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I. Introduction - 

On January 30, 1981, the Fund approved a three-year stand-by arrange- 
ment for Yugoslavia in an amount equivalent to SDR 1,662 million, or 
LOO per cent of quota. Yugoslavia has made ten purchases under this 
arrangement totaling SDR 1,433 million, the most recent on May 16, 1983. 
A Fund mission visited Belgrade during the period May 31-June 29, 1983 
to review developments under the stand-by arrangements during the first 
half of 1987 and to reach understandings on the program for the second 
half of the year. The Yugoslav representatives included officials of 
the National Bank of Yugoslavia, the Federal Secretariat for Finance, 
and other federal secretariats and agencies concerned with economic 
matters. Policy discussions were held with Mr. Z. Dragan and Mr. B. 
Srebi’c, Vice Presidents uf the Federal Executive Council; Mr. .J. Smole, 
Member of the Federal Executive Council; Mr. J. Florjantit, Federal 
Secretary for Finance; Mr. R. Maki’c, Governor of the National Bank of 
Yugoslavia; Mr. M. Veljkovi’c, Deputy Governor of the National Bank of 
Yugoslavia; and other officials. The staff representatives were Mr. F. 
P. Mentr’e (Head), Ms. D. Ripley (part-time), Mr. L. Hansen, Mr. L. C. 
?lanison (all EUR) , Mr. A. PeterLen (ETR), Mr. W. Lewis (EGR) and, as 
secretary, Miss L. Pike (EUR). Mr. Whittome led the discussions when he 
was in Belgrade during the period June 5-10. The Managing Director 
visited Belgrade also during the negotiations and met with Mrs. M. 
Planinc, Prime Minister, and Mr. M. Spiljak, the President of the Presi- 
dency of the Federation; Mr. J. J. Polak participated in these meeti;l,zs. 
The policies and prospects for the remainder of 1983 are described in 
the attached letter, dated July 8, 1983, signed by the Federal Secretar:; 
for FInaace and the Governor of the National Bank of Yugoslavia, which 
supplement their letters of December 30, 1982, February 18, 1983, and 
May 4, 1983. 

On June 30, 1983, Fund holdings of dinars subject to repurchase 
amounted to the equivalent of SDR 1,858.0 million, or 447 per cent of 
quota (see Appendix). Excluding purchases under the compensatory f inancine, 

facility, use of Fund credit amounted to SDR 1,667.6 million, or 401 per 



cent of quota. If the remaining SDR 229 million availabte under the 
present stand-by arrangement is purchased by the end of 1983, and taking 
into account scheduled repurchases, the use of Fund credit, excluding 
the compensatory financing facility, will rise to SDR 1,854 million by 
December 3 1, 1983 or 446 per cent of the present quota. 

The performance criteria for the first half of 1983 included limita- 
tions on increases !.n the net domestic assets of the banking system, on 
credit from the National Bank of Yugoslavia to the budget of the Federa- 
tion, on foreign borrowing, on public sector expenditures, and also 
provisions on the pursuit of an active exchange rate policy. The perfor- 
mance criterion on net domestic assets of the banking system for the 
first quarter was met (Table 2). The National Bank expects the limits 
for the second quarter to be observed; the data will be available in 
early August. The limitations on central bank credit to the budget of 
the yederation and on medium- and long-term foreign borrowing are expected 
to be met throughout the first half of 1983. The performance criterion 
on public expenditure appears to have been satisfied thus far in 1983, 
although fulfillment of the criterion for June 1983 would be ass*lred 
only if there proves to have been some further deceleration in public 
revenue growth from May to June. The end-June performance criterion on 
the exchange rate was observed. 

Agreement was reached in June 1983 on a structural adjustment loan 
(SAL) for ES275 million from the World Bank to Yugoslavia. The SAL is 
designed to support the GOvernment’s medium-term stabilization program 
which calls for further adjustment of the current external account in 
convertible currencies as well as structural change that will lay the 
foundation for future sustained growth. As such it is consistent with 
the Fund’s stand-by program, since it puts emphasis on adequate interest 
rates, appropriate relative prices, financial discipline of enterprises, 
export incentives, and improvement in foreign exchange allocation and 
external debt management. There has been an extensive exchange of 
information and regular consultation between the Bank and the Fund 
over the last several months, including the participation of a Bank 
staff member in the December 1982 Fund mission. 





- 3 - 

II. Economic PerformaXe 

The program for 1983 which was drawn up at the beginning of the year 
attached the highest priority to impraviAg the external liquidity position 
of Yugoslavia so as to ensure that the Government could meet its financial 
obligations and rebuild its international reserves to a more adequate 
level. The strategy adopted had three main interrelated objecrives: tn 
secure improvement in the current account with the convertible currency 
area ; to secure external financing that would make the foreseen develop- 
ment in the current balance viable; and to lay the foundation for future 
sustained growth. First, and foremost, there was a need to reduce the 
deficit on current account with the convertible currency area through 
a combination of restrictive demand management policies and an active 
exchange rate policy. Parallel efforts were to be undertaken to eliminate 
the export surplus in nonconvertible currencies so that a given improve- 
ment in the external current account in convertible currencies would 
iViiplv less of a cutback in domestic abssrption. In view of the difficul- 

ties that were anticipated in assembling a financing package from the 
convertible currency countries, it was considered essential that the 
surplus with the nonconvertible currency area be sharply reduced. 
Restrictive credit and incomes policies were to curb domestic demand and 
restrain inflationary pressures. The second objective consisted of 
efforts to buttress the external position by the provision of special 
external financial assistance on a scale sufficient to lead to a buildup 
in Yugoslavia’s official reserves by the end of 1983. (The status of 

these efforts is discussed in section 2.b below and described in detail 
in Annex I.) 

The third feature of the strategy was to support thr restrictive 
demand management policies through a series of measures designed to 
improve the efficiency of the economy and thus enhance growth prospects. 
These included significant increases in administered prices as a first 
step in the elimination of price distortions; a sfgnif icant upward adjust- 
ment of interest rates, bringing them somewhat closer to the inflation 
rate, thus promoting both a more efficient allocation of resources and 
reducing the disincentive to domestic savings in dinar-denominated 
assets; and an amendment to the foreign exchange law intended to promote 
a more unified foreign exchange market. In addition, several other 
changes were set in motion through the legislative process and through 
social compacts, including actions designed to strengthen the financial 
discipline of enterprises, to reduce the scope for interenterprise 
credit and to introduce a greater flexibility into the system of price 
and wage determination. 

1. Domestic economy 

a. Demand and supply 

Domestic demand has been curtailed in the first four months of 1983, 
partly because of the compression of imports. But the decline in final 
domestic demand, estimated to be 3-5 per cent below the level a year 
earlier, must be seen against the revised forecast for a fall of 5 per 



teat for the year as a whole (Table 3). (By contrast, the original 
projection of a 10 per cent decline ia 1983 that was incorporated iz the 
annual plan resolution was difficult to interpret because of the dis- 
crepancy between the official forecasts for aggregate demand a.ld for 
output.) The revised Yugoslav forecast brings the expected developmeats 
in aggregate demand more clorely in line with those for gross social 
product (GSP) from the output side. GSP declined ir~ the early moAths of 
the year and is projected by the Yugoslav authorities to fall by 1/‘2 per 
cent for the year as a whole. 

‘Private consumption appears to have fallen in volume terms by about 
2 per cent in the first 4-5 months of 1983, compared with a year earlier, 
approximately in line with the staff forecast for the year as a whole. 
The revised forecast by the Yugoslav authorities expects a 3 per cent 
decline for the year. Private coasumptiort has beea more buoya.lt than 
would be expected on the basis of the sharp drop in real wages in the 
socialized sector in early 1983, both because of a significant rise i2 
nonwage incomes (e.g., from self-employmeat or from interest income), 
.dhich comprises about 50 per teat of household income, and because of an 
apparent reduction in the personal savings ratio. Public consumption 
has been declining in real terms so far in 1983, reflecting the curtail- 
ment of planned expenditure at various levels of government. Gross 
fixed investment has fallen more rapidly than consumption, owing to the 
Government’s policy to contain such expenditures coupled with credit 
limitations and constraints on imports; the fall in volume term: in the 
first four months of 1983 is estimated to be slightly less sharp than 
the 10 per cent revised forecast for the year as a whole. 

Industrial production was essentially stagnant 13 the first quarter 
of 1983 but fell in the subsequent two months, so that the index of 
industrial production for the first five months in 1983 was 1 per cent 
lower than a year earlier. This decline can be traced to weak demand 
and, in the second quarter, probably also to some shortages of imported 
inputs. Output in the construction industry is estimated to have fallen 
by some 5-6 per cent in the first four months of 1983 co-lpared with a 
year earlier. 

b. Prices and incomes 

The rise in the cost of lfvirrg index accelerated in the first five 
months of 1983, though the rate of growth of industrial producer prices 
remained stable at about 25 per cent (Table 4). The cost of livf2g 
index, which was 35.6 per text higher ia the first five moAths of 1983 
than a year earlier, has risen more rapidly than the retail price index 
because of its larger share of agricultural products; the year-on-year 
increase i:! the price of food, which carries a L3 per ce.?t wei;zht in 
the cost of living index, was G:! per text ix January-3ay 1983. Thr 5~ 

figures contrast with ax officially projected rate of inflatic,x ot 
2c) per cent, and a rate projected by the staff of some .I()-35 per (.c:I~. 
The various increases in administered prices agreed for the first h;lLr 
of 1983 have been put into effect, although the increase il re.-tts will 
be fully reflected iz the cost of llvf~g index 0x1:~ in Iunc 1981. Kencs, 
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which were to have been increased by about 30 per cent, are estimated to 
have actually rise3 by some 40 per cent on average. Other increases in 
administered prices included a 29 per certt increase for meat and live 
animals, 25 per cent for petroleum products at the retail level, a 
25 per cent increase in electricity and coal prices, artd a 35 per text 
increase i;7 railway fares. The stability of the growth of industrial 
producer prices suggests that some inflationary pressure may have been 
suppressed, as the price freeze has effectively kept the effects of the 

depreciation on Import costs from being fully passed through into output 
prices. However, prices outside the socialized sector have been rising 
rapidly, aad retailers have increased their profit margins. 

The deceleration ia the growth of nominal personal incomes in the 
socialized sector which took place ia the second half of 1982 continued 
in the initial months of 1983 (Table 5). The year-on-year growth rate 
of nominal net personal incomes per employee which had averaged 31 per 
cent in the first half of 1982 fell to 23 per cent by the fourth quarter 
and was reduced further to 20 per cent by the first quarter of 1983. 
However, the specific objective of incomes policy for the first quarter 
of 1983, namely, that aomiaal net personal incomes per employee in this 
quarter should be no higher than in the fourth quarter of 1982, was not 
quite achieved; this would have required that the year-on-year growth in 
the first quarter should not have exceeded 19 per cent. In line with 
one of the objectives of i~omes policy, wages in the noneconomic sector 
(public sector aad other services), especially for public sector employees, 
have been rising at a slower rate than in the economic sector (industry, 
construction, etc.). 

The moderation iz~ nominal personal incomes growth coupled with the 

faster consumer price increases has resulted in sharp declines in real 
wages. Real personal Incomes in the socialized sector, after falling by 
4 per cent in 1982, declised by aearly 10 per cent in the first four 
months of 1983 compared with the same period of 1982. The decline in 
real personal irrcomes in the noneconomic sector was estimated to be 
aromd 3 percentage points higher than that in the economic sector produc- 
iAg manufactured goods. However , the fall in real personal incomes in 
these sectors appears to have bee2 partly offset by households receiving 
fxome from nozwage sources. Indeed, household receipts derived from 
sources other thaa wages ix the socialtzed sector rose by 33 per cent in 
the first four months of ;983 Compared with the same period of 1982. 
?Zoxetheless, the real income of urban workers with no income outside 
the sociallzed sector has been severely compressed, registering a further 
decline after having fallen by aa estimated 15 per cent over the three 
years 1980-82. 

3 
W. External sector 

a. Curte.-- account developments and prospects --- 

During the first few months of the year, deveLopments Ln the current 
account of the overall balaxe of payments were somewhat better thaz 

expected. Exports were approxfmatety on target fn value terms and 
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receipts from services were larger thaa expected, registering an 
improvement of USS140 million rather than a decline as projected i.? the 
program. However, the improvement in the current account was primarily 
due to a larger-than-expected compression of imports. Questions arise 
as to the extent to which the compression of imports and the growth of 
exports ate sustainable. 

Exports to the convertible currency area have risen rapidly in 

response to increased incentives including the recent exchange rate 
developments (see Chart); the period January-May showed an increase of 
17.3 per cent A/ over the same period of last year: the volume of exports 
appears to have risen by nearly 10 per cent, against projected market 
growth of about 1 per cent. Exports for the first half of the year are 
likely to be very close to the program target (Table 6). Imports, how- 

ever, fell by some USS275 million more than targeted to a 1eveL which 
could adversely affect economic activity if they remain so compressed 
over a prolonged period. This sharp fall was due to the shortage of 
foreign exchange available to importers and to the cuts in domestic 
investment which were reflected particularly io the marked decline in 
imports of investment goods. Service receipts were stronger than 
expected, apparently on account of both workers’ remittances and tourism. 
During the first four months, a net service surplus of USS469 million 
was realited compared with the original target of USS205 million for the 
first six months of the year (Table 7). Thus, a current account deficit 
of around tiSS500 million for the convertible currency area appears likely 
irr the first half of the year, compared with an originally forecast 
deficit of USSl,lOO million. 

The favorable current account outturn for the first half of the year 
is not likely to be sustainable throughout the year for several reasons. 
The trade balance with the coavettible area during the first five months 
of the year was helped by a substantial turnaround in trade with the 
noxozvertible currency area, in particular by the sharp increase in 
imports, and it is unlikely that this shift caa be maintained. Indeed , 
the presently agreed commodity lists for trade with the aonco>vertfble 
currerrcy area would not accommodate a continuation of the present growth 
rate of imports. Nevertheless, for the year as a whole, Yugoslavia 
should register a trade deficit with the nonconvertible currency area 
(Table 8), which would partly offset the surpluses of previous years 
(USS690 million in 1982), and which, through the resulting switch of trade 
flows to the comrertible currexy area, will contribute importantly to 
the improvement in the balance with the latter area. 

X part of the restraint on imports from the convertible area 1.7 

tne first half of the year will need to be compensated for in the second 
half year if export performance is not to suffer. For the year as a 
vholt, imports are likely to exceed the programmed level somewhat as oil 
imports are likely to be higher than pLaAned. 1~ the first five months 

1/ Calculated at the statistical exchange rate (the rate prevailing 
on-a particular date) ; if calculated at actual exchange rates, the 
increase ix terms of U.S. dollars amounted to 17.8 per cent. 
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of 1983 the volume of oil imports was about 4 per cent lower than a year 
earlier; at the same time tirere was a pronounced shift between currency 

areas, as imports from the convertible currency area fell by about 3Q per 
ce?t in volume and oil imports from the nonconvertible area rose by 33 per 
ce;lt. This shift is expected to be less pronounced later F.t the year and 
the volume of crude oil imports is expected to pick up and may increase 
by some 10 per cent for the year as a whole. Fur the rmore , the rece;Lt 
sharp rise in imports from the nonconvertible area is unlikely to be 
maintained and the present rate of oil imports from the convertible 
currency area will most probably have to i;lcrease. All i;l all, although 
the export performance should be only marginally below target, the trade 
deficit with the convertible currewy area is likely to exceed the pro- 
grammed level by some USS450 million. This is likely to be partly offset 
by higher-than-expected receipts from workers remittances and certain 
services other than tourism. Tourism was more buoyant than expected in 
the first part of the year, but is likely to show only a small advance 
for 1983 as a whole as prospects for the main tourist seasm 0;1 the 
basis of advance bookings are disappointing. IA sum, the current account 
is likely to register a deficit of around USS750 million, or some 
USS250 million more than programmed. The Yugoslav authorities are more 
optimistic as regards export growth and service receipts arid project a 
somewhat lower deficit. 

b. External financing 

During the first half of 1983 pressures on Yugoslavia’s external 
payments position were contained despite shortfalls in the disbursement 
of funds from the international financial support package (Table 9>. 
The greater-than-expected cutback in imports, the higher-than-contemplated 
surplus on invisibles account, the agreed standstill in repayments to 
banks, and a larger-than-previously-foreseen disbursements of suppliers’ 
credits outside the Berne package of intergovernmental financial support 
all helped to prevent a further depletion in international reserves and 
any worsening in external payments delays. Disbursements of suppliers’ 
credits in the first half of 1983, including aearly USS500 million outside 
the Berne package, were in excess of original estimates by around 
LJSSZOO million aad helped irs part to offset delays In obtaining the 
second tranche (USS200 million) of a USSjOO million credit from the BIS 
and a new medium-term financial credit from Western commercial banks. 
In the first half of 1983 external reserves remained approximately 
uxhanged compared with a USS300 million fncrease projected under the 
original program, and a decline of USS900 million i;l the same period of 
1982. 

The agreement on the financial facLlities to be provided to 
Yugoslavia by foreign banks under the auspices of an International 
Coordinating Committee (ICC) for commercial banks’ support to Yugoslavia 
provided for the rolling over of short-term credits outstanding in January 
1983; for the refinancing of medium- and long-term maturities fallirag due 
in 1983 of USSl.4 billfon; and for L’SS0.4 billfon in new medfum-term money. 
The ICC has recommended that the agreemeAt be accepted by all particfpatlzq 
basks asd it is expected to be slgxed in late July or early August. The 
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agreement 03 the new medium-term credit provides that disbursements are 
to be phased over the second half of 1983 in line with purchases from 
the Fund under the stand-by arrangement, with the first disbursement 
under the World Bank structural adjustment loan, and with the utilizatiox 
of credits under the Beme agreement on intergovernmentai support to 
Yugoslavia. 

Tile agreement on the short-term facility provides that the bulk of 
short-term credit outstanding as of Ja,tuary 17, 1983 be rolled over 
until January 1985; total short-term debt at the end of 1982 was estimated 

by the Yugoslav authorities at rJSS1.8 billion (Table 10). However, as 
trade debt will be repaid on a revolving basis as it falls due, scope 
exists for short-term capital outflow unless new trade credits are 
quickly taken up. 

After a slow beginning, due to some delays in concluding the 
bilateral negotiations with certain of the governments that had pledged 
support to Yugoslavia iz~ Berne in January 1983, progress is now being 
made in utilizfng amounts committed by participating governments. In the 
second half of 1983 it is officially estimated that i;l addltioa to finan- 
cial credits nearly USSXXI million in suppliers’ credits will be disbursed 
under the Berne package, most of which is to be utilfzed for raw material 
azd intermediate goods imports. A structural adjustment loan for 
USS275 million from the World Bank was agreed on June 28, 1983; disburse- 
ments will be in two tranches with the first, amounting to USS175 million, 
expected to be fully disbursed before Lhe end of 1983. 

With the current account of the balance of payments with t.le con- 
vertible currency area expected to be in deficit in the second half of 
1983, with new money from the banks being partly used to clean 
up payments arrears, with the possibility of some short-term capital 
outflow and with little credit being provided by the participating 
governments on a net basis, a small decline in external reserves is 
expected during the last six months of 1983. As a result, Yugoslavia 
will end 1983 i;l a similar situation to 1982, that is, with stocks of 
imported goods and international reserves at minimal levels and with 
little in the way of foreign credits in the pipeline to bridge the sea- 
sonally difficult first half of 198L, In addition, external debt service 
payments will continue to be substantial ix 1984 (Table 11). 
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111. Ecoaomi c Policies and Prospects 

In view of the greater buoyancy of domestic dema;ld and higher-thaJ- 
expected inflation ia the first half of 1983 and the Feed to ov,‘rcome 
coatlAuir;g pressures ox the balance of paymerrts, the authorities have 
strezgtheaed demand managemeat policies. They have also taken further 
actions to improve the efficiency of the economy and promote the sl!ift 
of resources to export-oriented and import-substituting activities. These 
policies a;ld actions are described below. 

1. Monetary and credit policy 

The framework program withi ;? which the credit program for the first 
half of 1983 was detetmiaed was based on a rise ia Kl during 1983 or’ 
12 per teat axd an increase in income velocity of 14 l/2 per cent. 
Foreig;l exchange deposits (at fixed excha;lge rates) were assumed to 
increase by 6 per ceztt and diaar savings deposits by 21 per cent--the 
latter relatively sharp increase was expected to come about ia response 
to the increase ia deposit rates in February 1983 aad the introduction 
of a wider range of maturities for deposit accounts. The program was 
also based on the forecast of an exterzlal current deficit with the CG;L- 
vertible currency area of USS500 million and an assumption that this 
would result i;l a3 iricrease of nearly USS650 millio;l (about Din 40 billion 
at fixed exchange rates) in net foreign liabilities of the banking system 
i:! 1983. Net domestic assets (NDA) were therefore programmed to increase 
during 1983 by Din 317 billioa (or 11.7 per teat) to Din 3,031 bill103 
at the end of 1983 (Table 12). Withi this framework the performance 
criteria 03 NDA were fixed at Di;l 2,758 billioa fir the average of the 
e;ld-muath figures for the first quarter of 1983 a;!d Din 2,824 billion 
for the average of the exd-month figures for the s.sco;ld quarter of 1983. 
It was also a performance criterion that the National Ba;lk of Yugoslavia 
would xot extend credit to the Federal Gover;lmext in 1983. 

The performance criterion 03 NDA for the first quarter of 1983 was 
observed, but monetary policy was nevertheless sot as tight as i;ltended. 
At the end of March 1983, M2 was 35 per cent and Ml nearly 26 per text 
higher than a year earlier, compared with 31 l/2 per text a;ld 26 l/2 per 
cent, respectively, at the cad of 1982 (Table 13). At end-April the 
rate of growth of M2 was 34 per cent and that of Ml 22 l/2 per cent. In 
additio;l, the income velocity of circulation of mo;zey appears to have 
increased more thaa anticipated during the opening months of 1983 both 
because of a larger-than-expected rise in interenterprise credits and 
an increase iz the velocity of deposits denominated in dinars. The 
valuation effect of the depreciation of the diaar 03 foreign exchange 
deposits was primarily responsible for the relatively high rate of 
increase of M2 axd also contributed to the rise in the velocity of circu- 
lation of deposits denominated in diaars. 

13 view of these developments and the more adverse external outlook, 
the authorities considered that a tightening of monetary policy was 
necessary ix the second half of the year. Accordingly, the monetary 

progralr for this period enisages a reduction in the rate of growth of 





?l -‘ to about 31 per cent axd Yl to about 11 per cent by the end ot December 

compared with average year-on-year rates of growth of 32 per cent and 
2’! l/ 2 per cent, respectively, in the first four months of the year. The 
relatively modest programmed decline in the rate of growth of M2 is mainly 
an automatic consequence of the valuation effects of the rapid deprecia- 
tion of the dinar c;r foreign exchange deposits. The income veiocity of 
!I1 I< forecast to increase by about 18 per cent. 

There is considerable debate as to how the sta;lce of monetary policy 
should be assessed in Yugoslavia. The revised credit ce!‘lings mentioned 
below are expected to be compatibie with a growth of Mi of 11 per cent 
over 1983. This appears very tignt given an expected growth of nomjnal 
GSP of 31 per cent. However , two overlapping points must be emphasized. 
First, in recent years there has been no good correlation between the 
development of Ml and nominal GSP and, second, there is an unknown amount 
of excess liquidity in the Yugoslav system. If monetary policy is 
measured in terms of M2, other difficulties arise. Essentially they 
surround the correct treatment of the dinar counterpart of foreign 
exchange accom ts. Statistically these are regarded as part of M? and 
certainly they are readily ezcashable by holders in case of need. 
Nevertheless, the high dinar rate of return available on these deposits, 
taking i:lto account that their capital value and interest paid on them 
are tied to foreign currencies, makes it wholly unlikely t+at they will 
be readily used, and thus in comparison with dinar deposits they tend to 
have a much lower velocity of circulation. 

The program is also based on a revised forecast for the external 
current account deficit with the convertible area of USS750 million and 
an assumption that this will result in an increase in net foreign liabil- 
ities (EFL) of the banking system of USS2.1 billion. The reason for the 
much larger increase in NFL of the banking system compared with the 
original forecast is an institutional change in the treatment of sup- 
pliers’ credits. Enterprises are now required, as a normal rule, to 
chazlnel such credits through th2 banking system instead of obtaining 
them directly from abroad. In view of the uncertainty regarding the 
date of dissursement of suppliers’ credits under the Berne package 
(estimated at Din 30 billion), it has been decided to keep these outside 
the estimate for NFL in determining the limits on NDA for the second 
half of the year. 

On the basis of this forecast for NFL, adjusted tor exchange rate 
Irhariges, and the targeted M2, with the foreign exchange component also 
ad justed for exchange rate changes, KDA will increase during 1983 by 
DiI 3C7 billion (or 11.3 per cent) to Din 3,ClZl billion. The average 
stock of ?;DA of the banking system for the end of .July, August, and 
September 1983 will be limited to Din 2,927 billion azd that for the exd 
of Ctc tober , November , and December 1983 to D:n 2,998 billion. The limits 
for the stock of net domestic assets on Septem%r 3’: ;,,nd December 31, 
1983 will be Din 2,947 billion and Din 3,!j?l billion, respectively. 
‘ii.tk,in these overall limits, government res/enrlc frozen with the National 
Bank or Yugoslavia up tc an amount of Din 117 billion by the cad of Sep- 
tember 1983 and DiA 35 billion by the end of December 19P.3 will be 
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released \s credit to the private sector. The limits for IJDA for the third 
,and fourth auarters can be exceeded by the dinar value (at fixed exchange 
rates) of suppliers’ credits actually disbursed under the Berne package 
up to a limit of Dick 30 billion. The Yugoslav authorities stressed that 
the limits on EiDA fcr the fourth quarter of the year were very tigilt. 
They considered this appropriate but warned that if an analysis were 
made of the impact of the refinancing through banks of existing suppliers’ 
credits on net foreign liabilities and foreign currency credits, and 
therefore on dinar credits within the proposed ceiling for NDA, it would 
suggest that there could well be a need to review later in 1983 the 
limits for the fourth quarter on dinar credits and set domestic assets. 

During 1982 unsecured dinar bills, not covered by instruments of pay- 
ment , rose sharply from Din 113 billion to Din 174 billion or 54 per cent. 
The statistics for this item cover both such bills that are legally (i.e., 
within 15 days from the initiation of a creditor-debtor relationship) 
not covered by an instrument of payment and those that are illegally 
uncovered. The first category should increase more or less in line with 
the turnover of enterprises. However, the recent growth in these credits 
has been much faster than the rate of inflation. Legislation to improve 
the financial discipline of enterprises and help control the undesired 
growth of interenterprise credits was passed in June 1983. It will 
require that in cases where enterprises have insufficient resources to 
meet payments obligations then, to the extent that such obligations are 
Aot settled within a period of 15 days and no credit instrument has been 
issued, they will have to be honored before personal income payments 
beyond the minimum guaranteed level or contributions for collective 
consumption can be made. The Social Accounting Service (SDK) will be 
given the power to disallow nonpriority payments until the required 
repayments of enterprise credits have been settled. So far no progress 
has been made in reducing the amount of unsecured bills. By the end of 
March 1983 the outstanding stock had gone IIP to Din 215 billion. If 
the outstanding stock has not been reduced by Din 50 billion from the 
end-1982 level by September 1983, namely, to Din 124 billion, the Govern- 
ment will develop further thte penalty mechanism. 

3 -. Interest rates 

Interest rates on deposits and National Bank credits were increased 
by a range of 5-8 percentage points in February 1983 as one step in the 
direction of achieving the medium-term goal of establishing positive 
real interest rates. However, with the higher-than-expected increase 
in the rate of inflation, interest rates in real terms have been more 
negative than ccntemplated. In order to correct this the authorities 
have agreed to increase interest rates in accordance with the scheduled 
changes in Table 14. Interest rates on National Bank selective credits 
were increased by 10 percentage points and the discount rate by 8 per- 
centage points to 30 per cent by July 10, 1983. Commercial bank rates 
on deposits will be increased by up to 7 percentage points before the 
end of 1983, to a maximum of 30 per cent for three-year deposits held by 
households. A higher increase in interest rates on deposits of enterprises 
will take place. This might help limit the increase in ihterenterprise 
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credits aad should also moderate some of the cost i;lcreases to enterprises 
from the increase ia lending rates of banks. It is estimated that the 
costs of funds to the baaking system will be i;lcreased by Dia 58 billion 
02 a full-year basis, ix additioa to the estimated cost increase of 
Din 53 billion resulting from the February 1983 interest rate increase. 
Average loan rates are expected to rise by 6-7 percentage points in 
respo;lse to the increase in ba;lk costs resulting from interest rate 
chaages to be i;ltrDduced 12 the second half of 1983. In addition, a 
floor lending rate for new credits, though with important exemptions, 
will be i;ltrodcrcd by Jazluary 1, 1984 a;ld will be adjusted in line with 
developments in the price level. 

3. Fiscal policy 

In accordance with the medium-term objective of reducing the relative 
size of the public sector, fiscal policy in 1983 has aimed at reducing 
the rate of growth of public expenditure. Revenues a;ld expenditures of 
the public sector are traditionally in approximate balaace, so that data 
02 total public sector revenue may be used to monitor expenditure develop- 
ments. No net 3ew credits are to be extended by the National Bank of 
Yugoslavia to finance the budget of the Federation. The aaqua plaa 
resolution for 1983 co;ltained little quantification of fiscal policy 
objectives for tLs year, but it did specify that the growth ia nominal 
terms of ge;leral and collective co>sumptio> ia 1983 (hence also the 
revenue earmarked for it) should be at least 10 percentage points lower 
tha;l the growth of rtatioxal income ia that year. 

In the firet four months of 1983, revenues of the federal budget 
(comprising less thaa axe fifth of total public sector revenue) were about 
20 per cent hightlr than a year earlier, while expenditure of the Federa- 
tion was about 17 per cent higher. For the full year, it is expected that 
federal revenues will grow by 23 per cent (Table 15). Total public 
sector revenues i.2 January-April 1983 were 23.7 per cent above their 
level of a year earlier (Table 16). 

One specific objective of fiscal policy for the first quarter of 
1983 was that reve;lue (aad expenditure) of the public sector should be 
20 larger than the quarterly average for 1982, which for the entire 
public sector would have implied a 16.5 per teat i;lcreast: ia revenue 
over the first quarter of 1983. According to legislation passed at the 
end of December 1982, reve;lue i.? excess of this limit was to be placed 
ia special blocked accounts monitored by the Social Accounting Service 
(SDK); however, less than half of total public sector revenue was subject 
to this freezing scheme (see Annex II for a description). The effective- 
;less of this arraaqemext was impaired by the fact that the public sector 
other thax the Federal Gover>me.?t was expected to reduce taxation if 
revenues exceeded expenditures. The revenue from the first quarter 
actually froze:1 amounted to Din 5.6 billio;l, most of which was designated 
for collective coxsumpt io2 and was immobilized in commercial banks. The 

system of freezing public sector revenue was extended and strengthened 
at the cad of Yarch 1983 through an ame?dmext to the December 1982 
legislation (see Annex II). The cumulative excess revenue from the 
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first four months of 1983 amounted to Dia 5.0 billion, implying chat 
revenue was unfrozen for some public sector eztfties with excess revenue 
i2 the first quarter and a shortfall IX April. 

It became iXreasfAgly evident to the authorities that the unexpec- 
tedly severe external constraints implied a greater need than previously 
for fiscal policy to contribute to the restraint of domestic demand. As 
a consequence, the letter of May 4 to the Ma;lagixg Director, while refer- 
ri;lg to the actions taken at the end of March, also stressed the xeed 
for greater reliance than before on the freezing of excess public sector 
revenue, a;ld less O;I returrtiag it to the economy through tax cuts. At 
midyear the authorities decided to extend the revenue-fresziag scheme to 
the end of Zctirnber a;ld to strengthen it i:! a zlumber of respects so as 
to share more of the burdezl bone by credit policy In restraining domestic 
demand. Minimum amounts were determined on the cumulative public sector 
revenue to be frozen by the end of September (Dix 10 billfort) a;ld 
December 1983 (Dix 35 billlo>). The latter figure corresponds to about 
4 per ce3t of total public sector revenue ia 1982, or some 1 per text of 
GSP. Also, it was decided that the revenues o;1ce froze3 should remain 
immobilized ia the Kational Bank of Yugoslavia at least until the end of 
1985. To help contribute to the required accumulation of public sector 
deposits ix blocked accounts, the turnover taxes 03 specified products 
(petroleum, tobacco , alcohol, etc.) will be either increased or restruc- 
tured ,not later tha;l October I. In addition, other forms of i;ldirect 
taxation as well as the effective rates of taxation on nonwage income 
a;ld 0;1 property will be raised by the end of the year. For example, at 
preseat income tax is paid only if one’s personal income exceeds three 

times the average ia the particular republic or provi;lce. It is proposed 
to reduce this threshold to perhaps twice the average personal income. 
(Such aa “fzlcome tax” is additional to “contributions from personal 
income payments” which are deducted at the enterprise level.) This 
would, ix addition, brirrg a much needed contribution to the overall 
i;lcomes policy. The 12-monthly rate of increase for total public sector 
revenue will be limited to 18 per cent in the second half of 1983, 
excluding the amounts of surplus reve;lue blocked in a special account 
with the National Baxk of Yugoslavia. 

4. Incomes policy 

A major objective of incomes policy in 1982 artd 1983 has been to 
keep the growth of paymeats for personal inr.omes and contributions for 
collective consumption below that of zet enterprise Fxcomes. While this 
goal was not achieved in 1982 due to the excessively rapid rise i;l per- 
soxal incomes in the first part of the year, social action and the more 
active role of the trade u;zions have kept the growth of personal incomes 
and contributions for collective consumption below that of xet enterprise 
incomes since mid-1982. Indeed, total personal incomes paid out rose 
less than net enterprise income iz the first quarter of 1983, or by 
34 per text and 26 per cent, respectively, axd c?.ltributed to a rise in 
the internal savings of enterprises. 
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In addition to the incomes policy guidelines on the distribution of 
enterprise income, it is the target in the plan resolution for 1983 to 
reduce real wages in the socialized sector by 7.5 per ce;lt in 1983. A 
number of measures are to be taken during the remainder of the year to 
strengthen action to achieve the incomes policy objectives. An agreement 
unifying incomes policy criteria and guidelines within a social compact 
on a federation-wide basis (the first since 1975) is to be adopted in 
the coming months and will have the strong support of the trade unions. 
The authorities intend to monitor closely the evolution of nominal 
personal incomes and, in the event of an increase in their growth, 
they would stand ready to take direct action at the federal level to 
limit the rise in nominal personal incomes in the seco;ld half of the 
year. More specifically, if the growth of nominal personal incomes per 
employee accelerates in the second quarter of 1983, measures will be 
taken to bring the 12-monthly growth rate in these incomes in line with 
the 20 per cent target for the fourth quarter of 1983. As ;loted above, 
the authorities will implement by the cad of the year tax legislation 
aimed at siphoning off purchasing power arising from the excessively 
rapid growth of nonwage incomes. 

5. Price policy 

The Government’s price policies are oriented toward increasing the 
role of world market prices and domestic rParket forces ix price formation. 
These objectives are being pursued both through changes in the price 
system and thrcugh specific adjustments in prices of key goods and ser- 
vices that remain subject to administrative control. For example, 
prices of certain key commodities, such as electricity, coal, railway 
fares, live animals, meat, and petroleum products, were raised by 
25-35 per cent in early 1983. Rents have also been increased substan- 
tially. A selective price freeze introduced at the end of July 1982 has 
been prolonged through the first half of 1983, although in January 1983 
prices were decontrolled in a limited number of instances, including 
wood products, crafts, and some services. In July 1983 the price system 
reverts from one of price determination at the federal level to one of 
partial decontrol and some decentralisation of price control. For 
industrial products, the setting of prices will fall into three cate- 
gories. First, prices for a;l estimated 10 per text of the value of 
industrial goods will remain subject to price ceilings set at the federal 
level, including petroleum products, cigarettes, and medicines. U;lder a 

second, less stringent, form of price control, lists of proposed price 
increases covering 50 per cent of industrial products would be prepared 
for approval by Communities for Prices (ha If by the Federal Community 
for Prices and half by the republican and provincial price authorities). 
Prices of the remaining 40 per cent of industrial goods would be fully 
liberalized. 

However , the effectiveness of discrete adjustments Ln administered 
prices has been diminished by the rise of the general price level. In 
order to recoup some of the gains that had been made in adjusting relative 
prices and reducing price distortions, further price increases for coal, 
coke, electricity, domestically produced natural gas, aAd petroleum 
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products will be made before the end of thz year. The price of domes- 

tically produced natural gas was raised by an average of nearly hO per 
cent in June i983, thcugh it teaains we11 below half the prfce of imported 
natural gas; accordingly, prices will again be raised signfffcaatly before 
the errd of the year. With the planned adjustment of petroleum product 
prices by the beginning of October, A formula will be introduced for 
automatic price adjustments four times yearly on the basis of inter- 
national price developments. For the other tradable goods, the adjust- 
ments in relative prices effected by the discrete price increases in 
1983 will, at a minimum, be sustained by regularly adjusting these commod- 
ity prices IZI line with developments in world market prices. Similarly, 
for ao;ltraded goods and services, such as railway fares and rents, the 
progress made in bringing prices closer to economic levels is to be 
consolidated through additional adjustments on a regular basis. These 
pricing policies are in line with the findings of the World Bask 0;1 the 
relation between domestic and international prices and on its recommenda- 
tions for eliminating distortions. 

The recent depreciation of the dinar has resulted in new price 
distortions under the selective price freeze because the higher imported 
input costs have not been adequately passed through into producer prices. 
In conjunction with the liberalization of price control in July 1983, 
price policy will be directed toward permitting the full and timely pass- 
through of cost increases resulting from rising dinar prices of imports. 

6. Exchange and trade policies 

The authorities remain committed to providing adequate incentives 
for a sustained expansion of export production and to emuring that 
import decisions are based on realistic assessments of foreign exchange 
costs through appropriate exchange rate policies. This will be achieved 
through the continuation of an active exchange rate policy. During the 
first six months of 1983, the dinar was depreciated by 21 per cent in 
real terms against a basket of 11 currencies. During the remainder of 
the year, Yugoslavia intends to continue a system of gradual adjustmeat 
to ensure adequate export competitiveness with the aim of achieving a 
market clearing rate at a sustainable level of capital flows. A study 
of a more appropriate basket for monitoring movements in the effective 
exchange rate is to be completed by end-October 1983 and the agreed 
recommendations put into effect by January 1, 1984. 

In the present circumstances of acute foreign excha;lge shortages, 
the fragmentation of the foreign exchange market prevents an efficient 
utilization of avaflable foreign exchange resources. In order to 
alleviate this problem, the authorities introduced with effect from 
January 1, 1983 several amendments to the foreign exchange law. (These 
are described in detail in the Annex III.) The major changes included 
the replacement of a regional approach to the balance of payments by a 
sectoral approach, the introduction of limited surrender requirements of 
foreign exchange proceeds to a u;li.fied foreign exchange market, and the 
granting of a larger role to the banking system in assessing the economic 
soundness of foreign borrowing transacttons. Howeve c , the de facto link 
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between export earnings and tmporcs under the system of foreign exchange 
allocation by self-management agreements among enterprises, which has 
been one of the major factors behind the compression of imports in 1982 
and 1983. remained in effect. 

In spite of the recent changes to the foreign exchange allocation 
system, this system as presently implemented still remairrs fragmented 
and is not sufficiently flexible to ensure the appropriate allocatiorr of 
scarce foreign excha;rge resources. The Yugoslav authorities cortsider 
that improvements in this important policy area are needed and have 
undertaken a study which is to be reviewed with the World Bank and the 
Fund. This study will be discussed during the next quarterly visit. 
Changes are to be introduced with effect from January 1, 1984 a;rd are to 
include larger surrender requirements to the unified market (or adequate 
pooling of enterprise foreign exchange resources within banks), and steps 
to ensure a proper functioning of the faterbank market in foreign exchange. 

The authorities remain committed to a libetalization of trade poli- 
cies once the present foreign exchange shortages have been overcome. 
Yugoslavia maintains a resttictfon under Article VIII on the availability 
of exchange for foreign travel arising from the limitation on the export 
and Import of dinars to Din 1,500 per person for the first trip, and 
Din 200 per person for each subsequent trip during the year. A 10 per 
cent discount scheme for foreign tourists who effect payments through 
special dlnar-denominated ttavelers checks issued by the National Bank 
of Yugoslavia also gives rise to a multiple currency practice. These 
restrictions including the 10 pet cent discount have been approved by 
the Fund’s Executive Board until the end of February 1984, or until the 
next Article IV consultation. Furthermore, external payments arrears 
estimated at around USSZOO-300 mflllon arose toward the end of 1982, aad 
ia early 1983. These were reduced by end-June, and will be eliminated 
as soon as the first disbursements under the financing package described 
in Annex I are received, and In any event before the August purchase 
under the stand-by arrangement. 

7. External debt managemeat 

The Yugoslav authorities are In the process of improving the monitoc- 
ing and cootdlzation of forelg:! borrowing, and the Government 1s exer- 
cising strict control over new borrowing. The amendments introduced to 
the foreign exchange law in ,jay 1982, and reinforcrd by the new amend- 
ments with effect from January 1, 1983, make new borrowing subject to the 
approval of the National Bank within the framework of overall guidelines 
approved by the Federal Executive Council. Commercial basks are respon- 

sible 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, and are required to issue a 
guarantee to the National Bank to thfs effect. Ix the case of short-term 
credits used for raw materials, additional requirements are that they 
can o;?ly be used to finance export production, artd that Lmports of such 
raw materials must only account for up to 50 per cent of the valur of 
the finished export product. 





Under the proposed reftzaacfztg arraagene;lt with forei#~ coaneeiL;~i 
be.tks O;I bask debts falling due in 1983, IfabLLftfes of the ezterprlse 
sector will become the foreign lfabilitfes of the bartktng system, with 
these liabilities being guaranteed by the Federal Govermertt (see 
Anrtex I). 

During 1983, the coatractioa of rrew 1oa;l.s with a maturity af at 
Least axe aad up to tex years *-rill be limited to a maximum of USSL.5 biL- 
lio3, of which no more than USSO. bfflio;l is to be with a maturity of 
betwee oae aad three years. The limits exclude borrouAng either by the 
National Bask of Yugoslavia or under Sational Bank guarantee. At the 
esd of March 1983, the contraction of new loam subject to this ceiling 
amomted to USSZX? million. 

9. Yedium-term policies 

A revision of the 1981-85 Medium-Term Plan Is u;rder way a;ld is 
expected to be completed by the end of 1983. The revfsio;l is expected to 
scale back previous investment plaas aad aim for a relatively modest 
growth of GSP and industrial output 12 1984-85 of 3 per cent per anurn, 
reflectfag the need to contime a stabflization program of restrained 
domestic demand beyond 1983. An objective of policy over the aext two 
years will be to co;ltiaue the emphasis on external adjustment through a 
sustained rapid growth of exports to the convertible currency area. 

At the saute time, the Governmerrt continues to hold to its medium- 
term objectives of enhancing economic efficiency and the prospects for 
growth 13 a less inflationary exriroslmest. Rece;lt azd prospective 
i;lcreases ij interest rates and selective price increases designed to 
correct price distortions are a part of the effort to stimulate a more 
efficieztt allocation of resources through increased relfance on market 
forces. Emphasis is also being placed 03 improved financial discipline 
of eaterprlses, notably those incurring losses, to encourage a realloca- 
tion of resources to sectors and regloz-ts where they will be used more 
efficiently. The growth of personal ixcomea and coxtributiozs for 
collective consumption will be kept below that of net income of eAter- 
prises so that they ca;r rely more on internal savings, aad hence less 02 
bartk credit, to f iaaxe their lztvestments. 

In June 1983 the Coverme;lt concluded a structural adjustment Loan 
with the world Bank, which is supported by a medium-term program desig;led 
to ensure sig3iffcaBt ixtitutioaal axd policy changes bearlxg fxter alla 
on investment planing, foreign exchange allocatloz, enterprise decision- 
making , and medium-term planing ix the energy and agricultural sectors. 
1~ the oxgoing revision of the medium-term plan, fxvescment programs are 
being scaled back aad priority sectors more clearly deltzeated and nar- 
rowed to brirtg them 12 lfae with the savings capacity of the economy. 
For the remainder of the 1981-85 plan period, the sectors accorded the 
highest priority are export-oriested Industry, the energy sector, aad 
the agricultural sector, followed by the basic metals, transportatlox. 
and tourism sectors. 
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IV. Out look 

h’tth a tightenfag of ctedlt and fiscal polfcfes a;ld a reizforceme.lt 
of commitments to adhere to restrictive t.?comes policies, decli;les i.7 
domestic demand in the first five moatks of 1983 are expected to be sus- 
taiaed during the remainder of the year. Private ccnsumptfon is forecast 
to decline by 3 per cent, implying that real wages f.7 the socialited 
sector will continue to be restrained aad that consumer speadfq out of 
soawage income will slow down. A greater measure of control over the 
latter element of household iscome will be achieved 0x1~ 13 1984 with a 
sharpenfag by the end of 1983 of the effective taxation of Aonwage incomes. 
Public consumption is officially forecast to remain unchaaged in volume 
terms, but the limftatfoas imposed on the growth of public expenditures 
together with the freezing of Din 35 billio2 fa public sector reve;lue 
will ensure a declirte in public consumption. 

The revised forecast for gross fixed investment in 1983 irtdicates a 
decline of 10 per teat in volume, due largely to the impact on iztvestmeAt 
of the tight credit policy as well as to limitations O;I imports of irrvesc- 
ment goods. The authorities have not revised the official projections 
of the foreign balance in real terms, implying a fall in teal GSP of 
1/2 per cmt fz~ 1983. Staff forecasts, which incorporate a less optimistic 
estimate for exports than the official projections, indicate a decline of 
2-3 per cent in real GSP. 

The more restrictive demand management policies aad the continued 
purs;lit of a flexible exchange rate policy together with some buildup of 
the severely depleted stocks of imported raw materials should e;lable a 
continuation of the rapid growth of earnings from exports of goods and 
services aad further progress to be made in moving the current +zcount 
of the balance of payments with the convertible currency area toward a 
surplus. While the Yugoslav authorities will be aimiq at a surplus ix 
the current account next year, the latest staff projectfoas indicate 
approxfmate balance ~EI 1984. 
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vi. Performance Criteria and Periodic Reviews 

The followirrg perfonnazuze criteria, the quantitative compoxe;lts of 
which are set out in Table 2, are applicable for the remaining period 
of the stand-by arrangemeat. Items C.-f. have already been established 
as performance criteria 13 earlier Board decisions aad item b. is a 
modificatio;l of an existing performance criteriorr. 

a. Limits on net domestic assets of the banking system through 
December 1983. 

b. Limit 03 public sector ceverrue increase. 

C. Limit on credit from the National Bank of Yugoslavia to the 
budget of the Federation. 

d. Depreciation of the effective exchange rate of the di;lar. 

e. Limit on the increase i;r 3ew foreign botrowiag i;r convertible 
cur rerrcy . 

f. The standard performance criterion on trade and payments 
restrictiorrs. 

Changes in rediscount rates for selective National Bank credits to 
basks for o;l-lendisg to priority sectors, 13 the general discount rate, 
arrd 03 liquidity credits and certain changes irk domestic prices will 
have bee3 implemented by the time the Executive Directors corrsider the 
review of the stand-by arrangement. 

The staad-by arrangement provides for staff visits to review recent 
aad prospective eco;lomic developments and to assess the effectiveness of 
policies being implemented. In particular, the currency basket used to 
calculate the effective exchange rate will be reviewed and agreed recom- 
mendatiom implemented by January 1, 1984. Further , the limits 03 NDA 
for the fourth quarter of 1983 will be reviewed with the staff at the 
time of the autum staff visit. At that time the implementation of the 
amendmeats to the foreign exchange allocation law will also be discussed 
a3d uzderstandiags will be reacned 03 additiorral measures to become 
effective Jamary 1, 1984. Progress 1~ reducing the outstaxdixg amount 
of unsecured bills will likewise be discussed during the autumn staff 
visit. These developments vi11 be important for say additional stabilf- 
tatioa measures put is place ix 1984, 
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VI. Staff Appraisal 

The three-year stand-by arrangement approved in January 1981 provided 
Fund support for Yugoslavia’s adjustment program. More restrictive demand 
maaagemeat policies were necessary both on account of world conditions 
and of a previous period of overrapid domestic expansion; policies were 
also seeded to reduce the structural distortions that had become increas- 
ingly obvious and in themselves impeded the efficiency of the economy. 
Policies were implemented to move the Yugoslav external accounts into 
what appeared to be a sustainable position, taking into account expecta- 
tions of medium-term net capital inflows that appeared reasonable at 
that time. 

During 1981 as new medium-term borrowing became increasingly diffi- 
cult, Yugoslav banks sharply and dangerously increased their short-term 
borrowing. In 1982, in the wake of the Polish crisis, when foreign banks 
sought to reduce their exposure to countries that they regarded as asso- 
ciated with Eastern Europe, Yugoslavia was particularly vulnerable given 
the structure of its indebtedness and the compartmeatalization of its 
foreign exchange market. External liquidity difficulties spread from 
the most exposed Yugoslav banks and arrears began to accumulate. The 
foreign exchange crisis and the realization that prospects for capital 
imports had been dramatically reduced, not just in the short term, forced 
the adoption of a series of additional adjustment measures designed to 
achieve a much greater and more rapid improvement in Yugoslavia’s current 
account in convertible currencies than earlier envisaged. These measures 
were supported by a coordinated program of international support in which 
the Fund program for 2983 played a pivotal role. 

The current account deficit in convertible currencies amounted to 
USS1,42c) million in 1982. The Fu;ld program envisaged that it would fall 
to USSSOO million in 1983. To this end the program sought a sharp com- 
pression of domestic demand, through restraining incomes and credit, 
but also through a series of measures including an active exchange rate 
policy a;ld adjustments of administered prices axd interest rates, designed 
to set the scene for more efficient use of resources and thus more 
balanced future growth. Given that by e;ld-1982 usable foreign exchange 
reserves were at a very low level as were stocks of imported commodities, 
an ambitious program of international ifnaacial support was negotiated. 
Its main elements, in addition CO drat<ngs OX the Fu.-td, were a.t ixcer- 
governmental package amounting to L’SS1.3 billion, a consolidation of 
external debt falling due to foreign commercial baxks in 1983, and f ixalljr 
a 3ew medium-term loan by the basks of LiSS600 million to enable accumu- 
lated arrears to be paid off, and foreign exchange hoLdinKs to be 
strengthened. In addition, the World Baxk was prepared to. consider a 
structural adjustment loa~ axd, ix order to help cope with the seasco:1aLL;, 
difficult first half of the year. a bridgix Luau by the H[S was 
contemplated. 

12 a series of visits the staff has reviewed with the ‘f~lg~slav 

authorities the progress made during the early mo.?ths CJ~ !9W'3 and the 

prospects for the remainder of 1983 Ned be:;ond. The pT~~;lrt’sS mddtj cf~h’;irtl 
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the achievement of a more viable balance of payments positioa has been 
cozsiderable but at the same time it is clear chat greater efforts are 
required, both because there is a danger of slippage aAd because of uscer- 
taiaties O;I external financial resources. 

I:! late 1982 the authorities publicly projected a fall in real 
domestic dema;td in 1983 by 10 per cent, although irr the staff’s view a 
fall of approximately half this amount would have been sufficient aad, 
on the basis of policies adopted , such a large fall could not have been 
expected. The authorities placed their main emphasis on i;lcomes policy 
rather than 03 restrictive firrancial policies to contaia the development 
of personal incomes and restrain domestic demand. In the staff vie+. 
however, it was essential that full attention be paid to supporting 
fi;la;lcial policies, includi;rg increased fisancial discipline, a;ld also 
to chaages irt the price mechanism to improve the responsiveness co 
chaages ia the exchange rate and interest rates, aad to reduce the 
distortions that ema;lated from the administered price system. 

I;1 the first four months of 1983 real wages fell by 10 per cent com- 
pared with the same period of 1982. This is a remarkable achievemest. 
However , any assessment has to take into account the fact that rto;lwage 
i;lcome, a term which embraces all income arising from outside the social- 
iced sector, rose much faster. Because a large part of savi;lgs is held 
in foreign curre;lcy accounts, large capital gaias accrued to savers ia 
the wake of the repeared exchange rate adjustments. Thus, real disposable 
incomes aad wealth declined much less thax wage i;rcomes, and the volume 
of retail sales seems in recent mosths to have been decliaiag at an 
aaaual rate of 2 to ? per cent against the publicly e;lvisaged fall of 
6 per cent f;l real prfvace co3sumpCioa. Ia additiorr , there is a risk of 
attempts to recoup some of the loss of real wages which could initiate a 
price-wage spiral. It is these cortcer3s chat have led the authorities 
to take further :,easures to support their i;lcomes polfcy objectives by 
seeking to coztai;. the nominal rate of growth both through regulations 
aad errhaaced f lzaacial discipline, through tighter mo;letary policy and 
by a more active use of fiscal policy to restrafa demasd. The authorities 
fatead to subject ;lo;lwage income to greater direct taxatio;l. The prac- 
tical difficulties of enforcing equitable taxation of wage azd Aozwage 
incomes seed 30 onderliaing, but the attempt to move in this direction 
is fully justified irt the opi;lfon of the staff, though a sustained 
i.tcrease i.? the overall tax burden orl the economy should be resisted. 

Although the performance criteria for NDA have been fully observed, 
prices have bee3 rising at an annual rate of some 35 per ceAt which is 
at the top end of the range that the staff expected but sfgxiffcantly 
higher thax the 20 per cezit rate of rise embodied in the annual plan 
resolutio3. The fiscal performance criterio;l OZI the growth of public 
sector revenues was also satfsfied, a;ld, in addition, the authorlties 
introduced addltioaai measures at the exd of Yarch CO ensure chat ~.IY 
excess revenue growth would be sterilfzed. 

On the surface, the balaace of paymertts positlo.? appears Co have 
improved dramaticalLy with the current account is cozvertlble currencies 
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recording a deficit of USS125 milli i;l the first four moxths of 1983, 
compared with a deficit of L’SS1,189 million ix the same period of 1982. 
!towever , in part this improvement was not sustainable as the shortage ot 
foreign escha;lee led to a sharp drop irr imports from the coavertible 
currency area (over 20 per ce>t in the first four months of 1983 compared 
with the same period of 1982) despite a sharp rise ia imports from the 
Aoacoavertible area. There are ZIOW reports of productfoa, ixludiq 
productioa for exports, bei;lg hampered by a shortage of imported inputs. 
X revival of imports is therefore co be expected and indeed some revival 
of imports is essential once the foreign, excha;lge position improves. 
Exports to the convertible currency area have rise3 by 17 per teat in 
the first four months of 1983 compared with the corresponding period a 
year earlier. I;1 the circumstances this is a sigaificaxt achievemeat. 
At the same time Yugoslavia’s trade with the aoncoavertible curre;zcy 
area has swung from a large surplus (about USS7CO million in 1982) to 
approximate balasee; this development is to be welcomed, and i.? the staff 
view it is important that it be sustained and indeed carried further. 

The tight;less af the foreign exchange positio;l is largely a co;1se- 
quence of the much slower than earlier expected disbursement of the 
foreig;l assistance package, with a larger proportio;l of unusable sup- 
pliers’ credits aad a smaller share of fiaaacial credits to be disbursed 
i;l 1983. With the benefit of hindsight it appears that unrealistic hopes 
as regards the extent and the speed of disbursement of the foreign 
assistaxe program were allowed to build up. It ;zow seems that of the 
ixtergoverrrmental package of USSl.3 billion pledged i;l Berne OL January 19, 
1983 only around USS1.C billio;l is likely to be disbursed. Yoreover, in 
additio;l to the planed disbursements of fi;lazcial credits, slowness in 
implementation means that o;lly up to LSS500 million i;l suppliers’ credits 
from the package 3ow seems likely to be utilized during 1983. 

Agreemeat 0;~ the ba;lk program has also beea reached more slowly than 
had been initially expected partly due to the time needed for the collec- 
tion of data and the working out of terms that were mutually acceptable. 
The agreement for short-term debt seemingly gives rise to significant 
dangers of a2 outflow of short-term capital, though the outflow may prove 
temporary. Further, the agreement with foreig;l banks is likely to be 
r’inalized only in late July or early August, aAd the drawing 02 the Fund 
ror mid-August is contingent 03 its finalization. Full disbursement of 
the BT’S brfdgiAg loax has also been delayed by a time-consumiap need to 
ubtain waivers of generalized negative pledge clauses earlier provided 
to a series of ba;lk creditors. The World Bank Board approved a 
i’SS275 million SAL for YucIoslavia at the end of June. 

The seed for some expaxsiox ix imports axd the uncertainties sur- 
roundi;lg tourist receipts and remittances have led the staff co incre;tse 
their forecast of the expected current account deficit i2 convertible 
(currencies ix 1983 to CSS7X million against a;l earlier projection of 
Y’S’< j’:)C mil 1 io.7. This cocbixed with smaller a;ld slower dishursemeJts ix 
1983 of the t’oreigx ass;staAce program mcaIs that there c.nr~ now he C-IO 
realistic expectation that Yuguslav offi I-ial reser.:es will rise bv the 
earlier projected USSR(!~l miliio:! by exd-year. ALthough the Yu~oslav 
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authorities still hope that the current account deficit in convertible 
currencies will be smaller than projected by the staff, they agree that 
the balance of payments outlook coupled with the acceleration in the 
rate of inflation requires a further tightening of policies. 

The tightening of policies is fully described in the body of this 
report. In summary the authorities have reiterated their intention to 
hold the increase in nominal personal incomes per employee in the 
socialized sector to 20 per cent. Some backup measures are contemplated 
should this end-result seem in danger of not being realized. 

Incomes policy will be supported by a tightening of monetary policy. 
This is also regarded as an essential precondition for the containment 
of inflationary pressures. The Yugoslav authorities have set the credit 
ceilings governing the third and fourth quarters at what they regard as 
very tight levels. They consider that, given the economic difficulties 
they face, it is preferable to err if anything on the side of excessfve 
restraint, but they have felt bound to warn that later in 1983 they may 
need to review with the staff the fourth quarter ceiling to see whether 
a marginal increase is not called for. The staff agrees that by all 
normal relationships monetary policy is now seemingly quite stringent, 
but, given the past capacity of the system to adapt to a tightening of 
measured monetary conditions through an apparent offsetting increase in 
velocity, the staff feels that the new ceilings are appropriate and 
should be attainable. The Yugoslav authorities have taken measures to 
enhance financial discipline of the enterprise sector which should 
diminish the dangers of a sharp rise in velocity. The staff welcomes 
these supporting measures but feels that more discipline will be called 
for in coming years. 

The authorities have also decided that fiscal policy should bc used 
to constrain consumption expenditure by freezing by the end of the year 
an amount equivalent to some 1 per cent of GSP. This amount is to be 
obtained by a continued tight control of expenditures supported by an 
increase in indirect taxation. The staff endorses this move which will, 
within the NDA ceiling, allow a greater amount of credit to be extended 
to enterprises. However , the staff feels that the burden of the public 
sector-- and the distortions that the operation of this sector may give 
rise to--must be reviewed with an eye to enhancing the efficiency of the 
economy, and particularly the viability of the finances of the enterprise 
sector. 

The authorities have decided to continue their policy of eliminating 
price distortions and pursuing an active exchange rate policy. The good 
export performance is to be supported by a continued flexible use of 
the exchange rate designed to ensure the competitive position of Yugoslav 
enterprises. More efficient allocation of scarce foreign exchange 
resources is to be looked for through greater unification of the foreign 
exchange ma rke t s . The changes in administered prices announced in early 
1983 have in part been overtaken by the higher-than-expected rate of 
inflation. A series of addItiona increases in administered prices, in 
line with the findings of the World Bank, will therefore be introduced 
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duri:lg the second half of 1983 a;ld at the beginning of 1984. These 
increases focus particularly on the energy sector. At the same time, 
the intention of the authorities to further liberalize price formation 
is to be welcomed and should be implemented with determiAatio:. 

The staff believes that both the policies on the exchange rate and 
on prices are fully justified. Admittedly, it is very difficult to 
measure the competitiveness of the Yugoslav economy at a time when the 
pricing system is bei;lg revised, when domestic prices are beirtg brought 
increasingly into line with international prices,and when simultaneously 
a considerable part of the required improvemertt in the current account 
ix convertible currexies is to be secured by a move from a substantial 
surplus to balance or a small deficit in Yugoslavia’s current account 
with the nonconvertible currency area. 

These series of adjustments are to be complemented by a further 
sharp rise in interest rates. As a result, interest rates charged by 
the National Bank on credits to ba;lks for on-leading to privileged bor- 
rowers, a category which given the present restriction on credit comprises 
the great bulk of 3ew bank lending, will have rise3 in a series of steps 
from 1 to 6 per teat in the first half of 1982 to 18 to 22 per cent in 
July 1983. Given that most Yugoslav enterprises are heavily indebted to 
banks, if only because of the negative real interest rates they have 
faced and the heavy fiscal burdem they have supported, such a change 
has had a marked effect on the profit and loss accounts of enterprises. 

However , measured in terms of real interest rates, the new lending 
rates for privileged borrowers remain negative though those for other 
categories of borrowers have become positive. Of equal concern, the 
interest rates available on dinar deposits to households, which will 
again be increased before the end of 1983, will remain negative in real 
terms and therefore conspicuously less attractive than the returns avail- 
able on foreign exchange deposits. The staff continues to feel that 
progress has to be made in the direction of ensuring that real interest 
rates are not negative. The Yugoslav authorities emphasize that the 
current rate of inflation is accounted for in part by some once-for-all 
adjustments and should not therefore be used as a yardstick against 
which to measure real rates of interest. In their opinion, the Yugoslav 
public expects a slower rate of inflation to be ruling in the next several 
months. The authorities also emphasize the dislocation caused to the 
monetary system by abrllpt changes in interest rates. The staff, taking 
account of these views, has argued in favor of a series of step increases 
designed to avoid excessive dislocative effects but not so gradual as 
to vitiate substantial progress. The staff considers that the recent 
interest rate decisions should be looked on as the Latest in a series of 
such increases axd would emphasize that, in its opinion, the process 
has xot yet bee;7 completed. 

in tne stai;‘s cpiniun, the series of decisiljns take:\ b:; the ‘t~~~o~ln~. 
authorities snould be sufficient to contain the current .lccou:lt detic-it 
vi th the con.:erE Ibis currency area at L’SS751? million in 19P3 as il I;holt 
and to set the scene for a further marked improvemeAt ix ttle current 
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account in 1984 when it would surely be necessary to seek a surplus.. It 
is important that the Yugoslav authorities demonstrate their commitment 
to the international community to pursue the needed adjustment policies 
so as to gain the support oE the commun’.ty and to ensure that external 
debt abligations continue to be serviced in an orderly fashion in coming 
years. The staff notes that the slower-than-expected improvement in 
Yugoslavia’s balance of payments position axd especially the unlikelihood 
that official reserves will be able to be built up to an adequate level 
by the end of 1983 means that the Government’s adjustment program will 
have to be continued certainly through 1984 and will need to be adequately 
supported. I;7 this context, the Yugoslav authorities, who concur with 
this view, have expressed their desire to enter into a new stand-by 
program with the Fund after the present one expires. The staff is of 
the view that, provided the authorities demonstrate their adherence to 
tighter demand management policies and continue to take action to signifi- 
ca2tly restructure their ecoaorny, then a further stand-by arraxgemeat 
with the Fund could be contemplated. 

Clearly, on the domestic side there is a need for further movement 
in the direction of structural reforms aimed at greater reliance on the 
price mechanism, at enhanced financial discipline, better control of 
income developments, and institutional changes aiming at a reduction in 
existing distortions. The financial situation of enterprises is particu- 
larly worrisome, and hampers the putting in place of much needed measures. 
On the external side, there is a clear need to move toward a more effi- 
cient foreign exchange allocation system, a more rational handling of 
foreign exchange accounts of residents, and a better external debt manage- 
ment system. The revision of the Foreign Exchange Law to be implemented 
on January 1 , 1984 is of considerable importance in this context. The 
Yugoslav authorities fully. share these concerns and it has been agreed 
that the next quarterly review will be largely devoted to these issues, 
together with balance of payments prospects for 1984 and beyond. 

?!edium-term projections show that Yugoslavia will need to record a 
very rapid expansion of exports of goods to the convertible currency 
area in the coming yaars in order to bring about a sustained improvement 
in the balance of payments and to overcome its fragile external debt 
position. While demand restraint can play a role, increased reliance will 
have to be placed upon the restructuring of the economy to shift resources 
i.lto export-oriented activities. This ix return will require a greater 
reliance on market forces so that the incentives for export production 
reflecting comparative advantage can be enhanced. It must be stressed 
that no administrative strategy can be an adequate substitute for an 
effective price mechanism reflecting the relative scarcity of goods, 
capital, a;ld fore ign exchange. 
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In view of the additional commitments undertaken by the Yugoslav 
authorities, the following draft decision is proposed for adoptioa by 
the Executive Board. 

VII. Proposed Decision 

1. The Governmeat of Yugoslavia has consulted in accord- 

ance with paragraph 3(d) of Executive Board DecisioA No. 7363- 

(83/47), 3/11/83, a;ld paragraph 12 of the letter from the Gover;lor 

of the National Bank of Yugoslavia axd the Federal Secretary for 

Fi;la>ce of Yugoslavia dated December 30, 1982 in order to estab- 

lish performance criteria subject to which purchases may be made 

by Yugoslavia during the remaining period of the sta;ld-by arranqe- 

meat for Yugoslavia (EBS/81/5, Supplement 2( 2/2/81) ). 

2. The letter from the Gover;lor of the National Bank of 

Yugoslavia and the Federal Secretary for Finance of Yugoslavia, 

dated July 8, 1983, setting forth the policies aad measures which 

the authorities of Yugoslavia will pursue for the remaiaiAg 

period of the stand-by arrangement, shall be amexed to the 

stand-by arrangement for Yugoslavia, and the letter of 

December 30, 1982, anexed to the stand-by arrangement as 

supplemented by the letters of February 18, 1983 and May 4, 

i983, shall be read as supplemented by the letter of July 8, 

1953. 

3. Yugoslavia will not make any purchase under the 

stand-by arrangement that would increase the Fund’s holdings 

of its currency in the credit tranches CO more than 25 per ce:~t 

of quota or increase the Fuxd’s holdiA#s of its (.urreA(‘) 
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resulting from purchases of supplementary financing to more 

than 12.5 per cent of quota during any period in which the data 

for the preceding period indicate that the limit on outstanding 

net domestic assets of the banking system described in sentence 6 

of paragraph 9 of the annexed letter, and as specified in the 

attached Memorandum of Understanding, has been exceeded. 

4. In accordance with the letter from the Governor of the 

National Bank of Yugoslavia and the Federal Secretary for Finance 

of Yugoslavia, dated July 8, 1983, the intentions relating to 

public sector expenditures referred to in paragraph 3(b)(iv) of 

Executive Board Decision No. 7363-(83/47), 3111183, shall be 

supplemented and modified in accordance with the last three 

sentences of paragraph 7 of the annexed letter. 
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table 1. YUgOSlJVlJ: belecced Ecommlc rod Flneaclal t~dlcacur~. LWT’-fi’I 

1980 1981 198: !9ej 
ve..‘llec 

LJCCSt of flciat SCdf i 
ACCUJI Prcqram Actual PrQetm l st tnates PIa e5t tnares f3reCdSC 

?iatlon~A lz~omes. nrlcer. l d COIC: 
CSP at cor15t~x pricer 
Fixal domtsclc demand 
CSP deflator 
9crJIi prtces 1/ 
ExC~CIJI recco; (vlch cmverclble 

currcxg 5n?J) 
Crporc volums 
Import volume 
Term5 of trade (drterloretia -) 
WmirtaI effective ch~zm5 race 

tdewrcciaclon -) 21 
Reel cffectkw exct&c rate 

(dcprcclacio3 -1 2’ 

Total cqxvtdLcurc 

“oxty a2d ctedlr 
Lkx~csrtc bmk credit L/ Pl 
CencraL bask credlc L; - 

Ceacral ‘nvccme3r ‘/ 
!403ey (31) 1/ 
Vclocicy (CSP rehclv5 co Yl) 
hc*rcst race (~2318~1 rice. 09~ 

yeor sJvlag5 deposit) 

Fubllc sector l xpe?dlcure 
Federal mverxmex l xpeadirure 
Federal goverment deficit 
Cross fixed lwcscmcnr 
703ey (VI): l x4 of period 
CurreZIC JCCOmC b5iJXJ 
ExterxJl rooverctble curre?tcy debt; 

end of period 

Exccn~l debt service rrcla 03 coo- 
verrlblc corrcxles ‘la PCC cent 
af l xparrs of 3mds and 
scrvlce¶ I 

2 
-- 

31 
39 

2 1/z 
-16 l/2 

-1 

-30 

-10 

17 
33 

28 

10 
23 

a 

9 

19 
9 
1.3 

34 
30 
-* 

2R 

2L 

-:?: 

(ALUlrUl p.H C5ftC ChJnRaS, ualcss othervise ,pcctf.cdl 

2 

20 
20 

7 
-3 
-5 

1; 

1’ 

50 
29 

22 

5 
2’ . 
-- 

. . . 

37 
9 

-0.1 
32 
3c 

1 I/2 
-6 
60 
39 

1 

-; 
-5 

-23 

-2 

51 
29 

23 

4 
27 
12 

9 

21/z 1 
-2 -2 
20 II 
15 31 

t2 -2 1’2 
1 -11 

-- 2 

11 - 31) 

i! -15 

20 21 
21 1: 

16 l/2 17 

-0.5 
17 26 1:: 

2 6 

21 )i 

(12 per cent of GSP) 

35 3s 3L 
7 7 
7 . I -o>.l -a’). 1 

31 28 29 
26 Zb 25 

-2 l!? -1 !!I! -1 -2 I’:. 

. . . 29 . . . 32 

1 -i! ? 
-1p -5 - 

LO 30 
2’7 :c. 

:o 11’ 
-11’ -7 

-- _- 

. . . . . . 

11 3/d 11 I .: 

-- -- 

18 I1 
3 16 l/Z 

10 ?I 2, 

33 33 
r : 

-- -- 
21 :i 

:5 22 
2 122 -1 

. . . * . . 

(ccner ratlol and data) 

19 11. 23 2; I.” :‘ . . . 

:: 1 : 1: :3 1 _- . . . . 

IT k I . . . 
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Table 2. Yugoslavia: Quantitative Performaxe Criteria 

Credit from the 
Net Domestic Assets Natfoaal Baxk to the 

A. Credit ceilings of the Banking System Budget of the Federatic 

(13 billions of dinars) 

Limit Actual ‘Liml t Actual 

1983 January-March 11 2,758 2,750 -- -r). 1 
April-June 11 - 2,824 . . . -- . . . - 

July-September 11 
September 2/ - 
October-December 11 
December 2/ - 

2,927 . . . -- . . . 
2,947 . . . -a . . . 
2,998 . . . -- . . . 
3,021 . . . -- . . . 

8. Coxtractixg of 3ew foreign Limit Actual 
loax during 1983 (Ix billions of U.S. dollars) 

With maturities of one and up 
to te;l years 1.5 0.3 y 

With maturities of between one 
year axd three years 0.5 -- 21 

Sources: Yugoslai authorities; axd MF staff. 

I/ Average of end of moath data. 
?/ End month data. 
T’/ January-March. - 
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(Percentage vtlclngr trom a yetrr earlier) 

I_-  - - -  _ - - -  - . -  -_I_- 

1980 1981 1982 1983 1980 1981 19112 1983 - - 
Jan.-Hay Dec. Der. June kc* .- Mar. HIiy 

44.7 25.0 24.8 39.8 37.4 24.3 24.7 24.6 23.7 - 

1llVtFblUlWlt poode 12.3 25.0 15.8 18.7 22.2 18.7 15.3 17.9 18.1 19.6 
Il\terawdlate goods 34.3 47.1 27.1 24.8 46.7 40.8 26.6 26.2 23.7 22.7 
Consumer goods 21.1 42.9 24.8 26.8 33.7 38.3 23.5 24.6 27.9 27.5 

30.4 46.0 29.5 32.6 39.2 -- 39.3 27.5 30.7 31.9 34.3 

Agricultural products 34.1 39.2 43.8 46.2 42.2 36.0 42.8 44.7 47.4 
lrrduotr-la1 products 31.6 49.4 28.6 31.6 41.7 41.5 26.5 30.0 30.4 
Serv ICC&~ 22.7 29.2 20.3 22.5 24.3 27.0 18.6 19.7 21.8 

30.3 40.7 31.7 35.6 37.3 36.2 30.5 32.7 35.6 

42.4 , 
34.4 
24.5 z 

I 
37.4 

31 .h 
24.1) 
29.4 
20.5 

42.9 38.8 42.0 40.3 38.0 37.3 40.1 
37.5 35.2 34.8 29.1 37.6 35.0 36.1 
29.9 18.0 26.1 25.7 34.6 25.5 18.1 
17.6 23.0 24.4 22.7 25.5 22.0 23. I 

42.7 40.6 
33.3 38.0 
21.7 36.2 
22.8 29.1 

31 .o 40.2 27.0 

__- _-- _ - ----._-- -- 

Sut~rt~s: : Federal Statlstlcal Office, Indeke; e:ld data supplied by the’ Yugoslav authorities. -- 

I/ E~~~lt~slve ut rrnts. - 





‘I’Iihla 5. YuRoslevla: Nominal and Real Net Pereonal Income 
per Worker In the Soclallaed Sector 

-._ --I- .---- -_---II____ --m-w -- 

Net Personal Income Per Worker --- Real Net Personal Income Per Worker 
Of which: economl c cost of Of which: economl c 

Social lzed sector sector Living Sociallted sector uec tar 
Dlnars per Per cent Diners per Per cent Per cent Per cent 

month chanw l/ month change 1/ 19811100 19Rl=lOO change l/ 1981=Jo(J chsnge l-1 
- -- 

9JU \,(I75 211.H 4,913 20.6 45.4 113.5 5.7 111.8 5.5 
979 6,113 20.5 5,928 20.7 54.7 113.4 -- JJJ .9 0.1 
YWI 7,3hH 20.5 7,167 20.9 71.3 105.0 -7.4 104.0 -7.1 
9Hl 9,tlflh 33.6 9,675 35.0 100.0 100.0 -4.8 1m.o -3.8 

b YH;’ 12,542 27.4 12,336 27.5 131.6 96.8 -3.2 96.9 -3.1 

a, 331 27.8 82.1 107.0 -7.5 104.9 -6.9 

I YH I Ikc~lTIlhcr 1 I ‘ifJO , 34.0 11,277 35.4 111.6 105.5 -1.4 104.4 -c.4 I 

w 
IOH2 Is\ quarter 11,425 33.2 11,223 33.7 116.9 99.2 

3.4 99.2 
N 

3.8 
2nd quarter 12,3lh 29.5 12,090 29.7 J27.3 

98.3 -0.1 98.2 0.1 
I 

Ird r I c-r qua 12,HO3 26.5 12,644 26.2 136.7 95.1 -6.0 95.6 -6.2 

4111 tcr c)u,tr Il.594 22.2 13,327 22.1 145.4 95.0 -8.0 94.7 -R.I 

13,7rr3 19.9 156.9 88.7 -JO.6 
--._-___-_--._-__.-___ -__- 

Sitllll (‘L’S : Fcdc.r*ll Statlotlcai otf Ice, lndeks; and data provlded by the Yugoalav authorities. 

I/ (‘II.I:I~~v f ram currespontt 1 ng per I od of precedl ng year. 





- 33 - 

Table 6. Yugoslavia: Balance of Paymeats vfch the Caavettible 
Currency Area, 1983 . 

(In mlllloz~s of U.S. dollars) 

1st Half 2nd Half 
Revised Revised 

Program est. Rogram vol l 

focal Year 
Revised 

Program proj . 

A. Goods, services, and 
mrequlted transfers -1,100 

Exports 2,970 
Imports -h ,275 

Trade balaxe -1,305 
Invisibles (net) 205 

-501 600 -249 -500 
2,926 3,330 3,274 6,300 

-3,999 4,325 -4,951 8,600 
-1,073 -995 -1,677 -2,300 

572 1,595 1,428 1,800 

B. Vedlum- and long-tern 
capi ta1 609 

Draulngs 2,270 
Repayments -1,586 
Loans extended -75 

42 98 599 7r)7 
605 1,480 2,855 3,750 

-502 -1,257 -2,206 -2,843 
-61 -125 -89 -200 

C. Short-term capf ta1 - -100 -250 -3jO 

D. Total (A through Cj -491 -559 69% 60 207 -;99 

Cse of Fund credf t 316 292 105 122 i?l ilL 
Cse of BIS credit 500 250 -500 -250 -- -- 
Reserve movements (-ixrease) -325 17 -303 68 -628 ?S 

Sources : Data provided by the Yugoslav authorities; and staff estimates. 
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TohIt? 8. Yugoolavla: tltllance of Payments with the Nonconvertible Currency Area, 1979-84 

(In mllllons of U.S. dollare) 

1979 19HO 19e1 1982 1982 
Jan.-Apr. 

1983 1983 J 984 
Jan.-Apr. l/ Project ions 

-- 

A. Currr:lt acrorrnt -357 -88 875 956 442 73 -- -200 
Kxport s 2,028 3,322 4,485 4,389 1,431 1,164 3,800 3,930 
Import s -2,683 -3,743 -3,928 -3,699 -1,067 -1,155 4,000 4,350 

Trade balance -655 -421 557 690 364 9 -200 -420 
Servlccs (net) 298 333 318 266 78 64 200 220 

H. Capital (net) 115 94 -35 -33 -14 21 50 . . . 

c . lirrors and omlsslorls -500 -360 -64 -118 258 96 -- ..* 

Tocal (A I hrouKh C) -742 -354 775 805 686 

-_ - 

St,urcrs : I)ata provided by the Yugoslav authorities; and staff estimates. 

190 50 . . . 

I/ Itr~~~t’i~ial eb;timateo of Yugoslav authorltles. - 
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Table 9. Yugoslavia: External Financing Flows 
Vis-a-Vis the Convertible Currency Area 

(In billions of U.S. dollars) 

1983 1983 
Orig . program 1st 2nd 

1st Total half half 
Total half Latest staff estimates 

Use of funds 
Current account balance 
?!edium- and long-term 

maturities 
Short-term maturities 
Other obligations 

Sources of funds 
Suppliers’ credits 
World Bank, EIB 
IMF 
Rollover of short-term debt 
Government financial credits 
BIS 
Bank financial credits 

Change in reserves 0.8 

-0.5 

-2.6 -1.1 -2.7 -0.5 -7 ,.I! 

-1.8 -1.0 -1.8 -1.0 -1.1 .8 
-0.6 -0.5 -0.6 -0.3 -0.3 

-5.5 -3.7 -5.8 -2.3 -3.5 

0.7 0.3 0.9 0.5 0.4 

0.5 0.1 0.5 0.1 0.: 

0.6 0.4 0.6 0.4 c.7 

1.8 1.0 1.5 0.9 0.6 

0.3 0.1 0.2 0.1 n.1 
-- 0.5 -- 0.3 -0.3 

2.4 1.6 2.0 0.0 2 .I! 

6.3 

-1.1 -0.7 -0.5 -0.2 

4.0 

0.3 

5.7 

-n.1 

2.7 

-- 

3 .Ir 

-!:I . 1 

Sources: National Bank of Yugoslavia; and staff estimates. 
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Table 10. Yugsolavia: External Debt Disbursed aad 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 guaranteed 2,294 3,530 4,697 5,957 6,380 

MF 182 456 760 1,252 1,754 
IBRD 560 1,143 1,359 1,453 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,‘I89 4,162 4,751 3,718 L,ri511 

Short term 20; 868 2,050 2,312 1,810 

Repayable ix bilateral currency 768 1,490 1,542 1,531 1,528 

Total debt 6,584 15,170 19,150 19,868 19,808 

Sources : Data provided by the Yugoslav authorities; and staff projections. 
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Table 11. Yugoslavia: Debt Service Paynen 
Med i um- and Long-Term Debts li - 

5 02 

1980 1981 1982 1953 1984 1985 194h 
Prelim. Projections 2i - 

Repayable in convertible 
currencies, esclud ing IMF 

Amortization 
interest G/ - 

Total 

Repayable in bilateral 
currencies 

Amortization 
12terest 

Total 

Total debt service 

?lemo randum i terns : 

Debt service to I?IF 5/ - 
Repurchases 
Charges 

Total 

Debt service/exports of 
goods and services 

Convertible currencies, 
e~.c luc! i ng MF 

1,844 1,695 1,690 21 2,708 31 2,705 2,340 
1,205 1,887 1,960 2 ,000 - 2,100 2,n00 

3,049 3,582 3,650 4,708 ;,a05 4,34Q 

162 238 
45 40 

207 278 

3,256 3,860 

360 
45 -- 

305 

3,955 

298 
70 

253 
60 

313 

5,118 

'5ci 
55 

368 

5,076 

70 
31 

88 
60 

148 

45 182 295 
118 162 180 

353 
169 

527 101 

21 .fJ 

(In millions of U.S. dollars) 

'3.9 

163 344 

(In per cent) 

r( I -L.7 35.2 

475 

31.8 15.7 

Sources : Uata provided by the YuEoslav authorities; a;-id staft ~r~>.jecti~.)~s. 

1. Debts with an c>riziJal naturity of over one year, CxcludinLr [?lF. 
7. - ,,’ stnrr projections 02 debt service paynexts on estirnatf/d liutstLi;ldinc: cieht i:? I?“_‘, - 

t1T-d projected xew borrowing including conmercial ban’k resci:*dulinkI. in 1937. 
! ,: TIlerc were delays of scheduled payments ix 1982, r;hich it-e I)rlj.jected to tic, 

c!Tzindted in 19E3 and included in debt service p?;n-nents fI)r tt:;It ye,jr. 
a : includes interest ox short-term debt. 
=,. ./ Gn purchases oucstandiIg at end-December 1982; 5DK arotixts r.on\rerted t.) I!‘.:<. drll- 

iAir at .Ix:eraze e:<c\laxge rates Lhrouph 1982, thersaftpr at Lhc* rntta t71 Si!P I = LSS! .’ 95. 





Table 12. Yugoslavia: Actllal and t’rojected Net Domestic 

Assets of the Ranking System 

(In bllllons of dlnars) 

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

lkC. lkC. March April June 1983 Sept. 1983 December 1983 
1981 1982 1983 1983 Program Proposed ProposZ - ~ 

Actual Actual Actual Actual EBS/83/46 program EBS/83/46 program 

- __- --- 

1. Net forelp,:l Il~ttiltles l/ - 

2. Money (Ml ) 

4. Foreign exchange 

dPp”s1 ts l! - 

5. 0thcr L)lliJSi-nlorley 

6. 1 t 2 t 3 nc*t domeb:tlc 

asset 5 

Memnranrlum 1 terns: 

Muney 

Foreign c’xclmnge deposits I/ - 
Other quasi-money 

Net dorwst ic iissets 

537.1 507.9 570.7 588.0 615.2 654.0 627.7 

584.3 739.8 747.3 757.8 784.5 802 .o 828.3 

1231.6 1386.7 1453.4 1442.5 1446.0 1490.5 1575.2 

681 .O 

821 .O 

668.2 671.7 706.6 699.8 675.6 711.0 

563.4 715.0 746.8 742.7 770.4 779.5 

711 .n 

1519.0 I 
‘2 
9 

711.0 1 

864.2 808.0 

2353.0 2714.4 2771.4 2788.3 2845.7 2946.5 3031.2 302 1 .o 

(Percentage change from previous year) 

26.6 
. . . 

25.2 
. . . 

26.6 25.9 22.6 27.3 20.6 
0.5 . . . . . . -1.7 . . . 

26.9 24.3 17.4 21.6 17.0 
15.4 . . . . . . 13.4 . . . 

12.0 
5.9 

20.9 
11.7 

11.0 
5.9 

13.0 
11.3 

__ .- -_-- 

S0urt.c.s : kit lo:~nl t<a:lk of Yugoslavia; and staff estimates. 

I/ A,1 just ed tc,r rxi-tl.i:lge rate changes. - 





Table 13. Yugoslavia: Monetary Survey 1980-1983 

(In blllions of dlnars) 

_-- -  _ -  -  ._ - - . -  - -  - . -  - . I _  -  

19RO 1981 1982 1983 
oec . Dt?C. March June Sept. Dec. Jan. Feb. Mar. Apr i 1 

461 .h 

768.7 

(318.7) 

1230.3 

-254.5 

14H4.H 

-H7.5 

156U.3 

584.3 

1030.0 

(466.6) 

1614.3 

-375.1 

1989.4 

61.6 

19’7.R 

593.8 616.3 664.9 739.8 741 .O 743.6 747.3 

lllH.7 1157.1 1210.0 1386.7 1441.8 1493.9 1568.5 

(517.7) (523.5) (544.1) (671.7) (720.6) (767.9) (821.7) 

1712.5 1773.4 1874.9 2126.5 2182.8 2237.5 2315.8 

-415.5 -436. I -468.9 -587.9 -600.4 -658.2 -688.6 

2 128.0 2209.5 2343.8 2714.4 2783.2 2895.7 3004.4 

115.0 102.3 132.7 345.2 363.9 432.R 486.0 

2013.(1 2108.3 2211.1 2369.2 2419.3 2462.9 2518.4 

(Percentace change From prevlous year) 

24.5 21.8 21.9 26.6 24.4 25.0 25.9 22.6 
33. I 30.7 27.7 31.7 28.9 30.0 35.2 34.2 

757.8 

1597.9 

(851.2) 

2351.7 

-736.1 ’ 
s 

3087.8 ’ 

521 .O 

2566.t! 
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Table IL. efuq:os lavia: Interest Rate Schedule 

(13 per text per axn.m) 

k’eight l/ 
In per cent 

Effects 3; 

Irrterest Races 1~ billiilxs 
Pteseat New 21 of dizars 

Deposit money 
OALS At/ 17.5 

Latioaal Rank credits 
Discounts azd credits 

for 1 iquiditv 
Selective credits 
Interest-free credits 

2.4 
L5.6 
18.9 

Household deposits with 
maturities less thao 
0;7e vear 

Sight LC. 3 
Three moxths 1.9 
Sis moxths 1.9 

Restricted 0AL deposits 6 .i 
Short-term deposits of OALs 1.9 
Long-tern deposits 

Households 
Time 6. 5 
Hous i 22z 4.6 

COALS and other lb.9 

6 

7.5 
12 
15 

i, 
7 

13-28 

13 
17 

7.5 

7.5 
16 
19 

7.5 

7.5 

9.7 

3 . !:I 
“CT.!‘1 

ry 

2.6 
(;i ‘) .- 

” 8 -. 
-I ,.I! 
8.9 

j8.C 7: - 

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

I L aased on a*:eraee of end-1982 axd end-1983 estimated amounts out- 
.stz?ding ; estimated by: the Xational Rank oi Yugoslavia, except t!-:at amount 
r, f interest-rree credit is assumed to erar; at same rzte during 1491 <IL: 
;e!rcti::e ,:redits. 
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Table 15. Yugoslavia: Budset of the Federation 

(In billions of dixars) 

198f’ 1981 1982 19H3 
Ja3 .- jax .- 

Year Apt. Budee t 1 ,’ Apt. 

Revenue 
Customs duties and other 

import fees 
Contributions from 

republics and provinces 
GexeraL tunover and sales 

taxes 

Other taxes 
!;ontax revenue 

Total revenue 109.4 164.8 199.0 5Q.8 245.3 h i-j . 8 

Expezdi cure 
Adniaistration 
Defezse 
Grants to republics aDd 

provinces 
Graats to funds and cou~~uni- 

ties of interest 
Investment 
Other or discrepancy 

Total expenditure 129.7 i67.1 

Surplus or deficit -2u. 3 ’ 7 --.* 
!As a percentage of CSP) (-1.3) (4.l) 

2n.-r 

38.5 

18.6 21.9 25.5 10.0 
76.1 99.8 116.L 26.1 

15.3 16.6 2c.7 7.3 

18.7 24.8 29.5 8.2 
i’ . 8 0. 9 17.4 0.1 
1.2 3.7 2.9 0.8 

195.7 

3.3 
( ct. 1) 

52.6 

26.2 28.3 i . 1-1 39.n l!:.h 

53.8 80.4 22.3 94 . 1:’ 75.3 

71.3 85.2 20.3 Lr76.2 23.!! 
0.2 0.3 0.1 c.fb 1-1 . 1 
3.3 b.8 1.1 5.i 1.8 

-I .9 

29.3 
150.6 

24.3 

3L.l 
1 .I! 
4.5 

3L3.9 

L ’ 
(11, 

lo?. 1’ 
‘9.6 

7 ) .- 

13.9 
I’ .7 
1.11 - 

6 ., L 

-‘I* h 

Solrrce : Data supplied by thr Yugoslav authorities. 

L -’ From the resclution for the Amual Pla? for 1983. 
, There is 30 ejrcernal financing of the budget. - 





Table lh. YU#“U I av 1 il: t’ubl 1 c Sector Krvrnue 

._---- I_-- -- -- __-~_- -. --- __-- -_. 

Kevenue for General Con6umptlon 
Budget 6 

Local Revenue for 
Total 
Pub1 i c 

Federa- Kepubllcs, govern- co1 lect ive Sector 
t ion provinces ments Other 1/ Total 2/ Consumpt ion 31 Kevenuc - 

_______ __-_I -.- -_ 

(In billions of dlnare) - 

1978 46.4 45.7 28.0 25.6 145.7 192.6 738.3 
1975) 58.9 68.5 35.8 28.3 191.5 233.8 425.3 
I ‘IHO 66.9 89.4 44.5 30.4 231.2 292 .o 523.2 
19Hl 95.2 129.3 57.1 39.2 320.8 386.6 707.4 
1982 I1 7.0 151.8 73.6 49.5 391.8 499.8 H91.7 
I YH 1 Ja:~uir ry-Apr 11 45.5 55.0 23.7 21.3 145.5 lR4.1 329.6 ’ 

&- 
w 

(Percentage change from year earlier) I 

981 42.3 44.6 28.3 29.0 38.7 32.4 35.2 
YH? 22.9 17.4 28.9 26.3 22.1 29.3 26.0 
987 J.rnu;tiry-Ap1.1 I 26.1 20.6 19.7 46.0 25.3 22.5 27.7 

s0urc.e : 1)6t H prov1dc.d by the Yugoslav authorlt Les. 

I/ Cc,:~sists primarily of customs duties. 
‘;I;! Equ61 to total revenue of sociopolitical communities. 
3/ Kcv~+:Iu~ of cornmunitle6 of interest for collective con6umption. 
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Status of Arrangclqexts Conected with 
Joirrt FiaaAcing Package for Yugoslavia 

AMEX I 

1. Arraagemeats with foreign commercial banks 

On March 25, 1983 the Yugoslav authorities, i;lcludi;lg representatives 
of the National Bank of Yugoslavia, azd certain other Yuposlav baxking 
institutions, reached preliminary agreement with the IAternatioaal 
Coordinating Committee (ICC) of foreign, commercial basks 0;1 the broad 
terms aad conditions of financing arraagenezts which were aimed at assist- 
ixg Yugoslavia to manage more effectively its external debt azd inplemeat 
its stabilization program. This fizaxcial assistance was to take the 
form of a medium-term facility aad short-term facilities. The precise 
details of these fiaaxiag arraxgemeats are prese;ltly beiq finalized. 
However, the broad outlines and certai;l agreed terms are described below. 

a. Medium-term facility 

U;lder the medium-term facility, the joi;Lt borrowers are the National 
Ba;lk of Yugoslavia axd certain Yugoslav commercial bartks. The guarantor 
of this firtartcing arrangemeat is the Socialist Federal Republic of 
Yugoslavia. The medium-term facility is divided into two parts. First, 
Yugoslav firiancial institutions will receive aa amount of up to 
L’SS600 million with the amourtt allocated betwee;: participating leaders 
in proportiorr to their base obligations (honguaraDteed debt outstanding 
O;I November 30, 1982). The phasing of the disbursemeats of the loa 
will be such that 60 per certt of the loa3 will be available shortly after 
the effective date of the signing of the loan. A further 15 per text of 
the loan will be disbursed not earlier thaa the later of August 20, 1983 
or the date five working days after the penultimate disbursement under 
the Fund stand-by arrangement for 1983. It will depend also 03 a 

satisfactory amount of credit having been disbursed under the Berxe 
package. The final disbursemeAt of 25 per cent can be made 30 earlier 
than the later of November 30, 1983 or foI1owiz-q the full disbursernext 
of the first traache of the World Bank structural adjustment loan. This 
disbursernext will require also that specific progress has bee2 recorded 
in implementing the Berne package. 

The availability of the first advance usder the medium-term r<ic:ilit;. 
is coxtizgeat up02 the fulfillnent of a number of precedent conditions. 
First, there should be a report iadicatixg satisfactory progress in thtl 
implene2tatio2 of ihtergoverXie2tal fi.tancial support under the Serve 
package (see description below). Second , there should he credits from 

the BIS totaling CSSSfl? milliox effectively disbursed tn ‘I’ugoslavi.2 in 
1983. Third, . there should be apreeneJt with the Fund 01 the a~:ail;lhi!it*. 
of an SIN? 55L million stand-by arraxgemeIt il 1983. out t-ii which 
SCE 335 mi!liox woulri be available before Ju-:e 1, , 199;. F’OIII- ch, t 96: 

. L’orld Bank would be “proceedin in a t inely, manner” xit? its 1lt<!x[ ii): 
of aereei2g with the Yugoslav authoritiy5 cj’ :t <r c~~‘:CU~:I\ ,~(!iI~st?ta 1: 
loa. for 20 less than CSS?jfj miliiox be::jre .!a;luar:: 1, 1’44;. 





h. The short-tern taciiitics 1/ --- 

Cxder the short-term faciticies the guarantor is the :Atio~nl Hank t;! 
Yu~oslavta. The maturities of outstaadiq Aorttrade short-term oh1 ik:.lc LII.I> 
are exte;lded for two years through .lanuary 17, 1995, through the e;ltrri.?l: 
of each creditor aad each burrower iAto a~ extension loa;l agreement. 
Trade debt az! flew ixterbank deposits are to be repaid when (~(1~ bllt thy 
availability of such credit is to he thereupon restored unti t .J.~nuarl; i?, 
1985 under “co2tt2uiag credit facilities.” :I revolvi:q facility eJ,lhl*:s 
the borrower to restore its ixdebtedIess if a suitable transaction I:A;~ 
be fourid. The short-term trade crtxfi ts are to be made available to 
Yugoslav banks instead of Yugoslav eaterprtses which meass that the 
e.‘lterpriSe making the repayment or a;zy rather enterprise with the 5;lmc 
bank as :he repayiq enterprise cam av;lil itself of the revolvixK t.rtsdit. 
This does not preclude the traast’er of foreign credits from OX ‘i~lg~sl;~v 
bank to n:lother. 

2. Intergoverzlmental arraayemcnt 
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on-lead rhe credits 0.7 GI revolvfzq basfs to Yuposlav ezeerprises r;hiih 
are fudged as hsviq the best prospects for quickly earxfzr foreinz 
exchange WI the basis of the goods Imported. 

The staff estimates that up Co CSSSMI millto in export credits and 
about L’SS200-3OO millfo;r tn tied and untied ffnanctal credits could be 
disbursed uader the Berne package in 1983, with a further amouzc of 
approximately USSV0 millioa to be disbursed ia 1984. 

3. World Baslk structural adjustment loan 

The Board of Directors of the World Barrk agreed to the provfsion of 
a structural adjustment ioan araounti;lg to USS275 millim to Udruzena 
Beogradska Banks cm June 28, 1983, with the guararrtor of the loaa being 
the Socialist Federal Republfc of YugosLavta. The loa is to be disbursed 
iz~ two traxhes of USS175 millioa and LSSlOr! mlllfo~, respectively, with 
the first part expected CO be disbursed before end-1983 aad the entire 
Loa expected to be disbursed by Juae 30, 1984. The loan is for i5 years, 
with a 3-year grace period. The proceeds of the 1oa;l would be o;l-Lext to 
Yugoslav tztdustrial enterprises (fzcludirrg agroizdustries) 03 a revolviw 
basis of up to 18 moaths depending on the type of export-oriented produc- 
tfoz co be fiaaxed. The toax fs designed co support the fmplementatiox 
of the Goverment’ s structural adjustment program. 
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Freezing of Plbl ic Sector Revenue 

Le+?islation passed at the cud of 1982 provided for the freezing of 
excess revenue of the public sector ix respect of the first quarter of 
1983. The revenue co be frozen would be the amount by which reve;lue of a 
public entity ix the first qriarter of 1983 exceeded the quarterly average 
for 1982. Owing inter alia to seasonal factors, thfs rule still allowed 
public revenue to be some 16.5 per cent higher ia the first quarter of 
1983 than a year earlier. Public sector revenue is understood to comprise 
revenue both for “general consumptfon” (essentially the budgets of the 
various levels of government) and for “collective consunptioa” (education, 
health services, peasio;ls, etc .), but three categories of public sector 
revenue were exempted from the freezi-\g scheme. They are the direct 
revenue of the federal budget (first column ix Table 161, republica;l and 
provincial budget revenues that are earmarked for transfer to the Federa- 
ties, a;ld reve;lue earmarked for transfers having the character of personal 
incomes (e.g., peXsioXs, but excluding wages of-public sector employees). 
The latter category of revenue is exempt because the growth of such 
transfer paymeAts is already formally Linked to the growth of persoAa1 
incomes i;l the socialized sector. The firrt two exemptions would allow a 
more rapid growth of the budget of the FedeL.atfox thaa of other segme:lts 
of the public sector, but it was expected that eve3 with these exemptions 
the growth of total public sector revenue would be sufficiently restrained. 
The revenues subject to the freezing system co,lprised an estimated L7 per 
ceAt of total public sector revenue in 1982. 

The freezixp system was initially designed co put greater emphasis 
02 restrafxixg the growth of the public sector thaz 03 curtailing domestic 
drmaad. Thus, the legislatfoa 0;1 freezing excess revenue required a 
public exticy (except the Federation itself), up02 acquiring excess reve- 
sue, to reduce tax rates or rates of coatributiox for collective consunp- 
tion withi 35 days ix proportFo;l to the excess revenue caned. 

This system of immobiliziag excess revenue was streagtheaed at the 
e;ld of Y?arch 1983 sot 021~ to provide for a contixuatiox of the freezing 
scheme but zow to have it implemented on a moAthiy basis for April 
through July 1983. For each of the cumulative monthly periods from 
January-April 1983 to January-July 1983, excess revenue would be defined 
as the revenue iz excess of that specified on a monthly revenue schedule 
for 1983 dram up by each public entity. These schedules were required 
to incorporate a deceleration of revenue durirrg 1983 such that reve;lue 
subject to freezing in the period January-July 1983 would, for general 
coxsunptioa, be at most 11 per text higher than a year earlier, or, for 
collective con;llmptfon, at most 13 per text higher. The same exemptions 
applied as before. 

These maximum growth rates were set at low levels so that, even with 
a nore rapid growth of revenues exempt from the freezi.72 system, the 
I’-noxthly growth of total public sector revenue should remain within the 
19 per text limit specified ix the letter of intent. The Yarch lraisla- 
ciox proi?ided chat revenue once placed i2 n blocked account could be 





- ‘he - ,A?;?;C:r 1 I 

uafrozex later in the year ix the event of a subsequent revenue shortfall. 
Some such shortfalls might well be expected, given the requirement to 
reduce taxation in the event of excess revenue. 

As noted i;l section X11.3.) the need to shift the emphasis of fiscal 
policy, hence the revenue freezing scheme, more toward restraint of 
domestic demand was perceived in the second quarter of 1983, resulting i2 
an extension and strengthening of the revenue freezing system. The most 
important change was the authorities’ decision to require minimum amounts 
of excess public sector revenue to be frozen, rather than to stress, and 
indeed require, returning revenue to the economy at large through tax 
cuts. The aggregate amount to be placed in a blocked account with the 
National Bank of Yugoslavia is Co reach a minimum of Din 10 billion by 
the end of September 1983,-am Din 35 billion by the end of December 1983. 
Also, the revenue once frozen Cs to remain immobilized at least until 
the end of 1985. 
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Yugoslavia - Foreign Exchaztge Allocacio;l System 

The foreign exchange allocation system of Yugoslavia is based 03 the 
Law 03 Foreign Exchange Operations a.?d Credit Relations with Foreign 
Countries introduced ir! 1977. 13 the area of foreign exchange acquisi- 
tio3 artd dfspositioa, the principle is that organizatfoas of associated 
labor which participate in production that earas foreign exchange are 
also the owners of the foreign excha;lge. Export earzings are to be 
shared betweea the final exporters aad suppliers of intermediate goods 
aad services accordirrg co self-management agreements based 0;1 their 
cozitribution to the final product. 

The foreign exchange crisis that emerged iz-t 1982 led to severe debt 
servici;lg problems and, partly i;l response to this, temporary provisions 
were introduced i:! May 1982 with the Law O;I the Terms aztd Procedures for 
the Disposition aad Use of Foreign Exchange for External Paymeats and on 
Extenal Borrowing i;7 1982, which placed priority O;I debt repaymeat ~II 
the use of foreign excha;?,oe. Self-management agreemerrts co;lcluded on the 
basis of this law set aside around 6Q bet cent of current foreign exchange 
earnings for the Federatioa and republicaa/provinciaI governme;zts to meet 
paymeats for debt service and oil payments. This resulted ir! a signifi- 
caxt reductio;l ir, the proportion of foreign exchange earnings that 
exporters could retain for their own use and as a consequence substaa- 
tially reduced both their ability to import and existing export 
iaceztives. 

The Law on Foreign Exchange Operations and Credit Relations with 
Foreign Cou;ltries was further amended by the Decision on the Common 
Foreign Exchange Policy of Yugoslavia for 1983, which was promulgated 
ox Decenber 31, 1982. This decision made a number of the temporary 
regulations adopted i:! May 1982 permaaerlt artd added a number of new pro- 
visions. A major new element was a considerable strengtheaiztg of the 
role of federal entities at the expense of the regional entities. The 
emphasis OJ the balance of paymeats positions of i;ldividual republics, 
that characterized the previous method of allocating foreign exchange, 
vas replaced by a sectoral distribution system. Furthermore, the banking 
s::stem was accorded greater responsibility in the allocative system. 
Commercial bazks would be responsible for ascertaiAi>g that azy foreign 
borrowing by enterprises would be for projects that generate a sufficient 
flow of coxver:: ole currency to meet repayment and interest schedules. 
The commercial banks would be required to gfve assurance co the National 
Bazk of Yugoslavia that each foreign credit is thus secured. ITI addition, 
‘I’ueoslav enterprises borrowing foreign exchawe from a domestic bank 
would be requfred to repay these banks at the market rate of excharrge of 
the date of repayment ratl?er than pass the exchazqe rate tLsk of foreign 
currency iJdebtedxess to the baaki+z system, as they in some cases were 
able to do in the past. In order tG strezrthex the authoritfes’ super- 
*:isory capabilities, enterprises have been Limited to axe foreign exchange 
bazk account wtth effect from July I, 1983. 

The law established a mandatory allocation system for the foreig? 
exchange earxings of exterprfses. First, 2 i per cent would go to the 





the federal sector: 5 per teat for the federal administration, 3 per 
teat into the reserves of the National Bazk, aad 17 per teat for enerry 
supplies. Foreign excha;lge is thereafter allocated accotdi;lg to the 
following priorities: (i) the meeting of exporting enterprises’ owx 
deb: a;ld trade credit obligations and essential import needs; (ii) allo- 
cations for imports by suppliers of export-oriented enterprises, (iii) 
allocations for those enterprises whose production is based 0;1 established 
import seeds, but who do not participate directly ia export activities, 
aad for some other users i;l the productive sector; (iv) provision for 
the needs of the republica. aad communal govenmeats; a;ld (v> allocatio;l 
to infrastructure a>d miscellaneous other seeds. A;ly remai;ling fore ig;l 
exchange is to be sold through authorized banks to the unified foreign 
exchange market. 

The amended law provided a framework for the allocatiort of foreig;l 
exchaslge which was to be filled iz~ ia the context of self-management 
agreemeats among groups of enterprises under the aegis of the Federal 
Community of I;lterest for External Relations aad the Federal Chamber of 
the Eco;lomy. Originally, these agreements were to have beea coilcluded 
by the cad of Juae, but the process has proven difficult, and o;lly a few 
grows. including the textiles and wood processing sectors, have reached 
terrtative agreements. Agreements are now expected to be reached by 
August. Certain special arrangements have been concluded. Thus 28 per 
ce;lt of foreig;l exchange receipts realized from exports of agricultural 
food products, tobacco, aad forest products will be allocated for imports 
of raw materials for fertilizers axd pesticides. Also it has been deter- 
miaed that the allocation for republics and provinces will amou;lt to a 
maximum of 15 per ce3t. 

The prese;lt system is clearly more advantageous for exporters than 
that in effect irt the second half of 1982. After allocations for the 
federal sector, oil imports, aad republics aTtd provinces, 60 per teat is 
left to cover the exporting enterprises’ otrn import a;ld debt service 
xeeds aad for sharing with suppliers aad the rest of the economy, com- 
pared with some 40 per cent ir~ the second half of 1982. Most of this 
improvement is due to the lower net debt service payments because of the 
rollover of debt owed to foreign commercial ba;tks. The pote;ltial Loss 
of export incentives on account of the i.Atroduction of limited surrender 
requirements for a unified market appears to have been more than offset 
by the flexible excha;lge rate policy being pursued. 

At the begiznixg of July, Yugoslavia further amended its legislation 
regsrdizg foreign borrowing. The maix thrust of the Legislation is a 
further strengthening of federal control over foreign borrowing and 
debt service paymeats. 

In spite of the amendmeAts to the foreig;l exchange law, the foreign 
exchange allocation system remains heavily compartmentalized. It appears 
that the system under the self-maaagemenc agreements that is fn the 
process of being concluded will be insufficient to enstire the proper 
fuxctioaiztg of a unified market. The Yugoslav authorities are aware of 
this azd coxcur that additional measures zeed to he taken 02 the basis 





- 51 - A?iEiEX III 

of a study to be completed by September. They intend to review the who.Le 
system with the Fund in the context of the next quarterly review and with 
the World Bank in the framework of the SAL arrangement. Additional mea- 
sures that will enhance the efficient functioning of the foreign exchange 
market will be introduced with effect from January 1, 1984. This will 
include a strengthening of the unified market through the establishment 
of minimum amounts to be surrendered to it by exporting enterprises (or 
adequate pooling of enterprise resources within individual banks). In 
this way emphasis on the supply of foreign exchange through the unified 
market will be increased. An additional requirement would be to ensure 
the proper functioning of the interbank market in foreign exchange which 
could be confined to a limited number of large banks. Further, the 
introduction of explicit rules for what may be considered normal working 
balances of foreign exchange for banks and the requirement that excesses 
over such levels be sold or on-lent to other banks or to the National 
Bank of Yugoslavia should enhance the efficiency of the interbank market. 





Supplement to the Letter of Intent Dated December 30, 1982 

Dear Mr. de LarosiPre: 

In accordance with our letter of January 15, 1981, as supplemented 
in our letter of December 30, 1982, supplenented by our letters of Febru- 
ary 18, 1983 and May 4, 1983, we are writing to you to describe the 
economic situation and to outline the policies and measures to be ptirsued 
during the second half of 1983. 

The plan resolution for 1983 gave the highest priority to improving 
the external liquidity position of Yugoslavia so as to ensure the fulfill- 
ment of international financial obligations and move toward a sustainable 
improvement in our balance of payments. To this end restrictive demand 
management policies were implemented, a number of administered prices 
were adjusted to reduce price distortions and further our objective of 
harmonizing domestic and international prices by the end of 1984; and an 
active exchange rate policy has been pursued to enhance export incentives. 
An amendment to the foreign e.tchange law was introduced to promote a 
more unified foreign exchange market, aad thus to increase efiiciency in 
the allocation of scarce foreign exchange resources. An increase in 
interest rates was introduced to further our objective of moving to a 
positive real interest rate. 

We have recorded progress in a number of areas thus far in 1983. 
Most notably, the current account with the convertible currency area 
improved by over USSl billion in the first four months of 1983 from a year 
earlier (to a deficit of US$125 million). A strengthening of export per- 
formance to the convertible currency area and a high inflow on invisibles 
account contributed to this improvement. There has been a marked 
deceleration in the growth of nominal incomes per employee in the first 
quarter of 1983. Nonetheless, domestic demand is more buoyant than we 
had expected, notwithstanding the policy of credit restraint pursued by 
the Xational Bank of Yugoslavia, in part because of the rapid growth of 
incomes outside the organized economic sector and the substantial rise 
in interenterprise credits. This buoyancy is also reflected in the 
higher-than-expected rise in domesti,: prices. 0s the external side, 
exports to the convertible currency area were encouraged by an active 
exchange rate policy . (The dinar depreciated in nomiial effective terms 
by more than 30 per cent between end-December 1982 and end-Vay 1983.) 
Exports were diverted from the sonconvertible currency area to the con- 
vertible currencv area in response to this strengthening of incentives. 
However , much of-the improvement arose out of a shift of itr,?ort demand 
to the nonconvertible currency area and a compression of imports to 
levels that are adversely affecting production both for the domestic 
market and for exports. Foreign exchange shortages resulting partly 
from delays in the realization of the planned internat ional f inane ial 
support package have contributed to the Lower imports which have hindt?red 
production and exports. 

A review of c! velopments at midyear clearly indicates that the 

external adjust ;.?xt -.~f,ds are greater than had Bern per(:t~i~,~~d iIt the ticif’ 





of the adoption of the aaxual plax resolution for 1983; efforts 1.7 addi- 
tio3 to the supplementary measures thus far adopted ia 1983 are needed to 
bring about this adjustmeat. Demand restraint must be intensified axd 
fixazcial discipline must be improved. We are coztixuinp to carefully 
review the adequacy of export incentives as well as measures to reduce 
distortions ih the economy. This means further action is called for 02 
prices, O;I interest rates, and O;I the allocation of foreign excha;lge, as 
well a’ i2 the areas of credit axd fiscal policy. 

1. The GoverAmeat considers incomes policy to be axe of the essential 
elements in the medium-term stabilization program. For 1983 the target 
was to hold personal incomes per employee 13 nominal terms 1r1 the first 
quarter at the level of the fourth quarter of 1982, and to reduce real’ 
persona! incomes per employee 0;1 a year-on-year basis by 7 L/2 per cent: 
personal incomes of those who work ia the xoaecortomic sector were to 
decline i.;l real terms evea more sharply. The outturn for the first 
quarter was approximately ia lize with the target set for that quarter 
artd the results for the first four months showed a decline of 10 per text 
for real perso;ral incomes. A federation-wide social compact 02 incomes 
policies, which unifies incomes policy criteria and guidelines, will be 
adopted ia the coming months, aad confirms our commitment to moderatio> 
ia the growth of personal incomes. The effects of this compact will be 
reinforced by ;Lew laws relating to the SDK aad the priority of paymeAts. 
We are, however, determixed that our incomes policy objectives will be 
achieved aad that pressures emanating from the fall i;7 real personal 
incomes in the first quarter aad coxtiauiaq strong price pressures do 
xot give rise to a resurgence ia the rapid growth of personal incomes 
and an upward personal incomes-price spiral. It will be our objective 
to ensure that the growth i> xomixal personal incomes per employee does 
oat accelerate during the remainder of 1983. To the extent that the 
year-oa-year i;lcrease ix nominal personal incomes per employee i;l the 
second quarter of 1983 exceeds that in the first quarter of 1983, then 
the Federal Goverxmeat will stand ready to take action to fully reduce 
this excess by the fourth quarter of 1983 through measures to moderate 
the growth of Aominal personal incomes i;7 the secortd half of 1983. 

> -. To further the Government’s aim to reduce distortions ia relative 
prices a.?d Aot to allow sew oaes to rise, major price changes were 
implemented in the first half of 1983 for electricity, coal, transporta- 
tion tariffs, petroleum products, aAd meat. Rents were also i.Acreased 
substantially. However, the effectivehess of many of these measures has 
tended to be impaired by a rapidly rising general price level. We are 
ziving further close coAsideratios to price developments in these specific 
products and we will review price movements in other important products 
xi t h a v i e ;: to elimixatixg price distortions. 

I ,. I? Juxe the price of domestically produced natural ,zas was raised 
1~2 average by nearly 6il per cent, with a further signiilcnJt increase to 
be introduced before the exd OF 1983. The price of oil products Idill he 
increased ix line with ihterxational prices, which on the basis of present 
estimates would mea2 by around ICI per cent, not later thax Iicti>ber 1, 

1983. Thereafter, we intend to introduce a formula frjr oil refineries’ 





prices to be adjusted four times a year, which would ensure that (tonest i 
prices reflect world prices, aad that price parity betweez domestil- a.ld 
imported crude oil be maintained. Prices of coal azd coke Gill also by 
adjusted upward ix the firral. quarter of 1983. A review of the level AX! 
structure of electricity tariffs i3 the framework of a;1 overall re:piew 
of priority sector prices will be completed duri;lg October, aad the 
price adjustmeats that are deemed ;lecessary to briny reve;lues more i2 
lixe with the costs of geAerati>g electricity will be implemented Aot 
later thaa November 1, 1983. At the bepixAiq oi r984 there will he 
further increases i2 transportation charges, electricity tariffs, and 
re;lts to further correct aad aarrow price distortions. All of these 
specific adjustmeats in relative prices will be sustained by recIulat-ly 
adjusting these commodity prices in 1iJe with developmeAts i:! world 
narke t prices, ia the case of internationally traded t1oods, or in lixe 
with the general price level for services and nontraded coods. 

b. The recent movemeAts ix the exchange rate, although effective i;7 
enhancing export iacent ives, have permitted new price distortfozs to 
arise, since i;l maay irrstaaces increased production costs stemmiJe from 
a higher cost of imported inputs have not bee3 passed through fully or 
quickly into producer prices. Price policy will be directed toward per- 
mittiag t:le full axd fast pass-through of cost increases resulti;lp iron 
changes in import prices. Not only will this reduce price distortions. 
but it will also strengthen the financial position of a Aumber of workixe 
orgaJizations dependent on imported inputs. 

5. The Goverxmext ixteads to liberalize the formation of rnaxv prices ix 
July, with the lapse of the decision 02 control of prices, so that ;I; per 
cent of industrial producer prices will be deternixed by OALs themselves, 
withi the framework of our price system. IX addition, another 51‘1 per 
ceAt of industrial producer prices will be set by OALs subject to the 
approval of communities for prices, which have as their maix criterion i1 
sazctioxiAg price increases that prices be harmoaized with iAterAationa1 
prices. Accordingly, oz~ly 10 per ceAt of industrial producer prices will 
be subject to official maxfmum price limits. Thereafter, we wi 11 cc1.7t i3ue 
our intertded policy of giviq greater flexibility tl) ~r;\l.s ix price fc,raa- 
t ion. This deregulation of prices should improve the efficiency f>r thz? 
pricing mechanism. Price competition will be further ?xhaAced whe?, 
extenal constraints have diminished sufficie2tLy to permit a liberaliza- 
tiox of import restrictions. Certain agricultural prices have recent 1’: 

bee.7 increased, includiarr rises iz producer prices for- wheat. We kill 
ensure that they coxtixue to offer adequate ixceAt iTies i:,r product io?.‘, 

both r‘or the home aAd the iJternatioAa1 market. Xppr~~pri:3tc nk:ricliltl!r:li 
prices for 1984, reflecting these principles, Kill ht. t~c:tnhlishcr! :::it; 
fall il anticipation of the -,laxting season. 





eschaqe rate pal icy. Ir! addttiox. the currency basket used to CalcLiate 
:F;e effective exchange rate is being revteued to ASSESS the apprupriate- 
.!ess of the weightixp system. The study of the basket will be completed 
by r:ld-October 19H3 and the agreed recommendations implenexted by .Ja~uclry 1, 
19RL. 

: . Fiscal policy is beile ixcreasiagly used to help dampen the srovt P. C--I 
domestic demand. For 1983 it continues to be our target to control public 
expenditure by limiting the effective use of certaf.7 public sector reve- 
sues and revenues for collective consumption fl accorda;lce with our irate:- 
tioxs expressed iz the February 18, 1983 suppleme;7t to the ietter of 
i.?teAt a;ld in our letter of Yay L, 1983 to you. Excesses ia public sectcr 
rtr*:exues above these Growth 1imi:s are to be Fmmobilized in special 
blocked accounts. The leeislatiox introduced ix Harch 1983 recuired that 
recess public stlctor revenues over the period January-July 1983 be placed 
in special blocked accounts by the Social Xccounci;lg Service. By .Ju~e 
1983 this legislation had give2 rise to the blockiqz of Dia 5 bllliox LX 
blocked accounts. It is the iztentiozl of the authorities to extend this 
legislation rquirixe; the immobilization of excess public sector revenues 
through the second half of 1983 so as to maintain restraint 03 demand 
f;)r adAera and collective consumption. To this ezd, DIx l? billio;i of 
public sector revenues will be placed in blocked accounts with the 
Satiozal BaAk of Yueoslavia by the exd of September 1983 aad this sum 
sill rise to Diz 35 billi by exd-December 1983 (see agreed memorazdun 
0 z- understanding). The system of freezi;lg excess revenues as introduced 
: .7 Yarch 1983 will be extended through to the exd of the year and will 
be nodir’ied so that excess revenues will be frozen until end-1985 aAd 
placed iz a special blocked account with the Satfozal Baxk or’ Yugoslavia. 
I.-i addition, ix view of the continued importance oi restraizi-r the 
irowth of public sector expenditure, the 12-monthly increase i2 total 
public sector revenue (i.e., revenue for ireJera1 and collective cozslxzp- 
:iox), excluding the frozen reveriue placed jx a special blocked account 
xitf? the ?;ational Baxk of Yugoslavia, wili be limited t&3 18 per c’ezt ix 
the second half of 19P3. A 12-monthly growth rate pi public sector 
r e 9: e .2 11 e . i .2 excess of this rate of 18 per ce2t inr axy period xi thread 
successive moxths ~111 be take2 as rtot cocmexsurate t;ith the ?ro;rran 
.igreed I:: the Letter 0f iztext. A deviation of 2 perce2taKe poiztL; 
xi 11 be acceptable. 

p. TC help zontribcte to the accumulation of these deposits i:: bLr:bc>.ed 

diCOU.7tS, the tur.?over tax races will be increased or rc~.~e~ue oi the 
turxo:er tax Uiil be restructured o:: specified products (petrole?ln. 
tobacco products, aicnhol, etc. j not later tba.7 ‘rctober 1. ;:I xiditio7, 
9ther romis nt indirect taxation and aisn the eifctcti%:t? raft’s Y)T ;;I:.I~~L~~I.-, 
:I:! Aoz!vage iT:cr)p,e a:c! oz property: All be raised. Thesi? tax c~:;~,-.;‘cs 
;.i 1 i SupporE t::r ;jbjrCt i*res oi lr‘.comes poliry a::d xi 1 i t::ttosel..-es ?,...- 
tribute to :he ::o.;trol r>i co~~u~.ption by C!:P krjuSrbr,ii: srccor. 
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keenly aware of the xed to pursue a te.striccil.-e aonetary poti~); with 
the aim of reducfzq domestic denaad aAd hoidi;lg back the i~flatio~at-v 
impulses from the depreciation of the di,?ar axd the adjustmeat 0; 
adniJiscered prices. Accordfxly, the monetary proaran for the S~COZ-I~ 
hair of 1983 eavisaaes a reductfoa fa the rate of zrowth of adfusted \I: 
to about IfI per teat by the end of December, compared with 17 per ct:~c 
at the end of L982. This is considered the maximum reductt0.t possible 
duriq this period in which the credit steeds of both agriculture ~,beca~s~: 
of a large harvest a;ld a sharp ixrease i;l prices) and exports (because 
oi the depreciation of the diAar) are particularly larze, a;ld the pollc> 
described will resuLt in a curtailmeat of credits for other purposes. 
compatible with the tarRet for monetary expansion, we shall ensure that 
the average stock of xet domestic assets of the bazkiAr system for the 
e;ld of July, August, a;ld September 1983 will xot exceed Dix 2,927 billion 
aad that for the e2d of October, November, and December 1983 y:ill xot 
exceed Di;l 2,998 billion. The limits for the stock of xet domestic 
assets O;I September 3C, 1983 and December 31, 1983 will be Din 2.94, bil- 
liar! and Dir! 3,C?l billion, respectively. If ar_ the time of a Fund scafi 
missio.-! i.7 September the liquidity positio;l is excessively Eight, the3 
we shall reserve our right to request formally aa earlier revision of 
the ceilings for the fixal quarter of 1983. Dfzar counterpart deposi cs 
or’ the Governent at the Satioaal Baxk of Yugoslavia oripiAatix tron 
external fi.taxing credits will be sterilized. Fixally, DLn 35 billion 
of total public sector revenues will be deposited iz a blocked accotixt 
with the National Bask of Yugoslavia. 

1 ,:I . In view of the higher-thaa-previously-foresee2 rate of iriflacion ix 
the first part of 1983, we consider that a further rise f;l i;lterest rates 
is xrcessary. The sew higher structure of interest rates (see attached 
cable) will be accomplished, firstly, by immediately raisix iAcerest 
rates directly subject to the control of the Natio.taI Raxk of Yugoslavia. 
R+?d i scouxt rates for selective National Baxk credits to priority sectors 
will be raised by 19 percentage poirrts by July 117, 1983, while the discour‘.t 
race aad the rate on Liquidity credits will be furtb+r ixcre;lsed ox the 
sme date to 3i‘: per cent. We also incead to raise interest rates on all 
hr,l:sehc,id time deposits with a rate of 3” per text O;I three-year deposits. 
Paral lel increases in ixteresc rates 0.1 deposi’s oi (J.&L5 wi 11 cake place 
also. hrl:al!se c;2iform barrk deposit rates in Yugnsla*:ia are deterri.TtJd by. 
a self-mazacezext agreene2t recuiri;lr the .-o;~sensus f)i ,a1 1 b;lAlrs, it wi! 1 
cake some time tr) agree to the new proposed izceresc rate sched~lt-, !-!I:: 
the r~ew schedule :,jT ba.lK deposit rates wrll be introduced as SOO:I ,.ts 
;~~ssible a;ld axv*wa:; !wr~!rf: the ctxd rjf the year !Qp.3. The i .~i’re’.is~.- i ,: 

‘; .:r i‘OS; Of rt;>:ds tl) D,;TI>~, .~5tifmt~d ;I.~ hr 1‘1i.: -*-- 5i 1 Ii’,7 I).: ,I.] .:.~.:II.I~ 

iasis, ;iiil dri-,e 21~ ban>. lenfli:2;: r:itec;. 1;: .-iddi Y icln. 3 ’ :eSlbr lv::rii.:,* 
: ,.I t *a f,ir 2er; cr&i cs vii th cercai.: t~x~~I~t il,n< :5r : t : . . ..- r6,tfLt+ :rc 7 .!tb~~est i. 

.!r:3ef:: inl ban’ri rFiS’ourr:~s xi 11 he i 3tr4)0.itlr.rc! h ..’ I,?: l:.lrv 1 , ! ‘A# 4 , I::(! xi i I 

?e in j~5ced in 1ir.r ;*ich decelr,pceJts i.-, !*:r “sr !. I’ :-.‘.+.i . ‘;;, r * * ! 7 - 

. I.-c ,..dc ‘it;’ pr,! ice. xii; he desic.7psj C,) CC,:;,. ; .:,.r+,-’ : I:#,- f,,‘~,-t:.: ,: -,’ ., ’ ; I’-‘- 

rer7 ;r>41 r,i real pi)s~tit:~ rates. 
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unsecured bills, estimated at the cad of 1982 at Di;l 27; billio.7. by 
Dis 50 billion. 13 view of the limited progress that has bees made thus 
far in bringi;lg about this reduction, the Government will develop a 
penalty mechanism to be introduced in September should the targeted 
reductio;l not have been achieved by that time. In addltfo2, the Govern- 
meat is iatroduciAg other regulations aimed at eaha;lciAg financial disci- 
pline in the enterprise system aad restori;lg the financial viability of 
loss-making enterprises. 

12. We have with effect from January 1, 1983 introduced certain ame;ld- 

meats to the foreign exchange allocation law to overcome the frapmeztatiox 
of the foreign exchange allocation system which had become evident at the 

cad of 1982. A major provision of the amendment was to abolish the 
regional approach to balance of paymeats objectives by establishing 
unified crfteria for the whole of the country fzr the allocation of 
foreign exchange. Another major chaape was the introduction of partial 
surrender requirements for enterprises with a view to StreagtheaiAg the 
u.?if ied foreign exchange q arke t . The system is presently being put ix 
place through the aegotlatioa of a comprehensive set of self-management 
agreements which are expected to be concluded by the end of June. The 
intrcduccioa of surrender requiremeats may have reduced export incentives 
somewt:at but these disincentives will be offset by a continued active 
excha;lge rate policy as described i;l paragraph 6. We intend to review 
the system Sy September 1983 in order to make sure that the objectives 
of the anezdmeats are being met. The report based O;I this review will be 
available for discussio;l with the Furtd by the end of October. We will 
agree at that time on additional measures to be effective from January 1. 
1984 to eahaxce the efficient fuxctioxixg of the foreign exchange market. 
These will include a strengthening of the unified market through the 
establishmeat of miainum amounts to be surrendered to it by exporting 
enterprises (or adequate pooliAg of enterprise resources withi individual 
banks). In this way it would be hoped that emphasis gradually be 
increased on the supply of foreign exchange through the unified market. 
.ti additio;lal requiremeAt would be to ezsure the proper functioning ot 
the i;lterba;lk market i.7 foreign excha;lge which could be confined to a 
limited aumber of large baAks. This should be done through the ixtroduc- 
tio;l of explicit rules for what may be considered Aormal worki balaxces 
of foreign exchange for banks azd the requirement that excesses over 
such levels be sold or o;l-lent to other basks or to the Satioxat BaAk or’ 
Yueoslavia. The foreiqx exchange law will also be amended in such a way 
so as to permit the Sational Baxk of Yugoslavia to introduce a c.har2.e 02 
interest-free credits granted to banks i1 exchanire for foreig! exchange 
deposits. 

13. The Goverrunext coztixues to hold to its medium-term objecti*;es of 

enhancing economic efficiency and the prospects for Lrowth ir? a less 
ixf latioxary environment. Increased eff iciexcy will be sought by rare- 

fully reT:iewin< institutional structures that could dit:e rise Crj u;:due 
rigidities, and by reducing the share of public sector c’unsumptio1 ix tF:c 
sot i al product . Increased labor nobility and imprf2ved f i laxc ia 1 !1 i si: i - 
plixe of the OhLs, notably for Loss-making extrrprises. will ~n~~!~le 
greater flexibility asd more efffcieacy i1 the allT)catin.? ;I? yrlidu(.ci.:k, 





resources though initial moves toward a rationalizatioa of the structure 
of production are costly. Further greater reliance 0;1 market forces 
for the determination of interest rates (which in our VLCW should be 
positive i;l real terms) and of the prices of foreign exLhaage and goods 
will contribute to the reduction of existing dfstortioas and prevent 
new 02es from arising. A realistic exchange rate policy must be pursued, 
artd competition from abroad must be encouraged to secure an appropriate 
patter3 of resource allocation. The growth of perso;lal incomes and 
contributions for collective coasumptioa will be kept below that of the 
i;lcome of OALs so that they can rely more 0;1 iateraal saviqs thaa O;I 
bank credit to finance working capital a;ld fixed iavestmeats. Erthanced 
efficiency will permit the eco:lomy to resporrd more rapidly a;ld more fully 
to a change i2 the extenal environment while also improving the lo;lper- 
term prospects for growth and employmeat. 

Radovan Maki’c Joze Florjaaci’c 
Govenor, National Bask of Yugoslavia Federal Secretary for Finance 
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&REED YWORAXDL‘M OF LWIERSTAKD ING 

Subject: Technical Note on Incomes Policy 

The last teso sentences of paragraph I ox fncomes polic:~ should 
be understood as follows: If the year-oa-year tacrease tr! ;romizal per- 

sonal i~omes per employee in the second quarter of 1983 were greater by 
2 or more percentage points than ia the first quarter of 1983, then the 
Federal Coverrrment should cake measures to lower the growth of nominal 
pera;nal i~omes per employee in the second half of the year to ensure 
that this excess fa the growth rate is fully eliminated by the fourth 
quarter of 1983. That is, accfo;l by the Federal Cover;une;lt should be 
such as to bring the year-on-year growth rate f;r nomi;tal perso;lal Incomes 
per employee to 20 per cent in the fourth quarter of 1983, and that a 
margi:! of 2 percenta.qe poiztts will be acceptable. 





AGREED !JIE~ORASDL% OF L-NDERSTASDIXG 

subject: Technical sore ox the Freezirrg of Surplus Public Sector Revezl:e 

It is utlderstood chat the public sector revenue to be frozen 
uill be placed in a special blocked account with the National Bazk of 
Yugoslavia vfth the amonts ouCstaBding in this accou;It specifically 
ideatifed in the National Ba;lk’s monthly balance sheet. The public sector 
revenue is defined to comprise revenue of sociopolitical communities plus 
revenue for co1 lee t fve co3sumpt i 02, which In 19H2 totaled Din 892.036 bil- 

lion. Irr the case of revenue of communities of interest for collective 
coxumptio~, surplus revewe held 03 deposit with axe or more commercial 
banks a,?d registered by the Social Accouatiq Setvfce (SDK) will be 
redeposited with the National Bank of Yugoslavia. The amounts of public 
sector revenue frozen in the special blocked accou;lt of the Fiacional Baxk 
of Yugoslavia will be derived either from the excessive growth of revenues 
of particular public sector bodies in relation to prescribed revenue 
targets or from increases f3 rates of taxatfoz. X11 revenue once placed 
i.t the blocked account will remain i.7 that accomt uzttl the exd of 1985. 

12 the monetary survey and for the purpose of calculative Act 
domestic assets under the performance criterion, the National Ba;lk of 

Yugoslavia wfll exclude the funds in this blocked account up to the lir?.its 
of Dirr 10 billion by September 1983 and Dix 35 billi by December 1983 
from ordinary government deposits a;ld from the defixitiox of mosey. 
Consequently, “other assets, net” iz the moxetarl; survey will be reduced 
by the amourtt of the frozen revenue excluded from the defixitio;: of 
eorte]:, and for a iriven ceiling 03 xet domestic assets there will be a 
correspondiq increase i.t the permissible expaAsio.7 of domestic credit 
to the economic sector. 

Public sector revenue will be froze2 duri>i each oi the months 
-Ii.. -hcenber ;9R’j, axi the dfAat value of the outstaxiind anouzts irozez 
*d i 1 ! be telexed to the Fund wlthiz three weeks of the end or’ each ~.li 
these six nonths, showing separately the froze.7 re*:e2ue c-,f snci~~polit ic:l! 
communities ;3.7J that 9f self-manaeemext connunitics or interest. 
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AGREED VEYORA?;DL’M OF !:?iDERSTANDINC 

Subject: Technical Note 03 Net Domestic Assets Ceillnq 
of the Yugoslav Ba3ki3g System 

The baaking system for purposes of this ceilinK is cfefi;led ;IS 
the consolidated accounts of the national banks and the basic n;lci .~ssoc..~- 
pited banks. The Act domestic assets (NDA) of the above-meat ioned b;tAk.s 
art? ralculated to equal the sum of the following Items iz the monctar:J 
Sllr’J~!/‘: 

End-December 1982 
(In bllllons of dinars) 

Set foreign I iabilltics 
?lOXY 

fjuas f -mo;ley 

587.9 
739.8 

1.386.7 

?,714.4 

1:) setting the ceili3E t’or NDA the effects (,f chaAK:es in Lhr! 
exchange race on ;let foreign liabilities of the banking system and 1.13 
roreigi currency liabilfties to residents (the latter arc included i:l 
quasi-money) nre eliminated by applying valuation adjustments to the 
relevant data. Drnwi;lxs (33 suppliers’ (-redits under the Herne agrcemc;:t 
;ire also excluded from the calculation of NDA up to a limit of I!S.S&Kf) mil- 
l iorr. Fiqures for suppl iers’ credits under the Rerne agreemeat should 
hrt reported to thrr Frond 0.7 a monthly basis. 





( In per ce2t per annum) 

--- 

Weight il 
In per ce3t 

Ef icc:t 5 j,: 
Interest Rates In hilli!;; 

Present >iew Zj of d i.3ars - 

Ikpo; i t money 
0AI.s 4/ 17.5 

Sat ioAa1 Ha;lk credits 
Uiscowts and credits 

for 1 iquidi ty 
Selec: ive credits 
I;ltvrest-fret! credits 

2.4 
16.4 
18.9 

!ir~r~s~hol(i dcposi cs with 
maturities 1~~s tha:] 
f)ne year 

Si;rht lo. 3 
Tllrce months 1.9 
:iix mrjnths 1.9 

Ptfstricted OAL deposits 4.7 
Short-term deposits of OALs 1.9 
I.dj:lr’.-tc- rn depos i t s 

Hr,~~sc:hr~ Ids 
Time 4. h 
ii011.s i ;i;r 4.h 

‘i.4l.S ;~.xf c>tti6.r 14.9 

4 7.i 

22 3l! 

H-12 18-22 51 
f! 0 - 
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Fu>d Relatiox with Yugoslavia L/ - 

Membership: Yugoslavia is an original member of the Fund. It 
coatlrrues co avail itself of the traasitiozal 
arraagemeats u;lder Art Ic le XIV. 

rluota: SDR 415.5 millio3. 

Use of Fund credit: Total outstanding purchases of SDR 1,858.O million 
(447.2 per ceAt of quota), lxludixp SDR 19O.L mil- 
lion under the compexatory ffnaxi2g facility 
(45.8 per cent of quota), SDR 413.8 million (or 
99.5 per ce;lt of quota) under the credit traxches, 
and SDR 1,253.7 millfon under the supplementary 
f inaxing facility. Outstaadiag purchases excluding 
those u;lder the compensatory ffnanciq facility 
are equivalent to 401 per ce;lt of quota. 

Fund holdings of 
diaars: SDR 2.270.3 millio>, or 546.4 per ce;7t of quota. 

Current arraagemeDt: Stand-by program covering the period from JaAuarl; 
30, 1981 to December 31, 1983 i;l the amount of 
SDR 1,662 mfllioa (400 per teat of quota), of which 
SDR 1,357.8 milliorr is bei;rq provided under the 
supplementary ffAaxiag facility. (SDR 1,&33 mil- 
lion had bee2 purchased by the e;ld oE Juae.) 

SDR position: tiet cumulative allocations amount to SDR 155.2 mil- 
lion. Holdiztgs amount to SDR 0.04 million. 

Gold distribution: Received 177,144 fiae ouxes of gold iz the four 
phases . Received profits amountixq to CSS32.9 mil- 
liar, ia the three distributions; CSSl1.r) mflLio2 has 
bee3 transferred to the Trust Fund. 

Last coxul tat io;l: The staff report for the 198 2 Article IV co;lsuLtatiox 
a2d review under stand-by arranqemeat with Yugoslavia 
(EBS/83/46, 5, Z&/83) was considered by the Execut il:e 
Board at ERMld3i47 (3/11/83). The Executive Board’s 
decision 02 the 1982 coxultatiox with Yugoslavia 
( Decision ?io. 7362-683/47), adopted ?larch 1 I, 1983 ) 
was as follows: 

1 .i pas it ion as l,f June 7’-l, 1983. - 





conducted uader Decision No. 5392-(77/63) adopted 
Aprfl 29, 1977 (Surveillance over Exchange Rate 
Policies). 

2. Yugoslavia co;ltiaues to maintain the restrictioa 
0;1 the availability of foreign exchaqe for travel 
as described ia EBS/83/46 (2/24/83). In the circum- 
stances of Yugoslavia, the Fund graats approval for 
the retention of this exchange restriction until 
the completion of the aext Article IV consultation or 
February 28, 1984, whichever is earlier. The Fund 
aotes the existence of external payments arrears 
and the iAtentio;l of the authorities to elimi;late them 
at a;1 early date. I;1 the cirumstaaces, the Fu;rd 
grants approval of maintexaxce of extenal paymeats 
arrears until August 14, 1983. 

The Executive Board’s decision O;I the review under 
stand-by arraagemezt with Yugoslavia, Decision 
Eio. 7363-(83/47), was also adopted 0;1 March 11, 1983. 

A memora;ldum reviewing Yugoslavia’s economic per- 
formance a?4 the external fi;la;rci;lg package 
(EBS/83/88, 5/4/83) was issued prior to the ?iay 
drawing under the stand-by arrangement. 

Exchaqe rate 
system: The curre;lcy of Yugoslavia is the Yugoslav di;lar. 

The authorities do ;Iot maintain the exchange rate 
of the diaar withi.t axnouxced margins axd, therefore, 
all trazsactio3s. with the exception of those 
effected under: the procedures set forth for certain 
countries with which Yugoslavia has bilateral pay- 
ments agreements, take place at a fluctuating 
exchange rate. However , the authoritfes ixtrr!:exe 
i.? the foreiztn exchaxae markets, k-‘heJ necessary, to 
ensure orderly conditions axd to scooth out fluctua- 
tiozs iA exchange rates. The bi;yi-c aAd selli:~ 
rates for the 1i.S. dollar ix the foreijx e:<ch<lz;Ttd 
market in Belgrade o;1 .Ju~e 30, 1953 were Gix 9;.. !!-Y: 
and Din 9’:.6387 per L’.S. dollar, respectively. 
Rates are quoted :‘or certai.7 other i:urre.7cit.s. 
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AND NOT FOi -PUBLIC USE 

L AGENDA 

EBS/83/227 
Supplement 3 

CONFIDENTIAL 

November 21, 1983 

To: Members of the Executive Board 

From: The Secretary 

Subject: Brazil - Staff Report for the Consultation Under Extended 
Arrangement, and Request for Waiver and Modification of 
Performance Criteria 

Attachment for consideration by the Executive Directors is 
a revised proposed decision on Brazil's request for an extended 
arrangement, and a table summarizing quantitative performance criteria 
through the first quarter of 1984. 

This subject has been placed on the agenda for discussion 
at a meeting scheduled for 12~00 noon tomorrow, Tuesday, November 22, 
1983. 

Att: (1) 





CONFIDENTIAL 

INTERNATIONAL MONETARY FUND 

BRAZIL 

Revised Proposed Decision and Supplementary Information 

Prepared by the Western Hemisphere, Exchange and 
Trade Relations, and Legal Departments 

Approved by S. T. Beza, W. A. Beveridge, 
and G. Nicoletopoulos 

November 21, 1983 

Introduction 

This paper presents a revised proposed decision. This proposed 
decision, which contains no change of substance, includes a complete 
and simplified presentation of the quantita?ive aims and other under- 
standings reached, as set forth in the communications from the Brazilian 
authorities dated September 15, 1983 and November 14, 1983, and which 
are to apply as performance criteria. For the convenience of Executive 
Directors, the full text of the decisions containad in EBS/83/227, 
Sup. 2, as amended, is reproduced here. This paper also summarises, 
in Table 1, quantitative performance criteria through the first quarter 
of 1984. 

Proposed Decisions 

A. Extended Arrangement 

1. Brazil has consulted with the Fund in accordance with paragraph 29 

of the letter dated January 6, 1983 from the Minister of Finance and 

the President of the Central Bank of Brazil and paragraph 4 of the 

extended arrangement for Brazil (EBS/83/33, Sup. 4, 3/3/83), in order 

to review progress made by Brazil in implementing its program, reach 

understandings with the Fund regarding the circumstances in which 
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purchases may be resumed by Brazil under the arrangement, and reach 

understandings with the Fund regarding policies, measures and performance 

clauses for the first calendar quarter of the second year of the arrange- 

ment. 

2. The letter dated September 15, together with the annexed memo- 

randum, and the letter dated November 14, 1983 from the Minister of 

Planning, the Minister of Finance, and the President of the Central 

Bank of Brazil, and the letter dated September 5, 1983 from the Minister 

of Planning and the Minister of Finance shall be attached to the extended 

arrangement for Brazil; and the letter with the attached memorandum dated 

January 6, 1983, together with the communication dated February 24, 1983, 

shall be read as modified and supplemented by these communications. 

3. (a) Purchases under the extended arrangement shall not, without 

the consent of the Fund, exceed the equivalent of SDR 2,743.125 million, 

provided that purchases shall not exceed the equivalent of SDR 1,246.875 

until March 1, 1984, the equivalent of SDR 1,620.875 million until June 

1, 1984, the equivalent of SDR 1,994.875 million until September 1, 

1984, and the equivalent of SDR 2,368.875 million until December 1, 1984; 

(b) Paragraph 4 of the extended arrangement shall be amended to 

read as follows: 

"Brazil will not make purchases under this arr,lngement: 

(a> (i) during any period in which the data at the end of the 

preceding period indicate that the target for the net 

international reserves of the Brazilian Monetary Autho- 

rities, as specified in paragraph 1 of the Technical 
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Memorandum of Understanding dated September 15, 1983 

an3 in paragraph 7, third sentence, of the letter 

dated November 14, 1983, is not observed, or 

(ii) during any period in which the limit on the public sec- 

tor borrowing requirement, as speclfled in paragraph 2 

of the Technical Memorandum of Tinderstanding dated 

September 15, 1983 and in paragraph 6, third sentence, 

of the letter dated November 14, 1983, is not observed, 

or 

(iii) during any period in which the limit on the operational 

deficit of the public sector, as specified in para- 

graph 6, fourth sentence, of the letter dated Noveur 

ber 14, 1983, is not observed, or 

(iv) during any period in which the limit on the net domes- 

tic assets of the Brazilian Monetary Authorities, as 

specified in paragraph 4 of the Technical Memorandum 

of Understanding dated September 15, 1983 and para- 

graph 3, fifth sentence, of the letter dated Novem- 

ber 14, 1983, is not observed, or 

(v) during any period in which the data at the end of the 

preceding period indicate that the limit on the use of 

external credit, as specified in paragraph 5 of the 

Technical Memorandum of Understanding dated Septem- 

ber 15, 1983 and in paragraph 7, third sentence, of 

the letter dated November 14, 1983, is not observed, 

or 
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(vi) during any period in which the cumulative quarterly 

target on the depreciation of the cruzeiro, as 

specified in paragraph 6 of the Technical Memorandum 

L of Understanding dated September 15, 1983 and para- 

graph 7, second sentence, of the letter dated Novem- 

ber 14, 1983, is not observed, or 

(vii) if the intentions to eliminate certain exchange 

restrictions, including bilateral payments arrange- 

ments and payments arrears, and multiple currency 

practices that are specified in paragraphs 7 and 8 

of the Technical Memorandum of Understanding dated 

September 15, 1983 and paragraph 7, fifth sentence, 

of the letter of November 14, 1983, are not carried 

out before December 31, 1983; or 

(viii) if the intensifications of exchange restrictions that 

took place on September 14, 1983 and arose from 

reduced limits on foreign exchange allotments for 

travel abroad, as specified on page 24 of EBS/83/227 

(10/19/83), a re not be eliminated by December 31, 

1984; or I 

(b) if the reviews with the Fund contemplated in paragraph 2 

of the letter dated November 14, 1983 have not been 

completed in accordance with the following schedule: 

(I) The "February" review, including the specification 

of performance clauses for calendar quarters ending 

June and September 1984, shall be completed before 

June 1, 1984; 
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(ii) 

(iii> 

(cl 

Cd) 

(i) 

(ii) 

(iii) 

(iv> 

The "August" review, including the specification 

of performance clauses for calendar quarter ending 

December 1984, shall be completed before December 1, 

1984; 

The "November" review shall be completed before 

March 1, 1985; or 

for the third year of this arrangement, if before March 1, 

1985 suitable performance clauses have not been established 

in consultation with the Fund, or if any such clauses, having 

been established, are not observed, or 

if Brazil 

imposes new or intensifies existing restrictions on 

payments and transfers for current international trans- 

actions, or 

introduces or modifies multiple currency practices, or 

concludes bilateral payments agreements which are 

inconsistent with Article VIII, or 

imposes new or intensifies existing restrictions on 

imports for balance of payments reasons, 

When Brazil is prevented from purchases under this extended 

arrangement because of this paragraph 4, purchases will be resumed 

only after consultation has taken place between the Fund and Brazil 

and understandings have been reached regarding the circumstances 

in which such purchases can be resumed." 

4. The Fund finds that no other understandings are necessary regarding 

the circumstances in which Brazil can resume purchases under the extended 

arrangement. 
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8. Exchange Measures 

In view of the circumstances of Brazil, the Fund grants approval of 

the multiple currency practices and exchange restrictions that are 

described under points (l), (3)(a), (3)(b), (3)(d), and (5) on page 25 in 

EBS/83/227, until December 31, 1983; and of those that are described 

under points (2), (3)(c), (3)(e), (3)(f), (4), and (6) on page 25 in 

EBS/83/227, until April 30, 1984 or the conclusion of the 1983 Article IV 

consultation with Brazil, whichever is earlier. The Fund urges Brazil 

to eliminate at the earliest possible date the discriminatory aspects 

of its exchange system that are described under points (7) and (8) on 

page 25 in EBS/83/227 and paragraph 7 of letter dated on November 14, 

1983 and contained in EBS/83/227, Supplement 1. 
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Table 1. Brazil: Quantitative Performance Criteria 

Ceiling 1/ 
4th Qtr 1983 1st Qtr 1984 

(In billions of cruzeiros) 

Borrowing requirement of non- 
financial public sector 2/ 

Operational deficit of the- 
public sector 21 

24,600 11,750 

3,600 1,300 

Net domestic assets of monetary 
authorities 3,540 3,300 

(In millions of U.S. dollars) 

Change in net international reserves 
of the monetary authorities 21 -- 100 

Net disbursements of medium- and 
long-term, and selected short-term, 
external debt of public and 
private sectors 21 9,000 2,500 

External payments arrears None None 

l/ Floor in case of the net international reserves. 
?/ Cumulative change in each calendar year. - 
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EBS/83/235 

CONFIDENTIAL 

November 2, 1983 

To: Members of the Executive Board 

From: The Secretary 

Subject: Madagascar - Staff Report for the 1983 Article IV Consultation 

Attached for considerationbythe Executive Directors is the 
staff report for the 1983 Article IV consultation with Madagascar. A 
draft decision appears on page 33. 

This subject will be brought to the agenda for discussion on 
a date to be announced. 

If Executive Directors have technical or factual questions 
relating to this paper prior to the Board discussion, they should contact 
Mr. Stillson, ext. 72917. 

titt : (1) 





CONFIDENTIAL 

INTERNATIONAL MONETARY FUND 

DEMOCRATIC REPUBLIC OF MADAGASCAR 

Staff Report for the 1983 Article IV Consultation 

Prepared by the African Department and the Exchange 
and Trade Relations Department 

(In consultation with the Fiscal Affairs, Legal, and 
Treasurer's Departments) 

Approved by J.B. Zulu and S. Kanesa-Thasan 

November 1, 1983 

I. Introduction 

The 1983 Article IV consultation discussions with Madagascar @z-e 
held in Antananarivo during the period of July 19-August 4, 1983. The 
representatives of Madagascar included Mr. P. Rakotomavo, Minister of 
Finance; Mr. J. Robiarivony, Director General of the Plan; and Ms. R. 
Razafintsalama, Director General of the Central Bank. The mission 
also met with representatives of the Ministries of Agriculture, Industry 
and Commerce, and the three commercial banks. The staff representatives 
were Mr. R. Bhatia (head-AFR), Mr. R. Stillson (AFR), Mrs. M. Tyler 
(ETR), Messrs. S. Schiavo-Campo and M. Gilman (both AFR), Ms. Z. Abdallah 
(AFR-secretary). Ms. C. Kimes (IBRD) also participated fully in the 
mission. Mr. B. Tshishimbi, Alternate Executive Director for Madagascar, 
attended the discussions during the last week of the mission. 

Since June 1980 Madagascar has made extensive use of Fund resources 
under three successive stand-by arrangements, the latest of which was 
approved by the Executive Board on July 9, 1982 in an amount of SDR 51 
million (100 per cent of quota). Although progress was achieved, espe- 
cially under the last program, none of the three stand-by arrangements 
remained operative through the expiration date, owing to nonobservance 
of various perfornaance criteria. As of September 31, 1983 Fund holdings 
of Malagasy francs were equivalent to 368.1 per cent of quota, including 
gross purchases under the compensatory finance facility equivalent to 
100 per cent of quota; as a ratio of the proposed quota, under the 
eight general review of quotas, Fund holdings of Malagasy francs were 
282.7 per cent, or 205.9 per cent if purchases under the CFF are ex- 
cluded. Appendix I contains additional information on Fund relations. 
Appendix II contains selected economic and financial indicators. 
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As of end-June 1983 Madagascar’s total debt outstanding (including 
undisbursed) under IDA credits and IBRD loans amounted to US$419 million, 
in addition to IFC investments of US$20 million. Two major IDA credits 
were approved in 1983, for assistance to rice producLi.on and for road 
rehabilitation, in amounts of US$18 million and US$45 million, respec- 
tively. Sector lending for agriculture and for industry is under 
active consideration. The Bank, in cooperation with the Fund, organized 
a consultative group meeting in Paris on April 27-29, 1983, to help 
mobilize the additional financial support for the Malagasy authorities’ 
investment program. Madagascar’s relations with the World Bank Group 
are summarized in Appendix III. Fund and Bank staff have cooperated 
closelj; and constructively in major issues of concern to Madagascar’s 
adjustment and development effort. 

11. Background and Long-Term Trends in the Economy 

Agriculture dominates Madagascar’s economy, accounting for 41 per- 
cent of GDP at current prices in 1982, employing 85 per cent of the 
workforce, and providing 90 per cent of exports (including processed 
agricultural products). The most important agricultural commodi cy is 
rice, the basic food staple of the country, which accounted for about 
one half the total area under cultivation in 1982. Madagascar has one 
of the highest per capita consumption of rice in the world, and govern- 
ment policy has put a high priority on ensuring ample rice supplies, 
including importing large quantities of rice (equivalent to 23 per 
cent of total imports in 1982). L/ Madagascar’s export; are dominated 
by coffee, cloves, and vanilla, which represented about 69 per cent of 
total exports in 1982, but Madagascar has the potential to produce 
substantial amounts of other agriculturally based exports, including 
cotton cloth, meat, fish and shellfish, pepper, and cocoa. 

The services sector is the second largest in the economy (41 per- 
cent of GDP), a fourth of which consists of public wages and salaries. 
The industrial sector accounted for about 15 per cent of GDP in 1982 
and is dominated by the food processing and textiles industries. The 
country is characterized by sharp economic disparities between regions, 
which are, in part, caused by relatively long dist.znces between agricul- 
tural and industrial producing areas and their major markets and ship- 
ping points, and insufficient transportation links between those areas. 
In principle, prices, imports and credit are controlled by the Govern- 
me nt, although in 1983 there have been substantial mves to liberalize 
prices, particularly in the rice sector. 

The public enterprise sector grew rapidly in the 197Os, and by the 
end of the decade comprised the nationalized banks and insurance 
companies, abcut 90 Farastatal organizations active in agriculture, and 

L/ Rice importing policy is based on the provision of about 1 pound op 
rice per person per day, an amount almost three times the world average. 
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virtually all large industrial enterprises, in addition to transport 
and public utilities. There are indications that by 1980 the public 
enterprise sector was on balance having an adverse effect on the effi- 
ciency of allocation of resources, especially in agriculture, as W11 
as being a serious drain on the budget. From 1981, however, an effort 
was begun by the authorities to supervise more closely the activities 
of these enterprises (particularly in the area of investment), to 
allm substantial price increases for their output, and to rationalize 
the financial and economic structure of the sector. 

Prom 1971 through 1978 Madagascar experienced no real overall 
grOWt h, although private consumption and gross investment grew by about 
5 percent in real terms while public consunption fell. The percentage 
distribution of consumption and investment in GDP along with the re- 
source gap is shown in Chart 1. Chart 2 shows the percentage distribu- 
tion of the fiscal and external deficit in GDP, along with an index of 
GDP. In 1978 Madagascar embarked on a major investment program concen- 
trated on education and transportation equipment 11, financed primarily 
by foreign borrming. Real GDP increased by just over 10 percent in 
the two-year period 1979-80, pushed up by an unsustainable level of 
investment and foreign borrowing. In 1979 gross investment more than 
doubled, and it increased by a further 7 percent in 1980; in SDR terms, 
imports increased by 76 percent in 1979 and by a further 14 per cent 
in 1980. The current account deficit of the balance of payments in- 
creased four fold in 1979 and increased again by 27 percent in 1980. 
To finance this large increase in the current account deficit, outstand- 
ing and disbursed external debt in SDR terms more than tripled between 
end-1978 and end-1980, to over one third of.GDP, with the largest 
increases in 1979 coming from suppliers and financial institutions on 
relatively onerous commercial terms. 21 This borrowing was still insuf- 
ficient to finance the current account deficit in 1980, and arrears 
were incurred, estimated at SDR 174 million, equivalent to 28 per cent 
of imports in that year. 

The large increases in investment and foreign borrowing in 
1979 and 1980 were reflected in the fiscal and monetary outturns. 
Government capital expenditures increased threefold in 1979 and 

l! Actual investment during this period was more heavily concentrated 
on-education and transportation equipment than was indicated in the 
1978-80 plan. An example of the startling increases in education in 
only two years is the fact that in 1980 the number of university 
students was around 30,000, compared to 11,000 in 1978. The investment 
in transportation equipment included purchase of a Boeing 747 aircraft 
and a number of ships. 

2/ In 1979 new foreign loans contracted are estimated at SDR 379.7 
miilion, of which SDR 235.3 million were from suppliers and financial 
institutions; in 1980 drawings on foreign loans totaled SDR 320.7 
million. These magnitudes compare to total exports in 1979 of SDR 
304.9 million and in 1980 of SDR 335.3 million. 
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by another 32 percent in 1980; and the overall central government 
deficit increased fourfold in 1979, to 13 percent of GDP, and by 

another 59 percent in 1980, to 18 percent of GDP. Even with the subs- 
tantial foreign financing, the greater part of these deficits was 
financed by the domestic banking system, whose outstanding claim on 
Government increased almost fourfold between end-1978 and end-1980. 
This increase in bank finance to the Government is likely to have 
crowded out some nongovernment bank credits, as the proportion of 
nongovernment credit in total outstanding bank credit fell from 68 
percent a: end-1978 to 46 percent at end-1980. The money supply, 
however, increased by only about 20 percent in each .;f these years, 
the increase being moderated by the sharp drop in net foreign assets. 

In view of the deteriorating external position, Madagascar re- 
quested assistance from the Fund, which, in June 1980, approved a 
two-year stand-by arrangement for an amount equivalent to SDR 64.45 
million (EBS/80/136). The core of the financial program supported by 
the stand-by arrangement was a reversal of the expansionary fiscal 
policy, control over external borrowing, and elimination of arrears. 
However, key elenrnts of the program were not observed, and no pur- 
chases wsre made after an initial purchase of SDR 10 million. 

In 1981, with debt service parents estiumted at SDR 146.2 million, 
or 43 percent of exports of goods and services, and prospects of a 
further substantial deficit in the external accounts, Madagascar 
entered into a new 14-month stand-by arrangement with the Fund in an 
amount equivalent to SDR 109 million (EBS/81/77). Alsc, a Paris Club 
rescheduling was organized, which in 1981 provided SDR 64.3 million 
in debt service relief, and there was a consolidation of SDR 9.0 million 
of arrears. The major policy elements of the financial program supported 
by this stand-by arrangement were, as in the 1980 program, a reduction 
of the central government deficit, to 9 percent of GDP; a reduction in 
external arrears through cash repayment of SDR 36.4 million; and a 
limitation on the contracting of new external debt. Performance criteria 
and program targets on the budget and arrears were not observed, despite 
a substantial reduction in public investment, and purchases of only 
SDR 39 million were made under the arrangement. As a result of the 
shortage of foreign exchange in 1981, import restrictions were severely 
tightened, and nominal imports fell by 26 percent, in spite of a 48 
percent increase in rice imports, and real GDP declined by over 9 
percent. 

III. Performance Under the 1982 Program and Devn:lopments 
in 1982 and the First Half of 1983 -- 

1. Performance under the 1982 stand-by arrangement 

On July 9, 1982 the Fund approved Madagascar's request for another 
one-year stand-by arrangement (EBS/82/103, June 11, 1982), for an 
amount equivalent to SDR 51 million. The program's principal objectives 
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were to limit the 1982 current account deficit of the balance of payments 
to 14.9 percent of GDP, with a reduction in external arrears by cash 
payments of SDR 30.0 million in that year, and to permit a modest 
resumption of economic grant h, of about 1 percent. The primary policy 
instruments were substantial changes in pricing policy, particularly 
for rice, so as to eliminate consune r subs idies on rice, a relaxation of 
industrial price controls, a devaluation of 15 percent in local currency 
terms, and a reduction in the overall goverment deficit to 10.8 percent 
of GDP. 

All performance criteria, except the arrears reduction, and most 
program targets were observed at end-December 1982. The program was 
substantially revised, and the Executive Board granted a waiver of the 
performance criterion on reduction of arrears (EBS/83/55, March 8, 
1983) on the basis of new adjustment measures, including a tighter 
budget policy for 1983 (with the overall deficit to equal no more than 
6 percent of GDP), a further depreciation (of 6 percent) of the exchange 
rate, an increase in deposit rates (by an average of 2.5 percentage 
points), and further progress on price liberalisation. New ceilings 
were established through June 1983, including that for reduction in 
arrears on a net cash payment basis, and indicative fiscal targets 
were agreed for the whole of 1983. Again, while the end-March perform- 
ance criteria were observed, the end-April performance criterion on 
the net cash reduction in arrears was not respected and the final 
purchase under the stand-by arrangement was not made. Tables 1 and 2 
give the performance criteria and policy targets, along with actual 
performance, for both the original and revised program. 

2. Principal economic developments and policies during 1982 
and the first half of 1983 

a. Production and-demand 

In 1982 real GDP’declined by about 1 percent in contrast to the 
modest grqwth projected in the program. The national accounts show a 
4 percent real growth in the agricultural sector, but this was more 
than offset by a 12 percent decline in the industrial sector, where a 
lack of foreign exchange for inputs and raw material caused many 
companies to curtail or cease operations. L/ Investment fell by 
30 percent in real terms in 1982, with a further notable decrease in 

l/ National account estimates for 1982 are provisional and are not - 
completely consistent with the production figures of individual sectors. 
Data on agricultural production gathered by the Ministry of Agriculture 
extension staff show declines in 1982 in rice and the major industrial 
and export crops, and only slight increases in other food crops. Howeve r, 
the general trends shown in the national accounts (an overall fall in 
ou t put, with industry declining nuch more than agriculture) should reflect 
actual trends in 1982. 





Table 1. Madagascar: Quantitative Performance Criteria, 1982-83 

1982 19c3 
June September December March/April _ June __--- 

1981 
Dec. Progrmn Actual Program Actual Program Actual Ptogriaa Actual Program _I/ Actual 

Total domestic credit of banking 
system (FK; billion) 

Net credit to Government by 
banking system (FM: billion) 

391.8 429 .o 415.3 453.0 431.9 471.0 451.4 477.8 457.2 497.4 477.2 

215.0 235.2 234.8 242.2 239.0 249.2 248.8 266.7 260.7 276.4 258.3 

Cumulative reduction by net cash 
payments of external arrears other 
than dividends (SDR million) 21 
(reduction -) 

Cumulative reduction in external 
arrears with respect to dividends 
(FMC billion) (reduction -) 

New external borrowing of l-10 years’ 
maturity (French franc million) i/ 

Of which: 1-S years’ maturity 

-- -6.1 -19.1 -2r.7 -49.1 -4.8 A./ -9.0 28 .b -15.0 ’ 30.4 
I 

‘2. 
I 

-0.1 -0.1 -0.5 -0.5 -1.0 -1.0 -0.2 -0.2 -0.4 -0.4 

167.6 -- 167.6 33.2 167.6 97.9 167.6 118.4 167.6 ( ) . . . 

(167.6) (--I (167.6) (33.2) (167.6) (97.9) (167.6) (118.4) (167.6) . ..) ( 
- 

l/ Indicative targets only. 
y/ From the level of end-March 1982; stock at that date estimated at SDR 144.8 million under program; revised estimate of stock outstanding at thdt 

date is SDR 116 million. 
3/ A tiaivs-r was granted by the Executive Board, (EBS/83/55, t!arch 8, 1983). 
z/ Represents an overall loan agreement denominated in French francs signed rn 1981; individual contracts for utilizstion for the loan were signed 

we;? signed in 1982. 
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1. Product ion and prices 

a. Increase ln the pcobcer (28 per Implemented prior to Exrcutlve 

cent) and coneumer (87 per cent) prices Board dle.cusslon. 
of rtce, so as to elimInnte all subsidies 
on bath dorwstic and imported rice. 

b. increases In probcer prices for 
crops other than rice. 

Partial Implementation. 

C. Reorientation OF 1983-85 invest- 
rent program toward emphasis on qulck- 
yielding projects In agriculture sector 
and rehabilitation of existing lnfra- 
SfNCtUre. 

An invesmL?nt progrm along 
these lines (BY been prepared, 
with Uorld Bank technical 
assistance. 

d. Helaxatlon of pclce controls, ulth 
enterprises allowed to adjust prices 
by up co a certain percentage without 
prior go”er”rcent approval. 

A slgniflcant number of prices 
charged by state enterprises. 
particularly for transport and 
utllltlrs, have been substan- 
tially increased. Nevertheless, 
the govrrnot?nt price control was 
maintained on a case-by-case 
basis. In IS83 chore appeared 
to be YOIIIL de facto Liberalira tlon 
but no decree establlshlng nwre 
liberal procedures. 

2. Fiscal measures I/ 

a. Cost-of-living 1ncrease.s for 
public sector employees Co be Ilmited 
to 4.5 per cent in 1982 and eliml dtrd 
in 1983. 

b. Crarth of central governwnt 
labor force to be limited to 0 per 
cent in 1982 and co 127.500 persons 
(1.1 percent) in 1983. Limit in 
1983 of Fffi 84 billion o” wages and 
salaries. 

C. Limit of FtC 47.4 billion 
for nonpersonnel expenditure other 
than external interest payments in 
1982. 

d. An inventory of all internal 
arrears to be compiled and FK: 8 
billion of such arrears to be 
paid in 1982. 

e. Value-added tax to rise fran 
10 per cent t, 15 pee cent end 
scope widened in 1983. 

f. Petroleum prices to be ralseo 
by 18 per cent in 1982. In 1983 
specific taxes and duties replaced 
by an ad valorem import &ty. 

3. Money and credit policies 

a. ReintroCblccion of quantitative 
credit controls tith quarterly 
global ceilings Fn 1982. 

b. Increase in central bank base 
rate free 8 to 12.5 per cent, with 
correspznding increases Eor lending 
and deposit rates. Further increase 
in deposit rates by 2.5 percentage 
pints in 1983. 

4. External sector policies 

Implemented. 

Implemented. 

Implemented. 

Implemented; progrsm establlshrd 
In 1983 to eliminate internal 
arrears ty 1984. 

Implemented. 

Implemented. 

Implemented. 

Implemented. 

a. Devaluation of 15 per cent (local 
currency terms; and move to a trade- 
weighted basket for exchange rate 

Peg. Further devaluation by 6 percent 
in local currency terms in 1983. 

Implemented. 

b. Automatic licexing of priority 
Imports. 

NOL implemented. 

I/ 1983 measures for full fiscal year w?*?re lndicatlve targets; these are marked 
as-implemented if arrent tudget projections (September 1983) shw that the targets 
will be attained. 
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the transport sector, investmnt in which fell to 7 percent of gross 
investment from 14 percent in 1980. Private consunption, on the other 
hand, increased by about 5 percent in real terms, largely insulated 
from the overall decline by a relative increase in imports of consaner 
goods, and a large absolute increase in rice imports. Non-government 
saving fell in 1982 to 4 percent of GDP from 8 percent in 1981. 

Consumer price information is gathered for both low-income and high- 
income market baskets established in 1973 and represents prices in the 
Antananar ivo urban area. During 1982 both price indices increased by 
abort 31 percent, accelerating slightly from a weighted average increase 
during 1981 of 29 percent. The increases wzre large in all categories 
and reflected the combination of the expansionary policies of 1980 and 
1981 and increases in administered prices of state enterprises in 
1981 and 1982. In the first half of 1983 substantially tightened 
fiscal and monetary policies began to relieve demand pressures, and, 
after a 6 percent rise in the first quarter, price increases slawed 
to only 3 percent in the second quarter. 

Production of rice declined in 1982, in part because of a severe 
cyclone in the early part of the year, which is estimated to have 
lowered output by about 8 percent. Official marketing of domestically 
produced rice fell sharply in 1982, to only about 5 percent of the 
estimated crop. About one half of officially marketed rice is produced 
in two areas in which large, intensive irrigation investments have 
been made and in which two agricultural development agencies, SOMALAC 
and FIFABE, have monopolies on the purchasing, collection, distribution, 
and processing of rice. These organiza tions, along with another large 
publicly owned rice marketing agency (SINPA), experienced serious 
financial and management problems in 1982, which, along with the 
controls on the producer price, affected their efficiency and largely 
account for the continuous drop in officially marketed production in 
recent years. 

In 1982 the Government of Madagascar began a process of liberali- 
zation of rice prices and marketing designed to increase production 
and efficiency . In May 1982 the consuner price of rice, which had 
been subsidizad, was nearly doubled, to FMG 140/kg. for ordinary rice, 
and the producer price of paddy was raised 28 percent to FMS 60/kg., 
thus eliminating subsidies on consumption of rice. A/ In February 
1983 the producer price was raised again, to F% 65/kg. In the spring 

of 1983 a decree and implementing regulations wzre promulgated, which 
allawed for competition in the purchasing, processing, and marketing 

1/ In 1980 direct rice subsidies totaled Fa 6.7 billion, 6 per- - 
cent of current budgetary revenue, and, in addition, parastatal losses 
on rice marketing are estimated at FM; 4 billion, financed from profits 
of other activities, notably export activities. Estimates are that 
subs idies in 1981 were at abort the same level. 
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of domestic rice in most areas of the country and freed from controls 
the producer price of paddy and the consuner price of domestic rice, 
subject to a floor producer price for paddy of FMG 65/kg. and a ceiling 
consuner price for domestic rice of FE 30O/kg. l/ In the areas served 
by SOMALAC and FIFABE (called “reserved” areas),-their monopoly on the 
purchase of paddy and the distritartion, processing, and marketing of 
rice has been maintained. 

Production of the other main agricultural crops was roughly main 
tained or increased in 1982, with coffee and cloves increrlsing from 
1981 levels and vanilla slightly dawn. Trends were also mixed for the 
most important industrial crops, with sugarcane and groundnuts slightly 
higher but cotton down. With the exception of vanilla there has been 
no significant growth in output since 1979. Cot ton producer prices 
were raised substantially in early 1983, and the Government launched a 
national cotton development program aimed at removing supply constraints. 
Cotton production in 1983 is expected to shaw considerable improvement. 
Sugarcane and groundnuts production have been adversely affected by 
low producer incentives; ex-f actory prices of sugar have not been 
changed since January 1982, resulting in a decline of about 25 percent 
in real terms, and nominal producer prices of groundnuts also remained 
constant during 1982 and the first half of 1983. 

b. Government finance 

In 1982 there was a substantial reduction in the overall deficit, 
from 14.6 percent of GDP in 1981 to 8.8 percent, primarily as a result 
of restraints on expenditure (Table 3). The deficit was FM; 21.5 
billion less than programmed in the 1982 stand-by arrangement. Total 
expenditure declined by 6 percentage points of GDP, with the largest 
fall in capita.. expenditure, which declined by FMG 12.0 billion. The 
proportion of the overall deficit financed by domestic resources fell 
from 52 percent in 1981 to 42 percent in 1982, and domestic bank finance 
was ~~11 within the program target. This was due in part to the counter- 
part of concessional loans (FMG 50.6 billion) received from the aid 
donors ’ conference in June 1982, part of which was exceptional balance 
of payments support channeled through the Treasury. 

Budgetary revenue increased in 1982 by 17 percent, implying an elas- 
ticity of 0.65, and was considerably less than the amount envisaged in 
the program. This was attributable to shortfalls in import taxes, in 
line with a lower volume of imports, and in indirect taxes, in line 
wi th the lower leve 1 of economi c act ivi ty . Nonbudge tary revenue, 

l/ Previously state marketing agencies had a monopoly on all official 
purchasing, processing, distribution, and marketing of rice, and prices 
for the intermediate steps in production, and the consuner price were 
fixed by the Government. 
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Table 3. Madagascar: Overall Government Operations, 1979-83 

(In billions of Malagasy francs) 

1979 1980 1981 1982 1983 
Prog. Est. Prog. --Est. 

114.4 123.3 119.6 157.8 151.9 189.4 185.8 - - - P P -- 
90.7 100.4 104.4 127.6 121.9 139.5 138.4 

Total revenue 
Budgetary receipts 

Direct taxes 
Indirect taxes 
Nontax revenue 

(15.4) (19.9) (23.5) (24.2) (22.1) (25.2) (25.8) 
(70.6) (77.3) (76.9) (100.3) (96.7) (110.8) (108.1) 

(4.7) (3.2) (4.0) (3.1) (3.1) (3.5) (3.5) 
23.7 22.9 15.2 30.2 30.0 49.9 47.4 ., Other 

Of which: 
FNUP receipts 
grants 

(19.3) (15.6) (15.2) (26.6) (26.4) (34.7) (36.0) 
( > . . . ( 1 . . . ( > . . . (3.6) (3.6) (9.3) (11.4) 

Total expenditure 
Current budgetary expenditure 

Wages and salaries 
Interest on external debt 
Interest on domestic debt 
Other current expenditure 

Capital expenditure 
Development budget 
On-lending 

Other 
Of which: 

deferred payments i/ 

-194.3 
-97.7 

(-50.8) 
(-1.5) 
(-0.4) 

(-45.0) 
-65.7 

(-56.4) 
(-9.3) 
-30.9 

-250.1 
-112.9 
(-60.9) 

(-2.8) 
(-1.2) 

(-48.0) 
-89.6 

(-74.4) 
(-15.2) 
-47.6 

-234.8 -266.5 -238.9 
-112.2 -134 .l -127.4 
(-68.6) (-77.4) (-80.7) 

(-4.5) (-9.3) (-9.1) 
(-2.2) (-0.4) (-1.8) 

(-36.9) (-47.0) (-35.8) 
-84.1 -99.8 -72.1 

(-62.1) (-70.8) (-44.1) 
(-22.0) (-28.0) (-28.0) 
-38.5 -32.6 -39.4 

-265.5 
-144.5 
(-84.0) 

(-9.6) 
(-2.1) 

(-48.8) 
-78.3 

(-51.3) 
(-27.0) 
-42.7 

-267.7 
-147.0 
(-82.0) 
(-11.9) 

(-3.1) 
(-50.0) 
-70.6 

(-45.8) 
(-24.8) 
-50.1 

(-12.7) (-12.9) (-14.6) (-16.8) (-13.6) (-16.0) (-22.1) 

Overall deficit 
Of which: Treasury deficit 

Foreign (net) 
Domestic (net) 

Banking system 
Non-bank 

-79.9 -126.8 -115.3 -108.7 -87.2 -76.1 -81.9 - - - 
(-81.7) (-108.0) (-107.5) (-120.8) (-95.3) (-lz.8) (-101.2) 

35.3 47.9 55.6 68.8 50.4 40.6 45.0 
44.6 78.9 59.7 39.9 36.8 35.5 36.9 

(41.9) (78.2) (57.8) (35.0) (33.9) (36.6) (37.6) 
(2.7) (0.7) (1.9) (4.9) I (2.9) (-1.1) (-0.7) 

Memorandum items: 
Budgetary receipts 
FNUP receipts 
Total receipts 

15.2 14.5 
3.2 2.3 

19.2 17.8 

(In percent of GDP) 
13.2 12.8 12.2 

1.9 2.7 2.7 
15.2 15.8 15.3 

11.5 11.4 
2.9 3.0 

15.6 15.3 

Current budgetary expenditure -16.4 -16.3 -14.2 -13.5 -12.8 -11.9 -12.1 
Capital expenditure -11.0 -13.0 -10.7 -10.0 -7.2 -6.4 -5.8 
Total expenditure -32.7 -36.2 -29.8 -26.7 -24.0 -21.8 -22.0 

Overall deficit -13.4 -18.4 -14.6 -10.9 -8.7 -6.2 -6.7 
Banking system 7.0 11.3 7.3 3.5 3.4 3.0 3.1 

Sources: Ministry of Finance and Economy; Central Bank of Madagascar; and staff estimates. 

l-/ Including payments of domestic arrears. It is not possible to separate out net 

payments of domestic arrears from deferred payments. 
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consisting primarily of receipts from the Fonds National Unique de 
P.SrGquation (FNUP), l/ increased substantially over 1981, as envisaged 
in the program, in large part because of the devaluation in May 1982, 
which increased the local currency canterpart of export receipts. 

Current budgetary expenditure was kept helm programmed targets, 
primarily because of restraint on expenditure other than wages or inter- 
est payments. The authorities have reinforced the monitoring and 
control of these expenditures, which succeeded in reducing then from a 
high of FMG 48 billion in 1980 (43 percent of total current expenditure) 
to FMG 35.8 billion in 1982 (28 percent of total current expenditure). 
Wages and salaries increased by 18 percent in 1982 over 1981, a signif- 
icant decrease in real terms. Capital expenditure was sharply curtaIled, 
continuing its downward trend since the investment boom of 1979-80; in 
1982 this category of expenditure was only 80 percent (in nominal terms) 
of its peak level in 1980. Expenditure financed from FNUP receipts 
declined substantially in 1982, reflecting a policy agreed in the 1982 
program not to undertake investment expenditure from the FNUP account. 

The 1983 fiscal program continued the trend tmard restraint. Total 
revenue was projected to increase 25 percent from the 1982 outturn, while 
expenditures were programmed to increase by 11 percent. The overall 
deficit was programmed to fall by FMG 11.1 billion to 6.2 percent of 
revised GDP. Domestic bank finance of the Government was projected to 
rise slightly from the level in 1982, to FK; 36.6 billion, or 15 percent 
of the beginning period money supply. Foreign financed capital expendi- 
ture was projected to fall in line with reductions in capital expenditure 
and imports. 

In the first half of 1983 the budgetary outturn was even more 
restrictive than the program envisaged. Total revenue was 32 percent 
higher than in the first half of 1982, while total expenditure was only 
5 percent higher than the similar period in 1982. The overall deficit 
was much lower than envisaged in the progra and cxltstanding claims on 
government by the domestic banking system rose by FMG 6.5 billion as 
against a ceiling of FK; 20 billion. The higher revenue reflected new 
discretionary measures, including a new unified import duty on petroleum 
products, increased excise taxes and extension of the value added tax 

L/ This fund receives most of its money from the export commodity 
stabilisation funds which, in turn, receive money from the difference 
between the fixed price paid to domestic producers, processors and 
distributors of exports and the actual domestic currency counterpart 
of export receipts. This price difference represents an implicit 
export tax, which on some commodities is extremely high (74 percent in 
the case of vanilla). FNUP expenditures are related to export crop 
collection, storage, and marketing. In previous years rice subsidies 
and some capital expenditures were umde from this account. Net receipts 
of the FNUP finance other budgetary expenditure. 





- 12 - 

to professional activities and the retail trade, L/ and increased 
company taxes and a new bi-monthly withholding scheme for company 
taxes. FNIP receipts increased sharply, reflecting in pact, a 6 per- 
cent devaluation in February 1983. Expenditures wz re lmer than ex- 
pected, in part due to a new expenditure control system implemented in 
January 1983, which is likely to have accentuated the normal season- 
ality where the majority of expenditures come in the second half of 
the year. An inventory of domestic arrears was completed for end-1982 
showing a level of FHG 19.1 billion (about 8 percent of total kxpendi- 
ture in 1982). Payments on these and other deferred payments are 
expected to amount to FMG 22.1 billion in 1983. 

C. Monetary and credit developments 

Monetary statistics over the past three years have been distorted 
because arrears and other foreign liabilities of the Central Bank were 
accounted for at their original exchange rates and not adjusted for 
subsequent exchange ra+ 2 changes. For mdst items this led to a consid- 
erable undervaluation by the end of 1982. With technical assistance 
‘from the Fund, and in accordance with a provision in the 1982/83 stand- 
by arrangement, the authorities have revalued their foreign liabilities 
at current exchange rates for end-December 1982 and end-June 1983. In 
the future these data will be kept current. 

Monetary developments in 1982 show a decelerating credit expansion 
(17 percent) and monetary expansion (10 percent) (Appendix II). Mon- 
etary expansion was moderated by the grcwth in arrears and other 
foreign liabilities of the central bank. 2/ In the first half of 1983 
credit expansion slowed even more and noznal mney balances fell. To 
a certain extent this reflects seasonality in the government accounts, 
and credit to Government is estimated to expand 14 percent by the end 
of 1983 and total credit to expand by 17 percent. These projections 
imply a large increase in velocity of broad mney, from J.8 in 1982 to 
4.2 in 1983, after a period of relative stability in velocity, ranging 
from 3.5 to 3.8, from 1979 to 1982. 

Real interest rates turned sharply negative in 1981, as the infla- 
tion rate increased (6-12 months real deposit rates were -25 percent). 
Interest rates were increased in June 1982, by about 4 percentage ooints, 
and raised again by up to 2.5 percentage points in February 1983, I)ut 
the real rates remained sha-Tly negative as the increase in the CP.[ 
stayed above 30 percent during 1982. The negative real rates of 
interest may have been a contributing factor in the rise in velocity 
in 1983 because of a lagged effect on the demand for money. 

l/ The full effect of this urzasure will be delayed, as the full 
implementation of this tax requires a census of retail establishments, 
which will not be completed until the end of 1983. 

2/ The domestic counterpart of external arrears are deposited in a 
blocked account at the Central Rank. 
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d. The external sector 

The balance of payments in 1982 (Table 4) was burdened by the 
growing debt service, which, prior to the reschedulings obtained from 
the Paris Club and other official creditors increased 55 percent, after 
more than doubling in 1981 (Table 5). 1/ Also, drawings on new foreign 
loans wre reduced by SDR 87.1 million-to SDR 190.1 million. After 
the two reschedulings with the Paris Club and with other official cred- 
itors, the overall balance remained in deficit by SDR 42 million. 
Since the Central Rank had virtually run out of foreign exchange (gross 
foreign assets were only SDR 20.5 million at the end of 1981), the 
deficit was reflected in a further net accumulation of arrears, and 
the balance was financed by drawings under the Fund stand-by arrangement 
and the CFF. 

(1) The current account excluding interest payments 

In 1982 exports increased by 9 percent in SDR terms to SDR 298 
million stimulated particularly by a large price and volume increase 
in vanilla, the SDR value of which more than doubled. However, export 
earnings in 1982 were still,less than their value in 1979. In 1983 
exports are projected to decline slightly to SDR 296 million, reflecting 
mainly a sharp drop in clove exports. 

Exports of the three major crops have been constrained in large part 
by marketing considerations. Madagascar's coffee quota under the ICO 
is 45,000 tons/year, whereas marketed production has varied from a high 
of 65,000 tons in 1980 to a low of 50,000 tons (in 1982) over the past 
five years. In 1982 8,000 tons were sold to nonquota markets and for 
1983 contracts have been signed for about the same volume to nonquota 
markets. These marketing constraints have been exacerbated in recent 
year by declines in average quality of exported coffee. In 1983 

year, the clove market has been severely constrained because the major 
part of world demand comes from one country, Indonesia, which is also 
increasing its cxJn production. As a result, cloves exports are expected 
to be substantially lower in 1983, following increases in these exports 
over the past two years. 21 For vanilla, Nadagascar, the Comoros, 

L/ The debt service before rescheduling shown on Table 5, does not 
exactly match the balance of payments presentation since it includes 
payments on debt (including arrears) rescheduled in previous years 
and IMF repurchases. 

21 Export projections for 1983 assunes a sale of 4.5 thousand tons 
of-cloves to Indonesia based on a contract which was expected to be 
signed in February 1983; however, at the end of August 1983 the contract 
had not been signed. If these exports are not made in time to receive 
payment during 1983, exports would be SDR 32 million less than projected, 
and total exports would be 12 percent less than in 1982. 
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Table 4. Madagascar: Balance of Payments, 1979-83 

(In millions of SDRs) L/ 

-- 
1979 1980 1981 1982 

~- --- 

Exports, f.o.b. 304.9 335.3 
Imports. f.o.b. -512.7 -507.3 

Trade balance -201 A -252 .O 

Servtce rece,pts 58.9 b2.9 
Service payments -219.8 -274.2 

Freight -99.3 -113.5 
Transport and travel -45.1 -58.2 
Investment income 21 -13.5 -35.6 
Other services -61.9 -66.9 

services (net) -160.9 -211.3 

Prlvace unrequited 

t cansfrrs, net 

current account 

(Excluding interest) 

5.5 - 

-363.2 

(353 3) 

Public unrequited transfers 

Nowonetary capital (“et) 

DreVi”gs 
Amortization 11 
Rescheduled debt service 2/ 

Principal on regular 
maturities (net of 
payments on reschedulings) 

27.3 

234.3 

248.9 

-14.6 
-- 

2.9 - 

-460.4 

(-428.4) 

32.1 

288.0 

320.7 

-32.7 
-- 

Interest 

National banks (“et) 

(--) 

(--) 

4.7 

Allocation of SDRS 3.5 

Other 4’ -’ 

Overall balance 

-10.2 

(--I 

(--I 

5.1 

3.5 

-41.6 

-103.6 

Financing 103.6 -- 

-3.1 

-176.2 

176.2 

LMF (net) 37.7 

Changes in arrears (decrease -) 
due to: Consolidations 

Accumulations 
Repaymnts 

-- 

(--) 
(--I 
(--) 

174.5 -65.2 55.0 -88.7 
(-44.7) (-124.2) (-8.8) (-119.1) 

1 (221.0) (79.5) a/ 
(219.2) j (59.0) (-157.2) (-4Y.l) 6/ : 

arrears consolidated into 
44.7 87.1 -52.4 102.7 

(44.7) (124.2) (8.8) (119.1) 

(--) (-35.0) (-14.3) -1h.4 I/ 

(--) (-2.1) (-46.9) (...) 

medium-term Llabilitles (decrease -) -- 
New consolidations (--) 
Repajwents (--) 
Repaycents due but “at made C--J 

other Central Bank reserves, (“et) 
(increase -j 107.3 

Asset* (Increase -) (43.3) 
Liabilities (decrease -) (64.0) 

Remaining gap -- 

274.3 298.1 
-433.2 -409 .o 

-158.9 -110.9 -- 

55.6 49.7 

-268.1 -272.0 
-66.2 -68.1 

-59.3 -55.7 
-78.3 -90.7 
-63.7 -57.5 

-212.5 -222.3 -__ 

3.4 -1.3 - - 

-368.0 -334.5 -301.1 

(-292.8) (-246.4) (-202.3) 

53.1 65.5 59.2 

274.8 171.1 -- 
277.2 190.1 

-66.8 -100.1 
64.6 81.1 

(44.4) (57.1) 

(20.0) (24 .O) 

-18.1 -23.8 

3.5 -- 

9.6 79.9 

-45.1 -41.8 

45 .l 41.8 

31.6 47 .o 

-80.7 -8.4 -7.8 

(-13.8) (-7.8) (-7.3) 

(-66.9) (-0.6) (-0.5) 

.- 
1983 

. ..!roj. 

295.7 

-371.1 

- 75 .4 

44 .o 

-268.6 
-58.8 

-54.3 

-101.0 
-54.5 

-224.6 

-1.1 - 

175.8 

186.2 

-170.7 
16o.3 

(13L.2) 

(2b.l) 

-- 

-_ 

-12.6 51 - 

-10.7 

78.7 

6.5 

10.5 

(0.2) 

(1U. 3) 

L7.7 

------- 

sourses: Data provided by the MalaBasy authorities; and staff estimates. 

11 Converted at the follwing rates per SDR 1: FM; 274.83 (1979). FK: 275.cJ1 

(lq80), FK 320.41 (1981), Fffi 386.08 (1982), and FH; 445.8 (1983). 
2/ Before debt rescheduling. 
T/ Debt reschedulings obtained thus far under Paris Club I and II thrcugh June 

193, frum certain other official creditors, and from the London Club group of h,anks 

under agrement reached in principle. 

41 Includes valuation adjusunent, short-term capital, and errors and omissions. 

51 Represents delays in export proceeds assumed at 5 percent of export value 
except for exports of cloves. 

6/ Estimates for January-June 1983. 

iI Schedu!rd total repayments 1” 1983; differs from previous years wi,erc acL~dI - 
repayments are shown. 
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Table 5. Madagascar: Impact of Rescheduling on External Debt Service 1/ - 

(In millions of SDRs) 2-/ 

- 1981 1982 1983 

A. Debt service before rescheduling 
Interest (incl. moratoria interest on 

debt rescheduled on previous years) 
Principal on regular maturities / 
Payments on previously rescheduled 

regular maturities 
Payments on arrears consolidated 

in previous years 
IMF repurchases 

135.6 210.2 280.6 

61.4 87.5 
66.8 100.1 

-- 2.9 

96.4 
i70.7 4/ - 

3.9 

-- 14.3 6.0 
7.4 5.4 3.6 

B. Amounts rescheduled 51' - 
Interest 
Principal (gross) 

Paris Club I (1981) 
Paris Club I (Jan-June 1982) 
Paris Club II (July-Dec. 1982) 
Paris Club II (Jan-June 1983) 
Other countries &/ 
Private 

-68.3 
-20.0 

48.3 
(-31.4) 

(--I 

;r:; 

(-13.7) 
(-3.2) 

-84.6 
-24.0 
-60.6 

(--> 
(-19.3) 
(-24.2) 

(--> 
(-15.2) 

(-1.9) 

-167.4 
-26.1 

-141.3 

;:I; 
-- 

(-2:.2; 
(-50.8) 
(-65.3) 

c. Payments on reschedulings during any given year 52.6 1.3 15.9 
Moratoriwn interest 13.7 0.7 2.4 
Payments on rescheduled regular maturities 3.9 0.6 3.1 
Payments on consolidated arrears 35.0 -- 10.4 

D. Debt service after rescheduling of any 
given year (A - B + C) 119.9 126.9 129.1 

E. Experts of goods and services 
'1 

329.9 147.9 339.7 

A/E ratio 41.1 60.4 82.6 
D/E ratio 36.3 36.5 38.0 

Source: Data provided by the Malagasy authorities; and staff estimates. 

l/ Includes reschedulings obtained thus far from Paris Club through June 30, 1983, 
from certain other official creditors through September 1983 and from the London Club 
group of banks based on an agreement in principl expected to be signed in November 
1983. 

2/ Converted at the following rates for SDR 1: FK; 320.41 (1981), FM; 386.08 
(1!%82), and FMC 445.8 (1983). 

3/ Excluding unconsolidated arrears. 
r/ Includes FPG 29.1 i billion (SDR 65.3 million) of regular principal due to ba&s - 

in 1983 on debt not in arrears. The counterpart is added to amounts rescheduled 
(under category "private") in accordance with the agreement reached in principle and 
expected to be signed in November 1983. 

5/ Excluding arrears. 
g/ Certain Arab and COMECON countries. - 
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and La Rgunion have almost a mrld monopoly, and the world market 
could not absorb substantial increases in supply without greatly 
affecting the price. Other agriculturally based exports include 
cotton cloth, meat, fish, pepper and sugar, which have substantial 
potential for expansion, but which accounted for only about 10 per- 
cent of exports in 1982. 

Imports in 1982 declined by about 6 percent in SDR terms and are 
expected to decline again in 1983 by another 7 percent. They have 
declined in each year beginning 1981 and are expected to be 29 per 
cent less in 1983 than their value in 1979. However, rice imports 
grew sharply in 1982, to 356 thousand tons (from 192 thousand tons 
in 1981), 75 percent of which was paid for with Madagascar's own 
foreign exchange. For 1983, rice imports are expected to be kept to 
183 thousand tons, and the volume of nonrice imports is expected to 
drop to less than the level of 1978. 

Given these trends in the trade accounts, and the reduction in 
the noninterest services account from the high level in 1980, 
the current account excluding interest pay=nts has shown a steady 
improvement since 1980, with the deficit being reduced by more than 
half, from SDR 428.4 million in 1980 to a projected SDR 202.3 million 
in 1983. 

Public transfers and drawings on loans declined sharply in 1982, 
from SDR 330.3 million in 1981 to SDR 255.6 million in 1982, and are 
expected to remain at about this level in 1983. The decline was 
the result of a reduction in 1981 and elimination in 1982 of except- 
ional balance of payments financing, which in 1980 amounted to SDR 
57.2 million, and of the reduction in investment noted above. Amounts 
drawn from Donors Club commitments (in 1982 and 1983) partially made 
up for the above loss. 

(2) External debt service 

Debt service before rescheduling reached SDR 210 million, 60 
percent of exports of goods and services in 1982, and is projected at 
SDR 280 million in 1983, 83 percent of exports of goods and services. 

In 1981 a Paris Club rescheduling was arranged, followed by a 
second rescheduling in 1982. The impact of these reschedulings, along 
with rescheduling obtained in 1981-83 from other creditors and from 
the London Club group of banks (under an agreement reached in principle) 
is shown in Table 5. The amounts rescheduled amounted to SDR 320.3 
million during the three years, about 50 percent of the regularly 
scheduled debt service due in those years. However, net debt relief 
was slightly less, due to dawnpayments on the rescheduled amounts and 
moratorium interest due on these reschedulings and on arrears consoli- 
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dations (a total of SDR 1.3 million in 1982 and SDR 15.9 million in 
1983). Net debt relief in the three years amounted to SDR 240 million, 
or about 40 percent of the regularly scheduled debt service in those 
years. 

Debt service payments to banks are an important part of scheduled 
debt service, although not the majority of it. In 1982 and 1983 inter- 
est cxJed to banks, including on short term lines of credit, was 30 per- 
cent and 35 percent, respectively, of interest payments, after resched- 
uling, in spite of the fact that bank debt is only 10 percent of total 
debt in 1982. Negotiations with the London Club group of banks began 
in June 1982 to reschedule the whole of outstanding bank debt (US$195 
million, out of which LJS$70 million MS arrears on principal payments). 
An agreement with the group’s steering committee was reached in March 
1983, with the proposals to be forwarded to individual banks. A further 
agreement in principal was reached in September 1983 to provide for a 
grace period for principal payments during 1983 and 1984. 

Consolidations of arrears (see below) and reschedulings have given 
rise to moratorium interest payments on the amounts rescheduled and 
consolidated, which in 1982 amounted to SDR 19.8 million, or 31 percent 
of total interest payments after rescheduling. In 1983 moratorium 
interest payments are expected to be SDR 32.9 million or 45 percent of 
total interest payments after rescheduling. In 1983 interest payments 
after rescheduling are estimated to amount to 56 percent of total debt 
service and 21 percent of exports goods and services. There are sub- 
stantial arrears on the moratoria interest payments and on payments 
in respect of rescheduling and consolidations of arrears. 

(3) Arrears 

Since 1980 the buildup of arrears has represented a major 
element in the balance of payments. In 1981 new accumulations on a 
net cash basis are estimated at SDR 59 million (compared tc a current 
account deficit of SDR 368 million) and in 1982 at SDR 63.8 (compared 
to a current account deficit of SDR 334.5 million). In the first six 
months of 1983, SDR 30.4 million in new arrears were accumulated on a 
net cash basis. L/ Through the first half of 1983, SDR 206 million in 

l/ The estimates for stocks of and changes in arrears before June 
19g3 are mainly based on valuations at original exchange rates, unad- 
justed for changes in rates after the date the arrears were incurred. 
Some revaluations of changes in arrears wre made during 1982 and the 
stock of arrears was partially revalued ac the end of 1982. The stock 
was further readjusted at June 1983, at which time it amounted to SDR 
107 mi 1 lion, and will be adjusted monthly on the basis of current 
exchange rates. 
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arrears have been consolidated into medium-term loans; since then SDR 
29 million has been rescheduled with other official creditors and 
agreement has been reached in principle for the consolidation of 
arrears outstanding to commercial banks at the end of 1982. 

e, Exchange rate 

The Malagasy franc continued to be pegged to a basket of several 
currencies, a system adopted on April 2, 1982. The weight assigned to 
each currency in the basket is based on the distribution of Madagascar's 
trade during 1973-80. A devaluation on May 17', 1982, by 15.0 percent 
(in local currency terms) against the currency basket was followed by 
further devaluations by 6 percent, 2 percent and 10.5 percent on January 
31, July 8, and October 3, 1983, respectively. As a result, the real 
effective exchange rate has been roughly maintained at the May 1982 
level. 

IV. Report on the Discussions 

The discussions centered on the new policies promulgated in 1983, 
particularly in rice pricing and marketing, and on prospects for the 
whole of 1983 and the medium term. The policies governing the allo- 
cation of resources (pricing, marketing, import controls, credit 
controls, and the exchange rate) will be the primary instruments to 
guide medium term developments. The discussions on medium term prospects 
focused on the external debt servicing, since it is clear that financing 
this debt service would cut deeply into foreign exchange earnings and 
would provide the most important single constraint on economic develop- 
ments in the coming three to four years. Apart Erom debt service, the 
discussions on medium-term prospects focused on the potential of the 
economy over a three- to four-year horizon to increase production, 
primarily of agriculturally based exports and import substitutes. 

1. Agricultural policies and prospects 

a. Rice 

The Malagasy authorities explained that rice output in 1983 was 
expected to be about 9 percent above output in 1982 and that officially 
marketed production would be well above the amount marketed in 1982, 
as the weather conditions were favorable and output was recovering 
from the cyclone-induced 1~ level in 1982 but was still 36 percent.less 
than the amount marketed in 1980. They also felt that part of the 
explanation of the increase in production and marketing was due to an 
improvement in the efficiency of SOHAl&& and FIFABE, which were expected 
to show improved financial results in 1983. The authorities felt that, 
under ideal conditions, large increases in production should be possible 
(with perhaps up to a 10 percent annual increase in yield and a 10 per- 





- 19 - 

cent annual increase in area under cultivation), particularly in the 
three main producing areas (two of which are served by SOMALAC and 
FIFABE) . This would require substantial expansion of extension services 
including technical advice, inputs, credit, and marketing. 

The authorities recognize that pricing and marketing policies are 
also likely to be crucial in supporting any sustained increase in 
output, and for this reason promulgated the liberalization reform in 
May 1983. However, the authorities still wanted to protect producers 
and consumers from extreme price fluctuations with a minimum producer 
price and a maximum consumer price. The maximum consuner price has 
been set substantially above free market prices during most of the 
year but may still constrain consuer prices in the period of relative 
scarcity right before the harvest. The staff was concerned that some 
provisions in the new regulations, such as licensing requirements for 
rice traders and the exclusion of the areas served by SOMALAC and 
FIFABE from free competition, would continue to affect adverseljr the 
incentives for paddy farmers and distributors to expand. The author- 
ities explained that the licensing provisions were not intended to 
restrict competition; licensing fees were small, the number of iicenses 
was not restricted, and the issuance of the license was dependent only 
on the honesty and reliability of the applicant. The reserved areas 
were necessary to ensure the financial stability of the two agricultural 
development agencies and to finance their provision of irrigation and 
extension services to producers in these areas. Quantitative informa- 
tion on the results of the new pricing and marketing measures was not 
yet available, but the authorities felt that the large price differences 
between parallel and official markets that existed prior to May 1983 
had disappeared. 

b. Other agricultural products 

The production of coffee has stagnated in recent years, and the 
quality has deteriorated on average. A program to provide productivity 
improvements over about 70 percent of the coffee-growing area, primarily 
through improvements in extension services, called Opgration cafz, 
has been in operation for several years, but it is unlikely that output 
will increase, and, in any event, an increase in output would be diffi- 
cult to market. For cot ton, the new cotton development program was 
likely to achieve short- and odium-term results. For other agricul- 
tural products, the emphasis has been on overcoming marketing diff icul- 
ties and solving industry-specific problems. For example, there is a 
program to improve the sanitary conditions in the slaughterhouses for 
export quality meat and a possible joint venture with foreign partners 
to improve technical and financial performance in fishing. 



, 
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3 -. The non-agricultural sectors 

The current primary objective of industrial policy is increased 
utilization of existing capacity and the rehabilitation and maintenance 
of this capacity. In general the authorities view the primary role of 
industry as a processor.of agricultural products and a provider of 
inputs and incentive goods for agriculture. Industrial activity is 
generally directed through import and price controls, with decisions 
on both being umde on a case-by-case basis by an interministerial 
committee. In 1983 priorities were ordered such as to maintaining capac- 
ity utilization in higher-priority enterprises while letting others cut 
back substantially or close. This policy has resulted in some improvement 
in foreign exchange allocation and, after a fall of 11 percent in 1982, 
industrial activity is expected to be maintained or to increase slightly 
in 1983 in spite of lawer foreign exchange availability in the latter 
year. 

The transportation sector has been given priority by the authorities 
in terms of allocations of investment and imports, with about one 
fifth of the total public investment program for 1982-85 (about US$950 
million) allocated to this sector. Energy consumption has been over 
60 percent dependent on wood, and efforts have been rmde toward diversi- 
fying energy resources. Hydroelectric power generation rose by about 
50 percent in 1982 with the completion of a power project. Also, oil 
exploration by several foreign corporations has been proceeding, both 
in the Mozambique channel and on the land, but, so far, there have been 
no significant exploitable discoveries. 

A significant degree of rationalization, employment reduction, 
and contraction of the activities of the public enterprise sector took 
place in 1982 and 1983. In- particular, the activities and staffing of 
the state marketing agencies active in agriculture have been curtailed 
since the May 1983 decree liberalizing rice marketing. Industrial 
public enterprises appeared to have improved their financial perfor- 
mance, even in the midst of the economic downturn OF 1981 and 1982, 
and in spite of the relatively restrictive foreign exchange allocation, 
because the price control administration has allwed substantially 
greater price increases for state enterprises than in previous years. 
The only major instruments of state intervention in public enterprise 
operations are import and price c,Jntrols, in keeping with the stated 
rationale of preventing abses of monopoly power, and government policy 
in 1982 and 1983 has been for public enterprises to be on the same 
footing as any private company. In keeping with this orientation, 
public enterprises are generally subject to the sa& customs and tax 
treatment as private companies; subsidies on the current operations of 
commercial activities were sharply reduced in 1982 in the aggregate 
and were eliminated in 1983. The Government has also begun a case-by- 
case evaluation of enterprises' financial, managerial, and economic 
structure. 
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3. The budget 

Budgetary outlays for the whole of 1983 are expected to be slightly 
higher than the targets set at the tiw of the mid-term review of the 
1982/83 stand-by arrangement (Table 3). Thus, without further measures, 
the overall deficit is expected to be about FMG 81.9 billion (6.7 per- 
cent of estimated GDP), compared to a program target of FK= 76.1 billion 
(6.2 percent of GDP), and bank finance to the Government to be FK 37.6 
billion (14 percent of the beginning period money supply), compared to 
a program target of FMG 36.6 billion (13 percent of the beginning period 
mo ney supply ) . 

With the introduction in January 1983 of a new, centralized expen- 
diture control system, expenditures in the first half of the year were 
unduly low but are expected to recover in the second half of the year. 
Under the new system all nonsalary current expenditure commitments and 
billing are being monitored at the level of the Treasury, and payments 
are not allowed by the spending ministry until Treasury approval is 
obtained. This has slowed some legitimate payments but will result in 
better expenditure control. 

Overall revenue is expected to increase 22 percent for the full 
year (3 percentage points less than programmed), and tax revenue is 
currently estimated to increase by only 13 percent, with most of the 
increase coming from indirect taxes. H oweve r , there is some uncer- 
tainty with regard to the full-year outcome, due to the uncertain 
timing of the impact of the new indirect taxes, the delays in extending 
the new system of withholding of company taxes, and the extension of 
the domestic sales tax to retail establishments. Thirty-one percent 
of tax revenue stems from import-related taxes, which are expected to 
rise 21 percent over 1982 as increased tax rates and expanded coverage 
should mske up for declining import levels. Other indirect taxes are 
expected to increase 21 percent, with 60 percent of the increase coming 
from increased profits of the state monopoly on the sale of tobacco 
and alcohol. FNUP receipts are expected to increase by 36 percent 
over 1982, reflecting the devaluations of May 1982, and February 3nd 
July 1983. Another source of net nontax revenue or expenditure stems 
from ihe Central Bank’s rice import operations, whereby the trading 
profit or loss on imported rice is surrendered to the Government. 
This operation is expected to continue its record of losses in 1983, 
despite the cancellation of some shipments of imported rice and large 
sales from stocks, due to losses oil the sale of luxury rice at the 
price of ordinary rice. 

Current budgetary expenditures for the whole of 1983 are expected 
to increase by 1.5 percent, declining to about 12 percent of GDP. 
Personnel and other current expenditures should be held to about the 
program target, but interest expense will be higher than forecast due 
to the greater-than-anticipated level of moratorium interest payments 
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on the rescheduling cf external debt. Capital expenditures will be 
about 11 percent under the program target and only 2 percent over 
1982, as this item has borne the major part of the budgetary adjust- 
ment. Capital expenditures are expected to be about 21 percent Lwer 
in nominal terms than their peak in 1980. 

The inventory of domestic arrears as at end-1982 showed that there 
were no domestic arrears at the level of the Treasury; the arrears were 
due to spending ministries not presenting bills for payment. The new 
expenditure control system, which will match bills sent by suppliers 
with expenditure commitments by spending ministries, should prevent the 
reaccumulation of domestic arrears. The authorities stated that they 
would be able to reduce the level of domestic arrears by FM; 10 billion 
in 1983 and to eliminate them by the end of 1984. 

The staff emphasized the importance of achieve’ ng the budget targets 
for 1983 if the momentum of the stabilization policies is to be main- 
tained. This should not require additional tax or expenditure measures 
but will require maintaining pricing policies to ensure that subsidies 
to state enterprises do not arise and that the price of imported rice 
is raised to approximate domestic market levels. This policy would 
also be desirable so as not to encourage the consunption of imported 
rice. The staff also suggested that the FNUL” and rice operations be 
separated from the budget, as they are not strictly fiscal operations. 
The commodity stabilization funds could then be operated outside of 
the bdget to reduce the variance in producer incomes. The rice-import 
operations cause fluctuations in government net receipts due to changes 
in ricestocking policy, which is not based on budgetary considerations. 
Together, the two types of operations are expected to contribute 10 per- 
cent of total. revenue in 1983. 

4. Monetary and credit policy 

Since 1982 monetary policy has become more restrictive, accomm- 
dating only small increases in economic activity compared to the previous 
two years* This more restrictive stance was a reflection of and a 
response to the deterioration in the balance of payments. Even though 
real economic activity declined and monetary velocity increased, the 
financial system became highly constrained and increasingly illiquid 
by the end of 1982. 

In the Eirst half of 1983 the liquidity problems of the banking 
system increased, as deposits declined by almost 7 percent while credit 

rose by 2 percent. The decline in the availability of financial re- 
sources reflected the unexpected mrsening in the external arrears 
situation (domestic deposits are debited by the Central Bank according 
to the original maturities oE external loans) +IQ:I i.;la- -;tr~.)ng improvement 
in the government finances. The reduction in the deposit base and the 
lack of access to central bank rediscount facilities for all but one 
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of the commercial banks, when viewed in combinatiorl with the relatively 
illiquid situation of the banks’ balance sheets due to the financing 
of large stocks of cloves, severely limited the ability of the banks 
to expand credit to the nongove rnment economy. In June 1983 the aggre- 
gated bank liquid reserves to deposits ratio had declined to 2.8 per- 
cent from 5.9 percent at end-1982 and 14.3 percent at end-1981. 

The liquidity problems of the banking system were putting in 
jeopardy the financing of the major sunmsr rice harvest. In April 
1983 the Central Bank allowed the agricultural commercial bank to use 
its rediscount facilities, given the inability of the other banks to 
supply excess funds in the interbank market. The authorities stated 
that further borrowing from the Central Bank muld be allowed, as well 
as the reactivation of the interbank market, to meet the temporary 
credit needs of individual banks. The monetary authorities are cur- 
rently reassessing the adequacy of institutional arrangements and 
policy instruments in allocating credit. They will endeavor to expand 
credit in the second half of 1983 consistent with the need for greater 
flexibility and taking into account the external situation. 

5. The external sector 

Discussions on the external sector centered on the \?.fficulties 
with regard to external debt service, the continued increase in arrears, 
the potential for exports, and the import program required to support 
expansion in exports and other economic development. The conclusion 
of these discussions, which wzre held within a medium-term perspective 
of the economy, was that Madagascar would not be able to pay its debt 
service over the next four years, and provide support for any economic 
development, without considerable increases in new foreign resources 
and further debt rescheduling on terms more favorable than those pro- 
vided in the past. 

a. External debt and debt service 

The stock of external debt outstanding at end-1982, including 
arrears was SDR 1.7 billion, or about 66 percent of 1982 GDP. The 
principal creditors are OECD countries (34 percent of the total), 
international institutions including the IMF (25 percent), other 
countries (19 percent) and banks (14 percent). By the end of 1983 
this stock is projected to increase to about SDR 2 billion. 

Debt service in 1983-87 is shown in Table 6, based on loans con- 
tracted through April 1983, after debt reschedulings from the Paris 
Club through June 1983 and from other official creditors through 
September 1983, and on the basis of an agreement reached in principle 
with the London Club group of banks in September 1983. Total debt 
service on this basis amounts to SDR 129.1 million in 1983, about 38 
percent of projected exports of goods and services, and increases by 
88 percent to SDR 243.3 million in 1984, about 62 percent of projected 
exports of goods and services. 





Table 6. Madagascar: Projected External Debt Service Payments, 1983-87 A/ 

(In millions of SDRs) 2-/ 

1983 1984 1985 1986 1987 
Am. Int. Am. Int. Am. Int. Am. Int. Am. Int. 

OECD countries 
Other countries (including loans 

for the exceptional financing 
of the balance of payments) 3/4/ -- 

Banks 4/ 

International organisations 
Of which: IMF L/ 

Private non-guaranteed 

Consolidated arrears 

Short term 

Total 

Total debt service 

30.2 22.9 

-- -- 

-- 25.4 

7.9 14.8 
(3.6) (9.9) 

2.0 0.7 

16.4 2.4 

-- 6.4 

56.5 72.6 

129.1 

67.7 39.3 64.6 35.9 

-- 30.5 -- 30.5 

-- 21.8 34.9 19.8 

31.5 15.4 44.9 14.4 
(23.5) (10.2) (32.4) (8.3) 

1.8 0.5 1.0 0.4 

22.2 6.2 22.7 3.6 

-- 6.4 Wd 6.4 

123.2 120.1 168.1 111.0 

243.3 279.1 

65.9 33.2 80.9 26.8 

-- 30.5 

34.9 15.2 

51.9 12.1 
(35.4) (5.8) 

0.5 0.3 

12.9 1.8 

-- 6.4 

166.1 99.5 

41.5 

34.9 

44.8 
(27.6) 

0.8 

3.5 0.4 

-- 

206.4 

6.4 , 

84.8 E 
I 

291.2 

Sources: Data provided by the Malagasy authorities; and staff estimates. 

1/ Data cover loans contracted through April 1983, after debt reschedulings from the Paris Club through June 1983, 
from other official creditors in respect of the total debt outstanding at the end of 1982, and from the London Club group 
of banks based on an agreement reached in principle and expected to be signed by end-1983. 

2/ SDR 1 = FMG 445.8. 
T/ Certain Arab and COMECON countries. 
T/ Repayments on the basis of rescheduling of total debt (including arrears) outstanding at the end of 1982 referred to 

in-footnote 1. 
5/ On the basis of purchases outstanding at present. - 
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b. Other items in the balance of payments 

The foreign exchange necessary to pay debt service must be gener- 
ated from a positive current account balance (excluding interest) and 
new foreign exchange inflows. In 1983 the projected current account 
balance, excluding interest, shows a deficit of about SDR 200 million, 
and new inflows of capital are expected to be SDR 245 million, leaving 
only about SDR 31 million for debt service. L/ This compares with 
scheduled debt service payments in 1983, after rescheduling already 
obtained, of SDR 129.1 million, of which interest payments are SDR 72.6 
million, leaving a gap of SDR 98.6 million. 

(1) Exports 

In 1983 exports of the three major commodities (coffee, 
Lloves, and vanilla) have been primarily constrained by marketing 
considerations. The output of those commodities has been maintained 
over the past three years at levels in excess of exports, and sub- 
stantial stocks have been accumulated. For coffee, Madagascar is 
facing the well-known marketing problems of all coffee producers, and 
substantial growth in exports of coffee is unlikely. Clove product ion 
has been maintained, but the authorities indicated that marketing 
problems in Indonesia, their principal rmrket, will provide the main 
constraint in the future. In the coming three years the authorities 
expect that clove sales will decline substantially. Project ions of 
1983 exports assume 4.5 thousand tons (valued at SDR 32 million) of 
clove exports to Indonesia, but delays in the agreement may result in 
these shipments not being completed by the end of the year. Current 
Indonesian development plans call for virtual self-sufficiency in 
cloves by 1987. Vanilla, Madagascar’ s third largest export crop, is 
also constrained by marketing considerations, and the authorities feel 
that exports should stabilize around the current level (900-1,000 
tons) over the next several years. 

Madagascar also produces a variety of other crops with potential 
for increased exports, among them cotton cloth, meat, and fish. With 
each of these crops, specific problems have resulted in stagnant or 
declining export s. In the case of cotton, exports remained about 
3,400 tons annually from 1977 through 1982. However, an increase in 
production, which should lead to a substantial increase in exports, 
was stimulated in 1983 by an increase in producer prices of over 40 
percent over the last two years. The authorities feel that 1984 
protiction could reach 37,000 tons (from 25,000 in 1982), which muld 
save substantially on cotton imports and boost exports of cotton cloth. 
Another product with great export potential is shrimp, which’in 1983 
is expected to be the fourth largest agriculturally based export. 
However, the catch has not increased substantially in the last five 

l/ This assumes SDR 12.6 million as negative other items, which are 
due to delays in surrender of export receipts. 





years, in spite of the fact that a larger catch would be within ecolog- 
ical limits, because, at current prices and costs, expansion is not 
profitable. Meat exports have declined to negligible amounts in 1982 
and 1983, from over 5 thousand tons in 1980, as health conditions in 
the livestock herd and difficulties in the slaughterhouses did not 
allow production of export standard meat; also, the profitability of 
exports was not as high as for prcduction for local markets. 

The staff felt it was clear that Madagascar had considerable 
potential for diversified exports, but for this to be achieved more 
attention should be paid to pricing policie,., along with the development 
policies under way. For meat and fish, inadequate export prices were 
an impediment to increases in export volume, and in the three traditional 
export crops, inadequate producer prices were an impediment to improve- 
ments in quality. In addition, the timely provision of inputs was 
crucial and should receive the highest priority in the import program. 

(2) Imports 

Import policy is aimed primarily at supporting the productive 
sectors and the consumption of rice. In 1983, in spite of the planned 
reduction in rice imports, they will amount to about SDR 51.4 million 
or about 12 percent of total imports. The largest portion of these 
imports are expected to be on comnrercial terms. Edible oil is the 
second largest consumer import in 1983, representing about 5 percent of 
total imports. The structure of other imports in 1983 is expected to 
be similar to previous years. 

Given the extreme difficulties in the balance of payments over 
the next two years, imports have had to be cut to the minimum necessary 
to support production. In this regard, the authorities were commended 
for the reduction in rice imports in 1983. Given the already high per 
capita consaption of rice and the likely increase in domestic production 
due to the liberalization program, further cuts should be possible; the 
authorities are planning for self-sufficiency in rice within three to 
four years. Cuts in edible oil and other consumer goods imports should 
be considered to provide more resources for productive inputs, particu- 
larly for the agricultural sector. Also, it would improve the ability 
of firms and other producers to plan output if import licensing could 
be done within broad quotas, allowing automatic licensing within the 
quotas and assuring automatic credit lines for approved imports. 

6. The exchange rate 

In response to staff suggestions that the exchange rate be used as 
an active instrument of economic policy, because in certain industries, 
particularly meat and cotton cloth, there was at present a bias against 
exports, the Malagasy representatives observed that in the traditional 
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export industries profitability is adequate in spite of the high im- 
plicit rates of taxation of exports. They further felt that improve- 
ments in infrastructure, particularly in transportation, along with 
other investments in export industries and the increased efficiency 
resulting from the liberalization program, should result in increased 
profitability of the export sector. Nevertheless the authorities 
intend to maintain their flexible approach to exchange rate policy as 
part of their commitment to pricing reform. 

V. The Medium Term 

The medium term outlook will be dominated by the balance of 
payments, particularly the likely difficulties of servicing the foreign 
debt. A projection was made of external debt servicing capacity through 
1987 (Table 7). It is clear from the table that there are large balance 
of payments gaps in each year through 1987. Even in the hypothetical 
case of rescheduling each year on conventional terms, the debt service 
ratio increases from 44 percent in 1984 to 57 percent in 1987. The 
primary reason is that the net impact of rescheduling on conventional 
terms weakens after consecutive reschedulings as reschedulable amounts 
decline while moratorium interest payments increase, and repayments of 
previously rescheduled amounts become due. 

VI. Exchange Restrictions 

Madagascar avails itself of the transitional arrangements of 
Article IV, but maintains exchange restrictions under Article VIII, 
Sections 2 and 3 of the Articles of Agreement. In 1982 and 1983 
Madagascar has continued to apply comprehensive exchange restrictions 
and, as noted above, to build up arrears on current payments. All 
payments of foreign exchange are controlled through foreign exchange 
budgets administered by an interministerial committee, the Central 
Bank and representatives of national banks. Specified limits apply on 
the sale of foreign exchange for certain invisible payments, such as 
foreign travel and educational expenses. Foreign workers in Madagascar 
are allawed to repatriate only fixed percentages of their pay, and 
there are restrictions cn the repatriation of dividends of foreign 
companies. In addition to the external payment arrears on goods and 
services and principal on foreign debt, there are arrears on the trans- 
fer of dividends abroad and on payments of compensation to foreign 
firms that have been nationalized. 

Regarding the transfer of dividends of foreign companies, the 
Malagasy representatives said that considerable progress had been made 
to reduce the backlog of applications which had developed since 1981 
and to ensure that future requests will not encounter administrative 
delays. The transfer of additional amounts of bona fide dividends up 
to a specified limit will be authorized and effected during the remainder 
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Table 7. Madagascar: External Debt Servicing Capacity, 1983-87 

(In millions of SDRs) 

1983 1984 1985 1986 1987 

Exports, f.o.b. 295.7 
Imports, f.o.b. -371.1 

A. Trade balance -75.4 

Services and private 
transfers net (excl. 
interest) 

B. Current account (excl. 
interest) 

Public transfers 59.2 
Drawings L/ 186.2 
Other items -12.6 

c. Balance available for 
debt service 

D. Debt service on basis of 
current reschedulings 
thus far obtained 

Amortization 
Interest 

Remaining gap after D -98.6 

E. Dc",t service if future 
reschedulings obtained 
in every year 21 

Amortization 
Interest 

Remaining gap after E -63.8 

.F. Debt service ratio on 
basis of D 

G. Debt service ratio on 
basis of E 

-125.9 

-202.3 

30.5 

-129.1 
(56.5) 
(72.6) 

-94.3 

(33.1) 
(61.2) 

38.0 

27.8 

62.0 62.0 
171.4 180.0 

-2.5 -- 

-126.1 -127.1 -133.5 -140.1 

-150.6 -139 .o -131.2 -117.4 - ___ 

62.0 62.0 
189.0 198.4 

-- -- 

80.3 103.0 119.8 143,o 

346.5 363.3 395.9 435.5 
-371.0 -375.2 -393.6 -412.8 

-24.5 -11.9 2.3 22.7 

-243.3 -279.1 -265.6 -291.2 
(123.2) (168.1) (166.1) (206.4) 
(120.1) (111.0) (99.5) (84.8) 

-163.0 -176.1 -145.8 -148.2 

-173.0 -220.3 -232.1 -276.1 
(70.6) (95.0) (105.7) (152.4) 

(102.4) (125.3) (126.4) (123.7) 

-92.7 -117.3 -112.3 -133.1 

62.3 68.0 66.0 59.7 

44.3 53.6 52.1 56.6 

Source: Data supplied b the Malagasy authorities; and staff estimates. 

1/ For 1983 after Donors Club; for subsequent years before Donors Club. 
T/ On terms obtained thus far from Paris Club. - 
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of 1983 and in 1984. With respect to other external payment arrears, 
the Malagasy representatives said that no increase on a net cash basis 
would be permitted during the last quarter of 1983 and during 1984. At 
the same time, the authorities would attempt to regularize outstanding 
external arrears through consolidations to the maximum extent possible. 
Regarding the approval of foreign exchange in payment for specified 
essential imports, the Malagasy representatives stated that an automatic 
allocation of foreign exchange would be put in place before the end of 
1983. Moreover, the Malagasy representatives stated that the existing 
restrictions muld continue to be kept under close review and further 
gradual relaxations would be undertaken as soon as feasible. 

In light of the difficult external situation of Madagascar the 
staff does not feel that it will be possible to eliminate these 
restrictions before the next consultation with Madagascar. 
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VII. Staff Appraisal 

In 1982, for the second year in succession, Madagascar’s real GDP 
declined and consumer price increases continued at a high level, notwith- 
standing the fact that the budgetary deficit (a major element of excess 
demand in the earlier years) as a proportion of GDP was reduced by 
nearly 40 percent, credit eqansion decelerated, and monetary expansion 
was moderated. The decline in domestic produ.ct, and the increase in 
prices, reflected the continuing seriaJs balance of payments situation 
that forced the authorities into a further substantial increase in 
external arrears. The overall balance of payments registered a deficit 
of SDR 42 million in 1982, or about the same as in 1981, despite a 
30 percent reduction in the deficit on the trade balance. Debt service 
continued to dominate the external payments accounts; despite the 
second debt rescheduling obtained under the Paris Club and from other 
official creditors, actual debt servicing (principal and interest) 
amounted to SDR 127 million, or 37 percent of exports of goods and 
services in 1982. Prospects are that 1983 would show little progress 
in terms of growth, although there has been a substantial deceleration 
in inflation and a further reduction in the budgetary deficit. 

Viewed in isolation, therefore, the economic and financial situation 
in 1982 (and so far in 1983) must be regarded as extremely worrisome. 
However, when compared with the imrtediate past, the developments could 
be viewed with some guarded satisfaction. In the first place, although 
the authorities had embarked upon an adjustment program since 1980, 
real progress in implementing those policies was made only in 1982, 
when the exchange rate was adjusted within the framework of a flexible 
exchange policy, producer and (subsidized) consumer prices were raised, 
the domestic pricing and marketing system was liberalized to a degree, 
budgetary deficits were reduced, and credit expansion was restrained. 
Although real GDP declined in 1982, the rate of decline was considerably 
lower than in the previous year, and may be reversed in 1983. The 
rate of inflation for 1982, although still high, also turned out to be 
lower than anticipated in the program supported by the stand-by arrange- 
ment approved in July 1982, and is expected to be nearly halved in 
1983. As mentioned earlier, the trade deficit in 1982 was less than 
half that in 1980, and is projected to be reduced Further by one third 
in 1983; a similar improvement was also registered in the current 
account deficit other than interest payments, which in 1982 was two 
fifths lower than its peak in 1980, and is expected to be reduced 
further, by nearly one fifth in 1983. 

This favorable reversal in trend is attributable to the commndable 
reorientation of policy embarked upon by the authorities in the context 
of the 1982183 stand-by arrangement with the Fund, and with the support 
and encouragement of the World Bank. The fact that the overall balance 
of payments has not shown a corresponding improvement is due to the 
fact that, as a result of the rapid increase in indebtedness in 1979-81, 
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debt service has increased to the point where it preempts an insupport- 
ably large share of the country’s foreign exchange earnings. The 
medium-term outlook for the balance of payments is also overwhelmed by 
debt service. Even under relatively optimistic projections for exports 
and the assumption of self-sufficiency in rice by 1987, and assuming 
debt rescheduling in every year on terms similar to those obtained in 
the past two years, the debt service ratio would rise to above 50 
percent of exports of goods and services, and the balance of payments 
gap would increase to over SDR 133 million in 1987. 

In this situation, the options open to the authorities are extremely 
limited. The staff feels that two complementary approaches mst be 
made: (1) the policy reforms introduced in 1982 and 1983 should be 
continued and extended to provide for as much expansion of exports and 
import-substitution as is practicable, and (2) creditors and donors should 
be approached for extraordinary help and understanding in resolving 
the debt problem and in supporting the adjustment efforts of the 
authorities. The two approaches are complementary in that creditors 
and donors must be assured of the continued and r.einforced implementation 
of the recently reoriented policy, and that the authorities may not be 
able to continue this policy reorientation over the medium term without 
a resolution of the debt problem and without continued exceptional 
balance of payments financing. 

The staff mlcomes, as an essential part of the stabilization 
efforts, the recent liberalization of the pricing and marketing system 
for domestically produced rice. While the staff recognizes the importance 
of considerations that initially prompted the authorities not to extend 
this liberalization to two of the main rice producing areas ( the 
“reserved” areas), it feels that maintaining the marketing monopoly of 
SOMALAC and FIFABE in these areas is injurious to providing adequate 
incentives to producers in those areas. The authorities should, there- 
fore, consider extending the marketing reform to these areas, while 
ensuring that the agricultural development agencies are adequately 
remunerated for the irrigation and extension services provided by them 
through user fees and budgetary transfers. This policy should aid in 
raising domestic production and reducing rice imports. Pricing and 
marketing liberalization should also be extended to other products, 
particularly groundnuts, cotton, fish, and meat. This could begin by 
raising the producer returns for those products and allowing competitive 
purchasing and distribution.;without ceilings on prices. The pace of 
decontrol of industrial prices should also be accelerated and formalized, 
although prices of specific commodities on a relatively small “negative 
list” would continue to be controlled. 
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The recent progress in bringing the budgetary deficits under 
control must also be maintained. In this context, the staff welcomes 
the recent tightening of expenditure controls, as well as the compiling 
of an inv2nt.or-y of domestic arrears and the intention to eliminate these 
arrears by end-1984, as a further step toward budgetary discipline. 
Were the authorities to continue to exercise the restraint shown in 
1982 and 1983, the budgetary deficit, as a proportion of GDP, could 
well be reduced by a further 25 percent in 1984--a target the staff 
would recommend for the preparation of the fiscal targets for that 
year. 

The authorities should also review the existing banking system, 
where banks are specialized to undertake operations primarily in speci- 
f ied sectors, as to its adequacy in the context of more liberal produc- 
tion and marketing systems. In the meantime, the monetary authorities 
must ensure that the credit needs of the revived private commercial 
and productive sectors are adequately met; the insufficient liquidity 
of the agricultural commercial bank at the beginning of the 1983 rice 
marketing season (the first season under liberalized marketing and no 
fixed producer and consuner prices) is indicative of the risks that 
the system could be subjected to if proper vigilance is not exercised. 
The present shortage of liquidity of the banking system as a whole is 
largely attributable to the large deficit in the balance of payments, 
but it could be in part alleviated by a further substantial increase 
in interest rates, which remain highly negative in real terms. Finally , 
in the monetary sector, large inaccuracies in the statistical base 
have recently been identified for the foreign liabilities, including 
arrears, and a corrected base established for the monetary data. The 
authorities should endeavor to keep the series accurate and, in that 
respect, the system of reporting from commercial banks should be improved 
and better coordinated with the import and foreign payments system. 

The recent improvement in the financial situation is at least 
partially attributable to the pragmatic policy adopted by the authori- 
ties in respect of the exchange rate. The staff believes that, given 
the magnitude of the balance of payments problem, and given that 
Madagascar has a potential in developing several nontraditional exports, 
the exchange rate should be used as an active policy to maintain the 
country’s competitiveness in the international markets and to provide 
adequate incentives for producers to expand in those markets. 

The continued maintenance of comprehensive exchange restrictions 
has been necessitated by the critical balance of payments situation. 
Nevertheless, a modest liberalization of payments for essential imports 
is being effected before the end of 1983. Moreover, the authorities 
have indicated their intention to keep the restrictive system under 
review and to reduce dependence on these restrictions progressively. 
In view of the above, the staff recommends approval of the restrictions 
maintained by Madagascar on payments and transfers for current interna- 
t ional transact ions. 
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VIII. Prvposed Decision 

The following draft decision is proposed for adoption by the 
Executive Board: 

1. The Fund takes this decision in concluding the 1983 Article 

XIV consultation with Madagascar in light of the 1983 Article IV 

consultation with Madagascar conducted under Decision No. 5392-(77/63), 

adopted April 29, 1977 ("Surveillance over Exchange Rate Policies"). 

2. Madagascar maintains restrictions on payments and transfers 

for current international transactions as described in EBS/83/235 and 

in SM/83/ . The Fund notes the intention of the authorities to 

remove these restrictions as soon as possible. In the meantime, the 

Fund grants approval for their retention until October 31, 1984 or the 

completion of the 1984 Article IV consultation with Madagascar, which- 

ever is earlier. 
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8th review: 
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francs: 

SDR position: 
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Trust Fund loan disbursements: 

First period: 
Second period: 

Direct distriktion of profits 
from gold sales: 

First period: 
Second period: 

September 23, 1963 

SDR 51 million 

APPEKDIS I - 

SDR 66.4 million. Madagascar has 
consented to the increase in its 
quota and made arrangements, for 
paying the increase at subscription. 

SDR 187.7 million, or 368.1 percent 
of quota, including compensatory 
financing purchases of SDR 51.0 mil- 
lion (100 percent of quota) and 
purchases under tranche policies, 
including supplementary financing 
of SDR 22.2 million and enlarged 
access of SDR 20.5 million. 
Excluding holdings under the 
CFF, the Fund's holdings are the 
equivalent of 268.1 percent of 
quota . 

i Holdings amount to SDR 24,622 
(or 0.13 percent of net cumulative 
allocation of SDR 19.27 million). 

SDR 10.78 million 
SDR 14.63 million 

USGl.16 million 
USS2.97 million 

Gold distribution: 22,252.0 fine ounces 





Exchange rate system: 

Intervention currency: 

Staff contacts: 
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The Malagasy franc is pegged to a 
basket of currencies with weights 
based on the pattern of trade. 
SDR 1 = FM2 461.8 (August 31, 1983). 

There is no single intervention 
currency. 

The mid-term review (EBS/83/55) 
of the stand-by arrangement that 
expired on July 8, 1983 was 
completed on April 8, 1983. StafF 
visits to Antananarivo took place 
in mid-May and late-August 1983, 
and the 1983 Article IV consultation 
discussions wre held from mid-July 
to early August 1983. A Malagasy 
delegation visited headquarters in 
early September 1983 for a financial 
program to be supported by a new 
stand-by arrangement. 
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Table 1. Madagascar: Selected Economic and Financtal 
Indicators, 1980-83 

1980 198 1 1982 1983 -- 
Actual Actual Prog. Actual Prog. Est. 

National income and prices 
GDP at constant prices 
GDP deflator 
Consune r prices L/ 

External sector (on the basis 
of SDRs) 
Exports, f.o.b. 
Imports, c.i.f. 
Non-oil imports, c.i.f. 
Export volume 
Import volume 
Terms of trade (deterioration -) 
Nominal effective exchange rate 

(depreciation -) 
Real effective exchange rate 

(depreciation -) 

Cover ament finance 
Total reveme and grants 
Total expenditure 

Money and credit 
Domestic credit 

Government 
Private sector 

Money and quasi-money (M2) 
Velocity (GDP relative to M2) 
Interest rate (annual rate, 

one-year savings deposit) 

Overa: 1 government savings 
Overall goverwent financial 

deficit 
Domestic bank financing 
Foreign financing (net) 

-2.8 -3.1 

-18.4 -14.7 
11.4 7.4 

6.9 7.1 

Gross domestic investment 23.4 18.1 
Gross domestic savings 6.9 7 .o 
Current account deficit -18.5 -14.4* 

Externai debt 
Inclusive of use of Fund credit 

Debt service ratio (in per cent of 
exports of goods and services) 

Interest payments (in per cent of 
exports of goods and services) 

(Annual per cent changes, unless otherwise specified) 

0.8 -9.2 0.9 -1.1 1.0 1.6 
15.1 25.2 35.2 28.3 24.7 20.3 
17.1 29 .o 51.0 31.2 25.1 23.0 

9.8 -18.2 10.1 8.8 6.3 -0.7 
14.5 -28.8 10.9 -4.4 -4.6 -9.9 

8.6 -29.1 11.8 -16.1 -9.8 -15.0 
-1.6 -26.6 3 .o 2.3 3.9 -0.6 
-1.0 -39.5 a.7 -6.5 -2.7 -5.3 
-6.9 -3.7 6 .O 3.8 2.0 3.7 

-5.6 

4.1 

-8.8 -15.5 -18.1 . . . . . . 

4.7 ..* -0.8 . . . . . . 

7.8 -3 .o 31.8 27.0 18.6 22.3 
28.7 -6 .O 13.4 1.7 7.2 12.1 

48.2 22.5 20.1 lb.6 lb.3 17.0 
77.4 34.1 14.9 14.4 13.6 14.0 
25.1 9 .o 27.5 13.8 20.1 22.0 
19 .o 21.4 26.2 10.2 23.3 14.0 

3.3 3.1 3.5 3.8 3.7 4.1 

5.65 6.75 10.50 10.50 12.50 12.50 

(In per cent of GDP) 

-0.9 -1.4 0.2 

-10.8 ,8.8 -6.0 
3.5 3.4 2.9 
6.8 5.1 3.2 

18.3 13.7 12.9 
7.2 4.3 6.0 

-0.7 

-6.7 
3.1 
3.6 

11.8 
4.5 

-14 * 9* -12.2* -9 .o* Jf 10.4* 31 

35.6 

14.5 

7.9 

53.3 G/ 50.1 >I 58.5 51 a.. 69.2 

36.3 A/ 54.3 21 36.5 41 . . . 37.9 61 - 

15.7 4/ 18.4 A/ 17.2 A/ . . . 21.3 A/ 

l/ CPI index for Antananarivo, including officially controlled prices. 

21 * indicates severe constraint on foreign exchange availability. 
x/ After debt rescheduling already obtained from the Paris Club thrwgh June 1983 and 

excluding penalty interest on arrears outstanding to banks, which are in the process of 
being rescheduled. 

4/ After debt rescheduling, but excluding arrears. 
i/ After debt rescheduling already obtained from the Paris Club, through June 1982, but 

excluding arrears. 
6/ On the basis of debt relief thus far obtained in 1983 from Paris Club I and II, the 

LoGdon Club and other creditors. 
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MADAGASCAR - Relations with the World Bank Group 

(In millions of U.S. dollars) 

Amounts outstanding as Undis- Total 
of June 30, 1983 Disbursed bursed commitments 

Completed projects 112.1 - 

IBRD 32.6 32.6 
IDA 79.5 79.5 

Projects in execution (IDA) 122.98 193.28 316.10 

Forestry 2.09 17.91 20.00 
Agriculture and rural development 19.98 54.12 74.10 
Education 14.27 11.23 25.50 
Energy, power, and utilities 50.37 37.13 87.50 
Transportation 34.15 69.85 104 .oo 
Industry and tourism 1.96 3.04 5.00 

Total 234.92 193.28 

IBRD 32.6 -- 

IDA 202.32 193.28 

Repayments 10.77 

IBRD 2.53 
IDA 8.24 

Debt outstanding (including undisbursed) 419.25 

IBRD 30.04 
IDA 389.21 

IFC investments 19.98 

112.1 

428.20 -- 

32.6 
395.60 

Source: World Bank. 




