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November 10, 1980

MEMORANDUM
To: . Mr. Hood ) )
Mr. Whittopfé
: Mr. Finch

Mrs. Lachman
Mr. Wittich

From: Geoffrey Tyler C{?

Subject: Yugoslavia—-Stand-By Arrangement: Modification and Waiver

The attached draft letter from the Yugoslav authorities
requests a walver of three performance criteria for September 30,
1980 and modification of two such criteria for December 31, 1980.
A draft Board paper should be with you for comments on November 12,
1980. '

The matter must be dealt with with particular urgency,
since the mission is to return to Belgrade at the end of November.
Could you please inform me by Wednesday morning whether or not the
wording of the draft letter causes any problems, so that I can telex
the Yugoslav authorities regarding the draft?

Attachment
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W };&@'f DRAFT/11/3/80
W %[ u/ M Belgrade, Yugoslavia

M Aﬂ,( M%M .r;'l«f?[} November . 19380

Dear Mr. de Yarosiere: /ﬂé//ﬂ//

1. In cur letter of May 16, 1980 adiresssd to you, we described the
econamic and financial program adopted by the Goverrment of Yugoglavia

as a mjor stahilization effort to achieve, inter alia, a substantial
reduction in the current account deficit of the halance of payments. In
spport of the progran the Fund spproved on June 6, mmm&ﬁ@m@@
ment that included as quantified performence criteria, quarterly targets

on {1) net domestic assets of the banking systen, (2) net credit of the
National Bank of Yugoslavia o the Rudget of the Pederation, (3) cutstanding
foreigm debt in comvertible currency with original maturities of more than
cne year {(evcluding purchases from the Fund) and (4) the cumulative decline
in net convertible foredgn assets of the National Bank leas exceptional
financing in convertible currencies by oommercial barks,

2. @m Septea“mx 30, 1980 the performance criteria relating o net domestic
assets of the banking system, net credit of the Wational Bank to the Federation
agci the c:txmlati?e change in net convertible foreign assets of the tational
Pank wers not cbserved for reasoms that are described below, which were not
foreseen when the program was established. Howsver, we believe that the most
imortant objective of the vrogrem, nas=ly a substantial improvement in the
current account of the balance of paveents, 18 being achieved and that the
4nability to meet some of the performance criteria on Septenber 30, 1980 does
ot indicate that the besic program is not bedng fimly irplemented.
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3. During the first nine m?tlxs of! 198_0, substantial progress hasi bean

made in reducing the current aceount deficit of the balance of payments.
Wmlmmmn'wmmmmmmﬂmmmﬁ@of
1979 and export value by 32 per cent. The value of Ws over the same
pericd rose by 8.5 par cent but the volume of imports declined tw 10 per cent.
Thus, developrants in the trade scoount have been sore favorable so far in
1930 than was projectad at the tims of the formilation of the program, when
we expected export volume for the whole year to rise by 8 per cent end fmport
volume &0 decline by 2 per cent. On services acccunt there have been both
favorable end unfaverable developments. On balance higher sexvice pavments,

especially for interest, are likely to laad to a eomevhat ssaller surplus on

- sarvices than we originally expected, However, we emect that the current

" accoumnt deficit will be about USE 2.0-2.3 billion (equivalent to about 3 per cent of

GSP), compared with the target of US2.5 billion described in ocur letter of
May 22, 1930, and appreciably below the deficit of USZ3.7 hillion recorded
in 1979,
4, The irmrmm in the current acoount was echieved in pert lw an
active exchange rate policy desizned to rostore the conpetitiveness of the
Yuposlav econasny. Over the first months of 1930 the effective exchange rate
of the dinar contimied 0 bha depreciated. Moreover, on Juna 6. 1980 the
dinmar was depreciated from Din 21 to Din 27.3 per U.S. dollarAts reinforce the
dfommmmi@mmmammtefmamMGme.
By ergd-Septerber 1980 the effective trade-weinhted exchange rate had

per unit of foreign currency
Gepreciated by 42 per cent/with respect o Dsceamber 1979.
5. Hhile thore were favorable developments in the current acocount of
the halance of pavments, developments in the c@itai account have been
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different from our original expectations. In particular, during the first
nine ponths of the year, difficulties mre encountered in obtaining the

~desired amount of mediium-term and I@-tem foreign loans from camercial
barks to the nonbank sector. Disbursements fell short of the levels plammed
when we formlated our econcmic program for 1980, and cutstanding medium-term and
long-term convertible debt, which amountad to US12.3 billion at the end of
1979, amounted to mz(i?} billdon in Septenber 1980, considerably below the
level of USgl4.2 bil}.ic;; criginally envisaged, e e:q:ect that gross medive-
term and long-term borrowing @oomertible currencies will accelerate a9?
s}zax?lvinthecxm'rtquarterbutthe levelof saché&btmtstarﬁingatthp

'mﬁcfmacismlikelytomjt}s% 3. l/billim. ‘
€. The shortfall in foreign radiur-temrm and long~term borrowing required
us to meke extensive use of short~term foredlon horrowing and © run down qross
international reserves. As & result, net international reserves of the
Mational Bank declined by.more than the amounts envissged in the stand-lwy
program. By Septenber 30, 1980 the cummilative decline from Decerber 31, 1979
in net convertible foreign assets of the National Park of Wigoslavia, less

. exceptional financing by oommercial hanks, which had been targeted at
USg500 million, amounted to USF 937 million. In view of the favorable
developments in the current account, and the epected acceleration of

- medium-term and long-term wmrtibla'fnmign borrowing inthe rerainder of
1980, we estimate that tha deterioration described above will be partly
reversed. Accordingly, m@mtﬁmﬁ&mamladveéechmmmtww
vertible forefen nssets of the National Bank, loss exceptional finansing by
cammarcial banks, should not exceed USE 1,600mi11ion between Decenber 31, 1979

\ and Decenber 31, 1980. '
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7. Domestically, an importasnt aspect of our policies had been 40 reduce

demand pressures. Our success can be frlged by the fact that, based on remlts‘
for the first edght or nine ronths of the year, real fixed investment is expected
to decline by about 2 per cent in 1980 covpared with 1979, real private conswmp-
tion ray rise by only about 1 per cent, and real puhlic sactor expenditure may
declins by sbout B t» 10 par cent. Real social produet in 1930 im exgectad

to be only akout 2.5 per cent greater than in 1979, when the increase was

7 per cant.

8. 2y itself, the above reductlen in domestic demand pressures should have

| helped rring about a reduction in inflation. Unfortunately, the combination

of the high rate of increase of the foraiom exchange price of inports, Lncludivg

01l end otrer raw materials, the depreciation of the effective exchange rate

of the dinar and necessary adjustments in some administered prices led to an
acceleration of the rate of inflation and currently. retail vrices »& 30 per
cefit hicher than a vesr earliaer,

9. uith nominal social product evpectad to rise by about 32 per cent in

1980 comared with our original expactstion of & rise of oély 22 por cant, 5o
increaze in ronstary sxpansicon ghove oviginally planned rates has heooe
necegssry, Vhen ve ordginally farmilatsd the monetary proaram, the increass
in the mney mrply between Necsthar 31, 1973 and December 31, 1990 was £5 bo
22 pey camb. e have roer Dnvrensed thie taryst to 24 per cent. Consistent
with this target anl the fact that the net forelgn assets of the honking
systan hava declined by more than we originally estimated because of lower
foreimm homrosdns by the nombank sector, ww have found it nécws&zy €0 permit

the net dassstic asse’gof the banking system to increase by somewhat more than

&
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originally plammed. Thus, the level of net domestic assets of the banking system on

Sestrmher 30, 1980 was Dinl,449.6 billien compared with the original targst

of Nin 1,381 billion and we have raised the limit for December 31, 1980 to

pin 1,538 billion from the original target of Din 1,466 billion.

10. we originally set limits of Din 77.4 billicn for Septerber 30, 1980

and Din 77.9 billion for December 31, 1980 on net credit of the Naticnal

Bank Yo the budoet of the Federation, which stood at Din 6‘37 billion on
Decerber 31, 1979. Principally bhecauss revenues of the Fedaral hudget

did not increase bv as much as anticipated, partly because of the slow
crowth of irrorts, the Federal Government had borrowed Din 77.9 billion

net on Septenber 30, 1980, which is the awunt programssd for the year as a
vhole. Howver, wa do not interz’i to rajisa the latter limit so that for the
year as a whole the Federal hudget will not add to Liouidity by more than the
rlannad amownt.

1l. The ‘z'vzgsoslay Coverrgent believes that siqnificant economic procress has
heen made 80 farlin 1980 and 4t intends to continue with the stabilization effort

in 1981. %e believe that the changes in the performance criteria for

. September 30 and Decarber 31, 1980 described in paragravhs 6, 9, and 16 above

are consistent with the implementation of the stabilization program and request’
the necessary walver with respect to the above mentionsd performence criteria
for Septm'ﬁaar 30, 1980 and the necessary modification of those for Decenber 31,
1880, Yugoslavia intends to take any further measures that may become necassary

o achieve the aims of the stabilization proaram.
‘ Yours sincerely,

Kaente Rogoey I, Petar Xostic
Covernor, National RBank of Yugoslavia Pederal Secretary for Finance
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Yugoslavia: Quantitative Performance Criteria

for 1980 in Stand-By Arrangement

N _
ATTACHMENT T .

1979 1980 1980
December 31 June 30 Sept. 30 Dec. 31 , Celling Under Program
Actual - Actual Fore- June 30 September 30 December 31
cast '
(Proposed new ceilings in brackets)
Net domestic assets of the
banking system; in billions ;
of dinars 1,201 1,368 1,450 1,538 1,321 1,381 1,466
) (1,450) (1,538)
Net credit of the National Bank
to the Budget of the Federation}
in billions of dinars 68.7 77.9 77.9 77.9 76.4 77.4 77.9
(77.9)
Cumulative change in net convert-
ible foreign assets of the
National Bank; in millions
of U.S. dollars 1/ -972 ~937 ~1,600 -900 -500 -
(-937) (-1,600)
Convertible currency debt out- ‘
standing; in billions of
U.S. dollars 2/ 12.3 13.1 13.3 13.1 13.6 14.2 14.7
(14.2) (13.1)

Source:

Data supplied by the Yugoslav authorities.

1/ Net of exceptional borrowing by commercial banks.

2/ Debt outstanding in convertible currency with original maturities of more than one year.
purchases from the Fund and increases in exceptional borrowings by the commercial banks in 1980.

rates prevailing on December 31, 1979.

Excluding outstanding
Valued at exchange
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MR. RUDING

Mr. J. de Larosiere LEG
Managing Director RES
International Monetary Fund ETRD
Washington, D.C., 20431 SEC
U.S.A. " _ TRE

Mr. de Larosiere:

l. In our letter of May 16, 1980 addressed
to you, we described the economic and financial program
adopted by the government of SFR Yugoslavia as a major sta-
bilization effort to achieve, inter alia, a subkstantial
reduction in the current account deficit of the balance of
payments. In support of the program the Fund approved on
June 6, 1980 a stand-by arrangement that included as quantified
performance criteria, quarterly targets on (1) net domestic
assets of the banking system, (2) net credit of the National
Bank of Yugeslavia to the Budget of the Federation, (3)
outstanding foreign debt in convertible currency with original -
maturities of more than one year (excluding purchases from
the Fund), and (4) the cumulative decline in net convertible
foreign assets of the National Bank less exceptional

financing in convertible currencies by commercial banks.

2. On September»éo, 1980 the performance
criteria relating to net domestic assets of the banking
system,.  net credit of the National Bank to thé;Federation'
and the cumulative change in net convertible foreign assets

-of the National Bank were not observed for reasons that are

described beldw, which were not foreseen when the program

was established. However, we believe that the most important
objective of the program,- namely a substantial im?rovement
in the current account of the balance of payments, is being
achieved and that the inability to meet some of the Ferﬁmmanoé
criteria on September 30, 1980 does not indicate that the

basic program is nct being firmly implemented.

T
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3. During the first nine months of 1980,
substantial progress has been made in reducing the current
account deficit of the balance of payments. Export volume

.increased by 11 per cent with respect to the same period of

1979 and export value by 32 per cent. The value of imports

over the same period rose by 8.5 per cent but the volume of

imports declined by 10 per cent. Thus, developments in the
trade account have been more favorable so far in 1980 than
was projected at the time of the formulation of the program,
when wé'eXpeCted export volume for the whole year to rise
by 8 per‘centvand import volume to decline by 9 per cent.

- On services account there have been bo;hfﬁavérahle and
- unfavorable developments. On balance higher service payments,

especially for interest, are likely to lead to a somewhat
smaller surplus on services than we originally expected.
However, we expect that the current account deficit will

be about USg 2.0 to 2.3. billion (equivalent to about 3 per

cent of GSP),.compared with the target of USE 2.5 billion
described in our letter of May 22, 1980, and appreciably
below the deficit of USE 3.7 billion recorded in 1979.

4. The improvement in the current account
was achived in part by an active exchange rate policy designed
to restore the competitiveness of the Yugoslav economy. Over
the first months of 1980 the effective exchange rate of the
dinar conuhuﬁd'to be‘depreCiated. Moreover, on June 6, 1980
the dinar was depreciated from dinars 21 to dinars 27.3 per
US dollar to reinforce the efforts being made to improve
the current account of the balance of payments. By end-Sep-
tember 1980 the effective trade-weighted exchange rate had
depreciated by 42 per cent per unit of‘fore;gn,currency

with respect to December 1979.

- 5. While there Wereifavorable‘developments
in the current account of the balance of payments, developments
in the capital account have been different from our original

‘expectations. In particular, during the first nine months

of the Year,'&ifficultieé’were,encountered in'obtaining the

.




desired amount of medium-term and long-term foreign loans
fromléommercial banks to the nonbank. sector. Disbursements
fell shortﬂ of the levels planned when we formulated our
economic érogram for 1980, and outstanding medium-term

- and long-term convertible debt, which amounted to USE 12.3

billion at the end of 1979; amounted to USg 13.3 billion in

September 1980, considerably below the level of US§ 14.2

billion originally enviéaged. We expect thangross medium—
term and léngfterm borrowing in convertible currencies will
accelerate sharply in the current quarter but the level of
such debt outstanding at the end of 1980 is unlikely to :

- exceed USE 13.1 billion.

6. The shortfall in foreign medium-term and
long—term borrOW1ng required us to make extensive use of
short—-term forelgn borrowing and to run down gross interna-
tional reserves. As a result, net international reserves of
the National Bank declined by more than the amounts @mﬂs&ﬁﬁ~
in the stand-by program. By September. 30, 1980 the cumilative
decline from December 31, 1579 in net convertible foreign
assets of the National Bank of Yugoslavia, less exceptional
financing by commercial banks, which had been targeted at
US§ 500 million, amounted to USE 937 million. In view of the
favorable developments in the current account, and the expected

‘accelaration of medium-term and long-term COnvertibleﬁforeign'

borrowing in. the remainder of 1986, we estimate that the

~ deterioration described above will be partly reversed. Some

short-term borrowing will be repaid and the gross international
réSafves‘Will increase. HoweVer; becadse,much’of the hew
bormmﬁngwﬁli.be done'by;the'National.Bank; its net convertible
ﬂxeﬂ;1a33e£s,vleSS'exceptianal'financing by»theicommercial

‘Uﬂks;Will,dedline”furthér.;Howevér,«thefcumulative.decline

in net convertible assets ‘of the National Bank, less excep-
tional financing by commercial banks, should not exceed US
dollars ‘1,600 million between December 31, 1979 ‘and december

.31, 1980.




‘ 7. Domestically, an important aspect of our
policies had been to reduce demand pressures. Our success
can. be judged by the fact that, based on results for the

first eight or nine months of the year, real fixed investment

is expected to decline by about 2 per cent in 1980 compared .

~with 1979, real private consumption may rise by only about
‘ 1 per cent, and real public sector expenditure may decline

by about 8 to 10 per cent. Real social product in 1980 is
expected to be only about 2.5 per cent greater than in 1979,

when the increase was 7 per cent.

8. By 1tself the above reduction in damestic
demand pressures should have helped bring about a reduction

‘in inflation. Unfortunately, the combination of the high

rate of increase of the iqréign exchange price of imports,
including'oil and other raw materials,; the depreciation of
the effective exchange rate of the dinar and necessary
adﬁmhﬁaﬁs in same administered prices led to an acceleration
of.the'rate of,infiation and currently retail pfices are 30

per cent higher than a year earlier.

9. With nominal social product éxpedted to
rise by about 32 per cent in 1980 compared with our original
expectation of a rise of only 22 per.ceﬂt, some increase in
nnmazmy’éXPanSion.abOVe‘criginallyAplanne& rates’has become

necessary. Wmaiwefdriqinally.formulated the monetary program,

the iﬁcreasé”invthe money supply between DecemberiBI, 1979
and December. 31, 1980 was tc be 22 per cent. We have now
increased this target to 24 per cent. Consistent with this

target and the fact that the net foreign assets of the banking

system have declined by more than we originally estimated
becouse of lower foreign borrowing by«the.nopbank‘sectbr:
we have found it necessary to permit the net domestic assets
of the banking*system t0 increase by somewhat more than ori-

ginally planneéd. Thus, the level of net domestic assets of

the banking system on September 30, 1980.Waé Din 1.449.6
billion campared with ‘the. original target of Din 1.381 billion

and we have raised the limit for December 31, 1980 to Din




1.538 billion from the original target of Din 1.466 billion.

10. We originally set limits of Din 77.4
billion for September 30, 1980 and Din 77.9 billion for
Décember.Bl, 1980 on net credit of the National Bank to
the budget of the Federation, which stood at Din 68.7 bil-
lion on December 31, 1979. Principally because revenues
of the budget of the Federation did not increase by as much
as anticipated, partly because of the slow‘gfowth of imports,
the Govermment of SFR Yugoslavia had borrowed Din 77.9 bil-
lion net on September 30, 192980, which is the amount prog-
rammed for the year as a whole. However, we do not intend
to raise the latter limit so that for the year as a whole
the budget of the Federation will not add to liquidity by
more than the planned amount.

11. The,Yugoslav Government Abeiieves,that
signifiéant eConomic‘pngreSS‘has been made so far in 1980
and it intends to continue with the stabilization effort in
1981. We believe that the changes in the performance criteria
for September 30 and December 31, 1980 described in parag-
raphs 6, 94y and 10 above are consistent with the implemen-

tation of the stabilization program and request the necessary

waiver with respect to the above mentioned performance
criteria for September 30, 1980 and the necessary modification
of those for December 31, 1980 the government of SFR Yugosla-
via intends to take any further measures that may become
necessary to achieve the aims of the stabilization program.

Yours sincerely,

:anmxmL%ﬁa - Federal Secretary for Finance

/// /) e 4£72£44;a’”1”£’;??“f

- Dr. Ksenté Bogoev Ing. Petar Kostic
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Dear Mr. de Larosiere:

1. The Yugoslav ecdnomy is passing through a particularly
difficult period. The current account of the balance of payments
was in deficit by US$ 1.3 billion in both 1977 and 1978 and
domestic prices were increasing at rates well in excess of 10 per
cent. Domestic activity was buoyant, with real gross social
product increasing by 7.9 per cent in 1977 and 6.6 per cent in
1978. A relatively rapid rate of growth was considered necessary
to prevent a serious problem of unemployment. However, it added
to the existing domestic and external pressures. Moreover, as
the growth of world economic activity decelerated, various
restrictions were placed against important Yugoslav exports in

some markets.

2. The Government decided in 1979 that a .stabilization effort
was required to moderate domestic pressures and to contain the
deficit in the current account of the blance of payments to a
level fhat would not require excessive foreign borrowing.
Accordingly, the target for the increase in real gross social
product was reduced to 6 per cent and thevaim‘was to reduce the
general rate of price increase from 15 per cent in 1978 to around
13 per cent in 1979. With regard to the balance of payments, the
current account deficit was to be kept to USg 1 billioh,,which
would have implied that the debt service ratio for foreign debt
in convertible currencies would remain below 20 per cent.
These targets were to be achieved by the implementation of an
integrated set of do&?@?gﬁ;ﬁ%ﬁ external policies, which included,
il PRt

inter alia, more restrictive credit policies and an exchange rate

0S =1 W ¢- HAr ce
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policy designed to maintain the external competitiveness of our
economy.‘The stabilization program was supported by a Standfby
arrangement with the Fund equivalent to SDR 69.125 million agreed
to on May 23, 1979, covering the first credit tranche. N

3. For several reasons, the course of events.iﬁ 1979 deviated
from the original plan. We probably had underestimated the |
underlying pressures on the economy that existed at the end of
1978 and which continued in the first part of 1979. As a result,
domestic activity in the first half of the year was higher than
we intended. Although additional measures were taken that reduced
rates of growth in the second half of the Year, the increase in

- real gross social product in 1979 as a whole is estimated to have
been 7.1 per cent, some one éercentage point above the target.
However, there were important factors, all beyond‘our.control,
that prevented us from achieving our other dgoals. Above all,
there was the unexpected and large increase in.oil prices. 0il
prices for Yugoslavia rose on average from .USE 101 per metric

ton in 1978 to US® 143 per metric ton in 1979. In addition,
natural gas imports increased sharply.in 1979, principally in
order to fill a newly completed pipeline, while cereal imports
increased beceuse of a particularly poor corn harvest in 1978

and a bad wheat crop in 1979. The value of imports of these

three commodity groups was almost USE 1 billion higher than in
1978. Another major exogenous factor was .the earthquake in
Montenegro 'in April 1979, which adversely affected tourism not
only.in that region but also elsewhere; in addiﬁion, it reduced
exports and necessitated additional imports for reconstruction.
These‘factors, plus depressed deliveries of ships, a major export
item, and a wvirtual ceseation of corn exports because of the
disastrous 1978 harvest, meant that the current account deficit
rose to USS 3.7 billion, leading to a declihe of USS‘1.3 billion
in gross convertibleﬁinternationel reserves of the banking,system
to USg 2 billion at the end of the year, and substantial net
foreign borrowing totaling around USg 2.1 billion. ?he latter,

cbmbined with the rise in interest rates, increased the debt



service ratio on debt in convertible currencies (excluding
purchases from the Fund) from 16.9 per cent in 1978 to 19.5
per cent in 1979. :

4. Domestically, higher import prices were an important factor
contributing to a rise in.the.rate of inflation from some 14

per cent in 1978 (year—-on-year averagé for all domestic ekpenditure)
to almost 21 pér cent in 1979, although ther rate of increase

‘declined in the second half of the year. It was not possible

to prevent the increase in prices being largely reflected in
increases in personal income paymehts per employee, but we believe
it is significant that these rose by only about 20 per cent
compared with'the previous year. In this respect, it appears
that’workers exercised considerable self-restraint in the

self-management agreements on income payments.

5. Although many of the reasons for the adverse developments
in 1979 were beyond our control, the Government has to face
the fact that the deterioration that occurred in fhe balance
of payments must be reversediin 1980. Yugoslavia has therefore

~ decided that policies this year must bring about a substantial

reduction in the current account deficit and thereby limit the

growth of external debt. To achieve this and to aid in reduecing
the rate of inflation, a slower growth of domestic activity will
be necessary. Therefore, a major stabilization effort has been

introduced.and will continue until the necessary corrections in
the domestic and external sectors have been made. Given the size
of the,imba;ance»in.l979, it will not be possible to achieve all

of the needed corrections in 1980 and we realize that the effort

must continue in 1981l. To support the stabiliZationAprogram,

which is described .in detail below in respect of the 1980 period,
Yugoslavia is requéstingﬁa new stand—by4arrangementofrom.the Fund
for the period up to December 31, 1981 in a total. amount equivalent
to SDR 339.325 million, including the equivalent of SDR 200.825

million from.the,Suppleméntary Financing Facility.



6. Although the stabilization program will extend over both
1980 and 1981, we are convinced that substantial progress must
be made in 1980 to reduce the current account deficit. We intend
to do everything possible to reduce the deficiﬁ to USg 2.0 billion
this year and believe that there is a reasonable chance of |
achieving this. Such a large and rapid reduction might entail
too great a‘disruption to real growth and employment bﬁt,we are
Mconvihced'that the current account deficit must not exceed
USg 2.5 billion this year with another large reduction in 1981.
-Thus in 1980, we aim to reduce the deficit by at least USg 1.2 ' j
billion, which would be a reduction of at least one third. As a
' percentage of gross social product, the current deficit would -
decline as a minimum from 6.0 per‘centkin 1979 to below 4 per
cent in 1980. A -deficit of this size would entail an amount of
foreign borrowing that we cOnsidef<manageable (see belbW).

7. A major effort will be required to reduce the deficit to the
extent sought, but we believe the needed improvement dan be made. _
While part of it will come from larger net invisible receipts,
the major adjﬁstment will be on the trade account, .where exﬁorts
must increase strongly and the growth in imports must be sharply
reduced. To achieve these results, the pattern of domestic
production and .expenditure must changeAso,as,toArelease more
prddﬁction for export and to reduce the import intensiveness

- of domestip output. ﬂndetﬁthe Yugoslav system of workers’
self-ﬁanagement,.all enterprises invblved.in foreign trade must
agree among themselves within the Cbmmunities of Interést for
Foreigh Economic Relations on foreign trade plans that will
lead to a viable balance of payments. In 1980, enterprises are
making a major effort to produce more exportable goods and to
substitute domestic products for imports wherever possible.
They will be aided by\ﬁhé fact that a number of major development
projects have recently been finished, which will. reduce the
demand for imported investment goods. Moreover,. these projects ‘
will increase export supplies and permit greater import_Substitution.



Throughout the economy, investment proposals are being
re-examined to shift the emphasis for the time being toward
projects construction that require few imports and away from
import-intensive projects, especially those not directly

related to export production or import replacement. Intensified
efforts are being made to increase domestic supplies of raw
materials, for example, coal and iron ore, and of intermediate
products. Inter alia, this should keep the volume of oil imports,

excluding amounts needed to f£ill a new pipeline, at no more than
the 1979 level and possibly less.

8. 1In addition, in 1980 some of the particular trade difficulties
of 1979 should not recur. So far, there is every indication

that corn exports will revive and imports of wheat should not

be needed to the extent experienced in 1979. Because of past
orders, deliveries of ships will increase sharply in 1980 and
1981. The planned growth of "gross social product is 2 percentage
points less than the outcome in 1979, which will slow down import
demand. Although overall world export demand may be weak in 1980,
the main Yugoslav export markets are expected to be relatively
less éffected, and demand in them is expected .to be ardund 6

per cent. Moreover, in 1979 we depreciated the . dinar in terms

of effective exchange rates by about 8 per cent following a
depreciation of 9 per cent in the preceding year. We intend

to continue with an‘exchange,rate policy that Qill_maintain our
competitive position and we expect to»fegaiﬁ’some;of the market
shares lost in recent years. Although its impact in 1980 will

be limited, the recently concluded agreement with the European
Economic 'Community should have an increasingly favorable effect
on our economic relations with its member countries in. the coming
years, including 1981l. Taking all these factors into account,
export volume is forecast to .increase. by 8 per cent and value

by 21 per cent. Import volume should decline by around 9 per

cent and the value vould increase by some 9 per cent. The
forecast - turnaround -in imports is not out of line with
improvements made in previous periods when policies have been

directed toward substantial improvement in the external sector.



Workers remittances should benefit from wage increaseé in

Western Europe and tourism should show a recovery from 1979.
Taking all the above into account, a current account deficit
of US$ 2 billion in 1980 may be possible.and,it is our firm

intention not to exceed a maximum 1evel_ovaS$ 2.5 billion.

9. The large deficit in the current account in 1979 necessitated
a.net increase of foreign borrowing in'cohvertible currencies
of USg 2.0 billion and at thé end of that year the outstanding
level of such debt was USg 13.5 billion, of which GSS_;2.8
billion had an original maturity of more than one year. During
1979, there was a refinancing of debt totaling around USg 0.8
billion and the conditions attached to the new credits generally
provided for grace periods of three,yearsqahd maturities of

the order of 8-10 years. Wé intend to continue to pay careful
attention to the terms of new foreign borrowing so as to avoid
sharp peakslin servicing schedules, especially since, partly

as a result of the rise'in interest rates,. the debt service
ratio for convertible foreign debt, excluding pu:chasés from
the Fund, reached 19.5 per cent in 1979. To prevent a debt
 service prbblem’from emerging and consistent with the maximum
projected current account deficit for 1980, outstanding foreign
debt in convertible currenciés with original maturities of more
than one year (excluding purchases from the Fund), which stood
at USg 12.3 billion at the end of 1979, will not exceed

USg 14.7 billion by the end of 1980 (based on exchange. rates
current on December 31, 1979 and excluding net exceptional
financing during 1980). To ensure orderly borrowing during the
year, quarterly limits on the outstanding amounts have baeh

set as follows: no.more than USE 13.6 billion on June 30, 1980,
USg 14.2 billion on September 30, 1980, and USg 14.7 billion

~ on December 30, 1980. |

10. As mentioned earlier, during 1979 the.gross.cohvertible
international reserves of the banking system declined and in
1980 they will need to be built up again. It is our intention



to increase the grOSs\cbnvertible reserves of the National Bank
of Yugdslavia by at least US@ 0.7 billion during 1980, This will
necessitate avcontinuation of exceptional financing by the
commercial banks, which has involved borrowing abroad in
convertible currenciés to maintain the level of the enternational
reserves. In 1979, such borrowing totaled US§ 250 million. To
ensure an adequate level of liquidity in convertible currencies,
the net convertible foreign assets of the National Bank of
Yugoslavia less exceptional financing in convertible currencies
by the commercial banks, which declined by USg 1.702 million in
1979 will show no further decline by the end of 1980. Consistent
with this target for end 1980, and allowing for the expected
pattern of net foreign borrowing and the seasonal movements

in the current account .deficit, targets have been established
providing for a decline of no morerthan USg 900 million by

June 30, 1980 and no more than Usg 500 million by September 30,
1980.

11. If the various balance of payménts targets are to be achieved,
policies must ensure that domestic activity is not too expansionary.
To ensure such consistency, it has been decided to reduce the
planned increase in real gross social product .to 5 per cent in

1980 and to aim for a reduction in the gross social product V
deflator to 17 per cent compared with' 20 per cent in 1979.

All categorles of domestic demand are planned to show smaller
increases in real terms-the growth of personal. consumptlon will
decelerete from 5.5 per cent to 3.8 per cent, public consumption
from 5.9 per qent to 2.1 per éent, and fixed capital formation

from about 8 per cent to 5.8 per cent.

12. The achievement of these targets will require an intensified
restraint by all sectors of the econamy-the public and enterprise
sectors in particular. In this regard, we would point out that
self—management agreements covering such factors as prices and
personal income payments were implemented in a respon51ble and

effective manner in 1979 and, with increasing experience with



the néw system, it is expected that it will operate even more
effectively in 1980. The Government is convinced that a strong
consensus exists in Yugoslavia that all decisions taken in the
economic field should reflect the economic aims enunciated in

the stabilization program.

13. 1In some recent years there has been a tendency for.public.
sector consumption to grow more rapidly than social product,
and in all years the Federal Government has borrowed from the
National Bank of Yugoslavia. The ratio of public sectof
expenditure to gross social product rose from)abdut 36 per cent
in 1973 to . about 43 per cent in 1978. In 1979, however, this
ratio declined to about 41 per cent. For the federal budget,
expenditure in 1979 rose by 25 per cent compared with increases
of 29 per cent in revenue and 28 per cent .in nominal gross
social product. The deficit declined from Din 5.3 billion in
1978 to Din 3.8 billion in 1979. For the public sector as a
whole, there was virtually no deficit in 1979. For 1980, the
intention is“that the public sector will continue to.grow more
slowly than social ?roduét, although budget expenditureAby the
Federation will increase by 29 per cent. The deficit of the
federal budget will rise to Din 6.2 billion but this is equivalent
to only 0.4 per cent of gross social product. Gross borrowing
from the National Bank will rise only fractioenally (from Din 8.5
billion in 1979 to Din 9.2 billion in 1980), which is much less
than the 1ncrease in expenditure. Current expenditure by the
public sector as a whole is to increase by no more than 16 per

cent.

14. Monetary. pollcy is an 1mportant part of the stabilization
program, since an excess supply of financial assets could weaken
the 1mp;ementatlon of. other elements in the program. In 1978

‘ there Qés an excessive rate of incréase of money supply, which
rose by 28 per cent and in 1979 strong steps were taken to
decelerate mohetary expansion, the target for the increase in
money supply in that year being set at‘lS per cent. In the first
months of the year the demand for credit continued strongly and
the National Bank'had tovtake special measures to limit the



expansion by imposing strict credit limits on the commercial
banks and by reducing demand for consumer.credits by raising
downpayment provisions; These measures were effective, so much
so that some relaxation was necessary in the second half of
the year when the loss of liquidity of the commercial banks
resulting from the continued external deficit. threatened an
abrupt decline in enterprise activity. At the end of 1979,
money supply was only 17 per cent higher than a year earlier.
Aléo, despite the need to counteract some of the liguidity
loss caused by the external deficit, the rate of domestic
credit creation was 27 per cent in 1979 compared with 30 per

cent in the previous year.

15. For 1980, we‘considei that money .supply should rise broadly
in line with the reduced rate of growth of nominal social prdduct.
To that end, and given the planned balance of payments targets,
the increase in money supply will be kept to 22 per cent and

the increase in net domestic assets of. the banking system to

22 per cent. To ensure that money supply‘does'ﬁot increase
excessively in the first half of the year, thereby prejudicing
the whole Year result, limits have been set within the year on
net‘aomestic assets of the'banking system, which totaled

Din 1.201 billion on December 31, 1979. .They are not to exceed
Din 1.321 billion on June 30, 1980, Din.1.381 billion on
September 30, 1980, and Din 1.466 bill%on op‘December 31, 1980.
To ensure that lending by the National Bank of Yugosla&ia to

the budget of the Federation does not compromise the overall
credit program, such net lending in 1980 is not to exceed

Din 9.2 billion. As with total.domestiq.credit.creation, sub-
limits have been established within the .year. Such credits to
the federal budget, which totaled .Din 68.7 billion oh Decembep 31,
‘1979, are not to exceed Din 76.4 billion on.June 30, 1980,

Din 77.4 billion on September 30, 1980, and Din 77.9 billion

on December 31, 1980. -

16. Detailed quantitative economic targets for 1981, including
targets for increases in domestic credit,vforeign’borrdwing and
the net foreign assets of the National Bank of quoslavia cannot
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be established at this stage. However, as mentioned above, the
Governmeént is determined to continue with the stabilization
program next year. Also,'itMintends,to continue to give first
priority.to a further improvement in the balance of payments.
Domestié policies in all fields‘will be formulated.to maintain
and if necessary strengthen the current measures of restraint.

On the basis of a preliminary examination of the possible 1981
Plén, domesiic activity would grow,no faster and perhaps somewhat
more slowly than is planned for 1980. Externally, the. planned
current account deficit of the balance of payments will decline

further, perhaps to around USg 1.8 billion.

17. The Government of Yugoslavia does not intend to introduce
any multiple currency practices or introduce new'or‘intensify
existing restrictions on payments and transfers for. current
international transactions or enter into any bilateral payments
arrangements with Fund members; furthermore, the Government of
Yugoslavia does not intend to :introduce new reStrictionS or.
intensify existing restrictions on imports for balance of payments

reasons.

18. The Government believes that the policies set forth in this
letter are adequate.to achieve the objectives of its program, but
will take any further measures that may become appropriate for
this purpose. The Government of Yugoslavia .will. consult with

the Fund on the adoption of any measures that may become

~appropriate, in accordance with the'policies:of’the Fund on

such eonsultatibns. Moreoever, the Yugoslav authorities,will consult
with the Fund and reach understandings On:the quantitative aspects
of the program relating‘to,the perioed of the Stand-by arrangement
subsequent‘to December 31, 1980.

© Sincerely yours,

< : /‘
/f), f%aﬁ/ﬂ‘?‘a»
— ,
DR KSENTE BOGOEV ' ING PETAR KOSTIC
Governor ‘ : Federal Secretary for Finance
National Bank of Yugoslavia '
For the Government of the For the Government of the
Socialist Federal Republic Socialist Federal Republic

of Yugoslavia of Yugoslavia
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CONFIDENTTAL Z;//

Subject: Yugoslavia January 22, 1980

MEMORANDUM FOR THE FILES

At his request, I had lunch today with Mr. Stojiljkovic, Yugoslav
Alternate at the World Bank. His main purpose was to discuss the forthcoming
mission to Yugoslavia, especially whether it would be possible to negotiate
use of the upper credit tranches. The conversation ran along expected lines,
since neither of us was in a position to or wanted to be very specific in terms
of what Yugoslavia might be able to offer or the Fund to ask. However, the
tone of the conversation implied that Stojiljkovic himself was much in favor of
Yugoslavia using Fund resources provided that the conditionality was bearable.
By this I do not think he meant virtual unconditionality, and indeed I think
that he and presumably some of his colleagues in Belgrade might welcome the -
Fund as a whipping boy when proposing tougher policies inside the country. He
said, inter alia, that there were two schools of thought inside official cirecles.
One was that Yugoslavia should stand on its own feet:.and not rely on outside
help, including the Fund. The other believes that it would be quite appropriate
to present a program acceptable both to Yugoslavia and the Fund and ask for
credits. Mr. Stojiljkovic implied quite strongly that in his view many would
argue that it was only worth going to the trouble of getting Fund money if
large amounts were available. He was well aware of Mr, Ruding's advice to the
Yugoslav authorities regarding how much a second and third credit tranche stand-
by arrangement plus corresponding SFF amounts were worth.

")

Geoffrey Tyler

cc:y Front Office .7
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1. 'YUGOSLAVIA - WAIVER OF PERFORMANCE CRITERIA AND MODIFICATION OF
STAND-BY ARRANGEMENT :

‘The Executive Directors considered a staff paper on a request from
Yugoslavia for a waiver of performance criteria and a modification of
the stand-by arrangement, together with a draft decision (EBS/80/250
11/19/80; and Sup. 1, 11/26/80)

The staff representative from the European Department explained
that the Yugoslav authorities had requested. a waiver of the performance
criteria relating to the September 30, 1980 ceilings on net domestic
assets of the banking system, net credit of the National Bank, and the
cumulative change in net convertible foreign assets of the National"
Bank. They had not requested any modification of the’ ce111ng on
outstanding convertible currency debt. S

Mr. Ruding recommended_acceptance of Yugoslavia's request. The
country had already achieved significant adjustment, and a substantial
program for further adjustment was under way. - In spite of the adverse
effects of increased oil prices, the authorities had-succeeded in
reducing the deficit  in the current account of the balance of payments
from $3.7 billion to $2.3 billion, and it was expected to fall
further. The reasons for the nonfulfillment of the performance criteria
mentioned by the staff représentative were cléarly explained in the
staff paper. Perhaps the most important contributory cause had been
the devaluation of the dinar by more than 20 per cent 'in June 1980.

" Also importarnt, however, was the centralization of external borrowing

in the central bank. The shift away from borrowing by enterprises and
other banks had not been entirely foreseen and had inevitably affected:
the performance criteria. 'The shift had made it necessary for the-
ceilings relating to the external situation of the Natiomal Bank to be
raised, but had-also permitted a simultaneous lowering of the ceilings
relating to the external situation of other sectors of thé economy.

‘The depreciation of the currency and the exchange 'rate policy that
had contributed to the need for the waiver of the performance criteria.
had been strongly advocated by the Fund earlier in the year, Mr. Ruding
recalled. Not knowing whether the authorities would follow the Fund's
advice, the performance criteria in the stand-by program had not assumed
a major currency depreciation. During the second year of the stand-by
program, the present strict and ambitious adjustment measures would be
continued. A staff mission was at present in Yugoslavia discussing
with the authorlties the measures to be taken during 1981..

The reduction of the current account deficit had been made possible
by the implementation of some very strong measures, Mr. Ruding commented.
Real income had fallen quite substantially; monetary policy had been
tightened more than in previous years; and the growth rate of the gross
social product had fallen from 7.1 per cent in 1979 to an estimated
2,5 per cent for the current year. The present economic situation in
Yugoslavia demonstrated the necessity of financing and adjustment going
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hand in hand. Finally, he had in the past expressed reservations of
principle about modifications of stand-by programs. He continued to
believe, however, that all judgments on such matters should be based
on the individual circumstances of the country concerned. In the case
of Yugoslavia, some of the modifications had been made necessary by
factors beyond the control of the authorities; moreover, the country
was obviously on the right track with its adjustment efforts. Because
of the country's satisfactory overall performance, the Fund should
show flexibility in adapting its performance criteria to changed
circumstances. -

Mr. Aulagnon considered that there was a convincing case for
approving the Yugoslav request. He had strongly supported the original
stand-by program as a means of overcoming certain difficulties endangering
the future success of development efforts in that country. The most
important of those difficulties had been the serious disequilibrium in
the balance of payments; the program had already been successful in
that the current account deficit, which had amounted to almost
$4 billion in 1979, would be reduced to, at the most, $2.3 billion in
1980, which was better than the target of $2.5 billion. There was no
doubt that the main thrust of the financial program for 1980 was,
therefore, firmly on track and that the modifications requested should
be seen as the consequence of the sharp depreciation of the exchange
rate that had been advocated by the Executive Board.

He agreed with the staff that the acceleration in the inflation
rate, which would probably reach about 30 per cent in terms of the
social product deflator in 1980, was worrying, Mr. Aulagnon continued.
It was true that the rise in inflation resulted more from the large
depreciation of the dinar than from other domestic pressures, but the
fact that the rise was accompanied by a 28 per cent increase in domestic
credit clearly indicated the need for a close monitoring of all the
related variables over the coming months. Incidentally, the staff had
calculated that the depreciation of the dinar between December 1979
and the end of October 1980 amounted to 30 per cent. The authorities,
on the other hand, in their letter to the Managing Director, indicated
a depreciation of 42 per cent over a similar period; could the staff
clarify that discrepancy?

Even under the assumption that:external factors accounted. for most
of the internal imbalances, Mr. Aulagnon commented, the restrictive
stance on domestic consumption, adopted for the first part of the stand-
by program, should be maintained in 198l. Commendable results had
been achieved through that policy so far, as real public expenditures
might decline by about 8-10 per cent during 1980, while the increase
in private consumption would be limited to 1 per cent in real terms.
Finally, he hoped that commercial banks would take into account the
positive results of Yugoslavia's financial program, and particularly
the improvement of the balance of payments position.
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Mr. Price recalled that when Yugoslavia's stand-by program had
originally been discussed, he had had considerable doubts about the
feasibility of the targets relating to external financing. He:had also
commented on the need to coordinate better the borrowing from commercial
banks. In view of the comments that he had made at the time, he now
welcomed the Yugoslav authorities' more realistic approach to their
borrowing program. The centralization of commercial borrowing could :
well increase the overall amount available to the economy from abroad.

He supported the proposed waiver of the performance criteria, particularly
as the major objectives of the stand—by program were belng met .

The. fact that the current account deflcit had been cut more exten—-
sively than planned seemed to reflect a welcome caution on the author-
ities' part, Mr. Price noted. He hoped that the authorities' present
approach to the difficult task of securing external finance. would
continue; in that context, he was glad that they had not requested a
modification of the December 1980 performance criterion on credit to
the federal budget. He welcomed the fact that credit policy was not
fully accommodating inflation. It was probably disquieting to the
authorities that the improvements in the current account had been, to-
some extent, offset by withdrawals from foreign exchange accounts held
by Yugoslav nationals working abroad he. wondered whether that trend
was likely to be reversed.:

Mr. Buira noted that Yugoslavia had made substantial progress in
reducing its current account deficit, despite a deterioration in its
terms of trade that had been larger than projected. During the first
ten months of 1980, exports had been rising at some 30 per cent a year,
while imports had decelerated ‘in volume terms by about 12 per cent.

The trade deficit was expected to be about $1 billion less than originally
envisaged by the program, largely because of the substantial decreadse -
in domestic expenditure, which had led to a lower growth of domestic
output and to a substantial depreciation of thé effective exchange

rate. The higher price increases resulting from the depreciation had
meant that the performance criteria relating to net domestic assets of
the banking system and to the budget had not been . observed by the end

of September-1980. Furthermore, the political transition toward collec-
tive leadership together with the smaller than expected access of -
enterprises to external credit had meant that the performance criteria
relating to the increase in the net foreign assets of the National

Bank had not been met, and international reserves had declined.

- The acceleration of the inflation rate gave grounds for concern,
Mr. Buira said. However, since it reflected more the deterioration in
the terms of trade and the depreciation of the exchange rate than
domestic demand pressures, it could reasonably be expected to decline
of its own accord. In consequénce, he concurred with the staff view
that a modest increase in the growth of the money supply, from
22 per cent to. 24 per cent, was necessary to permit some growth in the
gross social product and to avoid excessive deflationary pressures..

It was noteworthy that real incomes were expected to decline, that
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fixed investment was expected to be negative, and that the authorities
had indicated their intention of complying with the overall annual
credit allocation to the federal budget and had, therefore, requested
a waiver for the September ceiling only. In conclusion, the program
remained on track and the authorities' request for a waiver of some
performance criteria and a modification of the stand-by agreement was
justified.

Mr. Winkelmann expressed his support for the requested waiver.
It was astonishing to see how quickly the authorities had been able to
correct the overheating of the economy that had been apparent in the
discussions connected with the 1979 Article IV consultation. Unfortu-
nately, the inflation rate had risen to a worrying level, and since
most of the depreciation of the dinar had taken place in the summer of
1980 some price increases from the external side were no doubt still
in the pipeline. It would take some months before inflationary pressures
from abroad decreased.

Could the staff indicate how the velocity of money had changed
over the past months, Mr. Winkelman inquired. Generally a slowing
down of an economy was accompanied by a reduction in the velocity of
money. If that were the case for Yugoslavia, where the velocity of
money had been high, the expansion of the monetary base could still be
quite considerable. An excessive slowdown in the velocity of money
would indicate a loss of some dynamism in the economy.

In the medium and long terms, Mr. Winkelmann considered, there
were grounds for optimism about Yugoslavia's access to the banking
community. Quite recently some German banks had concluded agreements
worth more than DM 500 million with the Yugoslav authorities, and it
seemed that the banking community had a fairly optimistic view of
Yugoslavia's future. He hoped that the country would be able to bring
down its high rate of inflation, which had originated, to a large
extent, from the necessary depreciation of the currency.

Mr. Janjua expressed his support for Yugoslavia's request for a
wailver of performance criteria and a modification of the stand-by
arrangement. The nonobservance of some of the performance .criteria in
September 1980, which had resulted largely from unforeseen developments
beyond the control of the authorities, was in no way a reflection on
the basic soundness of the program. The progress made over the past
year clearly indicated the authorities' firm intention to implement
the stand-by program. Strong domestic policies had effectively reduced
domestic expenditure and, in combination with the gradual devaluation
of the exchange rate, had been instrumental in improving the current
balance—-the major objective of the program. The devaluation of the
dinar and the adjustment in administered prices, though addding to
price increases initially, were steps in the right direction, and in
- due course would contribute to relative price stability, more efficient
resource allocation, and greater competitiveness.
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The proposed new ceilings represented only modest’ changes when
compared with the size and impact of the factors causing price increases,
Mr. Janjua consideréd. -The authorities were aware of ‘the need for more
corrective measures. Their policies in the: recent past had provided a
basis for the successful implementatlon ‘of the medium-term stabilization
program. . .- : : :

Finally, Mr. Janjua inquired;’ could the staff indicate ‘what would"
have been the optimum level of devaluation, and what effects the greater
than expected devaluatlon ‘had had on prices’ In addition, like"’

Mr. Aulagnon, he would ‘like “some explanation ‘of ‘'the discrepancy between
the rate of depreciation over the past year as measured by the staff and
the rate as measured by the Yugoslav authorlties.

Mr. Cross observed that the Yugoslav authorities ‘had already ‘taken
important’ ad justment measures—-changes in the exchange rate; the restric—
tion of the growth of momey to a level below the growth in mnational
product}. the adjustment of administered prices in energy and agriculture
and, in ‘consequence, the improvement in the -current- account had been
greater than envisaged. ‘Nevertheless, the continued acceleration of
inflation stemming from the depreciation had proved ‘to be a major factor
in the overshooting of 'the -spending targets; and the need ‘to finance
the budget deficit had led to a breach in the credit targets. In that
connection, he had been puzzled by the fact that the inflationary forces
that had pushed up the budget expenditures had not also led to a corre—
sponding increase in budget revenues. He would be grateful if the staff
could clarify that’ situatlon and also estimate the amount of- medlum- and
long~term financing necessary to repay short—term credits and reverse
the present decline in reserves. He also would appreciate some expla-
nation of the perplexing difference in exchange rate movements as ‘measured
by the staff and as measured by the Yugoslav authorities. In conclusion,
he supported the request for a waiver of performance crlteria and a '
modification of the stand by arrangement. ‘ : R s

Mr. Caranicas expressed his approval for the proposed modification
of the stand-by arrangement. He agteed with Mr. Ruding that the requested
waiver was well justified by factors that were beyond the control of the
authorities. It-was‘also Justified by the fact that the Yugoslav author—
ities had made great progréss in’ achieving their targets with - regard
to the balance of payments, and that they were ready to take additional
measures as necessary to achieve all the objectives of their stabllization
program." ) : -

Mr. Zhang expressed his support for the Yigoslav request. Could
the staff or Mr. Ruding give more information on the relatlonship
betWeen the depreciation of the currency and the increase 'in prices?

The ‘staff reptresentative from'the’ European Department, in explaining
the dlscrepancy between the figures for-the trade-weighted exchange rate
depreciation; remarkéd ‘that the methods of ¢alculation used by the ‘
staff and -by the Yugoslav authorities were different. Unllke the staff,
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the Yugoslav authorities made their calculations on the basis of one
dinar per U.S. dollar. Furthermore, again unlike the staff, the
authorities might have included data from East European countries in
their exchange rate model. Both of those differences could explain
why the rate of depreciation appeared higher in the Yugoslav figures
than in those of the staff. The staff had not envisaged as large a
devaluation as had taken place during 1980 and, in consequence, had
underestimated the level of price increases. Prices were continuing
to increase as the full effects of the devaluation and the changes in
certain administered prices became felt. The figures for October that
had just been received showed that in October 1980 prices had been

36 per cent higher than a year previously.

Foreign exchange deposits had recovered somewhat during the second
half of the year, the staff representative stated. During the political
uncertainty in Yugoslavia following Marshall Tito's death, the Central
Bank had become the main borrower. With regard to the velocity of
money, GNP had increased faster than the increase in money supply;
staff calculations showed that the velocity of money had increased by
about 10 per cent. In answer to another question, according to latest
estimates the National Bank had borrowed about $1.3 billion over the
past year. The shortfall in government revenue could be attributed in
part to the low rate of growth of imports and, in addition, to the
surcharge on imports that had been reduced in line with the devaluation
in June 1980.

Mr. Ruding explained that the substantial depreciation of the
currency had contributed to inflation because of the importance of
imports in the Yugoslav economy. There was a high import component in
investment expenditure, and, although declining, it nevertheless remained
a significant element in the overall gross social product. The depre-
ciation had also meant that the effects of the oil price increases had
been felt strongly in the economy; Yugoslavia imported about 70 per cent
of its oil, much of which was purchased at spot market prices. The
price of gasoline had been raised substantially and had noticeably
affected the index of prices. Furthermore, the rate of inflation had
also increased following the rise in a number of administered prices.

He agreed with the staff representative that the difference in the
rate of depreciation as measured by the staff and by the Yugoslav
authorities could be explained by differences in methodology. Making
calculations based on the dinar could well give results different from
calculations based on the dollar and could lead to sharp differences,
in results. Differences could also arise from the weight given to
trade and to currency exchanges in the calculations.

The Yugoslav authorities had not pursued an active interest rate
policy in the past, Mr. Ruding remarked. He had stressed to them the
importance of adopting such a policy, particularly in view of the
.present highly negative interest rates that affected investment, savings,
and external accounts. With such negative rates, there was little
incentive for Yugoslavs living abroad to remit foreign exchange. The

O



o

O

-9 - EBM/80/175 - 12/3/80

authorities had stated their intention of modifying their policy in the
coming period. External financing had not been obtained for substantial
amounts over the past year, but the picture had changed in the latter
part of 1980 when the political situation had become clearer and external
borrowing had been centralized. Successful approaches had been made

to a number of countries in both Europe and the Middle East to obtain
additional credit on a bilateral basis. A large syndicated Euroloan
from commercial banks was still under negotiation. Progress was being
made but, because of the necessarily slow nature of the negotiations,

not as much money as anticipated had been disbursed recently.

Although the Yugoslav authorities had achieved great success in
many areas, inflation had become a more serious problem, Mr. Ruding
commented. The reduction of inflation would have to be the core of
the stand-by program over the coming year. In addition to inflation,
the authorities were worried about .the growth rate, which was lower in
1980 than it had been over many previous years. They hoped to achieve
some degree of acceptable growth over the coming year. Deficits in
the balance of payments had been cut, but had by no means been eliminated.
The authorities planned to seek external financing from a number of
different sources; they did not wish to rely entirely on the markets
and hoped to receive more credits from the Fund. Because of the active
and ambitious adjustment measures that the authorities were continuing
to take, Yugoslavia deserved more assistance from the Fund. The case
for approving the proposed decision was quite convincing. :

Finally, in response to the Acting Chairman, Mr. Ruding explained
that it was difficult to say whether the Yugoslav authorities had
obtained better terms by borrowing on a centralized basis, because it
was not clear what terms would have been imposed had that policy change
not been adopted. In view of the fact that access .to the market by
non—oll developing countries had deteriorated somewhat, he believed
that the centralization of borrowing in Yugoslavia had enabled the
country to raise larger amounts and, perhaps, on slightly better terms.

The Executive Board then approved the following decision:

The letter of November 26, 1980 from the Governor of the
National Bank of Yugoslavia and the Federal Secretary for Finance
(EBS/80/250, Sup. 1, 11/26/80) shall be annexed to the stand-by
arrangement with Yugoslavia (EBS/80/114, 5/22/80) and the letter
of May 16, 1980 from the Governor of the National Bank of Yugoslavia
and the Federal Secretary for Finance attached to it shall be
read as modified by the letter of November 26, 1980,

Decision No., 6685—(80/175), adopted
December 3, 1980
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Subject:  Yugoslavia - Request for Waiver of Performance Criteria and
Modification of Stand-By Arrangement

Attached is the text of the letter referred to in the second
paragraph of page 2 of EBS/80/250 (11/19/80), signed on November 26, 1980
by the Governor of the National Bank of Yugoslavia and the Federal
Secretary of Finance requesting a waiver of performance criteria and
modification of stand-by arrangement.

Att: (1)




Belgrade, Yugoslavia

November 26, 1980

Dear Mr. de Larosiére,

1. -In our letter of May 16, - 1980 addressed to you, we described the ecomno-

mic and financial program adopted by the Government of the Socialist Federal
Republic of Yugoslavia as a major stabilization effort to achieve, inter

alia, a substantial reduction in the current .account deficit of the balance
of payments. In support of the program the Fund approved on June 6, 1980 a
stand-by arrangement that included as quantified performance criteria, quar-

‘terly limits on. (1) net domestic assets of the banking system, (2) net credit
"of the National Bank of Yugoslavia to the budget of the Federatiom, (3) out-

standing foreign debt in convertible currency with original maturities of
more than one year (excluding purchases from the Fund), and (4) the cumula-
tive decline in net convertible foreign assets of the National Bank less.
exceptional financing in convertible currencies by commercial banks.

2. On September 30, 1980 the performance criteria relating to net domestic
assets of the banking system, net credit of the National Bank to the budget
of the Federatlon, and the cumulative change in net convertlble foreign
assets. of the National Bank were not observed for reasons that are described
below, which were not foreseen when the program was established. However,
we believe that the most important objective of the program, namely a sub-
stantial improvement in the current account of the balance of payments, is
being achieved and that the inability to meet some of the performance cri-
teria on September 30, 1980 does not indicate that the basic. program is not
being firmly 1mp1emented. :

3. During the first nine months of 1980, substantial progress has been made
in reducing the current account deficit of the balance of payments. Export
volume increased by 11 per cent with respect to the same period of 1979 and
export value by 32 per cent. The value of imports over the same period rose
by 8.5 per cent but the volume of imports declined by 10 per cent. Thus,
developments in the trade account have been more favorable so far in 1980
than was projected at the time of the formulation of the program, when we
expected export volume for the whole year to rise by 8 per cent and import
volume to decline by 9 per cent. 'On services account there have been both
favorable and unfavorable developments. On balance, higher service payments,
especially for interest, are likely to lead to a somewhat smaller surplus on
services than we originally expected. However, we expect that the current
account deficit will be about US$2.2-2.3 billien (equivalent to about 3 per
cent of GSP), compared with the target of US$2.5 billion described in our
letter of May 22, 1980, and apprec1ably below the deficit of Uss3. 7 billion
recorded in 1979.

4. The improvement in the current account of the balance of payments was
achieved in part by an active exchange rate policy designed to restore the
competitiveness of the Yugoslav economy. Over the first months of 1980 the
effective exchange rate of the dinar continued to be depreciated: Moreover,
on June 6, 1980 the dinar was depreciated from Din 21 to Din 27.3 per U.S.
dollar to reinforce the efforts being made to improve the current account of




the balance of payments. By end~September 1980 the effective trade—weighted
exchange rate had depreciated by 42 per cent per unit of foreign currency
with respect to December 1979.

5. While there were favorable developments in the current account of the
balance of payments, developments in the capital account have been different
from our original expectations. In particular, during the first nine months
of the year, difficulties were encountered in obtaining the desired amount of
medium—term and long-term foreign loans from commercial banks to the nonbank
sector. Disbursements fell short of the levels planned when we formulated
our economic program for 1980, and outstanding medium—term and long-term con-
vertible debt, which amounted to US$12.3 billion at the end of 1979, amounted
to US$13.3 billion in September 1980, considerably below the level of <j>
US$14.2 billion originally envisaged. We expect that gross medium—term and
long-term borrowing in convertible currencies will accelerate sharply in the
current quarter but the level of such debt outstanding at the end of 1980 is
unlikely to exceed US$13.1 billion.

6. The shortfall in foreign medium-term and long~term borrowing required

us to make extensive use of short-term foreign borrowing and to run down

gross international reserves. As a result, net international reserves of

the National Bank declined by more than the amounts envisaged in the stand-by
program. By September 30, 1980 the cumulative decline from December 31, 1979

in net convertible foreign assets of the National Bank of Yugoslavia, less <:>
exceptional financing by commercial banks, which had been targeted at

US$500 million, amounted to US8$937 million. 1In view of the favorable devel-
opments in the current account, and the expected acceleration of medium-term

and long-term convertible foreign borrowing in the remainder of 1980, we

estimate that the deterioration described above will be partly reversed. Y
Accordingly, we expect that the cumulative decline in net convertible foreign
assets of the National Bank, less exceptional financing by commercial banks,
sgould not exceed US$1,600 million between December 31, 1979 and December 31,
1880.

7. Domestically, an important aspect of our policies had been to reduce
demand pressures. Our success can be judged by the fact that, based on
results for the first eight or nine months of the year, real fixed investment
is expected to decline by about 2 per cent in 1980 compared with 1979, real
private consumption may rise by only about 1 per cent, and real public sector
expenditure may decline by about 8-10 per cent. Real social product in 1980
is expected to be only about 2.5 per cent greater than in 1979, when the
increase was 7/ per cent.

8. By itself, the above reduction in domestic demand pressures should have
helped bring about a reduction in inflation. Unfortunately, the combination

of the high rate of increase of the foreign exchange price of imports, includ-
ing 0il and other raw materials, the depreciation of the effective exchange

rate of the dinar, and necessary adjustments in some administered prices led

to an acceleration of the rate of inflation and currently retail prices were -
30 per cent higher than a year earlier. % )
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9, With nominal social product expected to rise by about 32 per cent in
1980 compared with our original expectation of a rise of only 22 per cent,
some increase in monetary expansion above originally planned rates has become
necegsary. When we originally formulated the monetary program, the increase
in the money supply between December 31, 1979 and December 31, 1980 was to be

22 per cent. We have now increased this target to 24 per cent. Consistent
with this target and the fact that the net foreign assets of the banking system

have declined by more than we originally estimated because of lower foreign
borrowing by the nonbank sector, we have found it necessary to permit the

net domestic assets of the banking system to increase by somewhat more than
originally planned. Thus, the level of net domestic assets of the banking
system on September 30, 1980 was Din 1,449.6 billion compared with the origi-
nal target of Din 1,381 billion and we have raised the limit for December 31,
1980 to Din 1,538 billion from the original target of Din 1,466 billion.

10. We originally set limits of Din 77.4 billion for September 30, 1980 and
Din 77.9 billion for December 31, 1980 on net credit of the National Bank to
the budget of the Federation, which stood at Din 68.7 billion on December 31,
1979, Principally because revenues of the Federal budget did not increase by
as much as anticipated, partly because of the slow growth of imports, the
Federal Govermment had borrowed Din 77,9 billion net on September 30, 1980,
which is the amount programmed for the year as a whole. However, we do not
intend to raise the latter limit so that for the year as a whole the Federal
budget will not add to liquidity by more than the planned amount.

11. The Govermment of the Socialist Federal Republic of Yugoslavia believes
that significant economic progress has been made so far in 1980 and-it intends
to continue with the stabilization effort in 1981. We believe that the
changes in the performance criteria for September 30 and December 31, 1980
described in paragraphs 6, 9, and 10 above are consistent with the implemen-
tation of the stabilization program and request the necessary waiver with
respect to the above-mentioned performance criteria for September 30, 1980

and the necessary modification of those for December 31, 1980. The Socialist
Federal Republic of Yugoslavia intends to take any further measures that may
become necessary to achieve the aims of the stabilization program.

Yours sihcerely,
/s/ _ /s/

Ksente Bogoev Ing. Petar Kostic
Governor, National Bank of Yugoslavia Federal Secretary for Finance
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November 19, 1980

To: Members of the Executive Board
From: The Secretary

Subject: Yugoslavia - Request for Waiver of Performance Criteria and
Modification of Stand-By Arrangement IR

Attached for consideration by the Executive Directors is a
paper on a request expected to be received shortly from Yugoslavia for
a walver of performance criteria and modification of stand-by arrangement.
A draft decision appears on pages 6 and 7.

This subject has been tentatively scheduled for discussion on

Menday, December 3, 1980.
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CONFIDENTIAL

INTERNATIONAL MONETARY FUND
- YOGOSLAVIA

Request for Waiver of Performance Criteria and
__ _Modification of Stand-By Arrangement 1/

Prepared by'the Europeaﬁ Department

(In consultatlon with the Exchange and Trade Relatlons, Legal
and Treasurer's Departments) -

Approved by L.A. Whittome and Subimal MookerJee

Nevember 19, 1980 '

I. Introduction

On June 6, 1980, the Executive Board approved a stand-by arrangement up
to end-1981 for Yugoslavia (EBS/80/114, Sup. 1, 6/9/80), in an amount equiva-
lent to SDR 339.325 million to be financed from the Fund's general resources
(41 per cent) and from the supplementary financing facility (59 per cent).

One purchase equivalent to SDR 150 million has been made so far under the
arrangement, The program included, as performance criteria, phased limits omn:
(a) net domestic assets of the banking system; (b) net credit of the Natiomal
Bank to the Budget of the Federation; (c) outstanding foreign debt in convert-
ible currency with original maturities of more than one year (excluding pur-—
chases from the Fund); (d) the cumulative change in net convertible foreign
assets of the National Bank; together with (e) the standard clauses relating
to multiple currency practices, bilateral payments agreements, and to restric-
tions on payments and transfers for current international transactions and

on imports for balance of payments reasons. Performance criteria were set

for Jume 30, 1980, September 30, 1980, and December 31, 1980. Quantitative
performance criteria for 1981 are to be established once detailed economic
targets for that year are prepared. The performance criteria for the limits
on net domestic assets of the banking system, net credit by the National Bank
to the budget of the Federation and the cumulative change in net foreign,
assets of the National Bank were not observed on September 30, 1980. There-
fore, Yugoslavia was unable to make the purchase equivalent to SDR 50 million,
available on November 15, 1980. The nonobservance of the performance criteria
has resulted in large part from the greater-than—expected devaluation of the
dinar in June 1980 and the associated sharp rise in domestic prices and from
the shortfall in receipts of medium- and long-term foreign loans to the enter-—
prise sector. It is noteworthy, however, that the reduction in the current

1/ A staff mission consiéting of Hessrs Tyler (EUR), Manison (EUR),

Loser (ETR), Buyse (EUR), Bery (World Bank), and as secretary Mrs. Padmore (EUR),

were in Belgrade from October 29 to November 7, 1980 to discuss developments
under the stand-by arrangement.
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account deficit of the balance of payments in 1980, which is a major aim of
the stabillzation program, is being achieved. The deficit is now estimated
to decline to around US$2.3 billion compared with US$3.7 billion in 1979;
the program called for a reduction to US$2.5 billion.

In the letter to the Managing Director which is to be signed later this
week, and which will be circulated shortly as a supplement to this paper,
the Governor of the National Bank of Yugoslavia and the Federal Secretary for
Finance request a waiver on the limits described in the previous paragraph for
September 30, 1980 and a modification of two of these limits for December 31,

1980. The proposed new limits are set out in Annex Table 4.

Yugoslavia's use of Fund resources is summarized in Table 1. As of /”)
November 10, 1980, the Fund's holdings of dinars amounted to the equivalent e
of SDR 871.0 million, or 314.4 per cent of quota. Two purchases of
SDR 138.5 million, each equivalent to 50 per cent of quota, were made under
the CFF in May 1979 and February 1980, respectively. Outstanding purchases
under the oil facility amount to SDR 96.2 million, or 34.7 per cent of quota.
Yugoslavia's holdings of SDRs on November 10, 1980 amounted to SDR 60.1 mil-
lion, or 47.3 per cent of net cumulative allocation.

Table 1. Yugoslavia's Position in the Fund
of N ber 10, 1980
as of November s <:>
In Millions of As Per Cent
SDRs of Quota
- O
Quota 277.0
General resources account
Fund's holdings of dinars 871.0 314.4.-
0il facilities ‘ 96.2 34.7.
CFF 277.0 100.0 ¢
SEF 97.6 35.2
Ordinary net credit tranches 121.6 43,9
Distribution of gold 1.7 0.5 .
Special drawing rights account
Net cumulative allocation 126,.9
Holdings 60,1




II. Developments and Performance .
Under Stand-By Arrangement

Recent economic developments.and the policies to be followed in 1980 were
discussed by the Executive -Board on June 6; 1980 when Executive Directors con—
sidered the Staff Report on the 1980 Article IV consultation with Yugoslavia,
(SM/80/119, 5/20/1980; and Sup. 1, 6/10/80), the related paper on Recent Econo-
mic Developments (SM/80/120, 5/27/80) and approved the current stand-by arrange-
ment (EBS/80/114 5/22/80 and Sup. 1, 6/9/80)

» The main objectlve of the stablllzatlon program was to reduce the current
account deficit of the balance of payments to at least US$2.5 billion in 1980.
Toward this end, it was the aim to reduce the growth rate of real gross social
product to 5 per cent: compared with 7.1 per cent in 1979. The program called
for a decrease in the annual rate of inflation to 17 per cent (in terms of
the gross social product deflator), about 3 percentage points less than in
1979. 1In addition, it was planned that foreign borrowing in conjunction with
exceptional finaneing 1/ by the commercial banks and the use of Fund resources
be sufficient in 1980 to permit an increase in gross official reserves of
about US$0.7 billion. The authorities indicated that the“reduction in the
current account déficit would receive priority and that additional measures
‘would be taken, if necessary, to achieve the external target. Subsequently,
the planned domestic growth rate was reduced and latest estimates indicate
that.real domestic expenditures will decline by 2.6 per cent and the growth
of real GSP will be only 2.5 per cent in 1980. Whereas at the beginning of
the year, real private consumption and real fixed investment were planned to
. rise. by 3.8 per cent and 5.8 per .cent, respectively, they are.now expected
to rise by 1 per cent and decline by 2 per cent, respectively.

Despite the easing of domestic demand pressures the rise in prices has
been considerably higher than previously foreseen. By September 1980 the
retail price index was 31 per cent above that of a year earlier; it is now
expected that the GSP deflator will rise by around 30 per cent in 1980, The
strong immediate effects on costs and prices of the depreéiation'of.ZZ per
cent of the Yugoslav dinar in June 1980, following smaller depreciations
earlier in the year, together with administered price adjustments to correct
distortions, particularly in prices of energy and agricultural products, have
been mainly responsible for the recent upsurge in domestic prices.  The accel-
eration in the cost of ‘living combined with ‘recent successful efforts to
restrain the growth of personal incomes has resulted in a substantial decline

.in real personal incomes during 1980. The average level of real personal
incomes in the socialized sector in the first nine months of the year was
:8-9 per cent.-below that in the corresponding period of 1979.

With domestic prices rising more rapidly than originally foreseen, the
growth of nominal GSP exceeded sharply the planned growth of the money supply,
which was to grow at. the same rate as nominal GSP, i.e., 22 per cent. The
authorities have decided that it would be inappropriate to permit an expansion
of money supply equal to the‘now anticipated increase of about 33 per cent in

1/ Financial credits obtalned by the commercial banks at the request of the
National Bank and used to support gross official foreign exchange holdings.




nominal GSP. However, they believe that a slight increase is necessary to
prevent a further reduction.in the growth rate of real GSP. Hence, they are
adjusting credit creation so as to provide an increase in money supply during
the whole of 1980 of 24 per cent. Consistent with this growth and the fact
that net foreign assets of the banking system have fallen by more than origi-
nally planned (see below), the new target for net domestic assets of the bank-
ing system at the end of 1980 is Din 1,538 billion, an increase of 28 per cent
compared with end-1979. Of this planned increase during 1980 of Din 337 bil-
lion, Din 31 billion arises because of the depreciation of the dinar in June
1980 since some dinar credits are linked to the exchange rate of the dinar.

If this increase is excluded, the planned effective increase in net domestic
assets in 1980 would be 25 per cent.

Partly because of the faster than expected increase in domestic prices
and partly because of the higher dinar prices of imports, expenditure of the
Federal budget has risen above the levels originally projected and for the
year as a whole will be 3-4 per cent higher. In addition, receipts in the
first half of the year increased more slowly than forecast. This has meant
that credit from the National Bank to the Federal budget was used more rapidly
than had been planned and it was in fact fully utilized by end-June 1980.

As a result, the limit of such credit for September 30, 1980 was exceeded by
Din 0.5 billion. However, the decision has been made not to raise the limit
for the whole year and thus no modification is requested for the relevant
performance criterion for December 31, 1980. As a result, expenditure will
need to be reduced or other sources of finance found. Any borrowing from
the commercial banks would be within the above limit on .total bank lending.
For the public sector as a whole, total expenditures are forecast to decline
in real terms compared with 1979 and there may be a small overall surplus.

As indicated above, the current account of the balance of payments is
expected to recover markedly in 1980. The current account deficit, which?®
amounted to US$3.7 billion (6 per cent of GSP) in 1979, is projected to
decline to US$2.3 billion (equivalent of about 3 per cent of GSP), about
US$0.2 billion less than originally envisaged. The dollar value of exports
increased at a rate of 30 per cent over the first ten months of 1980 com-—
pared with the same period in 1979, and their volume rose by an estimated
10 per cent. The increase in the value of imports decelerated sharply to a
rate of 8.5 per cent over the same period, with their volume declining by
about 12 per cent. For the year as a whole, the trade deficit is expected
to be around US$1l billion less than originally forecast. On services account,
tourist receipts were buoyant but interest payments rose by more than forecast,
because a greater proportion of borrowing was in the form of more expensive
short-term credits, and in the first half of the year there wére substantial
withdrawals from foreign exchange accounts of Yugoslavs working abroad. “The
latest full year estimate is for net services receipts to be about US$0.8 bil-
lion less than the earlier estimate. The improvement in the current account
stemmed in part from the measures of financial restraint and the related =~
easing of domestic demand pressures and also from the impact of the devalua—
tion of 22 per cent for the dinar vis—3d-vis the U.S. dollar that occurred
‘on June 6, which followed frequent small adjustments over the first part of
the year. By end-October 1980, the effective trade-weighted ‘exchange rate
had declined by 30 per cent compared with December 1979.
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Until recently, the outcome in the external capital account has been
somewhat disappointing. Originally it had been hoped that virtually all the
current account deficit would be covered by medium— and long-term borrowing
by the enterprise sector. This would have permitted an increase in gross
convertible international reserves equal to exceptional borrowing by the bank-
ing systém plus net purchases from the Fund. However, in the main, enter—
prises were able to obtain only the normal flow of suppliers’ credits and
could not obtain the.additional financial credits needed to cover the current
account deficit. Partly this was due to various noneconomic factors, but no
doubt the deterioration of the balance of payments in 1979 made forelgn banks
cautious until a recovery could be clearly seen.

In the short run, this forced'a major‘increase_in the use of lines of
short-term foreign credit and a decline in gross official reserves. Moreover,
foreign banks indicated that- they would wish to extend financial credits to
the National Bank rather than to the enterprise sector. On this basis, the
National Bank has concluded and is currently negotiating a large volume of
financial credit from abroad, which will be used to repay part of the buildup
of short—term credits and which it is hoped should reverse the decline in
gross official reserves. However, the above developments have meant that the
net foreign asset position of the National Bank was worse at end-September
1980 than originally forecast and this will also be the case at the end of
December 1980. On the former date the cumulative decrease in the net foreign
asset position was US$937 million compared with an expected US$500 million
and at end-year the decline is forecast to reach US$1,600 million rather than
return to zero. The corollary is, of course, that outstanding debt of the
enterprise sector will not rise as forecast and as a consequence, the limit
for December 31, 1980 has been’ reduced by US$1.6 billion to US$13.1 billiom.

As mentioned, the off1c1al 1nternat10nal reserves declined during the
first three quarters and at end-September 1980 totaled US$957 million com~
pared with US$1,315 million at the end of 1979, 1In October 1980 they rose
to US8$1,294 million and the present forecast for end—December 1980 is
US$1 600 mllllon.

o - : ITI. Staff Appraisal.

s

e In most respects, the Yugoslav economy has made important progress in
1980. Strong domestic policies, including a very effective incomes policy
and tight monetary policies, have sharply reduced real domestic expenditures
sorithat, despite the slower growth of domestic output, resources have been
released to contribute to a substantial reduction in the current account
deficit. The reduction in the current account deficit of the balance of pay~-
ments is greater than planned despite the fact that the terms of trade deter-
iorated more in 1980 than had been forecast. The improved current account
position has been supported by the policy of gradual depreciation of the
effective exchange rate in the first five months of the year and by the sharp
depreciation of 22 per cent on June 6, 1980.
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The greater—than-expected deterioration in the terms of trade combined
with the depreciation of the effective exchange rate by around 30 per cent
since the beginning of the year has put more pressure on prices than orig-
inally anticipated and it is now likely that the rise in the social product
deflator will be 30 per cent for 1980. The original estimate, on which
planned monetary expansion was based, was only 17 per cent. The staff agrees
with the authorities' view that this acceleration in the inflation rate is
worrying and must be reversed. However, there is no evidence that it results
to any marked extent from domestic pressures. In the circumstances the staff
considers that the modest increase in the planned growth of the money supply
from 22 per cent to 24 per cent is warranted and should not endanger the sta-
bilization program. The growth in 1980 of domestic credit needed to achieve
this- growth in money supply is 28 per cent, of which about 2.5 per cent results
from an increase in dinar credit linked to foreign exchange following the June <j>
depreciation. The new ceilings for domestic credit at end-September and end-
December 1980 shown in Annex Table 4 are therefore considered reasonable.

The fact that the Federal budget needed access to its whole year credit
allocation should not have any significance on the financial program since
the total credit limit is not to be increased. The staff therefore considers
that a waiver should be granted in respect of the breach of the ceiling on
September 30, 1980.

Borrowing by Yugoslavia on foreign capital markets was adversely affected
in the first half of the year by a number of noneconomic factors and probably (Y
by the slowness with which the improvement in the balance of payments was gen-— \M)
erally recognized. In the current quarter, medium— and long-term borrowing
prospects have improved but for the year as a whole, short-term foreign debt
will rise by more than planned and the gross official international reserves
will increase by less than intended. However, the staff considers that the (j)
somewhat weaker structure of foreign borrowing is much less significant than -
the sharp improvement in the current account of the balance of payments.
Moreover, the fact that more medium— and long-term foreign borrrowing has
been done by the National Bank does not affect the overall foreign debt pos—
ition or its servicing. The staff therefore considers that the requested
waiver and modifications of the performance criteria relating to foreign
borrowing for September 30 and December 31, 1980 are justified.

Accordingly, the following draft decision is submitted for consideration
by the Executive Directors:

1. The letter of November ..., 1980 from the Governor of the
National Bank of Yugoslavia and the Federal Secretary for Finance
(EBS/80/250, Sup. 1, 11/ /80) shall be annexed to the stand-by

arrangement with Yugoslavia (EBS/80/114, 5/22/80) and the letter of




May 16, 1980 from the Governor of the National Bank of Yugoslavia

and the Federal Secretary for Finance attached to it shall be read

as modified by the letter of November..., 1980.

O
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Table 1. 'Yugoslavia: National Accounts, 1/ 1977-80

- {Percentage change at constant prices)

1977 1978 1979 1980
Latest
Plan forecast

Private consumption | 7.0 - 7.0 6.0 3.8 1.0
Public consumption 2/ 7.4 5.3 7.9 2.1 0.8
Gross fixed capltal formation 11.7 13.4 4.6 5.8 ' -1.9
Gross domestic expenditﬁre 11.7 4.8 9.5 3.7 ~246
Exports: goods and services ~4.4 -1.9 3.4 6.0 8.5
Imports: goods and services - 12.5 -1.3 9.8 --3/ -10.5

Gross soclal product 8.0 6.8 6.8 5.0 245

Memorandum item:
Gross social product deflator 14.7 15.0 20.7 17.0 30.0

Sources: Resolutions on Realization of Social Plan 1976~80Q for 1979 and 1980;
and data supplied by the Yugoslav authorities.

1/ Based on material product national income accounting according to Yugoslav
methodology, which excludes services rendered to individuals from the gross
material product. <Gross domestic product is estimated to be about 15 per cent
higher than gross social product. ‘

2/ Includes material costs of general and collective consumption only.

3/ The Yugoslav authorities intend to keep growth of imports in line with
balance of payments capabilities.
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Table Z.TQYugoslavia: Balance of Payments, 1977-80 1/

. (In millions of U.S. dollars)

Latest
i Forecast
1977 T 1978 1979 1980
Goods and services and<ﬁniequited transfers -1,346 ~1,283 -3,661 -2,300
Exports fa.o.b. 5,191 5,809 6,794 8,850
Imports ¢.isfe -9,789 -10,439 -14,019 -14,850
Trade balance ~4,598 "=4,630 7,225 ~6,000
Services and unrequited transfers
Credits: .
Workers and emigrants remittances 2,505 2,950 3,393 3,850
Travel : 915 1,130 1,183 . 1,600
Transportation 1,100 1,200 1,405 1,650
Interest 135 170 188 169
Other 740 810 1,313 1,500
Total 5,395 6,260 7,482 8,765
Debits: |
Workers and emigrants remittances ~725 -1,280 -1,683 ©=2,200
Travel ' -98 =128 -155 ~120
Transportation -505 =590 ~674 =770
Interest =410 ~495 -821 -1,200
Other ~405 ~420 ~585 _ 775
Total -2,143 ~2,913 -3,918 -5,065
Services-and unrequited transfers (net) ‘3;252 3,347 3,564 3,700
Long~term capital 1,402 1,350 1,173 _o 407
Total (A through B) 56 67 ~2,488 . ~-1,893
Short—term capital incL. bilateral
balances, errors and omissions 40 12 778 262
. o [
Total (A through D) 96 7? -1,710 -1,631
. ‘ N
Allocation of SDRs e - 37 38
Exceptional financing ‘75 350 250 250
Total (A through G) 171 429 -1,423 -1,343
Reserve movements
Use of Fund credit ~112 ~74 286 343
SDRs Coe -3 -7 — —-—
Reserve position in the Fund — ~81 —— -~
Gold i =5 -10 - -
Official foreign exchange (incréase -) =51 -257 1,138 ~300
Liabilities of National Bank (increase +) I — — 1,300
Total -171 -429 1,423 1,343

t

Sources: National Bank of Yugoslavia; and staff estimates.

lf Data on capital account converted on statistical exchange rate basis.
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Table 3. Yugoslavia: Monetary Survey 1/

(In billiomns of dinars)

1977 1978 1979 1980
I 11 III v
) - Forecast
Level at end of period
Net foreign assets -1400 ‘33-4 "11200 "14300 _20908 "21306 "194.0
Domestic credit 731.9 948.0 1,201.3 1,261.4 1,368.4 1,449.6 1,538.0
Short—term 155.5 193.0 246.6 259.9 269.7 298.6 oo
Long-term 51405 637.8 787.4 817.6 863.3 907.5 s
Other 2/ 61.9 117.2 167.3 183.9 235.4 243.5 oo
Money supply QX‘ 251.1 315.3 375.2 386.2 399.3 430.8 465.0
Quasi-money 4/ 326.7 436.1 560.2 573.8 674.9 728.5)
Of which: )
Foreign exchange , ‘ )
deposits 99.5 155.3 200.2 195.3 276.0 300.1) 879.0
' )
Other, net , 140.1 163.2 153.9 158.4 84.4 76.7)

Source: Social Accounting Service of Yugoslavia, Statistical Bulletin, various
issues.

1/ Derived from the balance sheet for all banks. i
2/ 1Includes foreign exchange claims on domestic clients, and investments in short—
term and long-term securities. 3

3/ National Bank definition of money supply. fﬁ
4/ Comprises foreign exchange deposits of residents, other sight deposits,ﬁtime
deposits, restricted deposits, securities issued by banks, and claims on banks in

respect of pooled resources.




Table 4.. Yugoslavia: Quantitative Performance
" Criteria for 1980 in Stand-By Arrangement

o

O

O

1979 1980 1980
December 31 June 30 Sept. 30 Dec. 31 Ceiling Under Program
Actual Actual Fore- June 30 September 30 December 31
cast )
(Proposed new ceilings in brackets)
Net domestic assets of the
banking system; in billioms
of dinars -1,201 1,368 1,450 1,538 1,321 1,381 1,466
: ’ (1,450) (1,538)
Net credit of the National Bank
to the Budget of the Federation; :
in billions of dinars 68.7 77.9 77.9 77.9 76.4 77.4 77.9 !
: (77.9) i
t
Cumulative change in net convert-
ible foreign assets of the
National Bank; in millions »
of U.s. dollars 1/ ‘e -972 ~-937 ~1,600 ~900 ~500 -
(-937) (-1,600)
Convertible currency debt out-
standing; in billions of
U.S. dollars 2/ 12.3 13.1 13.3 13.1 13.6 14.2 14.7
' (14.2) (13.1)
Source: Data supplied by the Yugoslav authorities. .
' =
1/ Net of exceptional borrowing by commercial banks. é

2/ Debt outstanding in convertible currency with original maturities of more than one year.
purchases from the Fund and increases 1n exceptional borrowings by the commercial banks in 1980.

rates prevailing on December 31, 1979.

Excluding outstaﬁding
Valued at exchange




" INTERNATIONAL MONETARY FUND

A | Washington, D.C. 20431

Mr. Brian Rose

Room 9-120
#8
PRESS RELEASE NO. 80/44 FOR IMMEDIATE RELFASE
June 6, 1980
C:j» The Intermational Monetary Fund has approved a stand-by arrangement

for the Government of Yugoslavia authorizing purchases up to the equiva-
lent of SDR 339,325 million., The purchases may be made over the period
until December 31, 1981 in support of the Government's stabilization
program for 1980 and 198l. The arrangement will be financed in part

from the Fund's ordinary resources (SDR 138,5 million), and in part from
resources borrowed by the Fund under the supplementary financing facility
(SDR 200.825 million).

( Yugoslavia faced a number of economic difficulties in 1979. The
;:) weakness of the world economy combined with the large increase in commodity
- prices, including oil, put pressure on the balance of payments, Domestic

difficulties like the devastating earthquake in Montenegro and bad weather
affected overall performance, While there was some deceleration in real
growth during the course of the year, it was less than expected largely
because of the underlying strength of economic expansion at the end of
1978, The internal pressures that existed in the first half of the year

<:> together with rising import prices led to an acceleration of inflation
to around 22 per cent annually, These pressures together with the external
difficulties were responsible for the sharp deterioration in the current
account of the balance of payments to a deficit of $3.7 billion in 1979
compared with one of $1,3 billion in 1978,

In response to these developments, the authorities have introduced a
stabilization program for 1980, in order to dampen domestic demand pressures,
bring inflation under better control, and reduce the current account
deficit, These objectives are to be achieved through a combination of
fiscal and monetary measures as well as policies in the incomes, prices,
and external fields, The stabilization effort will continue in 1981
because the size of the imbalance precludes making all the necessary

" correction during 1980,

Yugoslavia's quota in the Fund is SDR 277 million, Its financial
obligations to the Fund resulting from past operations and transactions
currently total the equivalent of SDR 469,2 million.
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EBS/80/114
Supplement 1
CONFIDENTIAL
June 9, 1980

To: Members of the Executive Board
L From: The Secretary

Subject: Yugoslavia - Stand-By Arrangement

Attached for the records of the Executive Directors is the text
of the stand-by arrangement for Yugoslavia agreed at Executive Board
Meeting 80/86, June 6, 1980.

Att: (1)

£
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Stand-By Arrangement-—Yugoslavia

1. Annexed hereto is a letter dated May 16, 1980 from the Minister
of Finance of Yugoslavia setting forth the obJectlves and policies which
the authorities of Yugoslavia will pursue.

2. The International Monetary Fund grants this stand-by arrangement
to support these objectives and policies.

3. Yugoslavia will remain in close consultation with the Fund during
the period of the stand-by arrangement. These consultations may include .
correspondence and visits of officials of the Fund to Yugoslavia or of repre-
sentatives of Yugoslavia to the Fund. For the purpose of these consultations,
Yugoslavia will provide the Fund through reports at intervals or dates
requested by the Fund, with such information as the Fund requests in connec~-
tion with the objectives and policies set forth in the annexed letter. In
particular, Yugoslavia will consult with the Fund on the adoption of any
measures that may be appropriate at the initiative of Yugoslavia or whenever
the Managing Director requests consultation because any of the criteria.
referred to in paragraph 5 below are not being observed or because he con-
siders that consultation on the program is desirable. In additicon, after
the period of the stand-by arrangement and while Yugoslavia has outstanding
purchases in the upper credit tranches, .the Government will consult with.
the Fund, from time to time, at the initiative of the Government or at the
request of the Managing Director, concerning Yugoslavia's balance of pay—
ments policies. :

4. During the perlod from June 6, 1980 to December 31, 1981
Yugoslavia will have the right, after maklng full use of any reserve tranche
that it may have at the time of making a request for a purchase under the
stand-by arrangement, to make purchases from the Fund in an amount equlva—
lent to SDR 339.325 million, provided that:

(a) (i)  purchases under the stand-by arrangement shall not,
without. the consent of the Fund exceed the equivalent of SDPR 150 million
until November.15, 1980, SDR 200 million until February 15, 1981,

SDR 250 million untll May 15, 1981, SDR 300 million until August 15, 1981
and SDR 339.325 million untll November 15, 1981; and

(ii) the right of Yugoslavia to make purchases under this
stand-by arrangement shall be -subject to paragraph 5 below to the extent
that such purchases would increase the Fund's holdings of dinars beyond
the first credit tranche plus 12.5 per cent of quota.

. (b) If at any time, any limit in (a)(i) above would prevent a
purchase under the stand-by arrangement that would not increase the Fund's
holdings of Yugoslavia's currency beyond the first credit tranche plus
12.5 per cent of quota, the limit will not apply to that purchase.




(c¢) Purchases under this arrangement shall be made with supple-
mentary financing until purchases under the arrangement reach the equiva-
lent of SDR 34.625 million, and then each purchase shall be made from ordi-
nary resources and with supplementary financing in the ratio of 25 to 30.

5. (a) During any period before December 31, 1980 in which:

(i) the limits on the increase in outstanding foreign
debt in convertible currencies referred to in paragraph 9 of the annexed
letter are exceeded; or

(ii) the targets for the net convertible foreign assets
of the National Bank of Yugoslavia, referred to in paragraph 10 of the
annexed letter have not been met; or

(iii) the limits on net domestic assets of the banking
system referred to in paragraph 15 of the annexed letter have been
exceeded; or

(iv) the limits on the net lending of the National Bank
of Yugoslavia to the Budget of the Federation referred to in paragraph 15
of the annexed letter have been exceeded; or

(v) the intentions stated in paragraph 17 of the annexed
letter are not carried out, the Government of Yugoslavia will not request
any purchase under this arrangement except after consulting the Fund and
reaching understandings with the Fund regarding the circumstances in which
such purchases may be made.

(b) Moreover, during the period of the stand-by arrangement after
December 31, 1980, Yugoslavia will not request purchases under the stand-by
arrangement unless Yugoslavia has reached understandings with the Fund on
its policy intentions and performance criteria in accordance with the last
sentence of paragraph 18 of the annexed letter or while the understandings
thus reached are not being observed.

6. Purchases under the stand-by arrangement shall be made in the
currencies of other members selected in accordance with the policies and
procedures of the Fund, and may be made in special drawing rights if, upon
the request of Yugoslavia, the Fund agrees to provide them at the time of
the purchase. Purchases shall be made in exchange for the currency of
Yugoslaviaes

7. Yugoslavia will pay a charge for this stand-by arrangement in
accordance with the decisions of the Fund.

8. Subject to paragraph & above, Yugoslavia will have the right to
engage in the transactions covered by this stand-by arrangement without
further review by the Fund. This right can be suspended only with respect
to requests received by the Fund after (a) a formal ineligibility; or (b)

x
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a decision of the Executive -Board to suspend transactions, either generally
or in order to consider a proposal, made by an Executive Director or the
Managing Director, formally to suppress or to limit the eligibility of
Yugoslavia. When notice of a decision of formal ineligibility or of a deci-
sion to consider a proposal is given pursuant to this paragraph 8, purchases
under this stand-by arrangement will be resumed only after consultation has
taken place between the Fund and Yugoslavia and understandings have been
reached regarding the circumstances in which such purchases can be resumed.

9. (a) Repurchase of the outstanding amount of Yugoslavia § currency

" that results from a purchase under this arrangement and is subject to charges

under Article V, Section 8(b):
(i) - may-be made at any time;

(i1) will be expected normally as the balance of payments
and reserve position of Yugoslavia improves; -

(iii) shall be made in accordance with the representation
of the Fund if, after consultation with Yugoslavia, the Fund represents
that under its policies at the time of the repurchase Yugoslavia should -
repurchase because of an improvement in its balance of payments and reserve
position; N

(iv) with respect to purchases from ordinary resources, -
shall be completed five years after the date of the purchase, provided that
the repurchase shall be made in equal gquarterly installments during the
period beginning three years and ending five years after the date of the
purchase unless the Fund approves a different schedule, and

(v) with respect to .purchases with supplementary flnanc1ng,
shall be completed seven years after the purchase, provided that the repur-
chase shall be made in equal semiannual installments during the period begin-
ning three and one half years and ending seven years.after the purchase.

(b) Any reductions in Yugoslavia's currency held by the Fund shall
reduce the amounts subject to repurchase under (a) above in accordance with
the principles.applied by the Fund for this purpose at the time of reduction
provided, however, that a repurchase attributed to a purchase with supplemen-
tary financing in advance of the schedule in (a){v) above shall be accompa-
nied by a.repurchase in respect of the purchase from ordinary resources made
at the same time if any part of the latter purchase is still outstanding.

The amounts of the two repurchases shall be in the same proportions in which
ordinary resources and supplementary financing were used in the purchases,

provided however, that the repurchase in respect of the purchase from ordi-
nary resources shall not exceed the amount of the purchase still outstandlng.

(c¢) Repurchase shall be made with special draaang rights, or with
the currencies specified by the Fund at the time of the repurchase in accor-
dance with the policies and procedures of the Fund at the time of the repur-
chase.
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Annex to Stand-By Arrangement

Belgrade, Yugoslavia
May 16, 1980

Dear Mr. de Larosiére:

1. The Yugoslav economy is passing through a particularly difficult period.
The current account of the balance of payments was in deficit by USS$1.3 bil-
lion in both 1977 and 1978 and domestic prices were increasing at rates well
in excess of 10 per cent. Domestic activity was buoyant, with real gross
social product increasing by 7.9 per cent in 1977 and 6.6 per cent in 1978.

A relatively rapid rate of growth was considered necessary to prevent a seri-
ous problem of unemployment. However, it added to the existing domestic and
external pressures. Moreover, as the growth of world economic activity decel~-
erated, various restrictions were placed against important Yugoslav exports
in some markets.

2. The Government decided in 1979 that a stabilization effort was required
to moderate domestic pressures and to contain the deficit in the current
account of the balance of payments to a level that would not require exces-
sive foreign borrowing. Accordingly, the target for the increase in real
gross social product was reduced to 6 per cent and the aim was to reduce the
general rate of price increase from 15 per cent in 1978 to around 13 per cent
in 1979. With regard to the balance of payments, the current account deficit
was to be kept to USS$1l billion, which would have implied that the debt ser-
vice ratio for foreign debt in convertible currencies would remain below

20 per cent. These targets were to be achieved by the implementation of an
integrated set of domestic and external policies, which included, inter alia,
more restrictive credit peolicies and an exchange rate policy designed to
maintain the external competitiveness of our economy. The stabilization pro-
gram was supported by a stand-by arrangement with the Fund equivalent to

SDR 69.125 million agreed to on May 23, 1979, covering the first credit
tranche.

3. For several reasons, the course of events in 1979 deviated from the
original plan. We probably had underestimated the underlying pressures on .
the economy that existed at the end of 1978 and which continued in the first
part of 1979. As a result, domestic activity in the first half of the year
was higher than we intended. Although additional measures were taken that,
reduced rates of growth in the second half of the year, the increase in real
gross social product in 1979 as a whole is estimated to have been 7.1 per
cent, some one percentage point above the target. However, there were impor-—
tant factors, all beyond our control, that prevented us from achieving our
other goals. Above all, there was the unexpected and large increase in oil
prices, O0il prices for Yugoslavia rose on average from US$10l per metric
ton in 1978 to USS$143 per metric ton in 1979. In addition, natural gas

imports increased sharply in 1979, principally in order to fill a newly com-—

pleted pipeline, while cereal imports increased because of a particularly

O
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poor corn harvest in 1978 and a bad wheat crop in 1979. The value of imports
of these three commodity groups was almost US$1 billion higher than in 1978.
Another major exogenous factor was the earthquake in Montenegro in April.
1979, which adversely affected tourism not only in that region but also else-
where, in addition, it reduced exports and necessitated additionmal imports
for reconstruction. These factors, plus depressed deliveries of ships, a

ma jor export item, and a virtual cessation of corn exports because of the

~disastrous 1978 harvest, meant that the current account deficit rose to

US$3.7 billion, leading to a decline of US$1.3 billion in gross convertible
international reserves of the banking system to US$2 billion at the end of
the year, and substantial net foreign borrowing totaling around US$2.1 bil- .
lion. The latter, combined with the rise in interest. rates, increased the
debt service ratio on debt in convertible currencies (excluding purchases
from the Fund) from 16.9 per gent in 1978 to 19.5 per cent in 1979.

4. Domestically, higher import prices were an important factor contribut-
ing to a rise in the rate of inflation from some 14 per cent in 1978 (year-
on—year average. for all domestic expenditure) to almost 21 per cent in 1979,
although the rate of increase declined in the second half of the year. It
was not possible to prevent the increase in prices being largely reflected .
in increases in personal income payments per employee, hut we believe it is
significant that these rose by only about 20 per cent compared with the pre-
vious year. In this respect, it appears that workers exercised considerable
self-restraint in the self-management agreements on income payments.

5. Although many -of the reasons for the adverse developments in 1979 were
beyond our control, the Government has to face the fact that the deteriora-—.
tion that occurred in the balance of payments must be reversed in 1980.
Yugoslavia has therefore decided that policies this year must bring about

a substantial reduction in the current account deficit and thereby limit the
growth of external debt. To achieve this and to aid in reducing the rate

of inflation, a slower growth of domestic activity will be necessary. There-
fore, a major stabilization effort has been introduced and will continue
until the necessary corrections in the domestic and external sectors have
been made. Given the size of the imbalance in 1979, it will not be possible
to achieve all of the needed corrections in 1980 and we realize that the
effort must continue in 1981. To support the stabilization program, which

is described in detail below in respect of the 1980 period, Yugoslavia is
requesting a new stand-by arrangement from the Fund for the period up to
December 31, 1981 in a total amount equivalent to SDR 339.325 milliom,
including the equivalent of SDR 200.825 million from the supplementary
financing facility. :

6. Although the stabilization program will extend over both 1980 and 1981,
we are convinced that substantial progress must be made in 1980 to reduce

the current account deficit. We intend to do everything possible to reduce
the deficit to US$2.0 billion this year and believe that there is a reason-—
able chance of achieving this, Such a large and rapid reduction might entail .
too great a disruption to real growth and employment but we are convinced
that the current account deficit must not exceed US$2.5 billion this year
with another large reduction in 1981. Thus in 1980, we aim to reduce the
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deficit by at least USS$1.2 billion which would be a reduction of at least
one third. As a percentage of gross social product, the current deficit
would decline as a minimum from 6 per cent in 1979 to below 4 per cent in
1980. A deficit of this size would entail an amount of foreign borrowing
that we consider manageable (see below).

7. A major effort will be required to reduce the deficit to the extent
sought, but we believe the needed improvement can be made. While part of

it will come from larger net invisible receipts, the major adjustment will
be on the trade account, where exports must increase strongly and the growth
in imports must be sharply reduced. To achieve these results, the pattern

of domestic production and expenditure must change so as to release more
production for export and to reduce the import intensiveness of domestic
output. Under the Yugoslav system of workers' self-management, all enter—
prises involved in foreign trade must agree among themselves within the
Communities of Interest for Foreign Economic Relations on foreign trade
plans that will lead to a viable balance of payments. In 1980, enterprises
are making a major effort to produce more exportable goods and to substitute
domestic products for imports wherever possible. They will be aided by the
fact that a number of major development projects have recently been finished,
which will reduce the demand for imported investment goods. Moreover, these
projects will increase export supplies and permit greater import substitu-
tion. Throughout the economy, investment proposals are being re-examined

to shift the emphasis for the time being toward projects that require few
imports and away from import-intensive projects, especially those not
directly related to export production or import replacement. Intensified
efforts are being made to increase domestic supplies of raw materials, for
example, coal and iron ore, and of intermediate products. Inter alia, this
should keep the volume of oil imports, excluding amounts needed to fill a
new pipeline, at no more than the 1979 level and possibly less.

8. In addition, in 1980 some of the particular trade difficulties of 1979
should not recur. So far, there is every indication that corn exports will
revive and imports of wheat should not be needed to the extent experienced
in 1979. Because of past orders, deliveries of ships will increase sharply
in 1980 and 1981, The planned growth of gross social product is 2 percentage
points less than the outcome in 1979, which will slow down import demand.
Although overall world export demand may be weak in 1980, the main Yugoslav
export markets are expected to be relatively less affected, and demand in
them is expected to be around 6 per cent. Moreover, in 1979 we depreciated
the dinar in terms of effective exchange rates by about 8 per cent following
a depreciation of 9 per cent in the preceding year. We intend to continue
with an exchange rate policy that will maintain our competitive position
and we expect to regain some of the market shares lost in recent years.
Although its impact in 1980 will be limited, the recently concluded agree-
ment with the European Community should have an increasingly favorable
efféct on our economic relations with its member countries in the coming
years, including 1981. Taking all these factors into account, export volume
is forecast to increase by 8 per cent and value by 21 per cent. Import vol-
ume should decline by around 9 per cent and the value would increase by
some 9 per cent. The forecast turnaround in imports is not out of line with
improvements made in previous periods when policies have been directed
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toward substantial improvement in the external sector. Workers' remit-
tances should benefit from wage increases in Western Europe and tourism
should show a recovery from 1979. Taking all the above into account, a
current account deficit of US$2 billion in 1980 may be possible and it is
our firm intention not to exceed a maximum level of US$2.5 billion.

9. The large deficit in the current account in 1979 necessitated a net
increase of foreign borrowing in convertible currencies of US$2 billien and
at the end of that year the outstanding level of such debt was US$13.5 bil~-
lion, of which US812.8 billion had an original maturity of more than one vyear.
During 1979, there was a refinancing of debt totaling around US$0.8 billion
and the conditions attached to the new credits generally provided for grace
periods of three years and maturities of the order of 8-10 years. We intend
to continue to pay careful attention to the terms of new foreign borrowing

so as to avoid sharp peaks in servicing schedules, especially since, partly
as a result of the rise in interest rates, the debt service ratio for convert-
ible foreign debt, excluding purchase from the Fund, reached 19.5 per cent
in 1979. To prevent a debt service problem from emerging and consistent with
the maximum projected current account deficit for 1980, ocutstanding foreign
debt in convertible currencies with original maturities of more than one
year, (excluding purchases from the Fund) which stood at US$12.3 billion at
the end of 1979, will not exceed US$14.7 billion by the end of 1980 (based

on exchange rates current on December 31, 1979 and excluding net exceptional
financing during 1980). To ensure orderly borrowing during the year, quar-
terly limits on the outstanding amounts have been set as follows: no more
than US$13.6 billion on June 30, 1980, USS$14.2 billion on September 30, 1980,
and US$14.7 billion on December 30, 1980.

10. As mentioned earlier, during 1979 the gross convertible international
reserves of the banking system declined and in 1980 they will need to be
built up again. It is our intention to increase the gross convertible
reserves of the National Bank of Yugoslavia by at least US$0.7 billion dur-
ing 1980. This will necessitate a continuation of exceptional financing by
the commercial banks, which has involved borrowing abroad in convertible cur-
reficies to maintain the level of the international reserves. In 1979, such
borrowing totaled US$250 million. To ensure an adequate level of liquidity

in ‘convertible currencies, the net convertible foreign assets of the National
Bank of Yugoslavia less exceptional finmancing in convertible currencies by
the commercial banks, which declined by US$1,702 million in 1979 will show"
no further decline by the end of 1980. Consistent with this target for end-
1980, and allowing for the expected pattern of net foreign borrowing and for
the seasonal movements in the current account deficit, targets have been
established providing for a decline of no more than US$900 million by

June 30, 1980 and no more than US$500 million by September 30, 1980.

11. If the various balance of payments targets are to be achieved, policies
must ensure that domestic activity is not too expansionary. To ensure such '
consistency, it has been decided to reduce the planned increase in real gross
social product to 5 per cent in 1980 and to aim for a reduction in the gross
social product deflator to 17 per cent compared with 20 per cent in 1979.

All categories of domestic demand are planned to show smaller increases in
real terms—~the growth of personal consumption will decelerate from 5.5 per
cent to 3.8 per cent, public consumption from 5.9 per cent to 2.1 per cent,
and fixed capital formation from about 8 per cent to 5.8 per cent.
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12. The achievement of these targets will require an intensified restraint
by all sectors of the economy--the public and enterprise sectors in partic-
ular. In this regard, we would point out that self-management agreements
covering such factors as prices and personal income payments were implemented
in a responsible and effective manner in 1979 and, with increasing experience
with the new system, it is expected that it will operate even more effective-
ly in 1980, The Government is convinced that a strong consensus exists in
Yugoslavia that all decisions taken in the economic field should reflect the
economic aims enunciated in the stabilization program.

13. In some recent years there has been the tendency for public sector con-
sumption to grow more rapidly than social product, and in all years the
Federal Government has borrowed from the National Bank of Yugoslavia. The
ratio of public sector expenditure to gross social product rose from about
36 per cent in 1973 to about 43 per cent in 1978. In 1979, however, this
ratio declined to about 41 per cent. For the federal budget, expenditure in
1979 rose by 25 per cent compared with increases of 29 per cent in revenue
and 28 per cent in nominal gross social product. The deficit declined from
Din 5.3 billion in 1978 to Din 3.8 billion in 1979. For the public sector

as a whole, there was virtually no deficit in 1979. For 1980, the intention
is that the public sector will continue to grow more slowly than social prod-
uct, although budget expenditure by the Federation will increase by 29 per
cent. The deficit of the federal budget will rise to Din 6.2 billion but
this is equivalent to only 0.4 per cent of gross social product. Gross bor-
rowing from the National Bank will rise only fractionally (from Din 8.5 bil-
lion in 1979 to Din 9.2 billion in 1980), which is much less than the
increase in expenditure. Current expenditure by the public sector as a whole
is to increase by no more than 16 per cent.

14. Monetary policy is an important part of the stabilization program, since
an excess supply of financial assets could weaken the implementation of other
elements in the program., In 1978 there was an excessive rate of increase of
money supply, which rose by 28 per cent and in 1979 strong steps were taken
to decelerate monetary expansion, the target for the increase in money supply
in that year being set at 18 per cent. In the first months of the year the
demand for credit continued strongly and the National Bank had to take spe-
cial measures to limit the expansion by imposing strict credit limits on the
commercial banks and by reducing demand for consumer credits by raising down-
payment provisions. These measures were effective, so much so that some relax-
ation was necessary in the second half of the year when the loss of liquidity
of the commercial banks resulting from the continued external deficit threat-
ened an abrupt decline in enterprise activity. At the end of 1979, money sup-
ply was only 17 per cent higher than a year earlier. Also, despite the need
to counteract some of the liquidity loss caused by the external deficit, the
rate of domestic credit creation was 27 per cent in 1979 compared with 30 per
cent in the previous year.

15. For 1980, we consider that money supply should rise broadly in line with
the reduced rate of growth of nominal social product. To that end, and given
the planned balance of payments targets, the increase in money supply will be
kept to 22 per cent and the increase in net domestic assets of the banking
system to 22 per cent. To ensure that money supply does not increase exces-
sively in the first half of the year, thereby prejudicing the whole year
result, limits have been set within the year on net domestic assets of the

.
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banking system, which totaled Din 1,201 billion on December 31, 1979. They
are not to exceed Din 1,321 billion on June 30, 1980, Din 1,381 billion on
September 30, 1980, and Din 1,466 billion on December 31, 1980. To ensure

that lending by the National Bank of Yugoslavia to the budget of the
Federation does not compromise the overall credit program, such net lending
in 1980 is not to exceed Din 9.2 billion. As with total domestic credit cre-
ation, sublimits have been established within the vear. Such credits to the
federal budget, which totaled Din 68.7 billion on December 31, 1979, are not
to exceed Din 76.4 billion on June 30, 1980, Din 77.4 billion on September 30,
1980, and Din 77.9 billion on December 31, 1980.

16. Detailed quantitative economic targets for 1981, including targets for
increases in domestic credit, foreign borrowing and the net foreign assets

of the National Bank of Yugoslavia cannot be established at this stage. How-
ever, as mentioned above, the Government is determined to continue with the
stabilization program next year. Also, it intends to continue to give first
priority to a further improvement in the balance of payments. Domestic poli-
cies in all fields will be formulated to maintain and if necessary strengthen
the current measures of restraint. On the basis of a preliminary examination
of the possible 1981 Plan, domestic activity would grow no faster and perhaps
somewhat more slowly than is planned for 1980. Externally, the planned current
account deficit of the balance of payments will decline further, perhaps to
around US$%1.8 billion.

17. The Govermment of Yugoslavia does not intend to introduce any multiple
currency practices or introduce new or intensify existing restrictions on
payments and transfers for current international transactions or enter into
any bilateral payments arrangements with Fund members; furthermore, the
Government of Yugoslavia does not intend to introduce new restrictions or
intensify existing restrictions on imports for balance of payments reasons.

18. The Government believes that the policies set forth in this letter are
adequate to achieve the objectives of its program, but will take any further
measures that may become appropriate for this purpose. The Government of
Yugoslavia will consult with the Fund on the adoption of any measures that
may become appropriate, in accordance with the policies of the Fund on con-
sultations. Morecver, the Yugoslav authorities will consult with the Fund
and reach understanding on the quantitative aspects of the program relating
to the period of the stand-by arrangement subsequent to December 31, 1980.

Yours sincerely,

(Ksente Bogoev) (Ing. Petar Kostic)
Governor, National Bank of Yugoslavia Federal Secretary for Finance

Mr. J. de Larosiére
Managing Director
International Monetary Fund

WASHINGTON, D. C. 20431
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CONFIDENTIAL

INTERNATIONAL MONETARY FUND
YUGOSLAVIA

Request for Stand;by Arrangemént with Supplemenﬁary Financing

Prepared by the European Department and the Fxchangev
and Trade Relations Department 1/

(In consultation with the Legal Department and
the Treasurer's Department)

; Approved by L.A. Whitpéme and S. Kanesa~Thasan'
May 21, 1980

I. Introduction

=~

In a letter dated May 16, 1980 (annexed), Yugoslavia requests a stand-by
arrangement, with associated use of supplementary financing for the period up
to December 31, 1981, in an amount equivalent to SDR 339.325 million, which
is equivalent to the second and third credit tranches (SDR 138.5 million)
plus the associated amounts 2/ available under the supplementary financing
facility. The letter describes the p011c1es and intentions of the Yugoslav
authorities. -

Yugoslavia is an original Fund member. Its quota in the Fund is
SDR 277 million. Yugoslavia has used Fund resources on a number of occasions.
The last stand-by arrangement with Yugoslavia for SDR 69.25 million, covering
the first credit tranche, was granted in May 1979 and was used in full. In
February 1980, Yugoslavia drew SDR 138.5 million under the compensatory finan-
cing facility, bringing the outstanding drawings by Yugoslavia under the facil-
ity to the equivalent of 100 per cent of quota. \

On April 30, 1980, Fund holdings of dinars were equivalent to 269.8 per
cent of quota, or 125 per cent of quota excluding outstanding purchases
under the o0il facilities and compensatory financing facility, and holdings
resulting from gold sales to Yugoslavia. Yugoslavia is a participant in the
Special Drawing Rights Department. At the end of April 1980, holdings were
SDR 55.1 million, or 43.4 per cent of net cumulative allocation of
SDR 126.9 mlllion. Yugoslavia has acquired 177,144 ounces of fine gold in

. the gold distribution program, and received US$19 4 million in the direct

distribution of profits from gold sales. Yugoslavia has transferred one
third of the latter amount to .the Trust Fund.

1/ A mission con51st1ng of Messrs. Tyler (EUR), Mountford (EUR), and Loser
(ETR) with Mrs. Pabst (EUR) as secretary was in Belgrade from May 4-7, 1980
to finalize discussions which began in February-March 1980 during the 1980
Article IV consultation discussions.

2/ Including an amount equivalent to 12.5 per cent of quota related to the
first credit tranche; the first credit tranche was drawn in May 19?9..




IT. The Economic and Financial Program

The background to the current problems of the Yugoslav economy and
the policies to be followed in 1980 are described in the Staff Report for
the 1980 Article IV consultation with Yugoslavia (SM/80/119, 5/20/80) and
in Recent Economic Developments (S}/80/120, 5/27/80). 1In response to
the sharp increase in the deficit in the current account of the balance
of payments in 1979, which was financed in part by a sizable reduction in
reserves, and the further acceleration in the rate of inflation, the author-
ities have introduced a stabilization program for calendar year 1980, in
order to dampen domestic demand pressures, bring inflation under better
control, and reduce the current account deficit. It is the firm intention
of the authorities to continue with the stabilization effort in 1981. Under
the Yugoslav constitutional system, final numerical targets for 1981 cannot
be established until the end of 1980. The attached Letter of Intent there-
fore describes the financial program for 1980 in detail and the broad path
that will be followed in 1981. The stand-by arrangement makes provision
for a consultation with the Fund to reach understandings on quantitative
aspects of the program for the period of the stand-~by arrangement sub-
sequent to December 31, 1980. The establishment of such undertakings is
a performance criterion.

O

The main macroeconomic targets of the program for 1980 are a reduc-
tion in the growth rate of real social product to 5 per cent compared with
7.1 per cent in 1979, and a decrease in the rate of inflation to 17 per Y
cent (in terms of the GSP deflator) about 3 percentage points less than ~ ./
in 1979. For the balance of payments, the current account deficit is to
be reduced to a maximum of US$2.5 billion in 1979. 1/ In combination with
exceptional financing by the commercial banks and the use of Fund resources,
foreign borrowing is planned to be sufficient in 1980 to permit an increase
in gross official reserves of about US$0.7 billion.

The stabilization effort will continue in 1981. Final quantitative Y
targets cannot be established at this time, but present thinking is that
the current account deficit of the balance of payments should be reduced
to about USS$1.8 billion in that year. To achieve this, real growth of
GSP will probably need to be kept at around the level planned for 1980
or perhaps somewhat lower.

1. Fiscal policy

On the basis of available information, the financial position of
the public sector as a whole appears to have improved in 1979. The growth
rate of consolidated public sector expenditures and revenues was apparently
lower than that of nominal GSP, and the overall deficit was probably reduced
to negligible proportions. More precise and reliable data are available

1/ The authorities hope that a firm implementation of the program could
lead to a smaller deficit of about U832 billion but in the opinion of the
staff it is more appropriate to base the financial program for the purpose
of the stand-by arrangement on the somewhat more pessimistic assumption of <i>
a deficit of US$2.5 billion.
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Table 1. Yugoslavia: Summary Balance of Payments, 1977-80 1/
(In billions of U.S. dollars)
1977 1978 1979 1980
Prel. Forecast
A. Exports, f.o.b. 5.2 5.8 6.8 8.2
Imports, c.i.f. -9.8 -10.4 -14.0 15.3
Trace balance -4.6 ~4.6 -7.2 -7.0
:: B. Services and transfers, net é#é 3.3 3.5 _4.5
Current account balance -1.3 -1.3 -3.7 -2.5
C. Long~term capital, net 1.4 1.4 1.4 2.5
D. Short~term capital, including
bilateral balances, and errors
Y and omissions; excluding G - — ‘0.6 o
it E. Total (A through D) 0.1 —jlik -1.7 -
F. Allocation of SDRs —— - _ —
G. Exceptional financing 0.1 0.3 0.2 0.4
(t} H. Totai (A through G) 0.2 0.4 -1.5 _ 0.4
k I. Reserve movements (increase =) -0.2 ~0.4 1.5 ~0.4
Sources: Data supplied by the Yugoslav authorities; and staff estimates.

1/ Totals may not add due to rounding.

z"“\‘

£



Table 2. Yugoslavia:

Budget of the Federaticn

(In billions of dinars) 1/

1976 1977 1978 1979  1980Q
Prelimi- Plan

nary

outturn
Expenditure 75.5 89.0 77.9 97.4 125.3
Revenue 64.9 80.0 72.6 93.6 119,1
Deficit -10.7 =-9.0 =~5.3 -3.8 ~6.,2

Financed by:

Borrowing from National Bank 7.9 11.2 9.5 8.5 9.2
Other (net) 2.8 =-2.2 -4.,2 ~4.7 -3.0

Source: Data supplied by the Yugoslav authorities.

1/ Totals may not add because of rounding.

O
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only for the budget of the Federation (the central government) which accounts
for only about one fifth of total consolidated public sector transactions,
but has in recent years been the source of virtually all of the public sec-
tor deficit. In 1979, expenditures by the Federation rose 25 per cent, or
less than the rate of increase in nominal GSP, and buoyant revenues led to

a reduction in the deficit to Din 3.8 billion, equivalent to (0.3 per cent of
GSP, compared to a deficit equivalent to 0.6 per cent of GSP in 1978. This
decrease in the deficit enabled the authorities to keep borrowing from the
National Bank to Din 8.5 billion.

For 1980, total expenditures by the Federation are budgeted to increase
by 28.6 per cent, with the bulk of the increase due to a rise in defense
expenditures. As a result the deficit will increase to Din 6.2 billion, equiv-
alent to 0.4 per cent of nominal social product. Gross borrowing from the
National Bank, however, is only expected to amount to Din 9.2 billion, or
less in real terms than in 1978 or 1979. The Economic Resolution for 1980,
which embodies the main policies that the various sectors of the economy must
follow, specifies that current expenditures of the public sector as a whole
must not rise by more than 16 per cent, which would be substantially less
than the growth of total expenditures in the economy.

2. Monetary policy

Following a large expansion of money supply in 1978, the authorities
sought in 1979 to follow more restrictive policies, as described in the
Article IV consultation paper. In practice the conduct of mometary policy
was complicated by the fact that the decline in net foreign assets of the
banking system was considerably larger than forecast, due to the sharp dete-
rioration of the balance of payments situation. To avoid an excessive squeeze
on domestic liquidity, the authorities allowed an increase in domestic bank
credit of 26.7 per cent (compared with an original target of 19 per cent),
which was about 2 percentage points lower than the increase in GSP. The
increase in narrow money supply, on the other hand, was only 17.3 per cent,
considerably less than the nominal GSP increase, and slightly less than the
planned increase of 18 per cent. Against this, it is obvious that the large
increase in domestic credit accommodated the balance of payments deficit and
the acceleration in the rate of inflation.

For 1980 the authorities intend to maintain tight monetary and credit
conditions, with annual increases in both domestic credit and moéney supply
22 per cent, the forecast increase in nominal GSP. Moreover, in order to
ensure the observance of the credit target for 1980, the authorities have
established quarterly ceilings on bank credit, which are set out in Table 3,
and are incorporated for the period of the proposed stand-by arrangement
as performance criteria. With minor exceptions, which the authorities have
acted to correct, the targets were broadly met in the first quarter of 1980.
The authorities do not intend to increase these targets in the event that
price increases exceed the planned level of 17 per cent on which the finan-
cial program is based. It is implicit in the monetary program that the
economy was not excessively liquid at the end of 1979 and that the velocity



Table 3 . Yugoslavia: Monetary Survey

(Change in billions of dinars)

1979 1980
I I1 ITI JAY I IT IIT v
Projected
Net foreign assets -17.0 ~-16.5 ~11.4 -33.7 -20.0 ~5.0 4.0 ~-4,0
Domestic credit 56.6 38.9 63.0 94.8 60.0 60.0 60.0 85.0
Of which:
National Bank credit to
the Federation (3.0) (2.0) (0.5) (3.0) (&.7) (3.0) (1.0) (0.5)
Money supply 1/ 7.0 -2.2 28.0 24,2 15.0 17.0 25.0 27.0
Quasi-money 2/ 20.9 30.4 36.7 34.3 )
) 25.0 38.0 39.0 53.0
Other items, net 11.7 -5.8 -13.1 2.6 )
Source: Data supplied by the Yugoslav authorities.
1/ Definition of National Bank of Yugoslavia, which includes government demand deposit.
2/ Includes foreign exchange deposits.
e
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of circulation will not increase in 1980. Obviocusly, either of these assump~-
tions could be questioned. Against that, the authorities have emphasized
their determination to adjust domestic targets and policies if the external
targets during 1980 are not being realized.

Consistent with these ceilings and with the Federal Budget for 1980,
the authorities have established sublimits on lending from the National Bank
of Yugoslavia to the budget of the Federation. These sublimits are set out
in Table 4, and are 1ncorporated as performance criteria in the proposed

‘stand-by arrangement. ..

Although it is not possible under the Yugoslav system to establish at
this time quantitative monetary targets for 1981, the authoritieées have
stated their firm intention to have a financial program for next year that
will be consistent with a further improvement in the current account of the
balance of payments.

3. Incomes and prices policies

In most recent years wages in Yugoslavia have risen quite strongly in
real terms (5 per cent in 1977 and 6 per cent in 1978). In the period up
to 1979 the unique system of wage determination by self-management agree-
ments resulted in real wage increases that exceeded the increase in produc-
tivity and contributed to the development of excess domestic demand pres-
sures, and had adverse repercussions on the Yugoslav competitive position.
In 1979, however, the system of incomes determination in Yugoslavia worked
in a more satisfactory fashion. As a result, the average increase in nom-

.inal personal incomes per employee was limited to 20 per cent in 1979,

implying a small real decrease. For 1980, guidelines or principles have
been established, in the framework of social compacts at the‘republican and
Federal levels, that would require the increases in nominal personal incomes
to be between 5-9 percentage points less than the nominal increase in GSP.
The differential guidelines for various sectors would result in a real
decrease in personal incomes in some sectors (e.g., banks, the public sec~
tor, and services). Individual work units completed their self-management
agreements in March 1980 in line with these guidelines. Accordingly it is
forecast that real wages per employee will again show a small deérease in
1980 on average.

'The system for the determination of prices in Yugoslavia is complex.

- .(Details are given in SM/80/120, pp. 24-27). A new and not yet fully estab-

lished mechanism is to operate in the second half of 1980. In the meantime
Federal and republican governments have agreed on national policies concern-
ing 11 important commodities, previously subject to direct control. Also,
the new guidelines provide that in general prices that were increased in the
second half of 1979 cannot be changed until the second half of 1980. At the
beginning of 1980 prices in general were rising at a rate in excess of that
planned for the year as a whole but the authorities are convinced that the
rate of inflation will moderate as the year progresses and the new policies
take effect.




Table 4 . Yugoslavia: Quantitative Performance
Criteria in Proposed Stand-By Arrangement

1979 1980 1/
December 31 Proposed Ceilings Under Program™
Actual June 30 September 30 December 31

Net domestic assets of
the banking system . . . . : - = ‘
'(In billions of dinars) "1,201 1,321 1,381 1,466

Net credit of the National (:)
Bank to the Budget of :
the Federation
(In billions of dinars) 68.7 76.4 77.4 77.9

Cumulative change in net
convertible foreign
assets of the National
Bank 2/ : (:)

(In millions of U.S.
dollars) ' ces ~900 -500 —

Convertible currency
debt outstanding 3/
(In billions of U.S. : ‘
dollars) ' 12.3 13.6 - 14.2 - 14,7

Source: Data supplied by the Yugoslav authorities.

1/ Quantitative performance criteria for 1981 to be determined at the time of the
mid-term review.

2/ ©Net of exceptional borrowing by commercial banks. :

3/ Debt outstanding in convertible currency with original maturities of more than
one year. Excluding outstanding purchases from the Fund and increases in exceptional
borrowings by the commercial banks in 1980. Valued at exchange rates prevailingon
December 31, 1979.
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4, Exchange rate, foreign borrowing, and reserve policies

During 1978 and 1979 the authorities followed a more active exchange
rate policy than before, and the effective exchange rate depreciated by about
17 per cent over the two-year period, which was sufficient to produce a real
effective depreciation of about 9 per cent (adjusted for relative movements
in producer prices in Yugoslavia and in the major convertible trade partners
in the convertible area). The effective depreciation obviously regained at
least part of the competitiveness lost during the period prior to 1978. In
the view of the authorities, which the staff shares, the continued disappoint-
ing export performance in 1979 was to a considerable extent the result of
a combination of domestic demand pressures and a number of special factors
affecting exports (see SM/80/119, p. 3). The authorities are convinced that
the exchange rate policy followed in 1978 and 1979 was appropriate and are
committed to continuing with an exchange rate policy in 1980 that is consis—
tent with maintaining competitiveness and bringing about the planned improve-

. ment in the current account of the balance of payments. The average effective

depreciation from the last quarter of 1979 to the first quarter of 1980 was
3.4 per cent.

In 1979 the large current account deficit was only partially covered by
capital inflows, and the gross convertible reserves of the banking system
declined by US$1.2 billion to US$2.0 billion, equivalent to 1.5 months of
estimated convertible currency imports of goods and services in 1980. The
official reserves held by the National Bank of Yugoslavia fell to US$1.3 bil-~
lion at the end of 1979, For 1980, the authorities wish to reverse last
year's trend and are therefore planning for some increase in gross official
reserves, Accordingly, they intend to increase gross long-term capital bor-
rowing in 1980 to USS$4.3 billion, producing a net long—term capital inflow
of US$2.5 billion. In combination with the forecast current account deficit
of US$2.5 billion, such an inflow, plus the envisaged recourse to exceptional
financing by the commercial banks of US$0.4 billion, and the planned net use
of Fund resources amounting to US$0.3 billion, would allow a moderate increase
in the gross international reserves of the National Rank of US$0.7 million.,
Consistent with these plans, the authorities have established, for the pur-
poses of the requested stand-by arrangement, quarterly targets for the net
convertible foreign assets of the National Bank less exceptional financing
in convertible currencies by the commercial banks, which are shown in Table 4
and which are incorporated for the period of the proposed stand-by arrange-
ment as performance criteria.

The planned increase in foreign borrowing in 1980 is considered man-
ageable and prudent by the authorities in the context of the level of
Yugoslavia's external debt and the debt service situation foreseen for the
next several years. An important factor in keeping the debt service position
manageable is that most recent and projected financial credits incorporate
grace periods of up to three years. At the end of 1979, outstanding debt
repayable in convertible currency amounted to US$13.5 billion (of which
US$12.8 billion had an original maturity of more than one year), and the
debt service ratio on the latter debt, excluding purchases from the Fund,
was 19.5 per cent. In order to avoid the emergence of a major debt service
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problem, and consistent with the projected current account deficit, the
authorities have established limits on the increase in outstanding foreign
debt in convertible currencies with original maturities of more than one
year. 1/ These limits are shown in Table 4 and are incorporated for the
period of the proposed stand-by arrangement as performance criteria.

In order to improve the current account of the balance of payments,
enterprises have been very strict in establishing the targets for exports,
imports and services receipts that are incorporated in their individual and
joint self-management agreements and the republican agreements within the
Communities of Interest for External Economic Relations. (For details of the
system see SM/79/111, 4/30/79, and also SM/78/246, 10/5/78). The authorities
emphasize that all enterprises concerned are determined to monitor progress
and so ensure that their individual and joint targets are met. A factor of f”>
some importance for the trade account in the second half of 1980 and more N
so in 1981, will be the operation of the new agreement with the EC, which
should expand opportunities for Yugoslav exports to the member countries and
prevent unexpected disruptions to exports, such as have sometimes occurred
in the past.

In the attached letter, there is the standard clause that Yugoslavia
will not introduce any multiple currency practices or introduce new or inten-
sify existing restrictions on payments and transfers for current international <j>
transactions or enter into bilateral payments arrangements with Fund members;
furthermore, the Government of Yugoslavia does not intend to introduce new
or intensify existing restrictions on imports for balance of payments reasons.

I11. Staff Appraisal and Proposed Decision

The severe deterioration in Yugoslavia's balance of payments position (f)
on current account in 1979 was partly due to the failure of the stabili-
zation measures to bring about the intended dampening of domestic demand
pressures, but also was caused by a combination of adverse special factors.
Some of these factors also contributed to the acceleration of inflation.
Although monetary, fiscal and incomes policies were tightened considerably
in 1979, these policies did not begin to produce significant results until
the second half of the year when there were signs of a gradual deceleration
in the pace of domestic expansion. In view of the persistence of high rates
of inflation, and the seriocusness of the external imbalance, the authorities
have decided to pursue firmer stabilization policies in 1980 and 1981.

The staff agrees with the need for a strong stabilization effort, and
believes that the program announced for 1980 should result in the desired
changes in trends. The planned reduction in the growth rate of real GSP to
5 per cent, in inflation to 17 per cent and in the current account deficit
to US$2.5 billion will constitute a major step in the direction of correct-
ing the internal and external imbalances. In the staff's view the combination <:>

1/ Excluding outstanding purchases from the Fund and excluding exceptional
financing by the commercial banks.
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of fiscal and monetary restraint, a firm incomes policy designed to reduce
average wages per employee slightly in real terms, and continuation of an
exchange rate policy designed to ensure external competitiveness, should be
sufficient to produce the planned improvement in the external sector in 1980.
It will, however, be important that the intended policies are implemented
firmly and adjusted if necessary and the staff therefore welcomes the author-
ities' intention to take further measures in the course of the year if the
program does not appear to be accomplishing its objectives. In particular,

it is important that the monetary authorities do not intend to raise the
credit targets in the event that price increases are greater than currently
anticipated, especially since achieving the planned reduction in the rate

of inflation may be difficult. The staff agrees with the Yugoslav author-
ities that a firm stabilization program will need to be continued in 1981,

Because of the size of the economic problems and the special institu-
tional features of the Yugoslav economy, a strong effort will be required
from the enterprise sector and from the republican and communal authorities
as well as from the Federal Government. The evidence of 1979 and actions
taken by all parties so far in 1980 suggest an understanding by all that
some sacrifices must be made and that policies must be firmly implemented. -
In the staff's view, there is a full realization in Yugoslavia that the
external targets must be achieved and that for the moment they have prior-
ity over domestic objectives. The planned improvement in the current account
in 1980 is substantial but the authorities rightly recognize that a con-
tinued reduction in the deficit must occur in 1981. The staff feels confi~-
dent therefore that when details of targets and policies for 1981 are deter-
mined at the end of the year, they will be such as to continue the priority
that is currently being given to the external sector. In this context the
consultation with the Fund regarding the 1981 program and the establishment
of quantitative performance criteria for that year will have special sig-
nificance.

In the opinion of the staff, the program described in the annexed
letter can be expected to lead to the necessary easing of domestic demand
pressures and a marked improvement in the balance of payments situation. In
view of the substantial efforts being undertaken by the Yugoslav authorities,
the staff feels that Yugoslavia deserves the support of the Fund. Accordingly
the following draft decision is proposed for adoption by the Executive Board:
1. The Government of Yugoslavia has requested a stand~by
arrangement with supplementary financing for the period from
June 6, 1980 to December 31, 1981, for an amount equivalent
to SDR 339.325 million.
2. The Fund approves the stand~by arrangement attached to

EBS/80/114 and waives the limitation in Article V, Section 3(b)

(iii).



- 12 = ATTACHMENT

Stand-By Arrangement-—Yugoslavia

1. Annexed hereto is a letter dated May 16, 1980 from the Minister
of Finance of Yugoslavia setting forth the objectives and policies which
the authorities of Yugoslavia will pursue.

2. The International Monetary Fund grants this stand-by arrangement
to support these objectives and policies.

3. Yugoslavia will remain in close consultation with the Fund during
the period of the stand-by arrangement. These consultations may include

correspondence and visits of officials of the Fund to Yugoslavia or of repre-
sentatives of Yugoslavia to the Fund. For the purpose of these consultations,

Yugoslavia will provide the Fund through reports at intervals or dates
requested by the Fund, with such information as the Fund requests in connec-
tion with the cobjectives and policies set forth in the annexed letter. In
particular, Yugoslavia will consult with the Fund on the adoption of any
measures that may be appropriate at the initiative of Yugoslavia or whenever
the Managing Director requests consultation because any of the criteria
referred to in paragraph 5 below are not being observed or because he con-
siders that consultation on the program is desirable. In addition, after

the period of the stand-by arrangement and while Yugoslavia has outstanding
purchases in the upper credit tranches, the Government will consult with

the Fund, from time to time, at the initiative of the Govermment or at the
request of the Managing Director, concerning Yugoslavia's balance of pay-
ments policies.

4, During the period from to December 31, 1981,
Yugoslavia will have the right, after making full use of any reserve tranche
that it may have at the time of making a request for a purchase under the
stand—by arrangement, to make purchases from the Fund in an amount equiva-
lent to SDR 339.325 million, provided that:

(a) (i) purchases under the stand-by arrangement shall not,
without the consent of the Fund exceed the equivalent of SDR 150 million
until November 15, 1980, SDR 200 million until February 15, 1981,

SDR 250 million untll May 15, 1981, SDR 300 million until August 15, 1981,
and SDR 339.325 million unt11 November 15, 1981; and

(ii) the right of Yugoslavia to make purchases under this
stand-by arrangement shall be subject to paragraph 5 below to the extent
that such purchases would increase the Fund's holdings of dinars beyond
the first credit tranche plus 12.5 per cent of quota.

(b) 1If at any time, any limit in {(&)(i) above would prevent a
purchase under the stand-by arrangement that would not increase the Fund's
holdings of Yugoslavia's currency beyond the first credit tranche plus
12.5 per cent of quota, the limit will not apply to that purchase.

O

O

O
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(c) Purchases under this arrangement shall be made with supple—
mentary financing until purchases under the arrangement reach the equiva=-
lent of SDR 34.625 million, and then each purchase shall be made from ordi-
nary resources and with supplementary f1nanc1ng in the ratio of 25 'to 30.

5. (a) Durlng any . perlod before December 31 1980 in whlch

(i) the 11m1ts on the increase in outstandlng foreign
debt in convertible currencies referred to in paragraph 9 of the annexed
letter are exceeded*' - ' :

(ii) the targets for the net convertible foreign assets
of the National Bank of Yugoslavia, referred to in paragraph 10 of the
annexed letter have not been met; or .

(iii) ~ ‘the limits on net domestic assets of .the banking
system referred to in paragraph 15 :0f the annexed letter have been .
exceeded, or

(iv) the limits on the net lending -of the National Bank
of Yugoslavia to the Budget of the Federation referred to in- paragraph 15.
of the annexed letter have -been exceeded; or- i

(v). the intentions stated in paragraph 17 of the annexed
letter are not carried out, the Government of Yugoslavia will not request
any purchase under this. arrangement except after consulting the Fund and
reaching understandings with the Fund regardlng the c1rcumatances in which
such purchases-may be made. ‘ ~

' (b) Moreover, during the period of the stand-by arrangement after
" December 31, 1980, Yugoslavia will not request purchases under the stand-by
arrangement unless Yugoslavia has reached understandings with the Fund on
its policy intentions and performance criteria in accordance with the last
sentence of paragraph 18 of the-annexed letter or while the understandings
thus reached are not being observed.
6. Purchases under the’ stand-by arrangement shall be made in the
" currencies of other members selected in accordance with the policies and
‘ procedures of the Fund, and may be made in special drawing rights if, upon
the request of Yugoslavia, the Fund agrees to provide them at the time of
the purchase. Purchases shall be made in exchange for the currency of"
Yugoslavia. Co '

7. Yugoslavia will pay a charge for this stand-by arrangement in
accordance with the dec181ons of the Fund.

8. Subject to paragraph 4 above, Yugoslav1a will have the right to
engage in the transactions covered by this stand-by arrangement without
further review by the Fund. This right can be suspended only with respect
to requests received by the Fund after (a) a formal ineligibility; or (b)
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a decision of the Executive Board to suspend transactions, either generally
or in order to consider a proposal, made by an Executive Director or the
Managing Director, formally to suppress or to limit the eligibility of
Yugoslavia. When notice of a decision of formal ineligibility or of a deci-
sion to consider a proposal is given pursuant to this paragraph 8, purchases
under this stand-by arrangement will be resumed only after comsultation has
taken place between the Fund and Yugoslavia and understandings have been
reached regarding the circumstances in which such purchases can be resumed.

9. (a) Repurchase of the outstanding amount of Yugoslavia's currency
that results from a purchase under this arrangement and is subject to charges
under Article V, Section 8(b):

(i) may be made at any time;

(ii) will be expected normally as the balance of payments
and reserve position of Yugoslavia improves;

(iii) shall be made in accordance with the representation
of the Fund if, after consultation with Yugoslavia, the Fund represents
that under its policies at the time of the repurchase Yugoslavia should
repurchase because of an improvement in its balance of payments and reserve
position;

(iv) with respect to purchases from ordinary resources,
shall be completed five years after the date of the purchase, provided that
the repurchase shall be made in equal quarterly installments during the
period beginning three years and ending five years after the date of the
purchase unless the Fund approves a different schedule; and

(v) with respect to purchases with supplementary financing,
shall be completed seven years after the purchase, provided that the repur-
chase shall be made in equal semiannual installments during the period begin-
ning three and one half years and ending seven years after the purchase.

{(b) Any reductions in Yugoslavia's currency held by the Fund shall
reduce the amounts subject to repurchase under (a) above in accordance with
the principles applied by the Fund for this purpose at the time of reduction
provided, however, that a repurchase attributed to a purchase with supplemen-
tary financing in advance of the schedule in (a)(v) above shall be accompa-
nied by a repurchase in respect of the purchase from cordinary resources made
at the same time if any part of the latter purchase is still outstanding.

The amounts of the two repurchases shall be in the same proportions in which
ordinary resources and supplementary financing were used in the purchases,

provided, however, that the repurchase in respect of the purchase from ordi-
nary resources shall not exceed the amount of the‘purchase still outstanding.

(¢) Repurchase shall be made with special drawing rights, or with
the currencies specified by the Fund at the time of the repurchase in accor-
dance with the policies and procedures of the Fund at the time of the repur-
chase.

O

O
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Annex to Stand-By Arrangement

Belgrade, Yugoslavia
May 16, 1980

Dear Mr. de Larosiére:

1. The Yugoslav economy is passing through a particularly difficult period.
The current account of the balance of payments was in deficit by US$1.3 bil-
lion in both 1977 and 1978 and domestic prices were increasing at rates well
in excess of 10 per cent. Domestic activity was buoyant, with real gross
social product increasing by 7.9 per cent in 1977 and 6.6 per cent in 1978.

A relatively rapid rate of growth was considered necessary to prevent a seri-
ous problem of unemployment. However, it added to the existing domestic and
external pressures. Moreover, as the growth of world economic activity decel-
erated, various restrictions were placed against important Yugoslav exports
in some markets.

2. The Government decided in 1979 that a stabilization effort was required
to moderate domestic pressures and to contain the deficit in the current
account of the balance of payments to a level that would not require exces-—
sive foreign borrowing. Accordingly, the target for the increase in real
gross social product was reduced to 6 per cent and the aim was to reduce the
general rate of price increase from 15 per cent in 1978 to around 13 per cent
in 1979. With regard to the balance of payments, the current account deficit
was to be kept to US81 billion, which would have implied that the debt ser-
vice ratio for foreign debt in convertible currencies would remain below

20 per cent. These targets were to be achieved by the implementation of an
integrated set of domestic and external policies, which included, inter alia,
more restrictive credit policies and an exchange rate policy designed to
maintain the external competitiveness of our economy. The stabilization pro-
gram was supported by a stand-by arrangement with the Fund equivalent to

SDR 69.125 million agreed to on May 23, 1979, covering the first credit
tranche. ‘ «

3. For several reasons, the course of events in 1979 deviated from the
original plan. We probably had underestimated the underlying pressures on
the economy that existed at the end of 1978 and which continued in the first
part of 1979. As a result, domestic activity in the first half of the year
was higher than we intended. Although additional measures were taken that
reduced rates of growth in the second half of the year, the increase in real
gross social product in 1979 as a whole is estimated to have been 7.1 per
cent, some one percentage point above the target. However, there were impor-
tant factors, all beyond our control, that prevented us from achieving our
other goals. Above all, there was the unexpected and large increase in oil
prices. 01l prices for Yugoslavia rose on average from US$101l per metric
ton in 1978 to USS$143 per metric ton in 1979. In addition, natural gas
imports increased sharply in 1979, principally in order to fill a newly com-
pleted pipeline, while cereal imports increased because of a particularly
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poor corn harvest in 1978 and a bad wheat crop in 1979. The value of imports
of these three commodity groups was almost US$1 billion higher than in 1978.
Another major exogenous factor was the earthquake in Montemegre in April
1979, which adversely affected tourism not only in that region but also else-
where; in addition, it reduced exports and necessitated additional imports
for reconstruction. These factors, plus depressed deliveries of ships, a
major export item, and a virtual cessation of corn exports because of the
disastrous 1978 harvest, meant that the current account deficit rose to
US$3.7 billion, leading to a decline of US$1.3 billion in gross convertible
international reserves of the banking system to US$2 billion at the end of
the year, and substantial net foreign borrowing totaling around US$2.1 bil-
lion. The latter, combined with the rise in interest rates, increased the
debt service ratio on debt in convertible currencies (excluding purchases
from the Fund) from 16.9 per cent in 1978 to 19.5 per cent in 1979.

4, Domestically, higher import prices were an important factor contribut- i
ing to a rise in the rate of inflation from some 14 per cent in 1978 (year-

on-year average for all domestic expenditure) to almost 21 per cent in 1979,

although the rate of increase declined in the second half of the year. It

was not possible to prevent the increase in prices being largely reflected

in increases in personal income payments per employee, but we believe it is
significant that these rose by only about 20 per cent compared with the pre-

vious yvear. In this respect, it appears that workers exercised considerable
self-restraint in the self-management agreements on income payments. (j)

5. Although many of the reasons for the adverse developments in 1979 were

beyond our control, the Government has to face the fact that the deteriora-

tion that occurred in the balance of payments must be reversed in 1980.

Yugoslavia has therefore decided that policies this year must bring about

a substantial reduction in the current account deficit and thereby limit the

growth of external debt. To achieve this and to aid in reducing the rate ‘
of inflation, a slower growth of domestic activity will be necessary. There- <r>
fore, a major stabilization effort has been introduced and will continue

until the necessary corrections in the domestic and external sectors have

been made. Given the size of the imbalance in 1979, it will not be possible

to achieve all of the needed corrections in 1980 and we realize that the.

effort must continue in 1981. To support the stabilization program, which

is described in detail below in respect of the 1980 period, Yugoslavia is

requesting a new stand-by arrangement from the Fund for the period up to

December 31, 1981 in a total amount equivalent to SDR 339.325 million,

including the equivalent of EDR 200.825 million from the supplementary

financing facility.

6. Although the stabilization program will extend over both 1980 and 1981,

we are convinced that substantial progress must be made in 1980 to reduce

the current account deficit. We intend to do everything possible to reduce

the deficit to US$2.0 billion this year and believe that there is a reason-

able chance of achieving this. Such a large and rapid reduction might entail

too great a disruption to real growth and employment but we are convinced /”)
that the current account deficit must not exceed US$2.5 billion this year N
with another large reduction in 1981. Thus in 1980, we aim to reduce the
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defiéit'by at least US$1.2 billion which would be a reducticn of at least
one third. As a percentage of gross social product, the current deficit"
would decline as a minimum from 6 per cent in 1979 to below 4 per cent in-
1980. A deficit of this size would éntail an amount of forelgn borrowing
that we consider manageable (see below). ’ :

7. A major effort will be required to reduce the deficit to the extent
sought, but we believe the needed improvement can be made. While part of

it will come from larger net invisible receipts, the major adjustment will
be on the trade account, where exports must increase strongly and the growth
in imports must be sharply reduced. To achieve these results, the pattern

of domestic production and expenditure must change so as to release more
production for export and to reduce the import intensiveness of ‘domestic
Qutﬁut.' Under the Yugoslav systém of workers' self-management, all enter—
prises involved in foreign trade must agree among themselves within the
Communities of Interest for Foreign Economic Relations on foreign trade
plans that will lead to a viable balance of payments. In 1980, enterprises -
‘are making a major effort to produce more exportable goods and to substitute
domestic products for imports wherever possible. They will be aided by the
fact that a number of major development projects have recently been finisled,
whlch will reduce the demand " for imported investment goods. Moreover, these
‘prOJects will increase export ‘supplies and pérmit greater import substitu~
‘tion. Throughout the economy, investment proposals are being re-examined

to shift the emphasis for the time ‘being toward projects that require few
imports and away from import- intensive projects, especially those not
‘directly related to export production or import replacement. Intensified
efforts are being made to increase domestic supplies of faw materials, for
example, coal and iron ore, and of intermediate products. Inter alia, this
should keep the volume of oil imports, excluding amounts needed to flll a
new pipeline, at no more than the 1979 level and posgibly less.

8. In'addition, in 1980 some of the’particular trade difficulties of 1979
should not recur. So far, there is every indication that corn exports will
revive and‘imports of wheat should not be needed to the extent experienced
in 1979. Because of past orders, deliveries of ships will increase sharply
~ in 1980 and 1981. The planned growth of gross social product is 2 percentage
‘p01nts less than the outcome in 1979, which will slow down import demand.
Although overall world export demand may be weak in 1980, the main Yugoslav
export markets are expected to be relatively less affected, and demand in
them is expected to be around 6 per cent. Moreover, in 1979 we depreciated
the dinar in terms of effective exchange rates by about 8 per cent following
a depreciation of 9 per cent in the preceding year. We intend to continue
with an exchange rate policy that will maintain our competitive position
and we expect to regain some of the market shares lost in recent years.
Although its impact in 1980 will be limited, the recently concluded agree-
ment with the European Community should have an increasingly favorable
effect on our economic relations with its member countries in the coming-
years, including 1981. Taking all these factors into account, export volume
is forecast to increase by 8 per cent and value by 21 per cent. Import vol-
ume should decline by around 9 per cent and the value would increase by
some 9 per cent. The forecast turnaround in imports is not out of line with
improvements made in previous periods when policies have been directed :
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toward substantial improvement in the external sector. Workers' remit-
tances should benefit from wage increases in Western Europe and tourism
should show a recovery from 1979. Taking all the above into account, a
current account deficit of US$2 billion in 1980 may be possible and it is
our firm intention not to exceed a maximum level of US$2.5 billion.

9. The large deficit in the current account in 1979 necessitated a net
increase of foreign borrowing in convertible currencies of US$2 billion and
at the end of that year the outstanding level of such debt was US$13.5 bil-
lion, of which US$12.8 billion had an original maturity of more than one year.
During 1979, there was a refinancing of debt totaling around USS$0.8 billion
and the conditions attached to the new credits generally provided for grace
periods of three years and maturities of the order of 8-10 years. We intend-
to continue to pay careful attention to the terms of new foreign borrowing
s0 as to avoid sharp peaks in servicing schedules, especially since, partly
ag a result of the rise in interest rates, the debt service ratio for convert-
ible foreign debt, excluding purchase from the Fund, reached 19.5 per cent
in 1979. To prevent a debt service problem from emerging and consistent with
the maximum projected current account deficit for 1980, outstanding foreign
debt in convertible currencies with original maturities of more than one
year, (excluding purchases from the Fund) which stood at US$12.3 billion at
the end of 1979, will not exceed USS14.7 billion by the end of 1980 (based
on exchange rates current on December 31, 1979 and excluding net exceptlonal
financing during 1980). To ensure orderly borrowing during the year, quar-
terly limits on the outstanding amounts have been set as follows: no more
than U$$13.6 billion on June 30, 1980, US$14.2 billion on %eptember 30, 1980
and US$14.7 billion on December 30, 1980.

10. As mentioned earlier, during 1979 the gross convertible international
reserves of the banking system declined and in 1980 they will need to be
built up again. It is our intention to increase the gross convertible
reserves of the National Bank of Yugoslavia by at least US$0.7 billion dur-
ing 1980. This will necessitate a continuation of exceptional financing by
the commercial banks, which has involved borrowing abroad in convertible cur-
rencies to maintain the level of the international reserves. In 1979, such
borrowing totaled US$250 million. To ensure an adequate level of liquidity

in convertible currencies, the net convertible foreign assets of the National
Bank of Yugoslavia less exceptional fimancing in convertible currencies by
the commercial banks, which declined by US$1,702 million in 1979 will show
no further decline by the end of 1980. Consistent with this target for end-
1980, and allowing for the expected pattern of met foreign borrowing and for
the seasonal movements in the current account deficit, targets have been
established providing for a decline of no more than US$900 million by

June 30, 1980 and no more than US$500 million by September 30, 1980.

11. If the various balance of payments targets are to be achieved, policies
must ensure that domestic activity is not too expansionary. To ensure such
consistency, it has been decided to reduce the planned increase in real gross
social product to 5 per cent in 1980 and to aim for a reduction in the gross
social product deflator to 17 per cent compared with 20 per cent in 1979.

All categories of domestic demand are planned to show smaller increases in
real terms-—-the growth of personal consumption will decelerate from 5.5 per
cent to 3 8 per cent, public consumption from 5.9 per cent to 2.1 per cent,
and fixed capital formation from about 8 per cent to 5.8 per cent.
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12. The achievement of these targets will require an intensified restraint
by all sectors of the economy-—the public and enterprise sectors in partic-
ular. In this regard, we would point out that self-management agreements
covering such factors as prices and personal income payments were implemented
in a responsible and effective manner in 1979 and, with increasing experience
with the new system, it is expected that it will operate even more effective-
1y in 1980. The Government is convinced that a strong consensus exists in
Yugoslavia that all decisions taken in the economic field should reflect the
economic aims enunciated in the stabilization program. ‘

13. 1In some recent years there has been the tendency for public sector con-
sumption to grow more rapidly than social product, and in all years the
Federal Government has borrowed from the Natiomal Bank of Yugoslavia. The '’
ratio of public sector expenditure to gross social product rose from about
36 per cent in 1973 to about 43 per cent in 1978, In 1979, however, this
ratio declined to about 41 per cent. For the federal budget, expenditure in
1979 rose by 25 per cent compared with increases of 29 per cent in revenue
and 28 per cent in nominal gross social product. The deficit declined from
Din 5.3 billion in 1978 to Din 3.8 billion in 1979. For the public sector

as a whole, there was virtually no deficit in 1979. For 1980, the intention

'is that the public sector will continue to grow more slowly than social prod-

uct, although budget expenditure by the Federation will increase by 29 per
cent. The deficit of the federal budget will rise to Din 6.2 billion but
this is equivalent to only 0.4 per cent of gross social product. Gross bor-
rowing from the National Bank will rise only fractionally (from Din 8.5 bil-
lion in 1979 to Din 9.2 billion in 1980), which is much less than the 1
increase in expenditure. Current expenditure by the public sector as a whole
is to increase by no more than 16 per cent.

14. Monetary policy is an important part of the stabilization program, since
an excess supply of financial assets could weaken the implementation of other
elements in the program. 1In 1978 there was an excessive rate of increase of
money supply, which rose by 28 per cent and in 1979 strong steps were taken
to decelerate monetary expansion, the target for the increase in money supply
in that year being set at 18 per cent. In the first months of the year the
demand for credit continued strongly and the National Bank had to take spe-
cial measures to limit the expansion by imposing strict credit limits on the
commercial banks and by reducing demand for consumer credits by raising down—
payment provisions. These measures were effective, so much so that some relax-
ation was necessary in the second half of the year when the loss of liquidity
of the commercial banks resulting from the continued external deficit threat—
ened an abrupt decline in enterprise activity. At the end of 1979, money sup-
ply was only 17 per cent higher than a year earlier. Also, despite the need
to counteract some of the liquidity loss caused by the external deficit, the
rate of domestic credit creation was 27 per cent in 1979 compared with 30 per
cent in the previous year.

15. For 1980, we consider that money supply should rise broadly in line with
the reduced rate of growth of nominal social product. To that end, and given
the planned balance of payments targets, the increase in money supply will be
kept to 22 per cent and the increase in net domestic assets of the banking
system to 22 per cent. To ensure that money supply does not increase exces—
sively in the first half of the year, thereby prejudicing the whole year
result, limits have been set within the year on net domestic assets of the
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banking system, which totaled Din 1,201 billion on December 31, 1979. They
are not to exceed Din 1,321 billion on June 30, 1980, Din 1,381 billion on
September 30, 1980, and Din 1,466 billion on December 31, 1980. To ensure

that lending by the National Bank of Yugoslavia to the budget of the
Federation does not compromise the overall credit program, such net lending
in 1980 is not to exceed Din 9.2 billion. As with total domestic credit cre-
ation, sublimits have been established within the year. Such credits to the
federal budget, which totaled Din 68.7 billion on December 31, 1979, are not
to exceed Din 76.4 billion on June 30, 1980, Din 77.4 billion on September 30,
1980, and Din 77.9 billion on December 31, 1980.

16. Detailed quantitative economic targets for 1981, including targets for
increases in domestic credit, foreign borrowing and the net foreign assets

of the National Bank of Yugoslavia cannot be established at this stage. How-
ever, as mentioned above, the Government is determined to continue with the
stabilization program next year. Also, it intends to continue to give first
priority to a further improvement in the balance of payments. Domestic poli-~
cies in all fields will be formulated to maintain and if necessary strengthen
the current measures of restraint. On the basis of a preliminary examination
of the possible 1981 Plan, domestic activity would grow no faster and perhaps
somewhat more slowly than is planned for 1980. Externally, the planned current
account deficit of the balance of payments will decline further, perhaps to
around US$1.8 billione. ‘

17. The Government of Yugoslavia does not intend to introduce any multiple
currency practices or introduce new or intensify existing restrictions on
payments and transfers for current international transactions or enter into
any bilateral payments arrangements with Fund members; furthermore, the
Government of Yugoslavia does not intend to introduce new restrictions or
intensify existing restrictions on imports for balance of payments reasons.

18. The Government believes that the policies set forth in this letter are
adequate to achieve the objectives of its program, but will take any further
measures that may become appropriate for this purpose. The Government of
Yugoslavia will consult with the Fund on the adoption of any measures that
may become appropriate, in accordance with the policies of the Fund on con—
sultations. Moreover, the Yugoslav authorities will consult with the Fund
and reach understanding on the quantitative aspects of the program relating
to the period of the stand-by arrangement subsequent to December 31, 1980.

Yours sincerely,

(Ksente Bogoev) (Ing. Petar Kostic)
Governor, National Bank of Yugoslavia Federal Secretary for Finance

Mr. J. de Larosiére
Managing Director
International Monetary Fund

WASHINGTON, D. C. 20431
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A mission consisting of Messrs. Tyler (EUR), Manison (EUR), Loser
(ETR), Buyse (EUR), and, as secretary, Mrs. Bailey (EUR), had discussions
in Belgrade from December 5 to December 19, 1980 regarding the replacement

.of the existing stand-by arrangement by a larger and longer one. Without

cancellation, the current stand-by arrangement (second and third credit
tranches plus the supplementary financing facility, SDR 339.325 million)

would lezst until December 31, 1981; SDR 139.325 nmillion remzins for purchese
.in 1981, The visit folleowed & preliminery one of some ten dayvs in October-—
November 1980, on which occasion Mr. Bery of the World Bsnk z2lso participzted.
In addition to meetings with senior officials, the mission had a number of
meetings with the Governor of the National Rank, Mr. Bogoev, and the Federal
Secretary of Finance, Mr. Kostic.

At the outset, we were told that the Government had authorized the
negotiation of 2 stand- bv arrangement for a period of three years in annual
zmounts equal to 200 per cent of the previous quota (i.e., SDR 554 million
pe aﬂan). ¢

Developments in 1980

z. The domestic economy

Originally, real sociazl product was plenned to inecrease by 5 per
cent, compared with 7 per cent per annum in 1977-79. In mid-vear, this
target was reduced to 4 per cent. Currently, it is estimated that the

rowth will be around 3 per cent. Total real domestic expenditure was.
unchanged, with real investment declining by 1.5 per cent. Private con-

. sumption increased by around 1 per cent. lage restraint was well main-

tained and real personal income payments per capita declined by around
7 per cent.

The maip wezkness domestically was in prices, which rose by zlmost
per cent between end-December 1979 and end-December 1980 compared with a
tazrget of less than 20 per cent. This is disappointing, but is explained to
2 considerable extent by the large effective depreciation of the dinar, -
larger—than—anticipated increase in foreign prices of imports, and decisions
to increzse prices of certain basic goods and services for internzl struc-
tural reassons. There is no evidence thet excess domestic demand wes a factor.
One estimate givern to us was that the foreign sector factors brought about
soze 20 percentage points of the increase and the structural price changes
perheps another 10 percentage polints.
Public sector expenditure declined in rezl terms because of the
‘arp fall in rezl wage rates and a major cutback in nonessential investment.
nfortunately, the federal budget revenues declined because of lower receipts
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of customs duties and a relatively large deficit—up to about 1.3 per cent

of social product—-may occur unless last-minute compensations can be made in
other revenues or expenditure. The decline in customs duty revenue followed
the termination of the 10 per cent import surcharge and a shift of dimports
away from items having high rates of duty. Any increase in borrowing require-
ments i1s expected to come from the commercial banks within their credit
ceilings, at the expense of enterprise sector borrowing.

b. The balance of payments

The target set by the Govermment for 1980 was & current account
deficit of US$2.0 billion, while the stand-by arrangement permitted z deficit
of up to US$2.5 billiom. It seems the likely outcome will be a deficit of
gbout US$2.2 billien (about 3.5 per cent of GDP). The volume of exports rose
by 10-11 per cent and unit values by 19 per cent. For imports the volunme
declined by 11 per cent and unit values increzsed by 19 per cent. 4s a
result, the trade deficit declined by USS1.2 billion to USS$6.0 billion. Net
invisibles improved by about USS$0.3 billion as receipts from tourism and
workers' remittances more than ofifset higher interest pavments.

On capitzl account, net medium— and long-term borrowings are
expected to total USS$l.4 billion and net short-term capital inflow, including
net errors and omissions, about US$0.4 billion. Net medium— and long-term
inflow includes US$850 million of gross financial credits obtzined by the
Kational Bank. The exact figure could increase depending on the timing of
the receipt of some large borrowings that could be reslized in either the
final days of this vear or in January 198i. The short—term inflow includes
the net use of bilsteral credit facilities egual to some US$350 million in
1980 (following & nét use of USS$665 million in 1579). The commercial banks
mede compensatory borrowings of USS250 million but increased their gross
forelgn exchange holdings by ebout USS700 million. After net use of Fund
resources equal to about USS$300 million, the gross official comvertidle
reserves are forecast to increase by about US$0.2 billiorn to reach about
USsl.5 billion at end-December 1980. This is equal to six weeks of imports
of goods from the convertible arez forecast for 1981,

c. Performance under the current stand-by arrangement

There is not much more to be said than was described in the paper
requesting the walver znd modification approved by the Executive Board on
December 3, 1980 (EBS/80/250, 11/19/80). The domestic credit targets were
exceeded but only marginally in view of the unanticipated acceleration in
he rate of inflation, and the fzct that part of the credit increase replaced
oreign borrowing by the enterprise sector which in the event was undertsken
v the Kational Bank. The end-year tzrget for borrowing by the federal bud-
et from the Nationzl Bank will not be exceeded. The fact that z sizable
amount of foreign borrowing was done by the Nationel Bank in place of enter~
prises meant that the net foreign asset position of the XNational Bank
deteriorated by more than originally forecast. If it had been known at the
time the stand-by arrangement was negotiated that the law would be changed
to permit the National Bank to obtain foreign financial credits, the rele-
vant ceilings would have been defined differently and they would not have

heen broken.



In broader economic terms, in the mission's view the results of the
stabilization program have been quite successful. The external target for
the current account deficit was achieved, and this was the most pressing need.
The sharp reduction in the growth of real domestic expenditure assisted the
improvement in the external sector Price performance was a weakness, but
explainable, and with the prospect of improvement in 1981. Similarly,
performance under the federzl budget was 2 disappointment, but in 1981 a turn-
around is foreczst.

‘Forecasts for 1981

The target current account deficit for 1981 has been set at
US$1.8 billion (2.3 per cent of GSP), or USS0.4 billion less than the expected
1880 outcome. It is predicted upon an increase in the value of exports of
19 per cent (+7-8 per cent in volume) and in the value of imports of 11 per
cent (-3 per cent in volume}. On this assumption, the authorities believe
that GSP can increase in rezl terms by about 3 per cent, the same as in 1980.
Real domestic expenditure is to remain at the 1980 level, an increase of
2.5 per cent in private consumption being offset by a decline of 5 per cent
in fixed investment. Real public sector consumption should continuve to decline.
The authorities sre hesitznt to put an official forecast on price increases,
but for necessary working purposes they are implicitly predicting an increase
during the vear of around 20-25 per cent. The higher end of the range seems
the more probable outcome. However, it would represent z substantizl slowdown
from the 1980 experience. Rezl personal income pavments per emplovee are to
rise by 1.0-1.5 per cent, in line with productivity.

The question marks zre mostly with the import forecast. For the
second consecutive vear, real output is to increase znd the volume of imports
to fall (although by much less than in 1980). Officials explain the assump-—
tion by pointing to the sharp change in the pattern of domestic expenditure
from import-intensive ceapital goods and certain consumer goods (e.g., auto—
mobiles) to less import-intensivg raw materials aznd intermediate goods. They
believe also that there is still a large amount of unused domestic czpacity
and that additions to inventories will be smell. Past statistical relztions
between imports and production are highly varisble. Moreover, the Lnd&rl\’lng
relationship is undoubtedly changing as & result of current policies. Om
balance, the mission &accepts the Yugoslav forecast, although it will not be
easy to achieve, As in 1980, comsiderable weight wust be given to the.
authorities' statement that the external target is paramount and that other
targets, including thet of domestic growth, will be adjusted, if necessary,
to achieve it.

Finencing the current zccount deficit will involve a similer mix-
ture of sources as in 1980, including the further use of bilaterzl bzlances
(USsG.3 billion), compensatory borrowings by the commercizl banks (USS0.4 bil-
lion), and financial borrowing by the National Bank (US$0.8 billion). Assunming
the met use of Fund credit of USS0.65 billion, the gross officizl convert—
ible reserves would rise by US$0.3 billion; those of commercial banks would
not change. It 1s possible that the National Bank will obtain more than the
zbove amount of financial credits. Any additional amount would be used to
repay short—term debt and/or increase gross official reserves.



Monetary policy in 1981 is again being based on a slower increase
of momey supply than nominal GSP. Money supply and credit are to increase
during the year by 22 per cent compared with an increase of about 26 per
cent in GSP. In our view, these targets are conservative, especially since
the price assumption may be exceeded. In the public sector, expenditure is
again to grow more slowly than nominal GSP and noneconomic investment should
again decline in real terms. The deficit of the proposed federal budget is
reduced from a possible Din 21 billion in 1980 to Din 1 billion in 1981.
The improvement will probably come from increasing some sales tax rates.
4fter allowing for bond amortization payments, National Bank lending to the
budget would fall from Din 9.2 billion in 1980 to Din 4.6 billion.

Medium—term policies

The 1981-85 Plan is currently in its finel three months of elabora-
tion. The brozd aims have been decided, but between now and March 1981 more
detziled projections, including, for example, sectoral investment targets,

1 be made. The Plan assumes that the stabilization effort will continue
roughout the period, with special emphasis on the external sector. The
mulztive current account deficit has been set a2t about US$6.0 billion with

m of reducing the 1985 deficit to some USS700-800 million, which would
s than 1 per cent of GNP. Rezl social product is to increase at about
:»> per cent per amnum. Private consumption is to grow at an annual rate
u
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t 3 per. cent. Investment is to grow more slowly (averaging about
cent per annum) and is to be directed principally to the productive
sector; investment in noneconomic sectors will be low. Total domestic
expenditure is to increase by about 1.0-1.5 percentage points less per ennum
than social product, thus releasing rescurces to the externzl sector. As
ndicated, activity in the first year of the Plan period will increzse rela-
tively slowly. It is hoped that an acceleration can occur during the course
of 1882-85.

e
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Within the production sector, priority areas have been established
which will improve export supply and permit import replacement. They
include agriculture, energy, basic raw materials, export-oriented indus-
tries generally, and domestic and externzl transport. Forecasts of output
nd consumption trends until 1985 imply that the economy will becowme less

TV

izport—intensive during the next five vears. An important feature is a
greaster degree of pooling of resources between enterprises and republics to
avoid wasteful duplication of investment.

mid—-1981 the World Bank will be conducting a detailed study of
81-85 Plen and its investment strategy. The current thinking in the

Benk 1s that the program is appropriate, although it is clear that it
ecessitate a considerable effort and a large degree of cooperation
n enterprises and between republics.

Interest rate policy is currently being studied with a view to
meking it a more effective influence on the level of expenditure and resource
resource allocation. Proposals for presentation to-the Government are being
prepared by the Bankers' Association and other interested parties. It is

proposed to increazse both lending and borrowing rates with preferentizl rates
being given to the priority sectors. The basic assumption that real interest



rates should be positive has been accepted by most concerned. -However,
the possible initial average increzse in interest rates (perhaps 50 per
cent) would still leave them highly negative until the inflation rates
decline substantially. We gained the impression that the banks and

the less~developed republics are not as attached to the proposals as are

" the federal authorities and the Nationzl Bank. The proposzals zre to be

presented to the Government around Mareh 1381. We emxphzasized the opinion
strongly expressed by the Fund Board that & mzjor interest rate reform was

desirable.

Deteils of the proposed stand-by arrangement

The sttached drafr letter describing the zims end policies of the
abjlization program has been azreed with the Governmor of the Naticnzl Bank
and the Federel Secretary for Finence. They will present it to the Federal
Government for approval. It includes as performance criteria:

(i) quarterly ceilings on net domestic assets of the banking

budget;

(1i1) quarterly limi m— and long-term foreign berrowing

ts i
in convertible currencies, including that bv the National Bank;

the net foreign assets of the Xaticnal

hY

/
Bank, excluding changes due
(iii) above and less compensatory borrowing by the commercial benks; and

(v) the usual clause on trade and payments restrictioms.

The guantitative ceilings are set out iIn the attached table. Pro-
vision i1s made in the stend-by arrangement for consultations with the TFund
to ezgree on the programs for 1982 and 1983 and quantifiied performance criteria
for those years before the first purchase can be made in each of these VEeATS.
The mission believes the program warrants support of the Yugoslav
request. Tergets and policies for 1981 represent & comtinuetion of the
basically good 1980 outcome and the authorities were convincing when stres-

sing their determination to have policies implementec effectively., HoTe
detail on 1982-85 targetc will become available in 1881, but we believe the
guentification we have, combined with the explicit undertzking in the letter
cf intent to describe the 198'—85 Plen in wmore detail Jzter in 1881, is
adequate at this stage. The structural changes that the 1981-85 Pizn
embodies are in our view azchievatle and of a2 chareacter that should lead

to 2 significent improvement in the balznce of payments by increasing
exports and reducing the reletive cdemend for imports.

The total amouant of SDR 1,662 million is civided into three equal
annual amounts of SDR 554 million. Within this, there is a2 first purchase

.of SDR 176 million (32 per cent of the totazl) and three subsequent purchases

-

of SDR 126 million each in the first vear.
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Conclusion and recommendation

, We recommend that you approve the Yugoslav request for a new stand-by
arrangement, as described above, based on the attached letter of intent. If
vyou accept this recommendation, we shall so inform the Yugoslav auvthorities,
Any changes requested in the dreft letter after comsultation with other
departments will be forwarded to Belgrade.

: If you approve the request, we would expect to have a draft Board
paper for vour approval in the first half of January..

Attachment

cc: Mr. Hzbermeier
Mr. Hood

r. Whittome
r. Finch
r. Goode
ir. Mohammed
ir. Nicoletopoulos
i{r. Van Houtven
¥Mr. Ungerer

r. ¥Watson
Paris Qffice
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December 3, 1980

Tos Troasurer .
Internal Auditor O ,///
Director, Europésn. Bap&rtmant 1
Director, Exchenge and Trade Relations Department

Bireetor, Legoel Department
Froms The Aetihg‘Saéretary

Subjeets Tugoslavia - Vaiver of Performance Criteria and
ﬁbdifieatian of Stand-By &xraﬁgemgnt

Lt EBM/80/175 (1213&39} the Executive Board approved the
decision set forth in EBS/80/250 (11/19/80), with the date
Hovenber 26 inserted in lises 1, 3, and 7.
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FROM Claﬁdio ioser ,,7f"

SUBJECT : Yugoslavia: Precedents on Six-Monthly
Quantitative Performance Criteria

The use of six~monthly performance criteria has been very.ihfrequent
in recent upper credit tranche stand-by and extended arrzngements, and was
usually applied in special circumstances. Among all stand-by arrangements
oncluded since 1976, only those with Itely (1977) and Equatorial Guinez (1980)
envisaged six-monthly phasing, and in the latter case mostly due to difficul-

ties in obtaining the relevant statistical information. In several other -

instances the first phased purchase was scheduled for a periecd of about six
mcnths after approval, but mostly reflected the lag between the specified
dzte for the first ceilings and the reporting of the information. The only
extended arrangement that envisaged six-monthly performance criteria was

‘concluded with Kenya in 1976. Thereafter all arrangements included quarterly’

performance criteria after the first ceiling.

With regard to external debt ceilings, the common practice.has been
to set limitztions on an annual basis, with subceilings on shorter-term
meturities., Ceilings zpplied most frequently to commitments. In several
stand-by and .extended arrangements limitations applied to net debt outstanding
but on & quarterly basis. Among recent arrangements with that feature, the
following can be mentioned: Costa Rica 1980, Egypt 1877, EHonduras l,?Q,
Mexico 1877, Romznia short term 1977, and Yugoslav1a 1980. In principle there
would be no probl.:m to apply longer terr ceilings to net disbursements as has
been the common prdctice with ceilings on externzl debt commitments. With .
regaerd to balance of payments tests, whenever they were present in recent
arrangements they were applied on 2 quarterly basis. The only recent instances
where longer periods were incorporated were the six-monthly net foreign assers
target in the extended arrangement with the Philippines (1976) and the equiva- - 1
lent target on convertible currencies for Romania (1977), where the ceilings ‘
were established for nine months after the approval of the stamd-by. .- ]

The issue of the. phasing of net foreign assets performance criteria
should be viewed not only with respect to prior practice but in the light of
the frequency of use of this particular objective. In z number of the recent
arrangements no balance of payment test was incorporated, as its effectiveness
fér monitoring exchange rate policies is somewhat controversial. However, for
Yugoslavia with its very low level of external reserves and its somewhat '
precarious extermal competitive position, given the recent sharp increase in
domestic prices, there is an argument for centinuing Wth the close monitoring
of the net foreign assets position.

In sum, while there would be no problems with performance criteria for
external debt on 2 six-monthly basis there does pot seem to be strong rezsons
for changing the quarterly basms for other performance criteriz, particularly
with 'espect to domestic credit.

ce: Mr. Mookerjee
Mr. Manison
¥r. Buyse
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Rose pate: November 26, 1980

FRoM : Geoffrey Tyler a0

susJect : Yugoslavia--Frequency of Performance Criteria

Mr. Loser is continuing to look at the precedents with respect to half-
yearly as against quarterly performance criteria. It is possible that the
results will show that we have been particularly strict on Yugoslavia with
respect to the ceilings on foreign debt and net foreign assets of the National
Bank. If this appears to be so, I have asked him to speak to Mr. Moockerjee
and to obtain his view about whether we should have second thoughts on how
we treat Yugoslavia. If he thinks there is a case for semi—annual criteria
in the external sector, I have asked him to discuss the matter with you, so
that Mr. Manison and Mr. Loser can bring the departmental view with them.

:<:>‘ ce: Mr. Loser

Mr. Manison




November 26, 1980

MEMORANDUM FOR FILES

'Subjecﬁ: Yugoslavia

Mr. Ruding outlined to me his discussions with the Yugoslav
authorities. In the main they parallelled those of the recent missjion.
However, there were several points regarding the proposed new stand-by
arrangement that should be recorded.

1. The Yugoslévs have apparently fully decided to ask for
the maximum amount per year, i.e., 200 per cent of existing quota.

2. They would like the stand-by arrangement to be finalized
as soon as possible. I told Mr. Ruding that, quite apart from the
Yugoslavs' wish, we had internal reasons for wanting to finish our

.report at the earliest possible date.

3. The Yugoslavs would like front loading. I said that,
vhile a modest amount would be normal, it was unlikely that we would
agree to a major degree of front loading. (Our brief authorizes
SDR 150 million out of a total of SDR 554 million for 1981, which is
27 per cent.)

4, The Yugoslavs would prefer to have performance criteria
operative at six-month intervals and would accept corresponding phasing
of the money. I told Mr. Ruding that my own view was that we would be
unable to accept such an innovation. ({As a practical matter, it would
mean only one check point in a year, June 30, since December 31 is over-
taken by the following year's program.) The Yugoslav desire arises from
their belief that they find it difficult to adjust their planning and
administration to quarterly intervals. I cannot see why their problems
are greater than those of anyone else, :

=\

- Gedffrey Tyler

cc: Mr. Rose o~
Mr. Manison
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November 26, 1980

MEMORANDUM FOR FILES

TN

'Subjecf: Yugoslavia

Mr. Ruding outlined to me his discussions with the Yugoslav
authorities. In the main they parallelled those of the recent mission.
However, there were several points regarding the proposed new stand-by
arrangement that should be recorded.

1. The Yugoslévs have apparently fully decided to ask for
the maximum amount per year, i.e., 200 per cent of existing quota.

2. They would like the stand-by arrangement to be finalized
as soon as possible. I told Mr. Ruding that, quite apart from the
Yugoslavs' wish, we had internal reasons for wanting to finish our

.report at the earliest possible date.

3. The Yugoslavs would like front loading. I said that,
while a modest amount would be normal, it was unlikely that we would
agree to a major degree of front loading. (Our brief authorizes
SDR 150 million out of a total of SDR 554 million for 1981, which is
27 per cent.)

4. The Yugoslavs would prefer to have performance criteria
operative at six-month intervals and would accept corresponding phasing
of the money. T told Mr. Ruding that my own view was that we would be
unable to accept such ‘an innovation. (As a practical matter, it would
mean only one check point in a year, June 30, since December 31 is over-
taken by the following year's program.) The Yugoslav desire arises from
their belief that they find it difficult to adjust their planning and
administration to quarterly intervals. I cannot see why their problems
are greater than those of anyone else. .

“

Gedffrey Tyler

cc: Mr. Rose
Mr. Manison
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Office Memorandum

. Mr. Rose pate: November 26, 1980

raom : Geoffrey Tyler d;W

supJecT : Yugoslavia--Frequency of Performance Criteria

O
I
.
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Mr. Loser is continuing to look at the precedents with respect to halfw-
yearly as agdinst quarterly performance criteria. It is possible that the
results will show that we have been particularly striect on Yugoslavia with
respect to the ceilings on foreign debt and net foreign assets of the National
Bank. TIf this appears to be so, I have asked him to speak to Mr. Mookerjee
and to obtain his view about whether we should have second thoughts on how
we treat Yugoslavia. If he thinks there is a case for semi-annual criteria
in the external sector, I have asked him to discuss the matter with you, so
that Mr. Manison and Mr. Loser can bring the departmental view with them.

cc: Mr. Loser
Mr. Manison




To: Office Memora 1nd 1
D= 20
The Managing Director —
70 : The Deputy Managing Director L/”/’ DATE: November 21, 1980

FEON. @ L.A. Whittome /(Aﬁl//

SL84CT : Yugoslavia--Briefing Paper for Stzff Visit to Discuss
Possible Use of Fund Resources

A mission is to visit Belgrade from December 5, 1980 for about two weeks
to discuss possible use of Fund resources. A draft briefing paper is attached

for your approval. It has been cleared with Mr. Mookerjee (ETR), Mr. Rhomberg (RES),

Ms. Lachman (LEG), Mr. Wittich (TRE), and Mr. Conrad (FAD).

The paper should be returned to the European Department.

Attachment

cc: Mr. Watson




CONFIDENTIAL

INTERNATIONAL MONETARY FUND
YUGOSLAVIA

Briefing Pzper — Use of Fund Resources

Prepared by the European and Exchange znd Trade éﬁf%iz?//
Relations Departments ~f
Approved by L.A. Whittome and S. Mocker jee C;Aﬁ
. AN
!l

Noven 9 Jg////
Yovember 21, 1980 // Gl

I. - Introduction

5.

A staf
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Buyse (EUR), and, &s secretary, Mrs. BzZilev (EUR) will visit Belgrade from
December 5 to 19 for discussions relating either to the setting of performance

criteria under the existing stend-—-by arrangement or, &s 1c assumed to be more
likely, for the negotiztion of a new enlarged stand—by arrangement for two OT
three vears.

The currint stand-by arrangement, which covered the second and third
credit tranches plus SFF, was approved on June 6, 1980 for the period up to
December 31, 1681 in an amount eguivealent to SDR 339.325 pillion to be
financed from the Fﬁnd general resources (41 per cent) and from the supple-
mentary financing facility (59 per cent). One purchase equivalent to
SDR 150 million has been ﬁade to date under the arrangement. If perfo;mance
criterie for September 30, 1980 had been observed further purchases up to the
ecuivalent of SDR 50 million could have been made from November 15, 19801
until the encd of the year. Thereafter, no further purchases could be made

until policy intentions and quantitztive performance criteria for the year

1981 were-agreed with the Fund.

mission comprising Messrs. Tyler (EUR), Manison (EUR), Loser (ETR),




In the event, three of the four performance criteria set for September 30,
1980 were not observed, namely those on net domestic assets of the banking
system, net credit of the National Bank to the Budget of the Federation and
the cumulative change in net convertible foreign assets of the National Bank.
The authorities, in a leéter dated November __ , 1980, have requested a
waiver on the aforementioned performance criteria and a modification on the
limits set for December 31, 1980 on net domestic assets of:the banking system
and on the target for the cumulative &gcline in net foreign assets of the
National Bank. The staff paper to which this letter is annexed is to be
discussed by the Board of Executive Diéectors on December 3, 1980.

Yugoslavia's use of Fund,resdurces is summarized in Appendix I. As of
November 14, 1980, the Fund's holdings of Yugoslav dinar amouﬂted to the
equivalent of SDR 866.4 million, or 312.8 pef cent of gquota. Two purchases
of SDR 138.5 million, each equivalent to 50 per cent of quota were made
unnder the CFY in May 1979 and February 1980, respectively. Outstanding pur-
chases under the oil facility amount to SDR 91.7 million, or 33.1 per cent
oi gqueta. Yugoslavia's holdings of SDRs on November 14, 1980 amounted to

SDR 60.1 million, or 47.3 per cent of net cumulative allocatiom.

IT. Economic Developments and Prospects

Section 11 covers the same ground as that in the recent 45-hour report
to Management. It would suffice to read the last two paragrephs of this section.
following a substantial deteriorztion in the balance of pavments and
externel reserves position and the emergence of increased inilatiomary pres-—
sures in ;979, the authorities embarked on a stabilization program in 1980.

This gave top priority to reducing the current account deficit of the bzlance



of pavments from US$3.7 billion in 1$7% to USS2.5 billicon in 1980. The
authorities have achieved z nunber of favorable results so far. The current
zccount deficit of the balance of pavments is expected to be around US$2.3 bil-
licn in 1980 (3 per cent of GSP, compared with 6 per cent in 1975). Policies

of financial restraint and the relsted easing of domestic demand pressures

7, 1981
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together with the sharp depreciation in the Yugoslav
following freguent small adjustments in the exchange rate over the first part
of the year, contributed to the improvement in the current account of the

bazlance of pzyments.

The mest unwelcome zspect of the recent economic performance lias been

the zcceleration in domestic price increases. <he retzil price index was 31 per
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tember 1980 than & vyear earlier, compersd with an increase
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cent higher in
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¢f 22 per cent during 1979. The scharp upsurge in prices during 1980 is atrri-
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higher import costs in fcrelgn currency terms, together with the impact ¢f
an array of zdministered price adjustments to correct distortions, particu-
lerly 1in the energy, agriculturel, and transportation se&ctors.

Tﬁe sutherities have been very successful in restrzining the growth of

domestic demand in 1980. Real domestic expenditure, wvhich rose by 9.5 per

cent in 1979, is now expected to fall by 2.6 per cent in Lart because of

additional measures of demend restraint that were appiied during the vezr to
ensure achievement of the bzlance of payvments objective; real domestic expen—

— ey

izure had orizirnzlly been projectec to rise by 3.7 per cent. The lztest

t
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“crecasts incicate that real private consumption will rise by only 1.0 per

cent in 1680, zfter increasing by 6.0 per cent in 1979, vhile reel fixed

nvestment is expected to fall by 1.9 per cent following &n increase of

=
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4.6 per cené in 1979. The substantial moderation of domestic demand pres=
sures pérmitted a shift of resources into the external sector and helped
to offset partly the negative impact of the decline in real domestic expendi-
tures on the growth of domestic production. As a result, real GSP is now
forecast to rise by 2.5 per cent in 1980 compared with the original forecast
o 5 per cent and of a recorded outturn of 7 per éent in 1979.

Incomes, fiscal and monetary policies have all made significant con-
tributions to alleviating domestic demend pressures in 1980; The growth
o7 moninel personal incomes in the socialized sector has been kept well
within prescribed limits. This develop@ent in conjunction with the accel-
erazion in cost of living increases has led to an estimated fall of 8-9 per
centz in real personal incomes in the first nine months of 1980 compared with
the corresponding period of 1979. The growth of public expenditures has been
substantielly curtailed in 1980. - Real public consumption expenditures are
fsrecest to rise by only 0.8 per cent compared with an increase of 7.9 per
cant in 1979, while a considerable reduction has been effected in nonproduc—
tive investments. Forv1980 as a whole, the public sector is expected to be
in surplus. The relatively effective implementation of incomes and fiscal
tolicies in 1980 has arisen largely from the strict observance of the quan-
titative guidelines that were agreed in social compacts concluded between the
republics, autonomous provinces, socio-political bodies, and enterprises
st the beginning of 1980.
Tre financial program for 1980 called for the growth of the money suppl?
z2¢ comestic bank credit to rise by 22 per cent over the 12 months to December

920, which was the same rate as that of projected nominal GSP. Although



it was not sufficient to offset the contractionary impact of the greater-than-

expecteé fall in net foreign assets of the banking system. As a consequence,
the money supply rose at an annual rate of around 20 per cent in the first
three quérters of 1980. Given these developments and. the revised projected
growth rate for nominal GSP of 33 to 34 per cent, the Yugoslav authorities

ia October revised upward their targets for the growth of domestic bank
credit and the money supply for 1980. The increase in domestic bank credit -
is novw expected to be limited to 28 pef cent, with 2.5 percéntage points of
the increase being attributable to the effects of the June 1980 depreciation
ox the outstanding value of dinar credi%s to residents linked to the exchange

. The money supply is now forécast to rise by 24 per cent in the

-
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12 months to December 1980, which would imply a considerable rise in the

income wvelocity of circulation of money.
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improvement in the current account of fhe balance of payments

hzs bzea due solely to the large reduction in the trade deficit, the fall

in which was USS$1 billion greater than originally foreseen. The dollar
vzlue ;nd'volume of exports rose byv30 per cent and lO‘per cent, respec-—
tively, in the first 10 months of 1980 compared with the same period of
1979. In contrast, the value of imports increased by only 8.5 per cent over
the szme period, with their volume declining by about 12 per cent. For the
full wear, the volume of exports had criginally been projected to rise by

& per cent, while import volume was projected to fall bv 9 per cent. Al-

though receipts from tourism have risen at a faster rate than planned during
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, substantial withdrawals from foreign exchange deposits by Yugoslavs

wor=ing ebroad in the first part of the vear and the higher than foreceast




rise in interest payments, are expected to result in net service receipts
teing USS0.8 billion less than originally forecast.

Developments in the external capital account were disappointing in the
first part of 1980. Originally it had been expected that the greater part of
the current account defiéit and the amortization of loans would be covered by
zecdium and long-term borrowing by the enterprise sector. This wouléd have per-
zicted an increase in gfosé convertible external reserves equal to exceptiohal
sorrowing by the banking system 1/ plus net purchases frow the Fund. However,

vhile enterprises were able to obtain the normal flow of suppliers' credits

H

they cculd not secure the additional fimencial credite. The shortfall was
ettributeble in part to noneconomié factors, especielly the illness and
ceztrn c¢f President Tito, but was due also to the substantial deterivration
in tie bzlance of payments invl979, which made foreign beanks ceutious about
co-rmitting loans to Yugoslavia until a recovery could be clearly ciscerned.
is z consequence, the authorities were forced to increzcse their utili-
zztizn of lines of short-term foreign credits and to dravw upon their low
level .of gross official reserves. tllorecver, foreign banks indicatec their
creference to extend financial credits directly to the Natjonalbkenk rather

ik 1s currently
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thzn to the enterprise sector. OCn this basis, the

a large awount of financiel credits from abroad, which will be

usec te repay short-term credits and hopefully bolster gross cificicl reserves.
te erc of Cctober 1980 official intcrnatiornal rescrves amounted To
7€<¢1,2%4 willion, which was equivalent to less than one month's imports of

czCs znd services. The present forecast is that these reserves

+i21 be increased to USS$1,600 willion by enc-1980.

s is borrowing by the commercizl banks at the request cof the Nationzl
or the purpose cf supplying officizal internetionel reserves.




meflecting the shortfall in external borrowing by the enterprise sector,
the increzse on level of convertible currency external debt outstanding
(original maturities of one year or more and excluding outstanding purchases

rom the Fund) has been well within the limits specified as performance

y

eriz under the current stand-by arrangement.
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Juring the recent staff mission to Yugoslavia the asuthorities stressed
repeatedlv their need to continue with restrictive demand management policies

n order to recuce further the deficit in the current account of the
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cf payments and to reverse the acceleration of price increases. At
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the szre time, 1981 marks the beginningiof the néxt Five Year Plan and the

cutherities will be effecting pollgv measures designed to restructure the

t‘?

econeny in accordance with the medium—term strategy. While economic policies

end cuentitative targets for 1981 have yet to be finelized, the follewing
lorecesty represent the preliminar Ty thinking of the autheorities.

The growth rate of real GSP is expected to rise slightly to 3 per cent

consumption expenditures are expected to increase at & slightly
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‘crecast to decline by over 5 per cent. The fell in the rate of cepital for-

s expected to reflect substantial cut backs in noneconomic invest-—
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zenis; thre flow of funds for pricrity projects in the denestic energy, agri
sulturel, ewport oriented manufacturing and the internal transport sectors

ent.anced. The mein impetus to growth is ciupected to come from the
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Preliminary forecasts for 1981 are based on a deceleration in the rate
of increase in the GSP deflator from 30 per cent in 1980 to 20 per cent in
1981. VWhile domestic price increases remain a major area of uncertainty the
authorities argue that the expected substantial slowdown in the rate of
increase of import price; and the absence of large adjustments in the exchange
rate and in administered prices in 1981 will combine with continued domestic

demznd restraint to produce a lessening of inflationary pressures.

I1%Z. The Program for the Stand—-By Arrangement

In theory, the mission might be requested only to discuss a continuation

the existing stand-by arrangement, in which case it would need to agree,

<
iy

ad referendum, on the quantified performance criteria for 198l. It is
expected, however, that the discussion will concern a new enlarged stand-by
srrazngement for two to three years. On this assumption, the mission will be
discussing a .tand~by arrangement of up to a meximum amount of SDR 554 mil-
lion (200 per cent of axisting gquota) per annum for two or three years. What
follows relztes to en ad referendum negotiation of a-new stand-by arrangement.

In examining the program that the authorities present, the mission will
be guided by the following maig principles:

(2) although the improvément in the current account will not con;inue

i 1981 at the same pace as achieved in 1980, a further reduction in the

[a W

or {about 2.5 per cent of projected GSP) is 2 necessary condition for

B

1
continued access to Fund resources;

(b) <the current account deficit in 1981 should be covered to the maxi-
rum extent possible by medium~ and long-term borrowing, not by an increase in
short-term debt. If possible, at least part of the increase in the latter

debt in 1981 should be repaid;

eficit in 1981 bv around US$0.5 billion to a level of not more than US$1.8 bil-




of ;ugoslav exports of ooods and services;.

A(e} whlle relat1vely restriétlve cemand p011C1es w111 need to Continue

e,

iz 1981, the authorities should zet to promote a p gtern of productlon and
. 3

&

invesiment that will assist the balance of payments in the wedium~term. In
rerticular, the plamned structure cof investment should be consistent with

lzssening of the relative importance of imported energy and an increased
: : .
supply of competitive exports. Interest rate policy should be such as to
uzoert investment zims; and
{f) 1incomes policy should continue to zim at keeping tlie growth of

-
icores a2t less than the increase in output per worker. It is realized,

mowever, that a reduction in real incomes on the scsle that occurred in

.9¢0 is probably not possible.

Tre targets for domestic growth and expenditure described in the previous

section would rep resent an adequate basis for demand nanzgement in 1981. The
—2in target that lookS‘difficult——indeed impossible to achieve--is the reduc-
ziom in the social product deflator to 20 per cent for 1881, since this

les that during the course of the year prices would rise only some

~13 ner cent, compsred with an incresse of 30 per cent during 19€1.

] Tre zolicy instruments to be used to achieve the targets will continue

* it te those utilized in 1980, namely a variety of social compacts amcng the

cerizus bodies involved in policymaking (enterprises and all levels of

~~<cvernrent ), dealing with public sector budget policies, incomes and prices

"y
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icies, and external policy, and the wmain centralized macro-imstrument,
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monetary policy. The mission will stress the need to continue with the
relzative effectiveness achieved in 1980 in arriving at consensus in the fields
of incomes and fiscal policies.

For monetary policy, the intention currently is to have money supply and
domestic credit increase‘at a lower rate than that of nominal socieal product.
On the basis of a social product deflator of 20 per cent, the target would
be an increase of about 22 per cent from December 1980 to December 1981. 1If
prices rise faster than implied by‘the above deflator, the pressure to expand
monetary aggregates by more than 22 per cent would become strong, since
there 18 evidence that st present, liqu&dity pressures on enterprises is
strong. 1t is easy to envisage z ﬁodification of targets based on the above
rate of increase being justifiable during the course of 1981. .Given the
uncertazinties involved, it would be reasonable to set credit targets only
for the first six months of the year with those for the second half being
determined atfa mid~term review, However, for domestic reasons, the suthori-
ties may wish to establish them from the beginning. If this is so, the
2ission would be willing either to agree to them on the basis described at
the beginning of the paragraph or on & slightly more peésimistic assumption
regarding price performance.

Given that the federal budget is a-small part of the public sector and

(s

hat borrowing from the National Bank of Yugoslaviaz hes not been excessive in
recent years, there is an argument for not continuing with a subceiling on
credit to the federal budget from the Katiomal Bank. Against this, discipline
iz the federal budget may help the federal authorities to gain similer disci-
pline in the rest of the public sector., The mission will aim at retzining

tis feature.




The crecit program should be accompanied by a more active intérest rate
Policy. The authorities intend to increase the average level of both lending
n¢ borrowing interest rates, although they will still remain negative in l
rez} rerwms until the inflation rate declines significantly. It is not yet
krowr whether the new sygtem will operdte from January 1, 1981. The letter
of iIntent should describe the new sfstem and should indicate that it will be
intrcduced at an early date. 4lso, the letter should indicate the aufhorities'
iatertion to adapt end, if necessa;y, strengthen the system in the light of
eXLEYiEnCE.

Sincg the wmedium-term strategy is ;Q redirect investment inte priority

erezs znc to discourage inefficient investment in general, and investment in

the rtonproductive sectors in particular, the letter of intent should include

i
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ied description of the investment program and its structure in the
i-§2 Plan. It should also include &s much information as possible on the
cxzacted impact of the program on the balance of payménts and the policies
that will be used to realize the zims of the Plan.

In the external sector, the letter of internt should indicate the author-
itZies' dntention to maintain competitiveness by approprﬁatevexchange rate
soZi¢y. The mission should explain that this would imply following the
telicy iz effect prior to the large 1980 cdepreciaztion, of relatively frecuent
:e;recfé:ions, cepencing on relative cost developments in Yugoslavia.

to the balance of payments should be
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ered slightly in light of the new development in 1980 whereby the lstional
tam &s becorpe, in effect, zn intermediery for Yugoslav enterprises in mediup-
I

¢ni long-term borrowing. Ceilings on necium~ and long~term borrowing should

therziore include such borrowings by the Kational Bank. 4As & corollary, the




talance of payrents test, the second performance criteria in the external
sector, should exclude changes in National Eank foreign liabilities resulting
ircm medium— and long~term loans.

The letter of intent, in addition to establishing a mid~term review for
the 1981 period, will aléo proﬁide for a review which will establish in more
concrete terms the policies and targets for the seccna znd third calendar
veers of the stand-bprfogram. The authorities will be told that no purchases
in a cezlendar vear subseguent to 1981 will be possible until the detailed

"

program and the guantified perfermance.criteria for that vear have been agreed
witn the Fund.

With respect tc¢ phasing of pu%chases within 1981, there seens no reason
for significant front lozding. The =missicn will propose that SPR 150 milliorv

be evaileble at the commencement and the remaining amount be available in

eciLel zmounts in the wmiddle of lMay, Auvgust, and Nevember 1GEL.
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Fund Relations with Yugoslavia

Quots

funds holdings of currency

Eoldings of SDRs

Zistribution of profits
From gold sales

Gold distribution

(As of November 14, 1980)

SDR 277 million.

SDR 866.4 million or 312.8 per cent of
quota, including holdings under the

. compensatory financing facility amount-

ing to SDR 277.0 million (100 per cent
of quota), and under the oil facility
amounting to SDR 91.7 million (33.1 per
cent of quota).. ’

SDR 60.1 million or 47.3 per cent of
net cumulative allocation.

US$32.9 million.

177,144,008 fine ounces.
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Sk Offzce Memorandum

MEMORANDUM - o+ . e . . November 19, 1980
“I..‘c: " - Mr. Hood
' " Mr. Goode
Mr. Mookerjee
Ms. Lachman -
‘Mr., Wittich
From: Geoffrey Tyler §7 '
Subject: Yugoslavia-—Draft Brief for Possible

" 'Use of Fund Resources

I attach a copy of the above f;rief. I would appreciate receiving
your comments by close of business on Thursday, Novémbe:c'ZO, 1980. As I shall

be absent, they should be sent to Mr. Manison, Ext. 7-3369.

Attachment

cc: Mr. Whittome ./
Mr. Rose
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Office Memorandum

0 :  Mr. Whittomg, DATE: November 17, 1980
FROM L.G. Manison /M
SUBJECT : Yugoslavia——Briefing Paper

Please find attached a copy of the draft briefing paper for the forth-
coming stand-by arrangement mission to Yugoslavia, : Section III -

is essentially unchanged from the draft you saw last week.

Attachment
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Office Memorandum

O ,

o Mr. WhW pate: November 17, 1980

rroM : Geoffrey Tyler 5)

susJecT : Yugoslavia--Foreign Borrowing

I attach part of a minute dealing with our discussions on the agbove

subject. It contains, inter alia, the present state of the various negotiations.

Attachment

cc: Mr. Manison
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Meeting No. 7

IT. Foréign Borrowing bv the National Bank

Mr. Marjanovi€ explained that he would only describe the prospective

borrowing by the National Bank, as the overall indebtedness policy had been

discussed already in earlier meetings. He described the various arrangements

with commercial banks that had been concluded or were to be concluded by the

end of the year.

¢

Country

Concluded

Kuwait

Austria (syndicated loan)
Iraq

To be concluded
Libya

Italy

France

Germany
Switzerland

Possible

iU.S., U.K., Canada, and Japan

Total (excluding 3)

Amount
1980 1981

(in millions of ©.S. dollars)

[

'
i

250 (259) not cmecluy
100 e
75 -
875 425
75 . 75
200 200
150 . 150
350(to 400) Similar to 1980
100 Chea
400 ...
400 N
1,300 425
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N A
N Among those agreements to be concluded, the Italian authorities had

confirmed that they would sbide Sy fhe comnitments of the previous Government,
" agreed during the summer of 1980. The banks were now ready to initiate dis-

cussions, as they had special incentives to enter into agreements due to the

special mechanisms by which loans were directly subsidized by the Government.

fiﬁwﬂaﬁa%rﬂ%en the agreements were concluded, the loans would be disbursed in liras

.
&EJ ; since Yugoslavia would otherwise have to convert dellars inte lira. French

.

banks were considering an amount equivalent to USS$150 million but it was
(jj‘ possible that larger amounts might be obtained. NKegotiations would commence
’ .
curing the next few days and there was a possibility that similar amounts
would be granted for 1981. The German banks were currently offering about
DM 600~700 million, somewhat less than previously expected. It was interesting
(m\ ; to mote that German banks were not curr¥ently asking for a guarangee by the
Government. They preferred to link the borrowing to the limits of lending by
EERMES (the export insurance agancy). They preferred to proceed in that fashion
2s it helped develop relations with commercial banks in Yugoslavia. But
o the negotiations at this point were held with the ﬁational Bank ana the
relations with other banks was effectively a by-product of the agreement.
Swiss bagks had been approached as well, and they had initially offered
E iOD million; but an amount of US$100 million was being discussed at the
ac=ent. This loan was to be granted at the most favorable terms.
The most complex situation related to negotiations with the American,
British, Canadian, and Japanese banks. Ten banks were already willing to

provide US5250 million, but the total amount could easily reach US$400 million.
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Tne terms were in principle not unfavorable: the final maturity extended to
seven years, while the grace period would be three years. The major problem.
25 the interest rate spread. The banks had offered a 1 3/8 per cent over LIBOR,
wnich was considerably higher than the spread previously offered to Yugoslav
commzercial banks, énd those offered by Kuwait and Austrién banks. 1In addition,
it placed Yug%lavia at a disadvantage withvrespect to the rating of other
important:borrowers and for future loans Yﬁgoslavia considered the issue of the
spread more important tham-the amounts and had objected to'fhe proposal, oﬁ-the
grounds that an acceptance of the terms offered would deteriorate the position
of the country vis—i-vis other creditors. Currently a new meeting was scheduled
to £try to find an adequate solution. It was possible that the terms would not
be accepted as some of the proposed changes were purely cosmetiﬁ; the spread was
reduced but the utilization fee was increased. In any event, the outcome
wvas not certain at this point. It was clear that the established borrowing goals
vere difficult to achieve, but significant amounts would be obtained and dis-
bursed during 1980.

With regard to the access to financizal assistdnce from the Soviet Union,

Mr. Mardanovi€ indicated that the bilateral payments agreement with the U.S.S.R.

¢id not envisage financial credits. Currently lines of credit exiéted for the
purcEase-of machinery for an amount of between US$520 million to US$750 million.
But these suppliers' credits were slow in their disbursement pattern and only
zbout 55 per cent of the tot2l had been utilized. 1In addition, the trade
balance had been negative for the last year and a hzli, and the situation had

ceteriorated as a result of the increase in the price of oil over the last year.
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The balance in favor of the U.S.S.R. had amounted to a total of US$800 million:
in recent months.

With regard to the general prospects in the global balance of payments,

Mr. Marjanovil indicated that significant amounts of short~term credit had
been utilized in the recent past, but that the prospecti?e foreign exchange
dévelopments in the last months c¢f the year would provide for an adeguate
coverage of expenditures until the end of fhe year,, The increase in reserves
would be lower than had been originally projected, becéuse some short-term debt
hed to be repaid, but eventually resefves would be reconstituted to more
appropriate levels, TFor the year as a whole, a small increase was projecte& in
the reserves of the National Bank with somewhat smaller increases envisaged for

-

the commercial banks. To é large extent the borrowing by the National Bank
would not be channeled to the rest of tbe financial system. The commercial
banks would, therefore, be forced to use part of their foreign ethange hold-
ings, rather than fhose held by the National Bank. He estimated that gross
reserves were to amount to about US$2.45 billion. by the end of 1980.

Mr. Tyler inquired about the expected use of Fund resources in the near

future and whether they would result in reserve increases. Mr. Marjanovié

explazined that the authorities had the intention to channel most Fund resources
to reserves, within the sovereign rights of Yugoslavia to use its assets.
Afrer discussing the program of activities for the next two days, the

meeting was adjourned at 5:45 p.m.
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TO The Managing Director pate:Noyember lt7 1980
FROM L.A, Whittome /W ‘\fj?
SUBJECT : Yugoslavia~~Comments on Paper "Yugoslavia—-Walver and

i

Modlflcatlon of Stand-By Arrangement”

Thank you for your comments on the Yugoslav paper.

The relationship between the growth rate of real GSP and the current
account deficit of the balance of payments does raise problems in Yugoslavia,
and at the time of the formulation of the stand-by program the staff team
argued that, based on historical relationships, the current account deficit
of U5$2.5 billion did not seem compatible with the original planned growth
rate Of 5 per cent. Indeed, the staff has earlier persuaded the authorities
to Accept USS2.5 billion as the targeted current account deficit for the stand-
by program instead of an officially projected US52.0 billion. In the staff
appraisal to the Staff Report (SM/80/119, pp. 12-13), it was further noted
that "the targeted reduction to a deficit of no more than US$2.5 billion is
ambitious" and "that the authorities have emphasized their determination to
adig§§_policies if it appears that the external target is not being reached."

We therefore anticipated an incompatibility between the targets but
foresaw that it would be the external target that would give, Instead the
growth target was not reached, partly because the authorities were intent on
keeping the current account deficit below US8$2.5 billion. Moreover the current
account target was more elusive than had been foreseen because of a deteriora-
tion in the terms of trade that was greater than originally anticiapted. In
setting up the stand-by program for 1981, the staff will be paying close attention
to historical relationships between real GSP and import flows, and stock move-
ments in 1980, bearing in mind that past relationships have at times been dis=
torted by administrative controls on imports.

You also questioned whether it would not have been more realistic to
raise the limit for December 30, 1980 on National Bank credit to the budget of
the Federation, given that the Federal Government had fully used up its credit
allocation by mid-year. On this matter, Governor Bogoev and Deputy Governor
Marjanovic of the National Bank of Yugoslavia stated emphatically that further
National Bank credit would not be provided to the Federal Government budget in
1980, adding that the Federal Govermment would have to reduce expenditures or
obtain finance from other sources. It should be noted that the impact of opera-
tions of the Federal Government on the implementation of the overall financial
program are not of prime significance insofar as the budget of the Federation
accounts for only about one fifth of total consolidated public sector transac-
tions. We accepted the National Bank's views as we were very conscious that if
we pushed a higher ceiling we would be undermining their ability to re51st a
growth in thé monetary financing of the deficit.

s
"ce: Mr. Tyler
Mr. Watson



Mr. Tyler ' November 13, 1930
L.A, Whittome

Yugoslavia Paper

I have written 1n a pumber of suggestions and queries on the attached
draft. Hay I also go back to paragraph 5 of the draft letter of intent. It nay
well be wight but the last two sentences read oddly in the sense that after the
reference to $13.3 billion one would hardly expect to see 2 lower figure namely
$13.1 billion bui perhaps I have misunderstood the inwardness of what is ionvolwved.

Resides the scribbled comments a couple of points concern me. The first
iz that we say remarkably little about the finances of the public sector despite
the suggestion that we walve the September 30 subcelling. The draft letter men~
tions a decline in receipts but this point dees not seem to have beers picked up
in the paper dlteelf. There is alse the zsscciated point which may need something
more being said about it nsmely that the Government will now borrow from the com-
mercial banks instead of the central bank. My second concern is that the balance
of the paper seems to glve some overemphazis to the current account perhaps.insvii-
~ably given the prominence on the current account target. But, however, a conge-
quence is that the paper seems to be getting into the position in which an improve-~
ment in the current account is a good thing irrespective of the way in which it
has come about and that is a step that I would hesitate to take too blandly.

Finally a2 emall point are the credits that have been revalued credits
in foreign exchange but if so do we need to explaln how they are included in the
unet domestic assetg of the banking svstem.
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&5 Office Memorandum
“TARY
The Managing Director
10 . The Deputy Managing Director pate: November 13, 1980
FROM @ L. A. Whittome
SUBJECT : Yugoslavia—--Waiver and Modification of

Stand-By Arrangemert

I attach a draft paper on the above subject. It has been approved

by Messrs. Mookerjee (ETR), Rhomberg (RES), Wittich (TRE), and Ms. Lachman (LEG) .

We have agreed with Secretary's Department to place it on the agenda
for Wednesday, December 3, 1980, since that is the last date on which any member
of the recent mission will be in Washington prior to departure to Belgrade for
the second round of discussions regarding a new stand-by arrangement. In this
circumstance, we must circulate the paper by next Wednesday. I would therefore
be grateful if you could look at the draft as a matter of urgency. The paper
is not on the list of those we expected to send to you this week, because the
mission did not returmn until last Monday.

The paper should be returned to the European Deépartment.

cc: Mr. Watson
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DRAFT
11/12/80

The Program for the Stand-By: Arrangement

<
In theory, the mission might be requested only to discuss a.continuation
of °the existing stand-by arrangement, in which case it would need to agree,
ad referendum, on the quantified performance criteria for 1981. It is

expected, however, that the discussion will concern a new enlarged stand-
O ) '

-by arrangement for 2-3 years. On this assumption, the mission will be

"discussing a standwby‘arrangement{up to a maximum amount of SDR 554 million

(200 per cent of existing quota) per annum for two or three years. What
follows relates zﬁgraéaye to an ad referendum negeotiation of a new stand-
by arrangement.

In examining the program that the authorities present, the mission
will be guided by the following main principles:

(a) although the improvement in the current account will not continue
in 1981 at the same pace as achieved in 1980, a further reduction in the
deficit in 1981 by around US$0.5 billion to a level of not more than

US51.8 billion is a necessary condition for continued access to Fund

resources; o do o want muw it
P ag‘?‘u‘\,&,{

(b) the current accofnt deficit in 1981 should be covere?/by medium~

and Tong-term borrowing mnot by an increase in short-term debt. If possible,

at least part of the increase in the latter debt in 1981 should be repaid;
(c) net purchases from the Fund under a stand-by arrangement should

be used as much as possible to add to the official gross internationai

reserves;

(d) exchange rate policy should ensure the continued competitiveness

of Yugoslav: exports of goods and services; o

O »
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(e) while relatively restrictive demand policies will need to continue
in 1981, the authorities should act to promote>a pattern of production and
investment that will assist the balance of payments in the medium-term. In
particular, the planned structure of investment should be consistent with a
LJ » lessening of the relative importance of imported energy and an increased supply

of competitive exports. Interest rate policy should be such as to support invest-

p@ﬁﬂ '
v ~hhﬂ ment alms, and

,

..

@@W (f) incomes policy should continue to aim at keeping the growth of incomes
@Z"

M

Nway at less than the increase in output per worker. It is realized, however, that a

A

ﬁ@

further reduction in real incomes such as occurred in 1980 is probably not poé—
sible.
The targets for domestic growth and expenditure described in the previous

<:> section would represent an adequate basis for demand management in 1981. The

main target that looks difficult--indeed almost impossible to achieve--is the
></ reduction in the social product deﬁlator to 20 per cent for 1981, since this

implies that during the course of the year prices would rise only some 12-15 per

<:> cent, compared with an increase of 30 per cent during 1980.

The policy instruments to be used to achieve the targets will continue to
be those utilized in 1980, namely a variety of social compacts among the various
bodies involved in policymaking (enterprises and all levels of government),
dealing with public sector budget policies, incomes and prices policies, and
external policy, and the main centralized macro-instrument, monetary policy.

The mission will stress the need to continue with the relative effectiveness
achieved in 1980 in arriving at consensus in the fields of incomes and fiscal
policies.
<:> For monetary policy, the intention currently is to have money supply and
domestic credit increase by less than nominal social product. On the basis of

( a social product deflator of 20 per'cent,'the target would be an




1a§e @,
increase of about 22 per cent from December(z: December&f/;f prices rise

faster than implied wgzg the above deflator, the pressure to-expand monetary

aggregates by more than 22 per cent would become Strqng, since there is

evidence that at present, liquidity pressures on enterprises is strong.
It is easy to envisage a modification of targets based on the above rate
of increase being justifiable ' during the course of 198l. Given the uncertain-
ties involved, it would be reasonable to set credit targets only for the
first six months of the year ﬁith those for the second half being determined
at a mid~term review. However, for domestic reasons, the authorities may
wish to establish them from the beginning. If this is so the mission would
be willing either to agree to them on the basis described at the beginning
of the paragraph or on a‘slight1y more pessimistic‘assumptionﬁ regarding
price performance. |

Given that the federal budget is a small part of the public sector
and that borroﬁing from the National Bank of Yugoslavia has not been excessive
in recent years, there is an argument for not continuing with a subceiling on -
credit to the federal budget from the National Bank. Against this, discipiine
in the federal budget may help the federal authorities to gain similar
disciﬁline in" the fest of the public sector. Unléss there is Stréng pressure
not to include such-a ceiling, the stand-by arrangement should'retain this
feature..

The credit program should be accompanigdvby a more active interest
rate policy. The authorities intend to increase the average level of both
lending and borrowing interest rates, although they will still remain negative
in real terms until the inflation rate declines significantly. It is not

yet known whether the new system will operate from January 1, 1981. The




letter of intent should describe the new system and should indicate that

it will be introduced at ani early date. Also, .the letter should indicate
the authorities' intention to adapt and, if necessary, strengthen the system
in the light of experience. |

Since the medium-term strategy is to redirect investment into priority

. ta 80.«2:.
areas and to discourage ‘inefficient investmens/and investment in the non-
: th parfeder v
productive sectorﬁg'the letter of intent should include a quantified description
ks

of the investment progfam'and structure in the 1981-85 Plan. It should also
include as much information as possible on the expected impact on the:
palangé}of payments and the policies that will be used to realize the aims

of the Plan.

In the external sector, the letter of intent should indicate the
authorities' intention to maintain competitiveness by appropriate exchange
rate policy. The mission should explain that this would imply following
the pqlicy)in effect prior to:: the large June 1980 depreciatioq)of relatively
frequeﬁt depreciations, depending on relative cost developments in Yugoslavia.

The performahce criteria relating to the balance of payments should be
altered slightly in light of the new development in 1980 whereby the National
Bank has become, in effect, an intermediary for Yugoslav enterprises in
medium~ and 1ong—term-borrowing. Ceilings on medium~ and long-term borrbwing
should therefore include such borrowings by the National Bank. As a corollary
the balance ofypayﬁents test, the second performance criteria in .the external
sector, should exclude changeé'in National Bank foreign liabilities resulting
from medium~ and long-term loans.

The letter of intent, in addition to establishing a mid-term review
for the 1981 period, will also provide for a review which will establish

in more concrete terms the policies and targets for the second and third




O

caleﬁ&ar years of the stand-by program. The authorities will be told that
no purchases in a calendar year subsequent to 1981 wi‘llibe"possihle until
the detailed program and the quantified perférmancé criteria for that year
have been agreed with the Fund.
With respect to phasing of purchases within ‘1981, there seems no reason
for significant front leading. The mission will propese that SDR 150 mil-
lion be available at the commencement and the remaining amount be available :\~ "‘W‘J

/(in middle of May, August, and November, 1581 .
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TO : Mr. Whis ~ DATE: November 12, 1980

FROM :  Geoffrey Tyler 5“7 {g&{i&? é é

SUBJECT :  Yygoslavia--Board Meeting - ég““ 'éﬁ - g
o 56“)* f )f /{4’ j}ﬂg‘ ,:,,d”;
3 ;. rdd

I have spoken to Mr. Wright (Mr. Bhagwat is away) and we agreed that the
Yugoslav waiver and modification would be placed on the agenda for Wednesday,
December 3, 1980. . I haveiinformed Mr. de Vries, who has no problem with this.

Mr., Manison will delay his departure by one day so that he will be

present at the Board meeting and I shall prepare for you a short brief covering
questions that I can see Executive Directors possibly raising. However, I would

hope--and I expect--that the discussion should not be a difficult one. Mr.
will miss the first day of meetings in Belgrade but this can be managed.

cc: Mr. Manison

Manison
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Office Memorandum

70 . Mr. Whit;,lzé&é/t/ PM" bt ? ' pate: November 10, 1980
FROM :  G. Tyler é{z)

susiecT:  Yugoslavia~~Stand-By Agreement

Amount -

In discussing the amount of the proposed new stand-by agreement,
Mr. Bogoev made no bones about the fact that he was thinking in terms of the
maximum of 200 per cent of quota per annum, i.e., SDR 554 million per annum.

He went further during the discussion and said that if market borrow-
ing proved particularly difficult, then perhaps more might be requested.
Regarding this, I said that I could see some grounds for believing that 1980 was
a bad year for Yugoslavia that might not be repeated. 1In 1981 one could hope
that political developments would be more favorable than in 1980 (e.g., Tito's
death is over) and that bankers would be more aware of the improvement in the
balance of payments. Also, with exports growing strongly, the debt service ratio
could be improving rather than deteriorating. My own belief is that we should
not encourage greater use at this stage.

Main areas which we would be looking at in Washington

Given that the prospect is for an adequate demand management stance, I
indicated that four things seemed to me to be important in the forthcoming
program:

(i) The balance of payments improvement on current account should be
adequate in 1981. I suggested that a further improvement of around $0.5 billion
was desirable. With the present probability that the 1980 result will be a
deficit of $2.2-2.3 billion, a target of $1.8 billion would result. This is the
current forecast for 1981 but I suggested that if the 1980 result were better
than now expected, then something less than $1.8 billion might be needed.

(ii) Every endeavor shoﬁld be made to replace the relatively large
increase in short~term debt in 1980 by longer-term maturities. Bogoev took

- the point, but was obviocusly uncertain as to the possibility of doing this.

(iii) As far as possible, Fund purchases in 1981 should be used to
bolster gross international reserves. (This year it is forecast that gross
National Bank reserves will rise by $300 million. Our lending will be about
$450 billion gross and $350 million net.) As with (ii), Bogoev accepts the
principle but believes that market conditions may necessitate some use of our
money for financing.

(iv) To support the structural aspects of the proposed 2-3 year
program, we would need an adequately quantified descriptien of the 1981-85



Plan and the policies to be used to implement it. In this regard, I emphasized
the need to proceed with the proposed interest rate reform as a means of sup-

- porting investment policy. 1In particular, on the assumption that the initial
move would probably not go as far as we would like, it should be made clear
that the 1981 proposal was a first step, to be amended in the 11ght of experience.
Bogoev said this would be their own intention.

cc: Mr. Manison
“Mr. Loser

{::> Mr. Buyse
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70 Deputy Managing Director November 10, 1980
FROM © G, Tyler é{]
suagser - Yugoslavia — Preliminary Discussions for New Stand-by Arrangement
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Office Memorandum

The Managing Director DATE:

A mission consisting of Messrs. Manison (EUR), Loser (ETR), Buyse (EUR),
Bery (World Bamk), Mrs. Padmore (secretary EUR), and myself was in Belgrade
from October 28 to November 7, 1980. The mission discussed modifications to
performance criteria in the current stand-by arrangement for September 30 and
December 31, 1980 and had preliminary talks regarding the replacement of the
existing stand-by arrangement with an enlarged one covering a longer period.

1. Performance under the modification of existing stand-by arrangement

The current stand-by arrangement was approved on June 6, 1980 for the
period until December 31, 1981 in an amount of SDR 339.325 million (second and
third tranches plus SFF). SDR 150 million was purchased in June and a further
SDR 50 million is phased for November 15, 1980. However, as explained below,
three performance criteria were not met on September 30, 1980, and two of
these will need to be modified for December 31, 1980 A draft letter from the
authorities requesting the necessary waiver and modification is attached for

. your approval, subject to any comments from relevant departments.

The program for 1980 had as its major aim, a reduction in the current
account deficit from USS$3.7 million in 1979 to USS$2.5 billion in 1980 and a
reduction in the rate of inflation from 20 per cent to 17 per cent. As a
result of strong measures to restrain domestic demand (real gross domestic
expenditure is forecast to decline by 2.6 per cent this year) and a substan~
tial export drive, the main external target will be more than reached aund the
current account deficit is expected to fall to US$2.2-2.3 billion. It is
noteworthy that the authorities fulfilled their undertaking to adjust domestic
policies if this was needed to achieve the external target. As a result, the
growth of real social product was cut from 5 per cent in the original program
to an eventual 2.5 per cent. In addition to domestic restrainf the effective
exchange rate of the dinar has been depreciated by about 30 per cent during
1980 and this has helped to increase the value of exports by 30 per ceant (about
8.5 per cent in volume). In contrast the volume of imports is some 10.5 per
cent less than 1979. The current account deficit is now only about 3 per cent
of GNP (6 per cent in 1979). Domestically, real wages rates declined by about
8 per cent but the effect of higher world prices plus the effects of the depre-
ciation accelerated price increases and the inflation rate is currently about
30 per cent. To accomodate slightly the higher than planned increase in nomi-
nal GNP, the authorities will permit the money supply to increase by 24 per
cent during 1980 compared with the original target of 22 per cent. The new
rate of increase is considerably below that in nominal GNP (32-33 per cent)
and we believe it 1s acceptable. The apparent credit increase of 28 per cent
during 1980 is an effective overstatement, since 2.5 percentage points arises
from the increase in dinars {as a result of the June depreciation) of domestic



credits linked to foreign exchange. The higher inflation rate alsc forced the
Federal Government to use its total 1980 credit allocations from the National
Bank by mid-year, thereby breaching the end-September performance criterion

on that aggregate. However, the total allocation is not to be increased so

that on December 31, 1980 the performance test will be met. We recommend that
you approve the necessary waivers and modification with respect to the September
and December 1980 performance criteria (see Attachment I).

While the current account of the balance of payments did well, the
financing of the deficit was different in structure than originally intended.
Instead of the deficit being covered basically by net medium— and long—term
borrowing (US$1.3-1.7 billion) by commercial banks, it is to be done by the
National Bank largely on a bilateral country basis, with varying degrees of
official support in these countries. Also, the commercial banks in Yugoslavia
had to use lines of short-term credit. This necessity is unwelcome but the
authorities will try to substitute long-term borrowing in 1981. An important
reason for this different structure of borrowing is that political events in
the first half of the year plus delay in recognition outside Yugoslavia of the
improved economic performance made banks hesitant to lend until late in the
year. The shift in long-term borrowing to the National Bank in respect of
financial credits (suppliers' credits have continued normally) does not, of
course, increase elther the net amount of debt or its servicing. It does,
however, have the mathematical result of increasing sharply the net foreign
liability position of the National Bank, which has phased upper limits as
performance criteria. As with the domestic credit changes, we recommend that
you approve the necessary modifications set out in Attachment I.

2. Program for 1981 and beyond

Projections for 1981 are in the process of being presented to the
Federal Government by officials and discussed by the former. Domestically,
gross expenditure is to increase by 0.5 per cent compared with a decline of
2.6 per cent in 1980. Expenditure on personal consumption will rise by slightly
more than in 1981 (2 per cent compared with 1 per cent) but fixed investment
will decline more sharply (-2 per cent in 1980 and -5 per cent in 1981). Real
gross social product will rise by 3 per cent compared with 2.5 per cent in 1980.

It is hoped to reduce the sccial product deflator from 30 per cent to
20 per cent but we strongly doubt that this will be possible, since it implies
a decline in inflation rates during the year from 30 per cent in 1980 to less
then 15 per cent next year. Extermnally, import volume of goods and services
is to decline by 2 per cent (~10.5 per cent in 1980) and export volume to rise
by 8 per cent, about the same as this year. This is expected to lead to a
current account deficit of about US$1l.8 billion, which would be about 2.3 per

*cent of GNP. Wage rates will not decline in real terms in 1981 but the author—

ities are aiming at limiting the real increase to about 1-2 per cent. Credit
policy thinking is that monetary aggregates should again rise by less than
planned nominal GSP, which would imply a domestic credit creation of about

22 per cent. Especially since we believe prices will rise by more than 20 per
cent, this would represent a continuation of current tight monetary policies.
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Externally, the authorities are presently tﬁinking of depreciating the exchange
rate as required to maintain competitiveness in the current account of the bal-
ance of payments. 1In the mission's view, the 1981 program as currently proposed

represents a satisfactory set of demand management policies and external improve-

ment.

In the longer run, present low growth rates cannot be sustained without
large unemployment problems emerging. The authorities' strategy in the draft
1981-85 Plan is to direct investment to priority sectors, especially those
favoring exports or import replacement and domestic energy production, and to
clamp down tightly on inefficient investment in general and investment in the
nonproductive sectors in particular. The ratio of investment to GSP is to be
reduced to 30 per cent in 1985 compared with 34 per cent in 1979. The Yugoslavs
will do this partly through their unique system of self-management agreements
and social compacts, which in 1980 worked much better than in the past. In
addition, they are proposing to increase the average of level of interest rates
on both borrowing and lending and to introduce more selectivity, to encourage
longer-term deposits and to direct credit to the investment priority areas. To
us, this measure seems important although we suspect that in its final form it
may not go as far initially as we would like. However, the proposal represents
a radical change in philosophy compared with the virtual absence of an interest
rate policy in the past.

Quantitative details of the 1981-85 Plan, including external sector
forecasts, could not be given to us—-they will be available on our return
visit in December. However, the emphasis is clearly on the side of increasing
export supply and reducing relative demands for imported energy. From these
preliminary talks, we consider that there is the basis for serious discussions
on a medium-term Fund lending program.

3. Possible size of Yugoslavia requests from the Fund

The formal position of the Minister of Finance, Mr. Xostic, with whom
we had one meeting and Mr. Bogoev, Governor of the National Bank, with whom we
had four meetings, is that the government has yet to decide what amount it
would wish to ask from the Fund. However, from the final discussion with
Mr. Bogoev, and confirmed by private conversations with others, it is clear
that there is every prospect of the authorities trying for the maximum that
you authorized the mission to discuss at this stage, namely SDR 554 million per
annum (200 per cent of existing quota) for a three-year period.

4. The next stage in the negotiations .

First, we shall need to present a Board paper requesting a waiver and
a modification under the existing stand-by arrangement. A draft paper will be
with you shortly for approval on the assumption that you accept the attached
draft letter.
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Second, the mission will return to Belgrade early in December 1980 to
have the formal discussions regarding the replacement of the current stand-by
arrangement with a new one for a larger amount over a longer period. A draft
brief covering the position the mission should take will be sent to you later

for approval.

Attachments

cc: Mr. Habermeier
Mr. Hood
Mr. Whittome
Mr. Finch
Mr. Mohammed ./
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Yugoslavia: Quantitative Performance Criteria
for 1980 in Stand-By Arrangement

ATTACHMENT T -~

1979 1980 1980
Decembexr 31 June 30 Sept. 30 Dec. 31 Cediling Under Program
Actual Actual Fore- June 30 September 30 December 31
cast

(Proposed new'ceilings in brackets)

Net domestic assets of the
banking system; in billions . ,
of dinars 1,201 1,368 1,450 1,538 1,321 1,381 1,464
“ (1,450) (1,538)

Net credit of the National Bank
to the Budget of the Federation; .
in billions of dinars 68.7 77.9 77.9 77.9 76.4 77 .4 77.9
(77.9)

Cumulative change in net convert-~
ible foreign assets of the
National Bank; in millions
of U.S. dollars 1/ . : ~972 ~937 -1, 600 -900 ~500 -
(-937) (~1,600)

Convertible currency debt out-
standing; in billions of
U.S. dollars 2/ 12.3 13.1 13.3 3.1 13.6 14.2 14.7
(14.2) (13.1)

Source: Data supplied by the Yugoslav authorities.

1/ Net of exceptional borrowing by commercial banks.

2/ Debt outstanding in conyertible currency with original maturities of more than one year. Excluding outstanding
purchases from the Fund and increases in exceptional borrowings by the commercial banks in 1980. Valued at exchange
rates prevalling on December 31, 1979.
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) Offzce Memorandum
TO : Mr, Whltgg DATE: October 23, 1980

FROM  : L.G. Manison /(/

SUBJECT : Yugoslavia--Conversatidn with Mr. Ruding, October 22, 1980

Prior to my conversation with Mr, Ruding on Cyprus, he said that the
two-stage mission approach for formulating a stand-by program with Yugoslavia
was particularly appropriate as it would allow the Fund to have an input into
the preparation of the quantitative economic targets and objectives for 1981.
Mr. Ruding indicated that the main issue related to the content of the program
rather than to the amount of the stand-by arrangement which the Yugoslavs under-
stood could be the maximum possible purchases on the Fund in 1981.

ce: Mr. Tyler
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MIMORANDUM FOR THE FILES V ééf

October 17, 1980

Subject: Israel, Romania, andé Yugoslavia

Mr. Polak spoke to me this morning regarding the forthcoming missions
to the above countries. : )

Israel:

I told him that my personal feeling was that the most useful time to visit
Israel would be during the second half of the mission there. I thought that the
first half of the mission would basically be fact finding and that the main
negotiation, in which he could be of assistance, would take place in the second
half. ' :

Rorania:

1 said that the exact timing of this was not yet clear and it would depend
partly on the results of Ms. Salop's visit in December and partly on the timing
znd post-mission work of the second Yugoslav visit. I told him that in my view
there was not much of a choice from the staff point of view between his visiting
Romznia prior to the staff visit and during it. Going before the staff mission
hzéd the advantage that he would be able to let the Romanians know in advance
gbout potential problems and thereby give the authorities time to think about
them. Probably Mr. Polak will go before the staff mission and combine this with
the visit to Israel. R

Yigoslavia:

I informed him about the timing and basis of the two coming missioms. Asked
vhen we expected to be before the Board, I said that this would depend in part
vacn how quickly we could get back to Washington after the second visit but
pointed out that it could depend to some extent on the timing of the Romanian
cission. Ideally, it would be preferable to have the Yugoslav Board meeting
finished before departing for Romania. ) '

ol

Geoffrey Tyler

ce: Mr, Whittome gl

Mr. Schmitt
Mrs. Glrgen
Ms. Salop

Mr. Manison



October 9, 1980

MEMORANDUM FOR FILES

Subject: Yugoslavia-—-Mission Timing

Mr. Rosenblatt rang from Paris to enquire about the schedule
of missions to Yugoslavia. His reason was that the OECD intended to be
in Belgrade on January 12-14, 1981 and hoped not to have its visit coincide
with the Fund mission. I told Mr. Rosenblatt that we did not expect to be
in Belgrade in January, and if on the off chance this became necessary,
we should be able to avoid a conflict with the OECD date.

N

Geoffrey Tyler

cc: Mr. Whittome o
Mr. Manison
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Office Memowz ndum

TO : The Managing Director PATE: gctober 7, 1980

EROM L.A. Whittome /?@%////

Yugoslavia--Staff Visit Regarding Stand-by Arrangement

SUBJECT

As you know we had earlier indicated to the Yugoslav authorities that
in principle we stood ready to discuss the replacement of the present stand-by
arrangement (second and third tranches plus SFF, totaling SDR 339.3 million of
which SDR 150 million has been drawn to date and a further SDR 50 millien will
be drawn in November), which lasts until December 31, 1981, with one for a
larger sum. The subject was discussed further last week.

The Yugoslavs have had considerable success in reducing the current
account deficit and in slowing the growth of domestic expenditures. However,
they are meeting with some difficulties with their foreign borrowing. It is
highly 1likely that they will need more from us in 1981 than the SDR 139.3 mil-
lion that will remain under the existing stand-by arrangement. Given Yugoslav
sensitivities regarding any appearance of the Fund imposing a program on their
country, we have agreed to send a mission to Belgrade on October 28, 1980 before
final Government decisions must be made on policies and targets for 1981. The
mission would discuss and agree the general outlines of an acceptable program
and then depart, leaving the authorities to go through their usual decision-
making process., We would hope that in this way the outcome would be a program
that would satisfactorily justify a new and larger stand-by arrangement which
we would endorse during a second visit in Decenmber.

I believe that at this stage of the discussions it would be premature
to specify particular ceilings. However, the misgion should be guided by the
view that the current account deficit of the balance of payments should decline
from an estimated US$2.2 billion in 1980 (the Yugoslavs hope that the final
figure may be marginally lower) to at least US$1.8 billion in 1981. (In 1979
the deficit was US8$3.7 billion.) The mission would on its return in December
negotiate in the usual way the details of the proposed stand-by arrangement,
including quantified performance criteria.

The amount of a new stand-by arrangement 1s still a subject of some
controversy within Yugoslavia. If the Yugoslavs requested an arrangement going
to the top of the fourth credit tranche plus SFF, the amount available would be
SDR 291.7 million under the existing quota and SDR 572.1 million under the new
quota. It is possible that the authorities may not wish to go beyond the
fourth credit tranche to avoid any appearance of too serious balance of payments
problem. If they are willing to go beyond the fourth tranche, 200 per cent of
the existing quota is SDR 554 million. I propose that in the preliminary dis-
cussions, the mission be authorized to consider any of the possible arrange-
ments up to SDR 554 million per annum for three years, and that it encourage
the authorities to make substantial use of the Fund's resources in order to
ensure the consistency of the program and to build up the present very low level
of reserves.
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It will be necessary to modify some of the performance criteria for
September 30, 1980 under the éxisting stand-by arrangement in order to permit
a purchase of SDR 50 million before the end of the year. The need for modifi-
cation arises primarily from the slow progress made to date in arranging for-
eign borrowing and because the sharp depreciation of the dinar has led to
higher price increases than assumed in the program. The October mission would
discuss ad referendum the necessary modifications with the Yugoslavs.

.If you agree, I would propose the mission consist of Messrs. Tyler
(EUR), Manison (EUR), Loser (ETR), and Buyse (EUR), with Mrs. Padmore (EUR),
as secretary.

‘cc: Deputy Managing Director

Mr. Finch
Mr. Watson
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1O : The Managing Director DATE: etober 7 1980
3

FROM - L.A. Whittome /09%//// )

- Yugoslavia—--Staff Visit Regarding Stand-by Arrangement

It will be necessary to modify some of the performance criteria for
September 30, 1980 under the eéxisting stand-by arrangement in order to permit
z purchase of SDR 50 million before the end of the year. The need for modifi-
cation arises primarily from the slow progress made to date in arranging for-
eign borrowing and because the sharp depreciation of the dinar has led to
higher price increases than assumed in the program. The October mission would
discuss ad referendum the necessary modifications with the Yugoslavs,

If you agree, I would propose the mission consist of Messrs. Tyler
(EUR), Manison (EUR), Loser (ETR), and Buyse (EUR), with Mrs. Padmore (EUR),

as secretary.
O 17

¢c: Deputy Managing Director
Mr. Finch
Mr. Watson

SEC ) After approval
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FROM  : L.A. Whit tome /449@////  ’ ¥!
‘ m.v

. d
Yugoslavia-—Staff Visit Regarding Stand-by Arrangement

SUBJECT :

As you know we had earlier indicated to the Yugoslav authorities that
in principle we stood ready to discuss the replacement of the present stand-by
arrangement (second and third tranches plus SFF, totaling SDR 339.3 million of
whiCH SDR 150 million has been drawn to date and a further SDR 50 million will
be drawn in November), which lasts until December 31, 1981, with one for a
larger sum. The subject was discussged further last week.

The Yugoslavs have had considerable success in reducing the current
agcount deficit and in slowing the growth of domestic eXpenditures. —~HOWEVET,
they are meetiﬁ§'b1th‘some difficulties with their foreign borrowing. It is
highly likely that they will need more from us in 1981 than the SDR 139.3 mil- )
lion that will remain under the exigsting stand-by arrangement., Given Yugoslav
sensitivities regarding any appearance of the Fund imposing a program on their
country, we have agreed to send a mission to Belgrade on October 28, 1980 before
final Government dec1s1ons’ﬁﬁgg7&;?ﬁﬁ5;7ﬁfERﬂﬁﬁiég_ﬁﬁa‘f5f§6f§=fa?"l981 The
mission would discuss and agree the general outlines of an acceptable program
and then depart, leaving the authorities to go through their usual decision-
making process. We would hope that in this way the outcome would be a program
that would satisfactorily justify a new and larger stand-by arrangement which
we would endorse during a second visit in December.

I believe that at this stage of the discussions it would be premature
to specify particular ceilings. However, the mission should be guided by the
view that the current account deficit of the Balance of pavments should decline
from an estimated US$2.2 billion in 1980 (the Yugoslavs hope that the final
figure may be marginally lower) to at least US$L.8 billion in 1981. (In 1979
the deficit was US$3.7 billion.) The mission would on its return in December
negotiate in the usual way the details of the proposed stand-by arrangement,
including quantified performance criteria.

The amount of a new stand-by arrangement is still a subject of some
controversy within Yugoslavia. If the Yugoslavs requested an arrangement going
to the top of the fourth credit tranche plus SFF, the amount available would be
SDR 291.7 million under the existing quota and SDR 572.1 million under the new
quota. It is possible that the authorities may not wish to go beyond the
fourth credit tranche to avoid any appearance of too serious balance of payments
problem. If they are willing to go beyond the fourth tranche, 200 per cent of
the existing quota is SDR ééé million. I propose that in the preliminary dis-
cussions, the mission be authorized to consider any of the possible arrange-
ments up to SDR 554 million per annum for CRTée years, and Chat 1t encourage
the authorities to make substantial Use oL the Fund ' s resources in order to
ensure the consistency of the program and to build up the present very low level
of reserves,
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It will be necessary to modify some of the performance criteria for
September 30, 1980 under the existing stand-by arrangement in order to permit
a purchase of SDR 50 million before the end of the year. The need for modifi-
cation arises primarily from the slow progress made to date in arranging for-
eign borrowing and because the sharp depreciation of the dinar has led to
higher price increases than assumed in the program.. The October mission would
discuss ad referendum the necessary modifications with the Yugoslavs.

If you agree, I would propose the mission consist of Messrs. Tyler
(EUR), Manison (EUR), Loser (ETR), and Buyse (EUR), with Mrs. Padmore (EUR),
as secretary.

cc: Deputy Managing Director
Mr. Finch
Mr. Watson
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Office Memorandum

10 : Mr. Wh%y{gggz///// ' DATE: October 6, 1980

FROM = Geoffrey Tyler §

SUBJECT : Israel~Romani.

ugoslavia

I shall be taking tomorrow and perhaps Wednesday off for vacation.

I attach a draft memorandum to the Managing Director seeking approval
of the Yugoslav mission. It was written in the light of our earlier discussions.

Tomorrow you will probably receive a draft memorandum from Mr. Mookerjee
to Mr. Laske written in response to an earlier memorandum in which the latter asked
vhether a Romanian decree dealing, inter alia, with countertrade measures involved
an exchange restriction. I discussed a draft of the memorandum with Mr. Donovan
and I was satisfied with its amended form after our discussion. Ms. Salop is
quite familiar with the matter.

Finally, with regard to staffing the Israel mission, I presume we
shall need to include an ETR person, since a stand-by negotiation will be involved.
I think we should find out from ETR as soon as possible so that the person that
they would be providing can assist in the preparation of the background paper.
Mrs. Glrgen will be starting on this task very shortly, and so too should the
ETR person. If the mission consists of Messrs. Schmitt, Mountford, &=t "and
Mrs. Glrgen, it would not technically be necessary to include the new colleague
from the U.K. Treasury. However, if you wanted to include him--and I can see
various reasons why one might--a five-person mission is not so exceptional these
days.

Attachment
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MEMORANDUM FOR THE FILES

Subject: Yugoslavia——Purchases Available after 1980 October 3, 1980

The calculations set out below show the amounts potentially available
under a stand~by arrangement on various assumptions. It is assumed that
SDR 50 million is purchased before the end of 1980 so that outstanding purchases,
excluding CFF and oil facility purchases, total SDR 269.25 million at the begin-
ning of 1981.

Present stand-by arrangement and quota

SDR 139.325 million, derived from the total stand-by amount of
SDR 339.325 less SDR 200 million purchased by end-1980.

New stand-by arrangement for four tranches plus
SFF on existing quotas

SDR 291.6750 million derived as follows: SDR 277 million x {(1.00 + 1.025)
less SDR 269.25 million.

New stand-by arrangement with new quota

SDR 572.1375 million derived as follows: SDR 415.5 million % (1.00 +
1.025) less SDR 269.25 million.

New stand-by arrangement on basis of 200 per cent
of present quota per annunm

SDR 554 million per annum for three.years derived as follows:
SDR 277 million x 2.

7
!

Geoffrey Tyler

cc: Mr. Whittome p//



/%%'éxﬁngi

TN : - October 1, 1980

MEMORAKDUM FOR FILES

Subject: Matters Discussed at Luncheon and Meeting
' With Yugoslav Delegates to Annual Meeting 1/

. The Yugoslav delegates attending the luncheon and following
neeting in'Mr. Whittome's-office on September 26, 1980 were Mr. Bogoev,
Governor of the National Bank of Yugoslavia, Mr. G. Popovic, Assistant
Federal Secretary for Finance, and Mrs. G. Hofmann, Director of Depart-—
ment for International Operations of the National Bank of Yugoslavia.
The staff representatives comprised Messrs. Whittome, Rose, Tyler, and
Manison.

During the luncheon and subsequent meeting, the following
matters were discussed:

1. Balance of payments developments

a. Current account

Governor Bogoev stated that considerable progress had been
made in reducing the current account deficit from the extremely high
N level of US$3.7 billion in 1979. Developments in the first eight months
' and 20 days of 1980 suggested that the current account deficit for 1980
could be around US$2.0-2.2 billion; on a cash flow basis it might be
some US$0.2 billion lower. Developments in the trade account had been
better than expected with the value and volume of exports rising by
34 per cent and 11 per cent, respectively, in the first eight months
of 1980, compared with the corresponding period of 1979. Import volume
fell by 10 per cent over the same period. Trends in invisible earmings
PR from tourism and workers' remittances were very favorable also.

- b. Capital account

Governor Bogoev said that disbursements of longer-term bank

- l loans to date during 1980 were well below that planned earlier im the
year. Although the flow of normal commercial credits, particularly
those provided by suppliers, had been sufficient to finance the current
account deficit, there was a need for additional external capital inflow
to finance the amortization of loans (esﬁim@ted to be.nearly US82.0 bil~
lion in 1980) and to help reconstitute the very low level of foreignm
reserves. Indeed, it was estimated that net capital inflow in 1980
should be around US$2.5 billion if gross official reserves were to rise
by US$0.5 billion. Any shortfall in longer-term financial credits below
U8382.0 million would be matched by increased drawings on shorter-term

N 1/ Some of the points raised with the Yugoslav delegates during the
N discussions were pursued in more detail at a subsequent meeting omn

September 29, 1980. This note has benefited from the latter meetimg.
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bank loans serving as bridging finance, implying at worst that gross
official reserves would be restored to their end-1979 level. At the
end of August, short—term bank credits outstanding amounted to
US$1.7 billion; it was hoped to reduce them to US$0 6 billion by the
end of the year.

2, External borrowing plans

Governor Bogoev noted that the shortfall in external inflow
so far in 1980 was in part due to difficulties in obtaining the desired
amount of loans from a number of overseas commercial banks. For 1980,
the Yugoslav authorities had attempted to raise substantially the amount
of external loans by approaching countries bilaterally in order to have
them persuade their commercial banks to lend greater amounts to Yugo-
slavia. It was hoped that the terms on the new bank loans would be
similar to those obtained in the past. The new approach to raising
external funds on a bilateral basis had been prompted by the exception—
ally high current account deficit recorded in 1979 and the resultant
heavy drain on foreign exchange reserves. Governor Bogoev stressed
that a discrete increase in the amount of gross inflows of capital
would be needed for a number of years in order to not only finance
heavy debt repayments- and the reconstitution of reserves, but also to
underpin the structural changes required in the Yugoslav economy. The
sharp rise in il prices and the poorragricultural harvest i&_lggp and
their very adverse effects on the balance of payments had emphasized
the need for Yugoslavia to build up its domestic energy and agricultural
supplies and to base domestic industry more on locally produced raw
materials and energy sources. In addition, in view of the very large
external financing needs, a coordinated approach was considered neces-
sary. Moreover, if banks had been approached on ad hoc basis, as had
been the past practice, failure to line up the requisite amount of
financing may have resulted in very unfavorable consequences, including
the need to obtain funds from sources where political strings were
attached.

The Yugoslav authorities had now completed their exercise
of approaching the countries from which they sought external finance.
Governor Bogoev said that at this stage, it was very difficult to
assess the amount of financing that could be secured from these coun-
tries. Final agreement on only a few loans had been reached while
the amount provided by a number of commercial banks seemed to be
dependent on how much would be pronded to Yugoslav1a ‘by other sources,

"

including the Fund. P

Given the caveat of the various interrelated uncertainties
involved,; Governor Bogoev indicated that the following annual amounts
might be forthcoming for a period of three years:
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In millions of
[ U.S. dollars

OPEC _
Kuwait 250
Others 1/ 100

Total- 350

European countries
Austria ‘ 100
Switzerland 2/ 70
France ) 400
Italy )

Germany 3/ 300-400
Total 870-970

Consortium of

United States,
United Kingdom,

Canadian and Japanese

banks 350-400
350~400
Total 1,570-1,720

l/ Efforts were being made to obtain loans from Iraq
and Libya, while the United Arab Emirates could be
approached also.

2/ Swiss banks had agreed to prov1de SF 100 million;
the Yugoslav authorities were seeking US$100 million.

3/ This amount was confidently expected.

The Kuwait loan had been signed. Among the European countries
with which loan negotiations had been conducted, Austria was the only
one where the loan agreement had been flnallzed. German banks had been
asked to provide US$750 million, but the actual amount; obtained was
likely to be considerably less. Direct negotiations with German com—
mercial banks had yet to take place, but were likely to be completed
in 6-7 weeks' time. Rapid progress could be made in disbursing loans
once a government guarantee was given. The Yugoslav authorities hoped
to obtain US$200 million per annum for a period of three years each
from the Italian and French banks; problems relating to loan guarantees
were delaying borrowing agreements with commercial banks. However,
the French Minister of Finance had assured the Yugoslavs on Sunday that
the Government would guarantee such loans. B



With regard to obtaining funds from the United States and the
United Kingdom, it had been agreed to set up a consortium of banks from
North America, the United Kingdom, and Japan for the purpose of lending
to Yugoslavia. Other banks could participate also in the arrangement,
such as those from Scandinavian countries. Chase Manhattan, Manufacturers'
Hanover, and Lloyd's Bank would be coordinating the comsortia loan. This
consortia was expected to provide at least US$350 million per annum.

Given the current outlook, it was possible that loans from
Western banks for financing noncurrent account needs (longer—term
financial credits) might total US$1.6-1.7 billion per annum. Mr. Tyler
thought that the Yugoslav authorities should make every effort to accel-
erate net capital inflow in the final quarter of 1980. At the same
time, they should use the shortfall expected in 1980 to argue that
there would be a greater financing need in 198l. Mr. Whittome said
that, in negotiating loans with the commercial banks, it would be
better not to mention the build up of reserves as one of the major
objectives of such loans. Commercial bankers might press the Yugoslav
authorities to use the Fund resources solely for this purpose. It
would be preferable for the authorities to state that they were acting
in advance in making preparations for meeting a possible substantial
financing need over the coming years. Mr. Tyler observed that it would
be helpful also if the Yugoslav authorities could better inform the
overseas financial community of the favorable developments in the
Yugoslav economy.

3. Use of Fund resources

Mr. Whittome outlined possibilities on the extent to which
Yugoslavia might avail of the Fund for financing its balance of payments
needs. At one extreme, under a special set of circumstances, Yugoslavia
might be able to borrow up to 200 per cent of quota (SDR 554 million)
over a period of three years. At the other extreme, Yugoslavia might
purchase the fourth credit tranche and related supplementary financing;
together with the amounts still available under the existing stand-by
arrangement; this would allow purchases totaling SDR 291 million in
1981. A range of other possible arrangements within these extremes
could be envisaged also. Mr. Whittome noted that in the past, it had
been the policy of the Yugoslav authorities to make prudent use of

Fund resources and not use such resources up to the maximum limit,
thus leaving something in reserve for me€ting unforeseen contingencies.

3

On the question of whethér the Yugoslav-authorities might wish
to either modify or replace the existing stand-by arrangement, this could
be resolved when more data became available on the performance of Yugoslav
economy and when there was greater certainty as to the amounts of longer-
term bank credits available. Governor Bogoev agreed that this matter
could be discussed during the course of a staff mission to Belgrade in
the second half of October. ' -

In its negotiations with commercial banks, the Yugoslav author-
ities could state that they would be obtaining a certain amount of external
financing from the Fund and that a specified sum was required from the
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commercial banks in order to meet the residual financing need. Alterna-
tively, the Fundugohld meet the residual financing need after the Yugoslav
authorities had agreed to a certain sum from the commercial banks. The
latter approach could, however, be hazardous insofar as bankers knew of
the magnitude of external financing that Yugoslavia could obtain from

the Fund.

4, ~ Performance under stand-by program

Governor Bogoev gave an account of developments to date in
meeting objectives and performance criteria under the stand-by arrange—
ment. With respect to the domestic economy, the growth rates of real
GSP and domestic expenditure components now forecast for 1980 were
likely to be lower than the targets specified at the time of formulation
of the stand-by program (Table 1). 1In contrast, the increase in domestic
prices is likely to be considerably greater than the target for the
GSP price deflator of 17 per cent. The GSP price deflator was now
expected to rise by at least 27 per cent in 1980. The recent accel-
eration in inflation was explained largely by the effects of the June
devaluation and administered price adjustments to correct distortions,
particularly those relating to prices of energy and agricultural. products.
The rapid rate of inflation was considered to be the most disturbing
feature of recent developments in Yugoslavia. '

Despite a sharp rise in July, growth rate of the money supply
was expected to be kept in line with the planned rate of 22 per cent,
which was in line with the targeted increase in the GSP. However,
the expansion in net domestic assets of the banking system had been
greater than that programmed under the stand-by arrangement; the per-
formance criteria for June 30, 1980 had not been met while figures
for August 1980 indicated that the September 30, 1980 ceiling would
most likely be exceeded also (Table 2). Revised figures indicated that
the substantial increase in bank credit in July and August was largely
in accord with normal seasonal behavior. The higher than planned rate
of credit expansion was attributable in part to the need to offset the
higher than previously foreseen fall in net foreign assets of the
banking system and due to the faster than expected rise in domestic
costs and prices. Nominal GSP was now expected to rise by over 30 per
cent in 1980. However, although the rate of domestic credit expansion
was expected to exceed 22 per cent in the 12 months to December 1980,
it was expected to be at least 6 percentage points below that of nominal
GSP. Commercial banks had in fact been pressing for the rate of credit

expansion of 26 per cent.

The staff representatives pointed out that National Bank credits
to the Federation had exceeded the performance criterion set for June 30,
1980, the actual level being the same as the ceiling set for December 31,
1980. They suggested that the Yugoslav authorities make every effort
to meet the performance criteria on National Bank credits to the Federation
set for September 30, 1980. ' :

The balance of payments test for June 30, 1980 had not been
met in so far as the decline in the level of net convertible foreign
assets of the National Bank, less exceptional financing since end-1979
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of US$972 million was US$72 million in excess of that permitted. Data
through August 1980 indicated also that the September 30, 1980 per-
formance criterion for the balance of payments would not be observed.

With external borrowing being less than planned during 1980
the level of external convertible currency debt outstanding was US$500 mil—
lion less than the ceiling for June 30, 1980 and the September 30, 1980
performance criterion was-likely to be easily met.

The staff representatives stated that given the likelihood
that performance criteria set for September 30, 1980 would be breached,
it would be necessary to modify the stand-by program in order that
Yugoslavia could make a further Fund purchase before the end of the
year. In view of the progress made in adjusting the current account
of the balance of payments and in curbing the growth of domestic demand,
the Fund would probably support such a modification.

5. Fund mission

It was agreed that a staff mission for purposes of modify-—
ing the current stand-by arrangement and for conducting preliminary
talks on the use of Fund resources in 1981, should begin discussions in
Belgrade on October 29, 1980. This mission would include a World Bank
staff member, together with an economist under the Fund Economist Program.
Questions and tables to be completed would be given to the Yugoslav
delegation prior to their departure from Washington, D. C.

It was agreed that a subsequent staff mission visit Belgrade
from the second week of December onward for purposes of formulating a

stand-by program for 1981. ////

N L. G. Manison
cc: Mr, Whittome ?//

. Mr. Rose
Mr. Tyler

‘.
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‘Table 1. Yugoslavia: Targets and Latest Forecasts for
Selected Economic Indicators. for 1980

(Percentage change over 1979)

Target Latest Forecast

Gross social product 5 < 4
GSP price deflator 17 27+
Nominal GSP 22 o
Real personal consumption 3.8 ? 3
Real government consumption | 2.1 -6
Real gross fixed investment ) 5.8 3
Exports, volume | 6.0 | 8
Imports, volume 1/ -9
Money supply 22 | 22..
Domestic credit ’ 22 22+ 2/

Source: Staff estimate.

1/ It was intended to keep the growth of imports in line with balance
* of payments capabilities.
g/ To be kept to at least 6 percentage points below that of nominal GSP.
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Tnbla 2. Yugonlavin: Quantitative Performanca

Criteria in Stand-By Arrangement 1/

1979 1980 1980
December 31 June 30 August 31 Ceiling Under Program
Actual Actual June 30 September 30 2/ December 31

Net domestic assets of the

banking system; in billions

of dinars 1,201 1,368 1,400 1,321 1,381 . 1,466
Net credit of the National Bank

to the Budget of the Federationj ‘ : :

in billions of dinars 68.7 77.9 76.4 77.4 77.9
Cumulative change 1n net convert-

ible foreign assets of the

National Bank; in millions :

of U. S dollars 3/ ’ - -972 -900 ~500 -
Convertible currency debt out-

standing; in billioms of , ‘ .

U.S. dollars 4/ 12.3 13.1 ‘ 13.6 14.2 14.7

3 : .

Source: Data supplied"by the Yugoslav authorities.

1/ Quantitative performsnce criteria for 1981 to be determined at the time of the mid~term review.

2/ As additional purchases from the Fund cannot be made before November 15, 1980 when data relating to performance
criteria for September 30, 1980 should be avallable, the latter is effectively the trigger date.

3/ Net of exceptlonal borrowing by commercial banks.

4/ Debt outstanding in convertible currency with original maturities of more than one year. Excluding outstanding
purchases from the Fund and increases in exceptional borrowings by the commercial banks in 1980. Valued at exchange
rates prevailing on December 31, 1979. - ’
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September 26, 1980

MEMORANDUM FOR FILES

LAy

Subject: Yugoslavia

Governor Bogcév agreed that a mission should visit Belgrade
during the last half of October and that it should include a member
of the Bank staff. . ‘

/Yy

- L,A, Whittome

cc; EED




Office Memorandum

oees?

TO : Mr. Whit@égg//Z////// DATE: September 25, 1980
FROM  : Geoffrey Tylerc;7

SUBJECT : Yugoslavia-~Amounts Available Under

Stand-By Arrangement

On the assumption that Yugoslavia purchases another SDR 50 million
this year under the existing stand-by arrangement, total purchases under it
by end-1980 will egqual SDR 200 million.

On the present quota of SDR 277 million the amount available under
a stand-by arrangement covering the second through fourth tranches plus SFF 2q )
equals SDR (0.75 + 1.025) x 277, or SDR 491.675 million. Deducting SDR 200 mil- -
lion purchased by end-1980, the remaining available amount would be SDR 291,675 mil-~
lion. '

On the new quota of SDR 415.5 million, the corresponding availability
would be SDR 537.5125 million derived from SDR (0.75 + 1.025) x 415.5, or

§37

SDR 737.5125, less SDR 200 million. )
Mr. Bogoev's schedule - September 26 : 0 §]r2-°hﬁ%

He will be seeing Mr. Rockefeller at 10.00 a.m., leaving in time to ﬂgﬂw4;
catch the noon shuttle. He will be brought directly to the Fund by Embassy
car arriving at about 1.15 p.m. He must leave by 3.45 p.m. for a meeting with
Secretary Miller. ‘

ol ol '
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September 24, 1980

MEMORANDUM FOR FILES

Subject: Yugoslavia--Annual Meeting

1. Where are iﬁzz;i?“the present stand-by; ceilings in September.
p {f
(a)

(B) sub~ce111ng on credit to Federal Govermment, get back on
line by 30/9. A
]

() ~balan£e_m£_9aymenﬁs of banking system (main risk lles here)

2, Fund/Yugoslav financial relations next year and amounts 1nvolved
Views of other country credltors

3. Paris meeting; difficult to do anything Bilaterally. Yugoslavs

should rely on market and envisage multinational credits.

4. Timing of visits October? Will take Bank person .on October visit.

/
) d

r{:{%ﬁ A

m(@\ﬂw& | L.A. ‘ MW{E"V‘“ :

3

I




N

g

. (VN
< Rnebag

(&3) Office Memorandum ’}’i K Waw Ag;; )
o . Mr. WhitM |  sestember 22, 1950

FROM Geoffrey Tyler 57

SUBJECT : Yugoslavia--Possible Modification of
Stand-By Arrangement

I attach a copy of a memorandum prepared by Mr. Manison. I share
his views.

It seems most unlikely that the authorities will be able to meet the
performance criteria of September 30, 1980. First, their current strong efforts
to arrange substantial foreign borrowing cannot bring in any cash until the final
quarter, so the chance of meeting the test on the net foreign asset position of
the National Bank will probably not be met. Domestically, it is unlikely that
the limit on net domestic assets of the banking system can be met, especially
in view of the apparent spurt in credit in July.

We shall need to discuss the matter with the delegation. Assuming
we are right in believing that a modification will be necessary, I consider
that we should agree in principle to support one. However, we should make it
clear that domestic credit restraint is essential for our support. 1In this
respect, we shall need to be convinced that the July result was anaberratlon
It would also be helpful presentationally if the authorities could ensure that
the sub-ceiling on credit to the Federation is met on September 30--this should
be within the authorities' power. Externally, we shall need to be able to report
that strong efforts are being ' made to raise medlum— and long-term loans and that
reasonable success is likely.

In terms of obtaining information for the necessary Board paper, the
proposed visit to Belgrade next month will be convenient. Indeed, from the
Yugoslavs' point of view, a modification exercise could provide a convenient
explanation for the visit if it raises any public questions.

Incidentally, the World Bank has agreed and is anxious to supply a
member for the mission. Mr. Chopra will provide a name during the Annual Meet-
ing. We should probably alert the Yugoslavs that we shall probably include a
Bank person.

Attachment
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\ to .  Mr. Tyler (LJ gf ’?‘5‘{2,; T, September 22, 1980
. 7 . ﬁif bl g o2 ¢ e,
FoM : LG Manison //{ 7 ﬁ ‘9 P o] o E&v!ff b V{,}j

SUBJECT : Yugoslavia-—Recent Edonomic Developments and Performance o e "
under the Current Stand-By Arrangement { W
flb;&'w-c}

Recent developments in the Yugoslav economy have been mixed and have

been reflected in some of the performance criteria specified for June 30, 1980
under the existing stand-by arrangement (levels of net domestic assets of the
banking system and National Bank credit to the Federation, and the decline in
external reserves) being breached (Table 1). As further purchases under the
stand-by arrangement can not be effected before November 15, 1980 when data
relating to performance criteria for September 30, 1980 would be applicable,
the latter im practice serves as the effective trigger date. The question
arises as to whether the Fund would have been willing to modify performance

(:) criteria under the existing stand~by arrangement in lieu of developments to
date during 1980, especially if one assumed that June 30, 1980 was the effec-
tive trigger date.

“m—

On the external side, the serious efforts of the Yugeslav authorities

to reduce substantially the current account deficit of the balance of payments
appear to be producing favorable results. In the first seven months of 1980,
the trade deficit amounted to US$3.6 billion or approximately US$6.2 billion on
an annual basis compared with the planned figure of US$7.2 billion for the full

<:> year. It is estimated that the volume of exports rose by 12 per cent in the
first seven months of 1980 compared with the corresponding period of 1979, while
import volume fell by 11 per cent. Preliminary estimates suggest that a sharp
rise in foreign exchange receipts from tourism will be recorded in 198B0. These
developments together with the expected beneficial effects on the external accounts
of the large devaluation in the foreign exchange value of the dinar in June and
the slow down in the growth of the domestic economy should reduce the current

;- account deficit from US$3.7 billion in 1979 to below US$Z.5 billion in 1980, or

.- from approximately 6 per cent of GDP to 4 per cent of that estimated for 1980.

e

The greater-than~planned for decline in external reserves during 1980,
especially in net foreign assets of the banking system, has resulted from medium-— :
and long-term external borrowing from commercial banks being considerably less
than intended, Reflecting this shortfall, the rise in convertible currency
external debt outstanding amounted to only US$800 million in the first six months
of 1980 compared with the permissible increase of US$1.3 billion under the stand-
« by arrangement. The lower-than-planned level of longer—term commercial borrow-
Sing is attributable partly to delays in coordinating and putting into practice
lan elaborate and more thorough system of foreign borrowing limits for the repub-

lics and the provinces and for the enterprises within these territorial bound-

aries. Political and economic uncertainties associated with the death of
XexWPre91dent Tito have had also a dampening effect on the flow of loans to
{Yugoslavia. As a consequence the current account deficit of the balance of pay-
ments has been financed by a higher than previously foreseen level of short~term
- borrowing by Yugoslav banks which in turn has raised external bank liabilities
o above planned levels.
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With top priority being given to reducing the current account deficit
of the balance of payments the authorities have deliberately induced a marked
slowdown in the growth of domestic production. After real gross social product
had risen by around 7 per cent in each of the preceding three years the authori-
ties reduced the growth rate target to 5 per cent for 1980; subsequently, this
target has been revised downward to 4 per cent. Indeed, the original target for
the increase in industrial production of 6 per cent has been lowered to 5 per cent
and in the first seven months of 1980 the actual level of industrial production
was 4.3 per cent above that of a year earlier after rising at an average rate of
8.7 per cent in the previous three years. Supply shortages of imported raw mater-
ials and spare parts appear to have contributed to the slackening of industrial
production. . :

The greater-than-expected increase in domestic prigces of late has been
a disturbing development. Despite efforts to contain price increases following
the devaluation of the dinar in early June consumer prices have risen sharply
with the 12-monthly rate of increase in the retail price index advancingto
27.2 per cent in July. Although industrial and agricultural producer prices
have been rising at a lower rate it is now expected that the increase in the
GSP price deflator could be around 25 _per cent in 1980. This contrasts with a
target of 17 per cent under the stand-by arrangement program and am increase in
the GSP price deflator of 20 per cent in 1979.

While the devaluation has led to abrupt increases in domestic prices
inflationary pressures stemming from higher labor costs appear to be diminishing.
The authorities seem to have achieved some success in their efforts to moderate
the rise in nominal personal incomes and this in conjunction with the sharper
rise in the cost of living is estimated to have reduced real average personal
incomes by over 8 per cent in the first half of 1980. Statistics show that the
increase in net average personal 5&%§g§§ in the socialized sector in the first
half of 1980 was reduced to 18 per cent compared:with 24 per cent in the 12
months to December 1979 and with a rise in total incomes of organizations of
associated labor of around 28 per cent in the first six months of this year.

While the ceilings on domestic bank credit were not observed for
June 30, 1980 it is debatable whether recent monetary developments have accommo-
dated and even contributed to the acceleration in domestic price increases. The
financial program underlving the gtand-by arrangement calls for the lZ-monthly
rates of growth of domestic credit and .the money supply to be reduced to 22 per
cent by the end of 1980, a rate commersurate with the projected increase in nom-
inal GSP. In the event, the rate of growth of domestic bank credit rose to 31 per
cent by June 1980 (Table 2). However, the higher-than-planned increase in bank
credit was more than offset by the greater-than—anticipated decline in net foreign
assets. This led to the rise in the money supply which was considerably less
than that programmed. In fact, in the six months to Jume 30, 1980 the money
supply rose by 6.9 per cent compared with a planned increase of 8.3 per cent.
Moreover, with domestic prices rising by around 13-15 per cent over this period
the squeeze on real money balances was quite substantial. Partial information
for July indicate an abrupt rise in the money supply as an acceleration in bank
credit expansion was accompanied by a rise in net foreign assets. Newspaper
reports indicate that with the rise in the money supply being over 5 per cent
in July the 12-monthly rate of increase was raised to 25 per cent. The bulk
of the increase in bank credit is reported to have flowed to organizations of
associated labor.
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We have little data on developments in the public sector during 1980.
While credit extended by the National Bank to the Federation was above the
ceiling set for June 30, 1980 the financing requirements of the Federal Govern-
ment are relatively small and do not seem to be a destabilizing factor.

In answering the question posed initially on whether the staff should
be willing to modify the stand-by arrangement in a situation where further pur-
chases would be contingent on meeting the June 30, 1980 performance criteria,
I would argue that in view of the measures taken to adjust the current account
of the balance of payments and to reduce significantly the growth of real economic
activity, a modification of the stand-by program would be justified provided the
Yugoslav authorities give convincing evidence of their determination to acceler-
ate their efforts to raise more medium~ and long-term foreign bank loans and to ﬁ
reduce substantially the rate of expansion of domestic credit, especially in a
situation of rising met foreign assets. In the past, as the data in Table 3
illustrates, the monetary authorities have failed to offset unforeseen increases
in net foreign assets with appropriate adjustments in the expansion of National
Bank credits.

Attachments
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Table 1. Yugoslavia: Quantitatlve Performance
Crlterda In Stand-By Avrangement l/
A _ 1980 o 1980
December 3. 31 June 30 . Cellings Under Program
TActual ~ Actual ~ June 30 September 30 2/  December 31
Net domestic assets of the
banking system; 4in billions .
of dinars 1,201 1,368 1,321 1,381 1,466
Net credit of the National Bank
to the Budget of the Federation;
in billions of dinars 68.7 , 77.9 716.4 77.4 77.9

Cumulative change in net convertible
forelgn assets of the National
Bank; in millions of U.S.

dollars 3/ cee -972 =900 -300 -
Convertible currency debt outstand- v
ing; in billions of U.S. dollars 4/ 12.3 13.1 13.6 14.2 14.7
r

Source: Data supplied by the Yugoslav authorities.

1/ Quantitative performance criteria for 1981 to be determined at the time of the mid-term review.

2/ As additional purchases from the Fund cannot be made before November 15, 1980 when data relating to
performance criteria for September 30, 1980 should be available, the latter is effectively the trigger date.

3/ Net of exceptional borrowing by commercial banks.

4/ Debt outstanding in convertible currency with original maturities of more than one year. Excluding
-outstanding purchases from the Fund and increases in exceptlonal borrowings by the commerc1a1 banks in 1980.
Valued at exchange rates prevailing on December 31, 1979.
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Federation

Money supply
Quasi~-money

Other items, net

Ta.

RN / 5 i~

& 2. Yugoslay ¢; Monetary Su )y

(In billiong of dinars)

Actuals Projections
1980 1980
June Dec. March June June Sept. Dec.
-66.9 -112.0 . =-143.0 -209.8 -137.0 -133.0 ~137.0
1,043.5 1,201.3 1,261.3 1,368.3 1,320.3 1,380.3 1,465.3
(65.5) (68.7) (73.4) (77.9) (76.4) (77.4) (77.9)
334.2 386.4 400.4 411.3 418.4 413.4 470.4
514.9 585.9 598.7 700.2 )
) 768.1 807.1 860.1
108.7 116.2 119.2 46.7 )
(Change in billions of dinars)
Actuals Projected Actual Percentage Changes
1980 1980 Dec. 78 to June 79 to
1st half 2nd half 1st half 1st half 2nd half Dec. 79 June 80
~33.5 ~45.1 -97.8 -25.0 — ~-235.3 -213.6
94.5 157.8 167.0 120.0 145.0 26.7 31.1
(5.0) (3.5) (9.2) (7.7) (1.5) (13.6) (18.9)
4.8 52.2 24,9 32.0 52,0 17.3 23.1
51.3 71.0 )
) 41.8 63.0 92.0 24.4 19.8
5.9 ~10.5 )

Source:

Data supplied by the Yugoslav authorities.



Table 3. Yugoslavia: Actual and Projected Changes in the Monetary Aggregates

(Changes in biilions of dinars)

1971 1572 1973 1974 1975 1976 1977 1978 1979
Net foreign assets of National Bank
Projected 0.1 -0.9 1.7, 0.8 ~-7.3 -1.6 4.6 -1.3 0.5
Actual ~1.4 8.3 7.6 1 ~7.6 ~1.7 15.8 -5.0 4.3 -39.1
More (+), less (-} than projected -1.5 +9.2 +5.9 ~8.4 +5.6 +17.4 ~-9.6 +5.6 -39.6
National Bank credits ;
Projected 4.5 5.8 5.9 E 8.3 17.1 21.2& 13.1 1.8 22.0
Actual 9.1 10.2 10.8 14.9 18.1 27.0} 26.4 44,5 68.3
More (+), less (~) than projected ‘ +4.6 +4.4 +4.9 E +6.6 +1.0 +6.8 1 +13.3 +24.,7 +i6.3
Reserve money issue 1/ ! %
Projected 4.6 4.9 7.6 ; 9.1 9.8 19.6 ; 17.7 18.5 22.5
Actual 7.7 18.5 . 18.4 g 7.3 16.4 42.8 ) 21.4 48.8 29.2
More (+), less (~) than projected 4+3.1 +13.6 +10.8 ; -~1.8 +6.6 +23.2 i +3.7 +30.3 +6.7
Money supply 2/
Projected 5.3 5.2 9.3 19.3 26.9 24.2 34,0 47.1 58.0
Actual 5.5 18.0 22.3 21.6 34.4 76.5 ¢ 42.9 72.2'\ 55.1
More {+), less (-~) than projected +0.2 +12.8 +13.0 +2.3 +7.5" +52.3 é +8.9 +25.1 ~2.9

Source: Data supplied by the Yugoslav authoritles.

1/ Consists of changes in net foreign assets of the National Bank plus changes in National Bank credits. This series differs from the IF§
concept of reserve money as no account is taken of changes in deposits of the nonbank sector with the Natdonal Bank.

" If M} National Bank definition, defined as currency in circulation, demand deposits of the Federal Govermment and private sector and
floatc."
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MEMORANDUM FOR THE FILES September 17, 1980

C

N

Subject: Yugoslavia

1 spoke with Mr. Chopra, Chief of the Bank division that ineludes
Yugoslavia, regarding the possible inclusion of a Bank man on the expected
mission to Yugoslavia in late October. He said that in principle he would
be very happy to have one of his staff take part. At the moment leave and
work commitments make it difficult for him to say whether someone could

.come and who it would be. We agreed to keep in touch.

In the context of Yugoslavia's foreign boriowing, Mr. Chopra said
that a co-financing loan totaling $110 million, headed by Swiss banks, was
going ahead very well and should be finalized shortly.

™

57

Geoffrey Tyler

cc: Mr. Whittome V/,/{

Mr. Manison
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wtﬁ' Brief for Managing Director's Lunch With Executive Directors /A?
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The Yugoslav authorities have given top priority to halving the current
account deficit to US$2.0-2.5 million in 1980 or from_6_per cent of GSP in
1979 to 4 per cent. Reflecting a deliberately engineered slowdown in the
growth oF the economy (growth rate of industrial production halved to 4.5 per
cent in the first part of 1980) developments in the external trade account in
the first six months of 1980 showed a marked improvement; compared with the
first half of 1979, exports volume rose by 12 per cent while imports volume
fell at a similar rate. The trade deficit of US$3.25 billion was less than Y
half that planned for the full year. Receipts from gourism have risen appreci-
ably with reports suggesting an increase of 50 per cent. 1In view of these
developments, the current account deficit in 1980 should be below US$2,5 mil~ ,
lion which the Yugoslav authorities in their letter of intent stated would
be the maximum permissible level. So far in 1980, medium- and long-term
borrowing has been slower than planned, for at least partly explainable
reasons, and hence temporarily more reliance has been placed on short-term
borrowing. :

Prices have risen'at-a considerably faster rate than planned and are
now about 30 per cent higher than a year earlier. The implicit GSP deflator
is likely to rise by about 25 per cent in 1980, compared with the planned
increase of 17 per cent under the stand-by program and 20 per ceant in 1979.
In May 1980, net personal incomes per worker were 17 per cent above a year
earlier implying a fall in real earnings of about 8 per cent over this period.

In the first five months of 1980, domestic bank credit expanded at _an
annual rate of over 24 per cent which compares with a planned rate of 20 per
cent over the first half of 1980. With net forelgn assets falling by a
greater amount than expected, the increase in the money was approx1mately
in line with the planned annual growth rate of 22 per cent.-

Data on developments in the public-sector in 1980 are very limited,
but National-Bank lending to the Federation is-in line with the 1980 Plan.

Discussion of performance under the existing stand-by program and
preliminary talks on its replacement by another arrangement will take place
during the course of the Annual Meeting.

Wb el ) ol
Ex !Z’/é’* < line 307, /‘/‘:’ﬁ'é‘

September 1980 ‘ £ /1
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‘) Office Memorandum

TO . Mr. Whittome pATE: August 7, 1980

FrRoM : Geoffrey Tyler 65’?

supJecT : Yugoslavia--Performance under Stand-By Arrangement

The attached memorandum by Mr. Mountford summarizes perfermance up to
June 30, 1980. The latter date is a trigger date in respect of purchases made
up until the September 30, 1980 data apply. However, the earliest date for the
next purchase is November 15, 1980, by which time the September 30, 1980 data
will be applicable for the performance c¢riteria. Thus, the breach of the June 30
criteria is not important as long as those for September 30 are observed.

My personal view is that the balance of payments performance on current
account is quite satisfactory and the combination of foreign debt/reserves move-
ment would be acceptable. Domestically it is probably understandable that credit
is expanding a little further than planned. Inflation is worse than was allowed
for in the credit ceilings and this may necessitate a little more credit. However,
the failure to moderate the inflation is somewhat discouraging, especially as the
large depreciation in early June 1980 cannot have worked its way through the dom-
estic price structure by end-June.

A
e ‘/W .y WJ[}AI( ad  unai comaei o
i

Attachment ﬁ%

cc: Mr. Mountford Wm fé U‘W ;‘}WW: W f}/} [; i Vs a‘{%
#

Tlew ¢ AHy dual) Ht e
M J@F W e Foe W/ Lot Ya

’M/z;éh{zc é‘lw “%/&%Z/%*//
/%«1&% é@%/ /wwl& Teeofre mgnwz(%

Chtli,
/A/g,/g

GT~ I think we ought to be and remain concerned. If the end-June figures in
fact provide the starting base for the programmed increase in the following
quarter then if the June base is higher than had been expected but the
increase is in line with what was agreed I would see no great difficulty in

. approving the end-Sept. "excess'". But if it is more other questions arise.
“‘There is little doubt that some observers feel tﬁat'we‘ﬁave repeatéd ast
vear's mistake and agreed to a program that will not produce the desired

3
N
<.
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10 . Mr. Tylefrl ) pate: August 7, 1980
rROM  : A. Mountford #b}

sussecT : Yugoslavia--Monthly Report from the Authorities

The telexes received from the National Bank of Yugoslavia on August 4
and 6, allow a preliminary assessment of Yugoslavia's progress under the present
stand-by arrangement.

In terms of overall economic performance, the information confirms what
we have suspected from other partial indicators. Activity is slowing down sharply,
with industrial production rising only 4.5 per cent in the first half of 1980, com-
pared to the first half of 1970. The trade account is rather better than forecast
(a half year trade deficit of US$3,254 million, less than half the forecast for
the year as a whole). Prices are rising faster than intended, with increases in
industrial producer prices of 21.7 per cent and retail prices of 26.6 per cent
(averages from Janaury-June 1979 to January-June 1980).

The performance under the quantified performance criteria is as follows:

a. Credit ceilings

At end-May (latest data available), the domestic credit figure was
Din 1,322.4 million, slightly higher than the end-June ceiling. There is, there-
fore, a strong chance that the June ceiling will be exceeded; this is not a trigger
clause, but there may later be difficulties with the September ceiling. As for the
subceiling on National Bank lending to the Federation, the end-May figure was
Din 75.7 billion, compared to the end-June ceiling of Din 76.4 billion. This
might also be a close call.

b. PForeign debt ceiling

At end-June the 1evel~of‘debt)as defined for purposes of the stand-by
arrangement, was US$13,100 million, compared to the ceiling of US$13,600 million.

c. Balance of payments test

This test is defined in terms of maximum deécline in the net convertible
foreign assets of the National Bank of Yugoslavia, less exceptional financing from
the level at end-1979 and adjusted for the net use of Fund resources: this de-
cline should be,more than US$900 million by end-June, no more than US$500 million
by September 30, 1980, and there should be no decline by December 30, 1980. By
June 30, 1980, the decline from end-December was US$972 million: in other words
the June test was exceeded by US$72 million: one should, however, be cautious
in interpreting these figures, as the figure for exceptional financing is probably
only an initial estimate. Moreover, medium- and long-term foreign borrowing was
slow in the first half but should presumably pick up in the second half. On the
basis of the data for end-June, there will have to be a gdin in net reserves (less
exceptional financing) of US$472 million by the end of September. There will be
no purchase from the Fund in this period.
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August 4, 1980

MEMORANDUM FOR FILES

Subject: Yugoslavia

Mr. Palmer said that he would make Mr. Loser available for
the prospective mission to Yugoslavia. I informed him that the exact
timing in October-November was as yet uncertain and that there might
well be two visits in the fourth quarter. Definite:decisions would
probably net be taken until the time of the Annual Meeting.

cc: Mr. Tyler
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CONFIDENTIAL

MEMORANDUM FOR FILES . July 15, 1980

Subject: Yugoslavia

Governor Bogoev called this afternoon. He talked primarily about
the borrowing program which they were seeking to put in place. He said
that they were looking for $2.5 billion per annum over three years which he
reckoned would be sufficient to cover debt repayments and provide for some
reconstitution of reserves.

He said that to date agreements had been reached with a number of
OPEC countries. Kuwait had promised $250 million, the UAE $150 million and
Iraq a minimum of %100 million. Each of these sums would be an annual
amount payable in each of the next three years. In addition Libya had pro-
mised $75 million per year for two vears. In Europe talks were well under
way and the Italians had promised $200 million per annum for three years
and the French were expected to agree to a similar sum. The Austrians, the
British and the Swiss were each expected to provide $100 million per annum
for three years. Bogoev went on to say that they had approached the Germans
and had asked for $750 million per amnum for three years and had carried for-
ward. discussions with the Americans asking for $500 million per annum for
three years.

Governor Bogoev said that the program was going through as expected
although prices were rising more strongly than he had hoped. He personally
was very confident that they would achieve the targets which they had set
themselves. In addition he said that there was a general realization that
growth would have to be more restrained in future and the next five year plan
would talk in terms of a rate of growth of GSP of not more than 4 per cent.
He said general financial restraint would be accompanied by structural
changes concentrating on the supply side and in particular on enmergy. He
emphasized that they were intent on changing the present psychology. which
expected inflation and thus continuing depreciation.

In a meeting with the Managing Director the Yugoslavs talked in
similar terms though they gave no details of their intended borrowing.
Mr. Kostic talked at some length about the structural changes being needed
to be made in order to stabilize the balance-of payments position and set
the scene for future growth.

The Managing Director applauded the emphasis being given to the
supply side and said that the Fund was ready to assist the sort of program
that the Yugoslavs had in mind.

In further conversations with Bogoev I said that we remained
ready to cancel the present stand-by and replace it with one which would
include the fourth credit tranche and associated SFF borrowing plus some
special use of the SFF. I said that there would be no difficulty in a
special use of SFF amounting to SDR 250 million and that we could go further
than this if there were to be an obvious need. We agreed that this matter
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should be discussed further at the Annual Meeting. I further said to the
Governor that on this occasion it would Be important for us to hold dis-
cussions in Belgrade before the Government was. committed to a program which
it had begun to agree with the Republics. To this end I thought that a
staff visit should be thought of for early October. After the end of this
visit the Government would go ahead agreeing the program and a formal mis-
sion would take place probably around late NovemBer in order to agree a

.stand~by on the lines of the Government program which by then would have
.'been adopted. Governor Bogoev said that he thought this was a fair way of

approaching the matter.

)

L.A. Whittome

cc: EED
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10 : The Managing Director DATE: July 15, 1980
FAOM L.A. Whittome/kﬁﬁ//

SUBLECT - Visit of Yugoslavs

I have just seen Governor Bogoev who has told me that he definitely
intends to make another approach to tha Fund in the last quarter of this year,
He wished to discuss what special "“use" of the SFF might be made without giving
rise to any unfavorable comment. I suggested that the special use of the SFF
of SDR 250 million would be a fair figure to have in mind. This figure is to
be seen against the present quota of SDR 277 million and the assumption that
the stand-by to be negotiated will of course cover all four credit tranches plus’
full associated use of SFF. On this figuring a special use of SFF of SDR 255 mil-
lion will bring the total use of SFF to about 200 per cent of quota. I have
told Governor Bogoev privately that we would most probably be able to increase
this figure if the Yugoslav needs made this appropriate. If you have any particu-
lar views on this matter you might wish to draw Governor Bogoev aside. I have
some suspicion that Minister Kostic is not fully aware of these conversatioms.

You may also wish to know that the Yugoslavs have agreed with certain
OPEC countries for loans of approximately $500 million per year over three years
and with certain European countries for loans of $600 million per year for three
years. They hope to obtain at least $500 million from the U.S. market and
$750 million from the German market. Even if all these loans come through they

will be short of their target which is for a minimum of $2.5 billion per year
for three years.

ce:  Deputy Managing Director . - zé
Mr. Watson / }Mbr{*— b?i
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Gentlemen:

I am enclosing herewith the text of the

a2}

stand~by arrangement for Yugoslavia appreve
by the Executive Board on June €, 1230,

Sincercliy vours,

Anne Marie Al-Samarrie
Senior Operations Officer
Operations Division
for Generzl Pesources

Enclosure

Eanque Hationale de Yougoslavie
) " CC: MR,
Siege Central RUDING

P.0. Box 1010 %RU‘S“"

Belorade, Yugoslavia

/kel
June 10, 1980
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CONFIDENTIAL

June 10, 1980

MEMORANDUM FOR FILES

Subject: Eastern Europe

When Mr. Whittome called from Basel yesterday he mentioned
that:

1. Mr. Bogoev had told him there was a fifty-fifty chance
that Yugoslavia would seek further Fund help in October and
Mr, Whittome had replied that we should discuss the matter further
at the Annual Meeting.

2. He had, through the Hungarians, met the Poles and it
was clear that he must pay a visit to both countries in the fourth
quarter. He asked me to warn Mr. Tyler that he would in due course
need to be briefed.

=

Brian Rose

cc: Mr. Tyler

YugosLavia

-

.

b
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May 21, 1980

MEMORANDUM FOR FILES

Subject: Yugoslavia

During his discussions with Mr. Mountford, Governor Bogoev said
that he fully accepted the need for a mission later in the year and also
referred to the discussion he had with Mr. Whittome in Hamburg. If the pos-—
sibility discussed then, that is, the cancellation of the existing stand-by
and the formulation of a larger one,could be considered, and it could be done
during the mission, which could be in October.

PN

Governor Bogoev also told Mr. Mountford that the Government was
about to announce additional economic measures. He was not free to give
details but promised to inform us when the measures were announced.

Geoffrey Tyler

cc: Mr. Whittome



May 21, 1980 52,/~/

MEMORANDUM FOR FILES ' . :

C

Subject: Yugoslavia--CFF

Commodities Division has now calculated the shortfall for 1979 on
the basis of the data telexed from Belgrade by Mr. Mountford. = They confirm
that the actual shortfall exceeds the amount purchased earlier this year.
Mr. Kabni says that he will delay informing the Board that the purchase was
justified on the basis of actual data until after Mr. Mountford's return in [
order. to be able to confirm from Mr. Mountford his understandimg of the figures.

9)

&

( s ' Géoffrey Tyler

LI
=)

cc: Mr. Whittome
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May 12, 1980

MEMORANDUM FOR FILES

Subject: Yugoslavia-—-Stand-By Arrangement

Now that the Managing Director and the Deputy Managing Director have

“agreed with the draft letter discussed in Belgrade, I have sent a telex to

Governor Bogoev informing him of Management's decision. I have also spoken
.to Mrs. Hofmannto give her the information. She informs me that the draft
letter we agreed in Belgrade has already been sent to the Govermment for
approval. Belgrade will inform us as soon as they receive formal approval
and will also tell us when the letter has been signed and by whom.

5)

Geoffrey Tyler

cc: Mr. Whittome 7 : ‘ ‘ .
Mr. Mountford

i
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Office Memorandum, f‘"’f% sy

0 The Managing Director DATE: %g§’8, 1980 &fJ )
The Deputy Managing Directox &hyﬁ’ e ( A
o s 2
FROM Geoffrey TylerQ'\ : US’ g;ﬂh ””ng“} /
| , \}v o &
SUBJECT : Yugoslavia~-Request for a Stand-By Arrangement ‘ P o . {r And
'(__’::‘ > \[J‘,D .4/{( ,

A
Messrs. Mountford (EUR), Loser (ETR) and I were in Belgrade f;%m "
May 5-7, 1980 with Mrs. Pabst (EUR) as secretary, to complete discussions VY =

for a stand-by arrangement covering the second and third tranches plus %fg“# 3
associated use of SFF, equivalent in total to SDR 339 million and covering (:¢W L
the period to December 31, 1981. The major elements of the program were = ..« Q( \t
agreed during the 1980 Article IV consultation discussions last February/ ﬁ&§“m¥“ ggg‘

March and reported to you in my memorandum of March 6, 1980. You agreed at
that time that we should go ghead. The Governor of the National Bank, A v
Mr. Bogoev, wished to proceed with the request but he had a somewhat dif-
ficult task to persuade his colleagues in the Administration, particularly
in the Ministry of Finance, and the Government to accept the appearance of
Fund conditionality being imposed upon Yugoslavia. 4

Subsequent to the earlier discussions, Mr. Bogoev was successful ¢
in persuading the Government to accept the idea of a stand~by arrangement.
I would imagine that a not insignificant factor was that the 1979 current
account deficit has now been found to have been somewhat worse than pre-
liminary data indicated and official reserves have fallen in the first four
months of this year. At the authorities' request we arrived on May 4 to
finalize the details of the TLetter of Intent agreed in March. The discussions
were complicated by the death of President Tito on the day of our arrival,
but the National Bank was extremely cooperative in pressing ahead with the
meetings (and also in ensuring that the mission was able to retain hotel .
rooms and depart without problems).

o

The basic elements of the program are the following:

(1) a reduction in the current account deficit from US$3.7 billion
in 1979 (6 per cent of gross social product) to US$2.5 billion in 1980 (less
than 4 per cent of GSP). A further reduction to around US%1.8 billion is
tentatively planned for 1981;

: (ii) a reduction in the growth of real GSP from 7 per cent in 1979
to 5 per cent in 1980 and probably 4-5 per cent in 1981;

(iii) a reduction in the rate of inflation from 20 per cent in 1979
to 17 per cent in 1980, with a further reduction in 1981, This may be dif-
ficult to achieve this year because of the oil price incrdase; and

(iv)

a reduction in real wages in 1980 varying up to around 5 per cent.
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The performance criteria enumerated in the attached table comprise:

(1) quarterly ceilings on the net domestic assets of the banking

system;
(ii) subceilings on National Bank credit to the federal budget;
(iii) limits on total medium~ and long-term foreign borrowing by
the total nonbank sector; ‘ 1%

(iv) minimum quarterly limits on the net convertible foreign assets
of the National Bank defined so that the latter cannot be raised by more than .30
specified amounts by borrowing by the commercial banks for balance of payments i
financing purposes; ‘ o

s
e
"

(v) the usual clause on trade and payments restrictions; and i %

[

(vi) a mid-term consultation on performance criteria for 1981.

The authorities are convinced that the targets can be achieved
and, moreover, they are to give strict priority to the external target. Indeed,
the official target for the current account deficit has been retained at
US$2 billion (i.e.US$0.5 less than that specified in the stand-by arrangement
program). Since the performance criteria on the balance of payments specify
all monetary movements and all capltal movements except short-term capital
inflow, which is normally small, the monitoring of current account performance
under the stand~by arrangement is quite strict. In the Letter (and . in practice,
we were convinced) the authorities emphasize their intention to adjust policies
if the external targets are not being realized.

Under the Yugoslav system, the Government can only establish firm
quantitative targets on a calendar-year basis. For this reason, there is a
performance criterion specifying that no purchases can be made in 1981 until
quantified performance can be agreed for that year. A nission will visit
Belgrade late in 1980 to discuss 1981 policies and numbers.

The mission believes that the program is reasonable and that the
authorities are determined to implement it and we: therefore recommend that
you support it, the more so as it would mark a reversal of Yugoslavia's unwill-
ingness for almost a decade to face up to the conditionality of Fund lending.
Moreover, we believe that the gradual approach to a serious external problem,

" which it represents,and the fact that an important part of the external solution

is based on improved supply in the external sector is in line with the approach
to adjustment that you have been advocating--most recently at the Hamburg meeting.

For phasing, we agreed to propose SDR 100 million initially (of which
SDR 34.6 million is the first credit tranche SFF equivalent) followed by four
quarterly amounts of SDR 50 million in November 1980, February, May, and August
1981 with the final SDR 39 million in November 1981.

.
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If you agree with the attached Letter, which is being cleared with
the relevant departments, we shall cable Mr. Bogoev, who expects to then
obtain final governmental approval next week. We are under some time pressure
since Mr. Ruding wants to have the Board discussioms on the stand~by arrangement
and the 1980 Article IV consultation before he leaves for Romania in early
June. This puts us on a very tight schedule in terms of drafting, clearing,
and circulating to the Board the relevant staff papers. However, we should
be able to meet the required timetable. :

Attachment

cc: Mr. Habermeier
Mr. Whittome
Mr. Finch
Mr. Nicoletopoulos
Mr. Watson
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Table .

Yugoslavia:

Quantitative Performance

Criteria in Proposed Stand-By Arrangement

l9?3» )
December 31

1980
Proposed Ceilings Under Program—

1/

Actual June 30

September 30

December 31

Net domestic assets of
the banking svstem
(In billions of dinars)

Net credit of the National
SN Bank to the Budget of
\_/ the Federation
(In billions of dinars)

Cumulative change in net
convertible foreign
assets of the National
Bank 2/ :

(in millions of U.S.
doliars)

Convertible currency
debt outstanding 3/
(In billions of U.S.
dollars)

71,201

1,321

68.7 76.4

- -900.0

12.3 13.6

1,381

77.4

-500.0

14.2

1466

77.9

14.7

Data supplied by the Yugoslav authorities.

1/ Quantitative performance criteria for 1981 to be determined at the time of the

mid—-term review.

2/ Net of exceptional borrowing by commercial banks.

3/ Debt outstanding in convertible currency with original maturities of more than

one vear.

berrowings by the commercial banks in 1980,

December 31, 1979.

Excluding outstanding purchases from the Fund and increases in exceptional
Valued at exchange rates prevailing on
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Office Memorandum

The Managing Director

. : pate: May 8, 1980
™ The Deputy Managing Director ¢/ ' M
FROM Geoffrey TylerQ‘\
SUBJECT : Yugoslavia~—Requesgt for a Standey ‘Arrangement

Messrs. Mountford (EUR), Loser (ETIR) and I were in Belgrade from
May 5-7, 1980 with Mrs, Pabst (EUR) as secretary, to complete discussions
for a stand-by arrangement covering the second and third tranches plus
associated use of SFF, equivalent in total to SDR 339 million and covering
the period to December 31, 1981. The major elements of the program were
agreed during the 1980 Article IV consultation discussions last February/
March and reported to you in my memorandum of March 6, 1980. You agreed at
that time that we should go ahead. The Governor of the National Bank,
Mr. Bogoev, wished to proceed with the request but he had a somewhat dif-
ficult task to persuade his colleagues in the Administration, particularly
in the Ministry of Finance, and the Government to accept the appearance of
Fund conditionality being imposed upon Yugoslavia.

Subsequent to the earlier discussions, Mr. Bogoev was successful
in persuading the Government to accept the idea of a stand-by arrangement.
I would imagine that a not insignificant factor was that the 1979 current
account deficit has now been found to have been somewhat worse than pre-
liminary data indicated and official reserves have fallen in the first four
months of this yvear. At the authorities' request we arrived on May 4 to
finalize the details of the Letter of Intent agreed in March. The discussions
were complicated by the death of President Tito on the day of our arrival,
but the National Bank was extremely cooperative in pressing ahead with the
reetings (and also in ensuring that the mission was able to retain hotel
rooms and depart without problems).

The basic elements of the program are the following:-

(i) a reduction in the current account deficit from USS$3.7 billion
in 1979 (6 per cent of gross social product) to US$2.5 billion in 1980 (less
than 4 per cent of GSP). A further reduction to around USS$1.8 billion is
tentatively planned for 1981;

(ii) a reduction in the growth of real GSP from 7 per cent in 1979
to 5 per cent in 1980 and probably 4-5 per cent in 1981;

(iii) a reduction in the rate of inflation from 20 per cemt in 1979
to 17 per cent in 1980, with a further reduction in 1981. This may be dif-
ficult to achieve this year because of the oil price increase; and

- (iv) a reduction in real wages in 1980 varying up to around 5 per cent.
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The performance criteria enumerated in the attached table comprise:

(i) quarterly ceilings on the net domestic assets of the banking
system;

(ii) subceilings on National Bank credit to the federal budget;

(iii) 1limits on total medium— and long-term foreign borrowing by
the total nonbank sector; . :

(iv) minimum quarterly limits on the net convertible foreign assets
of the Mational Bank defined so that the latter cannot be raised by more than
specified amounts by borrowing by the commercial banks for balance of payments
financing purposes;

(v) the usual clause on trade and payments restrictions; and
(vi) a mid~term consultation on performance criteria for 1981.
P

The authorities are convinced that the targets can be achisved
and, moreover, they are to give strict priority to the external target. Indeed,
the official target for the current account deficit has been retaimed at
US$2 billion (i.e.US$0.5 less than that specified in the stand-by arrangement
program). Since the performance criteria on the balance of payments specify
all monetary movements and all capital movements except short-term capital
inflow, which is normally small, the monitoring of current account performance
under the stand-by arrangement is quite strict. In the Letter (and. in practice
we were convinced) the authorities emphasize their intention to adjust policies
if the external targets are not being realized.

Under the Yugoslav system, the Government can conly establish firm
quantitative targets on a calendar-year basis. For this reason, there is a
performance criterion specifying that no purchases can be made in 1981 until
quantified performance can be agreed for that year. A mission will visit
Belgrade late in 1980 to discuss 1981 policies and numbers.

The mission believes that the program is reasonable and that the

authorities are determined to implement it and we therefore vrecommend that

you support it, the more so as it would mark a reversal of Yugoslavia's unwill-
ingness for almost a decade to face up to the conditionality of Fumnd lending.
Moreover, we believe that the gradual approach to a serious external problem,
which it represents,and the fact that an important part of the extermal solution

is based on improved supply in the external sector is in line with the approach

to adjustment that you have been advocating--most recently at the Hamburg meeting.

For phasing, we agreed to propose SDR 100 million initially (of which
SDR 34.6 million is the first credit tranche SFF equivalent) followed by four
quarterly amounts of SDR 50 million in November 1980, February, May, and August
1981 with the final SDR 39 million in November 1981,



(:} If you agree with the attached Letter, which is being cleared with
the relevant departments, we shall cable Mr. Bogoev, who expects to then
obtain final governmental approval next week, We are under some time pressure
since Mr. Ruding wants to have the Board discussioms on the stand-by arrangement
and the 1980 Article IV consultation before he leaves for Romania in early
June. This puts us on a very tight schedule in terms of drafting, clearing,
and circulating to the Board the relevant staff papers. However, we should
be able to meet the required timetable.

Attachment

cc: Mr. Habermeier
N Mr. Whittome
e Mr. Finch
Mr. Nicoletopoulos
Mr. Watson

S
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- Table . Yugoslavia: Quantitative Performance
Criteria in Proposed Stand-By Arrangement
- 1979 1980 1/
December 31 Proposed Ceilings Under Program™
Actual June 30 September 30 December 31
Net domestic assets of
the banking system e e .- . SRR -
(In billions of dinars) 715201 1,321 1,381 1,466
Net credit of the National
.~ Bank to the Budget of -
v ' the Federation
{(In billions of dinars) 68.7 76.4 77.4 77.9
"Cumulative change in net
convertible foreign
assets of the National
Bank 2/ :
(In millions of U S.
o dollars) e ~900.0 -500.0 --
’-.__,/‘/ .
Convertible currency
debt outstanding 3/
(In billions of U.S. :
dollars) 12.3 13.6 14.2 14.7

“

{ A Source: Data supplied.by the Yugoslav authorities.

1/ Quantitative performance criteria for 1981 to be determined at the time of the
zid-term review.

2/ TKet of exceptional borrow1ng by commercial banks.

§f Debt outstanding in convertible currency with original maturities of more than
one year. Excluding outstanding purchases from the Fund and increases in exceptional
borrowings by the commercial banks in 1980. Valued at exchange rates prevailing on
December 31, 1979. ‘
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Dear Mr. de Larosiere:

1. The Yugoslav economy is passing through a particular;y difficult‘peridd.
The current account of the balance of payments was in deficit by US$1.3 bil-
lion in both 1977 and 1978 and domestic prices were increasing at rates well
in excess of 10 per cent. Domestic activity was buoyant, with real gross
social product increasing by 7.9 per cent in 1977 and 6.6 per cent in 1978,

A relatively rapid rate of growth was considered necessary to prevent a
serious problem of unemployment. However, it added to the existing domestic
and external pressures. Moreover, as the growth of world economic activity
decelerated, various restrictions were piaced against important Yugoslav
exports in some markets.

2, The Government decided in 1979 that a stabilization effort was required
to moderate domestic preséures and to contain the deficit im the current
account of the balance of payments to a level that would not require excessive
foreign borrowing. Accordingly, the target for the increase in real gross
social product was reduced to 6 per cent and the aim was to reduce the general
rate of price increase from 15 per cent in 1978 to around 13 per cent in 1979.
With regard to the balance of payments, the current account deficit was to

be kept to US$1 billion, which would have implied that the debt service ratio
for foreign debt in convertible currencies would remain below 20 per cent.
These targets were to be achieved by the implementation of an integrated set
of domestic and external policies, which included, inter alia, more restrictive
credit policies and an exchange rate policy designed to maimtain the external
competitiveness of our economy; The stabilization program was supported by a
stand-by arrangement_with the Fund equivalent to SDR 69.125 million agreed

to on May 23, 1979, covering the first credit tranche.
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3. For several reasons, the course of evénts in 1979 deviated from the
original plan. We probably had underestimated the underlying pressures on

the economy that existed at the end of 1978 and which continued in the

first part of 1979. As a result, domestic activity in the first half of

the year was higher than we intended. Although additional measures were
taken that reduced rates of growth in the second half of the year, the
increase in real gross social product in 1979 as a whole is estimated to

have been 7.1 per cent, some one percentage point above the target. However,
there were important factors, all beyond our control, that prevented us from
achieving our other goals. Above all, there was the unexpected and large
increase in o0il prices. O0il prices for Yugoslavia rose on average from
US$101 per metric ton in 1978 to US$143 per metric ton in 1979.. In addition,
natural gas imports incréased sharply in 1979, principally in order to fill

a newly completed pipeline, while cereal imports increased because of a
particularly poor corn harvest in 1978 and a bad wheat crap in 1979.  The
value of imports of these three commodity groups was almost US$1 billion
higher than in 1978. Another major exogenous factor was the earthquake in
Montenegro in April 1979, which adversely affected tourism not ouly in that
region but also elsewhere; in addition, it reduced exports and necessitated
additional imports for reconstruction. These factors, plus depressed deliveries

of ships, a major export item, and a virtual cessation of corn exports because

of the disastrous 1978 harvest, meant that the current account deficit rose

to US$3.7 billion, leading to a decline of US$1.3 billion in gross convertible
international reserves of the banking system to US$2 billion at the end of

the year, and substantial net foreign borrowing totaling around US$2.1 billion.



The latter, combined with the rise in interest rates, increased the debt
service ratio on debt in convertible currencies (excluding purchases from

the Fund) from 16.9 per cent in 1978 to 19.5 per cent in 1979.

4, Domestically, higher import prices were an important factor contributing
to a rise in the rate of inflation from some 14 per cent in 1978 (year-on-
vear average for all domestic expenditure) to almost 21 per cent im 1979,
although the rate of increase declinedvin the second half of the year. It

was not possible to prevent the increase in prices being largely reflected

in increases in personal income payments per employee, but we believe it

is significant that these rose by only about 20 per cent compared with the
previous year. In this reépect, it appears that workers exercised considerable
self-restraint in the self-management agreements on income payments.

5. Although many of the reasons for the adverse develépments in 1979 were
beyond our control, the Government has to face the fact that the deterloration
that occurred in the balance of payments must be reversed in 1980. Yugoslavia
has therefore decided that policies this year must bring about a substantial
reduction in the current account deficit and thereby limit the growth of
external debt. To échieve this and to aid in reducing the rate of inflation,
a slower growth of domestic activity will be necessary. Therefore, a major
stabilization effort has been introduced and will continume until the necessary
corrections in the domestic and external sectors have been made. Given the
size of the imbalance in 1979, it will not be possible te achieve all of the
needed corrections in 1980 and we realize that the effort must continue in
1981. To support the stabilization program, which is described in detail
below in respect of the 1980 period, Yugoslavia is requesting a new stand-

by arrangement from the Fund for the period up to December 31, 1981 in a



total amount equivalent to SPR 339.325 million, including the equivalent

of SDR 200.825 million from the Supplementary Financing Fgcility.

6. Although the stabilization program will extend over both 1980 and 1981,
we are convinced that substantial progress must be made in 1980 to reduce
the current account deficit. We intend to do everything possible to reduce
the deficit to US$2.0 billion this year and believe that there is'a reason-
able chance of achieving this. Such a large and rapid reduction might entail
too great a disruption to real growth and employment but we are conwvinced
thét the current account deficit must not exceed US$2.5 billion this year
with another large reduction in 1981. Thus in 1980, we aim to reduce the
deficit by at least US$1.2 billion which would be a reduction of at least
one third. As a percentage of gross social product, the.current deficit
would decline as a minimuﬁ from 6 per cent in 1979 to below 4 per cemt in
1980. A deficit of this size would entail an amount of foreign borrowing
that we consider manageable (see below).

7. A major effort will be required to reduce the deficit to the extent
sought, but we believe the needed improvement can be made. While part of

it will come from larger net invisible receipts, the major adjustment will
be on the trade account, where exports must increase strongly and the growth
in imports must be sharply reduced. To achieve these results, the pattern

of domestic production and expenditure must change so as to release more
production for export and to reduce the import intensiveness of domestic
output. Under the Yugoslav system of workers' self-management, all enter-
prises involved in foreign trade must agree among themselves within the
Communities of Interest for Foreign Economic Relationé on foreign trade

plans that will lead to a viable balance of payments. In 1980, enterprises



are making a major effort to produce more exportable goods and to substitute
domestic products for imports wherever possible. They will be aided by the
fact that a number of major development projects have recently been finished,
which will reduce the demand for imported investment goods. Moreover, these
projects will increase export supplies and permit greater import substitution.
Throughout the economy, investment proposals are being re—examined to shift
the emphasis for the time being toward projects that require few imports and
away from import-intensive projects, especially those not directly related
(_> to export production or import replacement. Intensified efforts are being
made to increase domestic supplies of raw materlals, for example, coal and
‘ron ore, and of intermediate products. Inter alia, this should keep the

volume of o0il imports, excluding amounts needed to fill a new pipeline,

Pl

[ at no more than the 1979 level and possibly less.
N

8. In addition, in 1980 some of the particular trade difficulties of 1979
should not recur. So far, there is every indication that corn exports will

revive and imports of wheat should not be needed to the extent experienced

-
A

in 1979. Because of past orders, deliveries of ships will increase sharply
in 1980 and 1981. The planned growth of gross social product is 2 percentage
points less than the outcome in 1979, which will slow down import demand.
Although overail world export demand may be weak in 1980, the main Yugoslav»
export markets are expected to be relatively less affected, and demand in
them is expected to be around 6 per cent. Moreover, in 1979 we depreciated
the dinar in terms of effective exchange rates by about 8 per cent following
a depreciation of 9 per cent in the preceding vear. We intend to continue
with an exchange rate policy thgt will maintain our cémpetitive position

-
{
and we expect to regain some of the market shares lost in recent years.
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Although its impact in 1980 will be limited, the recently concluded agree-
ment with the European Community should have an increasingly favorablg
effect on our economic relations with its member countriés in the coming
vears, including 1981. Taking all these factors into account, export volume
is forecast to increase by 8 per cent and value by 21 per cent. Import vol-
ume should decline by around 9 per cent and the value would increase by
some 9 per cent. The forecast turnaround in imports is not out df line with
improvements made in previous periods when policies have been directed
toward substantial improvement in the external sector. Workers' remittances
should benefit frcﬁ wage increases in Western Europe and tourism should
show a recovery from 1979. Taking all the above into account, a current
account deficit of US$2 billion in 1980 may be possibleAand it is our firm
intention not to exceed a maximum level of U882.5 billion.

9. The large deficit in the current account in 1979 necessitated a net
increase of foreign borrowing in convertible currencies of US$2 billion

and at the end of that year the outstanding level of such debt was

US$13.5 billion, of which US$12.8 billion had an original maturity of more
than one year. During 1979, there was a refinancing of debt totalimg around
US$0.8 billion and the conditions attached to the new credits generally
provided for grace periods of three years and maturities of the order of
8-10 years. We intend to continue to pay careful attention to the termg

of new foreign borrowing so as to avoid sharp peaks in servicing schedules,
especially since, partly as a result of the rise in interest rates, the
debt service ratio for convertible foreign debt, excluding purchase from
the Fund, reached 19.5 per cent in 1979. To prevent a debt service problem

from emerging and consistent with the maximum projected current account



deficit for 1980, outstanding foreign debt in convertible currencies with
original maturities of more than one year, (excluding purchases from the
Fund) which stood at US$12.3 billion at the end of 1979, will not exceed
US$14.7 billion by the end of 1980 (based on exchange rates current on
December 31, 1979 and excluding net exceptional financing during 1980).

To ensure orderly borrowing during the year, quarterly limits on the out-
standing amounts have been set as follows: no more than US$13.6 billion

on June 30, 1980, US$14.2 billion on September 30, 1980, and US$14.7 bil-
lion on December 30, 1980.

10. As mentioned earlier, during 1979 the gross convertible intermational
reserves of the banking system declined and in 1980 they will negd to be
built up again. It is our intention to increase the gross convertible
reserves of the National'Bank of Yugoslavia by at least BS$0.7 billion dur-
ing 1980. This will necessitate a continuation of exceptional finamcing

by the commercial banks, which has involved borrowing abroad in cemvertible
currencies to maintain the level of the international reserves. Im 1979,
such borrowing totaled US$250 million. To ensure an adequate level of
liquidity in convertible currencies, the net convertible foreign assets of
the National Bank of Yugoslavia less exceptional financing in convertible
currencies by the commercial banks, which declined by US8$1,702 milliion in
1979 will show no further decline by the end of 1980. Consistent with this
target for end-1980, and allowing for the expected pattern of net foreign

borrowing and for the seasonal movements in the current account deficit,

targets have been established providing for a decline of no more than

USS900 million by June 30, 1980 and no more than US$500 million by

September 30, 1980.
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11. If the various balance of payments targets are to be achieved, policies
must ensure that domestic activity is not too expansiona;y. ‘To ensure such
consistency, it has been decided to reduce the planned increase in real
gross social product to 5 per cent in 1980 and to aim for a reduction in

the gross social product deflator to 17 per cent compared with 20 per cent
in 1979. All categories of domestic demand are planned to show smaller
increases in real terms——-the growth of personal consumption will decelerate
from 5.5 per cent to 3.8 per cent, public consumption from 5.9 per cent

to 2.1 per cent, and fixed capital formation from about 8 per cent to

5.8 per cent.

12. The achievement of these targets will require an intensified restraint
by all sectors of the economy-—the public and enterpfise sectors inm particu~
lar. In this regard, we ﬁould point out that self—management agreements cov—
ering such factors as prices and personal income payments were implemented
in a responsible and effective manner in 1979 and, with increasing experience
with the new system, it is expected that it will operate even more effectiv-—
ely in 1980. The Government is convinced that a strong consensus exists in
Yugoslavia that all decisions taken in the economic field should reflect

the economic aims enunciated in the stabilization program.

13. 1In some recent years there has been the tendency for public sector
consumption to grow more rapidly than social product, and in all years

the Federal Government has borrowed from the National Bank of Yugoslavia.
The ratio of public sector expenditure to gross sociél product rose from
about 36 per cent in 1973 to about 43 per cent in 1978. 1In 1979, bhowever,
this ratio declined to about 41 per cent. For the feéeral budget, expendi-

ture in 1979 rose by 25 per cent compared with increases of 29 per cent in



revenue and 28 per cent in nominal gross social product. The deficit
declined from Din 5.3 billion in 1978 to Din 3.8 billion in 1979. For the
public sector as a whole, there was virtually no deficit in 1979. For 1980,
the intention is that the public sector will continue to grow more slowly
than social product, although budget expenditure by the Federation will
increase by 29 per cent. The deficit of the federal budget will rise to

Din 6.2 billion but this is equivalent to only 0.4 per cent of gross social
product. .Gross borrowing from the National Bank will rise onrly fractionally
(from Din 8.5 billion in 1979 to Din 9.2 billion in 1980), which is much
less than the increase in expenditure. Current expenditure by the public
sector as a whole is to increase by no more than 16 per cent.

14, Monetary policy is an important part of the stabilizatiem program, since
an excess supply of finanéial éssets could weaken the implementation of other
elements in the program. In 1978 there was an excessive rate of increase

of money supply; which rose by 28 per cent and in 1979 strong steps were
taken to decelerate monetary expansion, the target for the increase in money
supply in that year being set at 18 per cent. In the first months of the
year the demand for credit continued strongly and the National Bank had

to take special measures to limit the expansion by imposing sitrict credit
limits on the commercial banks and by reducing demand for comsumer credits
by raising downpayment provisions. These measures were effective, so much
so that some relaxation was necessary in the second half of the year wheﬁ
the loss of liquidity of the commercial banks resulting from the continued
external deficit threafened an abrupt decline in enterprise activity. At
the end of 1979, woney supply was only 17 per cent hiéher than a year

earlier. Also, despite the need to counteract some of the liguidity loss
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caused by the extérnal deficit, the rate of domestic credit creation was

27 per cent in 1979 compared with 30 per cent in the preyious year.

15, For 1980, we consider that money supply should rise broadly in line
with the reduced rate of growth of nominal social product. To that end,
and given the planned balance of payments targets, the increase in money
supply will be kept to 22 per cent and the increase in net domestic assets
of the banking system to 22 per cent. To ensure that money supply does

not increase excessively in the first half of the year, the;eby prejudicing
the whole vear result, limits have been set within the year on net domestic
assets of the banking system, which totaled Din 1,201 billion on December

31, 1979. They are not to exceed Din 1,321 billion on June 30, 1580,

Din 1,381 billion on September 30, 1980, and Din 1,466 billion om December 31,

1980. To ensure that lending by the National Bank of Yugoslavia to the budget

of the Federation does not compromise the overall credit program, such net
lending in 1980 is not to exceed Din 9.2 billion. As with total domestic
credit creation, sublimits have been established within the year. Such cre-
dits to the federal budget, which totaled Din 68.7 billion on December 31,
1979, are not to exceed Din 76.4 billion on June 30, 1980, Din 77.4 billion
on September 30, 1980, and Din 77.9 billion on December 31, 198Q.

16. Detailed quantitative economic targets for 1981, including targets for
increases in domestic credit, foreign borrowing and the net foreign assets
of the Kational Bank of Yugoslavia cannot be established at this stage.
However, as mentioned above, the Government is determined to continue with
the stabilization program next year. Also, it intends to continwe to give
first priority to a further improvement in the balancé of payments. Domes~—

tic policies in all fields will be formulated to maintain and if necessary
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strengthen the current measures of restraint. On the basis of a preliminary
examination of the possible 1981 Plan, domestic activity would grow no
faster and perhaps somewhat more slowly than is planned for 1980. Externally,
the planned current account deficit of the balance of payments will decline
further, perhaps to around US$1.8 billion.

17. The Govermment of Yugoslavia does not intend to introduce any multiple
currency practices or introduce new or intensify existing restrictions on
payments and transfers for current international tfansactiogs or enter into
any bilateral payments arrangements with Fund members; furthermore, the
Government of Yugoslavia does not intend to introduce new restrictions or
intensify existing restrictions on imports for balance of paymemts reasons.
18. The Government believes that the policies set forth in this letter are
adequate to achieve the objectives of its program, but will take any further
measures that may become appropriate for this purpose. The CGovermment of
Yugoslavia will consult with the Fund on the adoption of any measures that
may become appropriate, in accordance with the policies of the Fumd on con-
sultations. Moreover, the Yugoslav authorities will consult with the Fund

and reach understandings on quantitative éspegts of the program relating to

the period of the stand-by arrangement subsequent to December 31, 1980.

Yours sincerely,
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May 8, 1980

MEMORANDUM Ky}f

To: Mr. Habermeier / | \ }(”;’ erff/
Mr. Whittome V/// gf”’w”"xégk?
Mr. Finch ¢ / o
Mr, Nicoletopoulos éf

From: Geoffrey Tyler wa

Subject: Yugoslavia--Stand-By Arrangement--Draft
Letter of Intent

I attach a copy of the 48-hour report and of the draft
Letter agreed with the Yugoslav authorities in respect of a proposed
stand-by arrangement covering the second and third credit tranches
plus associated use of SFF. ‘

The Letter is virtually identical with that which you
commented upon following initial discussions in Belgrade in February/
March 1980 and takes account of your suggestions at that time. The
quantitative performance numbers, which were blank in the earlier
draft, are summarized in the attached table. Paragraph 16 is new
and worth noting, since it gives a more specific indication of broad
policies for 1981,the period for which quantified performance eriteria

-will be discussed in late 1980 by a review mission.

Since we are under considerable time pressure, 1 would

greatly appreciate receiving your comments by noon on Monday, May 12,
1980.

Attachments

cc: Mr. Mountford
Mr. Loser

67

]
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Office Memorandum

April 30, 1980

TO : Mr. Whi EA_ me DATE:
FROM ' Geoffrey Tyler ‘f} A
SUBJECT : v

Yugoslavia

Mr. Syvrud, the U.S. Alternate Executive Director, asked me to have an
informal discussion in his office with a few people from the U.S. Administration.
It took place today, and Mr. Mountford was with me,

We explained to them developments in 1979 and policies and the prospects
for 1980 in fairly good detail. However, toward the end of the meeting, the
conversation turned more directly to the question of how much borrowing Yugoslavia
would need to do in 1980 and what sources it shouldgo to. In particular, we were
told that Mr. Kostic had spoken to Mr. Miller asking for support not only with
respect to borrowing from U.S. banks but alse .  for - direct fipancial support
from the U.S. Government itself. They knew that Yugoslavia had approached the
'Fund regarding the possible use of Fund resources and knew that we were to go to
Belgrade this weekend. I did not, of course, go into details of our early discus-
sions or what might take place next week. 1T did, however, suggest that it would
surely be sensible for Yugoslavia to look to a variety of sdurces of finance in its
present payments difficulites, including the Fund and friendly governments. I
pointed out that the external difficulty would surely continue past 1980 and that
it would be sensible not to exhaust a single source of finance, e.g., the commer-
cial banks, in any one year and then be forced to ask for mich larger amounts from
other sources later. I gained the impression that inside the Administration, some
see problems in giving direct financial support to Yugoslavia. I could not guess
whether they were political or financial. T indicated that any decision by the
Board on an approach by Yugoslavia for a stand-by arrangement would be made by the
end of May or very early in June.



AN

The Deputy Managing Director | April 29, 1980
A; Pfeifer

Travel te Yugoslavia

The Schedule of Gfficial Staff Missions for the period May 1 to

October 31, 1280 has not yet beep approved. It provides for a2 mission to

Yugoslavia by Messrs. Tyler, Mountford, and Loser, and Yrs. Pabst (Secretary),

from May 5 to May 9 to discuss possible use of Pund rescurces. Could we
please have your geparate approval so that travel arrangements may be

finalized?
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April 28, 1980

‘MEMORANDUM FOR THE FILES

Subject:(:fﬁéiggEggg)and Israel /

I told Mr. Tyler of what had passed at Mr. Whittome's lunch
with Mr, Bogoev in Hamburg and we agreed that this constituted adequate
briefing for the forthcoming mission., I also passed on‘Mr.VWﬁittome's
message about the possibility of a transaction with Israel later this

year.

Brian Roseeﬁ‘

cc: Mr, Tyler



INTERNATIONAL MONETARY FUND
WASHINGTON, D.C. 20431

CABLE ADDRESS
{NTERFUND

Eamburg
A&pril 24-25, 1980

Mr. Tyler, N
I talked with Mr. Bogoev—--Mrs, Hofmann was present as was Mr. Ruding.

He re-emphasized his and the Government's decision to cool the economy.
He said that the present growth forecast for 1980 was 4 per cent to 5 per
cent. The official current account deficit forecast remained $2 billion
but unofficially they expected up to $2.5 billion but were determined that
this should be the limit.

<:> They are in the midst of a large borrowing campaign. Here they have
met with Miller and Matthoefer and asked for general support. They are
approaching U.S. and German banks direct as well as via the euromarkets.
They are about to approach!some oil exporters. They are seeking $2 billion
to $2.5 billion in 1980 and commitments for further large sums im 1981 and
1982.

I said that it appeared to me that various indicators suggested a greater
deterioration than was envisaged in March. He agreed amd said that they
TN would do more if necessary. I said that we stuck with the agreement reached
\w) in March but wanted a firm Government statement that they would do more if
necessary. He promised this. o

I also took the question of 1981 saying that it was essential that at
the very least some definite commitments for 1981 be specified, He agreed.

\_ Lastly I said that if by the end of the year it was apparent that the
program was too weak then we should then break the stand—by and replace it
with one covering the fourth credit tranche plus SFF (indeed we might then
go above the normal limit for the SFF). He took this poimt on board.

The timetable looks tight. You start on May 5 and presumably can get
through in two or three days. Presumably the stand-by paper can be short
given the Article IV report. Ruding's last day in Washimgton is June 6
before leaving for quite a while and he is determined to be at the Board
when Yugoslavia is taken. The Yugoslav papers will therefore need to be
issued not later than May 23. I also presume that you will need to start
in Bucharest around June 9.

Bogoev also raised phasing. I said that phasing was utterly essential
but some small front loading should be possible and he shwould discuss it

with you. /ﬁ%/// )

/ﬁ\ L.A. Whittome

v\-/‘
cc: Mr. Rose
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Office Memorandum

“rany ©

.10 : Mr. Whitigﬁg// ‘ ‘ DATE: April 18, 1980

FROM A. Mountford %(J\ :

*

SUBJECT ; Yugoslavia-~Stand-By Arrangement

The mission in February reached tentative agreement, ad referendum,
with Mr. Bogoev on the broad outlines of a program (described below) covering
the second and third credit tranches, plus SFF (SDR 339.325 million in total).
On his part, Mr. Bogoev then sought the necessary approval in Belgrade to go
ahead with negotiating an arrangement: he has telexed that the National Bank
is now authorized to negotiate. On our part, the Managing Director has agreed
to your suggestion that we should go ahead on the basis described in Mr. Tyler 8
back~to-office report (attached) You have so informed Mr. Bogoev.

A mission consistlng of Messrs. Tyler, Mountford (both EUR), Loser (EIR),
and a secretary, will resume talks in Belgrade on May 5. We hope to complete the
negotiations in a week.

1. The program

"In 1979, real GSP rose 7.1 per cent, the rate of inflation rose to
20 per cent (GSP deflator, annual average) and the current account deficit
widened sharply to US$3.4 billion. This caused a large reduction in gross
convertible international reserves (including those of commercial banks) by
US$1.2 billion to US$2.0 billion (the equivalent of 1,3 months of estimated
imports for 1980) at the end of 1979. The official reserves fell to US$1.3 billion.

For 1980, the authorities aim at reducing the GSP growth rate to 5 per
cent (or less if necessary) and at a lower rate of inflation (17 per cent for the
GSP deflator). They have forecast a very sharp reduction in the current account
deficit, to US$2.0 billion. The mission in February doubted the consistency of
the current account target with the 5 per cent real growth, and suggested that
a somewhat larger current account target would be mere likely to be achievable.
The mission also indicated that such a target (higher than US$2.0 billion but
no more than US$2.5 billion) would probably form an acceptable basis for nego=-
“tiation of a two-year stand-by arrangement, provided the authorities aimed at
a further substantial reduction in the current account deficit in 1981.

The main element in the financial program for 1980, as discussed by
the last mission, was a ceiling on DCE of 21.3 per cent, which would limit the
increase in money supply to about 22 per cent, the same as the forecast increase
in nominal GSP. You will recall that the mission had some doubts (which you
shared) about the DCE target, and would have preferred a slightly lower one,
but on balance the mission concluded that it was acceptable. More recently,
you have expressed the view that it might be desirable to try to reach a
separate understanding with the National Bank that the monetary authorities
would aim at a lower DCE than expressed in the Letter of Intent. I think there
are a number of reasons why we should not try for this: (1) we have already
accepted the 22 per cent target and it would be dlfficult to go back on that




acceptance unless we are prepared to argue that the situation has changed
markedly in the meantime; (2) there are.already strong domestic pressures
on Governor Bogoev to increase the existing published credit ceilings; and
(3) the fact that inflation in the first two months of 1980 was apparently
‘much higher than would be implied by the annual target means that the
existing ceilings, if they can be enforced, will be more restrictive than
we had thought in February.

Apart from the monetary target, the financial p:ogram also contains
a limit on borrowing by the Federation frem the National Bank. In our view,
- however, the borrowing requirements of the Federation are not of great finan-
cial significance. The budget of the Federation is now a small part of the
total public sector (20 per cent of total public expenditures in 1978, or
15 per cent excluding grants to the rest of the public sector). The federal
deficit was . an insignificant Din 3.8 billion in 1979 and will be Din 6.2 bil-
lion in 1980 (0.4 per cent of GSP). The deficit of the public sector as a
whole, for which we do not have data beyond 1978, was probably less than
that of the Federation in 1979. Federal budget borrowing from the National
Bank was Din 8.5 billion in 1979, and is budgeted at Din 9.2 billion in 1980.
'We have been assured that the rest of the public sector does not resort to
borrowing from the banking system. I think it is fair to say that the sub-
~ceiling on borrowing by the Federation has been included mainly for the sake
of form, rather than because the mission felt it was essential as a constraint -
on fiscal policy. We are reasonably satisfied that fiscal pelicy is not
expansionary. : ‘

The program will also contain a foreign debt ceiling and a balance
" of payments test. The mission did not set precise figures for the annual
~1980 targets, because it was not yet decided whether the program would be
designed to preduce a current account deficit of US$2.0 billion or of US$2.5 bil-
lion (or some intermediate figure). Since these two tests are mainly intended
to ensure that the exchange rate adjusts sufficiently, it is worth bearing in
mind that in both 1978 and 1979 there were quite large effective depreciations
(about 15 per cent in total), enough to produce a real effective depreciation
of about 9 per cent over the two-~year period. The rate has continued to move
so far in 1980, and we have had ample reasons to believe that the authorities
are serious in their stated intention to depreciate enough to maintain compet-—
1t1veness.

2. Matters still to be negotiated

: a, Phasing of drawings in 1980 and 1981. We have been thinking in
terms of roughly equal amounts  in .the two years. '

'b. Quarterly ceilings on net domestic assets of the banking system
for 1980, ' ‘

, c. Quarterly ceilings on net borrowing by the budget of the Federa-
tion from the Natlonal Bank for 1980.



d. Foreign debt celllng for 1980 defined in terms of the increase
in outstandlng foreign debt in convertible currencies with original maturities
of more.than one year. The mission had discussed the possibility of quarterly
ceilings, but after consult;ng you and ETR we could instead go for half-yearly
ceilings (which Mr. Bogoev would prefer).

e. Quarterly balance of payments test for 1980, defined in terms
of net convertible foreign assets of the National Bank less except10nal financ~
1ng in convertible currencies by the .commercial banks. -

f. - Current account target for 19805 It should be more than
US$2.0 billion, preferably, but no more than US$2.5 billion. -

3. ~Pbséible talking points for your meeﬁing with Mr. Bogoev

a. Recent developments

Press reports suggest the following: Prices apparently rose rapidly

in January and February, so that the February-79 to February-80 increase in
CPI was 27 per cent. The trade deficit apparently widened slightly in the
first two months despite a strqng export performance (20 per cent increase in
volume, and 42 per cent in'value, presumably by comparison with a year earlier)
and a low increase in imports (stagnation in volume, and a 20 per cent increase
in value). One hard fact we have is that the official reserves fell sharply,

from SDR 1,014 million at end-December 1979 to SDR 762 million at end-February.

b. OECD review

Per Hedfors called from Paris to say that the Economic Development
Review Committee would discuss Yugoslavia. The most interesting point is that
the OECD staff believes the US$2.0 billion deficit is achievable, because they
are very impressed by Yugoslavia's incomes policies.

¢. The program for 1980

Do they share your view that in view of the most recent indicators,
the program may need strengthening? Is there in practice any chance for them
- to tighten the credit ceilings? If not, we are surely bound morally to go ahead
on the present basis?

d. 1981

The February mission did not really discuss 1981, because under the
Yugoslav system it would be difficult for the authorities to discuss 1981 so
much in advance of the preparation of the 1981 Plan. However, as you have
mentioned, several weeks have passed since then, and the Executive Directors
would be critical of an 18~month program, presented to it in June 1980, that
did not include a program for 1981L. :



<:> ' Accordingly, it would be helpful 1f the Yugoslav authorities could
discuss the broad macroeconomic and balance of payments magnitudes for 1981
with the mission in May. It would be understood that the negotlatlen of
credit ceilings and other performance criteria would be done later by a
review mission.

Attachments

cc: Mr. Rose
Mr. Tyler
Mr. Loser
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TO : The Managing Directof ‘ /('DKE AéfgﬂV/

FROM L.A. Whittome /}ﬁa///

SUBJECT :
s in case you meet with the delegations concerned in Hamburg.
1.( Romania./We now have the formal agreement of the Minister to publish
an IFS p d-We already have most of the data required. We hope to include

a Romanian pa in the June issue of IFS.

2. Yugoslavia.) They have decided to go ahead with a stand-by covering up
to the ®hird credit~franche plus SFF. The final discussions will be begun in

Belgrade in earl§_May.

cc: Deputy Managing Director



- be largely’ concemed‘mth pre-Hamburg matte;;s.
by Hamburg and that Beguming Apr:l.l 28" con_ta:x.ns the May 1 hollday.

The follom.ng week is taken up -

.We shall.
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April 11, 1980

MEMORANDUM FOR FILES

Subject: Yugoslavia

I phoned Governor Bogoev this morning in order to arrange a
date for the resumption of talks on the stand-by. ‘He agreed that next
week would be difficult given the need of Yugoslav officials to agree
their positions for Hamburg; in addition he said that there were a number
of national issues that needed to be tidied up.

Looking further ahead the week beginning April 21 was taken up
by the Hamburg meetings, that beginning April 28 contained the May 1 holi-

day so we could not begin work in Belgrade until the week beginning May 5;
the precise starting day will be agreed later.

Wy

L.A. Whittome

cc: EED
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@ Office Memorandum

O Mr, Whittqnﬁ/ , DATE: April 4, 1980

FROM :  Geoffrey Tyler g‘“}

SUBJECT :  Yugoslavia

Stojiljkovic rang me to say that Bogoev has sent Ruding a telex
saying that he "expects and hopes" to inform Ruding of the decision on
the stand-by in the coming week. Stojiljkovic said that Thursday would
probably be the day although it could come earlier. He said in passing
that he will be in Belgrade late next week and the following to have
discussions with the National Bank.

cc: Mr., Mountford



9

(

~

April 2, 1980 Z/

MEMORANDUM FOR FILES

Subject: Israel, Romania, and Yugoslavia——
Conversation With Mr. Ruding

Israel

I explained to Mr. Ruding that Israel had been quite willing
to have the Article IV consultation discussions in June, because work
on the annual report of the Bank of Israel would be completed and there
would be a couple of months experience with respect to the 1980/81 Budget.
I continued, however, that June for us would be almost impossible and that
I thought we would suggest to the Bank of Israel that the mission take
place in the second half of the year. I said that I would be ringing
the Bank to inform them of this positionmn.

Romania-

Mr. Ruding asked about the timing of the special IFS mission
and its possible length. I said that Mr. NosZ and I would be arriving
in Bucharest on April 8 and that our aim would be to get rid of the IFS
problem for once amnd for all. I said that for obvious reasons 1 hoped
that a decision could be made quickly, but that events in Bucharest 4did
not always move rapidly.

With respect to the Article IV consultation discussions, I said
that we were working on the basis of a mission commencing in June. Mr. Ruding
would like to make his annuval visit at that time; he was thinking of being
there in the week commencing Jume 9. T said that because of other commitments,
it was probably unlikely that we would be at all deeply into our discussion
by that time. We agreed that it would still be reasonable for him to visit
during the above week on the basis that he would have in any case a clear
idea of the potential problem about any use of the Funé resources or about
the likely contents of the mission view on Romania's difficulties. (Mr. Ruding
is working on the assumption that the Romanizns would want to discuss the use
of Funé resources.)

He asked about our timing with respect to Board discussion of the
CEFF regquest. His own preference would be for May. I said that apart from
the IFS gquestion, our desire would be to have any Board discussion as early
2s possible since undue delay would always risk bringing the economlc justi-
fication more into doubt.

Yugoslavia

Mr. Ruding outlined what he had told Mr. Whittome earlier today
regarding the likely decision to be made by the authorities on a request for
& stancd-by arrangement. 1 said that our view was that the sooner we could
conclude any further.discussions the better. At the szme time, there was
obviously connection between IFS mission to Romania and the visit to Yugo-
slavia. T said that I expected it would be possible to coordinate the two.

cc: Mr. Wnittome ./



April 2, 1980

MEMORANDUM FOR FILES

Subject: Yugoslavia

Mr. Ruding tells me that the Yugoslavs intend to take a decision
on the Fund stand-by by the end of this week, I have warned him of the
travel plans of those most concerned bBut he personally does not think that
once a decision is taken there will Be any great urgency from their side
over the follow-up.

L.A. Whittome

cc: EED



March 12, 1980

MEMORANDUM
Toy Mr. Habermeler
Mr. Finch

Mr. Niceletopoulos

Froms L. A, Whittome

Subject: Yugoslavia--Draft Letter of Imtent

The Article IV consultation wissiom that tas recemtly im
Yugeslavia also had preliminsry dissussions about a possible two-
vear stand-by arrangement in the second and third credit tranches
plus associated use of the supplementary filnancing facility. The
nizsion prepared and left with the Yugoslav suthorities a draft
letter of intent, & copy of which is attached for your comments.
The details of quarterly performance eriteria for 1980 are to be
negotiated by a mission that may have te leave for Belgrade by
Friday, March 21, 1980, '

Please direct your comments to Mr. Mountford, room 9-406,
by Wednesaday, March 19, 1980,

Attachment



FullRate -[J.. -

$

s -

R

Vo et - INTERNATIONAL NM{ONETARY fUND.
E  Code o | Washington, D.C. 20431 o

7 OFFICIAL MESSAGE 7 T e e

TIME RECEIVED

| Eavernor Baogosy S Spe}‘:ial Instru'é;:’tions

4

Motinnal Bank af ¥Yuaoglavia

ggv.‘i gpadn . Yosoal zuin

@aaaging &:rectcr is 33£Ling %9 praceed on basig of : o

L _garne:e’at apgmash ﬁ?smsseé by 'ﬁre ’i“yier with you tast
~ 1 __wek@ subject to agreement on quarterly ceﬂ'iﬁgs for 1980.

s -Begards

i wl Yhittome
© s L Iaterfund .
Cn | | | e Distribution *
‘w.‘ P § i N ¢ }a‘ ‘
. £ ‘
’ 50 - o N

MESSAGE MUST END HERE

i Drafted by: AR m%iagé

H—g ] f@'ﬁ%
NAME, -

T, ‘Department

W ‘
Date: £ b

i ' & 4 - T NAME . SIGIIATURE

FOR CABLE ROOM USE ONLY o 5

Operator: L.

SEC 17!'OCR

No ofwords 2 min. | o Log: -5175}.{}@_ _ . m




®

INTERNATIONAL MONETARY FUND
WASHINGTON, D.C. 20431

CABLE ADDRESS

CONFIDENTTIAL INTERFUND

P March 10, 1980
Dear A

Sandy will £ill you in with all the details but perhaps I can
make a few general and personal observations.

My personal view is that we should be willing to support a stand-
by if the Yugoslavs decide to ask for one. It would be a strong forward
step in our relations with a country that has both its own importance and
some significance of a more general character as an important member of
the developing group.

The targets of the program are surely acceptable. They go beyond
what the brief specified and we found ourselves in the unusual position
of having to restrain the Yugoslavs from including targets that seemed
to us to be too stringent. Moreover, the results of the program in
the external sector are measurable through the performance criteria
dealing with foreign debt and convertible reserves movements.

Will the program succeed? In the case of a Yugoslav stand-by any
program will, in my opinion, depend more upon the ability of the central
government to impose or mobilize a political willingness on the part of
the republics and enterprises to act responsibly. I have become reason-
ably convinced that the effectiveness of the new self-management machinery
is steadily improving. In addition, I have become convinced that there
is a recognition of the size of the problem and a political consensus that
will permit policies to be followed through and adjusted if necessary.
However, I realize that in this kind of area judgments are necessarily
subjective and nonquantifiable. However, I would favor quite strongly
that the Fund take the risk involved. T think that presentationally the
program can be shown as an adequate adjustment.

Will the authorities actually request a stand-by? The National Bank
definitely wants to, and one can see why access to more than $400 million
might sway them. Both Popovic and Gudac have been much more cautious, and
the former made it quite evident in a private discussion that he is against
using the Fund. Against this, I have a strong impression that the National
Bank's relative strength has increased and Bogoev has been a leading pro-
ponent in the Executive Council and the Federal Assembly of a strong domestic
and external program. Marjanovic's personal guess was that there was a
more than 50 per cent chance of a request being forthcoming.

Finally, I think it would be unfair to hold the apparent failure of
the 1979 stand-by against the Yugoslavs. In retrospect they misjudged the
position at the end of 1978 as we warned them they might have. But they
introduced new policies during the year and in some areas--incomes and
fiscal, for example~-they made more progress than we had realized.



Sandy knows my views and I am sure will represent them fairly.
In passing, I should comment that he carried out the first week of
the consultation discussions most competently and has, as previously,
been a support to me. ’

With personal regards,

(eT)
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TO : The Deputy Managing Director /4@%}, T&: March, 6, 1980

FROM Geoffrey Tyler ¢

SUBJECT : Yugoslavia-~Stand-By Arfangement /////v “ o
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The brief for the 1980 Article IV Consultation discussions, on which
I have reportedto you separately, authorized the mission to discuss with the
authorities a possible request for a stand-by arrangement covering the second
and third credit tranches and the associated amount availzble under the
Supplementary Financing Facility.

. During the Article IV discussions it became evident that a basis did
(Y exist for a possible agreement on such a use of Fund resources. In particular,
( the authorities' policies for 1980 aim at the following targets: ‘

1. A reduction in real growth from 7.1 per cent in 1979 to 5.0 per
cent in 1980 with real rates of growth of personal consumption declining from
5.5 per cent to 3.8 per cent, real public consumption from 5.9 per cent to
2.1 per cent and real fixed investment from about 8 per cent to 6 per cent;

2. A reduction in the social product deflator from 22 per cent in
1979 to 17 per cent in 1980; and 37

3. A reduction in the current account deficit from $3.4 billion.in )
1979 to $2.0 billion in 1980. T
Ty :

After carefully examining the targets and associated policies the

mission informed the authorities that, in its view, the big reduction planned

7N for the current account deficit, which implies a large shift in the structure

, of production and resource use to e%ports and away from imports, would be

~ - difficult to achieve. 1In the conteﬁt of a possible stand-by arrangement, we
said we considered a somewhat more gradual approach with a current account
deficit of, say, $2.5 billion in 1980 to be followed by a further reduction in
1981 would have greater internal consistency between the external and domestic
targets and be less disruptive in tirms of real growth and employment.

Governor Bogoev of the National Bank accepts this view and will
approach the Government to see 1If t?ey believe a program of this modified
character would be acceptable. He made it quite plain, however, that it would
not be possible at this stage for tﬁe Government to reduce the target for real
growth from 5 per cent or the associated monetary and credit targets, which
limit the increase in money supply to the rate of increase in nominal social
product, i.e., an increase of 22 per cent during 1980. However, he was equally
firm that the target for the curren{ account balance was paramount and that

 domestic growth and credit targets would be reduced if this proved necessary.
Exchange rate policy continues to depreciate the effective rate and, domestically,

incomes and fiscal policies are operating more effectively. The Governor and

(uv his colleagues were convincing when| they described to the mission the strong
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political will that exists throughout the economy with respect to achieving the

desired external improvement.

The mission drafted a letter of intent for the Governor, which

describes policies but which does ng

t contain the detailed numbers for the

current account target or for the performance criteria. The latter comprise

those specified in the brief, namely:

1. Quarterly ceilings for net domestic assets;
2, Sub~ceilings for credit to the Federal budget;
3. Quarterly ceilings for net foreign borrowing in convertible

currency with a maturity of more than one year; and

4. Quarterly balance of j
reserves of the banking system.

The National Bank has undertaken to
March 10, 1980 their proposals for t
ment would cover the period until De
period subsequent to December 31, 19
of a mid-term review.

The National Bank expects t
will accept the basic approach conts
if you are willing to endorse the bag
satisfactory quantification of the ¢
for a small mission to be in Belgra

the letter. Logistically, such a timetable would not present major difficulties

ayments tests covering the net convertible

telex to us during the week beginning

he missing figures. The stand-by arrange-—
cember 31, 1981, but quantification of the
80 would need to be decided in the context

o know by mid-March whether the Government
ined in the draft letter. If it does, and
sic approach, provided it is supported by

uarterly ceilings, then it would be possible

e in the last part of March to finalize

in that I shall be returning from a mission to Israel around March 22-24 and

could easily be in Belgrade on the

ay back to Washington.

The members of the mission |personally believe that there is a suffi-

cient basis to enable you to suppor

the proposed program, but we realize that

our belief is predicated upon several intangible factors such as the ability

to effect significant structural chg
quickly, the willingness of the Gove
above all in the willingness of all
fices. To this extent, acceptance g
trust on the Fund's part. On the ot
foreign borrowing and the balance of
the program is working or not. We g
of programs to judge but on balance

Procedurally, we have under
possible of your decision on whether

cc: Mr. Whittome o~
Mr. Finch
Mr. Watson

nges in the external sector relatively
rnment to be flexible in its policies and
economic units to accept short-term sacri-
f the proposal will entail some degree of
her hand, the performance criteria on
payments test will quickly show whether
an only repeat that it is not the easiest
we recommend it for your consideration.

taken to inform Governor Bogoev as soon as
to authorize further discussiomns.
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MEMORANDUM FOR FILES

by arrangement.

Subject:

Yugoslavia--~Stand-By Arrangement

Mr. Gudac saw me today. prior to leaving for ¥ew York to
enquire about the status of discussions regarding a possible stand-

I told him that

we had begun informal talks with

the National Bank and that we would probably describe a program that

include (a) a rate of growth of 5

per cent; (b) a money supply target

of 22 per cent during 1980; and (c) a current account target somewhat

greater than the current official

one of $2 billion, but which would

not, of course, prohibit the authorities from endeavoring to reach

a lower one.

for illustrative purposes. After

authorities to decide whether they wished to proceed further.

I said that we would probably furnish a draft letter

that, it would be for the Yugoslav
In the

meantime, on its return to Washington, the mission would ascertain

whether a program along the lines
the Managing Director.

discussed would be acceptable to

On timing, Mr. Gudac thought it would take the authorities
from 6-8 weeks to decide whether they wished to proceed and economic

developments in that period could

On a personal basis, Mr

influence their thinking.

. Gudac said that the Ministry of

Finance was more cautious than the National Bank in approaching upper

tranche use. .

Partly this was because the Minister was directly involved

in the G-77 discussions criticizing Fund conditiomnality and therefore

found it more difficult to envisage an about-face by accepting present
He said that in contrast the National Bank was more

conditionality.

interested in the financial aspeqts, given their responsibility for

maintaining Yugoslavia's internat

B . 4;)'
ec: Mr., Whittome V/

ional liquidity.

Geoffrey Tylér

e
. f

March 4, 1980 igi//

T



MEMORANDUM FOR FILES

Subject: Yugoslavia

I spoke to Mr. Tyler in Belgrade this morning.

March 4, 1980

He said that a

draft letter of intent had been provided to the Yugoslav authorities. It

is largely based on present Yugosl
no figures had Been included those
that the current account position
by some $1 billion in comparison w
for'1979 ($3.4 billion). The Yugos
“a substantially bigger improvement
consistency of their aims regardin
ing the domestic accounts. The Yu
further. Mr. Tyler said that one

between the National Bank and the Ministry,

Bank were ready to go forward with
influenced particularly By the lea
within the G-24 and G-77 was most
be seen to be accepting Fund cond
‘ible to say how these differences

cc: Managing Director
Deputy Managing Director
EED

'P.S. I gave Ruding the gist of th

av intentions and objectives. Although
that lay behind the thinking suggested
over the next 12 months might improve ,
ith the current account deficit|foreseen -
lav authorities were intent on achieving'
but there were questions regarding the

g the external accounts-and those regard-
goslavs will now consider the position
difficulty was the difference of opinion
It seems that the National

a Fund operation but that the Ministry,
ding role it continuously sought to play
reluctant for presentational reasons to
itionality. At present it was imposs-~

of view would be resolved.

b

L.A. Whittome

is conversation.
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INTERNATIONAL MONETARY FUND

Yugoslavia-—-Fund Mission in October~November 1980

Preliminary List of Questions ’

October 3, 1980

PLEASE UPDATE AND REVISE THE ATTACHED TABLES AT THE BACK OF THE

QUESTIONNAIRE.

1. Please discuss developments in the major domestic demand components
in 1980. What are the preliminary views of the authorities as to the
expected growth rates of private consumption, public consumption, and
fixed investment in 1980. Please analyze inventory movements by\main
commodity groups in 1979 and 1980 and expectations for 1981.

2. Please outline developments in aggregate production and its
principal components in 1980 and the tentative targets for 1981.

3. Please analyze developments in prices in 1980. Why have prices
risen at a faster rate than foreseen at the time of the last Fund
mission in May 19807 What is the preliminary thinking of the author-
igies as té the objectives of price policy for 19817

4, Please deseribe trends in personal incomes in 1980. What are
present objectiveé of incomes policy and‘what specific measures and
arrangements have been madé to ensure that these objectives will be
achieved?

5. Please analyze the developments in the main monetary and credit

aggregates (Table 6) in 1980, including an assessment of the factors

accounting for the higher~than-programmed rate of credit expansion.
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9.

Please comment on the forecasts provided for end-December 1980 for.
domestic credit and Natioﬁal Bank of Yugoslavia credit to tﬁe
Federation (Table 6a).

6. Kindly'discuss your preliminary thoughts on the targets and
objectives of monetary and credit policy’fo; 1981, indicating the-
key assumétions on which the targets are based.

7. Please provi&e a written list of the principal monetary credit
measures introduced since May 1980, including those affecting credit
extended on the basis of foreign exchange deposits.,

8. Please analyze developments in revenues, expenditures, and
financing of the federal budget in 1980. \'

9. Please discuss trends in major fiscél aggregates for the pﬁblic
sector in 1979 and 1980. What are your preliminary views on the
objectives of fiscal policy in 1981 and on measures that might be
taken to achieve them?

10. Please supply a written list of the main fiscal measures
introduced since May 1980.

li. Please analyze the significant developments in the current account
of the balance of payments in 1980.

12, Please discuss your preliminary forecasts for the current account
of the balance of payments for 1981l. What are the price assumptiouns
including those for imported oil underlying theseAforecasts?

13. Xindly discuss the effects of June 1980 devaluation on export
performance and prospects, including tourism., What will be the prob-

able objectives of exchange rate policy for 19817
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14. Pleasg comment on significant developments in the external
capital account in 1980. To what extent has iﬂcreased short-termlu
borrowing to date during 1980 been used to offset the shortfall in
obtaining lpnger-term financial credits? What are the prospects

for capital_inflow from l;nger~term bank loans during the rémainder

of 1980? Please provide a detailed account of the status of loaq
agreements with Western creditor countries giving longer-term
financiai credits.

15. Please provide an assessment of prospects for long—~ and short-
term external capital movements in 1981.

16. Please describe treﬁds in trade with other socialist countries

in 1980 and also capital transactions with these count;ies. What
developments are expected in 19817

17, Please indicate the tentative plans for increasing external
reserves in 1981 and the role expected to be played by foreign borrow-—
ing in meeting these plans. Please provide data_for 1980 (quarterly)
showing the foreign asset position qf deposit banks.

18. Please review the present short-term and longer~term foreign debt
positions with particular reference to the future debt service.

19. Please describe developments in borrowing by the commercial banks
in 1980, including exceptional financing. What are the preliminary
expectations for 19817

20. Please provide a chronological listing of the main changes in

trade and exchange regulations since May 1980, including any signif-

icant shifts in the allocation of imports between the various categories.



Revision and Updating of Tables

In the attached tables, we would appreciate that the latest revised figurés
for 1979 be entered. Figures for 1980 should be the latest forecasts or pro-
jectionslﬁased on the most recent development. With respect to forecasts for-1980’
we wouid?ﬁé”érateful if figures could be provided based on the preliminary think-

ing of the Yugoslav authorities.
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Table 1. Yugoslavia: Natfonal Accounts, i] 1970-80 :

1979 1970-75 1976 1977 1978 1979 1980 1981
In billions of Annual Latest™ Preliminary
dinars at average forecast Plan forecast
current prices Percentage change in conétant prices
Private consumptlon 5.5 b.b 7.0 7.0 3.8
Public consumption 2/ 4.2 3.4 7.4 5.3 2.1
Gross fixed capital formation 7.2 6.2 11.1 11.2 5.8
Increase in stocks 3/ e (0.6) (1.0) (0.7) ' (0.7
Gross domestic expenditure 5.7 -0.5 12.8 5.9 3.7
Exports 7.3 10.6 ~4.4 0.4 6.0
Imports 6.0 -5.0 12.5 -1.0 -~ 4/
- Gross social product . ‘ V 5.9 3.9 7.9 6.6 A 5.0.
Memorandum item: ‘ .
Gross social product deflator . ‘o 13.4 14.8 15.2 16.0

Sources: Resolutions on Realization of Social Plan 1976-80 for 1979 and 1980; and data supplued by the Yugoslav authori-
ties. )

1/ Based on material product national income accounting according to Yugoslav methodology, which excludes services
rendered to individuals from the gross material product. Gross domestlc product 1s estimated to be about 15 per cent
higher than gross material product or gross social product.

2/ Includes material costs of general and collective consumption only. :

3! Includes statistical discrepancy; percentage changes indicate contribution of growth in real gross soc1al product.

4/ The Yugoslav authorities intend to keep growth of imports in line with balance of payments capabilities.



Table 2,! Yugoslayia: Oil-~Imports, Exports, Domestic
Production, and Consumption, 1976-80

(In thousands of tons)

1976 1977 1978 1979 1980
~Latest . ...
Forecast
Imports A
Crude oil 8,293 9,650 10,380 11,814
Refined products . 913 1,330 1,640 ‘1,412
Exports
C} Refined products 268 1,033 1,074 750
Total net imports 8,939 9,947 10,946 12,276
Dorestic production
of crude o0il 3,880 3,951 4,076 4,143
- Consumption 12,819 13,898 15,022 16,419
<:> Price of imported crude -
oil_l/ 12.7 13.9 13.9 23.2

Source: Data supplied by the Yugoslav authorities.

1/ TU.S. dollars per barrel.

(o
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Table 3. "Yugoslavia: Selected Components of llousehold Income 1/

1976 1977 1978 1979 1980 1977 1976 1979 1980

In billions of dinars Latest  Apnnual percentage change Latest
forecast forecast
Net personal income from O
socialized sector 211.6 269.1 342.8 443.5 27.1 15.8 29.4
Social security transfers 52.9 64.4 . 82.6 109.0 21.7 28.3 32.0
Proceeds from sale of agri-
cultural products and cattle 26.2 33.1 39.9 45.6 26.3 20.1 ., 14.3
Net remittances from abroad 24.1 24.3 30.8 37.6 0.8 26.7 22.1

Source: Statisticki Bilten.

1/ Ihe data 1in this table relate to the incomes of household units and hence are not directly comparable
with Table 14 where the data are on a ''per employee" basis. , , —




@

~

Table 4. Yugoslavia: Quarterly Changes in Price Indices

(Percentage change over same quarter of previous year)

1976 1977 1978 1979 1980
Producers' prices of industrial goods
I 9.5 7.7 9.8 9.6
11 6.1 9.5 7.8 12.5
111 3.9 10.3 7.6 15.2
v 6.8 10.0 8.4 15.1
Annual quarterly average 6.6 9.4 8.9 13.1
Retail prices
I 13.1 11.1 12.5 18.2
I1 10.0 13.1 C13.1 21.0
111 6.4 14,2 . 13.2 25.0
v 8.4 14.5 14.6 24.5
Annual quarterly average 9.5 13.2 13.4 22.1
Cost of living
I 16.5 15.1 12.0 17.0
IT 13.2 13.6 13.4 20.1
TII 7.6 15.2 14.7 22.4
v 8.1 14.8 15.9 22.3
Annual quarterly average 14.7 14.0 20.4 -

11.4

Sources: Indeks; and data supplied by the Yugoslav authorities.
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Table 5. Yugoslavia: Annudl Changes in Price Indices

(Annual percentage change)

Sources: Indeks; and data supplied by the Yugoslav authorities.

1976 1977 1978 . 1979 1980 1/
Producers' prices
Incustrizl goods, total 6.1 9.5 8.3 13.2
Investment goods 11.2 9.5 5.3 6.1
Semifinished goods . 6.1 8.8 7.9 16.0
Consumption goods 5.3 10.7 9.7 11.1
Agfﬁcultural goods, total 14.4 12.1 11.4
Rerail prices i
Gereral index 8 13.3 13.4 21.9 ;
tgricultural goods 13.2 13.6 15.4 ' 20.4 |
<f*péustrial goods 8.5 12.4 13.3 22.9 , |
-Fervices 12.8 13.6 13.9 . 21.7 §
Cost of living B
|
i
Cereral index 11.6 15.0 14.3 20.4 }
. i —_— N = |
Food . 13.5 19.0 15.2 18.3 |
¢ “lcthing 11.1 11.1 16.8 20.7 ]
\ent 11.3 12.4 14.5 18.4 |
Services 2/ 12.8 13.6 14.5 26.4 N
. |
Iixport prices 3/ 4.0 13.0 9.0 15.0 |
Import prices 3/ 3.0 14.0 5.0 19.0 ‘
|

. . |
i/ Tiatest period of 1980 for which data are available compared with corresponding period of 1979

2/ Exclusive of rent. !
3/ TUnit values of goods in dinars. , i

i

'l
f
|
|
|

O



(In_billions of dinars)

Table 6. Yuposlavia:

Monetary Survey 1/

1980

1980
1977 1978 1979 I HESF T TT v 1978 1979 T T ITT IV
Forecast Forecast
Level at end of period Changes during period

Net foreign assets 150 . =834 £1¥T.0 -19.4 -78.6
Domestic credit 7319 948.0 201.3 216.1 253.3

Short—-term 155%5 193.0 246.6 375 53.6

Long-term 514.5 637.8 787.4 1233 149.6

Other 2/ 61.9 11742 167.3 55.3 50.1
Money supply 3/ 257.2  329.4  386.4 73.2 % 7580
Quasi-money 4/ 326.7 436.1 560.2 109.4 124.1

Of which:

Foreign exchange deposits 99.5 1553 200.2 595 8 44.9
Other, net : 134.0 B9 1 1427 1541 -6.4

Source: Social Accounting Service of Yugoslavia, Statistical

Bulletin, various issues.

1/ Derived from the balance sheet for all banks.
2/ Includes foreign exchange claims on domestic clients, and
3/ National Bank definition of money supply.

investments in short-term and long-term securities.

4/ Comprises foreign exchange deposits of residents, other sight deposits, time deposits, restricted deposits, securities issued by banks,

and claims on banks in respect of pooled resources.
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Tabhle 6a. Yugosiavia: Quantitative Performance
Criteria in Stand-By Arrangement 1/

1979 1980 1980
December 31 June 30 Sept. 30 Dec.31 Celling Under Program
Actual Actual Fore- June 30 September 30 2/ December 31
cast ‘ e -

Net domestic assets of the

banking system; in billions

of dinars 1,201 1,368 1,400 1,321 1,381 1,466
Net credit of the National Bank

to the Budget of the Federation; :

in billions of dinars 68.7 77.9 76.4 77.4 77.9
Cumulative change in net convert- '

ible forelgn assets of the

National Bank; in millions .

of U.S. dollars 3/ cen -972 -900 =500 -
Convertible currency debt out-

standing; in billions of ,

U.S. dollars 4/ 12.3 13.1 13.6 14.2 . 14.7

Source: Data supplied'by the Yugoslav authorities.

1/ Quantitative performance criteria for 1981 to be determined at the time of the mid-term review.

2/ As additional purchases from the Fund cannot be made before November 15, 1980 when data relating to performance
criteria for September 30, 1980 should be available, the latter is effectively the trigger date.

3/ Net of exceptional borrowing by commercial banks. .

4/ Debt outstanding in convertible currency with original maturities of more than one year. Excluding outstanding
purchases from the Fund and increases in exceptional borrowings by the commercial banks in 1980. Valued at exchange
rates prevailing on December 31, 1979. - : g
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Table 7. Yupostavia:  Money sapply, 0/ Distributlon by Hector

(}Qn}{ }lqﬂlﬁﬁf}f“t)

™ B T e R,

1970 1975 1978 1979 1980 1970-75 . 1976 1977 1978 1979 1ago

' Sept. ; : dept.1/

Percentage of total Annual percentage change - -
Total money supply 1/ 100.0  100.0  100.0 100.0 30.1 55.5 20.0 28.1 17.3
Socialist enterprises 20.0 33.5 42.6 41.72 44,3 109.9 23.3 17.2 13.6
Tederal Government 3.5 1.8 1.9 2.3 14.0 8.0 44,4 64.1 40.6

Other sociopolitical

communities 9.2 8.1 8.2 9.0 26.9 33.9 8.7 66.3 27.7
Social funds 1.1 2.4 1.2 1.5 53.0 18.2 ~10.3 11.4 462
Other organizations 18.1 17.3 17.1 17.4 28.6 51.7 28.3 21.6 19.7
Households 41.6 31.4 24.6 25.6 22.9 19.5 18.7 32.6 22.1
Rest of the world 0.3 0.3 0.1 0.1 32.0 -25.0 66.7 - -
Float ) 6.2 5.2 4.3 - 2.9 25.2 11.3 ~22.8 131.1 -20.6

‘Source: HNational Bank of Yugoslavia, Quarterly Bulletin.

1/ Compared with September 1979.
2/ Ml. National Bank definition.
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Table 8.

e Tr e e e e - - o—

Yupostavli:

D O
-

Plstrlbution of Bank Credlt by Suctor

1574 1978

1979

wPCfCuntﬂgC of total nt

end of period

1976

1977

1978 1979

Percentage change

1980 1/
Sept.

during period

Short-term
Long-term

Total

Socialist enterprises

Federal Government

Other sociopolitical communities
and social funds

Other organizations

Households

23.6 21.9 22.1
76.4 78.1 77.9
100.0 100.0 100.0
77.6 77.3  78.0
9.3 7.3 6.5
1.0 1.9 1.8
2.3 3.3 3.2
7.8 10.2 10.5

- 24,
26.

26.
25.
15.

49.
43,

foo B w

= n

17.9
24.4

22.9

o

21.
24.4

48,
28.9

~J

23.7 27.5
27.2 25.8
26.4 26.2
27.4 27.5

7.7 12.5
11.7 14.0
26.6 22.4
38.7 29.7

Source: National Bank of Yugoslavia, Quarterly Bulletin.

1/ Compared with September 1979.




<:«\ Table 9, Yugosievia: Budget of the Federation

NIn miilions of dinars)

1975 1976 1977 1978 1979 1980
Original Latest
plan forecast

H 4

zone duries and other itport fees . 25,386 30,071 39,755 23,333 123,765 30,591.0
utions from republics and ; :

nces 27,701 33,374 38,656 20,827 128,436 . 36,914.5

turrover znd sales taxes —_— — — 26,273 ‘38,510 48,85%.0

1,668 76 80 - -- -
113 86 g6 121 1‘64 134.7
¢l 1,272 1,085 2,047 - 2,689 2,568.4
Totzl revenue 55,829 64,878 80,012 72,601 93,564 119,087.6
£,£90 8,662 10,908 13,066 15,325 17,481.0
28,185 32,587 38,131 42,585 55,051 73,597.8
i,354 5,448 6,139 7,028 10,502 13,833.9
£,151 9,548 10,410 12,421 14,724 18,519.2
economy 13,024 17,714 22,257 1,415 - -
2,743y (13,271) (19,809  (1,277) (--) (—-)
(3,281) (&,443)  (2,448) (13%) ng) g—:)
356 734 567 531 834 765.2
N 0 847 530 760 1,034 1,121.9
f
\ - « oz o
hasd 59,348 75,540 88,982 77,886 97,380 125,329.0
Torius or faficis -3,719  -10,662  =8,970  -5,283 -3,81%6 ~6,261. 4
Firincoing, mer domastic 1/ 3,719 10, 662 8,970 5,285 3,816 0,241.4
3,608 6,805 3,950 _— - -
12,200 5,800 13,000  en e cre
(5,400)  (7,900) (11,200)  (9,487) (&,451) (8,200.0;
( 2176 ~1,145 -562 lge7 -1.614 -1,373.1
k ... -1,492 -3,621 . -3,035 2,857 -1,349.8
-220 -247 -284 -302 ~164 -235.7
-1,500 1,400 -1,700 — e T
-7,869 3/ -1,604 -2,405 — -- Loy

he Yugoslav avtHorities; budget documents published in Sluzbeni lList; and XNational Bamk of
7 and Quarteriv Pullecins.

i
—
[¢]
4
23]
i
™
T

e ne leager used ro finance the federal budget deficit. Repavment of most previously constracted
nz responsibilicy of the crganizaetions of astociated labor, which were the actuezl beneficiaries

75, 1876, and the 1577 outruras, datz on repayment of bank credits are included in net bank credits. The
for 1878 a2nd the Plan for 1979 do nct include data on repayment of bank credits in net bank credits.
5 likely that this residuzl is primerily zccounted for by bond zmortization, but data are not available.
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Tavle 10. Yugoslavia:

[

(In billions of dinars)

Public Sector Operations
by Level of Government

. 1975 1876 1977 1978 - 1979 l/
Fecer&l budget
Revenues 55.8 64.9 80.0 72.6
Expenditures 59.5 75.5 89.0 77.8
Of which:
Transfers to cther budgets (4.6) {(5.4) (6,1) {7.0)
Transfers to funds and communicies
of inrerest {6.2) (9.6 {10.4) (13.8)
Surplus or deficic -3.7 ~10.6 ~-9.0 -5.2
Buégets of republics and auconomous provinces
Revenues 18.2 21.0 25.5 37.5
Of which:
Grants from other governmeatal units {4.8) (3.2) (6.1} {7.0)
Txpenditures 18. 21,9 23.3 37.1
0f which:
iramsiers to other governmental units 2/ (2.1) (1.7 (2.5) (3.0)
Surplus or deficic -0.7 ~0.9 0.2 0.4
Budgets of cemmunes and cities
fevenues 18.2 20.2 22.7 20.9
Cf which:
Crancs from other governmentzl units (2.0 (1.7) (=) (3.0)
Expenditures . 18.2 20.5 26.8 31.3
O which:
Transfers to other governzentzl units {0.6) (0.2 (=) (=)
Surplus or deficit - ~0.3 -4.1 =0.6
Secizl security funds 3/
66.8 85.2 105.8 -135.8
federal budge: (5.3) (7.8 (7.1 {12.4)
ather budgets (-3 (~=} (2.3) (==}
£2.0 £¢.0 163.3 136.0
Surplus or deficit -2.2 -3.8 a.5 -0.2
! interest communities &
v 52.3 5/ 67.1 £e.7 131.3
Of which:
Crants frem federzl budget (0.7 (1.8) (3.3) (1.4)
Expenditures 48, 63.4 8§5.3 130.7
Svrplus or deficit 4.0 3.7 5.2 0.6
Consclidared public sector 7/
Revenues 197.8 251.4 304.7 384.3
Zxpenditures 200.4 253.3 311.8 38¢5.3
Surplus or deficit -2.6 ~-11.9 -7.2 ~5.0
Finzncing -
Txrernal, net -2.2 «~1.5 -0.1 ~0.1
Docestic, net 4.8 13.4 7.3 5.1

Scurces: Datz supplied by the Yusoslav aucthorities;
£ Yugoslavia, Annpal Peports and Quartetly Bulletins;

S-ztistics Yearbooks.

1/ Preliminary.

Siuzheni list; Xarionzl Bank
-and IMF Governzent Tinance

2/ NXNot including zgreed contributions to the federal budgert.
3/ 1Irncluding communities for child protection and health, pensiem, and imwalid

imsurance.

47 Excluding social security funds above and the fund for the development of the
unéerdeveloped regions. Data on these funds and interest cormmunities zre estimated by

tresting them as a residual using data on the consolidared public sector, graamts and
vrensiers, and on expenditures and revenues of other levels of government.

the estimared expenditure znd revenue datz resulted in
instead of Din 4,0 billion.

jn
~

Due to rounding errors,

z surplus of Din 3.6 billion,

upwerd by Din 0.4 billion.
&/ Due to rounding errors,
i/ Exclusive of grants and

Revenues were adiusted

revenues were adjusted upwzsrd by Din 0.5 billion.
transfiers among governmentsl unizs.
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Izble 1] .Yugoslavias

Balance

of Payments, 1976-80 Y

(In nillions of U.S. dollars)
Revised 5 . Latest Preliminary
: rojection
1977 1978 &stimate 1580 forecast forecast
16749 1980 1981
A. Goods and services and
unrequited transfers -1,346 -1,283 =2,490
Exports f.o.b. 5,191 5,809 8,240
imports c.i.f. -9,78%8 ~10,439 =15,260
Irade balance -4 ,598 -4,630 -7,020
Services and unrequited
transfers
Credita:
Workers and emigrants
remittances 2/ 2,505 2,950 4,490
_ Travel 915 1,130 1,360
Transportation 1,100 1,200 1,460
Interest 135 170 . 120
Other 740 810 1,720
ES LS04
Total 5,395 6,260 9,150
Debitrsz
Workers and ealgrants
rexittances 2/ -725 -1,280 2,080
Iravel -98 -128 160
Transportation -505 -590 700
Intereat =410 -495 900
Other ~-405 =420 780
Total -2,143 <Z7,913 4,630
Services and unrequited
cransfers (net) 3,252 3,347 4,530
B. Llong-term capital 13402 1>350 2_94__7_0_
C. Total (A through B) 56 67 =20
. Short-term capital incl.
bilateral balances,
errors and omissions 40 12 —
E. Total (A through D) 96 79 ~-20
F. Allocsticn of SDRs —— —— 37
G. Exceptional financing 75 350 400
H. Total (A through G) 171 429 417
I. Reserve movements
Use of Fund credit ~112 ~-74 - s
SDRs -3 -7 .ee
Reserve position in the
Pund o -31 -
Gold -5 -10 ees
Official foreign
exchange {increase -) -51 ~257 ves
Total -171 ~429 17
Sources: HNatiooal Bank of Yugoslavia; and scaff estimates.
1/ Deta oan capital account converted on statistical exchange rate basis.
2/ Data for 1979 and 1980 on a different statistical basis than for 1877
and 1978. Data for former two years include, and for earlier two years

exclude, internal transactions between foreign exchange accounts of residents.



Table 12. Yugoslavia: Balance of Payments
(Convertible Currency Area), 1977-80 1/

<:> (In millions of-U.S. dollars) '

i

, Latest Preliminar
Revised Estimate Projection forecast forecast

1977 1978 1979 1980 1981
L. Goods and services and )
unrequited transfers -1,020 -1,272 ' -2,330
Exports f.o.b. 3,540 - 3,971 ‘ 5,490
Iaports c.i.f.- -7,600 - —8,373 ' -12,020
Trade balance -4,060 -4,402 -6,530
Services and unrequited {
transfers(net) . 3,040 3,130 4,200 |
<;> Long-term capital J
Long~term capital
received .
Drawings 2,289 2,430 3,970
Repayments -901 -1,200 : -1,570
Long—term loans ) _
extended -208 ~130 =90
<:> Total 1,180 © 1,100 2,310
C. Total (A + B) 160 -172 o -20 |
I. Shert-term capital errors ‘
ané omissions excl. i
Iten G ' 64 251 -- !
(7 Total (A through D) | 96 79 ' ~20 |
. S ’
t. 2tllocation of SDRs - - 37
- |
G. Exceptional financing 75 350 400
" E. Total (A through G) 171 429 C 417 !
I. FIeserve movements )
Use of Fund credit -112 =74 ) .
SDRs -3 -7 aee
Peserve position in , i
the Fund - -81 oo
Gold -5 =10 coo :
Cfficial foreign exchange ,
(increase =) -51 -257 oo '
(j\, 0 -171 =429 =417

Sources: National Bank of Yugoslavia; and staff estimates.
1/ Data on capital account converted on statistical exchange rate basis.
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Table 13. Yugoslavia: Foreign Trade Indicators -

(Percentage change over previous vear, in terms of US$)

Latest period
1980 1/

1976 1977 1978 1979

Exports
Value » 16.7 8.0 11.9 16.9
Volume _?/ 15-2 . -22? 207 1.6
Price ) 4.0 11.0 9.0 15.0

Irports
Value =74 32.5 6.6 34.3
Volume 2/ -10.1 16.6 1.5 12.9
Price 3.0 13.6 5.0 19.0
Terrs of tradé 1.0 ~2.6 3.8 -4.3

Sources: Data supplied by the Yugoslav authorities; IMF, International

~inancial Statistics; and staff calculations.

1/ Latest period of 1980 for which data are available compared with

corresponding period of 1879.

2/ Derived from value data comverted at current exchange rates and

price indices reported to IFS.



Table 1&: Yugoslavia: Commodlty Compnsition of Foreign Trade

i*

Exports . Imports
Per cent i Per cent
Percentage Share Change Over Percentage Share - Change Over
of Total Previous Year 1/ of Total N Previous Year 1/
1970 1978 1979 1980 1978 19791980 1970 1978 1979 1980 1978 1979 1980
2P 3/ 2/ 3/
Economic classiflication 1060.0 100.0 100.0 7.9 14.5 100.0 100.0 100.0 3.7 28.8

Raw materials and semi-

manufactures 52.4 49,6 53.5 5.3 23.5 " 63.2 63.3 64.7 5.6 31.5
Equipment , C1l4.4 0 19,9 17.5 4.8 0.4 17.9 25.7 24.4 5.3 22.8
Consumer goods 33.2  30.5 29.0 14.6 9.1 15.4 11.0 10.9 -9.0 27.8

SITC classification 100.0 100.0 100.0 7.9 14.5 100.0 100.0 100.0 3.7 28.8

Food 15.2  10.0 8.3 11.7 -4.9 7.0 5.9 7.2 -23.1 57.0
Beverages and tobacco 3.5 2.2 2.2 21.8 13.9 0.2 0.2 0.2 -11.8 57.5
Raw materials _ 9.4 7.9 9.2 ~11.4 31.4 10.9 10.0 9.2 - 5.9 17.2
Fuels and lubricants 1.2 2.6 3.0 -3.2 32.7 4.8 14.3 17.4 10.6 56.6
Animal and vegetable fats 0.1 0.3 0.7 220.0 182.4 0.7 0.3 0.2 -29.8 -11.3
Chemicals 5.8 8.3 9.6 41.3 32.2 9.3 11l.4  11.3 15.3 27.4
Manufactured goods and ’

equipment 29.3  22.2  23.6 4.5 22.0 28.8 17.0 15.9 -3.7°  20.3
Electrical and trans- x

port machinery 22.7  31.7 29.8 7.4 7.6 33.2 36.4 34.4 7.1 22.1
Miscellaneous manu-

factured goods 12.8 14.1 13.3 9.3 8.4 5.1 4.3 4.1 8.1 2404
Other -~ 0.7 c.3 11.8 -45.8 — 0.2 0.1 100.0 -21.1

Source: Soclal Accounting Service; Index.

1/ Value data converted at statistical exchange rate.

Z/ January-September 1980 or latest period for which data are available.
3/ Latest period compared with corresponding period of 1979.




Table 15. Yugoslavia: Structure and Geographic Distribution
of External Capital Account Transactions

; (In millions of U.S. dollars)
1978 1979 1980 1981
Actuals Latest Preliminary
forecast forecast

Medium- and long-term
capital flows
Gross repayments
Of which to: .
Europe
Austria
France
Germany
Italy
Switzerland
‘ Other
North America, Japan,
and the United Kingdom
United States
Canada
United Kingdom
Japan
OPEC countries
' Iraq
Kuwait
Libya
Other
Other countries
Normal suppliers' credits
and trade-related loans 1/
0f which from:
. Europe
Austria
France
Germany
Italy
Switzerland
Other
North America, Japan,
and the United Kingdom
United States
Canada
United Kingdom
Japan
OPEC countries
Iraq
Kuwait
Libya
‘ Other
Other countries
Financial credits (gross)
0f which from:
Europe
Austria
France
Germany
Italy
Switzerland
Other
North America, Japan,
and the United Kingdom
United States

Canada
‘ United Kingdom
Japan
OPEC countries
Iraq
Ruwait
Libya
Other
Other countries
loan extensions (net)

T &

Comprise normal trade-relaled credits and World Bank loans.
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Table 16. Yugoslavia: External Debt Disbursed and Oustending, 1974-79 1/

(In millions of U.5. dollars)

O -

End of Period Totals

1979

1974 1975 1976 1977 1978 1980
Sept.
A. Repayable in conavertible currencies 4,851 5,819 6,998 8,413 10,471
Medium and long-term 2/ 4,661 5,616 6,748 8,063 110,039
Public or publicly guaranteed (1,724) (2,294) (2,368) (2,192) (2,332)
Private, not officially guaranteed (2,937) (3,321) (4,380) (5,871) (7,707)
Short—-term 3/ - 190 203 250 350 432 ’
Bank liabilities (154) (92) ces .eo e
Trade credits (36) (lll) a0 e owo aew
B. Repayable in bilateral currencies 591 768 934 1,127 1,362
C. Total (A and B) 5,442 6,587 7,932 9,540 11,833

Source: Data supplied by the Yugoslav authorities.
1/ Values converted at statistical exchange rate.
g/ Original maturity over one year (includes IMF drawings).
3/ Original maturity up to and including one year.




Table 717, Yugoslavia: Externsl Debt Flows, 1975-79 1/

(In millions of U.S. dollars, unless otherwise specified)

Forecast
1986

1975 1976 1977 1978 1979
A. Repayable in comvertible
currencies
Drawings 1,770 1,751 2,289 2,430
Debt service 1,218 1,199 1,297 1,678
C Amortization (877) (813) (901) (1,200)
Interest 2/ (341) (386) (396) (478)
B. Repayable in bilateral
currencies
. Drawings 400 345 376 370
{5 Debt service 137 99 163 117
-~ Amortization (128) (90) {149) (100)
Interest 2/ (9) (9) (14) (17)
. Total debt (A+B)
Drawings 2,170 2,096 2,665 2,800
(o Debt service : 1,355 1,298 1,460 1,795
~ Amortization (1,0053) (903) (1,050) (1,300)
Interest 2/ (350) (395) (410) (495)
D. Debt service ratios 3/
(in per cent) :
a. Convertible currencies 18.4 15.9 15.0 16.9

b. Total 16.0 13.6 13.8 14.9

Sources: Data supplied by Yugoslav authorities; and Fund staff estimates.

1/ Excludes transactions with the International Monetary Fund.

2/ Based on data valued at current exchange rates.
3/ Ratio of debt service to exports of goods and services (valued at

cerrent exchange rates).

8
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Table 18, Yugoslavia: Medium- and Long-Term External Debt i/
and Scheduled Debt Service Payments

(In millions of U.S. dollars) : 5

Amount Oustanding Schedule of Debt
September 30, 1980 = 2/ Service Payments
Including Beyond
Disbursed Undisbursed 1980 1981 1982 1983 1983

A. Repayable in convertible

currencies
Amortization 1,600 1,500 1,400 1,550 9,415
Interest 850 950 1,150 1,300 '
Total debt service 2,450 2,450 2,550 2,850
B. Repayable in bilateral
currencies : '
Amortization 150 180 200 250 1,275
Interest ‘ i 50 70 80 100
Total debt service 200 250 280 350
C. Total (A and B)
Amortization 1,750 1,680 1,600 1,800 10,690
Interest 900 1,020 1,230 1,400
Total debt service © . 2,650 2,700 2,830 3,200

Source: Data gupplied by the Yugoslav authcrities.
l/ Original maturity of more than one year; data valued on statistical exchange rato b;‘m[s°
2/ On latest date for which data sought are available. i
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INTERNATIONAL MONETARY FUND
Yugoslavia

Minutes of Meeting No. 1
Held at the National Bank of Yugoslavia

‘on Wednesday, October 29, 1980, at 9:00 a.m.

Yugoslav representatives

Mr. I. Marjanovic, Deputy Governor,
National Bank

Mr. D. Dimitrevic, Director
National Bank

Mrs. G. Hofmann, Director,
National Bank

Mr. J. Petrovic, National Bank

Mr. S. Stamenkovic, Assistant Secretary,
Federal Secretariat for Market and
General Econamic Affairs

Mr. Prica, Advisor, Federal Secretariat
for Foreign Trade :

Mrs. A. Djermanovic, Advisor, Federal
Secretariat for Foreign Trade

Mr. A. Jovi&ié, Advisor, Federal
Secretariat for Prices

Mr. T. Gudac, Special Advisor, Federal
Secretariat for Finance

Miss -G. Djurdjevic, Interpreter

Mr. Marjanovic initiated the meeting by welcoming the Fund mission,

and suggested a timetable of meetings for the

earlier informal discussions with Mr. Bogoev,

IMF representatives

Mr. Tyler
Mr. Manison
Mr. Loser
Mr. Buyse

IBRD representative

Mr. Bery

following days. Reflecting

it was agreed that during the

visit a selection of topics related to the current stand-by arrangement and

any future use of Fund resources would be discussed. Those would be based

on the guestionaire sent earlier during the month by the Fund staff to the
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authorities. It was further agreed that developments and prospects for
1980 would be discussed during the next days, while the projections for 1981
would be covered during the following week. The rest of the meeting could be

devoted to reviewing demand and supply developments during 1980.

I. Aggregate Demand

Mr. Stamenkovic said that his views on developments in aggregate

demand during the first part of 1980 were based on partial indicators most of
which were complete through to September 1880. He then discussed the major
developments in aggregate demand over the first months.of 1980. The main
feature of demand during the first part of the vear was the continued high
levels of experditure during the first two months of the year, that reflected
a considerable diseguiljbrim between supply and domestic demand, aggravated by
a sharp increase in exports. At the end of the first quarter and during the
second quarter of the year these expansionary tendencies ameliorated and the
imbalances were reduced. For the year as a whole, aggregate demand was not
expected to increase appreciably while GSP was projected to increase at a
rate of no more than 2.5 per cent over 1980.

The rise in private consumption was expected to decelerate markedly
during 1980, although no camplete information was currently available to. fully
confirm the view. To a large extent, the assertion was based on the effective-
ness of incomes policies, which had been considerably more successful than in
previous years. For the first nine months of the year, perscnal incame in
nominal terms increased by 22 per cent relative to the same pericd of 1979,

while the personal consumption price deflator was estimated to have increased
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by 28 per cent. Therefore, after adjusfing for increases in employment, incame
per employee declined by around 8 per cent, considerably in excess of the ori-
ginally envisaged fall, on account of the higher than projected increase in
pricés. Although personal incomes declined in real terms, personal consumption
appeared to have increased marginally in real terms. The only data available
were that of retail sales, which had increased bv 29 per cent in nominal terms
and by about 1 per cent in real terms over the first eight months of 1980
cavpared with the same period of 1979. Despite no information being
available for other forms of private consumption, an analysis of recent
trends indicated that the total increase in private consumption would range
between 0 and 1 per cent for all of 1980. The discrepancy hetween the growth
in personal incomes and private consumption could be explained bv the saving
behavior of the househonld sector. As had occurred ih 1979, the consumption
spending was Dartiy financed bv a drawdown of savings accounts. The level
of savings deposits dencminated in dinars had declined bv 1.5 per cent between
the end of the year 1979 and September 1980. By contrast, during the same
period of the previous year, savings deposits had increased by 10 per cent.
Information on public consumption was incomplete; only data based on
receipts of the socio—political camunities (the Federation, Repnblics-
autonamous provinces, commmes, and municipalities) were available. None-
theless, that information provided a reasonable basis for assessment of
public consumption, as onlv the Federation was able to borrow, the amounts being
limited to no more than Din 10 billion for 1980. The Econcamic Resclution

had provided for measures in public consumption of 16 ver cent in 1980. Over
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the first nine months of the year, receipts had increased by 18.8 per
cent, below the limit of 20 to 21 per cent that had been envisaged in the budget
of the Federation, and notwithstanding the acceleration of inflation.

Turning to the collective consumption. Mr. Stamenkovic explained that

expenditure on education, health, and social security increased hy 24 per
cent over the first nine months of 1980 relative to the same period of 1979.
The amounts were higher than those envisaged in the Resolution but in view of
the higher level of nominal GSP, the ratio of collective consumption to GSP
has remained within the expected limits.

Fixed investment expenditures had decelerated substantially during
1980 and a decline of 2 to 3 per cent in real £exms was expected for the
full vear. On account of the large carryover fram 1979, investment payments
increased bv 35 ver cent during the first two months of 1980. compared with
the same period of 1979. Thereafter the rates of increase declined fram

31.2 per cent in the first quarter, to 28.3 ver cent in the first half. to

24.5 ver cent in the first nine months. The deceleration has been particularly

noticeable during recent months: over the rericd August-September investment
payments were only 13 per cent higher than the corresponding months of 1979.
Based on recent trends in both material halances and investment payments

statistics, Mr. Stamenkovic concluded that fixed investment was expected to

decline by between 2 to 3 per cent for +he year 1980 implying a decline in
the ratio of investment to GSP in real temms. Mbreover, it was envisaged
that the trend would continue and that imvestment would fall by a further

5 per cent in 1981.
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Mr. Tyler inquired about the beha\}ior of inventories during 1980. In
particular, he pointed out that the movements of stocks were of crucial
importance for a correct assessment of balance of payments developments over
the vear. It was possible that part of the sharp adjustments in the current
account of the balance of payments had been affected by reductions in stocks
rather than by actual declines in underlying import demand or actual increases
in the production of exportables. If that had been the case, an improvement
in the balance of payments outcame for 1981 would be considerably more diffi-
cult to achieve than if stocks had not been changed significantly in 15980.

Mr. ‘Stamenkovic replied that no data were available for all econamic

sectors, although information on finished goods and raw materials in the industrial
sector indicated a sharper real decline during the first nine months of the
yvear campared with the same period of 1979. As an illustration he provided the

following details:

Percentage change

during the first Percentage change
nine months of the Seotember 1980
vear over
Industrial sector 1979 1980 September 1979
Total (finished goods and raw
materials) -4.0 -10 0
Finished goods ces -5.1
Consumer goods -12.3 -18.3 -6.0
Investment goods 2.7 15.3 +2.0
Raw materials (for sale) 6.7 -6.5 -6.2

Raw materials (for production) oo -7.5 ~-1.0
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No information was available on changes in inventories of imported

commodities in real terms. However, the nominal value of stocks in the

trade sector had increased by 25 per cent from August 1979 to August 1980,
and by 17 per cent from December 1979. In the early part of the year with
there being shortages of certain raw materials and products there was further
evidence that the stocks of real imported goods had been run down. However,
it was noted that the sharp rise in real exports had contributed also to
supply shortfalls. With regard to 1981, the drawdown of stocks during this
year was not viewed with concern. In 1979 the levels of total inventories
had been much higher than normal and at this point in 1980 they could still
be considered adequate. Moreover, the draft resolution for 1981, envisaged
an increase in the imports of Jfaw materials and intermediate goods, that would
offset any previous decline. Total imports were projected to decline by
about 1 to 2 per cent but its composition was to change drastically. Imports
of equipment were projected to decresase by about 50 per cent, while raw
materials were projected to increase by 5 per cent in volume, in line with a
currently projected incresse of GSP of 3 per cent.

Mr. Stamenkovic concluded that there was no evidence that inventories

of imported goods had declined to abnormally low levels. The situation to
some extent had been improved by the tendency for supply shortages to induce
local production of raw materials. However, in view of the importance of the
subject for the balance of payments, he proposed to supply more detailed

information on the subject by the following week.

IT. Production

Mr. Stamenkovic indicated that currently GSP for 1980 was projected to

increase by 2.5 per cent, considerably below the 5 per cent rate originally



(o

(o

-7 - Meeting No. 1

envicaged. During the First nine momths of the year, industrial activity
had increased by.é per cent, but a rate of growth of 3 per cent was projected
for all of 1980, based on current tendencies and seasonality. Over the first
nine months of the year the output of raw materials increased by 5 per cent:
finished goods by 3 per cent; while the output of investment goods rose by

4 per cent. The output of consumer durables was expected to remain at the

levels achieved in 1979 on account of restrictions to consumer credits and

the decline in real personal incomes.

Agricultural ocutput was projected to decline by 2 per cent in 1980, due
largely to unfavorable weather conditions. The winter had been longer than

usual and agricultural planting and harvesting had been delayed by about

20 to 30 days with consequent adverse effects on yields. Construction

activity was projected to stagnate reflecting the slowdown of investment for
the year. The prospects for tourism were excellent. No complete data existed
for the first months of the year, but information on receipts indicated an
increase of 45 per cent in terms of U.S. dollars, for the first nine months

of 1980 relative to the same period of 1979. Energy developments had been
favorable for 1980. Output of electricity had increased by 8 per cent, while
coal production rose by 6 per cent with a tendency to accelerate-~in the third
quarter the increase had been 11 per cent. Coal processing ocutput rose by

14 per cent. The most disappointing outcome in the field of energy had been
that of petroleum. OCutput rose by only 2.5 per cent, scmewhat less than pro-—
jected although most of the improvement in terms of inports was expected to
occur through reduced consumption and substitution by alternative energy

soureces.
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The output of ships in the first nine months of 1980 was 7 per cent
below the level of the same period of 1979. Nevertheless, these develop-
ments were not to be viewed with concern; output and exports had reached
record levels in August and no serious problems were envisaged. Output of
other transportation equipment increased by 0.5'per cent while production
of furniture increased by 9 per cent, and that of other consumer durables
declined by 3 per cent.

Mr. Tyler inquired whether production problems had arisen with respect
to the nonavailability of raw materials as a consequence of the sharp decline

in the volume of imports. Mr. Stamenkovic indicated that the adjustment of

imports in the balance of payments required an adjustment in the econcmy but
no stoppage in production had occurred. Same problems emerged after the
devaluation with regard to availability of imported goods but no sericus
production problems had followed. Shortages of raw materials appeared only
with respect to oil derivatives, steel products, and other metals and resulted

in a slowdown of these activities.

ITT. Investment Strategy

Mr. Tyler explained that because the Yugoslav balance of payments
problems seemed to reflect in part both the size and the distribution of
investments, the details about the Yugoslav investment strategy for the
caning years would ke of interest.

Mr. Prica then gave a detajiled overview of the Yugoslav investment

- strategy highlighting the balance of payments implications. The main objéctive

of investment was to increase the export capacity of the econcmy and to
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encourage rational forms of import substitution. To achieve the desired
results, the following priority sectors were specified:
-—domestic energy sources in order to reduce the country's dependence
on foreign sources of energy, notably oil;
—ferrous and nonferrous metals and chemicals so as to reduce the import
dependence and thus enable stable damestic supplies of these items
to the manufacturing sector;
--the equipment sector (notably electramachinery) and shipbuilding,
since this has a pronounced export orientation;
—agriculture in order to supply the population with better foodstuffs

and pramote exports;
-—transportation so as to better integrate the Yugoslav system into the

European networksy

--tourism should be further encouraged by the building of new hotels.

The 1976-80 Five-Year Plan had envisaged that 65 per cent of total invest-
ment be allocated to these sectors campared with 50 per cent of total investment
in the previous Five~Year Plan. Betwéen 1976 and 1879, however, only 58 per
cent of total invesment was directed to these priority sectors. Given the
capital intensiveness of most projects, domestic resources were clearly
insufficient. Foreign credits were used extensively, but fell short of needs
arnd many projects were delayed in their implementation. Moreover, inflation
was very high in the capital goods sector. In 1980 results were better
after measures were taken to decrease or delay noneconcmic investment. During
the first six months of 1980 there was a marked increase in investment activity

in priority sectors campared with the same period of the preceding year.
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Nominal investment was up 32 per cent in the electricity sector and 50 per
cent in ccal. Investment doubled in the o©il and’gas gectors as well as in
ferrous metallurgy. In basic chemistry, the increase in investment amounted
to 77 per cent.

Notwithstanding the expected good results for 1980, only about 60 per
cent of total investment will have been allocated to the priority sectors,

5 per cent less than planned. This shortfall was to affect adversely the
balance of payments since the next Five~Year Plan would start with a series

of unfinished projects. The campletion of these projects, however, were to
lead in the longer run to increased export capacity or to import substitution.
The next Five-Year Plan would include as priority sectors energy, raw materials
suéh as basic metals and basic chemicals, basic agricultural products, export
oriented or import substituting activities, equipment and technology, and
transportation (notably highways).

Mr. Tyler remarked that basically the priority sectors have reman"nad the
same. If no new mechanisms were created to ensure the realization of targets
in the 1981-85 Five-Year Plan, results could be expected to be as disappointing
as in the previous Five-Year Plan. Mr. Tyler asked also for more details
about the 1976-80 shortfalls.

Mr. Prica replied that in addition to the previously mentioned causes of
investment shortfalls in the 1976-80 Five-Year Plan, an additional factor had been
the deficiency of social campacts, which sometimes took more than two years to
be concluded. For the next Five-Year Plan the harmonization of different

interests were to be improved as sccial campacts were already an integral
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part of the planning procedure, cortrary to what happened previously. More—
over, specific agreements on foreign relations and on the faster develop—
ment of less developed regions have already been reached.

- Mr. Tyler suggested that under the current system it was very difficult
to reach a national concensus on the level and distribution of investment.
Experience had shown that intervention of the Federation was frequently
required to reconcile the decisions of the other bodies. In 1979 the republics
did not agree to consistent balance of payments projections and the Federation
had to use its influence to coordinate the exercise. There was no reason
to expect that such a sitﬁation would not occur with respect to investment.

Mr. Prica answered that while the Yugoslav constitution assured the
decentralization of power, the Federation could take temporary measures to solve
acute discrepancies. However, the Federation made a very restricted use of
this prerogative and would continue to do so. Long-term solutions would ke
brought about by improving self-management agreements.

Mr. Tyler remarked that investment in Yugoslavia was hindered by the
small capacity and proliferation of existing plants, and therefore measures
had to be taken to increase the efficiency of investment. Mr. Prica agreed
and indicated that he saw a solution in working out new criteria for
optimal capacity. Further duplications of small plants were to be avoided
but such an aim was constrained by employment problems, notably in the under-
developed areas.

Mr. Tyler remarked that the recent balance of payments improvement was due
largely to short-term factors. In the longer run, the structure of investment

had to be changed so as to achieve a better balance between imports and
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exports. Mr. Prica agreed that improving the investment structure was one

of the preconditions for better results during the next Five-Year Plan and |
that the highest political bedies of the country were aware of the issue.

The Federation could, to a certain extent, create the climate and the‘conditions
to stimulate investment in particular branches, notably through tax incentives
and specific custamer facilities. The coordination system however, remained
quite complex as it started fram the basic level.

Mr. Bery remarked that same priority sectors suffered from adverse price
relationships. It seemed to be assumed that by defining certain sectors as
priority sectors and channeling investments to them all problems would ke solved.
Mr. Bery had the impression that over the last four years there was a conflict
between adverse price relationships and interest rates on the one hand and the
objectives of planners on the other hand. It was not clear what the Government
had to offer enterprises to offset these adverse price relationships.
Mechanisms which would more effectively avoid duplication of investments and
increase the competitiveness of exports were not used and had to be reviewed
thoroughly.

Mr. Tyler concluded by noting that if the Govermment had undertaken
particular measures to improve the allocation of investment toward priority
sectors it would be helpful if the mission could be supplied with their details.
He added, that he thought that‘the authorities may be considering the more
active use of interest rates to achieve a better resource allocation.

The meeting adjoutrned at 12:30 p.m.
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Minutes of Meeting No. 2

Held at the National Bank of Yugoslavia
‘on Thursday, October 30, 1980, at 9:30 a.m.

Yugoslav representatives

Mr. D. Dimitrijevic, National Bank
of Yugoslavia

Mrs. G. Hofmann, Director,
National Bank of Yugoslavia

Mr. A, Jovi¢ié, Advisor, Federal
Secretariat for Prices

Mr. D. RneZevié, Assistant to the President,
Federal Committee for ILabor and Health

Mr. J. Petrovié, Director, National Bank
of Yugoslavia

Mr. T. Gudac, Pederal Secretariat
for Finance

Mrs. A. Djermanovié, Federal Secretariat
for Foreign Trade

Miss G. Djurdjevié, National Bank
of Yugoslavia

IMF representatives

Mr. Tyler
Mr. Manison
Mr. Loser
Mr. Buyse

IBRD representative

Mr. Bery

The meeting discussed developments and policies with respect to prices

and incomes and trends and prospects for monetary and credit aggregates.

I. Price Develomments and Policies

Mr. Jovi€ié stated that domestic prices during the first nine months

of 1980 had risen at a considerably faster rate than targeted in the

Annual Resolution for 1980. The rate of increase of prices was faster than

in any other year of the current Five-Year Plan (1976-80) and was similar

to those in 1975. Price developmments in relation to targets were as

follows:
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Annua;l Resolution Actuals
target for 12 months December 1979 September 1979
to December 1980 to September 1980 to September 1980

(Percentage change)

Producer prices

Agriculture 13.0 21.9 1/ 26.7 1/
Industry 13.0 28.4 29.5
Services 12.0 17.5 19.0
 Retail 19.0 25.8 30.9
Cost of living 7 19.0 23.3 : 30.8

1/ Changes to July.

Mr. Jovidié pointed out that the devaluation in the foreign exchange value
of the dinar in the first half of 1980 had necessitated a change in the agreement
on the implementation of the price policy. Following.the devaluation, the
Govermment initiated a price freeze. At the time of the devaluation it was
proposed that the prices of 30 products be subsequently adjusted (Gazette No. 32,
June 6, 1980). However, in the aftermath of the devaluation there had been a
need for the Government to adjust upward the prices of many more products due
in large part to the strong direct and indirect effects of higher import costs
and the diversion of local production to the export market. For example, with
local car producers taking advantage of the more profitable opportunities
for exports, damestic car prices were raised so as to avoid a limited hame
supply. Shortages emerged also with respect to certain goods like oil deriva-
tives, medicines, and detergents, which necessitated price changes in July.

Energy prices were not only adjusted to take account of the effects of

the devaluation but were raised also to correct previous price distortions
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$0 as to promote the output of domestic energy sources. Overall prices in
the energy sector were raised by 77.6 per cent in the first nine months of
1980 compared with the corresponding pericd of 1979. For the various energy
sources, price increases ranged from 36.6 per cent for electricity, through
47.8 per cent for coal, 18.9 per cent for coke, to 100.8 per cent and
127.0 per cent for oil derivatives and oil and gas, respectively. Such
rises were three to ten times that expected when the price policy for 1980 was
fo:muléted. It was noted that increases in crude oil prices had little direct
impact on electricity energy prices. The sharp rise in energy prices was
having a strong impact on costs in other sectors. For example, it was
estimated thatthe rise in the price of oil derivatives would add Din 33 billion
to the costs of industry on an annual basis.

Within the industrial sector prices of different products had risen at
widely divergent rates. Mr. Jovi¢icé supplied the following figures:

Decamber 1979 September 1979
Industrial sector to September 1980 to September 1980

(Pexrcentage change)

Raw materials 36.3 39.2
Intermediate goods 10.0 10.7
Finished consumer goods 20.1 21.6

Metallurgy and nonferrous and

ferrous metals 33.0+

Basic chemicals 22.5

Food processing 26,6

Cther industries 17.2

Mr. Jovidié stated that substantial administered adjustments had been

<m> made also to correct price distortions in the agricultural sector. For



T
4
\-/"

-4 - . Meeting No. 2

example, the wheat purchase price had been raised by 40 per cent‘while
considerable rises had been effected also for prices of oil seeds and sugar
beet. Mr. JoviCic agreed to supply the mission with a list of administered
price increases.

Mr. Jovicié stated that in the period June 6 to August 30 a price freeze
had been operating insofar as the Govermment had placed a ceiling on the prices
of all products and services. However, the Government had changed many
ceiling prices during,tﬁe freeze period partly in response to imbalances
between supply and demand in particular sectors. Mr. Jovidicé noted also
that the supervision of price ceilings had not been effective in certain cases.
A new decision on price policy adjusting certain prices and allowing others
to be determined by market forces was to be published shortly.

Mr. Tyler cbserved that it was samewhat difficult to explain the
substantial acceleration in price increases during 1980 noting that the
moderation of domestic demand pressures and the success in containing the
growth of personal incames seemed to be factors that would contribute to
an easing of inflationary pﬁessures. Mr. Joviéié replied that the higher
rate of inflation in 1980 had resulted largely from the sharp rise in import
costs, particularly of oil products, from the effects of the devaluation, and
from the unusually high number of administered price adjustments,méde to
correct price distortions. It was estimated from an input/output analyses that
about one quarter of the increase in industrial producer prices in the first
nine months of 1980 compared with the corresponding pericd of 1979 was due to

the direct effacts of higher import costs, while a further 10 percentage
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points was attributable to the need to make sympathetic price adjustments
to domestic products, especially of raw materials. Prices of nonferrous
metals were formulated on the basis of movements in prices in international
commodity markets while those for ferrous metals were linked to changes of
prices of corresponding products in Ehe West German market. Between |
December 1979 and Septerber 1980 loc’él. producer prices for nonferrous and

ferrous metals had risen by 35 per cent and 33 per cent, respectivély.

Mr. Gudac reiterated that with the diversion of certain raw materials to the

export market it had been necessary to raise particular prices.

Mr. JoviCié said that while there was no global excess demand there had
been particular shortages of products such as autamobiles, refrigerators,
construction materials, ceramics, furniture, and wooden tiles. These
shortages stemmed largely fram internal production inefficiencies rather than
fram alleged limitations on imported raw materials. The shortfall in coal
production could not ke blamed on a lack of imports, while shortages of
edible oil, bkeer, and mineral water had reflected the low production of
glass bottles.

Mr. Tyler raised the question that in view of the higher than
expected rise in prices in 1980 what could ke done to achieve a moderation
of inflationary pressurss in 1981. Mr. Jovilicé replied that relative
price changes would not be as great as in 1980. The price adjustments
in 1980 had helped improve external competitiveness which had not been the
case in the previous three years. Furthermore, the gldbal balance between

supply and demand was expected to be maintained in 1981.
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For the pericd 1981-85, the aims of the prices policy were as follows:

(1) The increase in oil prices should decelerate compared with the
current Five-Year Plan period.

(2) External competitiveness should be improved.

(3) Relative prices should be changed when necessary to correct dis-
tortions, especially for raw materials and energy products.

(4) The principle of taking account of cost increases to raise prices
should be moderated—-personal incame payments were not treated as costs, and

(5) Linked to the third aim it was intended to use the price structure

to promote the production of new products, such as through changes in tariff rates.

These aims would be incorporated into the Resolution on price policy for 1981.

The Resolution, unlike in earlier years, would not specify sectoral price
targets but implement price policy according to qualitative guidelines.

Mr. Tyler noted that there had keen inter-republican agreements on price
policies in the current and previocus years. However, these arguments did not
seem to be very effective in limiting price increases. Accordingly, in the
absence of new measures and institutional changes, it was difficult to foresee

how the moderation in price increases would occur. Mr. Dimitrijevic said that

the year 1980 was extraordinary in that the large devaluation had combined
‘with the relative price distortions to produce a very high rate of inflation.
In 1981 inflationary pressures would ke eased because of lesser relative price
distortions, less depreciation of the dinar, and by the equating of domestic
demand and supply. The Yugoslav representatives said that based on their
preliminary thinking, they were aiming to reduce the rate of inflation (GSP

deflator) to 20 per cent in 1981, and to a lower level in 1982. Mr. Tyler,
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while acknowledging that the reduced damestic demand pressures might have a delayed
impact in moderating price increases, was not convinced that the mechanisms were

in place to ensure a substantial reduction in the rate of inflation.

IT. Personal Incomes

In his remarks, Mr. KneZevié stated that policy on personal incomes

had been oriented toward stabilization fram the beginning of the year. In
Novamber 1979 it had been agreed at various levels of the society that the
level of personal incomes prevailing in November 1979 should be taken as the
basis for incomes in the pericd up to March 1980, while more detailed guide-
lines on incomes policy were being prepared. In January the republics and
provinces had agreed on their incomes policies and in February the hasic

(“j organizations of associated labor (BOALS) had adjusted their agreements to
correspond with these policies. It had been anticipated that, overall, personal
incanes would rise by 23 per cent in nominal terms. Incame guidelines for
individual enterprises were set with reference to the growth in enterprise
earnings, and were additionally differentiated by sectors of activity. . For
enterprises engaged in econamic activities, growth in personal incomes was
restricted to 95 per cent of the growth in enterprise gross incame; for
noneconamic activities the equivalent restriction was between 91 and 93 per
cent. An exception was made in the case of more arduous and socially important
econamic activities like coal mining, other energy-related activities and
shipbuilding, where personal incame growth was permitted to exceed growth in

enterprise income by up to 5 per cent.

f“) In the event, trends in personal incomes this year revealed incomes

policy to have been extremely effective. In the first six months of the year
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enterprise inccames had risen by 32 per cent over the equivalent period

last year; while on the basis of incomes policy personal incomes could have
risen by 27 per cent,they had in fact risen by only 17 per cent. Given
movements in the cost of living over the same pericd this implied a reduction
in real persocnal incomes of 7 per cent as against a reduction of 2 per cent
planned for the year. For the first nine months nominal average perscnal
incomes per employee in the social sector had risen by 19 per cent. Efforts
were being made at the enterprise level and through social welfare policy

to protect the conditions of the lowest paid employees.

In response to Mr. KneZevié'!s presentation, Mr. Tyler expressed his

admiration for the achievement in the area of incomes policy which, in
contrast to the past, appeared to have been extremely effective this year.
Indeed, the degree of reduction in real personal incomes was of a quite extra-—
ordinary degree and, even with the degree of popular participation indicated
by Mr. KneZevié, it was still difficult to understand how this campression
had been effected. Had there keen widespread complaints within workers!
councils as a result?

‘Mr. RneZevid said that there had been no general coamplaints about the

sacrifices involved, although there had been more specific complaints about
working'conditions in some of the branches mentioned earlier. However, the
decision had been taken to prevent any further drop in personal incomes and

to permit real incomes to rise hereafter in line with productivity. This was
to be the framework for the remainder of 1980 and for 1981, and a real increase
of 1.5 per cent was projected for 198l.

Mr. Tyler then asked about trends in other benefits. Mr. KneZevié

said that the policy for collective consumption in 1980 allowed a naminal
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increase Of 14 per cent over 1979. Data for the first six months indicated
growth at an annual rate of 8.3 per cent over the period, below that permitted
under the resolution. Such expenditures covered items such as severance pay,
meals, transportation to work, and allowances for vacations. In response

to a further question, Mr. KneZevié said that in the typical enterprise

expenditures for collective consumption were the equivalent of two months direct
pay. He also mentioned that productivity would remain essentially level in
1980, with employment growing at 3.8 per cent and industrial production around

4 per cent. With respect to targets for 1981, Mr. RneZevié repeated that the

growth of real per capita personal incame would be held to 1.5 per cent. 1In

addition, there was a desire to reduce disparities between branches, in favor
of those where working conditions were harder, and away from those where the

personal incames were high primarily on account of their higher capital

intensity.

ITT. Monetary Policy

Mr. Petrovié started his review of monetary policy during 1980 by

saying that the monetary statistics given to the mission had been adjusted
for the valuation changes brought about by the June 6 devaluation. The
amount of outstanding domestic credit had been reduced by Din 31 billion in
order to offset the increase in dinar value of foreign currency credits to
residents. Similarly, the dinar value of net foreign assets had been
reduced by Din 50 billion. Furthermore, the definition of the money supply
had been changed. Since there were no reliable data concerning the float
or payments in transit, this item was eliminated frcm the defined money

stock.
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Mr. Tvler replied by saying that while monetary statistics adjusted
for valuation changes related to the dinar devaluation were 'certainly useful
from an analytical point of view, they could not be used for reviewing the
achievement of performance criteria, since no arrangements had been made to
explicitly take account of these changes when the stand-by arrangement was
agreed upon. However, the mission could report to the Executive Board that
credit ceilings had been exceeded in part because of the devaluation which
increased the dinar value of foreign currency credits to residents. The
change in definition of the money supply, however, was not as important for the
menitoring of the stand-by arrangement because the money supply was not a
performance criteria.

Mr. Petrovié continued by saying that the money supply had been

plamed originally to increase by 22 per cent or Din 83 billion over the
whole year. By the end of September the increase was planned to be 15 per
cent or Din 57 billion relative to end-1979, but now the effective increase
was expected to have been only 14 per cent or Din 53.5 billion. These were
preliminary data; final data nﬁ.ght be available next week. During the same
period, domestic credit (a.djustéd) increased by 17 per cent and the components
of long-term and short-term domestic credit together increased by 16 per
cent.,

Originally, the increase in money supply and domestic credit was
planned to be 22 per cent, egual to the growth rate of neminal GSP. Given
the much higher than planned inflation rate, monetary policy thus turned

out to be quite restrictive. Because of the effects of the devaluation and
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the higher than expected rate of increase of nominal GSP, the Yugoslav |
authorities now planned to increase the méney stock by 26 per cent, so that it
would reach Din 473 billion at the end of the year. It was intended also to
increase domestic bank credit (adjusted) by 26 per cent and obtain a level of
Din 1,515 billion at the end of the year. Net foreign assets were forecast to
fall by Din 82 billion over the whole year (Din 32 billion adjusted) implying
a rise in their level of Din 27 billion or about USEl billion in the final
quarter.

Mr. Tyler expressed his concern that the plamned increase in the
expansion of the money supply and of credit might undo the good results
stemming from the firm implementation of the stabilization program in the
first part of 1980. A sudden increase in monetary aggregates could have
adverse consequences for the balance of payments. Moreover, the higheﬁc monetary
growth rates did not really seem justified. Prices of industrial goods
increased by only 23 per cent and retail prices by 29 per cent. Fram past
experience, the GSP deflator could bhe expected to be around 25 per cent.
Finally, raising the annual monetary growth rate to 26 per cent, when this
growth rate had been limited to 22 per cent on a yearly hasis till the end of
Septamber, would lead to a very large monetary expansion in the final quarter

of the year. While the money stock had increased on average by Din 12 billion

during the first two quarters of the year, the projected increase would amount to

Din 44 bhillion in the last quarter of the year, by far exceeding any seasonal

need. Mr. Dimitrijevic remarked that the increase in money supply was always

greatest during the last part of the year and Mr. Petrovid added that monetary

policy during the first partk of the year had 'definitely been too restrictive
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and that an increase in the growth rate fram 22 per cent to 26 per cent would
only lead to an additional growth in the money stocks of Din 15 billion.

Mr. Tyler replied that an additional increase of Din 15 billion in just one
quarter seemed excessively large. Given the data for September, money
supply would have to increase by Din 29 billion in the fourth quarter to
reach an anmual growth rate of 22 per cent. In order to reach an annual
growth rate of 26 per cent, however, money supply would have to increase by
Din 44.4 billion in the fourth quarter, exceeding by more than 50 per cent
the previocus figure. Such a massive increase would certainly have consequences
for the balance of payments possibly during the fourth quarter of 1980 and
in the beginning of 1981.

Mr. Petrovié indicated that in 1979 the money supply had increased by far

less than nominal GSP. During the first nine months of 1980, the situation was
similar and this was bound to lead to serious illiquidity problems.

Mr. Dimitrijevic suggested that this discussion be continued when the pro-

jections for 1981 would be discussed. Mr. Tyler agreed but said that the
1981 Plan would be reviewed in the Executive Board at the same time as when
performance for 1980 was assessed. A reversal of policies in the last quarter
of 1980 would make a very bad impression and might prejudice the approval of
an enlarged stand-by program. This would be regrettable since thisfhission
had come to Yugoslavia with a very positive attitude toward approval of a larger
stand-by program.

Mr. Tyler inquired if the proposed monetary target of 26 per cent had

been unanimously accepted. Mr. Dimitrijevic said that the 26 per cent

target was a campromise. Same wanted the increase in money supply to be equal
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to the nominal increase of GSP, others, like the Government, wanted to stick
to the original 22 per cent target. He added that there was a need for
credit to decrease payments arrears between enterprises and bring actual
investments up to planned limits. Mr. Tyler recalled that the Yugoslav
authorities had said that the current account deficit would be limited to
US$2 billion, and that other targets would be subordinated to this end. Now
it seemed that the deficit would exceed USZ2 billion, but nevertheless
monetary policy would become accammodating. The argument justifying an
increase in credit traditionally had been that monetary expansion would only
lead to the settlement of inter-enterprise credits. In the event, however,
this had never been the case and increased bank credits had often quickly led to
higher imports as investment activity was stimulated.

Mr. Petrovié noted that reserve requirements had been liberalized

during the course of 1980. This was consistent with the money supply targets
since it aimed only at offsetting the decrease in primary money caused by the
decrease of net foreign assets. Despite these measures the increase in
primary money issue was less than expected, and banks did not have excess
liquidity.

Mr. Tyler said that the staff team required both adjusted and unadjusted
data on the monetary survey table for 1980 as well as projections for
December 1980 so that these topics could be discussed when Mr. Marjanovic
returned from abroad. Mr. Tyler asked about the evolution of foreign currency
deposits held by residents. Did the decrease of net foreign assets of the
National Bank not lead to a lack of confidence in the dinar and so to a

reduction of these deposits? Mr. Dimitrijevic answered that the evolution of
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these foreign currency deposits was more affected by rumors concerning the
imposition of limits on their use than by confidence in the dinar. In the
beginning of the year such rumors circulated and led to a withdrawal of

these deposits. Later this situation was reversed.

Mr. Dimitrijevic replied that the greater increase in money supply

would not necessarily lead to an increased current account deficit. Mr. Petrovic

agreed with this statement and said that he did not believe in a one for one
relationship between money supply and the balance of payments.

Mr. Tyler observed that the lending of the National Bank to the
budget of the Federation had reachedk already by June 1980 its end-of-year
ceiling under the stand-by arrangement. The Yugoslav representatives stated
that Natbnal Bank credits to the Federation would be kept at Din 77.9 billion
for the remainder of the year.

The meeting adjourned at 1:30 p.m.
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The meeting discussed developments in foreign trade, exchange rate

policy, and the energy situation.

I. Foreign Trade

Mr. MiloSevié began by describing develcpments in foreign trade in

1980. He stated that in the first 10 months of 1980 the value of exports
had risen by 30 per cent campared with the corresponding pericd of 1979 as

a result of a volume increase of 10 per cent and average price rises of
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19 per cent. Indeed, exports had risen at a faster rate than forecast by
the staff earlier in the year. The promotion of exports had becaome a major
focus of the policies of the Yugoslav authorities with technicians and
political bodies now cooperating in studying export prospects and policies
through to 1980. Mr. Tyler agreed that the placing of the balance of
payments on a sound basis was a longer—term problem and could not ke
solved in just one year.

Mr. MiloSevi¢ stated that one of the most dynamic areas of foreign trade

for Yugoslavia in 1980 was that with the socialist countries of Eastern
Europe. Such a development did hot reflect any significant policy shift, but
was the result of a change in the structure of Yugoslav imports and the need
to balance higher imports with greater exports. In particular, the sub-
stantial increase in the value of energy imports from the U.S.S.R. gave

scope for greater export potential. While total exports rose by 32 per cent
in the first nine months of 1980, those to the sccialist countries of Eastern
Europe increased by 43 per cent. Imports fram the socialist countries rose
by 32.5 per cent over the same period campared with a global increase of

8.5 per cent.

Of the countries with which Yugoslavia had bilateral payments agreements,
namely Bulgaria, Romania, Poland, and Hungary, the total value of exports had
increased by 15 per cent in the first nine months of 1980 campared with the
corresponding period of 1979 and total imports had fallen by one per cent.
General policy objectives had been achieved, with better trade balances being

attained with all of these countries. In fact, the export/import ratio had
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risen from 73 per cent in the first nine months of 1979 to 85 per cent in
the same period of 1980. The following growth rates occurred in Yugoslav
trade with these countries:

January-September 1980
January-September 1979

(Percentage change)

Bulgaria .
Exports 25
Imports 11
Hungary
Exports ‘ 17
Imports -
Poland
(O Exports 12
N Tmports 2
Ramania
Exports 11
Imports -15

Mr. MiloSevié said that there was still scope for increasing the volume

of exports to these socialist countries.

Trade with the U.S.S.R. recorded a very large rise with exports and
imports increasing by 60 per cent and 58 per cent, respectively, in the first
nine months of 1980. The substantial increase in exports reflected a rise in
payments on the basis of physical deliveries. The rapid growth of imports
from the U.S.S.R. was due to high imports of gas, oil, and raw materials
(cotton, coal for coking, scrap iron, and semi~finished ferrous metals),

_ which in turn reflected sharp increases in the price of these commodities.
(
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In 1979, of total imports from the U.S.S.R. of USZL,234 million, about
half (USE615 million) were from oil and energy (SITC ITII). In fact, over
half of the increase in imports fram the U.S.S.R. in the first nine
months of 1980 was due to the higher value of oil and other energy produced
imports. Moreover, in this period imports of energy and raw materials
accounted for 64 per cent of total imports from the U.S.S.R. compared with
50 per cent in the corresponding period of 1979. According to the SITC
cléssificati@n, the greatest import increases in the first nine months of
1980 were recorded in fuels and lubricants (105 per cent to USgl,264 million),
and raw materials (37 per cent to USE265 million). Imports by other economic
sectors stagnated. Although the volume of crude oil imports from the U.S.S.R.
had only increased from 3.3 milliontons in the first nine months of 1979 to
3.5 million tons in the same period of 1980, the sharp rise in oil prices
increased the value of such imports from USg414 million to US@870 million.
The price the U.S.S.R. charged Yugoslavia for crude oil imports was close to
the world market prices. |

In regard to exports to the U.S.S.R. the highest rates of increase were
in agricultural products, leather goods, and chemical products (plastics,
sulphuric acid, superphosphate, etc.), the latter group reflecting the coming
on stream of new productive capacities. In this conmnection it was noted
that the production of basic chemicals and processed chemicals had risen by
11 per cent and 17 per cent, respectively, in the first nine months of 1980
and compared with an average increase in industrial production of 4.3 per cent
in the same period of 1979. The develomment of the petrochemical industry was
expected to lead to considerable import replacement of substantial exports over

the next five years.
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For trade with East Germany and Czechoslovakia the rate of increase in
exports had been considerably higher than that of imports in the first nine

months of 1980. The percentage changes were as follows:

Czechoslovakia
Exports 15
Imports 17
East Germany
Exports 20
Imports 8

With these two countries and the U.S.S.R. the export/import coverage rose fram
75 per cent in the first nine months of 1979 to 80 per cent in the first nine
months of 1980. For the seven sccialist countries the coverage rétio improved
from 74 per cent to 8l per cent between the same perids, while the correspond-
ing ratio for Yugoslavia's totél trade rose from 47 per cent to 57 per cent.
The total value of exports to the seven socialist countries increased by 41 per
cent to USg2,595 million in the first nine months of 1980, while imports rose
by 29 per cent to US$3,207 million over the same pericod.

Mr. Tyler remarked that despite the large increase in exports to the
sccialist countries, there was still a sizable trade deficit with this group of
countries. He raised the question of whether partner countries were still

willing to finance the deficit or would the trade balance be quickly reversed.

Mr. MiloSevi¢ replied that much of the trade deficit reflected higher oil prices.
Moreover, it was appropriate that Yugoslavia had a trade deficit with these
countries as they in turn had a deficit on their invisibles account with
Yugoslavia. Net credits from tourism, investment abroad, and transport

and camunications in transactions with sccialist countries were quite

considerable for Yugoslavia. Over the last five years the deficit on the trade
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account with seven socialist countries had averaged USg600 million, while
there was little imbalance for the full current account. Mr. Tyler suggested
that there must be some lines of credit involved in financing the imbalances

with certain socialist countries, particularly the U.S.S.R. Mr. MiloSevié

replied that existing policies were to remove these imbalances. Same years
ago a line of credit amounting to USgl.5 billion was extended by the U.S.S.R.
for the import of capital equipment. However, details on these matters would
be supplied to the staff next week. Negotiations on trade with the various
socialist countries for the period 1981-85 had already been concluded with
both sides being interested in balanced trade.

Mr. Tyler said that the moderation of domestic demand had led to the
availability of goods for export. If domestic demand was increased at a
higher rate would exports be affected adversely by supply difficulties?

Mr. MiloSevié noted that 1980 had been a difficult year in that both a large

increase in the volume of exports and a substantial decline in the volume
of imports had to be effected in order to bring about the desired improvement

in the trade kalance. If import volume was held constant there would be no

difficulties, but a decline created problems. 1In the first nine months of 1980

there had been a reduction in the trade deficit in constant price terms of
about USZ1.9 billion. However, the unfavorable movement in the terms of trade,
caused in part by the sharp rise in oil prices, resulted in the deficit
falling by only USE700 million. During the first nine months of 1980 import
prices rose by 24 per cent, while export prices increased by 19 per cent
campared with the corresponding period of 1979. The trade deficit in the
first nine months of 1980 amounted to US@4,793 million which compared with

USg5,456 million in the corresponding period of 1979. The year 1981 would
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be easier insofar as there would be some rise in the volume of imports and
production capacity would came on stream to increase the volume of exportables
and to replace imports. The increase in supply capacitiésrwould allow increased
agricultural exports to Eastern Eurcpe, higher textile, footwear and leather
goods exports, together with larger exports of metal goods and equipment.
Further information would be provided on new production capacities caming on
stream. Demand and supply would be kept in balance and only in the event of
extraordinary circumstances such as a bad harvest or-a sharp rise in oil prices
would difficulties be encountered.

With respect to changes in the camodity composition of trade,

Mr. MiloSevic¢ said imports of raw materials (SITC II) had increased by 25 per

O cent to USg1,131 million, and imports of fuels and lubricants (SITC III) by
’ 63 per cent to USg2,551 million in the first nine months of 1980. A small
increase had been recorded in imports of chemicals in the same period, while
-equipment imports had declined due to the cutback in fixed investment. Imports

to other sectors had tended to stagnate. With respect to the rise in exports over
the first nine months of 1980, footwear, clothing and furniture products

(SITC VIII) had increased by 47 per cent, to US$977 million, chemical products
(SITC V) by 60 per cent to USE688 million, and sugar and corn (STIC O) by

56 per cent to USg629 million. Mr. MiloSevicé said that a statistical release

on trade results in the first nine months of 1980 would be given to the mission.
Mr. Tyler questioned whether press reports indicating that restraints
on imports had led to supply bottlenecks which in turn had caused production

difficulties were correct. Mr. MiloSevidé said that this was a difficult

<i> question to answer. For certain individual cases misunderstandings between



-8 - . Meeting No. 3

banks and communities of interest had led to supply problems. Enterprises
experiencing internal difficulties often cited a shortage of imported
materials as an excuse for their problem. The Annual Resolution for 1980 had

provided for an increase in raw material imports and Mr. MiloSevicé thought

that inventories of raw materials were adequate. In short, while some
individual enterprises camplained about the lack of materials it was not a
general phencmenon. Mr. gzler observed that the good export performance for

industrial products did not suggest a shortage of raw materials. Mr. MilosSevié

agreed, noting the rapid rise in exports of textiles based on wool and cotton
imports. He added that the Federal Secretariat for Foreign Trade had‘the

power to raise quotas if there was a shortage of particular imports for industry.
At present there were unutilized quotas. For 1980 it had been planned to
increase the volume of raw material imports by 4 per cent. To date, the
increase was 9 percentage points less than planﬁed.

In response to Mr. Bery's question on export targets, Mr. MiloSevié

replied that the expected results not only depended on the outcame in the

trade account. In addition, developments in invisibles had to be taken into
consideration. In principle; the projected results in the trade account
dependéd on the surplus in services and a reasonable level of net capital
inflows. The coverage ratio for 1980 had been projected initially to reach

60 per cént, a value considered sustainable over the medium term by the Institute
of Foreign Trade. Although it was unlikely that the target would be achieved,

a sharp improvement had been observed, from 47 per cent in 1979 to 57 per cent
in 1980. For 1981, the authorities intended to continue their policies to
increase the average ratio, but it was difficult to expect an improvement of the

magnitude observed in 1980.
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Mr. Bery ingquired also about which restrictions imposed by importing
countries had been most harmful to Yugoslav exports, and whether the import
quota limits, in particular within the multi-fiber arrangements had keen ful-

filled. Mr. MiloSevié indicated that scme problems had emerged in response to

temporary measures by EEC countries, that reflected an increasing protectionist
attitude by developed countries, although they had been solved in part by
the conclusion of the agreement with the EEC earlier during the year which was
expected to correct previous policies.

Mr. Tyler inquired if changes had occurred in the import list in 1980

and whether further changes were expected in 1981. Mr. MiloSevié replied

that no changes had taken place in the RK and DK quota listings. But the
1981 Resolution envisaged the development bf a hew quota policy, to provide
for a further liberdization of the import system. The general attitude
was that quotas were to be used for protective and not balance of payments
reasons. The study of the reform had been already initiated but the results
would not be completed prior to the end of 1980. In any event, the policies
for 1981 were to be viewed as transitional to the new system, and not as the
final guidelines. He also indicated that a description of previous and
expected changes in the system through 1985 were to be presented to the
mission by another representative of the Federal Secretariat for Foreign
Trade.

Mr. Tyler requested confirmation to his understanding that the 10 per
cent surcharge applied to dutiable imports had been akolished at the time

of the devaluation of June. Mr. MiloSevié said this understanding was

correct and also indicated that the level of export subsidies and incentives

had been reduced at the same time.
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Mr. Tyler thanked the Yugoslav representatives for the useful discussions
on trade, and congratulated them on the excellent trade performance observed

during 1980.

ITI. Exchange Rate Policy and Effects

Mr. Tyler inquired about the effects of the June 6 depreciation of the
dinar on the performance of the current account, in particular on commodity

exports and receipts for services. Mr. Dragomancovié replied that in view of

the fairly short period since the adjustment had taken place, no accurate
and exact esﬁimates could be made. As background information he noted that
after a sharp increase of exports in the first months of the year, a marked
deceleration occurred in the two months prior to the devaluation. These
developments led to the view among the authorities about the need to adjust
the rate if balance of payments problems were to be avoided. In response
to the adjustment of the rate, exports resumed their rapid rate of increase
and over the first nine months of the year they had risen by 32 per cent
campared with the same pericd of 1979. Moreover, the average monthly rate of
growth for the period July—-September was considerably higher than that for the
first six months of the year.

Mr. Tyler indicated that since the June adjustment, the exchange rate
had not changed significantly vis-a-vis the U.S. dollar. He inquired
whether the stability of the rate was an indication that there was no need
for a further depreciation, notwithstanding the acceleration of price increases.

Mr. Dragomanovié pointed out that the effective rate had depreciated by about

4 per cent to 5 per cent since June, but that in general no major adjustment

was envisaged for the near future. The sharp increase in prices was effectively
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the initial shock effect in response to the devaluation, but to a large extent
the impact of the devaluation had been absorbed. However, the increase in
import costs were not to be fully incorporated into domestic prices. During
1981 it was the intention of the authorities to keep the effective real
exchange rate relatively constant through moderating price increases and making
appropriate changes in the nominal exchange rate.

In general, the short-~term impact of the devaluation on imports was
expected to be small due to the relatively low pfice elasticity. Most of
the reductions in imports had been the result of the agreement among
enterprises to reduce imports, in response to the decline of domestic demand.
Therefore, most of the initial effect had been felt in exports and services.
In fact, the response of services had been very prompt. As an example, the
monthly average of tourism receipts in the third quarter had been four times
the level of the first half. By camparison, in 1979 the average level in
the third quarter had been three times the average level attained in the first
half. Similar trends could be observed in gross workers's remittances, although
in this particular instance, the outcome in the first half of 1980 inflows had
been relatively low due to extraordinary e&ents of a noneconamic nature.
Similarly, withdrawalsvhad slowed down considerably in the third quarter, even

after allowing for seasonal factors. The change in other services was also

noticeable, althocugh of less importance for the overall balance of payments outcame.

IIT. Energy

Mr. Podunavaé camenced the discussion on enerqgy policies and developments,

by indicating that the results observed to date had been considerably better
than those projected at the time of the previous consultation with the FPund,

early in 1980. Taking into account the natare of the Yugoslav econamy as an
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ILDC, the rediiction in oil consumption had been very satisfactory, as had been

the increase in coal consumption. The results had not been fully in line

with the expectations, but sharp declines had been observed in gasoline consump—
tion. Notwithstanding an increase in the car fleet of 8 per cent, consumption
had declined by 8 per cent, in particular after prices had been adjusted in 1979 and
1980. Puel oil consumption (used for transportation) had remained at about the
same level as in 1979, but in the long term any savings were to result mostly
from investments in railrcads and other gasoline saving projects. Moreover,

the general use of fuel oil had been curtailed from 1,780,000 tons in 1979 to

an expected 1,300,000 tons in 1980. Purther reductions could be expected as

a result of the adjustment in relative prices of ccal and fuel oil to induce

a greater use of coal. This was aléo expected to occur with respect to the
substitution of coal for heavy oil, particularly for home heating. Con-

sumption of the latter had declined by 14 per cent, to 1.2 million tons in
response to prices and administrative measures (e.g., bamning of use in new build-
ings). Although the demand for oil and gasoline as raw materials for petzo-
chemicals had increased, the authorities did not intend to curtail the rise,

as a significant part was directed to new capacities intended to enhance

the export potential of Yugoslavia.

In response to a query by Mr. Tyler, Mr, Podunovaé explained that the

values shown in the table on energy and distributed during the meeting, did
not include the imports for the filling of the pipeline and increases in
stocks that totaled an additional 450,000 tons for all of 1980. Even
including those values, imports were considerably below those originally
envisaged. Mr. Tyler alsc inquired whether the current conflict between

Iran and Irag was expected to have a negative impact on oil availability
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to Yugoslavia. Mr. Podunavaé indicated that although some oil had to

be purchased in the spot market, there was sufficient oil provided by
friendly nations and no drastic changes in quantities or prices could ke
envisaged for the near future. In geneiai, ?ugoslavia did not have the
advantages of more developed countries that were involved in oil production
in OPEC countries and, therefore, had to pay full prices for petroleum,
which were close to the spot market prices. In general, major éfforts
had been undertaken by Yugoslavia toA improve the efficiency in the use
and for a more active conservation of fuel. The program had been adeopted
jointly by the Goverrment and the Chamber of Commerce, and had been
actively supported by the League of Communist Party and the Syndicates.
According to the program, all OALs were required to analyze on a quarterly
and annual basis the use of oil and other sources of energy to help reduce
consumption. With regard to coal use, Yugoslavia confronted the problem
that the demand for brown coal (lignite), which was eaéily obtainable, would not
rise at a rapid pace. By contrast, preduction -of black coal, obtained from
underground mines, was more difficult to increase, but demand for hame heating
would absorb any rise in production. In any event, old mines had been
reopened while existing ones were being expanded and modernized.

M:r: :& 'lér asked whether the import price in the table on oil consumption
and imports (USg34.2 per barrel) represented the most recent quotation and

not the average price for the year. This was confirmed by Mr. Podunavac.

" Mr., Bery inguired about the results of the investment program in energy.
In particular, he pointed ocut that the impact of recent investments had not

been marked and this could have been caused by a lack of dénand, lags in the

campletions of new capacities or underutilization of plants. Mr. Podunavac
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explained that the plan had not been fulfilled according to schedule, in
particular for petrochemicals. Prior to 19?9, the relative price structure
did not induce a reduction of oil consumption and increases in the use of
coal. After prices were corrected, it would take considerable time for
the adjustment to take place. He also indicated that the total value of
oil imports were not to exceed US$2.9 billion, but including derivatives, the
filling of the pipeline and increases in stocks, the total could reach
about USg3.5 billion. For 1981, it was expected that oil consumption would
remain at the current low levels.

Mr. Tvler concluded the meeting by indicating that the great efforts
undertaken by Yugoslavia in redhcing consumption had been very successful and
hoped that these efforts would contimie to be pursued in the future.

The meeting adjourned at 1:30 p.m.
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I. Balance of Payments

Mr. Tyler opened the meeting by providing some reations to the
balance of payments data and forecasts provided to the mission before the
weekend. The mission had found it difficult to reconcile the forecast of
imports for 1980 with data for the first nine months presented earlier by
Mr. Milosevié. That data showed the nominal growth in imports at 8.5 per
cent over the corresponding period in 1979. The forecast, however, showed
nominal growth for the year at 3.8 per cent, implying a decrease of 8.9 per

cent for the fourth quarter as compared with the same period in 1979; this

represented a volume decline in the last quarter of about 25 per cent, which

did not appear likely. By contrast the forecast level of exports seemed
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reasonable. Mr. Tyler also noted that the import forecast when combined with
the forecasts for exports and invisibles, resulted in a current account deficit
of exactly US$2 billion. This suggested that the import figure for the year had
in fact been residually calculated. Assuming. that import growth was somewhat
slower in the last quarter than in the first three, the current account deficit
was likely to be between US$2.2 billion and US$2.4 billion. When compared with
these figures, the preliminary 1981 forecast of US$1.8 billion for the current
account deficit would represent a significant’improvement. If the official
forecast remained at US$2 billion for 1980 then a somewhat lower current account
deficit would probably have to be targeted for 1981. Mr. Tyler stressed that,
as far as the existing program was concerned, any curreﬁt accountvdeficit up
to US$2.5 billion was acceptable. He wished though to clarify the assumptions
behind the 1980 forecast and to indicate that a relationship existed between
the forecast for 1980 and targets for 1981. He recognized that clarification
of the 1980 import forecast would'involve reference to the Secretariat of
Foreign Trade and could not be provided immediately.

After discussion of a few administrative matters, discussion returned to
the balance of payments tables provided for the mission (Table 11). Mr. Tyler
remarked on the reduction in gross credits on account of workers' and emigrants’

remittances compared to the 1980 projection. Mr. Dimitrijevié responded that

there had been a slowdown in the early part of the year for essentially political
factors. While the flow had since been restored this had not fully compensated
for the initial slowdown. Mr. Tyler also noted that estimates of consumers' and
emigrants' remittances for 1979, both debits and credits, were less now than in
estimates provided earlier in the year and asked if there was an explanation.

Mr. SmiljaniC, explained that the revised 1979 figures now excluded internal

transactions between foreign exchange accounts of residents and, as such, were
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consistent with data for 1977 and 1978 earlier presented. This alsoc provided

an explanation for the high original forecasts for 1980, which had been based on
the earlier, unrevised 1979 figureg. On other invisibles, the forecast for 1980
of travel receipts was estimated on the basis of estimated tourist nights, average
price of accommodation, and average expenditure outside hotels. Transportation
credits reflected an estimated 3-4 per cent real increase and a 10 per cent
increase in tariffs. The decrease in forecast interest credits in 1980 was
Because of lower reserve holdings, while the increase in other credits reflected
substantial increases in investment works abroad. Turning next to debits on

invisibles, Mr. Smiljanif repeated that withdrawals from foreign exchange deposit

accounts had been high in the first half of the year, leading té the higher
numbers for the year as a whole. The figure for transport reflected business
travel only, which had been cut back under the stabilization program. The
higher interest payments projected were due to the higher level of short-term
indebtedness than originally estimated and rather higher interest rates.

Mr. SmiljaniC then provided some explanations of the figures provided

on long-term capital movements in Table 11. Before he did so, Mr. Tyler
requested that additional detail be provided, giving gross drawings and repay-
ments, and net lending by Yugoslavia, instead of the comsolidated line currently

presented. For 1980, Mr. Smilianil provided the following details on medium-

term and long-term capital movements.
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(in millions of U.S. dollars)

Gross medium~term and long-term drawings

(including gross use of IMF resources) 4,613
Less IMF (gross) ) © 413
Medium~term and long=-term less IMF 4,200
Of which:
Financial credits borrowed by Yugoslav
commercial banks 650
Suppliers' credits against capital goods 1,600
Suppliers’ credits against raw materials 360

'Anticipated borrowings by Yugoslav Government:

(i) From IBRD 250
(i1) Financial credits borrowed by Natiomal

Bank of Yugoslavia 1,320

Unallocated ' 20

With regard to other capital account items, Mr. Smiljani€ clarified that

exceptional financing of US$250 million consisted of US$650 million (gross)
borrowed by commercial banks on their own account, less US$400 million of
repayments, while the improvement in short-term capital of US$338 million
included an increase in commercial banks foreign exchangeAholdings of US$700 mil-
lion and a decline in bilateral balances of US$350 million. WNet use of Fund
credit at US$343 million represented gross drawings of US8$413 million and

repurchases of US$70 million. Following upon Mr. Smiljanié's presentation,

Mr. Tyler asked which sources of medium-term and long-term financing in 1980

were reasonably assured and which still in doubt. Mr. Smiljanié responded that

suppliers’ credits gross exceptional borrowing by commercial banks, and drawings
from the IBRD were all relatively certain, and fhe major uncertainties lay

with the borrowing program of the National Bank of Yugoslavia on its own account,
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amounting to US$1,320 million. Mr. Tyler remarked that earlier estimates for
such borrowing, presented at Annual Meetings, had been of the order of
US$1,700 million. As such, the current estimate seemed conservative.

Mr. Dimitrijevié added that, even if all negotiations underway were successfully

coﬁcluded, there was .still the issue of whether they could all be drawn upon
in 1980.

The discussion then turned to forecasts of the balance of payments for
1981. Mr. Tyler indicated that the import forecasts inevitably depended on
the final view taken on 1980 imports. Export growth seemed reasonable at
19.2 per cent; it was clarified that this consisted of an 8 per cent volume
forecast and a 10 per cent price forecast. Mr. Tyler noted a slowdown in
"other" invisible receipts; these were explained as reflecting weaker

performance in investment works abroad in 1981l. On the debit side, Mr. Smiljanié

explained that withdrawals from foreign exchange accounts had been exceptionally
high in 1980; as such, no further increase was projected for 1981 as a whole.

On the capital account, Mr. Smiljanil provided a similar explanation to that

provided for 1980; for medium-term and long-term borrowing the estimates were

as follows:

(in millions of U.S. dollars)

Gross borrowing including IMF and

exceptional financing 4,100
IMF gross 195
Exceptional financing gross 750

Gross medium-term and long-term borrowing

excluding IMF and exceptional financing 3,155

Of which:

Suppliers' credits against capital goods 1,300

Suppliers' credits against raw materials and 7
intermediates 400

IBRD disbursements 250

Borrowings by National Bank of Yugoslavia 1,200



-6 - Meeting No. 4

Mr. SmiljaniC also clarified that the exceptional financing figure

of US$400 million consisted of US$750 million gross borrowings and US$300 mil-
lion repayments, while the short-term capital figure of USS$8 million outflow
consisted of an estimated US$280 million to US$300 million drawdown of
bilateral balances and a roughly offsetting increase in commercial bank foreign

exchange holdings. On the short-term debt, Mr. Smiljani stated that this took

the form of lines of credit with commercial banks, at spreads between 2 1/2 per

cent and 3 per cent above LIBOR. In response to questions from Mr. Tyler,

Mr. Smiljanif said that in forecasting- interest for next year it was hoped that
trends in money markets would stabilize and that Yugoslavia Would‘pay an
average rate of 10~12 per cent on its medium-term and long-term floating rate
debt. He estimated that roughly one-third of existing medium-term and long-

term obligations were at floating rates.

II. Exchange Rate Policy

Discussing exchange rate policy for 1980 and 1981, Mr. Dragomanovié

said that for this year policy had been not to continue frequent adjustments

in the rate, but rather to let the price shock engendered by the June 1980
devaluation be absorbed by the economy. Once this had occurred exchange rate
policy would again become active, aiming to maintain the competitiveness of
Yugoslav exports through gradual but timely exchange rate changes. He also
remarked that the National Bank was working to improve the methodology for
determining appropriate exchange rate adjustments, and was seeking indicators
that reflected demand and supply of foreign exchange across the entire

current account, rather than differential movements in prices alone. Mr. Tyler

asked what the legal position was regarding the level of foreign exchange reserves
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to be held and what the implications of such requirements were for policy.

Mr. Dragomanovié responded that by a change in the law passed in 1979 the

National Bank of Yugoslavia was now obliged to ensure that reserves with the
National Bank of Yugoslavia and commercial banks were sufficient to cover

two months' payments for imports of goods and services from the convertible cur-
rency area} previously it had been three months' payments. If untoward events
caused a deviation from this amount, tﬁe National Bank of Yugoslavia was

obliged to take remedial action. Currently, the legal minimum was USS$2.8 bil-
lion to US$3.0 billion. The policy for reserves was specified each year in

the decision on menetary policy for that year.

Mr. Dragomanovif then went on to discuss the nature of the current foreign

exchange market in Yugoslavia. It was currently inactive, and accounted for

an insignificant volume of transactions. The authorities considered it important
to revive the market and to restore it to i1ts economic function. For this to

be feasible it was important that there be approximate balance between the

demand and supply of foreign exchange in the economy. Currently demand

o exceeded supply that there was no role for the central bank to play in the
market; the task of allocating foreign exchange had been assumed instead by

the enterprises themselves, operating within the framework of self-managing
communities of interest for foreign economic rel;tions (CIFER). 1In response

to questions from Mr. Tyler, Mr. Dragomanovil stressed that the allocation of

exchange within the framework of the CIFER was outside the control of the
National Bank of Yugoslavia or of other govermment bodies. There had been
rumors that, on occasion, inter-enterprise transactions had occurred at other
than the official rate, but to the extent these had occurred it was clearly

understood that they were illegal and were not condcned by the authorities.
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Returning to policy on reserves for the year, Mr. Tyler asked what

figure of reserves was anticipated for the end of the year. Mr. Dragomanovit
said that the reserves target for the year was still for two months convertible

currency import payments.

IIT. Trade Measures

Mr. Goddevac started by saying that the Yugoslav trade system had experienced

no substantial changes since the last discussion with the Fund earlier in 1980.
Generally, existing trends had been pursued. During 1980 certain regulations
with respect to the foreign exchange and trade quotas were introduced, but they
did not constitute substantial changes with respect to previous yvears. The

new regulations only provided a more detailed analysis of the process of quota
determination within the self-management agreements of the 0OALS, In addition,
a decision was approved that transferred the decision making with respect to the
determination of quotas to the relevant self-management agreements. Certain
specific decisions were also pagssed in articles for fair exhibition, trade

with neighboring countries, and imports financed by IBRD lcans. All these
regulations were organizational in character. Minor changes were introduced

to the import lists: coffee and specified chemical products were transferred
from quotas to the liberalized list. Mr. Tzler‘thanked Mr. Gordonowitz for

the list of new trade measures introduced and asked if it would be possible

to review them in more detail. Mr. Godievac said that this list consisted of

a series of measures taken since May 1980 which were relatively unimportant
but agreed to give more details. The first series of measures concerned the
Yugoslav energy balance. It was an agreement on the global relationships

<:> concerned in the energy field but did not indicate specific import volumes.
The decision was devoted to those items in the import lists. The second

series of measures was related to the new basis for customs operations of the
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June exchange rate changes. The third series referred to commodities which
were transferred from the quota to the liberalized list. The decree on the
performance of investment works abroad extended the previous law through
1980. The amendment on the regulation stipulating the conditions for the
sale of imported motor vehicles to domestic customers and was only of pro—-
cedural and organizational interest. It was not intended to make it more
difficult for private citizens to import cars. The item under 6 liberalized
the conditions and extended the period for temporary imports by economic
organizations concerning, among others, transportation means, certain tools
and machinery. The seventh item ensured that the necessary goods for the com-
pletion of projects financed by World Bank loans could be imported. The eighth
decision concerned the establishment and allocation of commodity and foreign
exchange quotas for the import of goods in local border traffic. Its aim was
to faecilitate, Within reagsonable limits, imports of QALS situated in lower
developed regions.

Mr. Bery inquired whether the local Chambers of Economy had to approve

imports for border regioms within the limits of general quotas. Mr. Godjevac

indicated that the Chambers of Commercedecided which items would be of greater
interest for the local OALS, depending on total production and then extended
authorization for imports in addition to other quotas. Mr. Bery also inquired
about the linking requirements for machinery produced locally. If so, he wanted
to know whether this was done at the republican or at the Federal level.

Mr. Godjevac said that import licenses can only be dealt out by authorized

Federal authorities and, only for goods which are on the license list. For
commodities on the quota list the size of the quota was determined jointly by
producers and consumers. Thereafter import authorization was given to those

OALS that needed them most. At this stage the Chambers of Economy and the
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republics intervened in the decision making. Mr. Bery remarked that his

question concerned specifically machinery. Mr. Godjevac replied that

what matters was the import regime under which a certain commodity falls, not
its economic use. Imported commodities necessarily belong to one of the
three following import regimes: liberalized (CLB), foreign exchange quota
(DK or RK), or license regime. In the case of quotas the self~-management
agreement decided both the size of the quota and its beneficiaries.

Mr. Bery asked if the self-management communities of interest for external’
reasons had a particular obligation to provide foreign exchange for goods on

the liberalized list rather than for goods falling under the quota or license

regime. Mr. Godievac. answered that the self-management communities of interest

had no direct influence on import regimes. However, once an item fell under
the quota regime, the self-management communities decided on the size and
distribution of imports based on the payment possibilities and distribution

of foreign exchange. Moreover, regardless of the import regime of the
commodity in question, the self-managed communities of interest decided on the
allocation of foreign exchange. Mr. Tyler remarked that even goods on the
liberalized list (LB) could only be bought with the authorization of self-
managed communities of interest. This fact tended to result in LB lists not
having any meaning and eliminating the distinction between the different import

regimes. Mr. Godjevac said that within the self-management agreements foreign

exchange belonged to those who earned it independently of the import regime.

There was also a link between the earning and the disposal of foreign exchange.

There was no distribution at the Federal level of foreign exchange, earmed at the

level of social communities of interest. They determined, between users and

producers, the use of the foreign exchange within the various lists of imports.
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~IV. Monetary Measures

Discussion then turned to an explanation of recent monetary and credit
measures, a written list of which had been provided to the mission. Mr. Tyler
asked whether the term 'bank investments" in this list corresponded to bank

credit. Mr. Dimitrijevié said the term referred to bank-financed investments,

and was similar to net domestic assets of the banks. In decisions prescribing
the rate of increase in bank investments certain categories of investments
were excluded from the limits. These’included credit for investments in
housing, and for special purposes such as for the development of the autonomous
province of Kosovo. Excluded credits were eqﬁal to about 17-18 per cent of
total bank credits. A list of the excluded investments would be given to the
mission. Credits for the excluded categories of investment were included,

however, under the definition of credit for the current stand-by arrange-

ment. Mr. DimitrijeviC added that the first stage of formulating the credit

program consisted of estimating global credit needs. Then the amounts planned
for the excluded or special categories would be deducted from the global
figure. The residual would be available as credit for other purposes.

Mr. Tyler asked whether the measure containing new provisions on the
calculation of the reserve ratio applicable to the increase in dinar value
of foreign currency deposits was a sterilizatiom measure. This was indeed
the case. Mr. Tyler remarked that most of the other decisions seemed to

indicate a move to more expansionary monetary policies. Mr. Petrovié

agreed and said that there had been liquidity problems during the first part

of the year. These measures included the reduction in the bank's obligatory
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reserve ratio to the present level of a 15.5 per cent of bank sight

deposits. It was possible that reserve requirements could be further

lowered in 1981. Mr. Tyler also inquired about the decision referring to the
charges banks have to pay for the use of their obligatory reserves to meet

liquidity requirements. Mr. Petrovié said that the interest rate had not

changed but that now the obligatory resérves are defined as an average amount
of reserves required during an accounting period. Occasional falls in reserves
below this level are allowed as long as the average during a certain period is
observed.

Mr. Tyler asked for more details about the decision concerning the

financing of wheat. Mr. Petrovié said that this measure was taken to gnable the
purchase of a maximum amount of wheat by the private sector to avoid wheat
being used as fodder.

Mr. Tyler said that the decision passed in October concerning the volume
and rate of bank investments between October 1 and December 31, 1980 was
important and had been discussed with Governor Bogoev. While this decision
was consistent with an increase in the money stock of 26 per cent during 1980,
in the letter asking for a modification of the stand-by arrangement an increase
in net domestic assets of the banking system would be proposed, which was
consistent with a 24 per cent increase in the money supply to December 1980 and
the change in net foreign assets forecast by the National Bank of Yugoslavia
in Table 6. Mr. Tyler said that in future stand-by arrangements it might be
possible to define net domestic assets of banks in terms of a constant
exchange rate.

Mr. Tyler inquired also about the decision extending the time limit for

subscriptions to Treasury bills. Mr. Petrovié replied that this was done as

an alternative to a further issue in the final quarter of 1980. The name
of these bills was misleading since the ultimate issuer was not the Federation

but the National Bank.
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In conclusion, Mr. Tyler stated that it was encouraging to see the
Yuboslav authorities making more flexible use of the instruments of monetary
policy in managing their ecomomy in 1980.

The meeting adjourned at 1:30 p.m.
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Mr. Velikovic commenced the meeting by explaining that the discussion

would be devoted to the analysis of the Five-Year Program for 1981-85,

currently in preparation and, also answers would be provided to a mumber

of questions that had been presented by the mission on the subject of

investment.

Mr. Tyler indicated the interest of the Fund staff in the prospective

developments in the current account of the balance of payments. The size

of the current deficit was of a magnitude that required adjustment over the

medium term. Two alternative policies could be pursued to attain the

objectives: (a) a curtailment of demand in the short run, as had been the
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case in 1980, .or the implementation of policies that would help restructure
the ecc;nomy to increase exports and reduce imports over the medium term,

and thereby help to improve the balance of payments. For the latter
purpose it was of considerable interest to the Fund staff to obtain a good
indication of the structure of investment, to achieve a larger export avail-
ability and inport replacement, as well as the quantitative targets sought.
If the basic documents were knot yvet finalized, due to the process of preparation

and internal discussions, a general idea of investment policy, and the

Aresulting prospects of the balance of payments in the medium term would be

welcome.

Mr. Veljkovic described the framework of investment policy in 1981-85.

The projections had to be seen in the light of the sharp adjustment in
income distribution, personal coﬁsumption and investment, in 1980. There
was a political consensus that investment policies be followed during the
next five years had to be adapted to two main features: (1) priority-branches
had to receive sufficient resources for investment. These priority areas
were basically (i) food, (ii) energy, (iii) raw materials, (iv) export-
oriented output, as well as (v) an integrated transportation system
(intended to rediuce transport costs in Yugoslavia to more campetitive levels.
(2) a political determination to reduce the ratio of investment to GSP over
the pericd of the Plan. In part these two features were contradictory

in principle; a change in the investment to more capital-intensive projects
had to be made campatible with declines in the ratio of investment to GSP
fram 35 per cent in 1979 to a projected ratio of 33 per cent in 1980,

31 per cent in 1981, and a final ratio of 30 per cent in 1985. In order
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to achieve these objectives, the system of social campacts and self-
management agreements had to provide for a successful reorientation of the
process of accumulation to the priority sectors. In principle, the task
was complicated by the degree of decentralization of the decision-
making process, but there was a determination to achieve the stated
goals. Moreover, the social campact for 1981-85 was to make investments in
nonpriority sectors extremely difficult, by a cohtinuation of fiscal and
monetary measures, as well as direct administrative agreements within and
between the republics were to establish special funds for the priority
sectors. For example, self-management agreements had been concluded between
enterprises in Bosnia-Herzegovina and Serbia for an investment equivalent to
Din 100 million for an iron ore mine, and“financial resources had been
transferred between enterprises in the two republics to achieve that cobjective.
Mbredver, the restrictive financial policies would help attain the reorienta-
tion of investment. In general, it was iﬁtended by the Yugoslav authorities to
direct investment to support projects in the form of pcoled resources, by
providing advantages like higher interest rates, to those enterprises that
provided furds.

Mr. Tyler inquired whether enterprises could be directed to pool their

resources. Mr. Veljkovic replied that several aspects had to be analyzed.

On the one hand, a political initiative was important for the achievement
of the objectives. In addition, increased credit opportunities, lower
interest rates, and other measures would help provide the resources for the
priority sectors. 1In general, interest rate policies were to beccome

more active over the period. At the same time, republics and provinces
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were required to reach agreements to channel 80 per cent of the foreign
funds obtained to priority sectors. Clearly, such trends of investments
indicated a slowdown campared with the period 1976-80, but the structure
of investment was expected to improve. All policies were to be supported by
the sociopolitical organizations through three types of measures:
(1) providing stable incomes for OALs in.priority sectors, to improve their
operating conditions. This objective was to be achieved by an improvement in fhe
price relations for those OALs. (2) Reduction in import taxes, especially for
items not produced in Yugoslavia, for priority sectors. Although equipment
imports were to be reduced in general, it would not be the case for these
activities. (3) Tax exemptions for priority sectors and increases in taxes
for other sectors were to be implemented; in particular, taxes were to be
increased to reduce incentives to activities with high import and low
export camponents.

These policies were contained in several social campacts, that were
in the process of being finalized. The basic campact between republics
envisaged the harmonization and common direction of the process of production.
It was currently being discussed and was expected to be approved by mid-
November. A second social compact was directed at econamic relations with
foreign countries. It dealt with the balance of payments and external
debt, and was also in the process of preparation at this time. The
working document being currently discussed projected a rate of growth in
exports of 8 per cent, that within five years was to increase the cover
ratio to 70 per cent by 1985. Exports with the highest possible value added

were to be pramoted and were expected to be concentrated in agriculture,
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equipment, ships, and services. The target for the current account was a
cumlative deficit of USSG.O billion, in current dollars, to avoid an overly
sharp increase in foreign indebtedness. This calculation assumed an annual
average rate of price increase of 10 per cent from 1980 to 1985 for both
exports and imports. The rate of growth of GSP was to be between 4-5 per
cent, the minimm required to achieve the desired rate of growth of exports,
and a reasonable growth in consumption. The growth of imports envisaged for
the period would to an important extent, be dependent on the export performance.
If a rate of growth of exports of 8 per cent materialized, imports could grow
at a rate of 3-4 per cent. Imports were to be mostly concentrated on raw
materials and intermediate goocds. A slowdown was projected for consumer goods
and equipment. Policies were to be geared to substitute imports of these
commodities. Clearly, the shift of pressures to the priority areas, both
domestically and for imports, was a difficult process to implement and there
wereglags but over time the direction of investment would be changed.

A third document was linked to the need for increased assistance to
less developed provinces and republics (Kosovo, Macedonia, Montenegro,
and Bosnia-Herzegovina). This dccument had creéted sane controversy as to
the recipients of aid. Kosovo clearly required further assistance--its per
capita incame was only one third of the average for Yﬁgoslavia, while for
the others per capita incame amounted to two-thirds of the average for the
country, and according to other indicators of wealth they were about in
line with the rest of the regions. Therefore, at a technical level, other
republics were not willing to contribute the envisaged amounts. In

addition, Serbia was interested in reducing its contribution to the general
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fund because of its lower than average‘per capita income. But even if some
conflicts existed, an agreement was to be reached at fhe political level
within one month, with no major difficulties expected. In addition to the
three previously mentioned documents, a social compact had also been prepared

in relation to defense issues.

IT. Investment

Mr. Prica indicated that he would answer the supplementary questions on
investment policies requeéted by the mission. With respect to the first
question on the control of noneconcmic investment in the past, the resolution
for 1980 indicated that noneconcmic investment would decline, except for housing
and investment in the commumnal sectors that were to increase moderately.
In 1979, noneconcmic investment had increased by 7.5 per cent, and initially it
was projected to increase by 3.7 per cent in 1980. By mid-year plans were
medified, and the rate of growth was adjusted downward to 0.8 per cent for

the year. In order to achieve these results two laws were passed. According -

~ to the first, sociopolitical camunities were not allowed to obtain funds for

construction of administrative buildings, while for other noneconcmic projects,
a 50 per cent ratio of self-financing was required. The second law also
reduced expenditure for specified noneconomic investment expenditure in the
field of culture, art, physical culture, and momuments. In addition restraints
were introduced on investments for services of education, sccial security,

and for other activities of the sociopolitical communities, although certain
exceptions were granted. For the first nine months, payments for investment

in noneconamic-activities had remained constant in real terms and were expected

to decline by 5 per cent for all the year. Mr. Veljkovic added that for
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1981 a decline of 30 per cent in real terms was projected, except for
housing, based on a policy of moderation of collective consumption. More—
over, there would be a restrictive granting of exemptions in these sectors.
The importance of noneconcmic investment was not to be discounted. In 1980
it constituted the equivalent of one third of total investment—22 per cent
for housing and 12 per cent for other sectors.

With respec£ to question 2 on instruments to control investment to priority
areas, Mr. Prica indicated that the Federal Govermment used mostly indirect
instruments, like lower custcams duties on imports and protective tariffs and
tax examptions. In addition selective credit policies were geared to favor
the priority sectors. Currently selective credits on favorable terms were
given to agriculture and exports of capital goods but it was now to be extended
to other sectors. Where the Federation had power, price policies could also
be utilized. Republics and autonomous provinces also provided tax rebates,

a liberalization of income tax for services in priority areas and low interest
rate credits, in particular for tourism and agriculture. Foreign credits
could be directed to priority areas. In addition, reserves were transferred to
underdeveloped regions, from the common Federal fund. In same republics,

there was compulsory pooling of rescurces, mostly for the campletion of

energy projects. In addition banks had to channel resources to priority
sectors, as a consequence of recently concluded agreements on priority sectors.
In addition the sociopolitical communities also influenced other organizations
to achieve a change in investment priorities.

With regard to question 3, on non-oil energy production and transportation

a written response was being currently prepared. This was also the case with
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respect to question 5 on the growth;and distribution of investment with
respect to priority sectors. Question 4 on specific examples of agreements
to Implement theprbrities of the 1981-85 Plan had been discussed previously

during the meeting. Mr. Velijkovic indicated that an interesting agreement

had been cdncluded among electronic firms of Slovenia, Croatia, and Serbia
to build a cathode ray tube plant in Nis. A similar joint effort had taken
Vplace with respect to iron ore development.

Mr. Bery inquired as to the slow pace of implementation of investment

projects in 1976-80. Mr. Veljkovic indicated that social compacts and

agreements had been delayed. Currently there was a simultaneity in the
preparation of plans and programs. All subjects in éelf—management agree—
ments were to cooperate in the campletion of programs, based on material
balances in their sectors. Agreements based on the prescribed plamning
process had been concluded in the fields of agriculture and for some minerals.
In general, participants of social campacts were to cooperate to achieve
a better resource allocation based on the following principles: (a) improvement
in the personal incomes of workers, increased vield of investment, and higher
foreign exchange inflows and smaller outflows;- (b) pooling of resources for
the completion of projects in the fields of energy, raw materials, and
intermediate goods; (c) increase in productivity as a result of better
coordination and organization; (d) a more equitable distribution of regional
development, and (e) adequate considerations with regard to the impact of the
projects on the environment. |

Mr. Prica added that the coordination between republics to attain the

<:>investment objectives in priority areas could be illustrated by the energy
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plan being currently discussed for Kosovo through the year 2000. A special
social compact was to be signed determining the prospects for investment in

energy in that province. Mr. Veljkovic mentioned that a new strategy of

technological development was being proposed as a complement to the invest-
ment plan. New criteria had to be established and cammon agreements had to
be determined in order to have a rational policy for the importation of new
technology, which would be administered by the FPederal Government.

With regard to question 6, on the mechanisms ©r appraisal and approval
of investment proposals, Mr. Prica indicated that the need to analyze projects
had been emphasized in recent agreements. There was a need for a social
verification of the quality of new investment,; the idea was central to the
projects and was to be included in a new law on investment, currently under
preparation. In a first instance, responsibility for preparation and
appraisal of investment was to be given to experts, -that had to be independent
of the investing organization if the amounts of the new projects exceeded
certain value limits. The planning authorities had to appraise the projects
within the context of the priority lists. Even the banks were taking part in
the exercise. For several years, investments had been appfaised by a special
institute in the Ljubljanska Banka and a new Serbian institute for project
appraisal was to be constituted in Belgrade, financed by the Chamber of
Cammerce of Serbia, to analyze projects in that republic. The mechanism of
appraisal was of major importance. If a project was rejected by the appraising
agency, no financing would be extended, and therefore, the investment would not
take place. In order to assess the viability of projects regular cost-benefit
analysis was being applied. In part the overview was left to the banks, that
use the appraisal methodology of the IBRD.

The meeting adjourned at 12:45 p.m.
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The meeting discussed preliminary plans for monetary poliecy in 1981,
interest rate proposals, and developments in public sector expenditures
and revenues.

I. Monetary Policy in 1981

Mr, Petrovic said that monetary policy for 1981 would be geared toward

supporting the continued implementation of the stabilization program. As
in 1979 and 1980, the authorities would endeavor to keep ﬁhe growth of the
money supply below that of nominal GSP in 1981, although the gap in per—
centage points would not be as great as in the earlier years. Preliminary
projeétions showed nominal GSP growing by 24 per cent and it was aimed at
limiting the increase in the money supply to 22 per cent over the 12 months
to December 1981. Mr. Petrovic said that the monetary projections for 1981
were based om an average exchange rate of Din 28 per U.S. dollar, an increase
in prices of 13 per cent from end-1980 to end-1981, and an obligatory
reserve ratio for banks of 15.5 per cent. Mr. Tyler said that the monetary
projections seemed reasonable, although he considered the price assumptions
on the optimistic side in part because of the probable need to effect a

further depreciation in the foreign exchange value of the dinar in 1981.
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In reply to a question by Mr. Tyler on whether there was a close
direct relationship between quasi-money and domestic expenditures,

Mr. Dimitrijevic said that increases in quasi-money had little impact

on domestic spending. In fact, quasi-monetary deposits tended to absorb
spending power. Mr. Tyler noted that since the encashment of foreign
exchange deposits into dinars could be used as a basis for the extension
of consumer credits, the accumulation of such deposits could boost

domestic spending through this link. Mr. Dimitrijevic said that there

was often a long delay (up to two years) before consumer credits could
be obtained on the basis of foreign exchange deposits. Mbréover, such
credits were limited to loans for housing and productive economic
activities and depended upon the credit capacity of the banks. Credit
for housing at present constituted about 10 per cent of total bank credit.
Mr. Tyler enquired whether credits which were outside limits on
"bank investments' could grow very rapidly and undermine the restrictive
monetary policy. The Yugoslav representatives stated that many of the
exempted credit categories were closely controlled, such as credits for
the less-developed regions. Unless closely supervised, loans to housing
could be a problem area. As in previous years, efforts would be made to
eliminate the reliance of the federal government on the banking system
in 1981. The planned sectoral distribution of credit would be similar to

that recorded in 1980. Mr. Dimitrijevic observed that the household

sector's demand for money was quite predictable, but that that enterprise
sector's demand appeared to be quite unstable over the short run.

Mr. Dimitrijevic said that there was a very small lag between the

primary money issue and changes in the money supply. In net terms, the

primary money issue was projected to rise by Din 35 billion in 1981,
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compared with a forecast rise of Din 39 billion in 1980, the latter being
based on a 26 per cent rise in the money supply. The mainvsource of
primary money expansion would be National‘Bank credits which were projected
to rise by Din 53 billion in 1981 compared with an expected increase of

Din 50 billdion in 1980. It might be necessary to decrease the reserve

requirement ratio in 1981.

II. Fiscal Policy

Mr. Jovanovic began by discussing the results for 1979 in the public
sector accounts. A list of the most important fiscal measures taken:
during the year would be handed out to the mission the next day. Total
expenditures were 20 per cent higher in‘l979 than in 1978 and total
revenues increased by 22 per cent. The overall public sector showed a
Din 2.4 billion surplus. Only the federal budget showed deficit which
amounted to Din 3.8 billion. All other sectors had surpluses which, if
greater than planned, had to be returned to the economy. Decisions for
this purpose have already been taken for over 90 per cent of the 1979 surplus.

Fiscal policy for 1980 was determined by the Annual Resolutions and
to date social security was the only sector for which the 1980 target has
not yet been fixed. For the other sectors, the average growth rate is
16 per cent. Growth rates for social services, like education and culture,
are close to the average but increases in contributions for natural disas-
ters, such as earthquakes and floods, were likely to be above average.

Mr. Jovanovic stated that since increases for revenue are determined

at the end of one year for the duration of the following year, there is
generally a divergence between planned and actual revenue. As revenue is
based on the personal incomes of citizens which in the past have been

faster than expected, revenues have generally been higher than planned.
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For the first nine months of 1980, some data are available. Assets for
disability allowances went up by 28 per cent, while revenue to finance
other kinds of general needs rose by 19 per cent. Revenue for collective
consumption increased by 24 per cent, partly as a result of the sharp
increase in collections by self-management communities of interest concerned
with material production. Energy, railways and highways were considered
public needs and are partly generally financed. Targets had to be modified
frequently because about 50 per cent of the needs are satisfied at the

level of the communes. The country consisted of about 450 communes which

in turn have each about 10 self-managed communities of interest. There

are thus nearly 5,000 bodies in the country which can decide to increase ' |
or decrease revenues and expenditures. Surpluses are allocated to dif-

ferent accounts on a quarterly basis so that they cannot be greater than

planned. Data for separate accounts are not available yet but all decision-

making bodies are planning to decrease revenue rates during the fourth

quarter of the year, because revenues were greater than planned. Never-

theless, the increase in revenues will exceed the planned 16 per cent ratio
because some items are excluded from the 16 per cent target and because
there is self-contribution to local communities. There are 10-20 local
communities in one commune and they contribute to the financing of local
needs, such as highway repairs. In the self-management communities of
interest, however, the 16 per cent target applies.

As far as the structure of revenue is concerned, the highest increase
will take place in the economic sector because their incomes increased
at the fastest rate (see item no. 126). TFor the same reason (item no. 121)

revenues were increasing at a slower rate in the noneconomic sector.
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Household expenditures decreased relatively as can be derived from the
fact that revenues from the turnover tax have increased by only 22 per
cent. |

Overall for 1980 .revenues for general and collective needs are proj-
ected to rise by less than that of nominal GSP. Collective consumption
should increase selectively, depending on needs. In 1980 the total
public sector will probably again show a small surplus. Consequently,

tax rates are being lowered, except for the sectors where revenues and

"expenditures are balanced. In reply to Mr. Tyler's question Mr. Jovanovic

said that expenditures on payment of personal incomes amounted to about
60 per cent of total public expenditures.

Mr. Kolundzija stated that in 1980 the original federal budget

adopted byvth@ National Assembly had both revenue and expenditure at

Din 128 billion, including repayments of credits. The devaluation had

an impact on the federal budget by increasing repayments of loans, and
increasing expenditures for business travel abroad and for international
organizations. The total increase of payments obligations due to the
devaluation is estimated at Din 3,815 million. After adjustments were
made in the budget the extra financing need is estimated at Din 2,445 mil~
lion. 1In addition, pensions ahd disability allowances were increased by
Bin 3,999 million or 3.1 per cent of the total budget. The total budget
increase due to the devaluation and these socizl allowances will be close
to 6 per cent. On the revenue side, the tariff duties were not lowered
but other customs charges were decreased. The average customs burden was
21.9 per cent 1in 1979 but after the devaluation it will amount to about

11 per cent. For the first nine months of 1980 the average customs burden
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was 16 per cent. The original customs revenue going to the budget was
estimated at Din 30.6 billiomn, but this figure should now be lower.
Substitutes for customs revenues will thus have to be found but where
the funds will come from is still being discussed.

Mr. Tyler remarked that in the firét nine months of the year, total
revenue Increased by less and expenditure by more than planned. Unless
there is a change in trend during the last three months of the year,
there would thus be a deficit. As the National Bank did not intend to
finance this deficit, either taxes would have to be increased, or bonds
would have to be issued. Of course, borrowing from commercial banks was
another possibility but this would have the same monetary implications as
borrowing from the National Bank.

Mr. Kolundzija replied that according to the law, the budget deficit

must be financed by the Republics and Autonomous Provinces. At the moment,
it was very difficult to say whether they would be able to do so or to
indicate whether other sources of fipancing would be utilized. The
Republics and Autonomous Provinces had not as yet expressed their opinion
concerning ;hese matters in the Federal Assembly.

For 1981 some projéctiOns had already been made. The estiﬁate for
the federal budget was Din 169.6 billion or 28 per cent more than revised
budget for 1980. These figures were based on departmental requests rather
than on finally agreed allocations. The contributions of the Republics to
the underdeveloped regions and for expenditures for -disability allowances
and veterans benefité would account for 88 per cent of the budget. The
remaining 12 per cent of their contributions would be to cover administrative
expenditures or noneconomic investments. National defense will be financed

by special agreements between the Republics and the Autonomous Provinces.
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Mr. Marjanovic intervened to say that the basic orientation for

next year ig to reduce the share of collective consumption in GSP.

The share of defense in total expenditure and in total GSP will be decided
by the Republics and the Autonomous Provinces. This expenditure item was
less flexible than others and as a share of GSP it was likely to rise.

In 1981  the federal budget performance. would be integrated with the
stabilization program along the same lines as in 1980. Toward this end
the National Bank would minimize or even eliminate its financing of the
budget deficit in 1981.

IIT. Interest Rate Policy

Mr. Tyler commenced the discussion on interest rates by indicating
that the low interest rates that prevailed in Yugoslavia had encouraged
increases in the level of investment and consumption that would have not
occurred otherwise. The low interest rates resulted in an inefficient
allocation of resources even within enterprises. In order to achieve
greater efficiency in Yugoslavia's investment policy it was sensible to
develop a financial market with realistic interest rates. Certainly, a
program that included interest rate measures would be supported more
favorably by the IMF.

Mr, Dimitrijevic agreed that in principle a more rational interest

rate policy was required for the more efficient behavior of enterprises, and
this was the genmeral apprcach of the authorities. Recently, the Natiomal
Bank had prepared a proposal that was being discussed by the Government

of the Federation and the banking system: the main aspects that had to be
taken into consideration for the proposals on interest rates were the follow-

ing: (1) the present institutional framework consisted of free interest
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rates for lending purposes; maximum limits could be applied, although
ceiliﬁgs were not operational; (2) no financial markets existed currently,
and therefore there was no single structure of market-determined rates;

the structure consisted of various rates qharged by different banks and

for different credits; (3) over the previous two years interest rates

had not been significantly negative in real terms, notwithstanding variable
inflation rates. Interest rates to enterprises had ranged between 10 per
cent and 12 per cent while the rate of inflation had averaged about 10 per
cent per annum. Oniy-in the recent two years had inflation increased
sharply and real interest rates had become quite negative; (4) interest
rates for deposits were currently fixed, while lending rates had been
established freely by the Interested parties. Under current conditionms,
the new proposal envisaged an increase in deposit rates by an average of
about 4-5 percentage points. The increase in these rates were to stimulate
the establishment of an agreement that contemplated higher rates paid by
banks and would allow them to charge more for lending. The Natiomal Bank
would not act directly on interest rates. Increases in deposit rates would
not be across the board, but would be differentiated according to maturity.
For example, banks could increase the rates on sight deposits by 1 per cent
while for certain other longer-term deposits the rates could increase by

5 per cent. Lending rates could increase in line with the change in deposit
rates. Some priority sectors would cdntinue to be financed at a rate of

10 per cent while nonpriority sectors could be charged considerably higher
rates. The proposed measures would not to result immediately in positive
real interest rateé, but in conjunction with a lowering of inflation would

lead to more realistic rates. The differential interest rate structure
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wogld have a different effect for different banks, depending on their
sources of financing, i.e., savings deposits, demand deposits, or foreign
exchange borrowing, which carried a high foreign exchange risk.

Mr. T?ler commented that the changes were in the right direction,
but if inflation continued at the currentbrates, real interest rates would
continue to be negative. Therefore, more flexibility had to be built into
the system, although the current reform did not envisage a marked change
in the present structure. He also inquired about the interest policies

to be pursued in the nonpriority sectors. Mr. Dimitrijevic indicated

that although interest rates had affected the flow of funds and allocation
of resources in Yugoslavia; other elements were also of considerable
importance. However, with the abatement of inflation, interest rates

for loans to nonpriority sectors would become positive in real terms

and this could be expected to moderate investment in such sectors. He
also explained that interest rates would be determined in individual
agreements and by individual banks.

Mr. Tyler also commented that although no financial markets had been

developed in Yugoslavia and the rates structure was not unified, the National

Bank could influence rates by the discount and reserve requirement policies.

Mr. Dimitrijevic explained that the National Bank could not directly affect

rates in the priority sectors and, therefore, the best way to influence
the market was to increase rates for deposits. 1In this regard, the
authorities were contemplating the modification of the system of deposits
in foreign exchange, that were currently receiving rates similar to those
for deposits in domestic currency, to a structure that was related to the

relevant country's interest rates for those currencies in which accounts
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were denominated. Mr. Bery noted that because of the mamor cutback in
investment in nonproductive investment, the loans affected by the measures

would be a relatively small proportion of the total. Mr. Dimitrijevic

indicated that the higher interest rates were to affect both noneconomic
and priority sector loans. With regard to the priority sectors, these
would be established at a national and in some cases at the regional level,
and therefore the structure of rates had to be established for each case.
Mr. Tyler commented that the experience with respect to systems with
complex selective interest rates showed that great incentives exisfed for
the enterprises té change the classifications of the loans in order to
obrain less expensive financing. A more rational system would provide

for direct subsidies to enterprises for priority projects. Mr. Dimitrijevic

replied that the other members of the banks had to closely supervise the’
process of credit allocation and that this would help avoid abuses with
respect to obtaining preferential imnterest rates. This was the case now
when the financing originated from deferal and other special funds that
were lent at preferential rates. But in any event, the very low interest
rates were not expected to have any major impact on resource allocation

as most of them were earmarked and would not affect the level of investment.
Lower rates were granted on funds for priority sectors as a financial
compensation that would help make those projects profitable, a necessary
requirement for their success. Mr. Tyler indicated that the degree of
distortion that was incorporated into the use of earmarked resources when

a nominal rate was fixed, was not independent of the rate of inflationm.

In any event, it was not a rational policy to provide low-cost loans during

periods of rapid inflation.
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Mr. Tyler inquired whether the newly proposed system would become

operatignal by the end of 1980. Mr, Dimitrijevic explained that the basic

research by the banks would be concluded by the end of the year, but that

the

the

not

all

was

not

actual new system would only become operational in 1981. In‘any svent
transition to the new system would be gradual as interest rates would

be changed for the outstanding debt, while they would be modified for
deposits. The implementation could take considerable time, but there

a clear determination to carry the policies through during 1981, although
at the beginning of the year.

The meeting adjourned at 12:45 p.m.
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The meeting discussed macro~economic forecasts for 1981, the
negotiation of extermal financial credits for 1980 and 1981, and external

reserves management policies.

I. Macro-Economic Forecasts ror 1981

Mr. Zmigorevic said that the economic situation had improved in 1980

despité a number of difficulties. The external trade and current account
deficits had been reduced even though there had been an unfavorable

move in the terms of trade. 1In the first ten months of 1980 real exports

had risen by 9 per cent and by 30 per cent in nominal terms, while the volume
of imports had fallen by 10 per cent in spite of a 24 per cent increase in

prices.
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The rapid growth in personal incomes had been contained despite the sharp
acceleration in domestic price increases. Indeed, real personal incomes had
fallen by 8~9 per cent in the first part of 1980, As a result, real personal
consumption had fallen. Although real fixed investment had been held
relatively constant in 1980 there had been a considerable improvement in its
structure insofar as there had been a marked rise in investments in priority
projects, such as those designed to utilize domestic energy sources.

Economic policies in 1981 would be directed to achieving two basic
targets in the form of attaining a further reduction in the current account
deficit while at the same time moderating the tendencies which were causing

a slowdown in the growth of production. Mr. Zmigorevic said that the fore-

casts for 1981 that he was providing to the mission reflected the preliminary
thinking of the Yugoslav authorities. These figures would be finalized in
December 1980. At this stage real GSP was projected to rise by 3 per cent
in 1981, with the industrial and agricultural sectors expected to grow by
3.5 per cent and 4.0 per cent, respectively. There would be further slowdowns
in the growth of the construction and some other sectors. Real éxports were
forecast to rise by 8 per cent resulting from rises of 7 per cent in merchandise
exports and 9-10 per cent in services exports. The target for import growth
was partly dependent on the level of imports realized in 1980, but at this stage
real imports of goods and services were forecast to fall by about 2 per cent.

If the desired level of exports is achieved, the deficit in the current
account of the balance of payments could be less than US$2 billion in 1981. As
a working assumption it was expected that the current account deficit would not

exceed US$1.8 billion, and USS$1.5 billion with convertible currency countries.
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Mr. Zmigorevic then discussed the policies that would be implemented to

achieve the balance of payments objectives. Domestic demand would continue to
be restrained in 1981 including keeping real personal consumption at the same
level as that expected in 1980. For the current year partial indicators
suggested that a small decline in personal consumption would be recorded. In
1981 it was aimed,af constraining the growth of real personal incomes to

1 to 1 1/2 per cent which was in line with the expected rise in labor
productivity.

Real fixed investment was forecast to fall by 1-2 per cent with non-
economic investment targeted to decline by 30 per cent. The measures
incorporated in the Annual Resolution for 1981 would aim at restructuring
the economy toward the higher production of domestic energy, agricultural
commodities, tourism, and transportation facilities, and industrial output
based on domestic resources and oriented to the export market. A substantial
increase in production capacity in the energy sector was planned in the years
1981 and 1982, especially for coal and hydroelectric production. Investment
in the agricultural sector would be aimed at raising wheat, corn, and meat
production. It was an objective to ihcrease corn output te 11 million tons
in 1981 compared with a level of 9.5 million tons in 1979. The main way in
which corn production would be stimulated would be through raising guaranteed
producer prices. In fact, producer prices for a number of agricultural commodities
had been raised substantially in 1980 and information on such changes would be
supplied to the mission. The main industries that would be encouraged with respect
to export oriented production would be food processing, basic chemicals, petro-
chemicals, and wood processing.

As to the growth of various import categories in 1981, Mr. Zmigorevic

said that the increase in intermediate goods imports should be around 4-5 per
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cent, with goods for the textiles and metal procéssing industries given
preference. The most productive use should be made of the US$10 billionm
expected to be allocated for intermediate goods imports in 1981. Imports of
semi~finished steel products would be discouraged, while semi~finished goods
such as rolled steel would be needed. Essential materials for the chemicals
industry and for the transportation sector would also be given preferential
treatment.

with the substitution of domestically produced capital equipment for foreign
capital goods, equipment imports were expected to decline by 30 per cent. As
most of this equipment came from industrialized western countries, the reduction
in such imports would be a factor making for the decline in the trade deficit
with these countrieé. For priority sectors equipment imports would remain
considerable in 1981.

Mr. Zmigorev said that given the need to continue to compress imports

in 1981 it was most probable that temporary administrative measures would be
needed including import quotas and a possible temporary embargo on imports of
certain types of equipment. Such a restriction would be applied across the
board and not be confined to equipment imports from particular countries.

The introduction of advance import deposits would be considered also.

Turning to policies to moderate inflationary pressures, Mr. Zmigorev

noted that by September 1980 the 12-monthly rate of increase in the retail
price index had reached over 30 per cent. The high'price rises in 1980 would
have a carryover effect into 1981 estimated at around 13-14 percentage points.

This meant that if the GSP price deflator was to rise by 20 per cent in 1981,
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which was the preliminary target of the Federal Bureau of Planning, average
prices could increase by only 6-7 per cent in 1981. A price freeze would be
unlikely and administered price adjustments would be implemented selectively.
The keeping of domestic demand in line with supply capabilities would help to
curb inflationary pressures. Public consumption expenditures would basically
be kept constant on real terms. Payments for pensions and disability allow-
ances would be in accord with increases in personal incomes in the economic
sector. Consumer credits would be reduced through tighter credit terms.

Mr. Tyler said that the strong inflationary pressures in 1980 did not
seem to be attributable to excess domestic demand, but reflected largely higher
import prices, the effects of the devlauation, and administered price adjust-
ments. If these factors operated to a much lesser extent in 1981 and domestic
demand was restrained the rate of inflation could be significantly reduced.
However, given the carryover effect, a rate of increase of the GSP deflator

of 20 per cent seemed optimistic. Mr. Zmigorevic agreed with this analysis

noting that oil prices in October 1980 were 70-80 per cent above those of a

year earlier. A major uncertainty relating to the inflation forecast for 1981 |
concerned the development in o0il prices. The forecasts of the Planning Bureau

were based on an increase in import prices, excluding oil, of 10-12 per

cent and export prices of 10 per cent.

Mr. Zmigorevic stated that there would be a buildup in the stocks of oil

in 1981 which would be approximately equal to the forecast decline in the
consumption of oil or around 5 per cent. Reserves of foodstuffs would be
increased in 1981 together with stocks of raw materials and intermediate

goods for priority industries. Generally, Mr., Zmigorevic thought that stocks

should record a modest rise in 1981.
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Mr. Tyler in response to a question by Mr. Zmigorevic on the performance
of the Yugoslav economy said that if the sound economic policies and good
progress achieved in 1986 could be continued in 1981, this would constitute
a sound basis for beginning of the next Five-Year Plan. The main problem area
related to bringing the rate of inflation down to considerably lower levels.
The main directions of policy appeared to be appropriate. The combinafién of
market forces, social compacts, and self-management agreements, which had led

to progress in particular areas such as incomes policies in 1980, should lead

to further improvements in the ecomomic situation in 1981.

Mr. Zmigorevic observed that the year 1981 would bé difficult. Energy
imports were quite large with crude oil, coking coal, and natural gas account-—
ing for one quarter of total imports in the first nine months of 1980. However,
there was a strong consensus between the Federal Government and the republics
that the economic policies outlined above should be implemented in 1981, as
there was no real alternative.

Mr. Marjanovié indicated that the coordination of policies was sometimes

very difficult. There was agreement among Yugoslav officials about the objectives
but differences emerged with regard to the instruments of policies. In some
instances opinions existed that the balance of payments problems of Yugoslavia
could be solved in a simple manner, by banning certain tramnsactions. But
experience had shown that these direct controls did not operate within the
Yugoslav economic system. For example, whenever imports had been controlled by
licensing procedures or quotas, these controls had failed. The National Bank
had difficulties in convincing other organizations about the need to avoid
restrictive policies but he expected that their efforts would be successful

in convincing others. Direct and indirect measures had to be adopted and

there were clear ideas about how to go about them, so as to reduce the

pressures on the balance of payments.
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Mr. Tyler commented that with regard to the possible increase in imports
from the U.S.S.R. there was no problem for a modification of the trade agree-
ment with that country to increase imports of capital goods. But it would
not be viewed as positive by the Fund Board if the measures that were introduced

discriminated against specified countries.

II. Foreign Borrowing by the National Bank

Mr. Marjanovi€ explained that he would only describe the prospective

borrowing by the National Bank; as the overall indebtedness policy had beeﬁ
discussed already in earlier meetings. He described the various arrangements
with commercial banks that had been concluded or were to be concluded by the
end of the year.

Country - Amount
1980 1981

(in millions of U.S. dollars)

1. Concluded 425 .o
Kuwait 250 (250) not cmcluc
Austria (syndicated loan) 100
Iraq 75
2. To be concluded 875 425
Libya 75 75
Italy 200 200
France 150 150
Germany - 350(to 400) Similar to 1980
Switzerland 100 .
3. Possible 400 e
U.S., U.K., Canada, and Japan 400 e
Total (excluding 3) 1,300 425
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Among those agreements to be concluded, the Italian authorities had
confirmed that they would abide by the commitments of the previous Goveénment,
agreed during the summer of 1980. The banks were now ready to initiate dis-
cussions, as they had special incentives to enter into agreements due to the

special mechanisms by which loans were directly subsidized by the Government.

When the agreements were concluded, the loans would be disbursed in liras

since Yugoslavia would otherwise have to convert dollars into lira. French

banks were considering an amount equivalent to US$$150 million but it was

possible that larger amounts might be obtained. Negotiations would commence
during the next few days and there was a possibility that similar amounts
would be granted for 1981. The German banks were currently offering about
DM 600-700 million, somewhat less than previously expected. It was interesting
to note that German banks were not currently asking for a guarangee by the
Government. They preferred to link the borrowing to the limits of lending by
HERMES (the export insurance agancy). They preferred to proceed in that fashion
as it helped develop relations with commercial banks in Yugoslavia. But
the negotiations at this point were held with the National Bank and the
relations with other banks was effectively a by-product of the agreement.
Swiss banks had been approached as well, and they had initially offered
SWF 100 million, but an amount of US$100 million was being discussed at the
moment. This loan was to be granted at the most favorable terms.

The most complex situation related to negotiations with the American,
British, Canadian, and Japanese banks. Ten banks were already willing to

provide US$250 million, but the total amount could easily reach US$400 million.



-9 - Meeting No. 7

The terms were in principle not unfavorable: the final maturity extended to
seven years, while the grace period would be three years. The major problem
was the interest rate spread. The banks had offered a 1 3/8 per cent over LIBOR,
which was considerably‘higher than the spread previously offered to Yugoslav
commercial banks, and those offered by Kuwait and Austrian banks. In addition,
it placed Yugslavia at a disadvantage with respect to the rating of other
important borrowers and for future loans Yugoslavia considered the issue of the
spread more important tham the amounts and had objected to the proposal, on the
grounds that an acceptance of the terms offered would deteriorate the position
of the country vis-3-vis other creditors. Currently a new meeting was scheduled
to try to find an adequate solution. It was possible that the terms would not
be accepted as some of the proposed changes were purely cosmetic; the spread was
reduced but the utilization fee was increased. In any event, the outcome
was not certain at this point. It was clear that the established borrowing goals
were difficult to achieve, but significant amounts would be obtained and dis-
bursed during 1980.

With regard to the access to financial assistance from the Soviet Union,

Mr. Marijanovic indicated that the bilateral payments agreement with the U.S.S.R.

did not envisage financial credits. Currently lines of credit existed for the
purchase of machinery for an amount of between US$520 milliom to US$750 million.
But these suppliers' credits were slow in their disbursement pattern and only
about 55 per cent of the total had been utilized. In addition, the trade
balance had been negative for the last vear and a half, and the situation had

deteriorated as a result of the increase in the price of oil over the-last year.
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The balance in favor of the U.S.S.R. had amounted to a total of US$800 million
in recent months.
With regard to the general prospects in the global balance of payments,

Mr. Marjanovil indicated that significant amounts of short-term credit had

been utilized in the recent past, but that the prospective foreign exchange
déveiopments in the last months of the year would provide for an adequate
coverage of expenditures until the end of the year.. The incréase in reserves
would be lower than had been originally projected, because some short-term debt
had to be repaid, but eventually reserves would be reconstituted to more
appropriate levels. For the year as a whole, a small increase was projected in
the reserves of the National Bank with somewhat smaller increases envisaged for
the commercial banks. To a large extent the borrowing by the National Bank
would not be channeled to the rest of the financial system. The commercial
banks would, therefore, be forced to use part of their foreign exchange hold-
ings, rather than those held by the National Bank. He estimated that gross
reserves were to amount to .about US$2.45 billion by the end of 1980.

Mr. Tzler inquired about the expected ﬁse of Fund resources in the near

future and whether they would result in reserve increases. Mr. Marjanovic

explained that the authorities had the intention to channel most Fund resources
to reserves, within the sovereign rights of Yugoslavia to use its assets.
After discussing the program of activities for the next two days, the

meeting was adjourned at 5:45 p.m.
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Yugoslav representatives IMF representatives
Mr. I. Marjanovic, Deputy Governor Mr. Tyler

National Bank Mr. Manison
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Mrs. G. Hofmann, Director,
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Mr. T. Gudac, Special Advisor,

Federal Secretariat for Finance Mr. Bery

Miss Rankovic, Federal Secretariat
for Finance
Miss G. Djurdjevic, Interpreter
The meeting discussed trade policy with respect to charges and
taxes on imports, revised national accounts estimates, and the numbers
on net foreign assets of the banking system and convertible external

debt to be inserted in the letter of intent.

I. Trade Policy

An account of recent measures in the area of trade policy was provided

by Miss Rankovic. She said that the occasion of the June devaluation had

been used to eliminate a 10 per cent import surcharge previously in effect.
Originally introduced as a "temporary" measure in the late sixties, it
had survived at wvarious rates through the seventies before its elimination

this year. Following the abolition of the surcharge, procedures had been

~initiated to revoke the power of the Federal Assembly to impose the surcharge

in the future as it was not considered a suitable instrument of balance
of payments policy . These procedures would be completed by the end of the
year. With the elimination of the import surcharge two sets of fiscal

charges on imports remained, in addition to customs duties. These were a
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tax equalization charge of 6 per cent, intended to compensate for the
burden of direct taxation borne by domestic producers, and a customs
evidence tax of one per cent, intended to finance improvements in
customs facilities . Both taxes were applied across the board to all
dutiable goods. These levies were not regarded as "temporary' in
nature and there was no immediate intention to eliminate them.

Following this first phase of trade measures, some modest revisions
in the structure of tariffs were intended. These included reductions in
tariff rates of abéut three percentage points for machines, instruments,
etc. (Sections 16~18 of the Yugoslav Customs Tariff) to reduce the
protection offered to such goods, and revisions in other sections to
implement tariff revisions agreed to within GATT during the Tokyo round
negotiations. The collective impact of these measures was not expected
to be great, and would not lower the average effective duty rate appreciably.
There was no intention to raise the duty rate on raw materials as a stim-
ulative measure as had been done in 1976. In response to a question from

Mr. Tyler, Miss Rankovic said that goods exempt from customs duty were

of three sorts: First, there were goods exempted within the customs law

it self, for various reasons . These included such items as books, certain
noncompet ing imports and equipment imported by workers employed abroad.
Second, an estimate was made at the end of each. year of the likely avail-
ability of certain raw materials and intermediates. If it seemed likely
that domestic demand would exceed domestic supply, provision was usually
made for the deficit amounts to be imported free of duty, and these

exempt ions were incorporated in the decision on trade policy for the forth~-

coming year. Third, waivers could be provided by an act of the Federal
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Assembly for priority imports in particular cases. Mr. Tyler thanked
Miss Rankovic for her preseﬁtatioh, and commended the measures taken
this year, -and the general orientation of import policy. The view of
the authorities appeared to be that such protection as was sought for
domestic production was better'provided by neutral, undifferentiated

tariffs and by appropriate exchange rate policies rather than by more

selective intervention, and this was a view that he fully endorsed.

II. National Accounts

Mr. Stamenkovic apologized for numerous errors that had arisen

in a table on national accounts indicators given previously to the

mission, and pfovided revised figures consistent with his earlier oral
presentation.. In response to questions he said that he did not fully
agree with the 20 per cent estimate of the increase in the GDP deflator

for 1981 currently being used in official forecasts. His own view was that
it would be a minimum of 25 per cent and could be even higher. The draft
resolution for 1981 submitted to the Assembly spoke only of a decrease

in inflation compared to 1980 and did not mention a target rate. On

inventories of imported goods, Mr. Stamenkovic said that he had no very

accurate methodology for estimating these. Data collected by the Federal
Institute of Statistics were in comstant prices and available only for the
end of 1978. At that time such stocks were sufficient for two months'
production. He assumed that roughly the same relationship held for the

end of 1979; given that total imports of raw materials and intermediates

in 1979 were around US$9 billion, he estimated stocks at the end of 1979

to be US$1.5 billion. In the first eight months of this year, he estimated

that these may have declined between US$150~200 million. His estimate
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was that the economy-would enter 1981 with about 1 1/2 months of imports--~
an adequate level in his view. Indeed, he felt that inventories were
still too high, and thatAa more active exchange rate policy could help
further trim inventories. Mr. Tyler said he thought that the combination
of devaluation with tight credit policies would produce some.reduction

in levels of stockholding. He asked Mr. Stamenkovic his views on the

likely current account deficit for 1980, given trade figures for the
first eight months; Mr . Stamenkovic estimated that the outturn could
be anywhere between US$2 billion and US$2.5 billion depending in part
on invisibles performance. The Federal Executive Council had not yet
adopted a current account target for 1981 but it was likely to be in

the US$1.5-2.0 billion range.

III. Balance of Payments

The last part of the meeting was directed to the discussions of
the letter of intent requesting the waiver and modification of specified
ceilings for September 30 and December 31, 1980 in the current stand-by

arrangement. In discussing the new estimated targets, Mr. Smiljanic

provided details of the expected performance of the external debt and
the net foreign assets position of the National Bank, as described in

the following table:
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Yugoslavia:

(Inmillions of U.S. dollars)

Meeting No.s

Balance of Payments, 1980

Convertible Currencies

Initial
Projection

Revised

Projection

- Initidl
Projection

Revised
Projection

Goods and services
and unrequited
transfers

Trade balance
Services (net)

Long~term capital
(net)

Total A + B
Short-term capital
Allocation of SDRs
Exceptional financing

Total

Reserve movements
(surplus =)
Use of Fund credit
Official foreign
exchange
Foreign borrowing
by National
Bank of
Yugoslavia

-1,900 ~2,200
(-5,250) (~5,550)
(3,350) (~3,350)
1,269 -289
-631 -2,481
- 850

38 38

250 25
-343 -1,343
343 1,343
(343) (343)
(~-) (-300)
(- (1,300)

-2,000
(-5,700)
(3,700)
1,707
-293
-338

38

-2,300
(-6,000)
(3,700)

157

~2,143

512

38

250

-1,343
1,343
(343)

(-300)

(1,300)

The corrections resulted from a revised current account deficit in comvertible

currencies for 1980, higher by US$300 million relative to the projectién provided

to the Fund staff earlier during the discussions. The increased deficit was to be

/

rest was to be financed by short~-term borrowing.

<\rﬁg'.nanced partly by USS$150 million of increased long-term borrowing, while the

The original levels of long-term
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borrowing had to be adjusted downward by the expected borrowing of the

National Bank, to be included in the reserve movements and the more

extensive use of short-term credit (US$850 million). Consequently,
long~term credit had been adjusted downward by US$1,550 million, while
short~term credit had been adjusted upward by US$850 million. Concurrently,
the revised reserve movements reflected an increase of gross reserves of
US$300 million and increased borrowing by the National Bank of US$1,300 mil-
lion. Consequently, the net foreign assets position of the Natiomnal A
Bank less exceptional financing by the commercial banks (US$250 million)},
the definition used in the stand-by arrangement, was to show a decrease

of U8$1,593 million in 1980 rounded to US$31.6 billion for the balance of
payments test. The medium- and long-term convertible currency borrowing
was expected to increase by no more than US$800 million, although it was
expected that part of the amounts would effectively be contracted in the
form of short-term debt, outside the ceilings.

The meeting adjourned at
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The meeting consisted of an exchange of views about economic prospects

and policies for Yugoslavia, together with a discussion of the possible
use of Fund resources in 1981 and beyond. Some clarifications relating

to the contents of the letter of intent were made also.

Governor Bogoev said that with the balance of payments still under

pressure, the Government would continue with their present restrictive
domestic demand management policies in 1981. It would be the aim of the
authorities to limit the current account deficit of the balance of payments
to no more tharm USS1.8 billion. With regard to balance of payments
policies, Mr. Tyler emphasized three points. The Executive Board of the
Fund would be interested in seeing a discernible improvement in the current
account of the balance of payments between 1980 and 1981. A reduction in
the current account deficit of about US$0.5 billion would in the mission's
view be an appropriate target, in the absence of untoward events, such as

a sharp rise in o0il prices. If the deficit turned out to be about
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US$2.2-2.3 billion in 1980, then a redugtion in the deficit to US$1.8 bil-
lion in 1981 would represent good progress. Secondly, the year 1980 had
been characterized by an unplanned increase in the amount of short-term
borrowing at the expense of a large shortfall in medium~ and long-term
external borrowing by nonbank enterprises. A considerable amount of
foreign borrowing that originally was intended to be undertaken by the
enterprise sector was to be replaced by borrowing by the National Bank
of Yugoslavia. The latter development did not cause any real problems,
but the sharp buildup of short-term debt was a matter of concern. It
was not only expensive to service, but could lead to a bunching of repay-
ments in a particular year. Accordingly, to make the external debt burden
more manageable every effort should be made to increase medium- and
longer-term external market borfowing in 1981. Thirdly, Mr. Tyler said
that resources should be used to build up gross off;cial reserves rather
than for financing the current account deficit or amortizing loans.

Mr. Tyler observed that monetary policies in 1980 had been sound.
There would inevitably be pressures from the republican national banks
to relax monetary policy in order to satisfy the requests of enterprises
within their constituencies. However, it would be much easier for the
authorities to reverse monetary policy in an expansionary direction rather
to become to more restrictiye as enterprises traditionally utilized.very
quickly any credit they received. Flexible use had been made of the
instruments of monetary policy in 1980 and this could be repeated in 1981.

Turning to the conduct of fiscal policies in 1980, Mr. Tyler said
that the lack of data rendered it difficult to make a judgment on their

effectiveness. The Annual Resolution for 1980 had called for the limited
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growth of public expenditures, especially of noneconomic expenditures.
To date during 1980 there had been little net borrowing by the public
sector from the banking system. For 1981l a continuation of existing
fiscal policies appeared appropriate.

Mr; Tyler stated that Yugoslav representatives had given the mission
a broad outline of their policies for the medium term, including the
investment strategy for restructuring the pattern of production. With
the finalization of the Five~Year Plan 1981-85 these broad guidelines
would be quantified into targets. Initial impressions were that the
medium~-term strategy seemed to be in the right direction for the
generation of a sustained improvement in the balance of payments. How-
ever, the successful implementation of policies would depend crucially
on the effectiveness of self-management agreements at the enterprise
level and inter-republican accords. In 1981 social compacts appear to
have been quite successful with respect to incomes and public sector
policies. It was debatable whether the institutional arrangements would be
effective over a longer-term period in gaining the consensus at all
levels for the sound implementation of economic policies. It was hoped
that 1980 was not just a crash program in response to a balance of pay-
ments crisis.

With respect to medium~term policies, Mr. Tyler emphasized that
interest rates should play a more active role. They could help with
monetary policies while at the same time contribute to the improved
allocation of investable resources. The Executive Directors would be

interested in seeing the prompt introduction of new interest rate policy.
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Governor Bogoev said that he was in full agreement with the comments

of Mr. Tyler. The policy orientation for 1981 would be basically the
same as that pursued in 1980. Results of demand management policies

in 1980 had been qﬁite favorable despite both political and economic

difficulties. The republics and the provinces had been more active in

the implementation of balance of payments policies in 1980. With respect
to demand management policies it was noteworthy that the rapid growth

of both real personal incomes and consumption had been arrested in

1980. Income policies had been effective in 1980 because guidelines

for personal income payments had been clearly specified and trade unions

and local socio-political bodies had co-operated with the federal

government authorities in insisting that such guidelines be respected.

And for the first fime the growth of public expenditures had lagged well
behind that of nominal social product. The most embarrassing aspect of

the Yugoslav economy's performance related to the sharp increase in

domestic prices. Governor Bogoev noted that the acceleration of inflationary
pressures to a considerable degree emanated from government decisions
relating to the 22 per cent devaluation in dinar in June and major price
adjustments to correct price distortions in a number of sectors inciuding
energy, transportation, and agriculture. Once~for-all price adjustments

had been made to eliminate price disparities rather than gradual changes.

Governor Bogoev said that a definite decision had been made to change

the level and structure of interest rates in Yugoslavia. Proposals prepared
by the authorities were being discussed at present with the commercial banks

and academic institutions. Yesterday, the banks had accepted the proposals.
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By next month, the National Bank of Yugoslavia would submit their proposal
on interest rates to the Government. It would be aimed at effecting a
considerable reduction in negative real interest rates through raising
nominal rates, and be the beginning of a more active interest rates'
policy. Mr. fyler said that it would be important from the viewpoint

of the Executive Board that a decision on changing interest rates was
indicated clearly as a first step in a more active policy on interest rates.

Governor Bogoev said that it would be difficult for the Yugoslav

authorities to reduce the current account deficit below US$1.3 billion
in 1981. Forecasts for exports of both merchandise and invisibles werev
on the optimistic side. In 1981 the authoritiesvwould begin major efforts
to restructure their economy in line with the policy orientations of
the 1981-85 Plan. Efforts would be made to promote export-oriented
industries and produce agricultural surpluses for exports, in fields
such as maize, fruits and vegetables, and meat productiomn.

As to the financing of the current account deficit over the medium

term, Governor Bogoev said that it was the intention of the authorities

to use Fund resources to rebuild external reserves. It was the aim to
increase National Bank of Yugoslavia and deposit momey bank gross reserves
to a level equivalent to two months of payments to.convertible currency

countries; at present such a level would be about US$2.7 billion. However,

. given the uncertainty of external market borrowings in late 1980 and in

1981 and the objective of not raising the external debt servicing ratio,
Fund resources might have to be used to some extent to finance the current

account deficit.
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Governor Bogoev stated that the amounts that the authorities would

wish to borrow from the Fund could be discussed more precisely in December.
He enquired whether the 200 per cent of quota that could be made available
to Yugoslavia in 1981 referred to the present quota or the new quota

that would come into effect as a result of the Seventh Quota Review.

Mr. Tyler said that it was not exactly clear whether the limit of borrow-

ing up to 200 per cent of existing quota could be applied to the new
quota. This would to a considerable degree depend on the Fund's liquidity
position. However, for Yugoslavia the mission had been briefed by the
Managing Director to make available to Yugoslavia up to 200 per cent of
the existing quota at the time of mission's departure.

Governor Bogoev said that the amount of financial resources that

Yugoslavia should seek from the Fund in 1981 and beyond would be discussed

with the Government. Governor Bogoev and Mr. Marjanovic said that it was

possible that Yugoslavia might seek an amount exceeding 200 per cent of
the old quota due to their present high level of short-term external debt,
the need for substantial funds to amortize debt, and the necessity of
reconstituting external reserves to a much higher level. The authorities
would aim to keep the current account deficit as low as possible while at
the same time they would endeavor to maximize their external borrowings.
Fund borrowing could not be treated as a residual component, but was é
real component for covering imbalances. On the question of whether Yugoslavia
should ask for an amount which would excéed 200 per cent of the old quota
from the Fund, Mr. Tyler doubted whether it was in»the Yugoslav interests
to finance a higher proportion of the balance of payments deficit with

Fund resources. With a further reduction in the current account deficit
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and increased'mgrket borrowings in 1981 purchases from the Fund equivalent
to about US$700 million or 200 per cent of the old quota were likely to

be sufficient. The Managing Director's view on making available an
additional amount of funds to Yugoslavia would, however, be sought.

Governor Bogoev said that he fully agreed with the contents of the

letter modifying the existing stand-by arrangement and that the letter
would be signed by him and Mr. Kostic once it had been accepted by the
Government. Mr. Tyler said that a staff paper requesting modification
of the stand-by arrangement would be circulated to the Executive Board
on the basis that the signed letter would be received.

The meeting adjourned at 10:30
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Mr. Tyler outlined initially the views of the staff team on the performance
of the Yugoslav economy and the reasons for the mission. He daid that the Fund
was very pleased with the economic policies being implemented by the Yugoslav
authorities. The stabilization program being undertaken by the authorities was
essentially of their own volition and was consistent with the views of the Fund
as to how the current economic problems should be corrected.

Mr. Tyler pointed out that the first task of the current mission was
directed toward the modification of some of the performance criteria in the
current stand-by arrangement program. The modifications were essentially of
a technical nature since the basic objectives of the stand-by program were
being achieved. Indeed, a substantial reduction was expected in the current
account deficit of the balance of payments in 1980. The second task of the
mission was to conduct preliminary discussions on the possible replacement of
the present stand-by arrangement with a new one involving a larger amount of
Fund resources and over a longer period of time. The Managing Director was
sympathetic to the Yugoslav stabilization program, believing that a contin-
uation of present policies would warrant a stand-by arrangement allowing
purchases up to 200 per cent.of existing quota (SDR 554 million), or the
equivalent of about US$700 million, each year, for a period of up to three
years. Mr. Tyler stated if a program went beyond 1981 economic policies would
have to be directed toward generating a sustained improvement in the balance
of payments. This could involve keeping the rate of growth of real GSP relztively
low through continuonus domestic demand restraint and/or restructuring the pattern
of production toward replacing imports and promoting exports. As it would be
quite difficult to keep the rate of growth at a very modest level in the years
beyond 1981 the staff thought that a restructuring of the economy was the most
appropriate strategy for effecting a medium-term improvement in the balance of.
payments. Accordingly, the staff were interested in the strategies and programs
being prepared by the Yugoslav authorities for effecting structural adjustments
in the economy. Although preparations for the next Five-Year Plan 1981-85 had
not been finalized, at this point the policy orientation of the authorities



appeared to be consistent with what the Executive Board would need to support
a longer-term stand-by arrangement. The staff would return to Washington to
report their findings and would come back in December to finalize the nego-
tiations on the kind of stand-by arrangement Yugoslavia might wish to enter
into.

Mr. Kostic questioned whether the entering into of a longer stand-by
arrangement involving annual purchases equivalent to 200 per cent of quota
or equivalent to about US$700 million would imply use of the fourth credit
tranche and what this in turn meant for conditiomality. Mr. Tyler replied
that such purchases would take Yugoslavia well beyond the fourth credit
tranche. However, use of the fourth credit tranche should now be viewed
differently than was the case a few years ago, when such use was viewed
as an indication that a country was experiencing extreme balance of pay~-
ments problems. Up to recent years a country could not normally use Fund
resources beyond the fourth credit tranche. With the event of the supple-
mentary financing facility, countries could purchase amounts from the Fund
more than double the amounts previously purchased. Indeed, it had become
the policy of the Board of Governors of the Fund, which was strengthened at
the recent Annual Meeting, that the Fund should play a greater role in
recycling balance of payments surpluses to deficit countries. With the
sharp rise in oil and other import prices larger amounts were now needed
to support balance of payments adjustments. Appropriate use of Fund resources
should be now viewed in terms of the amount of assistance needed to cope with
a balance of payments problem and required during the adjustment process rather
than as a percentage of quota. Moreover, Fund quotas had not kept pace with
world financing needs and purchases from the Fund in terms of percentages of
quota had less relevance today. Thus, Mr. Tyler suggested that the Yugoslav
authorities should consider their balance of payments financing needs for
1981 and beyond and decide on how much of this financing should be provided
by banks and how much by the Fund. The Managing Director had indicated that
given a continuation of present Yugoslav policies he would be prepared to make
available to Yugoslavia annual amounts up to 200 per cent of quota.

Mr. Kostic said that the Yugoslav authorities would like to continue
to pursue policies that were actively supported by the IMF. The Government
had not decided as yet whether to enter into a stand-by arrangement that
would take it - into the fourth credit tranche and beyond. TFormal authority
for the negotiation of a larger stand-by arrangement had not been given to
the Federal Secretary for Finance and the Governor of the National Bank of
Yugoslavia. A submission would be made to the Government stating what a
Fund stand-by arrangement going up to and beyond the fourth tranche would
imply in terms of conditionality, and the position of the Government would
be finalized before the arrival of the staff mission in December.

Mr. Tyler said that Yugoslavia was satisfying Fund conditionality
relating to its current use of resources in the second and third credit
tranches. The same conditionality would apply to a stand-~by arrangement
in the fourth credit tranche and for all pracdtical purposes Yugoslavia's
present policies and performance would satisfy that conditionality. Under
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the existing stand-by arrangement, there would have to be agreement of the
numbers to be entered as performance criteria for the implementation of the.
financial program for 1981. Such performance criteria could serve as the
basis for 'a new and enlarged stand-by arrangement. For Yugoslavia it was
not a question of additional conditionality with the greater use of Fund
resources but essentially of continuing with the same conditionality.

Mr. Kostic said that economic policies for the next five years were
currently being prepared. Measures to redress imbalances would be concentrated
in the first two years of the Plan. He added that the high rate of inflation
was a major problem and to a considerable degree was caused by factors of
domestic origin. A reduction in the rate of domestic price increases and a
further decrease in the current account deficit of the balance of payments
were considered as the basic goals of economic policy. The annual rate of
growth of real GSP would have to be kept at a relatively low level by Yugoslav
historical standards, viz., 3 per cent, in order to achieve these objectives.

A higher rate of growth of real GSP would lead to an upsurge in imports
of intermediate goods that would place undue pressures on the balance of pay~
ments. Mr. Kostic agreed that a restrictive monetary policy could be used
to improve the balance of payments in the short fun, but that in the longer
run a continuous improvement could be only sustained through a combination of
sound demand management and policies operating on the supply side of the economy.

To reduce inflationary pressures, domestic demand had been restrained.
A law had been passed to limit noneconomic investments while enterprises and
socio-political bodies had been instructed to limit their nonproductive costs
(administrative expenses and cultural outlays, etc.). Public expenditures
had been curtailed and in 1980 it was expected that the federal budget out-
lays would grow at a rate well below that of nominal GSP. TFor 1981 the
preliminary target was to keep the increase in federal budget 7 percentage
points below that of projected GSP (23-24 per cent). While defense expenditures
would show a considerable rise other public expenditures would be restricted.
Real fixed investments would be cut back in 1981 through limiting funds for
investment and ensuring that they flowed to priority projects, especially those
related to the development of domestic emnergy sources and export-oriented
industries.

Mr. Kostic said that for the medium term the investment strategy would
be directed toward the achievement of three basic objectives. Firstly,
decreasing the ratio of fixed investment to GSP since Yugoslavia had one
of the highest ratios in the world. Secondly, restructuring the pattern of
investments so as to increase the relative rate of capital formation in
priority sectors. And, thirdly, raising the efficiency of or output returmns
on investments. The allocation of bank credits for investments would be an
important policy instrument for attempting to attain such goals.

Mr. Kostic agreed with Mr. Tyler's view that Yugoslavia's use of Fund
resources should depend on financing needs in absolute terms rather than
measured as particular percentages of quota. With regard to borrowing from
the Fund in 1981 and beyond, Mr. Kostic said that balance of payments financing
projections for the coming years had not been finalized. In addition, at this
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stage it was very difficult to assess exactly what could be obtained from
external market sources to finance balance of payments needs. The banking
world appeared to be behaving in an inconsistent manner toward Yugoslavia.
While Yugoslavia's economic policies would be jointly agreed upon with the
Fund, the amount of financing sought from the overseas banks would not be
linked with the negotiations with and the amount of financial resources
committed by the Fund.

Mr. Kostic stated that the Yugoslav Government's strong support for
the role of the Fund in helping with the internatiomnal recycling process
had been demonstrated at the recent Fund-Bank Annual Meeting. They had
voted in favor of the seventh increase in quotas and supported the eighth
quota review. The Federal Secretary asked Mr. Tyler to transmit his cordial
regards to the Managing Director.

Mr. Tyler observed that the behavior of the Banking world toward
Yugoslavia was sometimes irrational and inconsistent. Generally, banks
had tended to lend less and expect the Fund to provide more resources in
meeting balance of payments financing needs. 1Indeed, it was the current
view among bankers that the Fund would grant Yugoslavia a larger stand-by
arrangement. However, he hoped that the good performance of the Yugoslav
economy in the first part of 1980 would induce banks to take a more favorable
stance toward lending to Yugoslavia.

Mr. Kostic concluded by saying that he appreciated very much the efforts
of the Fund in directly and indirectly assisting Yugoslavia with its balance
of payments financing needs and in supporting its policies. Yugoslavia was
under no pressure from the Fund to adopt economic policies that differed from
the thinking of the Yugoslav authorities about how the unfavorable aspects
of the economic situation should be dealt with.

The meeting adjourned at 2:00 p.m.



CONFIDENTTAL
November 4, 1980

MEMORANDUM FOR FILES

Subject: Minutes of Meeting with Governor Bogoev, October 31, 1980

Mr. Tyler and myself met with Mr. Ksente Bogoev, Covernor of
the National Bank of Yugoslavia, on October 31, 1980 to discuss the
monetary and credit program for the final quarter of 1980. Mr. Dimitrijevic
and Mrs. Hofmann of the National Bank were present also.

Mr. Tyler cutlined initially the mission's view on econcamic
developments to date during 1980. The general impression based on trends this
vear was that considerable progress had been made in adjusting the Yugoslav
econony to meet the objectives under the current stand-by arrangement. The
deficit in the current account of the balance of payments had been substantially
reduced and domestic demand management had been good. Prices had risen at a
faster rate than projected, but such a divergence could be explained. How~
ever, there was one worrying aspect in that there had been a recent loosening
in monetary policy. In the first half of the year, the stance of monetary
pelicy had been very strict, while in the third quarter there had been some
relaxation. Proposals for the fourth quarter, however, suggested very rapid
increases in the money supply and demestic bank credit. The monetary policies
in the first half of the year seemed to have produced good results, especially
with respect to the balance of payments, but with the continual acceleration
in domestic credit and money proposed for the second half of the year undesirable
results could arise. A large increase in licquidity could lead to a higher-
than-plamned increase in real economic activity, which in turn could stimulate
a rise in imports. As it was expected that the financial program for 1981
would be directed toward achieving a growth in monetary aggregates similar to
that achieved in the first half of 1980, a sudden upsurge in monetary aggregates
in the latter part of 1980 would prevent their smooth growth and thus give
cause for concern to outside critics. In previous vears, an abrupt rise in
monetary aggregates in the final part of the year had often undermined the
control exercised in containing monetary aggregates in the first part of the
year, and had resulted in subsequent adverse balance of payments efifects. In
short, the staff team was of the view that the 26 per cent rates of increase for
the money supply and adjusted damestic bank credit 1/ (29 per cent for unadjusted
domestic bank credit) for the 12 months to December 1980, that were implied by
the National Bank's projections for the fourth quarter, seemed too high.
Accordingly, it would be desirable for Governor Bogoev to persuade fellow members

- of the Board of Governors not to proceed with the proposal to increase the money

supply by 26 per cent.

Apart from the internal difficulties with the proposed rate of monetary
and credit expansion, Mr. Tyler said there would be problems with respect to
the external view of the program. Management, staff, and Executive Directors
at the IMF, which would focus on the unadjusted definition of domestic credit,
would probably view the 29 per cent rate proposed for the 12 months to

1/ Adjusted downward to take account of the effects of the devaluation on
foreign currency credits to residents.



Decenber 1980 as being excessive. In addition, while one could assure the
authorities of other countries that the basic objectives of the current stand-by
program had been met, one might have to express doubt to them about the wisdom
of current domestic policies if the proposed loosening of monetary policies
were implemented.

Governor Bogoev replied that he was very unhappy with the decision
of the Board of Governors to adjust upward the proposed rate of monetary
expansion to 26 per cent. There had been repeated and agonizing discussions
over the extent to which the parameters of monetary policy should be changed
for the final quarter of 1980. Personally, he said he would be very pleased
to bring the 12-monthly rate of monetary expansion back to 23 to 24 per cent.
The Govermment had also been very dissatisfied with the decision of the Board
of Governors. At present the decision on the increase in money supply in the
final quarter was being discussed by the committee for the monetary sector in
the National Assembly. Governor Bogoev said that two possible courses of action
could be pursued. Either the decision of the Board of Governors could be
changed or authorizations could be given placing monthly ceilings on the
increase in bank-financed investments so as to keep the expansion in the money
supply tonomore than 24 per cent. The Government could be expected to support
the more restrictive stance of monetary policy.

Governor Bogoev then explained why a rate of monetary expansion above
the originally programmed 22 per cent was necessary. He stated that costs and
prices in 1980 had risen at faster rates than originally foreseen due largely
to the devaluation of the dinar and discretionary price adjustments to correct
distortions in relative prices. As a result of the higher than expected rate
of inflation in 1980, nominal GSP was now forecast to rise by at least 32 per
cent compared with the original forecast of 22 per cent. If the original
monetary targets are adhered to the econamy would be pushed into illiquidity
and the normal flow of payments disturbed. Production was already being
adversely affected by weak domestic demand. Consumer credit conditions had
recently been tightened through increasing downpayments for credit financed
purchases of consumer durables (from 37 1/2 to 75 per cent for cars, TVs, and

refrigerators) and abolishing such credit for the buying of construction materials.

As regards the extent to which the rate of monetary expansion should ke adjusted
upward compared with the original program, Governor Bogoev said that there were
now sufficient arguments to persuade the Board of Governors to accept a
12-monthly rate of 24 per cent or less. He added that the increase in the money
supply in 1981 should be at a lower rate.

Mr. Tyler said that the desired balance of payments and production
objectives had been achieved in the first part of 1980 with a tight monetary
rolicy. The incame velocity of circulation of money had risen and secondary
sources of credit had been utilized. If bank credit was increased sharply
in the final quarter it could be substituted too quickly for inter-enterprise
credits. The income velocity of money would most likely not show a significant
decline and enterprises would use their improved liquidity position to raise
investment expenditures and hence imports. Mr. Tyler added that there was no
evidence showing that the economy was growing at an undesirably slow rate. It
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would be better to wait for such evidence before injecting a larger amount
of credit and liquidity into the economy. Governor Bogoev agreed with the
analysis of Mr. Tyler noting that the mistakes in monetary policy of prevmus
years should not be repeated.

Mr. Dimitrijevic said that the fact that at the time of devaluation
of the dinar, that part of the damestic bank credit outstanding was dencminated

in foreign currency terms, justified an increase in the level of credit permitted

under the stand-by arrangement. Mr. Tyler agreed that account should be taken
of the foreign exchange linked credits ocutstanding and the resultant effects
fran the devaluation in determining the credit ceiling for December 31, 1980.
However, for the purposes of monitoring the stand-by arrangement, the definition
used would be the net domestic assets of the banking system unadjusted for
changes in dinar value of foreign exchange credits caused by the devaluation.

He thought that the ceiling on net damestic assets of the banking system for
December 31, 1980 under the stand-by arrangement should be modified so as to
permit an increase in damestic credit over the 12 months to December 1980 that
would bring about an increase in the money supply of no more than 24 per cent
given the projection of the National Bank of Yugoslavia as to the change in net
foreign assets of the banking system in the final quarter of 1980 viz.

Din 26.8 billion. The increase in bank credit should be kept as low as possible
so as to encourage the nonbank sector to borrow fram abroad. Mr. Dimitrijevic
suggested that if there was a shortfall in foreign korrowing by the nonbank
sector an accamodating adjustment in domestic bank credit could be made.

Mr. Tyler stressed that such a policy was dangerous in that it could lead to

an adverse monetary impact on the balance of payments. External kborrowing
should be the aggregate that should be adjusted rather than domestic credit.

Mr. Tyler said that he assumed that the program for 1981 would be
similar to that for the current year with the emphasis on short—~term demand
management. However, if the Yugoslav authorities wished the Fund to support
a longer—term program there would have to be evidence that the authorities
were implementing concrete policies to restructure the econcmy so as to bring
about a sustainable adjustment in the balance of payments. It would be diffi-
cult to rely continually on restraining domestic demand to keep the balance of
payments sound. Accordingly, there was a need for the staff to gain a better
knowledge of the medium-term program designed for the period 1881-85 to
restructure the econcmy. In this context, the staff would like to meet with
the staff of the Federal Planning Office. Governor Bogoev agreed that the
staff should make such a visit stating that it would ke politically impossible
to effect a sustained improvement in the balance of payments by maintaining
a low growth rate of real GSP.

Mr. Tyler noted also that there seemed to be no specific policies
that would ensure that the rate of inflation would be brought down from 30 per
cent in 1980 to the preliminary forecast of 20 per cent in 1981. Governor

@ v said that he was extremely optimistic about reducing the rate of inflation

since price disparities had been corrected in 1980 and domestic demand would be
kept low. However, this optimistic scenario could be disrupted by a sharp
increase in oil prices and he wondered what the attitude of the Fund was to



unforeseen outside disturbances. Mr. Tyler said that the Executive Board and
the Managing Director were sympathetic to countries in the event of unforeseen
changes outside the authorities' control and normally would give sympathetic
consideration to appropriate adjustments in financial programs.

. Tyler asked whether the Federal Goverrnment would have any
problems in keepmg with the ceiling of Din 77.9 billion in their borrowing fram
the National Bank through to end-1980. Governor Bogoev replied that there should
be no problem as- the: Federal Government was aiming at cutting back its expendi-
tures in order to reduce its deficit. At the same time they would try to finance
their deficit by selling bonds.

. Tyler agreed to supply a draft letter requesting the necessary
changes in the performance criteria to the Yugoslav authorities by the follow--
ing Tuesday.
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L.G. Manison

cc: Mr. Tyler
Mr. Loser
Mr. Buyse




