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I. Introduction

The 1982 Article IV consultation and discussions on the stand-by
program for the final year of the three-year stand-by arrangement with
Yugoslavia were conducted in Belgrade during the period December 2 to
24, 1982 and February 11 to 17, 1983. 1/ The Yugoslav representatives
included officials of the National Bank of Yugoslavia, and of various
Federal Secretariats and agencies concerned with economic matters. The
policy discussions were led by the Vice President of the Federal Execu-
tive Council, Mr. Dragan, and included Vice President Srebrié, the
Federal Secretary for Finance, Mr. Florjanci&, the Governor of the
National Bank of Yugoslavia, Mr. Makié, the Deputy Governor of the
National Bank of Yugoslavia, Mr. Veljkovié, and other officials.

The staff participating at various times during the period were

Mr. L.A. Whittome (EUR), Mrs. H.B. Junz (EUR), Ms. D. Ripley (EUR),
Mr. M. Brimble (STAT), Mr. L.G. Manison (EUR), Mr. P.M. Keller (ETR),
Ms. N, Kirmani (ETR), Mr. W. Lewis (EUR), and, as secretary, Miss M.
Stuart (ETR), and Miss M. Owen (TRE). Mr. F. Kilby (IBRD) also joined
the discussions in December.

On January 30, 1981, Executive Directors approved a three-year
stand-by arrangement for Yugoslavia in an amount equivalent to
SDR 1,662 million, or 400 per cent of quota. Two thirds of this amount
was purchased during the first two years of the arrangement. The remain-
ing one third, or SDR 554 million, may be purchased during the third
year of the arrangement. According to paragraph 3(b) of the stand-by
arrangement (EBS/81/5, 1/15/81) and paragraph 28 of the letter of the
Federal Secretary for Finance and the Governor of the National Bank of
Yugoslavia, dated January 15, 1981, requesting the stand-by arrangement,

1/ The last consultation discussions were in December 1981. The staff
report (SM/82/24, 2/2/82) and Review and Consultation under Stand-By
Arrangement (EBS/82/20, 1/29/82) were discussed by Executive Directors
on February 22, 1982. Yugoslavia continues to avail itself of the
transitional arrangements under Article XIV.




the Yugoslav authorities are to consult with the Fund and reach under-
standings for the remaining period of the arrangement before the begin-
ning of the third year of the stand-by arrangement. As mentioned above,
consultations and discussions took place during December 1982 and
February 1983. The prospects and policies for 1983 are described in the
attached letter, dated December 30, 1982 and in the .supplement to the
letter dated February 18, 1983, signed by the Federal Secretary for
Finance and the Governor of the National Bank of Yugoslavia.

Fund holdings of Yugoslav dinars on January 31, 1983 amounted to
the equivalent of SDR 2,002.5 million, or 482.0 per cent of quota
(Appendix 1); excluding holdings relating to purchases under the oil
‘and compensatory financing facilities, they were SDR 1,756.4 million, or
422.7 per cent of quota. It is proposed that the SDR 554 million that
may be purchased during the year should be made available as follows:
up to SDR 175 million until May 15, 1983, up to SDR 325 million until
August 15, 1983, and up to SDR 425 million until November 15, 1983
(Table 1). If the full amount is purchased before the end of 1983, the
Fund's holdings of Yugoslav dinars, excluding the oil and compensatory
financing facilities, will rise to SDR 2,266.2 million by December 31,
1983, or 545.4 per cent of quota.

The performance criteria for the second year of the stand-by
arrangement included ceilings on the level of domestic credit extended
by the banking system, on the increase in credit extended by the
National Bank to the budget of the Federation and on the increase in
the outstanding amount of debt in convertible currency. They were met
on March 31, June 30, and. September 30, 1982.

The level of credit extended by the National Bank of Yugoslavia
to the budget of the Federation and that of the stock of outstanding -
debt in convertible currencies on December 31, 1982 conformed to the
performance criteria. However, the level of domestic credit outstand-
ing on that date, according to preliminary data, exceeded the agreed ..
ceiling by Din 9.2 billion.or 0.4 per cent (Table 2). The authorities
explained that the most important single factor accounting for this
breach of the ceiling related to a considerably better than expected ,
growth of agricultural output, in particular a more favorable harvest
of corn. <Credit extended for carrying of agricultural inventories is
exempted from the ceilings imposed by the National Bank on domestic o
credit. The Bank now has reduced the limits for extension of nonagri- f;
cultural credits in order to compensate for the larger-than-anticipated
credit demand of the agricultural sector. The Bank fully expects that
the limits on the stock of net domestic assets agreed for the first
six months of 1983 will be observed.

W

Since 1949, the World Bank Group, including the International
Finance Corporation, has approved loans and credits in Yugoslavia ;
amounting to US$3.5 billion, of which about US$1.3 billion was extended
to the transportation sector. In recent years World Bank projects have .



Table 1. Yugo

the Stand-By Arrangement

slavia: Purchases Under

First Second Third
year year year
(Feb, 1981- (Feb. 1982~ (Feb. 1983-
Jan. 1982) Jan. 1983) Jan. 1984) Total
1. Amount available
In millions of SDRs 554 554 554 1,662
In per cent of quota 133 133 133 400
Amount drawn
In millions of SDRs 554 554 - 1,108
In per cent of quota 133 133 - 267
Amount undrawn
In millions of SDRs - - 554 554
In per cent of quota - - 133 133
2. Proposed phasing over
third year
Amount becoming 1983
available on: (March 16) May 15 August 15 November 15
In millions of SDRs 175 150 100 129
In per cent of quota 42 36 24 31

Source: International

Monetary Fund, European and Treasurer's Departments.




Table 2 . Yugoslavia: Quantitative Performance Criteria

for Second Year of Sfand-by Arrangement

March 31

Ceiling

.

Actual

June

30

Sept. 30

Ceiling

Actual

Ceiling  Actual

Dec.

31

Ceiling

Actual 1/

Domestic credit extended by banking
system: stock on date shown
(in billions of dinars) 1,996

Credit of the National Bank to the
budget of the Federation:
change  from December 31, 1981
to date shown (in billions of
dinars) : -

Convertible currency debt ocut-
standing 2/ change from
December 31, 1981 to date shown

(in billions of U.S. dollars) : ' 0.7 3/

1,996

2,076

2,076

2,159 2,159

2,247

0.5

2,256

-0.1

Sources: Yugoslav authorities; and staff estimates.

1/ Preliminary figure.

2/ External debt with original maturities of more than one year.
and commercial banks. Excludes net purchases from the Fund.
3/ This was the maximum increase permitted in the period up to June 30, 1982.

Includes borrowing by the National Bank of Yugoslavia
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focused increasingly on the agricultural sector which has received

13 loans amounting to about US$772 million, or more than 20 per cent of
total IBRD loans extended to Yugoslavia. In addition, IBRD lending has
concentrated on industry, energy, telecommunications, water supply and
sewerage, tourism, and the environment. During 1982, four loans total-
ing US$189 million were approved, of which two loans totaling US$115 mil-
lion were to the agricultural sector. As of December 31, 1982, total
disbursed IBRD loans outstanding to Yugoslavia amounted to US$1,682 mil-
lion while undisbursed loans amounted to US$904 million. In recent
years, disbursements of project loans have averaged US$275 million per
year, and are expected to continue to average similar amounts over the
next five years.

II. Background

1. Medium-term context

Developments in the Yugoslav economy have been reviewed frequently
during the past two years and the information contained in EBS/82/181
(10/7/82) sets out in detail the background to the present difficult
economic situation. The main causes underlying the severe external
liquidity crisis that faced Yugoslavia by end-1982 are to be found in
the policies pursued in the second half of the 1970s. As in many other
countries, excessive optimism dominated that period. This led to a
continuation of high-growth policies, despite the change in world
economic conditions that argued for a basic shift in policy orientation.

Yugoslavia's growth-oriented policies relied heavily upon foreign,
largely borrowed, capital resources. External indebtedness more than
tripled, to almost US$20 billion between 1975 and 1981 and over that
period, external debt in convertible currencies rose from less than

USS$6 billion to more than US$18 billion (Table 3). Since then, the
level of indebtedness has stabilized, largely because lenders have been
unwilling to extend further credit. The sharp increase in external

debt in convertible currencies was accompanied by a very fast rise of
the debt service ratio, which rose by almost two-thirds to over 25 per
cent between 1980 and 1981 alone, as exports to the convertible currency
area fell well below expectations, interest rates in international
capital markets rose, and the average maturity of the outstanding debt
shortened appreciably (Table 4).

The excessive economic expansion and the mortgaging of future out-
put since the mid-1970s was compounded by a serious misallocation of
resources. Expensive and increasingly scarce borrowed capital resources
were channeled into projects that turned out neither to yield the for-
eign exchange earnings (or savings) needed for debt servicing, nor, more
generally, to be financially viable. The ability of firms to earn con-
vertible foreign exchange and their incentive to do so were hampered by




Table 3. Yugoslavia: External Debt Disbursed and Outstanding

(In millions of U.S. dollars; end of period)

1975 1979 1980 1981 1982

Repayable in convertible
currency 5,816 13,680 17,608 18,337 18,280
Medium and long term 5,613 12,812 15,558 . 16,025 16,470
Public or publicly x
guaranteed 2,294 3,530 4,697 5,957 6,380
IMF , 182 456 760 1,252 1,754
IBRD 560 1,143 1,359 1,483 1,576
Other : 1,552 ° 1,931 2,578 3,222 3,050
Private 3,319 9,282 10,861 10,068 10,090
Commercial banks 1,230 5,120 6,110 6,350 6,040
Other . | 2,089 4,162 4,751 3,718 4,050
Short term 203 868 2,050 2,312 1,810
Repayable in bilateral o -
currency 768 1,490 1,542 1,531 1,528 =
Totai debt _ 6,584 15,170 19,150 19,868 19,808

Sources: Data provided by the Yugoslav authorities; and staff
projections. .




Table 4. Yugoslavia: Debt Service Payments on
Medium- and Long-Term Debts 1/

(In millions of U.S. dollars)

Prelim. Projections 2/
1980 1981 1982 1983 1984 1985

Repayable in convertible
currencies, excluding IMF

Amortization . 1,844 1,695 1,690/ 2,8433/ 2,576 2,509
Interest i/‘ ].J 205 1,887 1,960 2,000 2,U00 1’900

3,049 3,582 3,650 4,843 4 576 4,409

Repayable in bilateral

currencies
Amortization 162 238 260 270 290 320
Interest 45 40 " 45 70 75 85
207 278 305 340 365 © 405
Total 3,256 3,860 3,955 5,183 4,941 4,814
Memorandum items:
Debt service to IMF 5/
Repurchases 70 88 45 182 295 353
Charges 31 60 118 162 180 169
Total 101 148 163 344 475 522
Debt service/exports of
goods and services (in
per cent)
Convertible currencies,

excluding IMF 15.6 25.4 24.1 33.8 28.1 24.9

e

Sources: Data provided by the Yugoslav authorities; and staff projections.

1/ Debts with an original maturity of over one year, excluding IMF.

2/ Staff projections on debt service payments on estimated outstanding
debt in 1982 and projected new borrowing in 1983.

3/ There were delays of scheduled payments in 1982 which are projected
to be eliminated in 1983.

4/ TIncludes interest on short-term debt.

5/ On purchases outstanding at end-December 1982; SDR amounts converted
to U.S. dollars at average exchange rates through 1982, thereafter at the
rate of SDR 1 = US$1.095,




the existence of a fragmented foreign exchange market and by an exchange
rate policy that only partly offset the effects of divergent domestic
and foreign price trends. Accordingly, there was a marked decline in
the share of exports going to the convertible currency area. However,
the growth of aggregate demand associated with the expansion of invest-
ment activity allowed both employment and nominal wages to grow rapidly
despite unfavorable developments in labor productivity and in the exter-—
nal balance. Accordingly, not only investment, but indirectly also
consumption became increasingly dependent upon borrowed resources. At
the same time, price, credit, and restrictive domestic trade policies
shielded the economy from competition from within and without, so that
distortions between domestic supply and demand became progressively
embedded.

By 1979, in the wake of the second o0il shock, the external current
~account deficit reached 6 per cent of gross social product. In response,
the authorities embarked on an adjustment program that, however, turned
out to be inadequate to the task of solving the problems that had arisen.
Accordingly, the stabilization program for 1981 set out a medium—term
strategy designed to secure adequate and sustainable external and
internal adjustment. The growth of final domestic demand was to be
curtailed so as to shift resources into the tradable goods and services
sectors. Credit, interest rate, price, -and exchange rate policies were
to be used actively in support of the program.

These policies led to a decline in final domestic demand, in real
terms, of over 7 per cent between 1980 and 1982, with fixed investment
falling by 15 per cent, albeit from a high level (Table 5). In 1981
consumption demand fell for the first time in more than a decade, and
this decline continued into 1982. These sharp ad justments, however,
were accompanied by a disappointing price performance. Although the
inflation rate was reduced from 46 per cent in 1981 to 30 per cent in
1982—-approximately the same level that had been recorded in 1980--this
improvement fell far short of policy aims.

A prime cause of the inflationary tendencies in the Yugoslav economy
is to be found in the wage payments system. Enterprises traditionally
base increases in personal income on prospective earnings, which contin-
ually tend to be overestimated, with enterprises subsequently attempting
to validate the excessive wage awards by raising prices. Because of the
inefficient internal distribution system and sheltered domestic markets,
there has been relatively little resistance to price increases for other
than basic consumer goods such as bread, housing, and transportation.
Accordingly, the Yugoslav economy has been prone to repeated wage-price
spirals, which have frustrated time and again initially successful
attempts to control incomes. These inflationary tendencies, combined
with an exchange rate policy that has tended to lag inflation differ-
entials, have increased incentives to divert output from export to
domestic markets.
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Chart 1
YUGOSLAVIA
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Source: Data provided by Yugoslav authorities; and staff estimates.
1/ Program variable for 1983 is net domestic assets of the banking system.
2/ Balance of payments with the convertible currency area.
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On the external side, some progress has been achieved. The current
account deficit vis-3-vis the convertible currency area, which had peaked
at US$3.3 billion in 1979, was reduced to US$1.8 billion in 1981 (Table 6).
Policies for 1982 were intended to strengthen the rate of improvement
achieved in preceding years, but the deficit for that year 1s now esti-
mated to have declined only to US$1.4 billion. Furthermore, the reduc-
tion in the deficit, at least since 1981, cannot be regarded as a
sustainable move toward internal or external balance, since it has been
brought about mainly by a reduction of imports sufficiently large to
begin to impede output. Imports from the convertible currency area have
fallen continuously since 1979--from US$11.3 billion to an estimated
US$9.6 billion in 1982. 1/ This decline in nominal terms reflects an
‘estimated fall in real terms in excess of one quarter over the period.

The constraint on imports in part reflects the disappointing perfor-
mance of exports of goods and services, which rose considerably less
than anticipated. Exports of goods:to the convertible currency area rose
from US$4.8 billion in 1979 to US$5.7 billion in 1980, but subsequently -
have remained around that level. 1In addition, the surplus on the invi-
sibles account fell from its peak level of US$3 1/2 billion in 1980 to
under US$2 1/2 billion in 1982.. Up to 1980, net capital inflows in
excess of US$1 1/2 billion per annum (including errors and omissions)
were considered normal and would thus have covered the current account
deficit recorded in 1982, Since 1980, however, the capital account .
position has deteriorated rapidly and by 1982 capital- transactions
resulted in a small net financial drain.

In the three years since 1979 the balance on current account trans-
actions in nonconvertible currencies has moved from sizable deficit to
an estimated surplus of nearly US$1 billion. There was a substantial
rise in the value of imports in nonconvertible currencies between 1979
" and 1981, but the value of exports more than doubled over this period.
As a result, the trade balance in nonconvertible currencies moved from
a deficit of US$655 million in 1979 to a surplus of US$557 million in f
1981. An improvement in the terms of trade ‘and a reduction in the. volume
of imports from the U.S.S.R. led to a further rise in Yugoslavia's trade
surplus in nonconvertible currencies in 1982 to almost Uss$700 mlllion
(see recent economic developments paper). -

1/ The use of statistical exchange rates for the conversion of foreign
currencies into dinars makes intertemporal comparisons of trade flows,.
difficult, though balance calculations tend to be somewhat less distorted
The use of different sets of statistical rates in the calculation of pro—
jections and 0utturns make those discrepancies also difficult to interpret.

£
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Table 6. Yugoslavia: Balance of Payments with
the Convertible Currency Area
{(in _millions of U.5. dollars)
Official estimates
Preliminary
outturn Staff projections
Original Preliminary First Second Full First Second First
projections Outturn 2/ half half year half half half
1979 1980 1981 1/ 1982 1982 1983 1984
ood d services and ~ B ;
A Cozn:ezzited Zransfers -3,304 -2,203 -1,821 -500 ~1,420 -1,543 123 500 1,100 600 700
3,112 6,300 2,970 3,330 3,300
4,766 5,656 5,720 7,730 5,858 2,746 , y , )
?;ggiiz, iiilz: -11,336  -11,321 10,600 -12,885 -9,637 -4,997  -4,640 8,600 ~-4,275 -4,325 4,450
Trade balance -6,570 -5,665 -4,880 -5,155 -3,779 -2,25t  -1,528 -2,300 -1,305 -995 -1,150
ited
Se:z:ﬁ::ejgd(;::iqu 3,266 3,462 3,059 4,655 2,359 708 1,651 1,800 205 1,595 450
B. Long-term capital
Long-term capital received . 128 4 907 684 223 200
1,335 2,065 818 460 11
(ngt) i 2,903 3,909 2,513 2,650 1,804 989 815 3,7504/ 2,2704/ 1,480 1,350
R:i:yigsts —1,568 -1,844 -1,695 -2,190 -1,690 ~861 -829  -2,843~" -1,586— -1,257 -1,150
Lo?g—zirm loans extended 123 35 235 250 175 1 124 200 1 125 100
ne 123 235 235 250 175
Total ' 1,212 1,830 583 210 -61 77 -138 707 609 98 100
-506 - ~-166 — - — -
C. Short-term capital (net) 218 739 167 ~500 506 340
D. Allocation of SDRs 37 37 38 -- -- - - - -
E. Errors and omissions 491 ~575 598 198 412 726 314 . . . .
F. Total (A through E) -1,346 -172 -435 -592 -1,575 -1,080 =495 207 -491 698 ~600
G. BIS - bridging loan 500 -500
H. Reserve movements
Use of Fund credit (net) 218 304 672 592 563 303 260 421 316 105 100
SDRs ) -34 41 -) .-
Reserve position in the Fund 81 - -=)
Gold -4 -5 —-)
Official foreign exchange 3/ 3/
(increase~) 1,085 -168 -237 - 1,0123/ 777* 2353 ~628 -325 -303 500
Total 1,346 172 435 592 1,575 1,080 495 27 491 -698 600

Sources: National Bank of Yugoslavia: and staff estimates.

1/ Computed on the basis of statistical conversion rat
For 1981, use of these rates tends to underestimate margi
2/ The use of statistical exchange rates in 1982 resul
convertible currencies depending on currency composition.
overstated in 1982 by about 4 per cent, while services su
3/ Including reserves reduction of commercial banks.
4/ Includes repavments related to the cleaning up of a

es of currencies (other than the dinar) to the U.S§
nally balance of payments flows.

. dollar which alse applied in 1982,

ted in a significant, but uneven, overestimation of most balance of payments flows in

Staff calculations suggest that trade flows with
ch as workers'

rrears.

the convertible currency area are

remittances and tourist receipts are overstated in excess of 7 per cent.

- T -



-12 -

2. The economy in 1982

The performance of the economy fell short of the adjustment objec-
tives in several major respects as described in EBS/82/181. During the
first half of the year, nominal personal incomes rose faster than antici-
pated, and part of the progress made earlier in reducing inflationary
pressures was inevitably reversed. Consequently, the inflation rate for
the year as a whole was expected to be at least twice that incorporated
in the program. By lare summer, it was evident that both domestic and
external developments were diverging dangerously from those expected at
the beginning of the year, and that the adjustment effort needed to be
intensified. '

Although expansion of domestic credit by the banking system
remained within the agreed bounds through early fall, interenterprise
credit--and with it accounts receivable--expanded rapidly. As a result,
the liquidity constraints on enterprise behavior, and particularly on
their ability to increase personal income, were signifiéantly less than
would have been expected from the slowing pace of activity and from the
limitations on access to bank finance. f

On the external side, imports from the convertible‘currency area
were falling more rapidly than anticipated, partly as a result of cur-
tailed access to foreign exchange following the introduction of the
temporary law on foreign exchange and credit transactions with foreign
countries in May 1982 (see forthcoming recent economic developments
paper), which in turn was motivated in part by the rapid deterioration
in the reserve position. Nonetheless, the projected USS1 1/4-1 1/2 bil-
lion improvement in the current account balance in convertible currencies
looked increasingly unattainable. Export revenues, particularly from
sales to the developed countries, were not rising as projected and the
surplus on invisible transactions was declining. In addition, pressures
on the capital account continued to increase. Although the outflow of
short-term deposits was associated largely with the liquidity problems
of one major bank in Zagreb, the external financial resources of the
banking system as a whole also declined sharply, and there was little

prospect that these developments could be reversed in the second half of
1982.

In response, the federal authorities decided to depart from the
growth goals incorporated in the 1981-85 Plan, and, in order to achieve
a sustainable balance in the economy, adopted additional measures to
reduce both domestic demand and inflationary pressures and to increase
exports. These measures included greater restraint on personal incomes,
severe restrictions on the extension of credit for investment purposes,
and a selective price freeze for a period of six months starting July
1982. They were subsequently buttressed by a rise in the level of inter-
est rates, a 16.7 per cent devaluation of the dinar, steps designed to
ensure that essential imported inputs were available for export-oriented
industries, but to limit other imports, and administrative measures to
conserve foreign exchange resources. .
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The administrative measures adopted in October 1982 included, in
particular, limitations on the cash withdrawals from resident foreign
exchange accounts to US$250 per account per month, although no limit was
placed on the drawing of foreign currency checks against such accounts.
For Yugoslav nationals going abroad, progressively rising noninterest-
bearing deposits linked to the number of border crossings were introduced
and the import of goods by private residents was limited to Dim 1,500 per
border crossing. - Stringent rationing of gasoline (40 liters per auto-
mobile per month) was imposed, and other energy conservation measures
were adopted. Expenditure ceilings on the federal budget were strictly
maintained in the face of higher-than-expected inflation.

During the first nine months of 1982, prior to the decision to
effect a step devaluation of the dinar in October, the exchange rate of
the dinar vis-3-vis the U.S. dollar had depreciated by some 20 per cent
(see Chart 2 and the forthcoming recent economic developments paper).

In nominal effective terms, the depreciation of the dinar amounted to
almost 15 per cent according to the payments-weighted currency basket of
the Yugoslav authorities, but to less than 9 per cent according to a
trade-weighted basket, which accords a smaller weight to the dollar. In
real effective terms the rate remained roughly constant according to
the payments basket, but appreciated by almost 5 per cent according to
the trade-weighted basket. In view of the importance of West European
markets for the Yugoslav economy, not only for merchandise exports but
. also for tourism, and the disappointing performance of Yugoslav exports
on these markets, the authorities devalued the dinar by 16.7 per cent on
October 21. From October 21 until the end of the year, the rate of the
dinar depreciated slightly in terms of the official currency basket but
remained virtually unchanged in real effective terms.

Partly under the impetus of the policy measures implemented in the
second half of the year, and partly because of external constraints,
real GSP for the year as a whole is estimated to have remained virtually
unchanged. Domestic demand is estimated to have fallen 1.8 per cent
below its 1981 level. Although the emergence of a large, positive
statlstlcal discrepancy between production and demand estimates throws
some doubt on the estimated changes in the individual components of
demand, it is clear that fixed investment continued to fall significantly,
and that public and private consumption trended downward as well.

The preliminary outturn for the public sector accounts shows a small
surplus in 1982 and the share of public sector expenditures in GSP is
estlmated to have fallen by about 1/2 percentage point, to 35.0 per cent,
in 1982 compared with 1981. As regards credit policy, the Natiomal Bank
found that the use of quarterly ceilings on the credit extended by the
bankihg system had permitted significant intraquarter variations; it there-
fore, has imposed monthly ceilings. Although bank credit rose just frac-—
tionally more than had been programmed, the rise of money supply, M1, as
well as that of quasi-money, appears to have exceeded that estimated as

‘ being consistent with the criteria incorporated in the 1982 stabilization
plan by a considerable margin. Ml, according to preliminary data, has
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risen by almost 27 per cent during the 12 months ending December 31,

1982, over 10 percentage points more than the 15.5 per cent planned, and
just about 2 percentage points less than nominal GSP. The dinar component
of quasi-money is estimated to have rlsen by 19.2 per cent over the same
period (Tables 7 and 8) :

'The current account deficit with the convertible currency area in
1982 is estimated at -US$1.4 billion, about US$ 1/2 billion below the out-
turn for 1981, but well above the US$ 1/2 billion that had been targeted.
More sluggish than expected growth of export markets, the heavy concen-
tration of Yugoslav exports in cyclically sensitive products, and the
large proportion of Yugoslav exports affected by trade barriers in part-
ner countries contributed to this outturn, but a lack of competitiveness
certainly was also a major factor. The volume of exports to the conver-
tible currency area fell by an estlmated 2 1/2 per cent in 1982, 1/ Thus,
the reduction in the trade deficit resulted solely from an unsustainable
compression of imports. In 1982 merchandise imports, in volume terms,
were estimated to have been about one ninth below their already low 1981
level. 1In additibn, the surplus on services and transfers was reduced by
about US$3/4 billion in 1982 as the net inflow of emigrants' remittances
and net earnings from tourism féll by about US$1/2 billion and US$1/4 bil-
lion, respectively, and interest payments rose. As the need for stronger
adjustment efforts became increasingly clear in a world climate in which
domestic and international liquidity problems led to a reassessment of
international credit risks generally, and of the position of some coun-
tries near to Yugoslavia in particular, the net capital position deter-
iorated, and in 1982 as a whole turned negative by an estimated
US$150 million. 2/

'III. - Policies and Prospects for 1983

‘At the time the.Yugoslav authorities fashioned their 1983 economic,
plan they were faced with a situation in which official reserves had .-
approached minimal levels and large debt repayments were falling due.; ;.
In addition, stocks of imported raw materials had been" greatly depleted,
and production, both.for the domestic market and for 'exports, was being
hampered by a lack of imported inputs. Finally, no new financial credits,
which could have relieved the situation, were in the.pipeline. Aga1n$t
this. background, the authorities decided that their central aim of policy
was to continue to mee;_all external payments obligations in an orderly
manner.

1. Policies . "

The measures that have been adopted to help solve the current criti-
cal external situation were taken partly in the context of the medium-term
policies which aim to bring about correction of the structural problems
discussed in earlier papers, and in part with an eye to achieving

1/ On the basis of official estimates.
g/ Excluding use of Fund credit, but including errors and omissions.
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Chart 2
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Table 7. Yugoslavia: Actual and Projected Net Domestic Assets of the Banking System

1981 1982 1983 2)/ (3)/ %)/ (5)/
Dec. June Dec.a/ June Dec, /(1) /(1) /(3) /(3)
(1) (2) (3) (4) (5) (6) (7) (8) %
(Levels in billions of dinars) (Percentage changes)
1. Net foreign liabili-
ties 1/ 537.1 572.6 587.9 615.2 627.7 6.6 9.5 4.6 6.8
2, Money (M1) 584.3 616.3 739.8 784.5 828.3 5.6 26.6 6.0 12.0
3. = 4+5 Quasi-money 1,231.6 1,321.1 1,386.7 1,446.0 1,575.2 7.3 12.6 4.3 13.6
4. TForeign exchange
deposits l/ 668.2 687.5 713.8 717.7 782.2 2.9 6.8 0.5 9.6
5. Other quasi-money 563.4 633,6 672.9 728.3 793.0 12,5 19.4 8.2 17.8
6. = 142+3 Net domestic
assets 2,353.0  2,510.0 2,714.4 2,845.7  3,031.2 6.7 15.4 4.8 11.7
Nominal GSP 2/ 2,534 2,789 3,254 3,684 4,178 21.2 28.4 28.1 28.4
Income velocity 2/ ' 8.7 6.2 14.0 14.5

Sources: National Bank of Yugoslavia; and staff estimates.

a/ Preliminary.
1/ Adjusted for exchange rate changes.
2/ Percentage changes at annual rates.
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Table 8. Yugoslavia: Monetary Survey, 1980-82

(In billions of dinars)

1980 1981 1982
Dec. June Dec. June Sept. - Dec. 1/
Net foreign assets -254.5 -329.3 -375.1 -436.1 -468.9 -587.9
Domestic credit 1,568.3 1,750.7 1,927.8 2,108.3 | 2,211.1 2,369.2
SBA definition 2/ 2,076.3 2,159.4 2,256.0
Money supply 461.6 506.0 584.3 616.3 664.9 739.8
Quasi-money 768.7 851.4 1,030.0 1,157.1 | 1,210.0 1,386.7
Other items (net) 83.5 64.0 -61.6 -101.2 -132.7 -345.2

Sources: Data supplied by Yugoslav authorities; and staff estimates.

1/ Preliminary estimates.
2/ Excludes changes in the dinar valuation of foreign currency denominated
loans arising from changes in the exchange rate.




relatively quick results. In both respects, however, immediate policy
action was limited to measures that could be effectively implemented in
a federal state. These measures are described below.

a. Incomes policy

The Covermment considers its policy of restraining the growth of
personal incomes to be a central element of its medium-term stabilization
program. Steps have been taken to prevent renewed surges in personal
income, such as occurred in the last quarter of 1981 and early 1982.
Accordingly, the Yugoslav authorities have resolved that nominal personal
income per worker should remain unchanged between the fourth quarter of
1982 and the first quarter of 1983, despite the fact that the rise in
the fourth quarter, which is generally large on account of seasonal fac-
tors, appears to have been rather muted in 1982. For 1983 as a whole,
the Government has adopted a target of reducing real personal income per
worker 7 1/2 per cent below its 1982 level. Enterprises are to limit
the growth in payments of personal incomes to that of current net enter-—
prise income. The past practice of determining wage payments on the
basis of prospective income streams of enterprises, which in turn were
influenced by strong inflationary expectations, had been a major factor
in fueling inflation. Therefore, any move toward a known base could
strengthen the control mechanism significantly.

The growth of nominal incomes in the social (nonenterprise) sector
is planned to be at least 7 percentage points lower than in the enter-
prise sector. For the federal administration, the differential is to be
at least 9 percentage points. Personal incomes in the enterprise sector
are paid in accordance with self-management agreements and social compacts
and are not detemmined by the Federal Govermment. However, the Social
Accounting Service (SDK), which executes virtually all payments made by
enterprises, can monitor payments not in line with the incomes policy
undertakings. Furthermore, if the results of the first quarter exceed
the level registered in the fourth quarter of 1982, the Federal Govern-
ment stated that it will activate its legal powers to enforce an adequate
intervention mechanism so as to rectify the overruns and to prevent
further breaches of the understanding.

b. Price policy

The Govermment has decided that over the next two years domestic
prices will be brought broadly in line with international prices in
order to reduce the price distortions that currently permeate the eco-
nomic system and adversely affect the efficiency of production. In
addition, prices are to reflect increasingly the balance of domestic
demand and supply. As the first major step in this direction, prices
of certain key commodities, such as electricity, coal, railway fares,
live animals, and meat, have been raised by 25-35 per cent. Further,
steps to increase prices of petroleum products by 25 per cent will be
taken by the Federal Executive Council early in March 1983, and rents
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will rise by 30 per cent during the first half of 1983, New price dis-
tortions will not to be allowed to arise. The direct effects of these
price increases on the cost of living index are officially estimated at
4 1/2 percentage points. Apart from these price increases, those asso-
ciated with the depreciation of the dinar and those resulting from the
earlier decontrol of prices of certain nonindustrial goods and ser-
vices, the Government will maintain its current selective price freeze
through June 1983.

Ce Fiscal policy

Fiscal policy for 1983 aims, as in 1982, to achieve a further reduc-
tion of the share of public expenditures in GSP. The overall budgets of
the Federation and the other public sector entities are traditionally in
balance and, as in 1982, no net new credits are to be extended by the
National Bank of Yugoslavia to finance the budget of the Federation.

For 1983, both public sector revenues and expenditures are estimated to
increase by 13 per cent. These estimates are based on an officially
projected inflation rate of 20 per cent in 1983 and, therefore, imply a
significant fall in real public sector expenditures. The rise in transfer
payments, which is normally linked to the rate of growth of nominal per-
sonal incomes, is to be held to 18 per cent. Any revenues in excess of
these expenditure ceilings will be returned concurrently to the economy

at large.

The authorities have agreed that a breach of either one of the
expenditure ceilings will trigger the legislative process enabling them
to freeze excess revenues in a blocked account at the National Bank of
Yugoslavia. Because expenditure data are not available in a timely
fashion, the expenditure ceilings will be monitored through the relevant
revenue data. Thus, any increase in either category of revenues for
three consecutive months as compared with the same months a year ago in
excess of the agreed ceilings, will be taken as a signal that the asso-
ciated expenditure ceiling has been broken. In such a case, the Govern-
ment will seek legislation that will result in monthly set-asides of
accunulated and projected excess revenues, such set—asides to be frozen
until at least 1985. Furthermore, any surpluses that materialize at the
end of 1983, despite the monthly measures to redistribute them, will be
placed in such a blocked account until at least 1985.

The expenditure ceilings the Govermment has adopted are quite tight
compared both with the preceding year and with the projected growth in
nominal GSP for 1983. As such they imply, inter alia, a large reduction
in the real incomes of public sector employees. This fall is -an important
element in the Govermment's overall incomes policy and should help faci-
litate general compliance with the Government's target of a reduction in
the real personal income per worker of 7 1/2 per cent in 1983 over 1982.
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d. Credit policy

In the first two years of the stand-by program, monetary and credit
policies proved not to be sufficiently restrictive, in large part because
of unforeseen increases in the income velocity of circulation of narrow
money. The sharp rise in the item “"other domestic assets of the banking
system” in 1982 also permitted domestic liquidity (M2 including foreign
exchange deposits) to increase at a considerably faster rate than origi-
nally forecast. For 1983 the monetary authorities will revert to con-
ducting their monetary policy on the basis of the change in the stock of
net domestic assets of the banking system (NDA), thereby broadening their
control mechanism compared with the previous mechanism of limiting domes-
tic credit expansion only. The National Bank also formalized its recent
steps to improve control over credit developments during each quarter by
adopting ceilings expressed as the average of the three end-month data
of each quarter, instead of using end-of-quarter ceilings. As noted
above, no new credits are to be extended by the National Bank of Yugoslavia
to the Federal Government during 1983.

The increase in the stock of net domestic assets over the 12 months
to the end of December 1983 is to be limited to 11.7 per cent, and that
for the 6 months to the end of June 1983 to 4.8 per cent (Table 7). This
is consistent with an increase in money supply (Ml) of 12 per cent during
1983 and implies a 14.5 per cent increase in the income velocity of nar-
row money. The rise in the dinar component of the broader monetary
aggregates, estimated at 18 per cent, is substantially higher than that
estimated for money, narrowly defined. This is in contrast with develop-
ments in 1982 and mainly reflects the increases in deposit rates, des-—
cribed below, which should encourage a shift from Ml to M2. The increase
in quasi-money including foreign currency deposits, but after adjustment
for exchange rate changes, is projected to be only slightly above that
of M1, Since about one half of quasi-money consists of foreign exchange
deposits of households with domestic banks, changes in these deposits
materially affect the growth of quasi-money. For 1983, the limitations
put on the use of these accounts in particular, and the continued external
constraints generally, are likely to hold their growth below that exper-
ienced prior to 1982.

~ The change in quasi-money associated with the agreed exchange rate
policy described below is excluded from the calculation of the ceiling
on NDA. This approach is justified because these deposits are held
primarily as a store of value, the more so now that domestic use of
foreign exchange has been curtailed by administrative measures. Further,
the differential rate of return in favor of foreign exchange deposits,
taking into account exchange rate developments, remains large compared
with that on dinar deposits, again limiting the expected conversion
into dinars. Finally, projection of the change in the dinar value of
the major currencies in which such deposits are held, and of any asso-
ciated shifts in their currency composition, is extremely tenuous.
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A major problem in the control of domestic credit has been the very
large and growing amount of unsecured interenterprise credit. The
Government has moved to speed up legislation that aims to bring such
credits under control, and it is agreed that this legislation will be
passed before the end of May 1983. The legislation will amend the law
on the functions of the SDK and specifies the order in which enterprises
must settle their various payment obligations. In doing so, the payments
of personal incomes and of contributions to the communities of interest
(for social consumption expenditures) are accorded the lowest priority.
If an enterprise, after meeting its higher priority obligations, does
not have sufficient liquid resources to meet its agreed personal incomes
payment schedule, employees incomes will be reduced to the minimum guar-
anteed income prevailing in the republic or community in which the enter-
prise operates. Minimum guaranteed incomes are estimated to average
about 55 per cent of personal incomes paid in the preceding 6-12 months
according to regional regulations. This priority mechanism, if strictly
enforced, would, together with the rise in interest rates, described
below, contribute materially toward strengthening the financial discipline
exercised by enterprises and, in particular, motivate creditors to start
collecting outstanding bills and make debtors more cautious about borrow-
ing on an unsecured basis.

The Government expects that implementation of this law will decrease
the outstanding amount of unsecured bills by a minimum of Din 50 billion
in 1983. The stock of such bills was estimated to be Din 169 billion in
September 1982. The Government will include new measures in the law in
order to strengthen the penalty mechanism and to ensure its effective
implementation. However, if by September 1983 it appears that the
projected reduction in the stock of outstanding unsecured bills is not
being achieved, the Government will consult with the Fund on the efficacy
of the sanction mechanism with a view to strengthening it further as
needed.

e. Interest rates

The authorities have accepted the principle that interest rates
should afford lenders a real positive rate of return in order to encourage
savings in financial assets and to improve the efficiency and financial
viability of investment. However, movement toward this goal has been
very slow. Because of the past and current heavy subsidization of the
cost of credit, full and immediate implementation of the Government's
interest rate goals would necessitate so large an increase in interest
costs that it would put most enterprises under great liquidity strains.
Furthermore, the basic tenet underlying the Yugoslav economic systenm
is that the employment of the population should be assured, and this
implies that sufficient credit should be available to enterprises caught
in a financial squeeze to allow production to be maintained. Finally,
differing regional interests make interest rate policy a highly politi-
cized subject, not least because subsidization of interest rates rather
than outright grants has been a major instrument for the promotion of
investments in less developed regions.
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passive attitude toward the attainment of positive real interest rates,
hoping to bring inflation rates down to or below the level of interest
rates rather than raise the latter. They now have agreed that substantial
moves toward a more rational structure of interest rates can no longer

be postponed., Accordingly, they have decided to raise the cost of funds
to the banking system significantly. This rise is being achieved by
increases in deposit rates and in the rates charged by the National Bank
on discounts and on selective credits. In addition, two new deposit
instruments, introducing three- and six-months maturities carrying inter-
est rates of 12 and 15 per cent, respectively, have been made available

to households (see Table 9).
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The new rates of interest are calculated to increase the annual
cost of funds to the banking system by some Din 53 billion. This will
force an increase in interest charges on new nonpriority loans by at
least 10 percentage points, from their current level of slightly more
than 20 per cent to more than 30 per cent, on average. Depending upon
the portfolio structure of individual banks, some nonpriority'borrowers
could be facing charges of over 40 per cent on new credits. Priority
lending will, however, remain heavily subsidized. The adjustment of
interest rates in early 1983 was agreed against the authorities' infla-
tion target of 20 per cent for the year. If by the time of the midyear
review with the Fund the inflation rate is not in line with this target,
the need for further adjustment of interest rates (up or down) will be
reviewed in relation to the authorities' medium—term objective of
moving toward positive real rates of interest.

f. Exchange and trade policies

The authorities agree that a successful adjustment effort requires
adequate incentives for a sustained expansion of export production, and
that import decisions should be based on a realistic assessment of the
cost of foreign exchange. To this end, they intend that the exchange
rate of the dinar move toward a market-clearing rate. The difficulties
caused by the present fragmentation of the foreign exchange market frus-
trate this aim. Further, the pressures on the balance of payments and the
shortage of foreign exchange led to sharp cutbacks in imports in 1982.
The de facto linking of imports to export earnings under Yugoslavia's
system of exchange allocation by self-management agreements among enter-—
prises underscored the problem.

The temporary law on foreign exchange and credit transactions with
foreign countries, introduced in May 1982, placed priority on debt repay-
ments in the use of foreign exchange. Self-management agreements con-
cluded on the basis of this law set aside relatively high proportions of
current foreign exchange earnings to meet payments for debt service and
0il imports. This resulted in a significant reduction of the proportion
of foreign exchange earnings that exporters could retain for their own
use and, in turn, substantially reduced both their ability to import and
existing export incentives. The restrictive stance on the allocation of
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Table 9. Yugoslavia: Agreed Interest Rate Schedule

(Per cent per annum)

Interest Rates as of

Weights 1/ End-1981 End-1982  End-Feb. 1983
Deposit money of OALs 2/ 0.22 - 1 4
National Bank credits
Discounts and credits :
for liquidity 0.03 6-8 14 22 3/
Selective credits 0.20 1-6 4-9 8-12 3/4/
Household deposits with .
maturities of less i
than one year e
Sight 0.15 7.5 745 745
3 months 0.01 P oo 12
6 months 0.01 con PN 15
Restricted deposits of ' .
OALs 2/ 0.06 - 1 4
Short~term deposits of
OALs 2/ 0.02 2 3 7-9 5/
Long-term deposits
Households 0.06 9-10 13-20 18-28 6/
Housing 0.06 3-6 ; 13
OALs and other 0.18 3-6 9 17-23 7/

Source: Data supplied by the Yugoslav authorities.

1/ Based on average amounts outstanding for 1983 as estlmated by the
National Bank of Yugoslavia.

2/ Organizations of Associated Labor.

3/ Effective end-January 1983.

4/ Rates on: credits for exports 8 per cent, agriculture 10 per cent,
imports 12 per cent, other 12 per cent.

5/ Range from 7 per cent for deposits of 1-3 months' maturity to 9 per
cent for deposits of 6-12 months' maturity.

6/ Rates on deposits for 1 year (18 per cent), 2 years (23 per cent),
and 3 years (28 per cent).

7/ Range from 17 per cent for deposits of a maturity of 12 to 18 months .
to 23 per cent for a maturity of 36 months or more.
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foreign exchange for imports was reinforced by a series of measures
UESIgﬁeO to conserve Iorelgn excnange rurtner ana to stem Lne ngWLu of
the parallel foreign exchange market. These included measures to elimi-
nate the use of foreign exchange in domestic transactions, limitations

on cash withdrawals from foreign exchange accounts, and mandatory deposits
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The Law on Foreign Exchange Operations and Credit Relations with

Foreign Countries was further amended by the Decision on the Common
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December 31 1982. This decision made a number of the temporary regula-
tions adopted in May 1982 permanent and added a number of new provisions.
A major new element is an apparently considerable strengthening of the
role of federal entities at the expense of the regional communities of
interest. The emphasis on the balance of payments positions of indivi-
dual Republics, that characterized the previous method of allocating
foreign exchange, has been downgraded and replaced by a sectoral distri-
bution system. Furthermore, the banking system is being accorded con-
siderably greater responsibility in the allocative system., Commercial
banks will be responsible for ascertaining that any foreign borrowing by
enterprises will be for projects that generate a sufficient flow of
convertible currency to meet repayment and interest schedules. The
commercial banks will be required to issue a guarantee to the National
Bank of Yugoslavia that each foreign credit is thus secured. In addition,
Yugoslav enterprises borrowing foreign exchange from a domestic bank
will be required to repay these banks at the market rate of exchange of
the date of repayment rather than passing the exchange rate risk of
foreign currency indebtedness to the banking system, as they were able
to do-in the past. 1In order to strengthen the authorities' supervisory
capabilities, enterprises will be limited to one foreign exchange bank

account and will have to consolidate all their accounts into a single
account by July 1, 1983.

As in previous years, the Federal Executive Council continues to be
responsible for exchange rate policy. But the National Bank of Yugoslavia
is required to formulate guidelines for the maintenance of a realistic
exchange rate for the dinar and set such a rate in regular consultations
with the banking system. It will also establish the liquid foreign
exchange requirements of domestic commercial banks and see to it that any
bank 's excess liquidity is sold into the market or lent on to other banks.

The law establishes a mandatory allocation system for the foreign
exchange earnings of enterprises. The implementation of this transfer
system has not been fully agreed as yet. The indications currently are
that enterprises will be allowed first to meet their own debt and trade
credit obligations and essential import needs. The remaining foreign cur-
rency receipts are allocated according to a strict order of priorities.
First, 25 per cent will go to the Federal sector: 5 per cent for the
Federal administration, 3 per cent into the reserves of the National
Bank and 17 per cent for energy supplies. The allocation for energy sup-
plies may be revised after the first quarter.
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The next priority, for which percentages are yet to be established
on the basis of self-management agreements under the aegis of the Com-
munity of Interest for Economic Relations with Foreign Countries, pro-
vides foreign exchange for imports by suppliers of export-oriented enter-
prises, for those whose production is based on established import needs,
but who do not participate in export activities and for some other users
in the productive sector. The third priority is to provide for the needs
of the republican and communal govermments. Although these percentages
also have not been agreed at this time, 1t is fully expected that they will
be well below the 5 per cent allocation for the Federal: Administration.
Finally, there is an allocation to infrastructure and miscellaneous
other needs. Any remaining foreign exchange will need to be sold to
authorized banks. '

The net effect of these changes in the allocative system is diffi-
cult to assess. Clearly, there is some trade-off between the loss of
the use of the retention quota--amounting to an estimated 20-30 per cent
of export revenues in the second half of 1982--and some greater certainty
of the ability to obtain necessary imported inputs for exports. Still
some, currently not quantifiable, loss of export incentive appears cer-
tain. The extent of this loss depends also on the success, or otherwise,
of the measures to reduce the fragmentation of the foreign exchange
market and to increase the size of the interbank market for foreign
exchange.

The priorities in the amended system of allocating foreign exchange
are largely based on the size of hard currency return flows. An active
exchange rate policy is considered an indispensable corollary to this
system. The devaluation of the dinar by 16.7 per cent in October 1982
helped improve the intermational competitiveness of Yugoslav exports.

But it was not sufficient to reverse the erosion of incentives for pro-
duction of exports compared with those for production for the domestic
market that had occurred since the devaluation of mid-1980. This erosion
must also be seen against the urgent need for an improvement in the
growth and the structure of Yugoslav exports to the convertible currency
area. Against this background, the authorities let the dinar depreciate
modestly from the end of December so that in nominal effective terms the
value of the dinar at end~January was about 7 3/4 per cent below its
level of October 21, 1982. Before mid-March, the exchange rate is to be
depreciated by a further 6 per cent over and above the' adjustment needed
to bring about some additional improvement in the real.incentives to the
export sector. During the remainder of 1983, there will be steady adjust-
ments, at least monthly, so as to assure a continuing gradual improvement
in these incentives. '

Restrictions on payments and transfers for current international
transactions are maintained in accordance with the transitional arrange-
ments under Article XIV, with the exception of the restriction on the
availability of exchange for foreign travel which is maintained under
Article VIII. This restriction arises from the limitation on the export ‘
and import of dinars to Din 1,500 per person for the first trip and
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Din 200 per person for each subsequent trip during the year. This
measure was introduced in July 1981 and liberalized in January 1982.
Fund approval of this measure was extended in February 1982 until the
next Article XIV consultation (EBD/7057-(82/23) adopted February 22,
1982). The authorities indicated that this measure had helped reduce
illegal currency transactions and had not had a significant restrictive
impact on current payments; they intend to remove the measure as soon as
circumstances permit. Furthermore, external payments arrears have arisen
in 1983. The authorities currently are in the process of determining
the amount of such arrears. They have indicated that they intend to
eliminate these arrears as soon as the proceeds of the financing package
described on page 41 ff, are received and, in any event, before the
August drawing under the stand-by arrangement.

e Foreign debt

The mounting external debt servicing burden has underscored the need
for the Yugoslav authorities to improve the monitoring and coordination
of foreign borrowing and the Govermment intends to exercise strict
control over foreign borrowing. The foreign exchange law introduced in
May 1982 makes medium~ and long~term foreign borrowing by Yugoslav
commercial banks subject to the approval of the Nationmal Bank, and short-
term borrowing subject to the approval of the Federal Executive Council.
The amendments to the Law strengthen control over external borrowing
further as discussed above.

The National Bank of Yugoslavia will provide to the Fund detailed
information on the foreign activities of the Yugoslav banks on a regular
and timely basis. Moreover, in 1983 the contracting of new loans with
maturities of at least one and up to ten years will be limited to a
maximum of US$1.5 billion, of which no more than USS$500 million will be
loans with maturities of between one and up to three years. The limits
exclude borrowing either by the National Bank of Yugoslavia or under
National Bank guarantee. Outstanding external debt that falls due during
1983 and that is rolled over, as well as new loans extended to replace
maturing debt, will also be excluded from this requirement.

2. Prospects

The policies described above aim to depress domestic demand drasti-
cally and to shift resources to the export sector both in the short and
medium term. Indeed, the 1983 Plan Resolution projects a fall in real
final domestic demand of 10 per cent, with private consumption falling
by 6 per cent and fixed investment by 20 per cent. This is intended to
make room for a 20 per cent rise in the volume of merchandise exports to
the convertible currency area.

The official estimates for 1983, however, are open to question.
First, they incorporate an important component termed “unallocated con-
sumption” that permits a large discrepancy--the contribution to growth
of which amounts to about 7 per cent of GSP in 1983--to emerge between
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the output and demand projections (see forthcoming recent economic
developments paper). Thus, it is uncertain whether the fall in demand

for 1983 is being overestimated or whether output is likely to fall
rather than to rise fractionally as planned. Second, given the reductions
in demand that already have taken place, the staff believes that neither
private consumption nor fixed investment are likely to fall as steeply

as planned. The staff assumptions which underlie the program are for
final domestic demand in 1983 to be some 4 per cent below its 1982 level,
compared with the official projection of a drop of 10 per cent ( Table 5).
At the same time, the staff also projects the rise in merchandise exports
and in tourism to fall substantially short of official expectations and,
thus, forecasts a decline in GSP of between 2 and 3 per cént. Estimates
of an absolute fall in output in 1983 are supported by the most recent
economic indicators, which show the seasonally adjusted index of indus-
trial production down in the fourth quarter of 1982, the volume of

retail sales down in the second half of the year, and a small decrease
in the volume of exports.

The official forecasts and policies are built around an inflation
rate of 20 per cent for 1983 over 1982, However, because of the combined
effects of the price and exchange rate decisions detailed above, the
Government expects that its inflation forecast will be exceeded by at
least 5 percentage points. The staff considers that even the amended
official price projection is still too optimistic and expects the GSP
deflator in 1983 to be at least 30 per cent or more above. its 1982 level.
In any event, because the Government is committed to the 13 and 18 per
cent rates of growth of public expenditures and transfer payments,
respectively, fiscal policy will turn out to be much more restrictive
than originally planned. _ '

The immediate purpose of the economic program of the Yugoslav
Government is to bring about a further improvement in thefbalance on
current account with the convertible currency area. The Yugoslav authori-
ties postulate for 1983 a surplus with the convertible currency area of
US$1 1/2 billion, stemming from a 20 per cent rise in the volume of mer-
chandise exports, a further large fall in the volume of imports, and a
substantial recovery of the balance on invisibles. For current account
transactions with the nonconvertible currency area, the authorities will
aim at a deficit of around US$250 million in 1983.

According to staff estimates the hoped-for surplus on current
account with the convertible currency area is not likely to materialize
in 1983. In fact, the staff forecasts a deficit of around US$1/2 billion.
The cumulative effects of the depreciation of the dinar on the supply of
of exportables and on the price competitiveness of Yugoslav goods in for-
eign markets are expected to become apparent during the course of 1983 and
are estimated to contribute to an increase of perhaps 8 per cent in the
volume of exports despite an expected near stagnation of export markets.
Exports of agricultural products from the excellent 1982 harvest will
contribute in 1983 to the looked for improvement. The forecast implies
an increase in the dollar value of exports of 11 per cent, to
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US$6.3 billion. 1/ Recent staff estimates put the growth of import
demand in Yugoslavia's main markets at just over 1 per cent in real terms
in 1983 compared with a growth rate of 0.2 per cent in 1982. The export
growth projection thus implies a considerable increase in market shares
in 1983 after a slight loss in 1982, It is clear, therefore, that even
the staff's forecast must lie in the upper range of what is achievable.
The growth in market shares also has to be seen in the context of the
adjustment efforts made by other countries. Several of these countries
are in a situation similar to that of Yugoslavia, namely, the sustainable
ad justment that they are seeking depends largely on their ability to
improve their export performance since imports have already been reduced
severely. The export projection also depends on essential imported
inputs being available in sufficient quantities to sustain export output.
Merchandise imports from the convertible currency area accordingly could
fall by some 10 per cent in nominal terms to US$8.6 billion in 1983 (and
a similar magnitude in real terms), with imports of consumer and capital
goods continuing to be cut back quite sharply. This assumption is recon-
cilable with the export assumption so long as it is possible to increase
imports from the nonconvertible currency area.

The staff forecasts a reduced surplus of USS$1.8 billion on account
of invisible transactions in 1983, but there are major uncertainties
relating to receipts from tourism and net workers' remittances from
abroad. If tourists are not discouraged by real or purported shortages
of gasoline and other items and by the measures that have restricted the
use of foreign exchange in domestic transactions, the depreciation of
the dinar should confer a significant advantage on the Yugoslav tourist
trade. This advantage, however, will be much less marked with respect to
certain competing tourist centers, such as Greece and Spain, where the
exchange rate recently has been devalued. Under current circumstances,
therefore, even the staff's forecast of a modest recovery in the foreign
exchange value of tourist receipts from the depressed 1982 level may be
optimistic. It is also difficult to predict both the extent to which
the restrictions placed on withdrawals from foreign exchange accounts
will adversely affect the inflow of remittances and the net effect of
the high levels of unemployment in European industrial countries on such
remittances.

Because of the strong seasonality of the Yugoslav external payments
flows, the US$1/2 billion current account deficit on convertible currency
transactions for the year as a whole implies a deficit of about
US$1 1/4 billion in the first half of the year, partly offset by a sur—
plus of about US$3/4 billion in the second half. As regards the capital

1/ In 1982 exports and imports tended to be overvalued because of the
use of accounting exchange rates. It was expected that market exchange
rates will be used in the valuation of trade flows starting in 1983, in
which case a comparison with 1982 trade data will, e.g., understate the
increase in exports. Percentage changes for 1983 mentioned in this
report correct for such bias.



- 28 -~

balance, in the first half of the year maturing medium- and long-term
debts amount to USS$1 1/4 billion and other repayments falling due to
USS1 billion. The clearing up of payments delays would add a little
under US$1/2 billion to this repayment schedule. Gross financing needs,
putting the current account deficit and credits due together, thus total
around US$4 billion in the first half of 1983 (Table 10).:

Civen the low level of Yugoslavia's foreign exchange reserves at the
end of 1982, these financing needs could not be met in a normal manner.
The financing pattern consistent with the economic program set out in the
Yugoslav Govermment's letter of intent and in the Supplement to that
letter attached to this paper, therefore, contemplates a number of inter-
dependent special financing elements. [

(1) The National Bank of Yugoslavia has requested the Bank for
International Settlements to provide a US$500 million short-term bridging
credit contingent upon adequate financial resources becoming available
from the international financial institutions and under the intergovern-—
mental financial assistance package under (2). .

(2) The representatives of the govermments of 15 countries agreed
on January 19, 1983 to provide Yugoslavia with new medium-term economic
credits totaling about US$1.3-1.4 billion. Less than one fifth, about
US$250 million, of this is in the form of financial credits, the remainder
consisting of suppliers' credits. The division between financial and
commodity credits, however, is somewhat artificial. A part of the finan-
cial credits consists of refinancing of maturing export credits, whereas
a part of the new export credits will directly relieve cash flow problems
by providing medium-term credit for essential imports normally financed
by short-term credit or paid for in cash. The total subscribed so far
excludes any credits that may be provided by Kuwait, whose representa-
tive had joined the 15 govermments as an observer and who indicated that
his Govermment, possibly joined by other Gulf States, was contemplating
a parallel action. !

(3) The govermments participating in the cooperatibe action on
behalf of Yugoslavia also decided in principle that official agencies
providing credit or credit guarantees for exports to Yugoslavia would
not take administrative measures curtailing their ability to continue to
provide such funds or cover for such funds.

(4) Commercial banks accounting for up to 60 per cent of Yugoslav
liabilities to foreign commercial banks agreed not to ask for payment on
maturing debt for the 90 days starting January 18, 1983, providing that
Yugoslav financial entities in one way or another co-opted nonparticipa-
ting banks into an identical agreement., This would provide a necessary
breathing space while all banks with outstanding credits to Yugoslavia
would seek agreement on a financing package, that would .allow the orderly
repayment of maturing debt, coverage of the expected current account
deficit in 1983, and some buildup of reserves. ‘
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Table 10. Yugoslavia: External Financing Flows
on Basis of Financing Package 1/
(In billions of dollars)
1983 1984 1985
lst 2nd
Total half half
Use of funds
Current account balance =-1/2 -1 1/4 3/4 - 1/2
0f which:
Trade balance (-2 1/4) (-1 1/2) (-1) (-2) (-1 1/2)
Medium—- and long-term
maturities -2 1/2 -1 1/4 -1 1/4 -2 1/2 =2 1/2
Short-term maturities -2 -1 -1 -2 -2
Other obligations -1/2 ~-1/2 - -1/4 -1/4
-5 1/2 4 -1 1/2 -4 3/4 ~4 1/4
’ Sources of funds
Suppliers' credits 1 1/2 1/2 11/2 1 1/4
World Bank, EIB 1/2 - 1/2 1/2 1/2
IMF (net) 1/2 1/4 - 1/4 1/4
Rollover of short-term
debt 2 1 1 2 2
Government financial
credits 1/4 - 1/4 1/4 1/4
BIS - 1/2 -1/2 — -
Bank financial credits 2 11/2 1/2 /2 1/2
6 1/2 4 2 1/4 5 .4 3/4
Reserves change 3/4 -— 3/4 1/4 1/2
Memorandum item:
Interest payments 2 1 1 2 2

Sources: National Bank of Yugoslaﬁia; and Fund staff estimates.

1/ Transactions with convertible currency area on a cash basis. Totals
may not add because of rounding.
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(5) The Managing Director would, if all the elements of the package
were in place, be prepared to recommend to the Executive Board approval
of the phased disbursement of the final tranche of the three-~year stand-by
arrangement (SDR 554 million) approved by the Executive Directors on
January 30, 1981, under the conditions set out in the attached letter of
intent and in the supplement to that letter. In addition, the Yugoslav
Covernment stated that it will request further stand-by arrangements for
1984 and beyond. In fact, the agreements under (2) and (4) above are
conditional upon such a continuation. The World Bank would move as

expeditiously as possible to respond to the Yugoslav Govermment's request
for a structural adjustment loan.

So long as all the elements of this interlinked financial package
can be put in place, the staff projects that Yugoslavia will be able to
meet the payments schedule set out in Table 10. The financing plan
incorporates, on the basis of the small current account surpluses pro-
jected for 1984 and 1985, some recovery of reserves, which though
remaining well below the levels registered on average in 1975-81, should
be adequate to meet the seasonal needs in the first halvés of 1984 and
1985. 1

The structure of the projected financial resource package could
lead to some increase in net foreign liabilities of the Yugoslav banking
system over and above the estimates in Table 7, which sets out the ele-
ments underlying the growth of net domestic assets in 1983. If the
structure of foreign indebtedness shifts toward a greater proportion
of credit provided through the banking system than in the past, foreign
liabilities, as defined for purposes of the NDA ceiling,:would increase
without an offsetting rise in the reserves of the banking system. Under
the program, such a change in net foreign liabilities, while leaving the
money supply unaffected, would reduce the capability of ihe banking sys-
tem to expand domestic credit commensurately.

S Performance criteria and periodic reviews

Performance criteria for the final year of the staﬂd—by arrangement
include (1) limits on (a) the stock of net domestic assets of the banking
system, (b) on credit from the National Bank of Yugoslavia to the budget
of the Federation, (c) on the expenditures of the public sector and on
transfer payments, and (d) on the increase in new medium- and long—-term
external convertible currency debt; (2) a monthly depreciation of the
real effective exchange rate of the dinar; and (3) the reaching of agree-
ment at the time of the midyear review on policies for the remainder of
the stand-by period.

Changes in interest rates on bank deposits and on certain credits
from the National Bank of Yugoslavia and some changes in domestic prices
will have been implemented by the time the Executive Directors consider
the request of the Yugoslav authorities for the use of Fund resources.




_31_

Most of these changes, in fact, were in place by February 20, 1983. The
performance criterion relating to the more comprehensive aggregate net
domestic assets replaces the ceilings on domestic bank credit used in
the second year of the program.

The attached letter of intent provides for quarterly staff visits
to review recent and prospective economic developments and to assess the
ef fectiveness of policies being implemented. Also, soon after mid-year
the Yugoslav authorities will review with the Fund developments in the
balance of payments, prices, and incomes, and will in particular reassess
the role of interest rates and credit policies. It has been explicitly
stipulated that the increase in interest rates introduced in January-
February 1983 against a target 20 per cent inflation rate during the '
calendar year will be reviewed in the light of the then-prevailing rates
of price increase and that the exchange rate changes agreed upon will be
assessed on the basis of actual against projected export performance in
the markets of the convertible currency area. Finally, discussions of
the credit ceilings for the second half of 1983 will proceed from a basis
Din 9.2 billion below the amount shown for December 31, 1983 in Table 7.
Such an adjustment was incorporated formally into the June 30, 1983
ceiling in February 1983.

IV. Amendment of Stand-by Period

Because of the unanticipated delay in placing the request for the
stand-by arrangement on the Board agenda, the three-year period for which
the stand-by arrangement was granted exceeds by one month the period for
which the Yugoslav authorities requested a stand-by arrangement. In
order to rectify this anomaly the decision proposed below amends the
decision granting the stand-by arrangement to provide for an expiration
date of December 31, 1983 instead of January 31, 1984, The Yugoslav
authorities have been notified of this proposed action.

V. Staff Appraisal

The program proposed by the Yugoslav authorities on the policies
to be pursued during the third year of the stand-by arrangement approved
in January 1981 is designed to speed the process of structural adjustment
in the economy and, thereby, bring about a sustained improvement in the
external position of Yugoslavia. It focuses heavily on the reduction of
distortions, overt or implicit, both on the investment and the consump-
tion side. The shift in policies will inevitably result in an initial
increase in the inflation rate as higher interest rates, adjustments of
administered prices, and a more active exchange rate policy sharply
change relative prices. Accordingly, the staff believes restraint ‘on the
growth of nominal wages to be of vital importance and strongly endorses
the view of the Yugoslav authorities that steps must be taken to improve
the control of the growth of nominal personal incomes. Incomes policy,
for several years, has been a central element of the Yugoslav economic



program, but has repeatedly fallen far short of its objectives largely
because the mechanism for implementation has been weak. 'The steps taken
by the Yugoslav authorities to improve that mechanism are important, but
still do not necessarily eliminate the central weaknesses. The staff has
agreed with the Government that it will activate its legél powers in this
area if the recorded outcome for the first quarter of 1983 exceeds the
fourth quarter, 1982 level. The staff will closely monitor developments
in personal incomes during the quarterly visits, with a view to making
specific recommendations, and if necessary 1ncorporat1ng.then in the
"mid-year review with the Fund.
The staff recommends that a waiver be granted for the breach of the
domestic credit ceiling in December 1982 because the excess was small,

L ner pcoant ha o Af rh m T+ ahdAlh d+& aam - N
0.4 per c¢ent, because oI tine manner 1in wnicin it came about and the steps

taken to rectify it. For 1983, monetary and fiscal policies have, in
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L€ stali view, oeen uESlgncu in a way to make a greater contribution

than in the past to the stabilization program. Fiscal policy is expected
to be very tight, with expenditures falling very signifibantly in real
terms. In addition, if, the Govermment is unable to observe either the
13 per cent limit on the growth of the expenditures of public authori-
ties or the 18 per cent limit on the growth of transfer payments during
any consecutive three-month period in 1983, legislation will be sought
to freeze revenues in excess of obligations commensurate with the rele-
vent expenditure ceiling until at least 1985. The staff places particu-
lar emphasis on this commitment which is expressed in the second para-
graph of section III of the supplement to the letter of 'intent. The
placing of what essentially is the "inflation dividend” of the public
sector into a blocked account at the National Bank of Yugoslavia could
contribute much to the enforcement of the expenditure ceilings and,
thereby, make incomes policy more effective. Furthermore, by withdrawing
liquidity from the economy at large, the change would automatically
tighten monetary and credit conditions. |

In the areas of monetary and credit policies, the most important
elements are the change to a considerably more active interest rate
policy, the steps toward control of the expansion of inter-enterprise
credit, and a very tight limit on the growth of net domestic assets.
Although the gap between nominal and real rates of interest remains
considerable, it is being narrowed significantly. 1In addition, some,
albeit very slow progress is being made in raising nominal interest rates
charged for priority credits. In the staff's opinion, it is most impor-
tant that considerable further progress be made on the occasion of the
mid~year review. At that time, it should also begin to' be apparent
whether the aim to reduce the outstanding amount of unsecured inter-—
enterprise credit substantially can reasonably be met. IIf chances appear
to be low, the staff will be prepared to suggest measures that can help
strengthen the enforcement mechanism. Both, the policies regarding the
cost of credit and curtailing the extension of credit outside banking
channels represent, in the staff's view, crucially important structural
improvements in the Yugoslav financial system.




The staff also supports the determination of the Yugoslav Government
to continue to meet external payment obligations in an orderly manner,
and its view that the maintenance of such payments is crucial to secure
the political and social support essential for the success of the economic
stabilization policies that have been adopted, and that are indicated for
1984 and 1985 as well. To be able to meet these obligatioms in the
medium term it is vital that Yugoslav producers be assured adequate
incentives to produce goods that are competitive in foreign markets and
that can compete with imported goods on the domestic market. The steps
already taken to bring about a shift of resources to the tradable goods
sector through exchange rate adjustments are useful as is the further
strengthening foreseen on a monthly basis for the remainder of the stand-by
period. The adjustment in real terms during the period as a whole is
estimated to be approximately 24 percent. However, it must be recog-
nized that the effects of these measures will not be fully felt in
1983 or even 1984,

The financing plan set out above and in Table 10 is expected to pro-
vide adequate support for the stabilization efforts in the near term.
However, there is extremely little margin for error and the injection of

net new funds is minimal even under reasonably favorable assumptions
regarding the success of Yugoslav exporters of goods and services in
taking advantage of increased export profitability in 1983. Conversely,
so long as substantial and sustainable improvements can be made in the
current account vis-3-vis the convertible currency area, there is a
reasonable possibility that spontaneous capital inflows could resume to

a greater extent than has been projected. It is also uncertain whether
the official target of achieving a deficit in current account transactions
in nonconvertible currencies will be reached. But even if Yugoslav
exports for nonconvertible currencies could be reduced significantly,
there would be great problems in redirecting such exports to the conver-
tible currency because of quality and design difficulties. On the import
side, difficulties may be experienced in securing additional oil and
other required raw materials from CMEA suppliers, whereas importables
currently in good supply could not be absorbed given the Yugoslav policy
to reduce investment and upgrade the efficiency of those investments that
are being put in place.

The staff hopes that the amended law on foreign exchange will be
implemented in a manner that ensures the existence of adequate export
incentives and a liberal trade and payments regime. With regard to
exchange restrictions under Article VIII, the authorities continue to
maintain the restriction on the availability of exchange for foreign
travel arising from the limitation on the export of Yugoslav dinars.
The staff recommends extension of approval of the travel restriction
until February 28, 1984 or the next Article IV consultation, whichever
is earlier. External payments arrears have arisen in 1983 and a waiver
for the arrears is proposed under the stand-by arrangement. The authori-
ties currently are in the process of determining the amount of existing
arrears. The proposed waiver would enable Yugoslavia to make purchases
in March and May. The authorities intend to eliminate the arrears by
the time the August drawing can be made. The staff recommends that the
existence of arrears be approved until August 14, 1983.



The staff is of the strong view that the analysis bf developments
in and the management of the Yugoslav economy would be much enhanced by
the provision of better and more current economic statistics. The offi-
cial undertaking to prepare balance of payments statistics for 1983 on
the basis of current rather than statistical exchange qates, together
with the understanding that the National Bank of Yugoslavia will provide
the Fund with detailed information on external debt on .a regular and
timely basis, are important in this respect. There is also a need to
improve the statistical base for analyzing and monitoring the financial
behavior of the enterprise sector, especially in the area of trade credits.

The staff believes that, with a continuation and, if necessary, a
strengthening of the policies outlined in the attached letter of intent
and in the supplement to that letter, the balance of risk is positive.
The program, while focused first on relieving the immediate liquidity
pressures on the Yugoslav external position, is intendgd to foster the
medium—term improvement essential for internal and external balance.
For these reasons, the staff recommends Fund support. ' Accordingly, the
following draft decisions are proposed for adoption by the Executive
Board:
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I. 1982 Article IV Consultation

1. The Fund takes this decision in relation to Yugoslavia's
exchange measures subjgct to Article VIII, Sections 2 and 3,

and in concluding the 1982 Article IV consultation with Yugoslavia
conducted under Decision No. 5392-(77/63) adopted April 29, 1977
(Surveillance Over Exchange Rate Policies).

2. Yugoslavia continues to maintain the restriction on the
availability of foreign exchange for travel as described in
EBS/83/46 (2/24/83). In the circumstances of Yugoslavia,

the Fund grants approval for the retention of this exchange
restriction until the completion of the next Article IV
consultation or February 28, 1984, whichever is earlier.

The Fund notes the existence of external payments arrears and
the intention of the authorities to eliminate them at an early
date. In the circumstances, the Fund grants approval of

maintenance of external payments arrears until August 14, 1983.
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II. Stand-by Arrangement Review
1. The Govermment of Yugoslavia has consulted in accordance
with paragraph 3(b) of the stand-by arrangement for: Yugoslavia
(EBS/81/5, Supplement 2 (2/2/8l) in order to establish performance
criteria subject to which purchases may be made by.Yugoslavia
during the third year of the stand-by arrangement.
2. The letter from the Governor of the National Bank of
Yugoslavia and the Federal Secretary for Finance of Yugoslavia,
dated December 30, 1982, and the Supplement to thaﬁ letter dated
February 18, 1983, setting forth the policies and measures which
the authorities of Yugoslavia will pursue for the third year of
the stand-by arrangement, shall be annexed to the %tand—by
arrangement for Yugoslavia, and the letter of Janu%ry 15, 1981,
annexed to the stand-by arrangement, as supplementéd by the

|

letter of January 25, 1982, shall be read as supplemented by
the letter of December 30, 1982 and the Supplement dated
February 18, 1983. |
3. Yugoslavia will not make any purchase under fhe stand-by
arrangement that would increase the Fund's holdinés of its
currency in the credit tranches to more than 25 pér cent of
quota or increase the Fund's holdings of its currency resulting
from purchases of supplementary financing to more;than 12.5 per

cent of quota

a, during any period in which:
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(i) the intention as regards the exchange rate
expressed 'in the last sentence of paragraph 3 of the annexed
letter and in section II of the supplement dated February 18,
1983, is not being carried out;

(ii) the intentions as regards interest rates expressed
in paragraph 8, sentences 1 through 4, and paragraph 9, sentences
2 through 4, of the annexed letter have not been carried out; or

b. during any period in which:

(i) the data for tﬁe preceding period indicates that
the limit on outstanding net domestic assets of the banking
- system describedlin sentence 4 of paragraph 6 of the annexed
letter and as specified in the attached Memorandum of Under-
standing, Annex 2, as amended by section I of the supplement, has
‘been exceeded; or

(ii) there ‘has been an increase in credit by the
National Bank of Yugoslavia to the budget of the Federation,
as referred to in sentence 8 of paragraph 6 of the aunnexed
letter; or

(iii) the limit on foreign debt mentioned in
paragraph 10, sentences 5 through 7, of the annexed letter and
described in.the attached Memorandum of Understanding, Annex 4,
is not being observed;

(iv) the intentions relating to public sector
expenditures stated in sentences 3, 4, and 5 in the first para-

graph of Section III of the Supplement are not being observed; or
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C. After May 14, 1983, if the progress toward the provision
of external bank financing for Yugoslavia, as regards amount and
timing, is not sufficient; or |

d. After August 14, 1983, if suitable performance criteria
have not been established in consultation with the Fund as
contemplated in paragraph 12 of the annexed 1ettér.or while such
criteria, having been established, are not being'observed.

4, Purchases under this stand-by arrangement shall not without
the consent of the Fund, exceed the equivalent o# SDR 1,283 mil-
lion until May 15, 1983, the equivalent of SDR 1;433 million
until August 15, 1983, and the equivalent of SDR:1,533 million
until November 15, 1983.

5. The Fund waives the application of the performance criterion

in the first subparagraph of paragraph 3 of Decision No. 7058-
(82/23) (Review and Consultation under Stand-by %rrangment, adopted
February 22, 1982) and waives until August 14, #983 the application
of the performance criterion in paragraph 3(c)(i) of the stand-by

arrangement in EBS/81/5, Supplement 2, (February 2, 1981) in respect

of the arrears existing during 1983.
6. In paragraph 1 of the stand-by arrangement'for Yugoslavia
(EBS/81/5, Sup. 2, 2/2/81), the phrase "For a périod of three
years from January 30, 1981" shall be replaced ﬁy “For the period

from January 30, 1981 to December 31, 1983."
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Fund Relations with Yugoslavia 1/

Yugoslavia is an original member of the Fund. It
continues to avail itself of the transitional
arrangements under Article XIV.

SDR 415.5 million.

Total outstanding purchases of SDR 1,590.3 million,
including SDR 242.4 million under the compensatory
financing facility, SDR 3.8 million under the oil
facilities, SDR 415.5 under the credit tranche,

and SDR 928.7 million under the supplementary
financing facility.

SDR 2,002.5 million, or 482.0 per cent of quota;
199 per cent of quota, excluding holdings related
to the compensatory financing facility, oil facili-
ties, and the supplementary financing facility.

Stand-by program covering a period of three years

from January 30, 1981 in the amount of SDR 1,662 mil-
lion (400 per cent of quota), of which SDR 1,357.8 mil-
lion is being provided under the supplementary
financing facility. (SDR 1,108 million had been pur-
chased by end-January 1983.)

Net cumulative allocations amount to SDR 155.2 mil-
lion. Holdings amount to SDR 1.509 million.

Received 177,144 fine ounces of gold in the four
phases. Received profits amounting to SDR 32.9 mil-~
lion in the three distributions; US$11.0 million has
been transferred to the Trust Fund.

The staff report for the 1981 Article IV consultation
with Yugoslavia (SM/82/24, 2/2/82) was considered

by the Executive Board at EBM/82/23/23 (2/22/82). The
Executive Board's decision on the 1981 consultation
with Yugoslavia (Decision No. 7057-(82/23), adopted
June 6, 1980) was as follows:

1. The Fund takes this decision in concluding the
1981 Article XIV consultation with Yugoslavia in the
light of the 1981 Article IV consultation with
Yugoslavia conducted under Decision No. 5392-(77/63),
adopted April 29, 1977 (Surveillance Over Exchange
Rate Policies.

1/ Position as of January 31, 1983.
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1

2. The Fund welcomes the relaxation as of
January 1, 1982 of the restriction on the
availability of foreign exchange for travel as
described in EBS/82/20 (1/29/82), and, in the
circumstances of Yugoslavia, the Fund grants
approval for the retention of this exchange
restriction until the conclusion of the next
Article IV consultation with Yugoslavia.

The currency of Yugoslavia is the Yugoslav dinar.
The authorities do not maintain the exchange rate

of the dinar within announced margins and, therefore,
all transactions, with the exception of those
effected under the procedures set forth for certain
countries with which Yugoslavia hag bilateral pay-
ments agreements, take place at a fluctuating
exchange rate. However, the authorities intervene
in the foreign exchange markets, wﬁen necessary, to
ensure orderly conditions and to smooth out fluctua-
tions in exchange rates. The buying and selling
rates for the U.S. dollar in the foreign exchange
market in Belgrade on January 31, 1983 were

Din 67.6278 and Din 67.8310 per U.$. dollar,

respectively. Rates are quoted for certain other
currencies. ;
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Table 1. Yugoslavia: Selected Economic and Financial Indicators. 198¢-83

Latest Staff
Actual Program Actual Program FEstimates Plan Forecast
1980 1981 1982 1983

National incomes, prices, and cost:

GSP at constant prices 2 2 11/2 21/2 1/2 1 -2 1/2
Final domeatic demand - -- =4 -2 =4 =10 =4
GSP deflator 31 20 40 20 27 20 31
Retail prices 1/ .39 20 39 15 K} 20 30

Real wages in ‘socialized sector
External sector (with convertible
currency araa)

Export volume 21/2 7 2 12 =2 1/2 20 8
Import volume =14 1/2 =3 =5 1 =11 =10 -9
Terms of trada (deterioration =) =1 =5 =3 - 2 - -
Nominal effective change
rate (depreciation =) 2/ =30 3/ -23 3/ =30 e -
Real effective exchange rate
(depreciation =) 2/ -1u 3/ -2 3/ =13 ce =24
Federal government
Total revenue 17 50 51 24 20 24 24
Total expenditure 33 28 29 21 17 25 25
Money and credit
Domestic bank credit 1/ 4/ 28 22 23 l6 172 17 11 3/4 11 3/4
Central bank credit to
Central Government 1/ 10 5 4 - -0.5 - -
Money (M1) 1/ 23 22 27 17 26 1/2 12 12
Velocity (GSP relative to Ml) 6 - 11 2 6 4 14 1/2
Interest rate (annual rate,
one year savings deposit) 9 v 9 5/ 6/ 187/ 181/

(In per cent of GSP)

Public sector expenditure 39 37 35 35 35 33 34

Federal government sxpenditure 8 9 7 7 7 7 7
Federal government deficit 1.3 =0.1 0.1 -0.1 =0.1 - -
Gross fixed invastment 34 32 31 28 29 23 28
Money (M1); end of period 30 30 26 26 26 24 24
Current account balance - =21/2 -=11/2 = =2 1/2 21/2 -1
External convertible currency debt;

end of period 23 e 25 ves 26 xx v

(Other ratios and data)

External debt service ratio on con-

vertible currencies (in per cent of

exports of goods and non-factor

services) 16 19 25 23 24 27 34
Interest payments in convertible

currencies (in per cent of exports

of goods and non-factor services) 5 7 14 12 14 12 13
Gross official reserves (weeks of
total merchandise imports) 5 6 6 5 3 4 5

Overall balance of payments with con-
vertible currency area (in
millions of U.S. dollars) =172 -350 =435 -592 ~-1,575 =171 207

Sourceé' Yugoslav authorities; and staff estimates.

1/ Twelve-monthly change to end of period.

2/ End of year over end of preceding year; Yugoslav payments-weighted currency basket.

g/ The nominal exchange rats was to be adjusted in line with the differential between the
change in Yugoslav prices and costs relative to thoss in trading partner countries,

4/ Stand-by definition; for 1983 refers to net domestic assats o£ the banking system.

5/ The interest rate on bank deposits of houssholds of one year's maturity was increased to
11 per cent in March 1982, Interast rates were to ba reviewed against the background of
price developments and prospects in mid-1982,

6/ The interest rate on one-year saving deposits was increased further to 13 per cent on
October 1, 1982.

7/ The interest rate on one-year deposits of households were raised to 18 per cent in February
but are to be reviewed against the background of price developments and prospects in mid-1983.



- 42 - ' APPENDIX III

Yugoslavia: Review Under Stand—-By Arrangement

1. Attached hereto are a letter of the Federal Secretary of Finance and
the Governor of the National Bank of Yugoslavia, dated December 30, and a
supplementary letter dated February 18, 1983 in accordance with paragraph
3(b) of the Stand-By Arrangement (EBS/81/5, 1/15/81) and paragraph 28 of
the letter of the Federal Secretary for Finance and the Governor of the

naon

National Bank of Yugoslavia, dated January 15, 1981, secn1ng forth

(a) the objectives and policies that the Yugoslav authorities
intend to pursue for the remainder of the stand~by period; and

(b) the understanding of Yugoslavia and the Fund regarding reviews
that will be made of progress in realizing the obJectives of the program.
2. To support these objectives and policies, the Intérnational
Monetary Fund will make available $DR 554 million that may be purchased
during the year as follows: up to SDR 175 million until May 15, 1983;
up to SDR 325 million until August 15, 1983; and up to'SDR 425 million
until November 15, 1983 subject to the conditions noted below.

1
3. The letter from the Governor of the National Bank:of Yugoslavia and
the Federal Secretary for Finance of Yugoslavia, dated December 30, 1982,
and the Supplement to that letter dated February 18, 1983, shall be
annexed to the stand-by arrangement for Yugoslavia, and the letter of
Janvary 15, 1981, annexed to the stand-by arrangement,'as supplemented
by the letter of January 25, 1982, shall be read as supplemented by the
letter of December 30, 1982 and the Supplement dated February 18, 1983.

|

4, Yugoslavia will not make any purchase under the stand-by arrange-
ment .

a. during any period in which: |

(i) the intention as regards the exchange rate
expressed in the last sentence of paragraph 3 of the annexed
letter and described in Annex I of the Memorandum of Understanding,
attached to that letter, as amended by Section II of the Supplement
dated February 18, 1983, is not being carried out; ‘

} .

(ii) the intentions as regards interest rates expressed
in paragraph 8, sentences 1 through 4, and paragraph 9, sentences
2 through 4, of the annexed letter have not been carriéd out; or

!

b. during any period in which: i

(1) the data for the preceding period indicates that
the limit on outstanding net domestic assets of the banking system-
described in sentence 4 of paragraph 6 of the annexed letter and as
specified in the attached Memorandum of Understanding,‘Annex 2, as
amended by Section I of the Supplement, has been exceeded; or
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(ii) there has been an increase in credit by the
National Bank of Yugoslavia to the budget of the Federation, as
referred to in sentence 8 of paragraph 6 of the annexed letter; or

(111) the limit on foreign debt mentioned in paragraph 10,
sentences 5 through 7, of the annexed letter and described in the

attached Memorandum of Understanding, Annex 4, is not being observed;

(iv) the intentions relating to public sector expenditures
stated in sentences 3, 4, and 5 in the first paragraph of Section III
of the Supplement are not being observed; or '

c. After August 14, 1983, if suitable performance criteria have
not been established in consultation with the Fund as contemplated in
paragraph 12 of the annexed letter or while such criteria, having
been established, are not being observed.
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Dear Mr. de Larosiére:

As stated in our letter of January 15, 1981, we are writing to you
to describe the policies and measures to be adopted during the third
year of the stand-by arrangement for Yugoslavia approved by the Fund on
January 30, 1981. :

Policies in 1981 were designed to restore internal and external balance
to the Yugoslav economy, and our economic program for 1982 was intended to
build on the progress achieved in 1981. 1In the event, however, personal
incomes and enterprise incomes rose considerably faster than anticipated
during the first half of the year and, inevitably, part of the progress
that had been made in reducing the rate of inflation was reversed. The
combination of more buoyant domestic demand than expected and a worsening
world economic climate resulted in a disappointing export performance. By
mid-year, the Federal Executive Council (the Govermment) faced the need to
strengthen its stabilization program. :

Accordingly, the Yugoslav Govermment took additional measures to
contain both domestic demand and inflationary pressurés and to increase
‘exports so as to permit the rise in imports necessary to allow production
to grow once more. These measures included restraint on personal incomes
so as to keep their growth in line with that of net incomes of enterprises
and this policy was reinforced by arrangements to roll back any excess
payments; severe restrictions on the extension of credit for investment
purposes; a significant rise in the level of interest rates and a 20 per
cent devaluation of the dinar. In addition, public sector expenditures
are being held to their original estimates, despite a higher than expected
rate of inflation, and several measures were taken to improve the invisibles
account of the current account of the balance of payments.

Partly as a result of these measures, final domestic demand in real
terms will fall by 3 3/4 per cent in 1982, substantially more than fore-
seen in the 1982 Plan Resolution. Personal incomes are expected to fall
by 2 1/2 per cent in real terms and the inflation rate, though still too
high, has begun to moderate. The current account position has improved
significantly in 1982, as the deficit vis-3-vis the convertible currency
area narrowed from $51.8 billion in 1981 to less than $1 billion in 1982.
The extent of the improvement is, however, inadequate. Exports increased
considerably less than expected, in part because of the worsening inter-
national demand situation and the associated rise in protectionism. At
the same time, service receipts fell and debt servicing payments rose
rapidly. The main element in the improved current account situation was
a fall in imports so large that it has already begun to impede output.

The Plan Resolution for 1983 gives the highest priority to improving
the external liquidity position of Yugoslavia so as to ensure that the
Government can meet its international financial obligations. In order to
meet these obligations and to rebuild the presently inadequate level of
reserves, it has been decided that in 1983 the achievement of a substantial
surplus on the current account with the convertible currency area is essen-—
tial. This objective is ambitious—-it implies an improvement in the current
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account position of at least 4-5 per cent of GSP over the period of the
stand-by arrangement. To achieve such a result, it will be necessary to
ensure a decline of. domestlc demand even larger than the declines of the
preceding two years. Nominal personal .incomes growth will be restrained
severely and real personal income per worker is to fall by 7 per cent. No
new investment will be authorized except in prlorlty sectors such as exports
and energy. Public sector consumption will continue to be restrained as
well. The fall in domestic demand is expected to.ease price pressures,
but to ensure a further decline in the rate of inflation, the measures
limiting price increases will be continued into 1983. The policy program
is designed to obtain the.necessary improvement in the external financial
.situation in both 1983 and over the medium term. To these ends policies
that should show quick results will need to be bolstered by policies that
lead to a shift of resources into.the export sector, that increase produc-
tivity, enhance savings and ensure an efficient allocation.of capital
resources.

1. For the purpose of supporting its major objectives of_increase in
exports and production in 1983, the Government considers its policy of
restraining incomes as one of the central elements of its medium—term
stabilization policy. It is therefore determined to énsure that the
experience of the past, when the effectlveness of such policies was eroded
over relatively short periods of time, .is not repeated. This policy will
again be rigorously enforced as regards the personal incomes of those who
work for the Federal Government. If the social consensus now achieved
regarding restraint on the growth of nominal personal incomes proves less
successful than intended, then by mldyear the Government will activate the
Federation's legal powers to enforce an adequate penalty mechanlsm.

2. The Government is determined to reduCe'existlng distortions in |
relative prices, not to allow new ones to arise and.to adjust domestlc
prices in line with world prices. These changes will be made in 1983

and 1984. As the first major step in Jaruary 1983, the price of elec-
tricity will rise by about 25 per cent; the price of coal by about 25 per
cent; prices, of live animals and meat by about 29 per cent and railway
fares by about 35 per cent (taking into account the increase for this
type of transport made in the second half of December 1982). It is
expected that retail prices of oil derlvatives will increase by about
252per cent during the first half of 1983. In addition the Government
will recommend to the competent regional authorities that they ensure that
reats will rise by about 30 per cent during the first half of 1983.

3. To secure a fundamental improvement in the current account, the dinar
was devalued by 17 per cent from the end of 1981 to October 21, 1982, by
20 per cent on October 21, 1982, and by a further 8.1 per cent between
October 21, 1982 and January 31, 1983. Subsequent to January 31, 1983,

the exchange rate will be adjusted steadily to promote a contlnuing
intentive for enterprises to export.

4, Fiscal policy in 1983 will continue to be restrictive and the share
of public sector expenditure in GSP will decline further. The joint
budgets of the Federation and the other parts of the public sector are
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préjectéd to be in balance. Public sectér expenditufes will be held to a
rise of 13 per cent; in the budget plan revenues are estimated to rise by
the same amount. If for any reason revenues are higher than foreseen, the
. surpluses will be placed in blocked accounts at the National Bank of
Yugoslavia until at least 1985, in accordance with the aims of the medium-

term stabilization plan. |

5. Credit policy in 1983 will continue to be restrictive, with the net
domestic assets of the banking system being allowed to grow by an amount
considerably less than that of the expected rise of nominal GSP. We are
determined to ensure that monetary policy fully supports our intention of
securing a further reduction in domestic demand and we expect that it also
will help control the rise in inflation that will be ' fueled by the deprecia-
tion of the dinar and the rise in prices of specific commodities referred

to under paragraph 2. !

6. During the last two years we set our monetary targets in the form

of limits on the outstanding domestic credit of the commercial banks.
However, in order to introduce greater flexibility into this system

of control and to reduce some of the uncertainties inherent in it, we

have decided to express our monetary targets for 1983 in terms of the
growth of the net domestic assets of the banking system, and to base

these targets on the average of the figures for three successive end-of-
month periods. For the twelve months ending 31st December 1983 we intend
to limit the increase in the stock of net domestic assets to 11.7 per

~ cent. In accordance with this intention and on the assumption that the

" outstanding stock of net domestic assets on December' 31, 1982 was

Din 2,708.7 billion, we shall ensure that the average stock of net domestic
assets for 3lst January, 28th February, and 31lst March, will not exceed
Din 2,755.7 billion and that for 30th April, 31st May, and 30th June 1983,
will not exceed Din 2,826.1 billion. The increase in the stock of domestic
assets of 5.2 per cent. between December 31st, 1982, and June 30th, 1983,

is commensurate with a growth in the money supply (narrow definition) of
18.2 per cent (at an annual rate) between these two dates.. The Government
however, will seek within the framework of the prOJected economic develop-
ments to remain below the established ceilling for net. domestic assets.
Dinar counterpart deposits of the Government at the National Bank of
Yugoslavia originating from external financial credits will be sterilized
Finally, in 1983, as in 1982, we inteand to ensure that no 1ncrease in-
credit will be granted by the National Bank of Yugoslavia to'the Fedetal
Government.

7. At the t1me of the midyear review with the Fund, the appropriate-
ness of the credit’ ceillngs will be reviewed in the light of the develop-
ments in the economy, paying particular attention to the external position
and the situation in the productive sector. In addition, if at the time
of the quarterly review in the spring with the staff of the Fund the
position is exessively tight, then we shall reserve our right to request
formally an earlier revision of the ceilings. 1
8. The Yugoslav Government will ensure that the costs of funds to the
banking system will be increased by about Din 53 billion in 1983. This
increase will be achieved through the rises in interest rates listed in
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the attached schedule. The rates of interest directly subject to the
control of the National Bank of Yugoslavia (as specified in the attached

schedule) will be raised as shown in that schedule during the course of
January 1983, The other rates of interest specified in the attached
schedule will be raised as shown in that schedule by the 28th of February
1983, As a result of these actions the banks will be forced to raise
their lending rates sharply. We estimate that the cost of new credits for
nonpriority lending in 1983 will rise to over 30 per cent from a present
rate of around 21 per cent. For some banks this rise will be larger.

9. The Yugoslav Government believes that this sharp and unprecedented
rise in interest rates, coming on top of significant increases in

October 1982, represents the extreme of what can be borne by the economy.
However, 1f by the time of the midyear review with the Fund, the data
available show that during 1983 prices have been rising at an annual

rate in excess of 20 per cent, which is the Government's target rate,
then the Yugoslav authorities will review with the Fund their medium-
term objective of moving toward a real rate of interest, with a view to
implementing a change in nominal interest rates adequate to ensure that
real interest rates develop according to the medium~term policy inten-
tions. The change in interest rates would relate to the schedule of
rates and the associated weights used in this letter of intent and
attached hereto. It is understood that the Govermment will in no way
change its present price policy as described in the Plan Resolution

for 1983, In addition, we shall continue our efforts to promote a more
efficient functioning of the Yugoslav financial market and to enhance the
role of interest rates in that respect.

10. Because of the deterioration of the maturity profile of our
outstanding external debt and continued high interest rates in inter-
national markets, which directly affect over one half of our external

debt outstanding, debt service has absorbed an increasing share of our
convertible foreign exchange earnings in recent years. Debt service
payments will amount to about $5 billion in 1983, It 1is, therefore,

the firm intention of the Government to exercise strict control over
foreign borrowing by Yugoslav banks. The National Bank of Yugoslavia

will provide to the Fund detalled information on the foreign activities of
the banks on a regular and timely basis. Moreover, in 1983 the contract-
ing of new loans with maturities between one and up to ten years will be
limited to a maximum of $1.5 billion, of which no more than $500 million
will be loans with maturities of between one year and up to three years.
The limits exclude borrowing by the National Bank of Yugoslavia. Outstand-

ing external debt that falls due during 1983 and that is rolled over will
also be excluded from this requirement.

1l. Due to the difficult foreign exchange situation in 1982, it was

not possible to continue our stated policy of liberalizing the foreign
exchange system and of relaxing restrictions on imports. On the contrary,
we were forced to take a number of measures to discourage foreign travel
and to limit importe by private individuals. It is our intention to
resume our policy of import and exchange liberalization as soon as the
balance of payments situation permits. In particular, we plan to enhance
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the efficiency with which the foreign exchange holdings of the commercial
banks are utilized by reducing the present segmentation of the foreign
exchange market. In this respect, the exchange rate and interest rate
measures described above should prove helpful.

12, We intend to review economic developments in 1983 ‘with the staff of
the Fund on a quarterly basis, giving particular attention to develop-
ments in the balance of payments, prices and incomes, and taking into
account projected developments. The effectiveness of the policies
‘being implemented will be reviewed on these occasions with a view to
ascertaining whether changes are called for. In addition, we shall
review the developments of the first half of 1983 with the Fund as soon
as is practicable after the middle of the year and in any case not later
than September 15, 1983, At that time, we shall agree with the Fund
performance criteria that are to be established for the second half

of 1983. ‘

13. We fully realize that the targets we have are very ambitious, both on
the domestic and on the external side. The standard of living will again
decline significantly in 1983 and we are looking for a very high level of
performance from the export sector. Nonetheless, there is widespread and
very strong support throughout our country for our efforts to strengthen
the external account, to avoid any disruption in debt servicing, and to
reduce external indebtedness, so that the restrictive policies we have
adopted will be fully effective. We hope that our efforts will invoke the
support of the international community.

Radovan Makié Joze Florjancic
Governor, National Bank of Yugoslavia Federal Secretary for Finance
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December 30, 1982

AGREED MEMORANDUM OF UNDERSTANDING

Subject: Technical Note on the Calculation of the Index
of the Real Exchange Rate

For the purpose of adjusting the real exchange rate, it is
understood that, consistent with the National Bank of Yugoslavia's
methodology for calculating the real exchange rate:

(1) The real exchange rate index of the dinar is expressed as
0.48 (U.S. dollars per dinar) plus 0.303 (deutsche mark per dinar) plus
0.047 (Swiss francs per dinar) plus 0.045 (Italian lire per dinar) plus
0.043 (Austrian schillings per dinar), plus 0.027 (French francs per
dinar) plus 0.021 (pounds sterling per dinar) plus 0.012 (Swedish kronor
per dinar) plus 0.012 (Dutch guilders per dinar), plus 0.007 (Belgian
francs per dinar) plus 0.003 (Japanese yen per dinar), with a base of
January 31, 1983 equal to 100 for each bilateral exchange rate of the
dinar, multiplied by the ratio of an index of the movement in Yugoslavia's
industrial producer prices to a weighted index of the movements in indus-
trial prices in the foregoing 11 countries as specified in section (1ii)
below.,

(11) The index of Yugoslavia's industrial producer prices is
the ratio of the price index for the most recent month that is available
as of the 15th of each month to the index in the base period which is
chosen so as to make the price change cover the same number of months as
will have elapsed since January 31, 1983.

(111) The weighted index of industrial prices in the foregoing
11 countries 1s defined as 0.48 (index of U.S. wholesale prices for
industrial goods) plus 0.303 (index of German prices for industrial
products) plus 0,047 (index of Swiss prices for home goods) plus 0.045
(index of Italian wholesale prices) plus 0.043 (index of Austrian whole-
sale prices) plus 0.027 (index of French prices of industrial goods)
plus 0.021 (index of U.K. prices of industrial output) plus 0.012 (index
of Swedish prices for domestic supply) plus 0.012 (index of Dutch prices
of final products) plus 0.007 (index of Belgian wholesale prices for home
goods) plus 0.003 (index of Japanese wholesale prices) with the index
for each country expressed as the ratio of the price index for the most
recent month that is available as of the 15th of each month to the price
index in the base period which is chosen so as to make the price change

cover the same number of months as will have elapsed since January 31,
1983,
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(iv) Exchange rate and price data used in the calculation of the
index of the real exchange rate will be comsistent with those published

in IMF, International Financial Statistics.
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December 30, 1982

AGREED MEMORANDUM OF -UNDERSTANDING

Subject: Technical Note on Net Domestic Assets Ceiling of
the Yugoslav Banking System

- The banking system for purposes of this ceiling is defined as
the consolidated accounts. of the national banks and the basic and asso-
ciated banks. The net domestic assets (NDA) of the above-mentioned banks
are calculated to equal the sum of the following items in the monetary
survey:

End-December 1981
(In billions of dinar)

Net foreign liabilities o o 375.1
Money _ ' 1 '584,3
Quasi-money o _ 1,030.0

1,989.4

In setting the ceiling for NDA the effects of changes in the
exchange rate on net foreign liabilities of the banking system and on 
foreign currency liabilities to residents (the latter are included in
quasi-money) are eliminated by applying valuation adjustments to the,
relevant data.

It is understood that the foreign exchange proceeds of any
spec1al financial assistance will be shown both as an asset and a foreign
exchange liability on the balance sheet of the National Bank of Yugoslavia.

The NDA level for December 1982 has been estimated'to be
Din 2,708.7 billion. To the extent that the actual level deviates from
that estimated, the NDA ceilings for March 31, 1983 and June 30, 1983
wi}} be adjusted accordingly.
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December 30, 1982

Yugoslavia: Interest Rate Schedule :

(Per cent per annum)

".Interest -rates as of

Weights 1/ = - End-Dec. 1982 End-Feb. 1983 Effects
Deposit money
OALS 2/ - g - 0.22 1 3 5.6
National Bank credits §/
Discounts and credits
for liquidity 0.03 _ 14 ' 22 3.0
Selective credits 0.20 4-9 - 8-12 4/ 10.4
Household deposits with
maturities of less
than one year _
Sight . S 0as T s 7.5 -
3 months ' ©0.01 e e 12 1.4
6 months ' -0.01 R =T 15 2.3
Restricted deposits of OALs 0.06 . 1 4 2.2
Short-term deposits of OALs ~0.02°° 3 7 1.2
Long-term deposits
HouSehélds" 
Time 0.06 _ 13-20 - 18-28 5/ 5.0
Housing 0.06 9 13 2.9
OALs and other - 0.18 9 17 19.0
Total 1.00 53.0

1/ Based on average amounts outstanding for 1983 as estimated by the
National Bank of Yugoslavia.

2/ Organizations of Associated Labor.

3/ Effective end-January, 1983.

E] Rates on: credits for exports 8 per cent, agriculture 10 per cent,
imports 12 per cent, other 12 per cent.

5/ Rates on deposits for 1 year 18 per cent, 2 years 23 per cent,
3 years 28 per cent.

Y
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December 30, 1982

AGREED MEMORANDUM OF UNDERSTANDING'

Subject: Technical Note on External Borrowing
by the Banking System -

It is understood that for purposes of this arrangement the
exclusion of borrowing by the National Bank from the agreed limits also
includes borrowing by other entities under the guarantee of the National
Bank. 1In addition, the exclusion of debt rolled over also would include
debt newly contracted in order to provide resources to cover the repay-
ment of maturing principal. '
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- 54 - February 18, 1983

Supplement to Letter of Intent dated December 30, 1982

The understandings in this supplement, to the extent that they differ
with the detail in the Letter of Intent supersede that detail.

I. Technical amendment to page 4, paragraph 6

Because domestic credit at the end of December 1982 had exceeded
the credit ceiling by Din 9.2 billion and because monetary expansion
generally appears greater than expected, the ceilings for the stock of
net domestic assets for the subsequent six month period are adjusted
downward by Din 9.2 billion. Accordingly, the limit for June 30 is
Din 2,845.7 billion. The outstanding stock of net domestic assets on
December 31, 1982 was Din 2,714.4 billion and the average stock of net
domestic assets for January 31st, February 28th, and March 31st, 1983
will not exceed Din 2,758.2 billion and that for April 30th, May 3lst,
and June 30th, 1983 will not exceed Din 2,823.8 billion..

II. Technical amendment to page 4, paragraph 3

Because the expected improvement in the international trading
environment is lagging, because the current account deficit vis-a-vis
the convertible currency area has turned out to be greater by US$0.5 bil-
lion than expected and, in particular, because export performance in
recent months has been below expectation, the pace of adjustment as fore-
seen in December 1982 needs to be speeded up. This also is in line with
the moves to rationalize the use of foreign exchange and to expand the
foreign exchange market as foreseen in the Decision on the Common Foreign
Exchange Policy in Yugoslavia for 1983. Therefore, the dinar was devalued
by a further 6.3 per cent between February 15 and March 11, 1983.

ITI. Technical amendment to page 4, pararaph 4

In order to ensure achievement of the restrictive fiscal policy set
out in the Plan Resolution for 1983, we will monitor the 12 monthly
ceiling rate of growth of 13 per cent for public sector expenditures and
of 18 per cent for collective consumption expenditures. The monitoring
will be based on the revenue data that is available monthly. If revenue
collections for the public sector on the basis of these data exceed the
year—-on-year growth of 18 per cent, they are to be adjusted downward
through rate cuts in the subsequent months. Therefore, any trend increase
in public sector revenues or in revenues for collective consumption for
any period of three successive months will be taken as not commensurate
with the program agreed in the Letter of Intent. A deviation of 2 per-
centage points will be acceptable.

If developments in final domestic demand at the time of the review
with the Fund have not been in line with the Government's goal set out
on page 2 of the Letter of Intent, the Government will seek ways and
means not to return revenue surpluses accruing to the individual public




sector entities to the economic sector and the population, but to agree
that such surpluses will be placed monthly in a blocked account at the

National Bank of Yugoslavia until at least 1985, In any event, any

surpluses that materialize by the end of the year despite the current
monthly measures to redistribute them, will be placed in such a blocked
account until at least 1985,

IV. Technical amendment to page 3, paragraph 1

In order to ensure that the overall objective laid down in the Plan
Resolution for 1983 is met, it is crucial that the restraints ou domestic
demand incorporated in the Resolution be realized. Therefore, the Govern-—
ment, on the basis of the data on nominal personal incomes for the first
quarter of 1983, which will become available by the end of April 1983,
will determine whether the Federation's legal powers to enforce an adequate
intervention mechanism should be activated as soon as possible. Such a
basis will be deened to exist if personal nominal incomes per worker in
the first quarter of 1983 exceed their level of the tourth quarter of 1982.

The control of domestic credit and of interprise incomes depends
crucially on the disciplined behaviour of the enterprise sector. The stock
of outstanding credit that has accumulated outside the banking system has
reached very high levels. To correct this situation, the Covernment has
already started the procedure to pass amendments to the Law on the Public
Auditing Service. The Govermment will do everything in its power to speed
up this procedure with a view to passing the Law before the end of May
1983, The implementation of this Law will ensure that the amount of
uncollected bills outstanding, not covered by instruments of payment,
will decrease by a minimum of Din 50 billion in 1983.

The Covernment will include new mechanisms in this Law in order to
strengthen the penalty mechanism so as to ensure effective implementation
of the provisions of this Law. If by September 1983, it appears that the
goal of reducing the outstanding stock of uncollected bills by Din 50 bil-
lion will not be achieved, the Covernment will consult with the Fund on
the efficacy of the sanction mechanism with a view to strengthening it as
needed.

Radovan Makic Joze Florjancic

Governor, National Bank of Federal Secretary for Finance
Yugoslavia



