff reports include quantified indicators of the 
evolution of competitiveness. 

Another evolving aspect of the focus on exchange rate issues has 
been the more explicit assessment by staff and Executive Directors of 
the appropriateness of members' exchange rate policies. Initially, a 
rather cautious approach was adopted to the presentation of views on 
exchange rate matters in the consultation reports. In some cases, 
however, this cautious approach kept the scope and substance of the 
reports less forthcoming than would have been appropriate. During the 
course of successive annual reviews, while Directors encouraged con
tinued care in the assessment of the sensitive subject of exchange rate 
policies, a more forthright treatment of the issue was considered 

1/ "Chairman's Summing Up at the Conclusion of the Annual Review of 
the Implementation of Surveillance," EBM/83/55, 3/28/83, p. 3. 

2/ SM/83/210 (10/21/83), SM/84/227 (10/15/84), and SM/85/249 
(8728/85). 

3/ "Annual Review of Regular Consultations and Other Issues Related 
to-Article IV, 11 SM/78/287 (12/ 11/78), p. 15. 
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desirable, especially in cases of inappropriate exchange rate policies 
or the existence of an unrealistic value of the exchange rate. l/ Also 
on occasion, more forthright statements on these issues were included in 
the Chairman's Summing Up of the Board discussion concluding the consul
tation with individual members than in the staff appraisal, reflecting 
the more explicitly stated views of the Board. In recent years, most 
staff appraisals have included an explicit evaluation of exchange rate 
policies. 

Other improvements in the content of staff reports have related to 
the expanded coverage of both policy and technical issues. In recent 
years, structural adjustment, fiscal policy, external indebtedness, and 
trade matters have increasingly been the focus of attention. 'The cover
age of these issues in staff reports, the analytical basis of staff 
assessments and the nature of policy recommendations in staff reports 
for Article IV consultations concluded in 1985 are reviewed in detail in 
"Surveillance Over Exchange Rate Policies--Annual Review: Background 
Material". 

As called for in the Executive Board's 1983 discussion of the 
Fund's approach to the problem of external indebtedness- (EBM/83/58; 
4/6/83), consultation reports for almost all countries where external 
indebtedness is a significant issue have included a description of the 
medium-term external debt outlook for the country concerned. More 
recently, the practice of including medium-term balance of payments 
scenarios has been extended to countries where external indebtedness is 
not seen as a major issue, including many industrial countries. Current 
practices in this regard, including the analysis of underlying pol1.cies 
and of the sensitivity of projections to changes in assumptions, are 
examined in the background paper. 

Several other innovations in the content of staff reports have been 
introduced in recent years. These include (l) the review of develop
ments and policies more explicitly against the background of the con
clusions of the preceding consultation; (2) the inclusion of an appendix 
on statistical issues; and (3) the inclusion of material describing 
members' relations with the World Bank, in many cases including a dis
cussion of the Bank's assessment of the investment or development pro
gram and other policy issues in the areas of expertise of the Bank. 

c. Information notice system 

An important procedural innovation introduced in recent years to 
strengthen surveillance outside the World Economic Outlook and 
Article IV consultations has been the system of monitoring developments 

1/ See, for example, ·"The Chairman's Summing Up at the Conclusion of 
the Review of the Document "Surveillance over Exchange Rate Policies" 
and Annual Review of the Implementation of Surveillance," EBD/82/89 
(4/13/82), Attachment, p. 4. 
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in real effective exchange rates. The monitoring system, which covers 
at present real effective exchange rates for the currencies of 125 
members, makes it possible to bring significant changes in real effec
tive rates to the attention of Executive Directors both through quar
terly reports and, in cases of changes in real effective rates in excess 
of 10 percent since 'the last Board consideration of a member's exchange 
rate policy, through information notices which analyze and assess recent 
developments and policies. 

More recently, information notices have also been prepared by the 
staff in order to bring to the attention of Executive Directors major 
new developments affecting trade. This practice, initiated following 
the March 1985 Board discussion of trade policies, has since led to the 
issuance of two information notices. As Directors noted in concluding 
the 1985 annual review of surveillance, such notifications as· well as 
the exchange rate information notices could provide the basis to 
initiate supplemental consultations if the Board so requested. 

3. Implementation of procedures in 1985 l/ 

Article IV consultations and discussions of the World Economic 
Outlook in 1985 continued to provide the main vehicles for the implemen
tation of Fund surveillance over members' ·exchange rate policies. Dis
cussions of the World Economic Outlook in April and September provided a 
comprehensive framework for the Executive Board's review of the world 
economy and the exchange rate system, and thus for multilateral sur
veillance over exchange rate policies of individual members. In addi
tion to the usual documentation, and in support of the emphasis on 
medium-term prospects and the sensitivity of the medium-term outlook to 
changes in assumptions, supplementary background notes were prepared, 
inter alia, on developments and prospects in primary commodity prices, 
trends in capital flows to developing countries, structural policies and 
the growth potential of industrial countries. 

The number of Article IV consultations continued to increase in 
1985. A total of 131 consultations were concluded in 1985, involving 
85 percent of Fund membership, compared to 120 consultations in each of 
1983 and 1984. Consultations were concluded with all of the G-10 coun
tries and with all but two of the non-G-10 industrial countries. Con
sultations were also concluded with 84 percent of the nonindustrial 
countries. 

For members concluding consultations in 1985, the average period 
between consultations declined to less than 14 months·, from 15 months in 
1984 and from more than 19 months in both 1982 and 1983. The number of 

1/ A detailed review of the implementation of procedures in 1985 is 
included in "S.urveillance Over Exchange Rate Policies - Annual Review: 
Background Material," op. cit. Only a brief overview is presented in 
this section. 
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countries with seriously delayed consultations was also reduced further 
in 1985; only 4 countries had not had consultations within the past 24 
months at the end of each of the last two years compared with 6 at the 
end of 1983 and 19 at the end of 1982. Twenty-two of the consultations 
which, on the basis of the interval specified, had been expected to be 
concluded in 1985 either have exceeded or are likely to exceed the 
specified interval by more than the three-month grace period. However, 
in contrast with the longer delays experienced earlier, recent delays 
have been a matter of a few days or weeks, or at most one or two months; 
as indicated in the background paper, these have generally been attribu
table either to ~ontinuing discussions on the use of Fund resources or 
to difficulties in fielding the staff mission (often as a result of 
staff involvement in missions to other countries). 

The period from termination of initial discussions with members' 
authorities to conclusion of the consultation by the Executive Board 
which ~ad averaged 104 days in the two preceding years fell to 97 days 
in 1985. This decline reflected in part shorter delays in cases requir
ing multiple missions or further discussions at headquarters, generally 
associated with concurrent discussions on the use of Fund resources. 
The shorter period required to conclude consultations was also reflected 
in a reduction in the n~ber of extensions of the three-month period for 
the conclusion of consultations, from 27 in 1984 to 23 in 1985. ll 

Publication of the World Economic Outlook and of the Annual Report 
and the public addresses of the Managing Director continued to provide 
the main vehicles for reporting publicly on the Fund's surveillance 
activities. 

4. Issues related to the frequency of consul~ations 

The guidelines established by the Executive Board at the time of 
the 1983 Surveillance Review state that Article IV consultations should 
be conducted annually for members whose economic developments have a 
substantial impact on other countries,~/ for members with programs 
involving use of Fund resources, and for members for which there are 
substantial doubts about medium-term balance of payments viability. For 
other countries, the interval between consultations may extend up to two 
years. Directors, however, have also considered that smaller members 
for which longer intervals between consul'tations would otherwise be 
appropriate should be entitled to request annual consultations. 

1/ Under· the Procedures for Surveillance (Procedure II), the 
Executive Board is required to conclude an Article IV consultation not 
later than three months after the termination of discussions between the 
member country and the staff. 

2/ Interpretation of this criterion was made more specific at the 
time of the 1985 annual review of surveillance by noting that it should 
apply to "at least the 25 largest members" (SUR/85/36, 3/28/85). 
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A standard 12-month interval between consultations had been speci
fied for 127 countries as of the end of 1985, 87 percent of the cases 
for which the interval until the next consultation had been estab
lished.!/ Standard 12-month intervals had been specified for 
85 percent of the industrial countries and for 87 percent of the 
developing countries. In addition to countries with the largest Fund 
quotas,;/ a standard 12-month interval had been specified for one 
country considered important at the regional level; 51 countries with a 
Fund stand-by or extended arrangement, or for which such an arrangement 
has either recently ended or is being considered; 46 countries whose 
situation indicates a need for close scrutiny; and 5 countries for which 
an interval of 12 months was specified at the request of the authori
ties. Of the 19 cases in which longer intervals had been specified, 
16- to 19-month intervals had been specified in 17 cases while 24-month 
intervals had been specified in two cases. 

In contrast, the original proposal for implementing a system to 
specify the interval between consultations had suggested that some .75 to 
80 percent of members could be expected to be on a standard annual 
cycle. The greater incidence of members for which an interval of 12 
months has been specified reflects. in part t~e deterioration in the 
external position of a wide range of members for which it was thought 
originally that longer intervals between consultations would be appro
priate. Many of these countries have a Fund stand-by or extended 
arrangement. For example, an interval longer than 12 months applies at 
present for only one country in the African Department, while it had 
been thought in late 1982-early 1983 that longer intervals would be 
appropriate for about 20 African members. Also, consistent with the 
reaffirmation of annual consultations as the norm, longer intervals 
between consultations have been considered exceptional, used only in 
circumstances clearly outside the scope of the guidelines for scheduling 
annual consultations. 

While desirable on its own merits, this trend toward more frequent 
consultations has increased the workload of the Board and staff, promp
ting a number of Directors to make several recommendations to reduce 
this workload. 3/ As regards the frequency of consultations, Directors 
have noted the desirability of focusing efforts on those situations most 
in need of attention and have suggested that more differentiation in the 

1/ Includes Netherlands Antilles for which a separate consultation is 
specified. 

2/ At present, the criterion applies to members with the 24 largest 
quotas. In the case of Norway, which has the 25th largest quota, a 19-
month interval until the next consultation was specified at the 
conclusion of the most recent Article IV consultation in. December 1984. 

3/ Host recently, at the time of the annual review of the 
implementation of surveillance (EBM/85/49, 3/25/85) and during the 
discussions of the work program (EBM/85/81 and EBM/85/82, 5/29/85; 
EBM/85/163 and EBM/85/164, 11/12/85). 
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specification of the interval between consultations would be appro
priate. One possibility would be to lengthen the interval between 
consultations for those countries already on longer cycles •. Providing 
for a 24-month interval for countries for which annual consultations are 
no~ currently indicated could sometimes facilitate consultations by 
scheduling discussions with the authorities at the same time of year and 
would reduce the total number of consultations by a few each year. 
Another possibility would be to increase the number of countries .for 
which intervals longer than 12 months are specified. As noted in the 
background paper,. the consultation cycle was lengthened in 1985 in two 
cases for which 12-month intervals had applied earlier. The rationale 
for recommending Board approval of standard 12-month intervals for 
countries not using Fund resources is being examined carefully on a 
case-by-case basis. It is expected, on present indications, that it may 
be appropriate to recommend a longer interval in a few cases. As 
suggested by some Directors in completing the 1985 annual review of 
surveillance, it may be useful in some of these cases to introduce 
informal staff visits (without staff report for discussion by the Board) 
for policy discussions midway between full consultations. 

IV •. Proposals for Changes in Procedures 

Several proposals have been made recently to enhance the implemen
tation of surveillance procedures, most prominently in the reports of 
the G-10 and G-24 Deputies. These proposals, summarized in Table 1, 1/ 
can be grouped broadly into three categories: proposals to improve the 
analytical basis of surveillance, proposals to enhance the multilateral 
setting of surveillance, and proposals to strengthen the influence of 
the consultation process. Several of these proposals have already 
received some attention from Executive Directors on the occasion of 
earlier annual reviews, in particular the 1980 and 1985 annual 
reviews. Earlier discussions by Executive Directors are summarized 
briefly below in connection with related proposals of the G-10 and G-24 
Deputies. 

Some of the proposals examined in this section could increase 
substantially demands on Board and staff resources. While related costs 
cannot be estimated precisely at this time, until a clearer picture 
emerges of the nature and scope of possible changes, the implications 
for the Fund's workload may need to be considered more carefully at a 
later stage. 

1/ Not including enhanced surveillance. Issues related to enhanced 
surveillance are not reviewed in the present paper since they were 
discussed extensively at EBM/85/130 (8/30/85) based on "The Role of, the 
Fund in Assisting Members with Commercial· Banks and Official Creditors" 
EBS/85/173 (7/23/85). The Chairman's Summing Up of the discussion noted 
that a review of the policy of enhanced surveillance would be held in 
about one year. 
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Table l, Summary of G-10/G-24 Proposals to Enhance Surveillance Procedures 

Analytical basis of 
surveillance 

Data 

Policy coverage 

Time horizon 

Policy assessments 

Policy recommendations 

Multilateral setting 
of surveillance 

Strengthening the influence 
of the consultation process 

Follow up to consultations 

Publicity 

Supplemental consultations 

G-10 

Identify necessary improvements 
in scope, quality, timeliness, 

All policies affecting trade, capital 
l!IOVellll!nts, external adjustment and the 
effective functioning of the international 
1110netary system, including microeconomic 
policies and structural features that could 
weaken performance and induce exchange rate 
instability, 

Analysis and recommendations should be 
viewed in a medium-tet'lll framework, 
Improve techniques to analyze 11edium-term 
external debt and debt service scenarios. 

Provide 1110re candid assessments, making 
clear the empirical and analytical basis 
of policy judgtnents, Differences of view 
with the authorities should be spelled out 
and discussed, 

Provide precise suggestions for policy changes, 

Separate chapter of IIEO, for review by G-10 
Ministers and Governors, providing a framework 
to discuss the international repercussions 
and interaction of the national policies of 
G-10 countries. 

Review implementation and effects of 
policy recommendations in subsequent 
reports. 
Request members to indicate measures 
introduced or considered to address 
problems identified, and respond to 
specific policy suggestions, 
Confidential (selective) exchange of 
vie..a between the Managing Director 
and the Finance Minister, 

Basic confidentiality· should be preserved, 
Some Deputies supported certain fonis of 
greater publicity, in particular, public 
statements by the Managing Director at the 
end of the consultation process and the 
release of consultation documents at the 
member's request. 

Review existing arrangements with a view 
to making greater use of supplement 
surveillance, 

G-24 

Thorough assessment of the national 
economic policies of major industrial 
countries. 

Seek to establish a consistent· set 
of targets, that appear to be 
sustainable in the medium term. 

Identify policies to achieve agreed 
objectives and appropriate measures 
when actual outcomes deviate from 
agreed objectives. 

Two stage procedure: 
- against the background of the WEO, 

discussion and negotiation of 
mutually consistent objectives and 
policies for major industrial 
countries; 

- follow-up reports on achievement 
of policies, 

References to previous policy 
recommendations and related 
treasures undertaken. 
Information notices on deviations in 
implementing suggested policy 
changes. 

Following Board consideration of 
reasons for noncompliance, discussion 
between the Managing Director and the 
member's authorities, Further Board 
consideration, 

Confidentiality should be preserved, 
No statement or document should be 
released. 

Greater use of supplemental surveillance, 

Source: "The Functioning of the International Monetary System, A Report to the (G-10) Minist'ers and Governors by the Group 
of Deputies," June 1985, circulated as EBD/85/154, Supp. 1 (6/21/85); and "The Functioning and Improvement of the 
International Monetary System: Report of the Deputies of the Group of 24," 8/21/85, circulated as EBD/85/228, (8/30/85~. 
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1. Proposals related to the analytical 
basis of surveillance 

The proposals related to the analytical basis of surveillance, 
which are spelled out in some detail in the report of the G-10 Deputies, 
seek to strengthen the framework for the implementation of surveil
lance. The first proposal, the identification of necessary improvements 
in data, has already attracted significant attention on the occasion of 
earlier annual reviews. At the request of the Executive Board, the 
staff in early 1984 began to include statements on statistical issues in 
staff reports. Following the Board meeting on "Review of Fund Statis
tics" (EBM/85/71, 5/6/85), staff reports for Article IV consultations 
have included an appendix on statistical issues covering the status of 
the country's data in IFS. In addition, staff reports have made 
explicit reference to the quality of statistics used in reports and to 
major statistical problems affecting the analysis. The timely 
availability of reliable data clearly is essential to an assessment of 
developments and policy intentions. Substantial progress is still· 
needed in this area for many members and regular consultations will 
continue to provide a useful opportunity to assess the adequacy of 
available data and stress main areas for improvement, and allow the 
staff to assist the authorities in identifying means to improve 
statistics, including technical assistance from the Fund. 

Other proposals relate to the analytical focus or content of staff 
reports for Article IV consultations. The reports emphasize the need 
for a comprehensive policy coverage and for analyses to be presented in 
a medium-term framework, the provision of more candid assessments of 
policies (making clear the empirical and analytical basis of judgments 
and differences of view with the authorities), and the inclusion of 
specific suggestions for policy changes. 

An extensive survey of current practices in these areas is pre
sented in the background paper which reviews in detail the implemen
tation of surveillance in 1985. A conclusion of that survey is that the 
policy coverage of staff reports for Article IV consultations has typi
cally been quite extensive. In recent years, problems of external debt 
and protectionism have increasingly been important elements of staff 
discussions with members. Most consultation reports, in particular 
reports-for almost all countries where external debt is a significant 
issue, include a description of the medium-term external debt or pay
ments outlook for the country coticerned. Problems of fiscal policy and 
structural adjustment, including in particular the pressing need to 
increase the efficiency of labor markets, are also being stressed in 
many consultations. Frequently, however, economy in discussion and 
reporting requires that the depth of discussions (and related reporting) 
be tailored to reflect the relative importance or the urgency of correc
tive actions in various areas of policy. 
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The reports of both the G-10 and G-24 Deputies stress the impor
tance of presenting analyses and assessments in a medium-term frame
work. As was discussed in Section II above, the integration of capital 
markets. and the availability of capital from commercial sources may 
allow inappropriate policies to be pursued for an extended period, 
leading eventually to the build-up of substantial internal and external 
imbalances. Thus, the effective implementation of surveillance has 
increasingly required that the assessment of policies focus on their 
sustainability and, from this perspective, on their impact on interna
tional integration and on the promotion of stable economic and financial 
conditions, not only in the short term but also in the medium term. 
Reflecting this concern, the practice of including medium-term balance 
of payments scenarios in staff reports has been extended in recent years 
ta countries, including industrial countries, where external debt may 
not immediately be seen as a major issue. In 1985, medium-term 
scenarios were included in 87 percent of staff reports. 

In some cases, however, available medium-term projections have 
provided only an incomplete basis for assessing the sustainability of 
members' policies and their consistency with those of other members. 
Despite the increasing emphasis in many countries on the formulation of 
policies in a medium-term framework, few countries prepare detailed and 
quantified medium-term policy plans. This is reflected in the medium
term scenarios presented in staff reports for Article IV consultations, 
which do not always specify the basic policy stance underlying the 
assumed rates of growth, inflation and savings/investment balances. In 
principle, projections are based on the current policy stance of the 
authorities (including planned changes when these are known). On 
occasion, however, some change from the set of policies that is in place 
(or currently being planned) is assumed •. The discussion of medium-term 
prospects in such cases needs to identify clearly the areas in which 
such modifications or adaptations to the current stance of policies have 
been assumed. Precision is sometimes also lacking as well, although 
less frequently and to a lesser extent, in the analysis of shorter-term 
policy intentions. 

Unless key policy instruments are analyzed in a reasonably fully 
specified and quantified framework, the issues of consistency 
(internally and with the policies of other members) and sustainability 
cannot be fully assessed. While neither greater precision nor greater 
attention ta the medium-term sustainability of policies are always 
necessary to identify major policy inconsistencies internally or with 
the policies of other members, they may help highlight ~tan earlier 
stage the possible emergence of such inconsistencies .• Progress in 
recent years in the analysis. of medium-term prospects thus needs to be 
carried forward, although the balance of emphasis on medium-term issues 
ought not be shifted so much as to dilute the focus on fundamental 
short-term policy issues. Further improvements in this area, recom
mended by both G-10 and G-24 Deputies, will require increased efforts on 
the part of both members' authorities and the staff. In some cases, 
there will need to be a greater willingness on the part of members to 
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enter into a detailed and quantified dialogue with the staff on the 
basis of staff projections in those cases where such projections may not 
be prepared by the authorities. 

Equally as important, the analytical foundation or structural model 
underlying short- and medium-term projections on which judgments are 
based is frequently left implicit. This is sometimes appropriate. 
However, it would be useful in certain cases to make more explicit the 
critical parameter assumptions and underlying relations assumed in 
making these projections. Although judgments as regards the nature and 
size of policy adjustments are difficult and often leave room for sub
stantial debate, the reasons for differences of view more often than not 
reflect different assumptions on external conditions or behavioral 
responses. Clearly spelling out the analytical and empirical basis for 
such differences would help focus discussions with the authorities and 
perhaps narrow the range of differences. 

The G-10 Deputies also recommend that assessments be more candid, 
that policy recommendations be specific and that differences of view 
with the authorities be spelled out and discussed. 1/ A conclusion of 
the survey of current practices in the b~ckground paper for the annual 
review of surveillance is that assessments, while expressed so as to 
take account of the sensitive nature of the iss·ues involved, were 
frequently candid. In some cases, however, a more forceful presentation 
may have helped highlight the importance of the problems identified. 
Reports also typically indicate whether the author'ities agree with staff 
assessments. To the extent that the analytical and empirical basis of 
assessments can be made more explicit, the source and nature of differ
ences of view will also be clearer. However, while assessments and the 
reporting of differences should be sufficiently forthright to be clearly 
understood, the cooperative nature of the relationship between the Fund 
and its members would not benefit from the adoption of an overtly 
confrontational approach. Smooth and productive relations with members 
will continue to require that differences be handled with discretion and 
diplomacy. 

The survey of current practices in the background paper shows that, 
while typically clear about the direction of adjustment, assessments of 
the size of the adjustment needed are often not quantified. Clearly, 
quantification is neither always possible (in particular, as concerns 
the various areas of structural policies) nor appropriate (e.g., the 
size of a required adjustment of the exchange rate; or, unless clearly 
related to the efficiency of resource use, detailed recommendations on 
items of expenditure to be reduced or taxes to be raised). However, 
quantified staff assessments of the size of required adjustments in main 

1/ Several Executive Directors similarly recommended that differences 
of-view with the authorities should be spelled out when they discussed 
the content of staff reports to be made available to commercial 
creditors under enhanced surveillance procedures (EBM/85/130, 8/30/85). 
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areas of policy (including, as appropriate, trade-offs) could help focus 
the attention of the authorities on the need for and size of adjustmen~ 
in specific areas of policy. 

2. Proposals related to the multilateral 
setting of surveillance 

A recurrent theme of successive annual reviews of the implemen
tation of surveillance has been the need to make surveillance more 
effective. Particular attention has been devoted in this context to 
issues related to the symmetry and multilateral nature of surveil
lance. The reports of the G-10 and G-24 Deputies both stress the 
essential nature of the multilateral approach to surveillance, ensuring 
that the appraisal of members' policies appropriately takes into account 
the effects of these policies on other members. Most recently, the 
central role of a multilateral approach to policy formulation and . 
assessment, especially for key currency countries, was stressed in the 
September 22 announcement of the G-5 Ministers and Governors, and its 
special focus on the consistency of underlying policies in promoting a 
more satisfactory and stable configuration of exchange rates. 

The specific mechanisms recommended by the G-10 and G-24 Deputies 
to enhance the multilateral approach to .surveillance, however, clearly 
differ. G-10 Deputies recommend the preparation of a separate chapter 
in the World Economic Outlook, for the review of G-10 Ministers and 
Governors, providing a framework to discuss the international reper
cussions and interaction of the national policies of G-10 countries. 
G-24 Deputies recommend the establishment of a formal two-stage proce
dure: the first stage involving discussion and negotiation, against the 
background of the World Economic Outlook, of mutually consistent 
objectives and policies for major industrial countries; the implemen
tation of policies and achievement of objectives being reviewed in 
follow-up reports in a second stage. 

In addition to the various improvements in the implementation of 
surveillance procedures since 1977, several other proposals have been 
considered by Executive Directors on the occasion of annual reviews. In 
particular, some proposals discussed during the 1980 annual review are 
closely related to the proposals of the G-10 and G-24 Deputies to 
strengthen the multilateral setting of surveillance. 1/ These proposals 
and related discussions are summarized briefly in the-next few para
graphs to provide background for the discussion of further proposed 
changes in procedures. 

1/ At EBM/80/19 and EBM/80/20 on 2/6/80, and EBM/80/89 on 6/11/80 
based on "Review of the Implementation of the Fund's Surveillance Over 
Members' Exchange Rate Policies" SM/79/292 (12/21/79) and Supp. l 
(5/13/80). 
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A first proposal considered in 1980 envisaged that the· authorities 
of members with large imbalances would be expected in the course of 
consultations to describe in as precise terms as possible their external 
and domestic policies, including monetary and fiscal policies, by which 
the imbalance would be corrected. 1/ These policies were to be des
cribed either as par~ of the staffTs reporting or, at the discretion of 
the authorities, through a written statement appended to the consul
tation report. A sufficient number of Executive Directors (though not a 
majority) strongly objected, preventing formal approval of the proce
dure, 2/ although it was understood that staff discussions with members' 
authorities for Article IV consultations and staff reports were to pay 
particular attention to the issues involved. 

A second proposal envisaged inviting the seven major industrial 
countries to submit to the Fund, in preparation for the first major 
World Economic Outlook of each year, a quantified statement of the 
economi~ and financial ~olicies that they intended to pursue in the year 
ahead. 3/ It was considered, after experience had been gained, to 
expand the coverage of this innovation beyond the seven major countries 
initially involved. In their discussion of this proposal, Executive 
Directors raised a number of doubts, in particular on the possibility of 
agreeing on a strategy for developments in the world economy. Executive 
Directors were inclined to the view that any global "strategy" should be 
conceived in fairly general terms, and that the number of countries 
whose performance should be assessed in the World Economic Outlook 
itself should be limited. An agreed change, nevertheless, involved an 
extension of the World Economic Outlook through inclusion of a more 
complete description of the policy approach envisaged by major coun
tries, providing a basis for the discussion by Executive Directors of 
the broad principles of a global "strategy." 

These earlier proposals as well as current proposals from the G-10 
and G-24 Deputies recognize that, if it is to be effective, surveillance 
must involve an examination of members' policies in a multilateral 
framework. This, in turn, requires a common view or understanding among 

1/ Specifically, "that any nation with an exceptionally large 
payments imbalance--deficit or surplus--submit for Fund review an 
analysis showing how it proposes to deal with that imbalance," 
(SM/79/292, p. 7). 

2/ Although a decision could have been taken by simple majority, the 
Chairman concluded that "if the feeling is that (the proposal) was to be 
implemented in a compulsory fashion, to extract commitments and 
engagements from member countries, we would have made absolutely no 
progress. On the contrary, we would perhaps have lastingly damaged our 
relations with a great number of countries." EBM/80/89, p. 32. 

3/ Specifically, "that the Fund could assess the performance of 
individual countries against an agreed global strategy for growth, 
adjustment and price stability developed in World Economic Outlook 
reviews," (SM/79/292, p. 8). 
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members of the effect of various policies on the evolution of the world 
economy. Analysis in the World Economic Outlook of the international 
repercussions of the policies of major_ countries should provide the 
analytical basis for a consideration of the nature of international 
interactions. The presentation, in the context of Article IV consulta
tions with major countries, of more detailed and quantified short- and 
medium-ter~ policy plans would help strengthen the analysis of the 
consistency and sustainability of policies from a multilateral perspec
tive as well. For major countries for which the timing of consultations 
differs from the cycle for the preparation of the World Economic 
Outlook, mini-consultations could again be used to ascertain changes 
both in the economic outlook and in the stance of the authorities' 
policies as well as to elicit views on the international interaction of 
policies and developments. Directors may wish to review in this context 
whether the proposal considered in 1980 of requesting the authorities of 
major members (e.g., G-7 or G-10) to prepare a quantified statement of 
their policies in connection with the World Economic Outlook exercise 
would help promote this process. 

The formal proposal to implement surveillance in a two-stage pro
cess, including the specification and monitoring of objective indicators 
for major industrial countries, is discussed more fully in the companion 
papers on the review of experience with the system of floating exchange 
rates and for the biennial review of the surveillance document. 1/ 
Executive Directors also already had an opportunity for a first discus
sion of objective indicators on the occasion of the 1985 annual review 
of the implementation of surveillance. Such a proposal had been antici
pated to some extent both in the early discussion of the use of real 
exchange rate indicators to trigger special consultations (under Proce
dure V) and in a subsequent proposal considered in the context of the 
1980 annual review to trigger supplemental consultations if developments 
or policies differed significantly from those expected at the time of 
the preceding annual consultation. 11 

It is clear that larger members with key currencies have a special 
responsibility to adopt policies consistent with the establishment and 
maintenance of stable economic and financial conditions for those coun
tries closely linked to them through trade and financial relations. For 
the international economy as a whole, it has become increasingly 
accepted that this implies a special need for larger members with key 
currencies to achieve a closer coordination of their policies. The 
exercise of Fund surveillance, through the World Economic Outlook dis
cussions and Article IV consultations, can provide a primary forum for 
the assessment of the consistency and sustainability of members' 

ll SM/86/5 and SM/86/3, op. cit. 
2/ "Review of the Implementation of the Fund's Surveillance Over 

Member's Exchange Rate Policies," SM/79/292 (12/21/79), P• 10. Few 
Directors addressed this proposal explicitly. Those who did, howe~er, 
did not favor the implied automaticity. 
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policies. Whether policies of major industrial countries are negotiated 
(as envisaged by G-24 Deputies) or not, such an assessment could bring 
out clearly and forcefully the concerns of the membership with the 
policies of individual members and .the effects of these policies on 
other members. The follow-up to such an assessment in. the form of a 
review by G-10 Ministers and Governors, as envisaged by G-10 Deputies, 
would, if adopted, follow a first consideration in the Fund's Executive 
Board. Directors may wish to consider in this context the form in which 
they may want the results of their considerations communicated to G-10 
Ministers and Governors. Other aspects of the follow-up to the assess
ment of members' policies in the context of the World Economic Outlook 
and Article IV consultations are discussed further below. 

3. Proposals related to strengthening the 
influence of the consultation process 

Several of the proposals examined in the reports of the G-10 and 
G-24 Deputies related to the follow-up to consultations, publicity and 
supplemental surveillance were considered by Executive Directors during 
the 1985 annual review of the implementation of surveillance. At that 
time, Directors indicated that there was considerable scope for ~xpanded 
follow-up to consultations and also encouraged a greater use of supple
mental surveillance in selected circumstances. However, on the issue of 
publicity, most Directors expressed strong·reservations similar to those 
in the reports of the G-10 and G~24 Deputies. 

As regards the follow-up to consultations, Executive Directors had 
already endorsed earlier the strengthening of the continuity of the 
consultation process through the inclusion of a review of developments 
against the background of the conclusion of the previous consultation. 
This has been reflected in the inclusion in staff reports for Article IV 
consultations of references to the discussion by Executive Directors in 
concluding an earlier consultation. During the 1985 annual review of 
surveillance, Directors considered that the review of developments 
against the background of the previous consultation in Article IV staff 
reports should be further developed by giving indications of the weight 
the authorities attached to the views of the Fund. Directors also 
strongly supported more "internal publicity" among the authorities of 
member countries for the findings of the Fund and considered it 
desirable that Management communicate directly with Ministers of Finance 
regarding the Fund's review in those selected cases where the Executive 
Board felt high-level consideration to be particularly important because 
of the urgency of the policy views expressed. Specific reviews of the 
implementation and effects of policy recommendations by the Fund, as was 
suggested by both G-10 and G-24 Deputies, could help strengthen further 
the continuity of the consultation process. Here again, however, smooth 
and productive ~elations with members require some degree of discretion 
and diplomacy. 
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Several suggestions were considered in last year's review of sur
veillance with regard to publicity: the release of a public statement 
by the Managing Director at the conclusion of each Article IV consulta
tion, based on his summing up of the Board discussion, giving a brief 
assessment of a country's policies and prospects; the release of Article 
IV staff reports upon the request of the memb.er involved; and wider 
circulation of Recent Economic Developments papers. Few Directors 
supported the idea of a major move toward greater publicity in connec
tion with the policy content of Article IV consultations. Directors 
considered, as had been also stressed in the staff paper, that making 
discussio~s between the Fund and its members public could have serious 
consequences for the candor and frankness of policy discussions with 
members. Most Directors, however, were open to the wider refease, 
including publication, of REDs with the approval of the member 
concerned. 

Two other proposals were put forward in the reports of the G-10 and 
G-24 Deputies. The first proposal, by the G-10 Deputies, is to request 
that members indicate measures introduced or considered to address the 
problems identified through the consultation process and respond to 
specific policy suggestions. The staff paper for the 1985 annual review 
of surveillance suggested that it would not be productive to formally 
require such replies in all cases. 1/ In cases when the authorities do 
not agree with the assessment or recommendations in the staff report, 
the usual buff statement of the member's Executive Director provides an 
opportunity for laying out clearly the reasons for such disagreements. 
A more explicit presentation in staff reports of differences of view 
with the authorities, and of underlying reasons, would also facilitate 
this process. As indicated earlier, continued disagreements with a 
member's authorities at the conclusion of the consultation process, in 
cases where the Executive Board considered the matter of sufficient 
importance, could lead to a direct communication between the Managing 
Director and the Minister of Finance. Alternatively, or in addition, as 
Executive Directors agreed in concluding the 1985 annual review of 
surveillance, a supplemental consultation could be appropriate if the 
conclusion of an Article IV consultation left serious doubts about the 
appropriateness of a member's policies. 

The second proposal, by the G-24 Deputies, envisages the prepara
tion of information notices in the event of deviations in implementing 
suggested policy changes. Formally, this procedure is envisaged as a 
follow-up to the negotiation of policies in the first stage of the 
surveillance process in a multilateral setting, outlined by the G-24 
Deputies. Abstracting from the relationship of the proposed procedure 
to the two-stage negotiation/review process, information notices or 
interim staff reports on certain aspects of policies could provide an 

1/ SM/85/65, op. cit., p. 34. 
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opportunity for closer monitoring of main policy developments. Such a 
procedure is examined further below as a means to strengthen the supple
mental surveillance procedure. 

Both the G-10 and G-24 Deputies' reports endorse a greater use of 
supplemental surveillance. While, when adopted, the supplemental· sur
veillance procedure was intended to pr9vide a more flexible mechanism 
for closer and more frequent scrutiny of important changes in members' 
policies, in practice the initiation of formal supplemental consulta
tions has been rare. 1/ This rarity has been to a large extent self
reinforcing, as it has implied that supplemental consultations take 
place only under highly exceptional circumstances. Instead, informal 
discussions with members' authorities during the period between formal 
consultations have·provided an opportunity on several occasions for the 
management and staff to keep informed of important ongoing developments, 
to ascertain the members' reasons for specific policy actions, and to 
convey Management's views to the authorities. Subsequent regular 
consultation reports have reflected the information received as well as 
views formed during such informal contacts. 

. . ' A wide range of views were expressed by Directors during the 1985 
annual review of surveillance in encouraging the·use of supplemental 

·consultations in appropriate circumstances. Several Directors suggested 
that supplemental consultations might be appropriate for members in 
arrears to the Fund, members without current programs but with large 
financial obligations to the Fund and members making·prolonged use of 
Fund resources. Several Directors noted that supplemental consultations 
could be triggered as a result of major policy actions or following 
Board consideration of information notices on exchange rates or changes 
in trade policies. Also, as noted above, a supplemental consultation 
could take place if the conclusion of an Article IV consultation left 
serious doubts about the appropriateness of a member's policies. 

In addition to its acquired exceptional character, two basic 
reasons underlay the lack of use of the .supplemental surveillance proce
dure. First, its explicit focus on exchange rate policies or the 
behavior of the exchange rate make it less amenable to use in cases 
where issues arise that are not explicitly or immediately connected with 
external policies but rather with domestic economic and financial poli
cies, the effects of which may be reflected only at a later stage in a 
movement of the exchange rate or may prevent an appropriate realignment 
of exchange rates. Second, the reliance on judgment that the procedure 
is needed, at the time it is invoked, tends to focus attention on iden
tifiable actions rather than lack of action. 

1/ Under the supplemental surveillance procedure; there have been no 
"s;pplemental" consultations under paragraph V of the procedures for 
surveillance. 
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A first area of improvement would be to recognize explicitly the 
broader range of policies which could trigger supplemental -surveil
lance. The issues involved are similar to those raised in the companion 
paper for the biennial review of surveillance in reviewing the appro
priateness of the Principles for the Guidance of the Fund and reflect 
the fact that the key areas of strain in the international financial 
system have resulted not from external but from domestic policies which, 
maintained for extended periods, have led to the emergence of large 
internal and external imbalances. 

A second area of improvement would be to make the procedure more 
automatically usable in relation to developments not necessarily invol
ving specific actions. 

First, as indicated earlier, the need for supplemental surveillance 
may already be apparent at -the conclusion of a consultation with a 
member. Second, a failure to implement within a set period (say, three 
or six months) policy actions of the kind considered essential and 
identified as such at the conclusion of a consultation with a member 
could automatically trigger a supplemental consultation. Third, 
Directors may consider a matter to be of sufficient importance to 
warrant more frequent scrutiny than would be provided through the normal 
consultation process.· In those cases, Executive Directors could 
indicate in concluding the consultation those specific areas of policy 
on which they would expect an interim report from the staff (say, in 
three or six months). Following the consideration of such reports, the 
Executive Board could call for a supplemental consultation. 

Interim staff reports could be appropriate, for example, if Execu
tive Directors considered in concluding a consultation that developments 
or policies were near the threshold beyond which specific follow-up 
action would be indicated. Another example would be if the assessment 
at the time the consultation is concluded depended to a significant 
extent on policy intentions recently announced by the member's authori
ties but not yet fully articulated or implemented. In considering 
whether such a procedure would help strengthen the continuity of sur
veillance, Executive Directors may also wish to consider whether staff 
appraisals should recommend interim reports in appropriate cases or 
whether the initiative should be left to the Executive Board. 

V. Summary of Main Issues 

1. Apart from the several issues arising in connection with the 
proposals of the G-10 and G-24 Deputies to strengthen the implementation 
of surveillance procedures, the issue has been raised by several Direc
tors of the need for more differentiation in the frequency of consulta
tions. Specific options examined in the paper are the lengthening of 
the interval between.consultations for members already on longer cycles 
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and the specification of intervals longer than 12 months (possibly, with 
interim staff visits) for those members not falling strictly within the 
guidelines for consultations at annual intervals. 

2. Major lessons for the implementation of surveillance procedures 
highlighted by the experience since 1977 included: (i) the importance 
of focusing at an early stage_ not only on a country's overall balance of 
payments position but also on the sustainability of the structure of the 
balance of payments; (ii) against this background, the importance of 
paying particular attention in assessing members' exchange rate policies 
to the sustainability of a broad range of members' external and domestic 
economic and financial policies; (iii) the sensitivity of some 
countries' positions to conditions created in the world economy by other 
members' policies. In general, these developments all highlight the 
need to strengthen the exercise and influence of surveillance. 

3. Proposals of the G-10 and G-24 Deputies relating to the imple
mentation of surveillance procedures can be grouped broadly "in three 
categories: proposals to improve the analytical basis of surveillance, 
propQsals to enhance the multilateral setti~g of surveillance, and 
proposals to strengthen the influence of the consultation process. 

4. The central issue highlighted as regards the analytical basis 
of surveillance concerns the need to focus the assessmen~ of policies on 
their sustainability and, from this perspective, on their impact on 
growth, international integration and the promotion of stable economic 
and financial conditions, both in the. short term and over the medium 
term. Related concerns provide the basis for the several proposals in 
the reports of the G-10· and G-24 Deputies concerning the focus of 
surveillance on the full range of policies affecting external 
developments, on the timeframe of analysis and the need to improve the 
underlying data base and on the presentation of the empirical and analy
tical basis of policy judgments. G-10 Deputies also recommend that 
policy assessments be more candid, that the analytical and empirical 
basis of assessments be made more evident, that policy recommendations 
be specific, and that differences of view between the staff and the 
authorities be spelled out and discussed. 

5. Larger members with key currencies have a special responsi
bility to adopt policies consistent with the establishment and 
maintenance of stable economic and financial conditions for those 
countries closely linked to them through trade and financial 
relations. For the international economy as a whole, it has become 
increasingly accepted that this implies a special need for larger 
members with key currencies to achieve a closer coordination of their 
policies. Specific mechanisms to enhance the multilateral setting of 
surveillance are suggested by both G-10 and G-24 Deputies: the prepa
ration of a special chapter of the World Economic Outlook, highlighting 
international interactions and repercussions, for the subsequent review 
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of G-10 Ministers and Governors ~by G-10 Deputies); the discussion and 
negotiation, against the background of the World Economic Outlook, of 
mutually consistent objectives ahd policies (by G-24 Deputies). 

· 6. The reports of G-10 and! G~2~ Deputies revie; several proposals 
related to the follow-up to conshltations, publicity and supplemental 
surveillance: reviewing explicitly the implementation and effects of 
policy recommendations; requestihg ·members to indicate measures which 
have been introduced or consider~d to address problems identified and to 
respond to specific policy suggestions; confidential (selective) 
exchange of views between the Mahaging Director and the Finance 
Minister; and greater publicity! for the consultation process itself. 
Executive Directors' views on this subject, on the occasion of earlier 
reviews of the implementation ofl surveillanc~, were summarized briefly 
to provide a basis for further discussion. 

I . 
7. Both the G-10 and G-24 Deputies encouraged greater use of 

supplemental surveillance. Related proposals highlighted in this and 
the companion paper for the bienhial review of the surveillance document 
include: the initiation of a mof1 e au~omatic process of supplemental 
surveillance; explicit recogniti n of the broader range of policies 
which could trigger s~pplemental surveillance; the initiation of sup
plemental surveillance in the ca~e of failure by a member to implement 
(within a set period) policy actions of·the kind considered essential 
and identified as such at the cohclusion of a consultation; review by 
Executive Directors of the need ~or a supplemental consultation on the 
basis of interim staff reports oh developments in areas of policy iden
tified by Directors (in concludibg a consultation) as requiring close 
and frequent scrutiny. 1· . , . , . 

8. As specified in Decision No. 7939-(85/49) taken March 25, 1985, 
the annual review of the implemehtation of Fund surveillance over mem
bers' exchange rate policies, influding the procedures for the conduct 
of consultations under Article IV, is to be conducted not later than 
April 1, 1986. Draft decisions ?ill be proposed for adoption following 
Board consideration of the reports for the biennial review of the 
surveillance document and the anhual review ·of the implementation of 
surveillance. Such decisions are necessary to complete the two con
current reviews by April 1, 1986L Also, these draft decisions will 
identify matters for consideratibn at a later date. 

I 
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I. Introduction 

At its meeting in Seoul on October 6-7, 1985, the Interim Committee 
requested the Executive Board" ••• to study the issues raised in these 
reports [the reports on the international monetary system presented by 
the Group of Ten and the Group of Twenty-Four] with a view to facilitating 
a substantive consideration by the Committee at its next meeting." ]j 
This paper, and the supplementary paper on target zones (SM/86/6), are 
among a series of papers prepared in response to that request. The 
present paper discusses issues directly related to the functioning and 
improvement of the exchange rate system. 

The Reports of the Group of 10 and the Group of 24 (hereafter the 
G-10 and G-24 Reports) share some important conclusions on the exchange 
rate system.]:./ In brief, both reports conclude that the functioning of 
the present system of floating exchange rates needs to be improved; 
that the variability of exchange rates, both in the short run and in 
the long run, has been a source of concern; that unsound and inconsistent 
policies, and related divergences in economi~ performance among major 
industrial countries, have been central elements in the observed volati
lity and misalignments of key-currency exchange rates; that surveillance 
is crucial for an orderly international monetary and financial system and 
is a basic tool for promoting convergence of economic performances 
toward sustainable non-inflationary growth; that while exchange market 
intervention can play a useful supplementary or complementary role, it 
cannot be the primary instrument for achieving exchange rate stability; 
and finally, that a return to a rigid par value system is neither 
desirable nor feasible at the present time. 

In some others respects, however, the two reports are quite far 
apart in their diagnosis of and proposed remedies for the present 
exchange rate system. The G-10 Report concludes that " .•• the fundamental 
approach of the Articles of Agreement remains valid;" 1/ that the present 
system of floating rates has shown "valuable strengths" 4/ (as well as 
weaknesses); and that "••• the key elements ••• require no-major institutional 

lf "Communique of the Interim Committee of the Board of Governors of the 
International Monetary Fund," paragraph 10. International Monetary Fund, 
Press Release No. 85/33, October 7, 1985. 

']j "The Functioning of the International Monetary System: A Report 
to the Ministers and Governors by the Deputies of the Group of Ten," 
June 1985, circulated as EBD/85/154, Supplement l; "The Functionng 
and Improvement of the International Monetary System: Report of the 
Deputies of the Group of 24," August 1985, circulated as EBD/85/228. 

3/ G-10 Report, paragraph 97. 
"'§./ G-10 Report, paragraph 14. 
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I 

I 
change." Jj In contrast, the G-24 Report concludes that "the experience 
with the present exchange rate system has not been satisfactory;" 2/ chat 

I -
"volatility and misalignment of exchange rates have especially hurt the 
developing countries;'' 3/ and that " ••• a mechanism has to be devised to 

- I enforce policy coordination among the major industrial countries." 4/ 
On the issue of target zones for !exchange rates of major currencies-;
the gulf was also wide. The majority (of Deputies) in the G-10 Report 
considered the adoption of target zones " ••• undesirable and in any case 
impractical in present circumstan!ces" 5/ [some Deputies, however, did 

I -think that the proposal could havle merits and suggested further exploration 
of its technical aspects at an appropriate time]. In contrast, the G-24 
Report expressed the view that tal\rget zones 11 

••• could help achieve the 
objective of exchange rate stability and a sustainable pattern of 
payments balances;" 6/ it also concluded that the proposal needed to be 

- I further studied and pursued to gain general acceptance. Yet another 
difference is that the G-24 Reporjt envisages a role for a set of "objective 
indicators or targets" 7/ in the conduct of multilateral surveillance 

- I 

while the G-10 Report emphasizes r· ... enhanced dialogue and persuasion 
through peer pressure. 11 '§} i 

Drawing on the analysis in the·G-10 and G-24 Reports, as well as 
I 

on earlier work done inside and outside the Fund, this paper identifies 
I 

and discusses issues and proposals for improving the functioning of the 
I • 

exchange rate system. The aim isi to identify areas of agreement, to 
discuss points of contention, andl to suggest key issues for further 
discussion, study, and guidance. · 

The rest of the paper is organized as follows. Section II discus-
1 

ses several perceived weaknesses of the present exchange rate system, 
namely:· the high short-run volatility of exchange rates; the large and 
persistent misalignments of real ~xchange rates, and the lack of 
discipline and coordination in thk conduct of macroeconomic policy in 

I 
the major industrial countries. Section III turns to the perceived 
strengths of the present system. \Here, the contribution of exchange 
rate flexibility to external payments adjustment, to insulation from 
shocks abroad, to the independenc~ and effectiveness of domestic monetary 
policy, and to the maintenance of Ian open trade and payments system--
are all considered. These percei~ed weaknesses and strengths of the 
present system are those given moJt attention in the G-10 and G-24 
Reports. Finally, Section IV addtesses certain proposals for improving 
the functioning of the existing SY,stem. Three types of proposals are 
examined: ( i) the adoption of "tatge t zones" for key-currency exchange 

I 

1/ G-10 Report, paragraph 97. 
2/ G-24 Report, paragraph 2. 
3/ G-24 Report, paragraph 3. 
4/ G-24 Report, paragraph 5. 
5/ G-10 Report, paragraph 32. 
6/ G-24 Report, paragraph 5. 
7/ G-24 Report, paragraph 78. 
~ G-10 Report, paragraph 38. 
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rates; (ii) the introduction of "objective indicators" or quantitative 
targets for macroeconomic outcomes and policies into multilateral 
(IMF) surveillance; and (iii) more intensive use of consultatative 
and judgmental mechanisms, within the existing institutional setting, 
to enhance the appropriateness and mutual compatibility of policies. 
The proposals analyzed are those specifically presented in the G-10 
and G-24 Reports •. 

The scope of the paper has been conditioned by four considerations. 
First, although the focus of the paper is on the functioning and improve
ment of the exchange rate system, it is not appropriate to deny the 
interconnections between the exchange rate system and other features 
of the international monetary system. This is especially true with 
respect to the interrelationship between the exchange rate system 
and surveillance.}) For example, any changes in the operation of the 
exchange rate system, be they changes in exchange arrangements or 
improvements to the mechanisms for policy coordination, would have to 
be given content through the implementation of the surveillance. At 
the same time, proposals for strengthening surveillance, both at the 
bilateral and multilateral levels, are integral elements of most proposals 
for improving the functioning of the exchange rate system. As such, the 
paper discusses on a rather broad level the rationale for, and implications 
of, changes in surveillance for the operation of the exchange rate system. 
An in-depth treatment of surveillance issues will appear in the forthcoming 
paper, "Surveillance over Exchange Rate Policies--Biennial Review." A 
second consideration con~erns the proposal, discussed in both the G-10 
and G-24 Reports, to adopt target zones for major-currency exchange rates. 
In this paper, target zones are examined as one of several concrete pro
posals for improving the functioning of the exchange rate system. A more 
thorough treatment of the target-zone proposal, including its more technical 
and operational aspects, is included in the supplementary paper, "Target 
Zones" (SM/86/6). Third, in discussing proposals for improving exchange 
rate stability, the emphasis is on the major industrial countries. This 

Jj Another potential area of interconnection is that between the 
exchange rate system and international liquidity. For example, proposals 
for liberalization of capital markets or for greater use of official inter
vention in exchange markets cannot be divorced from questions concerning 
the quantity and composition of international reserves. Still, the 
present paper makes the assumption that many issues in the evaluation 
of the exchange rate system can be profitably discussed within the bounds 
of existing reserve and liquidity arrangements. Several papers dealing 
with international liquidity and the SDR, as discussed in the G-10 and 
G-24 Reports, will soon be reaching the Executive Board. 
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follows the view, given expression in both the G-10 and G-24 Reports, 
that it is the policies and ekchange rates of the major industrial 
countries that exert the mos ti significant impact on the functioning of 
the international monetary system as a whole. None of this denies, of 
course, either the importance! of maintaining realistic exchange rates 
in all countries, or the desirability of an exchange rate system that 
adequately meets the needs ofl smaller industrial countries and of 
developing countries. Finally, although this paper is organized around 
the issues and proposals rais~d in the G-10 and G-24 Reports, it also 
considers views, evidence, and proposals on the exchange rate system 
from other sources. For thes~ reasons, terms such as "proponents," 
"supporters," or "opponents" khould not necessarily be associated with 
the G-10 and G-24 Reports unl~ss specifically indicated. 

I 
I 

II. Perceived welknesses of the Present System 
I 

Although the present system of floating exchange rates has been 
criticized on many counts, mo~t of these criticisms can be grouped under 
the following three headings: I high short-run volatility of exchange 
rates; large and persistent mtsalignments of real exchange rates; and 
lack of discipline and coordination in the conduct of macroeconomic 

I 

policy in major industrial countries. In this section each of these 
criticisms, or perceived weakhesses, is examined in turn. 

A· Short-run volatility 

Prior to the advent of floating rates, some of its supporters anti
cipated that stabilizing spec~lation would act to smooth exchange rate 
movements, and in so doing, pfevent an abrupt increase in the actual 
variability. Thirteen years 6f experience have proved otherwise. 
Whether measured in bilaterallor effective terms, nominal or real 
terms, the short-run variability of exchange rates has been much greater ~ 
during the period of floatinglrates than under the Bretton Woods system. 
A representative calculation 0IMF[l984a]) is that the short-term (monthly 
or quarterly) variability of dominal exchange rates for the seven major 
currencies was about five timJs greater under floating rates than 
during the last decade of adjJstable par values. In addition, there 
has not been a sustained tendJncy for exchange rate variability to 
decline over time. Finally, Jnd of interest for linking exchange rate 
variability to exchange rate Jncertainty, most exchange rate changes 
under floating rates have beeri unexpected (as revealed by market indi-

1 -

cators of expected exchange rates, such as forward rates). 

Critics of floating exchJnge rates contend that one of the main 
reasons why rates have beens~ volatile is that market participants lack 
an anchor for medium-term excHange rate expectations. Without such an 
anchor, shor.t-term events (be lthey news, rumors, or shifts in policy) 
induce large revisions of expectations about future exchange rates, 

I 

I 

.. 
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which in turn, induce large changes in current rates. Also, without an 
anchor, the risks of self-fulfilling destabilizing speculation (i.e., 
bandwagon effects and speculative bubbles) are increased. 

This short-run variability, or volatility, of exchange rates is 
said to be costly because its associated uncertainty reduces the volume 
of trade and investment. J:./ These costs are claimed to be especially heavy 
for developing countries which do not have well-developed financial 
markets, particularly forward cover arrangements. II 

The high short-term volatility of exchange rates under floating is 
not in dispute. What is contentious is the proper yardstick for 
evaluating that volatility and the costs associated with it. Defenders 
of the present system make the following points. 

First, while the variablity of nominal exchange rates has been 
higher than the variability of the ratio of national price levels, it 
has been lower than that for other asset prices (e.g., national stock 
market prices, changes in commodity prices, changes in interest rates, 
etc.). 3/ The higher variability of exchange rates via-a-vis national 
price levels is said to reflect the fact that exchange rates are jumpy, 
forward-looking auction prices that anticipate future events whereas 
prices and wages are sticky, backward-looking administered prices that 
largely reflect past contractual commitments. Hence, some greater degree 
of variability in exchange rates is to be expected. The fact that all 
asset prices have been so variable during the floating rate period is 
often explained by the accompanying turbulence in the global economic 
and political environment. !±J 

Second, and probably more challenging, the defenders argue that 
there is little evidence that short-run exchange rate volatility has 
been very costly in either a relative or absolute sense. The question 
of relative costs hinges on which markets are best able to handle 
disturbances. The point is that if exchange rates were more rigid, 
then disturbances would be transferred to goods or labor markets, or 
would induce limitations on trade and capital movements, both of which 
might be~ costly than the exchange rate movements themselves. As 

1/ "It (volatility of exchange rates) has discouraged investment and 
trade by adding to financial risks for investors and traders." G-24 
Report, paragraph 61. 

2J "Exporters and importers in these countries (developing countries) 
are exposed to high exchange risks in the abasence of well-developed 
financial markets, especially forward cover arrangements. The destabiliz
ing uncertainties of floating rates have increased the reserve and 
capital needs of developing countries from the levels which would other
wise exist." G-24 Report, paragraph 63. 

3/ See Bergstrand [1983). 
""§} See Frenkel and Mussa [1980]. 
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i to the absolute cost, the defenders of the present system note that a 
large body of econometric work !has produced only sporadic evidence of 
a link between measures of exchange rate volatility and the volume of 
international trade (IMF[l984aJI)· It is also argued that the development 
of various hedging techniques and future markets has increased the 
ability of market participants Ito both reduce their exposure to risk 
and to purchase relatively low1cost insurance against it. l/ 

Issues for discussion: (i)I Does sh~rt-run volatility of major-currency 
exchange rates impact more serilously on the developing countries and on 
smaller, less-diversified firms; if so, what institutional changes or 
reforms could lessen this problem; (ii) are there kinds of risk or 
uncertainty that have eluded th 1e existing econometric tests on the 
links between exchange rate volbtility and the volume of international 

I 
trade; (iii) what is the approp;riate "measuring rod" for judging whether 
short-run variability of exchange rates is excessive; and (iv) would 
more reliance on exchange marke~ intervention help to reduce short-run 
volatility of exchange rates; if not, what other policy instruments 
should be directed at that taskq 

B. Large and persistent misal~gnments of real exchange rates 

A second indictment of the i
1 

present sys tern is that real exchange 
rates of major currencies have been subject to large and persistent 
misalignments. The ·term misali~nment is commonly interpreted as a 
deviation of the actual real exthange rate from its "equilibrium" level. 

In practice, misalignment has usually been estimated by, or inferred 
from, three types of calculations. First, misalignment can be calculated 
as the cumulative departure of fhe nominal exchange rate from the path 
implied by purchasing-power-parity. This is equivalent to calculating 
the deviation of the current re11 exchange rate from its level in some 
"equilibrium" base period. Sec~nd, misalignment is sometimes inferred 

I from the sheer size of real exc?ange rate movements themselves. The 
implicit assumption here is that the equilibrium real exchange rate 
will change only gradually overltime in response to structural changes 
in competitiveness and comparat~ve advantage. The third method is to 
compute misalignment as the deviation of the real exchange rate from 
the (equilibrium) level that wotlld yield an equilibrium in the balance 
of payments, (given anticipatedlimacroeconomic policies over the next 
two to three years). The equil brium balance of payments, in turn, 

I 
l/ ... Foreign exchange markets appear to have developed effective 

hedging techniques available tolmost operators to reduce the risks 
associated with exchange rate volatility, generally at comparatively 
little cost." G-10 Report, par4graph 16. 

t 
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is defined as an "underlying" current-account balance equal to "normal" 
net capital flows. In addition, this equality must be achieved without 
resort to either undesirable .levels of unemployment, or "undue" res tric
tions on trade, or "special" incentives to incoming or outgoing capital. 1/ 

As representative (albeit dramatic) examples of such calculations, 
one might offer ctie following: (i) as of the second quarter of 1985, 
the real effective exchange rate of the U.S. dollar was over SO percent 
above the level implied by purchasing-power-parity (using 1980 as the 
base); 2/ (L) between 1975 and 1976, the real effective exchange rate 
of the pound s~erling fell by 20 percent, only to rise by nearly 75 
percent between 1976 and 1981; and (iii) using an "underlying balance" 
approach to calculating the equilibrium real exchange rate, one recent 
study (Williamson [1985]) estimated that the misalignments of the U.S. 
dollar and the Japanese yen at end-1984 were 39 and 19 percent, respectively. 

Although it was originally thought that real exchange rate movements 
under floating rates would be dominated by gradual changes in competitive
ness needed to restore current account equilibria, it is now recognized 
that large capital flows, often stimulated by short-term considerations, 
have usually been the predominant force. 3/ These capital flows, in 
turn, have been influenced by inter-country differences in interest 
rates that have reflected different stances and mixes of monetary and 
fiscal policy--and by changes in expectatiqns about the future course 
of these policies and their impact·on future interest rates and future 
exchange rates. In addition, rigidities in goods and labor markets 
have meant that nominal exchange rates have taken the brunt of the 
adjustment, often "overshooting" their long-term values, to compensate 
for the stickiness of nominal wages and prices in the short-run. 

Such misalignments in major-currency exchange rates have been 
costly, so it is argued, because: (i) they distort resource allocation 
and generate "boom and bust" cycles in the tradable goods sector that 

1/ This definition is a close relative of those found in Nurkse 
[1945], IMF [1970], and the G-24 Report, paragraph 69. 

]) The real effective exchange rate used for these calculations is 
relative normalized unit labor cost in manufacturing. 
lf "••• exchange rate determination has been increasingly influenced 

by conditions in capital markets, including relative interest rates and 
expectations regarding the impact of national policies and current and 
future economic performance." G-10 Report, paragraph 18. "Much of the 
medium-term movement in real exchange rates reflects not the changing 
pattern of competitiveness but rather the reuslt of differences in 
fiscal and monetary policies ..... 
G-24 Report, paragraph 62. 
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leave unemployment in their wa~e; and (ii) because they encourage 
protectionism, as firms and goJlernments attempt to overrule the unjust 
verdict of the market place by turning to administrative solutions. J:./ 

By now, there is widespredd agreement that the floating rate era 
has been marked by cases of se~ious misalignment. Not so clear are 
the ext~nt of these misalignments, their cost, and perhaps most of all, 
whether alternative exchange rdte systems could eliminate or reduce 
them. In this connection, def~nders of the present system offer the 
follcwing arguments. I 

I 

·First, not all of the large swings in real exchange rates that 
have been observed over the pa~t thirteen years represent misalignment. 
Some of it represents desirable, adjustments to changes in real economic 
conditions, such as continuing linter-country differences in labor 
productivity, permanent changes in the terms of trade (sometimes 
associated with discovery of, dr large price changes in, natural re
sources), permanent shifts in siavings-investment relationships across 
countries, safe-haven considerations, etc. For example, a good portion 
of the appreciation of sterlin~ between 1977 and 1981 could be represented 
as an equilibrium response to the U.K.'s enhanced oil-exporter status.2/ 
Even under a system of pegged ~xchange rates, such changes would call for 
changes in real equilibrium exdhange rates. Under that regime, these 
changes would occur primarily ~ia changes in national price levels, 
aided by occasional changes in farities. Under floating rates, the 
required changes in relative p~ices occur primarily via changes in 
nominal exchange rates and theyl happen more quickly. But, according to 
defenders of the present system, this need not imply that the latter 
form of adjustment is inferior Ito the former. 

Second, although misalignm,ent may not be so difficult to define, 
it can be very difficult to meaisure when concepts like "normal" capital 
flows, "undue" restrictions on !trade, "special" incentives to incoming ( 
or outgoing capital, "cyclicall~-adjusted" current accounts, and 
"anticipated" macroeconomic pol!icies have to be estimated. For example, 
a country that is a "normal" neit capital exporter under one set of 
macroeconomic policies, tax conlsidera tions, and political even ts abroad 
may become a normal net capi tall importer under others. For example, if 
s~, one-third of the recent prrvate net capital inflow into the United 

1/ ''Misalignment inevitably ~roduces either idle resources or waste
ful shifts back and forth betwe~n tradables and nontradables. It 
becomes a potent source of pres~ures for protectionism." G-24 Report, 
paragraph 62. I 

2/ See, for example, Bond anti Knobl [1982]. 

I 
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States were regarded as "normal" (reflecting attractive perceived invest
ment opportunities and a relatively low domestic savings rate), then 
one's estimate of the current misalignment of the U.S. dolla~ would be 
reduced considerably (vis-a-vis estimates that assume a normal net 
capital flow of zero for the United States). Yet some would argue that 
the theory and evidence for preferring the latter assumption to the 
former are weak. An additional complicating factor is the existence of 
a large statistical discrepancy in world balance-of-payments-accounts, 
whose geographical attribution is highly unc7rtain. 

Supporters of the present system acknowledge that misalignments of 
key currencies carry costs but suggest caution in identifying misalign
ments as primary factors in explaining both the recent weakness of manu
facturing employment in the United States and the resurgence of pro
tectionist pressures in major industrial countries as a group. 

While it is true, for example, that the ratio of manufacturing 
employment to total non-agricultural employment in the United States 
declined sharply over the 1979-83 period, it also declined in 1969-71 
against the background of a depreciating real exchange rate for the 
dollar; in fact, it has declined in all periods of recession since 
1969. Further, this ratio increased in 1984 when the real exchange 
rate of the dollar was appreciating sharply. Likewise, the same 
ratio rose in Germany during 1976-79 when the deutsche mark was 
appreciating, and fell during 1980-83 when the deutsche mark was depre
ciating. In Japan, the manufacturing employment ratio has been flat 
since 1978 despite a strong real appreciation of the yen from 1982-84.Jj 
All of this suggests that one has to specify the~ of disturbance 
moving the real exchange rate before one can predict the link between 
the real exchange rate and the sectoral allocation of resources. As 
Obstfeld (1985] points out, an increase in foreign demand for domestic 
manufactures may cause both a currency appreciation and an expansion 
in manufacturing employment whereas a shift to restrictive monetary 
policy will induce both currency appreciation and contraction in manu
facturing employment. 

In explaining the rising tide of protectionism, supporters of the 
present system argue that exchange rate misalignment is only one of 
several important factors. They note, for example, that many of the 
current protectionist measures or proposals have been sector-oriented 
or country specific and have been influenced by long-lasting shifts in 
competitiveness arising from factors other than exchange rate shifts. 
In clothing and textiles, for example, restrictions have been directed 
against developing countries with a comparative cost advantage and 
restrictions have become progressively more severe over a quarter of a 

1/ All of these figures on manufacturing employment are drawn from 
Obstfeld [1985]. 
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century, almost irrespective of ~hanges in exchange rates. Protection 
I 

of the agricultural sector and of the steel sector also does not correlate 
well with exchange rate movement~. More generally, it can be argued 

I 

that pressures for protection will be greater not only when a country's 
exchange rate is overvalued but +lso, inter alia: the higher and more 
rapidly increasing its unemployment rate, the smaller and less generous 

I 
are its existing trade adjustment programs, the higher is its ratio of 
imports to consumption, the larg~r is employment in import-competing 
industries, and the higher is the level of general government inter 
vention.}) I . 

Finally, defenders of the present system recall that misalignment 
and overshooting of major-currendy exchange rates were by no means 

I 

unknown during the Bretton Woods 
1
era, especially in its later years.]) 

For example, the effective real exchange rate of the dollar depreciated 
• I 

by 28 percent from 1969-73. Similarly, if a currency had long been 
I 

overvalued under the Bretton Woods system, and the authorities at last 
decided on a devaluation, they uJually chose a new parity which under
valued the currency at the currerit level of prices. One common justifi
cation for such excessive devaludtion was that it was necessary to 
replenish the level of reserves Jhich had become unduly low during the 
period of overvaluation. 3/ In Jhort, defenders argue that the current 

- I system ought not to be compared to some unobservable textbook ideal but 
rather to the also flawed real-wdrld alternatives. 

Issues for discussion~ (i) How can the "equilibrium'' real exchange 
rate best be defined in operational terms; (ii) what role have real 
economic conditions played in thJ 1979-85 real appreciation of the U.S. 
dollar; (iii) have inter-countr~ differences in the stance and mix of 
policies now supplanted inflation differentials as the main determinant 
of exchange rate misalignments; (liv) in what respect and in what degree 
have misalignments under floatingl rates been different than those under 
the Bretton Woods system; and (v) in what ways have persistent misalignments 
under floating exchange rates especially hurt the developing countries? 

I 

c. Lack of discipline and coordination in macroeconomic policies 

The third criticism of 
has not promoted discipline 
policy.!:) Indeed, this is 

the plresent exchange rate sys tern is that it 
and cpordination in the conduct of macroeconomic 
probaFly the single most damaging charge because 

1/ Bergsten and Williamson [19~3]. 
2/ Dunn [1973] and Makin [1974] provide evidence of the trade and 

investment distortions created by misaligned real exchange rates during 
the Bretton Woods era. 

3/ Machlup [1979]. 
'"§._/ Coordination is perhaps best thought of as encompassing all inter

national influences on domestic decision-making. 

• 
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short-term volatility and longer-term misalignments are both widely 
regarded as manifestations of this failure to get underlying monetary 
and fiscal policies "right." 1./ 

Under floating exchange rates, one can expect: (i) the current 
exchange rate to be heavily influenced by the expected future exchange 
rate, and (ii) the expected future exchange rate to be heavily influenced 
by expected future macroeconomic policies. Since instability in current 
policies generates uncertainty about future policies, it is clear why 
disciplined and consistent policies are judged to be a sine qua non 
for greater stability in exchange rates. 

Evidence of a lack of discipline and coordination in macroeconomic 
policy over the past thirteen years is not hard to find. Critics of the 
present system point to, inter alia, the near-doubling of average indus
trial-country inflation rates as between 1963-72 and 1973-85 (from 4.2 
to 7.6 percent) and to the tripling of the average ratio of industrial
country (central) government fiscal deficits to GNP over the same period 
(from 1.2 to 3.7 percent). They also note that there have been frequent 
occurrences where large changes in monetary and fiscal policies have 
been made in a seemingly independent fashion, with too little thought 
given to their international repurcussions. They point in particular 
to the 1979-83 period when the stance and mix of policies in the major 
industrial countries (particularly the heavy reliance on monetary restraint) 
produced historically high real interest .rates, low commodity prices, 
and sluggish economic activity with adverse "spillover" effects for 
developing countries' debt service, export earnings, and growth per
formance. ]) Finally, critics note that efforts at better coordination 
during the floating rate period have not produced binding agreements on 
either monetary and fiscal policies, or on exchange rates. 

1/ "It [the present exchange rate system] has not prevented inadequate 
policies and divergent economic performance which have contributed to 
a high degree of short-term volatility of nominal exchange rates and 
to large medium-term movements in real exchange rates." G-10 Report, 
paragraph 5. "This [improved functioning of the exchange rate system] 
implies greater effort on the part of the developed countries to achieve 
a susbstantial degree of discipline and coordination in the conduct of 
their national policies." G-24 Report, paragraph 65. 

2/ "In the recent past, their [industrial countries] uncoordinated 
attempts to disinflate led to excessive emphasis being given to monetary 
restriction relative to other instruments. The result was a halting 
process of recovery with high real interest rates and low commodity 
prices having particularly adverse effects on the developing countries." 
G-24 Report, paragraph 72. 
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i 
The view that discipline ~nd coordination of macroeconomic policies 

in industrial countries needs ~o be improved is now widely accepted. 
The main point at issue is what contribution the exchange rate system 
can make toward achieving that: objective. Critics of the present sys
tem maintain that the obligatibn to defend the parity in a fixed rate 

I 

system obliges the more inflationary countries to discipline themselves 
in order to avoid repeated (and politically costly) realignments. On 

I 
the other hand, supporters of the p;esent system offer the following 

argume~ts. . I . 
First, experience suggests to them that greater fixity of exchange 

rates is neither necessary nor 11sufficient for enforcing discipline 
on macroeconomic policy. They note, for example, that the deceleration 
in growth rates of narrow and broad money that took place in most of the 

. I 
major industrial countries in 1979-82 (in the face of high unemployment) 
was accomplished without excha~ge rate targets; hence, greater fixity 
of exchange rates is not "nece.sary'' for anti-inflationary discipline. 
Similarly, even during the Bretton Woods era, there were too many cases 

I of exchange rate targets giving way to employment targets when the 
two came into conflict to believe that greater fixity of exchange rates 
is "sufficient". In fact, they would say that history is more kind to 
the proposition that the exchaqge rate regime is determined by the degree 
and inter-country dispersion of discipline in macroeconomic policies than 
to the reverse line of causation. 

I 

Second, some observers arJue that the exchange rate regime does not 
necessarily_ have a comparative I advantage over other institutional mecha
nisms for imposing discipline ~n national authorities. For example, if 
greater discipline in monetary ipolicy is sought, then pre-announced money 
supply rules, or even various types of commodity standards are alternative 
roads to making a non-accommodJtion strategy more credible. As regards 

I 

discipline for fiscal policy, fixed rates may, so the argument goes, 
be even less effective than fldxible rates. This is because (under 
fixed rates) an expansionary f~scal policy that is not monetized draws ( 
in capital from abroad and leads to an increase in foreign exchange . 
reserves; hence, reserve movemJnts impose no discipline. In contrast, 
expansionary fiscal policy (with tight monetary policy) under flexible 
rates induces currency appreciJtion that may in turn lead to political 
pressure from the traded goods Jsector for fiscal restraint. Jj And if 
discipline against inflation i~ the primary concern, measures that 
substitute rules for discretion1

1

· in determining the world money stock, 
or that put a tax an inflationa

1

ry wage settlements (e.g., tax-based 
incomes policy) may represent more direct constraints. 

I 

1/ An alternative point of view, inspired by the recent experience of 
the United States, is that s tra!ins in the traded goods sec tor tend to 
lead to protectionist pressuresj more than to fiscal restraint. 
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Third, although trying to describe the "counterfactual" is always 
a speculative exercise, some have argued that a fixed exchange rate 
between the United States and the rest of the OECD would not likely 
have prevented either the recent real appreciation of the U.S. dollar 
or its international effects. lJ The argument here is that fixed 
rates cum U.S. fiscal expansion would still have meant relatively 
high U.S. interest rates and a large net capital inflow. The capital 
inflow in turn would have lowered foreign money supplies and (unless 
sterilized) increased the U.S. money supply •. The effects of these money 
supply changes would thus have been to raise U.S. prices relative to 
those abroad. One would still get a real appreciation of the U.S. 
dollar, but this time operating mainly via national price levels rather 
than via the nominal exchange rate. Alternatively, attempts to prevent. 
these money supply changes from taking place under fixed rates (via 
capital controls or sterilization operations) would only lead to a 
higher level of interest rates and would remove, so the argument goes, 
the inflation pressure for a fiscal reversal. The alleged moral of 
this scenario is that it is fiscal reform rather than exchange rate 
reform that is the necessary ingredient for preventing misalignment 
and its effects. 

Fourth, supporters of the present system caution that there are 
"natural" limits to coordination of policies, whatever the exchange 
rate regime. Exchange rates and interest rates are by their very nature 
"competitive" in the sense that one country's gain is frequently the 
other's loss. Also, the compromise of growth and ·inflation objectives 
at the national level often leaves little room for further compromise 
on demand policies at the international level. 2/ Given these limits, 
past efforts at coordination (e.g., the U.S. dollar support package of 
November 1, 1978, the agreements of the Bonn economic summit of 1978, 
and the September 1985 G-5 agreement in New York on exchange rates and 
adjustment policies)--while perhaps still far from optimal--should, in 
their view, not be seen in too bad a light. 

Finally, supporters of the present system are wary of comparisons 
between the period of floating rates and that of par values. They 
note that many features of the global economic envrionment that are 
important for macroeconomic performance but are not proximately 
related to the exchange rate regime, were also changing during the 

1/ See, for example, Obstfeld [1985]. 
2/ See Polak [1981] for an expansion of both these points. 
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period of floating rates. 1/ For example, inflation performance 
during the floating rate p;rio1 may have been distorted by the two 
rounds of large oil price incr ases (1973-74 and 1979-80) and by the 
huge expansion (57 percent) in international reserves in 1970-72 asso
ciated with the collapse of the Bretton Woods system. 

Issues for discussion: ( i)\
1 

Would the adoption of sound, credible, 
and stable ·policies in industr~al countr~es be both necessary~ suf
ficient for achieving exchange rate stability; (ii) Could greater 

I fixity of key-currency exchange rates improve the discipline in the 
conduct of macroeconomic policj~' or does the lack of discipline under 
floating rates have origins ou side the exchange rate regime; (iii) Why 
has coordination of macroecono ic policies been so difficult to achieve 
over the past two decades; ( iv)I Is centralized international. decision
making inherently more difficullt under floating rates than under a par 
value system; and (v) what "lessons" about the effect of the exchange 
rate regime on discipline and coordination can be drawn from the experi
ence of the European Monetary S>7stem (hereafter EMS)? 

III. Perceived Strbngths of the Present System 

While both the G-10 and G~24 agree that the existing exchange 
rate regime has shown weaknesse~' 1 the G-10 emphasizes that it has also 
aisplayed some "valuable,streng hs." More specifically, they stress 
that exchange rate flexibility as made positive contribution~ to 
"external payments adjustment, "j to "insulation of domestic price levels 
from inf la tfon a broad I" and tO r• the pUrSUi t Of SOUnd monetary policies 
geared more directly to domestic conditions." 2/ Finally, they doubt 

I -whether any less flexible syster could have survived the strains of 
the past decade without increased reliance on restrictions on trade 
and capital flows. Each of the~e perceived strengths is discussed in 
this section. 1· 

A. Promotion of external paym nts adjustment 

Although it has perhaps noi· provided all that was hoped for prior 
to the advent of floating rates supporters of the present system 
maintain that exchange rate fle ibility has made a positive contribution 
to external payments adj us tmen t on at least three counts. 

! 

lJ "It would be misleading t~ draw definite conclusions on the merits 
and demerits of the present system merely by comparing economic perform
ance in the period of floating with that recorded under the par value 
system. Conditions during the floating rate period have been different 
in too many respects to allow s~ch a comparison to be meaningful." 
G-10 Report, paragraph 13. I 

2/ G-10 Report, paragraph 14. 
- I 

( 
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First, the extent of payments adjustment in the floating rate period 
(1973-85) has been somewhat better than that during the last decade of ad
justable par values (1963-72), at least for the seven largest indus-
trial countries--and this despite the occurrence of some unusually large 
external shocks during the floating rate period (e.g. two periods of 
large increases in world oil prices, namely 1973-74 and 1979-80). Simple 
measures of payments imbalances, such as the ratio of current account 
balances alone to GNP or the ratio of current accounts plus normal 
capital flows to GNP, show smaller mean imbalances and less persistence 
(serial correlation), on average, for 1973-85 than for 1963-72. 

Second, the symmetry of adjustment is alleged to have improved. 
Recall that two well-known charges against the Bretton Woods system 
were: (i) that surplus countries were subject to a much weaker dis
cipline than deficit countries; and (ii) that reserve centers, 
particularly the United States, had an unwarranted privilege because 
they could finance payments deficits by liability as opposed to asset 
settlement. Both of these asymmetries are said to have been much 
reduced under floating: there is no evidence (among industrial coun
tries) that mean payments imbalances are larger or more persistent for 
surplus countries, and the privilege (some would say dangers) of lia
bility settlement has since been extended to many countries, including 
developing ones. 

Third, exchange rate flexibility has, according to its proponents, 
reduced the cost of adjustment. The argument here is that when exchange 
rates are less flexible, the burden of adjustment falls more on expen
diture-reducing measures and less on expenditure-switching ones, with 
heavier costs in terms of real output and employment. lJ They further 
point out that econometric studies indicate that exchange rate depre
ciation is likely to be effective in improving the trade balance in the 
medium to long-term, and that there is no evidence that price elasticities 
for traded goods have declined since the onset of floating rates. lJ 

The contribution of exchange rate flexibility to external payments 
adjustment is still a matter of some dispute. Critics of the present 
system offer the following counter-arguments. 

On the extent of external adjustment, they note that current account 
performance of some large industrial countries has been anything but 
satisfactory over the past three years; that current account performance 
for the smaller industrial countries has been significantly worse, on 

1/ An implicit assumption in this argument is that it is more difficult 
to alter the relative price of tradables in the presence of a relatively 
rigid nominal exchange rate. 

lJ IMF [1984 C] and Goldstein and Khan [1984]. 
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average, during 19?3-84 than du~ing the last ten years of Bretton Woods; 
and that reversal of current account imbalances, even for the larger 
industrial countries, has typic~lly taken an extremely long time (on 
the or~er of three to seven yeaJs). lf In addition, they mention that 
more sophisticated measures of equilibrium payments balances suggest 
that there have been many insta~ces during the floating rate period of 

I unsustainable or undesirable pa1ents outcomes. 2/ In short, the 
extent of external payments adjustment under floating rates may have 

I been marginally better on averagle than during the Bretton Woods period 
but it was far from satisfactorY11· 

The symmetry of external adr:·ustment as between surplus and deficit 
countries may have improved under floating rates, but critics contend 
that some asymmetries have gotten worse. In particular, the burden of 
external adjustment is alleged ~o now fall much harder on the developing 
countries than on industrial onels. 3/ Further, it could be argued that 
within the industrial-country grloup-; external adjustment has been least 
effective in the very countries !with the most substantial spillover 
effects on the world economy. ~lso, whereas the United States is 
admittedly no longer the only co

1

untry to enjoy the privilege of liability 
settlement, some might argue th~t it now enjoys a new unwarranted 
privilege--namely, to finance a~ unusually large part of its fiscal 
deficit with the rest of the world's savings. 

Finally, while exchange ra~e changes may well improve the current 
account in the medium to long-term, critics note that there can be 
substantial "J-curve" effects in the short to medium term. Further, 
even in the long term, exchange ~ate changes will not be an equally 
effective instrument for achievi g external balance in all countries; 
instead, its relative effectiveness depends in good measure on the 
economy's structural characteristics. Specifically, both theory and 
empirical evidence suggest that the smaller, more-open, more-highly 
indexed economies suffer proportionately larger domestic price feedbacks 
and obtain less lasting relative~price advantage from exchange rate 
changes than do the larger, less open, and less-indexed economies. !!.f 
Therefore, the extent to which e change rate flexibility reduces the 
cost of adjustment is not the same for everybody. 5/ 

I -

1/ See IMF [1984c] and Shaferl and Loopesko [1983]. 
2/ See IMF [1984b], [1984c], and Williamson [1985]. 
3/ "It [ the surveillance funcltion of the IMF] has so far been largely 

ineffective on major industrial 
1

countries, resulting in asymmetry in 
the international adjustment process, the burden of which has fallen 
disproportionately on developing[ countries." G-24 Report, paragraph 9. 

4/ See Goldstein and Khan [1984]. 
5/ "It [ exchange rate depreci~ tion] is much less useful in countries 
- I that have to rely on export of traditional agricultural and mineral 

commodities ••• ·" " ••• it could a~so ••• stimulate cost inflation ..... 
G-24 Report, paragraph 87. "···l_the degree of exchange rate stability 
deemed appropriate differs from country to country." G-10 Report, 
paragraph 11. 

( 
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Issues for discussion: (i) Would less flexibility of exchange rates 
hinder the extent and speed of external paymen~s adjustment and increase 
its costs; (ii) has there been an asymmetry in adjustment as between 
major industrial countries and developing countries, and if so, what 
factors underlie it; (iii) if external payments adjustment among the 
major industrial countries has been less than satisfactory of late, is 
it because the capital-account "tail" is now wagging the current account 
"dog;" and ( iv) if the degree of exchange rate flexibility deemed appro
priate differs from country to country, how can such inter-country 
differences be accommodated if not in a system like the existing one 
which permits considerable heterogeneity in exchange arrangements? 

B. Insulation from inflation abroad 

Prior to the actual experience with floating exchange rates, it was 
thought by many that floating exchange rates would be premier insulators 
againt a whole range of foreign disturbances. The last thirteen years 
have shattered that illusion. It is now widely accepted that the in
sulating properties of floating rates are more modest. 1./ Specifically, 
floating rates can provide good insulation against a rise in the world 
price level because an appreciation of the domestic currency proportionate 
to the increase in foreign prices prevents wealth or relative price 
effects from taking place. But floating rates cannot insulat.e against 
relative price changes among different classes of traded goods because 
they cannot alter relative prices at that level of aggregation. Beyond 
that, the relative insulating properties of floating rates vis-a-vis 
ffxed rates cannot be generalized without specifying the.nature of the· 
disturbance (monetary or real), the origin of the disturbance (home or 
abroad), what is to be insulated (real output or consumption), and who 
is to be insulated (the home country alone or the home and foreign 
country taken jointly). 2/ 

' -
Having acknowledged this, defenders of the present system still 

emphasize tha:t the insulation provided by floating rates against infla
tion abroad should not be underrated. 1/ After all, it was the very!~
ability to prptect themselves from imported inflation that induced some 

1/ ••• the Deputies recognize that no exchange rate system can 
pr;vide full insulation from the effects of economic policies and per
formance in other countries." G-10 Report, paragraph 22. 

5:.J Fisca~ disturbances would be described as real disturbances in the 
classification presented above. 

3/ "It [exchange rate flexibility] can help countries, especially 
the larger ones, to insulate their domestic price levels from inflation 
abroad ...... G-10 Report, paragraph 14. 
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countries to abandon the Bretton Woods system in the early 1970s. Jj 
Also, so long as there remains a significant risk for the future that 
some countries will not follow r~asonable monetary and fiscal policies, 
it would in their view be premat re to abandon the protection offered 
by floating rates against this r sk. 

Critics of the present systJm might reply that the dominant shocks 
of the 1970s and the 1980s have ~een the very ones (i.e. relative price 
changes among different classes f traded goods such as oil, and sharp 
changes in interest rates) again t which floating rates have a comparative 
disadvantage in insulation vis-a~1vis fixed rates. In addition, they 
observe that available empirical, evidence suggests that the international 
synchronization of real and mane ary variables has been even higher 
during the period of floating rattes than during the era of par values.2/ 
This evidence would be consisten~ with a greater incidence of common -
external shocks and common polic~ responses to them under floating rates 
but it could just as well imply greater transmission of disturbances 
under floating rates. Some crit~cs of the present system would go further 
and conclude that because floati~1g rates cannot provide good insulation 
against the representative set o foreign disturbances, the case for 
policy activism to combat such d sturbances, including greater use of 
exchange market intervention, is !strengthened. 1J 

C. Independence and effectiveness of domestic monetary policy 

One reason why floating ratJs seemed attractive in the latter years 
of the par value system was that lby then the incompatibility of. fixed 
exchange rates, high internationJ1 mobility of capital, and independence 
for domestic monetary policies hdd become readily apparent. This was 
particularly the case in Germany land Switzerland where restrictive 
monetary measures (taken to avoi~ imported inflation) brought forth 
capital inflows, official interv1ntion to support the U.S. dollar, 
more capital inflows, etc. Floatting rates offered a way out of that 
dilemma. Specifically, since th,re would no longer be an obligation 

1/ A counter-argument of the upporters of the Bretton Woods system 
is-that the collapse of that sys ,em reflected not any intrinsic design 

I flaws but rather faulty implementtation. In particular, the system 
was undermined by "excessive" fiJ

1

ity in nominal exchange rates that 
produced large misalignments in ey-currency real exchange rates. 

2/ See Swoboda [1983] and IMF [1984c]. 
3/ "Intervention ••• could be sed on a meaningful scale, without 

confining it to 'leaning against I the wind,' towards the end of 
exchange rate stability, as a co1plementary measure to other policies, 
and sometimes in coordination witth other countries." G-24 Report, 
paragraph 66. 
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to use exchange market intervention to peg the exchange rate, exchange 
market pressure could take the form of exchange rate changes rather 
than reserve movements and the foreign component of the monetary base 
would be stable. In short, floating rates would allow countries to 
regain control over their own money supplies. A second attraction was 
that floating rates, at least in theory, were supposed to strengthen 
the output and employment effects of expansionary monetary policy via 
the positive effects of the induced exchange rate depreciation on the 
trade balance. 

More than a decade later, even the supporters of the present system 
would probably acknowledge that'the case for the independence and 
effectiveness of monetary policy under floating rates was exaggerated. 
Many of the constraints on monetary policy seem in retrospect to be as 
much related to the openness of national economies as to the exchange 
rate regime per se. These constraints show up in either a reduced 
ability to control the instruments of monetary policy (the nominal 
money supply under fixed rates), or a reduced ability to control some 
of the targets of monetary policy (the level of real output), or in 
increased caution in the use of monetary policy because of potentially 
dangerous effec·ts on expectations. 

Still, supporters of the present system maintain that floating 
rates have been instrumental in facilitating"••• the pursuit of sound 
monetary policies geared more directly to -domestic conditions." 1/ They 
are credited with having increased countries' control over their-own 
money supplies without resort to capital controls. It is claimed that 
floating rates have also allowed countries to choose trend inflation 
rates and to carry out effective anti-inflationary policies. These 
extra degrees of freedom would not be so prized in a world in which 
all countries consistently implemented sound and credible policies on 
their own accord. But, so the supporters of floating rates argue, they 
are valuable assets in the real world where one's trading partners can 
sometimes suffer quite serious lapses of discipline in macroeconomic 
policy. 

Critics of the present system see the contribution of floating 
rates to monetary policy as more modest, if any. They note that 
whereas the exchange rate appreciation that goes with a tight monetary 
policy can aid the home country's anti-inflation efforts, i·t does so at 
the expense of handicapping the efforts of partner countries to control 
their own inflation rates; to them, it is thus a new type of "beggar-thy
neighbor" policy. They argue in addition that, at the margin, floating 
rates have not increased the independence of monetary policy all that 

Jj G-10 Report, paragraph 14. 
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much. After all, the considerable volume of official intervention during 
the floating rate period suggest~ that most industrial countries view 
the exchange rate as a policy tatget as well as a policy instrument. 1/ 
When the exchange rate moves by~ significant amount in a short period, 
even those countries whose excha:ge arrangements are classified as 
"independently floating" develop implicit exchange rate targets and 
adjust monetary policy according y. They also doubt whether floating 
rates have increased the potency of expansionary monetary policy •. 
In this regard, they mention tha: (i) significant feedback effects 
of exchange rate depreciation on money, wages and prices limit the gain 
in competitiveness; (ii) J-curve effects in the response of the trade 
balance to exchange rate depreci4tion mean that in the sh_ort to medium 
term, the external sector will weaken, not strengthen, the domestic 
impact of expansionary monetary policy; and (iii) that currency substi
tution can lead to much larger swings in exchange rates than the authori
ties may find desirable. Finalli, the critics question whether monetary 
policy ought to be geared toward domestic conditions. They contend that 
one of the main reasons why exchange rates have been so variable over 
the floating rate period is beca~se monetary policy has not taken 

I 
external consideration enough injo account. 'l:./ 

Issues for discussion: (i) To what extent has exchange rate flexi-
1 

bility allowed countries to rega1n control over their own money supplies; 
(ii) should monetary policy bed rectly primarily at achieving price 
stability and sustainable growth or should external targets (like the 
exchange rate) also ~lay a role; 1(~ii) can floating rates increase the 
effectiveness of monetary policy without inducing beggar-thy-neighbor 
effects on trading partners; and (iv) if exchange rate flexibility were 
constrained, would countries still be able to choose trend inflation 
rates without resort to capital dontrols? 

! 

! 

D. The resiliency of the present system 

Thus far, the appraisal of ~he present exchange rate system has 
! been based on implicit compariso~s with other exchange rate systems 

(including both those implemente4 in the past and those proposed for 
the future). Supporters of the Hresent system contend, however, that 
given the strains of the past dedade (e.g. two major changes in the 

I price of energy products; a number of important bank failures; some-
times large inter-country differ~nces in inflation rates, monetary 
policies, and policy mixes, etc.), it is"··· questionable whether any 
less flexible system would have ~urvived" (without increased reliance 

1/ See Black [1979] and IMF [~984c]. 
2/ "Exchange rate stability should be an important objective of policy 

instead of being a residual of other policy actions of individual coun
tries, as is the case at present.I'' G-24 Report, paragraph 65. 

( 
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on restrictions on trade and capital flows). Jj The present system is 
thus viewed as being particularly resilient to the operating environ
ment--no small advantage if it is assumed that there are significant 
costs associated with changing exchange rate systems. 

To what is this resiliency attributable? Three factors might be 
identified as contributing. 

First, the wide choice of exchange arrangements permitted by the 
Articles of Agreement means that it is possible to accommodate diffi
rent country preference with respect to flexibility of exchange rates 
and to the mix of domestic economic policies. Countries who feel 
that the benefits of fixed rates outweigh the costs can choose pegged 
exchange arrangements while those that view exchange rate flexibility 
as essential can opt for floating. In between these two poles, there is 
room for adjustable pegs (the European Monetary System) as well for 
different degrees of exchange market intervention within the group of 
countries classified as "independently floating''· Supporters of the 
present system recall that the Bretton Woods system operated successfully 
while there was a consensus about the assignment of responsibilities 
for exchange rate action and monetary policy as between the reserve
center country and others, but collapsed when this consensus evaporated. 
To the extent that the degree of exchange rate stability deemed appro
priate differs from country to country, the present system can be 
said to be compatible with these differences. 

Second, the present system permits decentralized market-based deci
sions to act as a "safety valve" when it is not possible to reach cen
tralized decisions about the sharing of the adjustment burden and about 
the equilibrium pattern of exchange rates. Because the market "takes 
a view," it is possible to avoid, so say the supporters of floating 
rates, the centralized management delays of the latter years of the 
Bretton Woods system. 

Third, the present system contains enough "flex" in exchange rates 
to avoid what defenders of floating rates regard as the crucial flaw of all 
adjustable peg systems, namely, the incompatibility of high international 
mobility of capital and fixed exchange rates with narrow margins. They 
argue that so long as private market participants have greater resources 
than central banks, market views on exchange rates can change rapidly, 
and parities have to be changed from time to time to reflect changes in 
real economic conditions, any system that places tight limits on exchange 

Jj G-10 Report, paragraph 14. 
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rate movements will be subject t9 successful speculative attack; alter
natively, attempts to preserve existing parities will force resort to 
increased restrictions on capita1 flows. 

Critics of the present system acknowledge its resiliency but argue 
that this is less important than lits performance. They point out that the 
exchange rate system is basicall~

1 

a facilitating mechanism for more funda
mental economic objectives, such as high employment, sustainable growth, 
price stability, and expanding and balanced international trade. As such, 
whatever its durability, an exch~nge rate system should be judged in terms 
of its contribution to those objectives. And on this scale, they find 
the present system of floating rJtes wanting. 1/ They also maintain that 
the characteristics that make th5 present system relatively resilient may 
have other undesirable implicatialns for its performance while it lasts. 
For example, the great diversity of exchange arrangements may make it 
more difficult to define "rules o

1

f the game" for macroeconomic policies 
that are sufficiently specific t9 be effective. Indeed, it is the 
very lack of such recognized rules of the game, especially for major 
industrial countries with floatiJg rates that, according to critics, 
is responsible for the severe mislalignments of the floating rate period. 
Similarly, while they agree that the present system allows the market 
"to take a view" when centralizedi decisions are not feasible, they argue 
that the present system does not !offer a sufficient framework for reaching 
a satisfactory multilateral decis;ion; in addition, the market's view is 
too often the "wrong" view. Fina!lly, the same "flex''. in exchange rates 
that provides a defense against "1hot money" flows often proves a liability 
when exchange rates become divorqed from fundamentals and get carried 

I 
along by self-fulfilling destabilizing speculation. 

I 
Issues for discussion: (i) ~ould other exchange rate systems have 

been able to survive the events df the past thirteen years, without resort 
to increased use of trade and ca~ital controls; (ii) if excessive varia
bility of floating exchange rates! and not fully-credible fixed exchange 
rates both induce destabilizing s:peculation, what conclusions can be drawn 
about thebest defense against sp:eculative attack; (iii) is it necessary 
for successful functioning of the exchange rate system that each of the 
major industrial countries has a !common view about the appropriate degree 
of exchange rate flexibility; and (iv) is it important for the exchange 
rate system to be resilient to ctianges in the international economic 
environment? 

1/ "The functioning of the present floating rate system has thus not 
been able to provide ••• a framewdlrk that facilitates the exchange of 
goods, services, a~d capital among countries, which sustains sound 
economic growth and helps develo~ orderly underlying conditions necessary 
for financial and economic stabi ity." G-24 Report, paragraph 64. 
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IV. Proposals for Improving Exchange Rate Stability 

As suggested earlier, both the G-10 and the G-24 Reports conclude 
that the functioning of the exchange rate system needs to be improved. 
Also, both reports agree that perhaps the single most important element 
in achieving such an improvement lies in obtaining better discipline 
and coordination of macroeconomic policies in the major industrial 
countries. The key question then is what mechanisms or channels, 
including Fund surveillance, are available for reaching that latter 
objective. In this section, three types of proposals identified in the 
G-10 and/or G-24 Reports as ways of improving exchange rate stability 
are discussed, namely: (i) adoption of "target zones" for the exchange 
rates of major currencies; (ii) adoption of a set of "objective indi
cators" or "targets" for macroeconomic policies in major industrial 
countries that could be used as a framework for the first stage of 
multilateral Fund surveillance; and (iii) adoption of policy adjustments 
and of changes in the procedures for Fund surveillance that could be 
accomplished within existing exchange rate arrangements and the existing 
institutional framework for surveillance. 

Since most of the specific reform proposals move in the direction 
of more automaticity in the adjustment and coordination process, it is 
perhaps useful as a prelude to describe how the present system stands 
on rules versus discretion in adjustment vis-a-vis alternative exchange 
rate systems. 

If one were to classify alternative exchange rate systems along a 
spectrum according to either the degree of automaticity of the adjustment 
process, or the mix between rules and discretion in initiating adjustment, 
the present system would certainly stand closer to the complete dis
cretion pole than the rules-only pole. In this respect, the pure gold 
standard with its (alleged) automatic specie-flow mechanism, the ad
justable peg system with its clear implication for the subordination 
of domestic monetary policy to the exchange rate (except during funda
mental disequilibrium), the objective indicator system with its automatic 
trigger for the initiation of adjustment discussions and/or actions, 
or even a pure floating system with its complete prohibition of all 
official intervention in the exchange market--all could be considered 
less discretionary than the present system. By the same token, efforts 
at coordination of economic policies during the period of floating rates 
represent at most a middle ground between activist and passive coordina
tion strategies. Efforts have gone beyond exchange of forecasts and 
policy intentions to encompass occasional common actions but have 
stopped well short of binding agreements on either exchange rate targets 
or the stance and mix of monetary and fiscal policies. The present 
system might therefore be characterized as ..... a discretionary and 
decentralized system, with loose coordination among the main players· 
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I 

but with tighter coordination arid disaster relief during crises." }j 
One way of characterizing the f~rst two proposals for improving exchange 
rate stability (i.e., target zories and objective indicators) is to say 
that they seek to move the presJnt system somewhat further in the 

I 
direction of more automatism and more centralisation in adjustment and 
coordination. In contrast, the !third proposal retains the discretionary, 
decentralized character of the present system but counts on "enhanced 
dialogue and persuasion throughipeer pressure" to make the available 
channels for adjustment and coordination function better than they have 

! in the past. 1 

! 

A T f h I f . . • arget zones or exc ange rates o maJor currencies 

One proposal for improvinglexchange rate stability that is specifically 
addressed in both the G-10 and G-24 Reports is the adoption of target zones 
for the exchange rates of major !currencies. As indicated earlier, the 
G-24 Deputies felt that the adoption of target zones "could help achieve 
the objective of exchange rate ~tability and a sustainable pattern of 
payments balances." 2/ In contiast, the majority of G-10 Deputies consi-

- I dered that"••• the adoption of target zones is undesirable and in any 
case impractical in current cirtums tances." 3/ 

In this sub-section, attenlion is focus:d on three questions: 
(i) what is meant by a target-zJne approach to exchange rate management; 
(ii) what is the rationale for it; and (iii) what is behind the skepticism 
ab?ut and/or the opposition to, I that proposal. A more thorough treatment 
of the target zone proposal, em~hasizing particularly the relevant tech
nical and operational issues, iS contained in the supplementary paper, 
"Target Zones" ( SM/86/6) • I 

(1) What is meant by a target zone approach to exchange rate management? 

In the G-10 Report, target zones are described as follows: " ••• 
the authorities concerned would define wide margins around an adjustable 
set of exchange rates devised to be consistent with a sustainable pattern 
of balances of payments." 4 I 

i Target zones differ from tfue present system of floating rates in 
two respects: (a) the authorities establish a target zone for the 
exchange rate for some future p~riod; and (ii) the authorities partially 

1/ 
2/ 
3/ 
4/ 

IMF (1984 c]. 
G-24 Report, paragraph 
G-10 Report, paragraph 
G-10 Report, paragraph 

661 
32l 
31! 

I 
I 
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direct monetary policy to the exchange rate so as to discourage the 
exchange rate from moving outside its target zone. Target zones differ 
from "pure" or "clean" floating in that the authorities are permitted to 
intervene in the exchange market, and indeed, are encouraged "to take 
a view" on the desirable level of the exchange rate. At the same time, 
there are no formal or rigid commitments to intervene in exchange markets 
in all circumstances--a characteristic that differentiates target zones 
from the adjustable peg system. Finally, in addition to the absence of 
a formal intervention obligation, target zones differ from a system of 
rigidly fixed rates in that the zones themselves are to be occasionally 
reviewed and changed if deemed necessary (e.g. to reflect differential 
inflation and any need for balance of payments adjustment). 

Most target zone proposals envisage the members as being the five 
largest industrial countries. Other countries could then "fix" or "flex" 
on the members of the target zones as they saw fit. Target zones would 
reflect estimates of real equilibrium exchange rates because it is the 
real exchange rate that is most relevant for resource allocation and 
balance of payments adjustment; however, for operational purposes, they 
would be defined in terms of nominal exchange rates. Monetary policy 
and exchange market intervention are viewed as the two policy instruments 
to be used for external balance while monetary and fiscal policy are 
assumed to be adequate to the task of countering "inflationary and 
deflationary pressures." lJ 

As suggested in the accompanying supplementary paper, "Target 
Zohes" (SM/86/6), it is possible to conceive of a whole spectrum of 
possible approaches to target zones. The various approaches could be 
distinguished by reference to the following four characteristics: 
(i) width of the target zones (outside of which the exchange rate is 
viewed "as out of line"); (ii) the frequency of changes in the target 
zones; (iii) the degree of publicity given to the zones (e.g., public 
announcement versus confidential disclosure in official circles, or 
"loud zones" versus "quiet zones"); and (iv) the degree of commitment 
to keeping exchange rates within the zone. 

At one end of the spectrum, "hard" target zones would imply narrow 
margins, infrequently revised zones, public announcement of the zones, 
and a monetary policy that was directed at keeping the exchange rate 
within the zone. In this sense, hard target zones might be considered 
a close relative of the EMS' fixed but adjustable parities with narrow 
margins and a "divergence indicator''· Unlike the EMS, however, there 
would be no rigid commitment to exchange rate intervention; nor do hard 
target zones imply any analogue to the credit facilities of the EMS. 

1/ G-24 Report, paragraph 67. 
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At the other end of the spectrum, "soft" target zones would be 
characterized by wide, frequentlf-revised, confidential zones, and by 
a monetary policy that pays onlyllimited attention to the level of the 
exchange rate. Soft target zones differ from existing procedures for 

I Fund surveillance (e.g., the requirement for reporting real exchange 
rate changes in excess of 10 pereent to the Executive Board) in that 

I 

the former introduces a more explicit and formal framework for defin-
ing the appropriate pattern of eichange rates and for specifying the 
links between exchange rates andjmacroeconomic policies. 1J 

( 2) The rationale for target zo~es 

Supporters of 
why and how target 
rate system. 

I target zones ~ake essentially six arguments about 
zones will improve the functioning of the exchange 

i 

I 
First, target zones are saicl to improve the international 

consistency (i.e. coordination) bf macroeconomic policies because 
target zones have to be negotiated and must display mutual consistency 

I 

of cross exchange rates. 2/ In this way, so it is argued, the exchange 
rate implications of alternativeistances and mixes of macroeconomic 
policies will be directly confro?ted, thereby ending the undesirable 
current practice whereby exchang~ rates emerge as a residual of other 
policy actions of individual countries. 3/ In a related vein, sup-

1 -porters argue that the negotiation and revision of target zones could 
act as a convenient organizing framework for multilateral surveil-

1 
lance. Even if the zones were wide and frequently revised, they would 

I 
catch the most flagrant and persistent cases of inappropriate policies. 

I Thus, while soft zones might not: be able to identify real exchange 
rate misalignments of 10 percent! or less, they would, so it is claimed, 

1J Existing procedures do not! rely on the assessment of appropriate 
zones but rather use as a startihg point the last occasion on which 
exchange rate developments were brought to the attention of the Exe
cutive Board. In addition, this1 reporting and monitoring procedure 
has not led to any Board discusslons. 

2 / ". • • commitment to [ targe t 1
1 zones for exchange rates of major 

co-;;ntries] ••• would promote greater international policy consistency." 
G-24 Report, paragraph 66. I · 

3/ They [target zones] could ••• trigger consultations that would 
induce step by step, more direct: links between domestic policies and 
exchange rate considerations." c\-10 Report, paragraph 31. 
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at least prevent the 30 percent or larger misalignments that do so 
much damage to the system. 

Second, target zones may improve the discipline of macroeconomic 
policies in two ways: (i) if exchange rates are maintained within the 
zones, then monetary and fiscal policy will be disciplined by the 
exchange rate constraint, much as in a fixed rate system; and (ii) if 
the authorities opt to alt~r the zone rather than their policies, they 
will still have to explain why a new zone is appropriate and convince 
other members accordingly. The latter requirement could be said to 
introduce stronger peer pressure into policy formulation. 

Third, target zones are viewed as providing an anchor for 
medium-term exchange rate expectations, thereby promoting stabilizing 
speculation and greater stability of exchange rates. 1/ The anchor is 
said to be established on two counts: (i) the obligation (albeit an 
informal one) or the intention to keep the exchange rate within the zone 
gives market participants valuable information about the future course 
of monetary policy, thereby lessening the danger that short-term deviations 
of policy will be erroneously extrapolated into the future; and (ii) the 
publication of target zones gives the market a direct estimate of the 
equilibrium exchange rate (plus or minus the width of the zone), thereby 
lessening the risk that the "wrong" model is used to link policies 
and exchange rates. Target zones can thus also be seen as ensuring 
that "convergence of economic performance" is "sufficient" rather than 
just "necessary" for lasting exchange rate stability. Y 

Fourth, because the likely members of a target zone system would 
be the key~currency industrial countries, it is claimed that target 
zones would reduce the asymmetry in adjustment that has plagued the 
present exchange rate system. In particular, it would subject the 
countries whose policies have the greatest spillover effects on the 
world economy to the same scrutiny and pressure experienced by smaller 
countries with external and internal imbalances. And the perception 
that Fund surveillance was even-handed would, so it is argued, make 
it more effective on the smaller countries as well. 

1./ "They [ some Deputies] further believe that credible commitments 
to target zones would contribute to stabilizing market expectations ••• " 
G-10 Report, paragraph 31. 

Y G-10 Report, paragraph 31. 
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Fifth, while proponents rjcognize· that there are difficulties 
associated with identifying equilibrium exchange rates, they point out 
that "arriving at a judgment atiout the appropriateness of the exchange 
rate of a currency is part of rlhe current practices of the IMF." 1/ 

I -As such, these difficulties shquld not be e~aggerated. 
I 

Finally, while it is ackndwledged that many of the factors associated 
I with the collapse of the Bretton Woods system haye not gone away, sup-

porters maintain that target zdnes can survive speculative attacks. They 
I reason that so l·ong as target zones are revised frequently to reflect 

inflation differentials and thJ need for real exchange rate adjustment, 
the large and discrete changeslin exchange rates that motivate speculative 
attacks will not occur. Also, Jthey point to the durability and success 
of the EMS as tangible proof that an adjustable peg system can survive in 
the 1980s; since target zones ~hare some of the EMS' characteristics, the 
former too can be considered practical. 

i (3) Opposition to target zones 
I 
I 

Concerns about the desirability and practicality of target zones 
can be summarized in the folloiing arguments. 

i 
First, there are doubts a?,out the extent to which target zones 

will promote coordination and discipline in macroeconomic policy among 
the members. It can be argued! that by focusing attention on exchange 
rates rather than on the root 6ause of misalignment--namely, the stance, 

• I 

m{x, and divergence of policies--one may lessen the pressures for 
corrective action. Also, some!would say that evidence from periods 
during which exchange rates were more rigid does not suggest that there 
was more complete, faster, or more symmetrical external adjustment. So 
why then should target zones induce better discipline and coordination 
when regimes with more formal hommitments did not? Further, reaching a 
consensus on the zones of desirable exchange rates could prove difficult. 
This raises two additional dangers: (i) the process of negotiating 
target zones could produce serious frictions among the members, possibly 
reducing future coordination ip this and other areas; (ii) lack of 
consensus could reproduce the hentralized-management delays of the 
latter years of the Bretton Wo~ds system, with serious misalignments 
then stemming from too little nominal exchange rate flexibility. 

I 
Second, the claim that target zones would provide an anchor for 

exchange rate expectations can/ be challenged. Opponents of target 
zones argue that because our knowledge about the determinants of exchange 

I 
1/ G-10 Report, paragraph 3~. 
];./ "Most Deputies, however,! are of the view that reaching a consensus 

on the range of desirable exchange rates [for target zones] would prove 
extremely difficult." G-10 Repprt, paragraph 32. 

I 
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rate changes is so imperfect, zones would have to be wide enough to 
reflect that ignorance.. Also, the zones will need to be revised to 
reflect changes in real economic conditions. But then wide, moving 
zones will not, so its opponents claim, provide a useful anchor for 
exchange rate expectations. 1/ What is more, some would add that if 
the lack of an anchor under the present system reflects uncertainty 
about future policies, the way to overcome that problem is to announce 
the future course of policies, not of exchange rates. 

A third criticism of target zones is that they do not resolve the 
problem of how to allocate the burden of adjustment among member countries. 
When more than one country's (effective) exchange rate leaves the zone, 
it will be necessary to specify who does what. The target zone proposal 
does not, so it is argued, solve the "N-1 problem." 

Fourth, skeptics of target zones reason that since markets would 
inevitably test the zones, they could only be defended if monetary 
policy was diverted rather markedly from its domestic stabilization 
duties to stabilizing the exchange rate. But this raises the question 
of which policy instruments would then be in charge of maintaining 
internal balance (i.e., price stability and sustainable growth). The 
answer might be fiscal policy but some would say that experience raises 
serious doubts about whether it would be adequate to, and flexible 
enough, for that task. In such a case, the constraints imposed on 
monetary policy by a target zone might, in the view of opponents, 
handicap efforts to achieve stable prices and high employment over 
the medium-term. lJ 

Yet a fifth concern is that the exchange rate may send false 
signals about both the need for adjustment and the appropriate corrective 
action. This is another way of asking whether the exchange rate would 
be a "sufficient statistic" for guiding macroeconomic policies. Some 
observers answer that question in the negative. The G-10 Report, for 
example, concludes that while exchange rate developments"··· provide 
information on private markets' assessments of underlying economic 
conditions and of current and expected policies," " ••• a wide range 
of factors beyond exchange rate developments should also be taken into 

1../ "Given our imperfect knowledge of the determinants of exchange 
rate movements, the target zones would have to be too wide to serve as 
an anchor for expectations." G-10 Report, paragraph 32. 

2/ "Above all, the constraints imposed on domestic policies by target 
zones might undermine efforts to pursue sound and stable policies in 
a medium-term framework." G-10 Report, paragraph 32. 
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account in assessing national pollicies and the need for consultation 
and policy discussion." 1/ 

- I 
An example may illustrate ~he potential pitfalls involved. Suppose 

an overvalued real exchange rate primarily reflected a structural 
budget deficit in the home country. Then a (simplistic) application 
of the target-zone approach woulld point toward the need for monetary 
expansion (in the home country)~to depreciate the actual exchange 
rate--and this even though the oot cause of the problem lay with 
fiscal policy. 2/ More general]y, target zone systems that rely on 

- I 
monetary policy to keep rates w:iJthin zones can be criticized as being 
ill suited to handling disequilfbria that derive from inappropriate policy 
mixes. In short, critics argue jthat target zones are not a sufficient 
statistic because money supply qhanges are not the appropriate response 
to all types of disturbances. This danger would be reduced if target 
zon~were seen solely as a trigger mechanism for multilateral discussion 
of policies, with the appropriate policy response determined on a ease-

l by-case basis. But then, oppon~nts of target zones argue, the system 
will lose 1. ts "automatic" cha rad ter and may not increase the speed of 
adjustment at all. I 

I Last but not least, oppone~ts of target zones warn that the exper-
ience of the EMS cannot necessarily be generalized to a."broader and 

I 

more heterogeneous context char~cterized by the presence of a plurality 
of reserve currencies." 3/ To them, the policy convergence and exchange 
rate stability associated with the EMS cannot. be divorced from the unusual 
degree of political commitment Tuehind it, the capital controls retained 

I by some members, and the structural characteristics of the member 
countries. 4/ 1 

Issues-for discussion: (i) !What are the relative merits of "hard" 
versus "soft" versions of target zones; (ii) could monetary policy in a 
target zone do the necessary "b1lancing act" between the dictates of the 
exchange rate and those of intetnal balance; (iii) would target zones 
provide an effective incentive for better discipline and international 
consistency of macroeconomic policies; (iv) could relatively wide target 

I 
1/ G-10 Report, paragraph 30~ 
2/ Supporters of target zone~ deny that an intelligent application of 

target zones would produce suchlperverse policy prescriptions. In their 
view, the political pressures that would emanate from repeated breaches 
of the zones would yield the apbropriate corrective policies, both as 
regards the stance and mix of pblicies. 

2f G-10 Report, paragraph 24:. 
4/ Proponents of target zones might reply that successful policy 

co;rdination, whatever the exchknge rate regime, requires precisely 
such "unusual" political commitinent. 

I 
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zones (say, 10 percent on either side of the central rate) act as a useful 
anchor for exchange rate expectations. and (v) are exchange rate move
ments likely to be a sufficient statistic for charting the course of 
macroeconomic policies. or would they serve better as a "trigger mechanism" 
for international discussion of policies? 

B. Objective indicators or targets for macroeconomic outcomes and policies 

A second specific proposal for improving exchange rate stability and 
for strengthening the analytical basis of Fund surveillance, is to intro
duce a set of "objective indicators" or "targets" into the multilateral 
discussion and negotiation of macroeconomic policies in key-currency 
countries. This proposal is presented in the G-24 Report as follows; 

"Multilateral surveillance and bilateral (Article IV) 
consultations should form two stages of the surveillance 
process, rather than two parallel operations. The first 
stage would involve multilateral discussions and negoti
ations to be conducted on a regular basis within the frame
work of the IMF about a mutually consistent set of ob
jectives, and a set of policies to collectively achieve 
these objectives. The aim might be to search for a set 
of outcomes or 'objective indicators' or 'targets,' that 
appear to be sustainable in the medium-term and desirable 
to all parties. This should be quite feasible when the 
multilateral surveillance exercise is limited to a few major 
industrial countries, such as the key currency countries. 
The second stage would involve a comparison between the 
actual outcomes and the recommended targets or indicators, 
and a discussion of what measures would be appropriate 
when the two differ. This stage might most efficiently 
be conducted on a bilateral basis as part of Article IV 
consultations." (Paragraph 78). 

Although the G-24 Report is not explicit about what form domestic 
policy-oriented targets would take, it might be assumed that they 
would cover the major targets of policy (i.e., rates of inflation 
and unemployment, the growth of real output, the balance of payments, 
fiscal positions, and ~ossibly, the exchange rate), as well as some of 
the major policy instruments (e.g., the money supply, government expen
ditures, taxes, structural measures, etc.); presumably, they would be 
framed in a medium-term setting. In principle, the process of setting 
targets and instruments should be similar to that which explicitly or 
implicitly takes place in national governments, with of course the 
important distinction that the process would be done multilaterally. 
The targets could be specific numbers, or ranges or zones, or if even 
more flexibility was required, simply obligations to avoid large or 
sudden changes in the chosen measure. Perhaps the best analogy in a 
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domestic context is the setting/ of official targets for the growth 
rates of monet~ry aggregates. puch targets provide a presumption that 
the authorities will conduct policies so that the growth rates of 
aggregates would evolve within ~he specified ranges. If the targeted 
aggregate moves outside its expected range, it is presumed that the 
authorities will act to counterl this movement, or will explain why the 
earlier target is no longer app~opriate. Even when the targets are 
not always attained, they provide, so their supporters argue, a rela
tively straightforward way of mlonitoring and explaining the authorities 
actions; also, when the targets/I are announced, they may provide an 
anchor for expectations. 

(1) The rationale behind objejtive indicators or targets 
I 

The case for objective indicators or targets for macroeconomic 
policies can be said to have fi~e elements. 

First, such indicators or /targets address directly the perceived 
main cause of exchange rate mis'alignment, namely, the lack of soundness 
and international consistency ~n macroeconomic policies of major indus
trial countries. In contrast With target zones, policy targets or 
objective indicators bypass whdt some may regard as the uncertain link 
between exchange rate movementJ and the setting of monetary and fiscal 
policies. Here, the desired tirget values or ranges for all major 

I 

policy instruments can be specified directly and their implications 
for exchange rates can be estiJated. As such, vague policy intentions, 
such as "keeping more of an eyJ" on the exchange rate in the conduct 
of domestic monetary policy, ate replaced with specific and verifiable 
policy commitments, e.g., the 9oney supplies in countries A and Bare 
targeted to grow by X and Y peccent, respectively, over the next six 
months. I 

Second, the indicator or target proposal can be used as a "trigger 
mechanism" to activate coordin!ted discussions of how recognized 

I 

departures of actual from desired macroeconomic outcomes can best be 
remedied. For example, the G-2i proposal envisages such discussion on a 
bilateral basis as part of Article IV consultations whenever actual 
outcomes differ from recommend~d targets or indicators. In this way, 

I 
the perceived lethargy in adjustment under the present discretion-based 
system may be overcome. The u~e of objective indicators to improve 
the speed of adjustment is of bourse well-known from the work of the 
Committee of Twenty. lf ; 

1/ See particularly "The Report of the Technical Group on Indicators," 
IMF [1974]. 
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A third advantage of the target-indicator proposal is said to be 
that it pays attention to the level of, as well as to the inter-country 
differences in, macroeconomic policies. To some observers, this gives 
it an edge over proposals that use the exchange rate to signal a misalign
ment of policies. For example, if two countries both inflate at 10 percent, 
their bilateral exchange rate may be stable but few would agree that their 
macroeconomic policy stances were right. By focusing on the appropriate 
setting of policy targets and instruments within as well as across coun
tries, the target-indicator proposal is said to overcome this danger. 

Fourth, because the target-indicator proposal would likely encompass 
a broad set of policy targets and policy instruments, it could be argued 
that it less susceptible than is say, a target zone scheme, to sending 
"wrong signals" about either the need for adjustment or the proper 
policy remedy for adjustment. Thus, one can monitor directly not only 
the exchange rate but also growth, inflation, employment, the pattern 
of payments balances, etc.; similarly, departures of actual from targeted 
outcomes might be met not merely by altering monetary policy but by 
other mixes of policies (including structural measures) if deemed 
appropriate. 

F.inally, supporters of this proposal might argue that, despite some 
potential difficulties in negotiating and interpreting the targets and 
indicators, it is operational. As supporting evidence, they could cite 
the use of quantitative indicators and targets in domestic monetary 
policy in many industrial countries. In addition, they might note that 
the target-indicator proposal is a close relative of the program targets 
and quantitative "performance criteria" employed by the Fund in its 
stabilization programs. It might be argued that if these objective 
indicators and targets have been used to good effect by the Fund for 
over 35 years in the formulation of, stabilization programs for a diverse 
set of countries, why cannot a similar approach be followed in designing 
coordinated "shadow programs" for key-currency industrial countries, 
especially when the systemic consequences of inappropriate domestic 
policies are so much greater for the latter group of countries? In 
addition, such an approach would, so its supporters argue, constitute 
an effective remedy for the current "asymmetry" in the exercise of 
Fund surveillance. 

(2) Opposition to objective indicators or targets 

Both the advisability and practicality of objective indicators or 
targets for coordinated macroeconomic policy formulation remain contro
versial. At least five counter-arguments might be offered in opposition 
to this proposal. 

To begin with, it might be argued that it would be even harder to 
reach a consensus on a range of desirable policy targets and policy 
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I 

instruments than it would on a Jange of desirable exchange rates. J:../ 
There would simply be too many p/arameters on which to obtain agreement. 
And the more specific the desired policy commitments, the more difficult 
would be the negotiations. Som~ would say that it is one thing to argue 
that major industrial countries !should "take account" of external reper
cussions in setting domestic policies, but quite another to argue that 
they should be dominated by extJrnal considerations. Also, if policy 
responses to target departures doo have to be multilaterally negotiated 
and agreed, then the administradive problems become, according to the 
critics, even more burdensome. /indeed, some would conclude that if a 
set of instruments and targets had to be multilaterally negotiated, the 
constraints on national sovereignty would be even more severe than 
in a rigid fixed rate system; h~nce, such a proposal is unlikely to 
be acceptable to most potential /members. 

A second criticism of the target-indicator proposal is that if it 
simply triggers discussions on ~he appropriate coordination of macro
economic policies, it will not allocate and enforce adjustment among 
the count~ies involved. Thus, Jnlike say, the gold standard, the 
target-indicator proposal does riot offer any "rules" on how to eliminate 
recognized disequilibria. I 

Third, although use of a b~oad set of indicators and targets may 
send fewer false signals about the need for adjustment than reliance 
on a single indicator (e.g., thk exchange rate), opponents argue that it 
will still send more false signlls than a judgmental appraisal that 

-- I 
goes beyond such indicators. Wtth any mechanistic formula, there is 
always the danger that events and factors unforseen at the time that 
policy targets are set will inttude and cause deviations between actual 
outcomes and targets; hence, th~ indicators would have to be reviewed 
judgmentally in any case. As e~idence of the importance of such "news," 
opponents note that past forecasting errors for such outcome variables 
as current accounts and exchang~ rates have been very large indeed. 2/ 
Further, when many indicators ate used, they may point in different -
directions. / 

I 
l../ Kenen [1985], for example,, in weighing options for reforming the 

international monetary system concludes: "··· it should be much easier, 
technically and politically, fo~ governments to collaborate in managing 
exchange rates than to coordin~te their monetary and fiscal policies in 
a timely manner." p • 11 I 

2/ See Willett [1977] and Mussa [1983]. 
- i 
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Fourth, just as it is difficult to agree on an operational 
definition of the equilibrium exchange rate, it may also be difficult 
to agree on internationally-consistent, quantifiable indicators of 
monetary and fiscal policies (to say nothing of structural policies). 
Which monetary aggregate should be used as the indicator? Should the 
fiscal deficit or surplus be measured at the central or general govern
ment level, and should it be adjusted for cyclical factors? 

Finally, opponents of the target-indicator proposal might doubt 
whether the use of quantitative indicators in a national setting carries 
any implications for their feasibility in a multilateral setting. They 
could argue that at the national level authorities can be confident that 
if quantitative policy targets prove less helpful than anticipated, their 
use can be modified or even discarded. In this connection, several 
major industrial countries have, in fact, ceased establishing monetary 
targets or indicated that they would place less reliance on them in 
the future. No such flexiblity could be assured for any single member 
country in a multilateral setting. In addition, they might point to 
the often lengthy negotiations of quantitative policy targets in Fund 
programs. 1./ What is the outlook then for negotiating a mutually
agreeable set of these targets among five major industrial countries, 
and what would happen in the meantime~such discussions broke down? 
In short, opponents might argue that what is feasible with quantitative 
policy targets on a national level may not be so in a multilateral 
setting. 

Issues for discussion: (i) would a mutually-consistent set of 
"targets" or "objective indicators" for the key-currency countries 
represent a better organizing framework for multilateral surveillance 
than either a set of target zones or the existing procedures; (ii) what 
types of commitments would be associated with a target-indicator plan--
is it to be viewed mainly as a mechanism for discussion and loose coor
dination of macroeconomic policies, or as a new set of "rules of the 
game" for major industrial countries; (iii) if quantitative targets 
and quantitative performance criteria are necessary and desirable in 
Fund-supported adjustment programs, why should they not be used for 
monitoring and appraising policies in key-currency industrial countries; 
(iv) is there a serious risk that even a broad set of objective indicators 
would send false signals about the need for adjustment and about the 
appropriate policy prescriptions; and (v) would attempts to negotiate 
a set of mutually-consistent "targets" reproduce all the administrative 
delays and frictions that characterized the latter years of the Bretton 
Woods sytem? 

1/ It might also be argued that industrial countries would not face the 
same external financing constraint as program countries and as such would 
be under less pressure to reach agreement on indicators. 
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c. Improvements within the ejisting institutional setting 

As noted earlier, the G-ltj Report concludes that " •.• the fundamental 
approach of the Articles [of Agreement of the Fund] remains valid and ••• 
the key elements of the currentl ••• system require no major institutional 
change," 1/ and that"··· no ma:jor changes are required in the present 
institutional setting for exerdising surveillance over national policies." 
Instead, the G-10 Report recolllillends that improvements be sought within 
the framework of the present s~stem. These improvements would focus on 
the following four areas. I 

I 
First, " ••• the adoption of sound, credible, and stable policies" ]j 

at the national level, especially in major countries. This is said to 
contribute "fundamentally" to Jxchange rate stability. Also, " ••• 
liberalization of capital mark~ts and, more broadly, removal of 
restrictions and s true tural rigidities" 4/ so as to reduce the burden 
placed on foreign exchange mariets in absorbing short-term disturbances. 
This latter action would, so it is argued, reduce the short-run volatility 
of exchange rates. I 

Second, " ••• in setting national policies, the international 
implications and interactions 6f those policies should receive an 

I 

appropriately high priority." 5/ This, it is argued, would improve the 
compatibility of policies amonI countries and the convergence of economic 
performance around sustainablelnon-inflationary growth. As such, it 
would lead to greater exchange!market stability. To achieve better 
international coordination of policies, " ••• close and continuing 
cooperation among countries and a strengthening of international sur
veillance" 6/ are identified a~ central elements. 

- I 

i 
Third, strengthened surveillance should be built on enhanced 

dialogue and persuasion through peer pressure rather than mechanically 
imposed external constraints. "/1! Specific measures to strengthen sur
veillance cover both bilaterial and multilateral surveillance, 

Among the proposals for ifuproving bilateral surveillance that 
appear in the G-10 Report are those that address the policy-making 
level at which governments are! represented in the consultation process; 
the possibility of a confidential exchange of views between the Managing 
Director and the Finance Minisfer at the end of the consultation process 
for important countries; the degree of candor in the assessment of 

I 
I 

1./ G-10 Report, paragraph 917. 
2/ G-10 Report, paragraph 3p, 
3/ G-10 Report, paragraph 2.8. 
4/ G-10 Report, paragraph 2

1
s. 

11 G-10 Report, paragraph 219. 
6/ G-10 Report, paragraph 313. 

I 7/ G-10 Report, paragraph 31° 

]:_/ 
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national policies and of their international impact; identification of 
necessary improvements;in the scope, quality, and timeliness of data; 
improvements in analytical techniques; the use of supplemental surveil
lance techniques; and the continued development of enhanced surveillance 
procedures. In addition, mention was made of the publicity to be given 
to the outcome of the consultation process and to other Fund reports and 
summings-up. 

Turning to multilateral surveillance, the G-10 ~eport proposes 
that there be ", •• a separate chapter" of the World Economic Outlook 
devoted to" ••• analyzing the repercussions of national policies of G-10 
countries and of their interaction in the determination of exchange rate· 
developments and international adjustment," 1/ In addition, the G-10 
Report proposes that the G-10 should review the conclusions of this 
chapter, when appropriate, at Ministerial level, 

Finally, the G-10 Report argues that"··· neither capital controls 
nor inter11ention can be relied upon to attain lasting stability of 
exchange rates." 2/ On official intervention, the G-10 Report endorses 
the conclusions reached in the Report of the Working Group on Exchange 
Market Intervention [1983]. With respect to .controls on international 
capital flows, the G-10 Report concludes that such controls would 
carry "substantial" economic cos ts and that free capital movements are 
beneficial to" ••• the expansion of trade and to efficient resource 
allocation." 2/ 

(1) The rationale for seeking improvements within the present institutional 
setting 

Although the G-10 conclusion for seeking improvements in exchange rate 
stability within present institutional arrangements encompasses a wide 
and diverse set of proposals, it is possible to describe (as was done with 
the two proposals analyzed earlier) the underlying rationale, This 
rationale might be said to rest on the following five arguments. 

First, supporters argue that the observed weaknesses in the function
ing of the present system of floating rates reflect not design flaws in 
the exchange rate system per se but rather flaws of implementation in 
the underlying macroeconomic and structural policies, Until national 
governments themselves muster the requisite political will to adopt 
sound, credible, and stable policies, no exchange rate system--be it 
one of very low or very high flexibility of nominal exchange rates--will 
work properly. Conversely, when national governments do so act, proposals 
for altering the nature of exchange arrangements would not be necessary. 

1/ G-10 Report, paragraph 51. 
2/ G-10 Report, paragraph 27. 
3/ G-10 Report, paragraph 25. 
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I 
i 

As such, supporters argue that ~nergy ought to be concentrated on ways 
of bringing this improved policy! implementation into being. "Enhanced 
dialogue" and "peer pressure" re;present in their view the most hopeful 
routes to that end. The existing channels of surveillance could be 
used more effectively and coord~nated better to support these efforts. 

I 
Second, after over a decad~ of experience with floating rates, it 

is clear that it is neither rea]istic nor helpful to believe that each 
country can decide independentltJ its own policy stance and mix and allow 
the exchange rate to settle all iconflic ts in the market place. It is not 
realistic because floating rates

1 
are not capable in any case of provid

ing enough insulation to make independent targeting work. It is not 
helpful because failure to take Jother countries policies and objectives 
into account will only induce in the long run retaliatory actions which, 

I 

in turn, will make the path to :i!nternal and external balance slower 
and less satisfactory than if sdme coordination of policies was carried 
out. Improved coordination of Jolicies would do much to reduce the 
large swings in real exchange rJtes that have characterized the last 
thirteen years. Again, supportcirs of the existing framework argue that 

I 

the way to get such better.coorqination is through close and continuing 
cooperation not via "mechanical]y-imposed external constraints." 

I 
Third, no exchange rate sy~tem can provide full insulation from the 

effects of policies and disturbdnces abroad. Nevertheless, exchange 
rate volatility and overshooting could be much reduced if restrictions 
and structural rigidities in godds, labor, and capital markets were 
dismantled. In this way, asset!prices, particularly exchange rates, 
would not have to compensate so 

1
much for the stickiness of wages and 

prices. Exchange rates would still of course show variability but, so 
it is argued, this variability Jould not necessarily be "excessive." 

! 
! 

Fourth, exchange rate developments can provide some useful inform-
ation on the market's appraisallof macroeconomic policies. In some 
cases, the market's appraisal mJy not be consistent with fundamentals 
and authorities will want to ma4e known their own view (e.g., the 
September 1985 Group of Five Agreement in New York). This however, 
will be more the exception thanithe rule. Similarly, (pre-announced) 
quantitative targets for macro-economic policies, especially monetary 
policy, may be useful in certaiA circumstances in providing an anchor 

I for expectations. But, so the ~rgument goes, neither exchange rates 
nor quantitative targets can substitute for judgmental assessments 
about the appropriate course oflpolicies over the medium-term. To 
replace the latter with the for6er would endanger the achievement of 
price stability and sustainablelgrowth. Also, experience suggests 
to defenders of the existing fr~mework that automatic adjustment rules 
usually turn out to be less autbmatic in practice than in theory, and 
that very specific adjustment o~ policy rules can become liabilities 
when the global environment cha~ges in unexpected ways. 

I 
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Fifth, they find no presumption that the resource allocation 
costs from impeding the international flow of capital would be any less 
serious than those associated with restrictions on trade flows. Also, 
they note that even aggressive capital control programs (such as those 
of the early 1970s) often failed to stem private capital flows, and 
the subsequent development of offshore banking could be seen as making 
their efficacy today even less likely. As regards official intervention, 
they could point to a large body of empirical evidence that strongly 
suggests that non-sterilized intervention is unlikely to have a lasting 
impact on the level of the exchange rate. 1./ Nevertheless, inter
vention can in their view be useful in: (i) countering disorderly market 
conditions; (ii) reducing short-term volatility; (iii) complementing 
and supporting other policies; and (iv) expressing an attitude toward 
exchange markets. 

(2) Opposition to operating within the existing institutional setting 

The arguments in favor of improving exchange rate stability via 
the existing institutional setting have not gone unchallenged. The 
case against that position might be said to rest on the following 
arguments. 

First, while acknowledging the fundamental role played by sound, 
credible, and stable policies in achieving a stable system of exchange 
rates under all types of exchange arrangements, it could be argued that 
a good exchange rate system offers the right incentives and pressures 
for responsible policy conduct. On the basis of experience with floating 
rates, it might be concluded that floating rates have been wanting on 
that score, i.e., they have not promoted the right policies. Further, 
while "enhanced dialogue and peer pressure" may be necessary elements 
for improving policy behavior, they are unlikely under this view to be 
sufficient. In short, some would say that the choice is not policy 
reform or exchange rate reform but rather how best to design the exchange 
rate system to achieve policy reform. For this reason, the "incentive," 
"pressure," and ''trigger" features of target zones, or at least of some 
concerted "views" on exchange rates (as seem to be developing since 
September 22, 1985), should--so the argument goes--not be dismissed. 

Second, while it could easily be accepted that better coordination 
of policies would reduce the large and persistent misalignments of real 
exchange rates observed in the past, and that such coordination requires 
"close and continuing cooperation," it might again be maintained that some 

l/ Report of the Working Group on Exchange Market Intervention 
[1983], Rogoff [1984], Obstfeld [1985]. 
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type of external constraint isjessential to get that cooperation. lJ 
Modes of coordination that do hot send clear, regular, and strong signals 
about when, what, and how to c6ordinate can be viewed as ineffective. 

I 
This in turn leads opponents of the existing framework to the conclusion 
that substantive strengthening of both the principles and procedures of 
Fund surveillance is probably hecessary. 

I 

Third, it might be conced~d that target zones (or concerted views on 
I 

exchange rates) and objective indicators would occasionally make the 
I 

wrong diagnosis and occasionally prescribe the wrong remedy for external 
adjustment. Nevertheless, the~e adjustment mechanisms might still be 
regarded as performing better bn average than a judgmental mechanism 
that sometimes doesn't initiat~ adjustment at all, and sometimes, by 
its inaction, encourages otherlmore costly forms of adjustment (e.g., 
protectionism). It might also be argued that the constraints placed 
on domestic monetary policy in

1 
the EMS have not unduly handicapped 

efforts to achieve price stability and sustainable growth. Furthermore, 
critics of the existing framewbrk might argue that while the recent 
G-5 initiative was welcome, itlwould have been ~ven more welcome if it 
had taken place in 1982 or 1986 and if authorities had on a more regular 
basis spoken out against markel1t-determined misalignments of key-currency 
exchange rates. 

Fourth, while liberalizatd.on of capital and .trade flows might be 
regarded as an effective means! of dampening exchange rate overshooting 
in countries with" ••• diversi~ied economies and high mobility of 
factors of production," Y its! applicability to developing countries 
might be questioned. Here, the arguments (as presented in the G-24 
Report) are that protection ofl infant industries, judiciously applied, 
may be indispensable to diver~ification and development, and that 
controls to limit capital flois may become" ••• necessary for the 
stability of exchange and interest rates." 3/ 

Finally, some have argued! that even in-industrial countries, 
impediments to capital flows (!e.g., round-tripping taxes) need to be 
seriously evaluated. 4/ It isl not that such impediments would be 

1/ "In the meantime, a mecHanism has to be devised to enforce policy 
coordination among the major i[ndustrial countries." G-24 Report, 
paragraph 5. I 

2/ G-24 Report, paragraph 7!0. 
- I 1f G-24 Report, paragraph 8

1

7. 
!!_I See To bin, [ 1980] • · 
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costless. They would not. But these costs are viewed by supporters 
of such proposals as smaller than the macroeconomic costs associated 
with larger exchange rate fluctuations under free mobility of capital. 
Under this view, the answer to excessive volatility of exchange rates 
is to "throw some sand" into the wheels of the efficient world capital 
market, not to apply more grease to those wheels. On intervention, a 
case might be made that the potential for increasing its effectiveness 
by combining it with other policy measures has not yet been fully 
realized. As an example, it might be argued that developments since 
the G-5 agreement in September 1985 are .consistent with the position 
that official views on deviations of exchange rates from fundamentals, 
in combination with intervention and with some prospects of an improve
ment in fundamentals, can be effect:i.ve in "pricking" a speculative 
bubble in the exchange markets. 

Issues for discussion: (i) Do the incentives for implementing sound, 
stable, and credible policies come primarily from "within," or can the 
exchange rate regime condition and reinforce those incentives; (ii) how 
much scope is there for improving the international consistency of 
policies by using the existing channels of Fund surveillance more 
effectively and in a more coordinated manner; (iii) in what circumstances 
and in what types of economies would liberalization of capital flows--
and more generally, a reduction of structural rigidities--pay the largest 
dividends in terms of exchange stability and of other objectives; (iv) what 
are the relative merits of "judgmental" versus "objective indicator" 
approaches to initiating adjustment and to guiding macroeconomic policies 
over the medium term; and (v) what are the main implications for exchange 
rate management of the G-5 meeting in New York on September 22, 1985? 
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TO: Mr. C. David Finch 

FROM: L.A. Whittome //J1/ 
SUBJECT: Surveillance Over Exchange Rate Policies-

Annual Review: Background Material 

January 10, 1986 

I am not certain that the paper serves a useful purpose in its 
present encyclopedic form. But if in your judgment it does then I worry 
that it seems to encourage so.me inter-related misconceptions, namely 
that surveillance and the Fund's internal procedures for surveillance 
are one and the same thing, and that the quality and value of surveill
ance depend on the frequency of consultations, the number of missions, 
and so on. We need to move in a different direction. In some of the 
smaller and medium-size countries in this Department, the task of 
adjustment involves among other things complex fiscal reforms, major 
institutional changes in financial markets and structural shifts of 
investment and production patterns. In these circumstances we should 
seek to make a serious contribution by means of solid preparation, com
prehensive discussions and analytically significant staff reports. It 
is a fundamental error to suppose that the attainment of any particular 
consultation cycle will by itself force the pace of adjustment. 

Mr. Hauvonen has sent Mr. Belanger some detailed comments on 
the paper but I would myself like to pick up one point. Tables 19 and 
20 should I think be dropped completely. We try to ensure that the 
policy sections of staff reports and the corresponding parts of the 
staff appraisal contain most carefully weighed, nuanced, polite but also 
candid, analytical prose. The essence of this simply cannot be captured 
by the sort of simplistic device represented by Tables 19 and 20. If 
staff appraisals could really be reduced to the level of multiple choice 
questions, then life would be a great deal simpler for all of us. All 
this is quite apart from the fact that some of the assessments made are 
somewhat puzzling to those who produced the original appraisal. 

cc: Heads of Departments: ADM, AFR, ASD, EXR, FAD~.1:f-G, MED, 
RES, SEC, STAT, TRE, ~ 
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From: 

Mr. Belanger 

A. S. Shaalan ~ · 
To: 

Subject: Rate Policies--Annual Review: · 

This is a very good draft: it provides useful, well-organized, 
background material for the discussion of the issues and procedures regard
ing the implementation of surveillance covered in the two papers on which 
we have commented earlier. 

. ... . ...,, .. 
As regards the references to the Middle Eastern countries in 

the text, we have no difficulties. Also, we find Tables 19 and 20 to be a 
rather useful and telling representation of the pointedness of staff policy 
recommendations in selected countries, and of divergencies between the 
views of the staff and the authorities where they exist. The categorization, 
however, is, of necessity, somewhat simplified and some additional qualifica
tions in the remarks column may be desirable. In the case of Pakistan, 
the staff's assessment of its monetary/credit policies is said to be "in 
accord with policies". This is true only in a narrow sense of the rates . 
of growth of certain monetary aggregates. In fact, the staff was critical 
of the general stance of credit policies in Pakistan. Thus, we would prefer -
to see Pakistan in the 'mildly critical' category. 

As far as the selection of countries for inclusion in Tables 19 
and 20 is concerned, we would prefer to leave out Libya and, instead, 
include Egypt, indicating strongly critical assessments of its fiscal and 
monetary policies. 

Finally, one general point: we believe that in discussing the 
increasingly long list of topics, e.g., trade policies, structural policies, 
etc., expected to be covered in the staff reports for the Article IV consul
tations, it would be pertinent to refer to the question of a trade-off 
between quantity and quality of analysis as well as to co·nsiderations 
relating to the demands on staff time and resources. On the latter, we 
would fully support the comments made by Mr. Whittome. 

cc: Heads of Departments: 
ADM LEG 
AFR RE-s-
ASD SEC 
EUR STAT Ti 

EXR TRE 
FAD ~D 


