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I. Introduction

Oa January 30, 1981, the Fund approved a three-year stand-by arrange-
ment for Yugoslavia ia an amount equivaleat to SDR 1,662 millioa, or
400 per ceat of quota. Yugoslavia has made ten purchases uader this
arrangement totaling SDR 1,433 million, the most receat oa 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 1983 and to reach uaderstandiags on the program for the second
half of the year. The Yugoslav represeatatives iancluded officials of
the National Bank of Yugoslavia, the Federal Secretariat for Finaace,
and other federal secretariats and agencies concerned with economic
matters. Policy discussions were held with Mr. Z. Dragaa aand Mr. B.
Srebit, Vice Presidents of the Federal Executive Council; Mr. J. Smole,
Member of the Federal Executive Couacil; Mr. J. Florjantit, Federal
Secretary for Finance; Mr. R. Maki¢, Governor of the National Bank of
Yugoslavia; Mr. M. Veljkovié¢, Deputy Governor of the National Baak of
Yugoslavia; and other officials. The staff representatives were Mr. P.
P. Mentré (Head), Ms. D. Ripley (part-time), Mr. L. Hansea, Mr. L. C.
Manison (all EUR), Mr. A, Petersen (ETR), Mr. W. Lewis (EUR) and, as
secretary, Miss L. Pike (EUR). Mr. Whittome led the discussions whea he
was in Belgrade duriag the period June 5-10. The Managiag Director
visited Belgrade also during the negotiations and met with Mrs. M.
Planinc, Prime Minister, and Mr. M. Spiljak, the President of the Presi-
deacy of the Federation; Mr., J. J. Polak participated ia these meetings.
The policies and prospects for the remainder of 1983 are described in
the attached letter, dated Julv 8, 1983, signed by the Federal Secretary
for Finance 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 milliona, or 447 per cent of

quota (see Appeadix). Excluding purchases under the compensatory financiag

facility, use of Fund credit amouatad to SDR 1,667.6 millioa, or 401 per



ceat of quota. If the remaining SDR 229 million available under the
preseat stand-by arrangement is purchased by the end of 1983, and taking
into account scheduled repurchases, the use of Fund credit, excludiag
the compeasatory finaaciag facility, will rise to SDR 1,854 million by
December 31, 1983 or 446 per cent of the preseat quota.

The performance criteria for the first half of 1983 iacluded limita-
tioas on iancreases in the net domestic asscts of the bankiag system, on
credit from the National Bank of Yugoslavia to the budget of the Federa-
tioa, on foreign borrowing, on public sector expenditures, and also
provisioas oa the pursuit of an active exchange rate policy. The perfor-
mance criterion on net domestic assets of the baaking system tor the
first quarter was met (Table 2). The National Baank 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 Federation and on medium~ and long-term foreign borrowing are expected
to be met throughout the first half of 1983. The performaace criterion
on public expenditure appears to have been satisfied thus far ia 1983,
although fulfillment of the criterion for June 1983 would be assured
oaly if there proves to have been some further deceleration in public
revenue growth from May to June. The eand-June performance criterion on
the exchange rate was observed.

Agreement was reached in June 1983 on a structural adjustmeat loan
(SAL) for US$275 million from the World Bank to Yugoslavia. The SAL is
designed to support the Goverament's medium—term stabilization program
which calls for further adjustment of the current external account in
coavertible curreacies as well as structural change that will lay the
foundation for future sustained growth. As such it is coasistent with
the Fuad's stand-by program, since it puts emphasis on adequate interest
rates, appropriate relative prices, financial discipline of enterprises,
export iaceantives, aand improvement in foreign exchange allocation and
external debt management. There has been an extensive exchange of
information and regular coasultation between the Baak and the Fuad
over the last several moaths, including the participation of a Bank
staff member in the December 1982 Fund mission.






I1. Economic Performance

The program for 1983 which was drawn up at the begianiag of the vear
attached the highest priority to improving the external liquidity position
of Yugoslavia so as to easure that the Goverameat could meet its financial
obligations and rebuild its international reserves to a more adequate
level. The strategy adopted had three main interrelated objectives: to
secure improvement in the curreat account with the coanvertible curreacy
area; to secure external financing that would make the foreseen develop-
meat in the current balance viable; and to lay the fouadation for future
sustained growth. First, and foremost, there was a need to reduce the
deficit on curreat accouat with the coavertible currency area through
a combination of restrictive demand management policies and aa active
exchange rate policy. Parallel efforts were to be undertaken to eliminate
the export surplus in nonconvertible currencies so that a givea improve-
ment in the external curreat accouat in convertible currencies would
imply less of a cutback in domestic absorption. 1In view of the difficul-
ties that were anticipated in assembling a financing package from the
coavertible curreacy countries, it was considered essential that the
surplus with the nonconvertible curreacy area be sharply reduced.
Restrictive credit aand 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
ian Aanex I.)

The third feature of the strategy was to support the restrictive
demand management policies through a series of measures designed to
improve the efficieancy of the ecoanomy and thus enhance growth prospects.
These included significant increases in administered prices as a first
step in the elimination of price distortioas; a significant upward adjust-
ment of interest rates, briaging them somewhat closer to the inflation
rate, thus promoting both a more efficient allocation of resources aad
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 tbrough
social compacts, includiag actions designed to streagthen the financial
discipline of enterprises, to reduce the scope for interenterprise
credit and to iatroduce a greater flexibility into the system of price
and wage determination.

1. Domestic econaomy

a. Demand and supply

Domestic demand has been curtailed ia the first four moaths 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



ceat for the year as a whole (Table 3). (By contrast, the original
projection of a 10 per ceat decline ia 1983 that was iacorporated in the
annual plan resolution was difficult to interpret because of the dis-
crepancy between the official forecasts for aggregate demaad auad for
output.) The revised Yugoslav forecast brings the expected developments
in aggregate demand more clo-ely ia line with those for gross social
product (GSP) from the output side. GSP declined ian the early months of
the vear 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 ia volume terms by about
2 per cent in the first 4-5 moaths 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 coasumption has beea more buoyaat 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 in
nonwage incomes (e.g., from self-employment or from interest iacome),
which comprises about 50 per ceat of household income, and because of an
appareat reduction in the personal savings ratio. Public coasumption
has been decliniang ian real terms so far in 1983, reflecting the curtail-
ment of planned expenditure at various levels of goverament. Gross
fixed investment has fallen more rapidly than coasumption, owing to the
Goverameat's policy to contain such expenditures coupled with credit
limitations and constraiats 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 ceat revised forecast for the year as a whole.

Industrial production was essentially stagnant In 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 demaad
aand, in the second quarter, probably also to some shortages of imported
iaputs. Output in the coastruction industry is estimated to have fallen
by some 5-6 per cent in the first four moaths of 1983 conpared with a

vear earlier.

b. Prices and incomes

The rise ia the cost of living index accelerated in the first five
months of 1983, though the rate of growth of industrial producer prices
remained stable at about 25 per ceat (Table 4). The cost of liviag
index, which was 35.6 per ceant higher in 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 ia the price of food, which carries a 43 per ceat weight in
the cost of living index, was 42 per ceat in January-May 1983. These
figures contrast with an officially projected rate of ianflation ot
20 per cent, and a rate projected by the staff of some 30-=35 per cent.
The various ialcreases in administered prices agreed for the tirst halt
of 1983 have beea put into effect, although the increase (n reats will
be fully reflected in the cost of liviag index only in June 1943. Renacs,






which were to have beea iancreased by about 30 per cent, are estimated to
have actually risea by some 40 per ceat on average. Other increases in

administered prices iacluded a 29 ner ceat increase for meat aad live
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animals, 25 per cent for petroleum products at the retail level, a
25 per cent iacrease in electricity and coal prices, and a 35 per cent
increase in railway fares. The stability of the growth of inadustrial
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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 beea risiag
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The deceleration 1a the growth of nominal personal incomes in the
socialized sector which took place 1a the second half of 1982 coxatinued
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
ceat in the first half of 1982 fell to 23 per ceat 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 nominal 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-oa-year growth in
the first quarter should not have exceeded 19 per cent. 1In line with
oane of the objectives of incomes policy, wages ia the noneconomic sector
(public sector and other services), especially for public sector employees,
have been rising at a slower rate than in the economic sector (iadustry,
coastruction, etc.).

The moderation in nominal personal incomes growth coupled with the
faster coasumer price increases has resulted in sharp declines in real
wages. Real personal incomes in the socialized sector, after falliag by
4 per ceat in 1982, declined by nearly 10 per cent fn the first four
months of 1983 compared with the same period of 1982. The dezline ia
real personal incomes in the aoneconomic sector was estimated to be
around 3 percentage poiats higher than that ia the economic sector produc-
ing manufactured goods. However, the fall in real personal incomes in
these sectors appears to have been partly offset by households receiving
income from noawage sources. Indeed, household receipts derived from
sources other than wages in the socialized sector rose by 33 per ceat in
the first four months of 1983 compared with the same period of 1982,
Nonetheless, the real income of urban workers with no income outside
the socialized sector has been scverely compressed, registering a further
decline after having fallea by an estimated 15 per cent over the three
vears 1980-82.

2. External sector

a. Curre-- account developments and prospects

Puring the first few months of the year, developments ia the current
account of the overall balance of payments were somewhat better than
expected. Fxports were approximately on target in value terms and






receipts from services were larger than expected, registeriag an
improvement of USS140 million rather than a decline as projected in the
program. However, the improvemeat in the curreat account was primarily
due to a larger-than-expected compression of imports. Questioas arise
as to the extent to which the compression of ifmports aad the growth of
exports are sustainable.

Exports to the coanvertible curreacy area have risen rapidly in
response to increased iacentives including the recent exchange rate
developments (see Chart); the period January-May showed an iacrease of
17.3 per ceant 1/ over the same period of last year: the volume of exports
appears to have risea by nearly 10 per ceat, 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 USS$275 million more than targeted to a level 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
investmeat which were reflected particularly in the marked decline in
imports of investment goods. Service receipts were stronger than
expected, apparently on account of both workers' remittances aand tourism.
During the first four months, a net service surplus of US$469 million
was realized compared with the original target of USS$205 million for the
first six moaths of the year (Table 7). Thus, a curreat accouat deficit
of arouand US$500 million for the convertible currency area appears likely
in the first half of the year, compared with an originally forecast
deficit of USS1,100 million.

The favorable curreat account outtur: for the first half of the year
is not likely to be sustainable throughout the year for several reasoas.
The trade balance with the coavertible area duriag the first five months
of the year was helped by a substantial turaaround in trade with the
noaconvertible currency area, in particular by the sharp iacrease in
imports, aand it is unlikely that this shift can be maintained. Indeed,
the presently agreed commodity lists for trade with the noaconvertible
curreacv 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 noacoavertible curreacy 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 convertible currency area, will contribute importantly to
the improvement in the balance with the latter area.

A part of the restraint on imports from the convertible area in
the first half of the vear will need to be compensated for in the second
half year if export performance i{s not to suffer. For the year as a
whole, imports are likely to exceed the programmed level somewhat as oil
imports are likely to be higher than planned. In the first five months

1/ Calculated at the statistical exchange rate (the rate prevailiny
o a particular date); if calculated at actual exchange rates, the
increase in terms of U.S. dollars amounted to 12.8 per cent,
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of 1983 the volume of oil imports was about 4 per ceat lower than a year
earlier; at the same time titere was a pronounced shift between curreacy
areas, as imports from the convertible currency area fell by about 3C per
cent in volume and oil imporrts from the noncoavertible area rose by 33 per
ceat. This shift is expected to be less pronocunced later in the year and
the volume of crude oil imports is expected to pick up aad may lacrease
by some 10 per cent for the year as a whole. Furthermore, the receat
sharp rise in imports from the nonconvertible area is unlikely to be
maiatained and the present rate of oil imports from the convertible
currency area will most probably have to iacrease. All in all, although
the export performance should be only marginally below target, the trade
deficit with the coavertible curreacy 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 season on the

basis of advance bookings are disappointing. In sum, the curreat account
is likely to register a deficit of around USS$750 million, or some

USS250 million more than programmed. The Yugoslav authorities are more
optimistic as regards export growth and service receipts and project a
somewhat lower deficit,

b. External finaaciag

During the first half of 1983 pressures oa Yugoslavia's external
paymeats position were contained despite shortfalls ia 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 iavisibles account, the agreed standstill in repaymenats to
banks, and a larger-than-previously-foreseen disbursements of suppliers’
credits outside the Berne package of intergoveranmental financial support
all helped to prevent a further depletion in ianternational reserves aad
any worseaing 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 arouad
USS$200 million and helped in part to offset delays in obtaining the
second tranche (US$200 million) of a US$S500 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
uachanged compared with a US$300 million increase projected under the
original program, and a decline of US$900 million in the same period of
1982,

The agreement on the financial facilities to be provided to

Yugoslavia by foreign banks under the auspices of an I[aternational
Coordinating Committee (ICC) for commercial banks' support to Yugoslavia
provided for the rolling over of short-term credits outstandiang {n January
1983; for the refinancing of medium- and long-term maturities falling due
in 1983 of USSl.4 billion; and for USSO.6 billion {n new medium-term money.
The ICC has recommended that the agreement be accepted by all participating
banks and it is expected to be signed in late July or early August., The







agreement on 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 adjustmeat loan, and with the utilization
of credits under the Berne agreement on iatergoverameatal support to
Yugoslavia.

Tue agreement on the short-~term facility provides that the bulk of
short-term credit outstanding as of Jaauary 17, 1983 be rolled over
until January 1985; total short-term debt at the end of 1982 was estimated
by the Yugoslav authorities at 1S$1.8 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 begianing, due to some delays in concluding the
bilateral negotiations with certain of the governoments that had pledged
support to Yugoslavia ia Berne in Jaauary 1983, progress is now being
made in utilizing amounts committed by participating governmeats. In the
second half of 1983 it is officially estimated that in additioa to finaa-
cial credits nearly USS500 million in suppliers’' credits will be disbursed
under the Berae package, most of which is to be utilized for raw material
and iatermediate goods imports. A structural adjustment loaa for
USS275 millioa from the Worid Bank was agreed oa June 28, 1983; disburse-~
meants will be ia two tranches with the first, amouatiag to USS175 million,
expected to be fully disbursed before the ead of 1983.

With the curreat account of the balance of payments with t.ue coa-
vertible currency area expected to be in deficit in the secoad 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 participatinag
goveroments on a net basis, a small decline in external reserves is
expected duriag the last six months of 1983, As a result, Yugoslavia
will end 1983 in a similar situation to 1982, that is, with stocks of
imported goods and international reserves at minimal levels aad with
little in the way of foreign credits in the pipeline to bridge the sea-
sonally difficult first half of 1984. 1n addition, external debt service
payments will continue to be substantial ia 1984 (Table 11).






III. Economic Policies and Prospects

In view of the greater buoyancy of domestic demand and higher-than-
expected inflation in the first half of 1983 and the reed to cvorcome
continuing pressures on the balance of payments, the authorities have
streagthened demand management policies. They have also taken further
actioas to improve the efficieuncy of the economy and promote the shift
of resources to export-oriented aand import-substituting activities. These
policies and actions are described below.

1. Monetary aad credit policy

The framework program within which the credit program for the first
half of 1983 was determined was based on a rise ia M1 during 1983 o:
12 per cent aad an increase in income velocity of 14 1/2 per cent.
Foreign exchange deposits (at fixed exchange rates) were assumed to
iacrease by 6 per ceat and dinar savings deposits by 21 per ceat--the
latter relatively sharp increase was expected to come about in response
to the iacrease in deposit rates in February 1983 and the introduction
of a wider range of maturities for deposit accounts. The program was
also based on the forecast of an external curreat deficit with the coa-
vertible currency area of USS500 million and an assumption that this
would result in an iacrease of nearly US$650 million (about Dia 40 billion
at fixed exchange rates) in net foreign liabilities of the banking system
ia 1983. Net domestic assets (NDA) were therefore programmed to increase
during 1983 by Din 317 billioa (or 11.7 per ceat) to Din 3,031 billion
at the end of 1983 (Table 12). Within this framework the performance
criteria on NDA were fixed at Din 2,758 billion for the average of the
ead-moath figures for the first quarter of 1983 and Din 2,824 billion
for the average of the end-month figures for the second quarter of 1983.
It was also a performance criterion that the National Bank of Yugoslavia
would not exteand credit to the Federal Goverament in 1983,

The performance criterion on NDA for the first quarter of 1983 was
observed, but monetary policy was nevertheless not as tight as intended.
At the ead of March 1983, M2 was 35 per ceat and M1 nearly 26 per ceat
higher than a year earlier, compared with 31 1/2 per ceat and 26 1/2 per
ceat, respectively, at the end of 1982 (Table 13). At end-April the
rate of growth of M2 was 34 per ceat and that of M1 22 1/2 per cent. 1In
addition, the income velocity of circulatioa of money appears to have
increased more than anticipated during the opeaiag months of 1983 both
because of a larger-than-expected rise in interenterprise credits and
an increase in the velocity of deposits denominated in dinars. The
valuation effect of the depreciation of the dinar on foreign exchange
deposits was primarily respoansible for the relatively high rate of
increase of M2 and also coatributed to the rise in the veloclity of circu-
lation of deposits denominated in diaars.

In view of these developments and the more adverse external outlook,
the authorities considered that a tighteaing of monetary policy was
aecessary in the second half of the year. Accordingly, the monetary
prograr for this period envisages a reduction in the rate of growth cf






M2 to about 31 per cent and Ml to about 1l per ceat by the ead ot December
compared with average vear-on-vear rates of growth cof 32 per ceat and

24 1/2 per ceatr, respectively, in the first four moaths of the vear. The
relatively modest programmed decline in the rate of growth of M2 is wmaialy
an automatic consequence of the valuation effects of the rapid deprecia-
tion of the dinar c¢n foreign exchange deposits. The income velocity of

Ml i« forecast to increase by about 18 per cent.

There is considerabie debate as to how the stauce of monetary policy
should be assessed in Yugoslavia. The revised credit ceilings meationed
below are expected to be compatible with a growth of Ml of 1l per cent
over 1983. This appears very tignt given an expected growth of nominal
GSP of 31 per cent. However, two overlapping points must be emphasized.
First, in receat years there has been no good correlation betweea the
developmeat of M1 and nominal GSP aand, second, there is an unkaown amount
of excess liquidity ia the Yugoslav system. If monetary policy is
measured in terms of M2, other difficulties arise. &Essentially they
surround the correct treatment of the dinar couaterpart of foreign
exchange accounts. Statistically these are regarded as part of M2 and
certainly they are readily encashable by holders ia case of need.
Nevertheless, the high dinar rate of rerurn available oa these deposits,
taking iuto accouat that their capital value and interest paid on them
are tied to foreign currencies, makes it wholly unlikely that they will
be readily used, and thus ia comparisna with dinar deposiis they tead to
have a much lower velocity of circulation.

The program is also based on a revised forecast for the external
curreat account deficit with the coavertible area of USS$3750 millioa and
an assumption that this will result ia an increase in net foreign liabil-
ities (NFL) of the banking system of US$2.l1 billion. The reasoa for the
much larger increase in NFL of the banking system compared with the
original forecast is an institutional change in the treatmeat of sup-
pliers' credits. Eaterprises are now required, as a aormal rule, to
chaanel such credits through the banking system instead of obtaining
them directly from abroad. Ia view of the uncertaianty regarding the
date of dissursement of suppliers' credits under the Berne package
(estimated at Dina 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 for exchange rate
changes, and the targeted M2, with the foreign exchange compoaeat also
ad justed for exchange rate changes, NDA will increase duriag 1983 by
Din 307 billion (or 11.3 per cent) to Din 3,Nn21 billion, The average
stock of NDA of the banking system for the eand of July, August, aad
September 1983 will be limited to Din 2,977 billion and that for the end
of Gctober, November, and December 1983 to DIa 2,998 billioa. The limits
for the stock of net domestic assets oa September 37 and December 31,
1983 will be Din 2,947 billion and Dia 3,021 billion, respectivelv,
within these overall limits, goverameat revenur frozea with the National
Baak of Yugoslavia up tc an amount of Dia 1IN billion by the ead of Sep-
tember 1983 and Dia 35 billion by the eand of December 1983 will be
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released s credit to the private sector. The limits for NDA for the taird
and fourth guarters 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 Din 30 billion. The Yugoslav authorities stressed that
the limits on NDA for the fourth quarter of the year were very tigit.

They coasidered this appropriate but warned that if an analysis were

made of the impact of the refinancing through banks of existiag suppliers’
credits oa net foreign liabilities aad foreiga currency credits, and
therefore oa 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 net 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
uacovered. The first category should iacrease more or less in line with
the turnover of enterprises. However, the receat growth in these credits
has been much faster than the rate of inflation. Legislation to improve
the financial discipline of enterprises and help coatrol the undesired
growth of iaterenterprise credits was passed in Juane 1983, It will
require that in cases where eaterprises have iasufficient resources to
meet payments obligations then, to the exteat that such obligatioas are
not settled within a period of 15 days and no credit ianstrument has been
issued, they will have to be honored before personal income payments
beyond the minimum guaranteed level or contributions for collective
coasumption can be made. The Social Accounting Service (SDK) will be
given the power to disallow nonpriority paymeats until the required
repayments of eaterprise credits have been settled. So far ao progress
has been made in reducing the amount of uasecured bills. By the end of
March 1983 the outstanding stock had gone up to Din 215 billion. If
the outstanding stock has not been reduced by Din 50 billion from the
en1d-1982 level by September 1983, namely, to Dia 124 billion, the Govera-
ment will develop further the penalty mechanism.

2. 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 iaterest rates. However, with the higher-than-expected iacrease
in the rate of inflation, iaterest rates in real terms have been more
negative than centemplated., In order to correct this the authorities
have agreed to increase interest rates in accordance with the scheduled
changes in Table 1l4. Interest rates on National Bank selective credits
were increased by 10 perceatage points and the discount rate by 8 per-
centage poiats to 30 per ceat 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 rares on deposits of enterprises
will take place. This might help limit the increase in interenterprise






credits and should also moderate some of the cost increases to eaterprises
from the increase in lending rates of banks. It is estimated that the
costs of funds to the banking system will be iacreased by Dia 58 billion
onr a full-year basis, in addition to the estimated cost increase of

Dia 53 billion resulting from the February 1983 interest rate iacrease.
Average loan rates are expected to rise by 6-7 percentage poiats in
response to the increase in bank costs resulting from iaterest rate
changes to be introduced ia the second half of 1983, Ia addition, a
floor leading rate for new credits, though with important exemptioas,
will be iatrodvzcd by January 1, 1984 and 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. Reveaues and expeaditures of
the public sector are traditionally in approximate balance, so that data
on total public sector revenue may be used to moaitor expeaditure develop-
ments, No net new credits are to be extended by the National Bank of
Yugoslavia to finance the budget of the Federation. The aanual plan
resolution for 1983 contained little quantification of fiscal policy
objectives for the year, but it did specify that the growth ia aominal
terms of general and collective consumption in 1983 (hence also the
revenue earmarked for it) should be at least 10 percentage poiats lower
than the growth of national income ia that year.

In the firet four moanths of 1983, revenues of the federal budget
(comprising less than one fifth of total public sector revenue) were about
20 per ceat higher than a year earlier, while expeanditure 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 ceant (Table 15). Total public
sector revenues i Jaauary-April 1983 were 23.7 per ceat above their
level of a year esrlier (Table 16).

One specific objective of fiscal policy for the first quarter of
1983 was that revenue (and expenditure) of the public sector should be
no larger than the quarterly average for 1982, which for the entire
public sector would have implied a 16.5 per cent increase ia revenue
over the first quarter of 1983. According to legislation passed at the
ead of December 1982, revenue in excess of this limit was to be placed
in special blocked accounts monitored by the Social Accountiag Service
(SDK); however, less than half of total public sector reveanue was subject
to this freezing scheme (see Annex II for a description). The effective-
ness of this arrangement was impaired by the fact that the public sector
other than the Federal Goverameat was expected to reduce taxation if
revenues exceeded expeaditures. The reveaue from the first quarter
actually frozen amouated to Din 5.6 billion, most of which was designated
for collective coasumption and was immobilized in commercial banks. The
system of freezing public sector revenue was extended and streagthened
at the end of March 1983 through an amendment to the December 1982
legislation (see Annex II). The cumulative excess reveaue from the






first four months of 1983 amounted to Dia 5,.C billiona, implyiag that
reveaue was unfrozen for some public sector entities with excess reveaue
in the first quarter and a shortfall ia April.

It became increasiagly evideat to the authorities that the unexpec-—
tedly severe exteranal coastraints implied a greater need than previously
for fiscal policy to coatribute to the restraint of domestic demand. As
a coasequence, the letter of May 4 to the Managing Director, while refer-
ring to the actioas taken at the end of March, also stressed the need
for greater reliance than before on the freezing of excess public sector
reveaue, and less ox returaiag it to the economy through tax cuts. At
midyear the authorities decided to extend the revenue-freezing scheme to
the end of Dc2ember and to streagthen it i a aumber of respects so as
to share more of the burden borane by credit policy in restraianing domestic
demand. Minimum amounts were determined on the cumulative public sector
revenue to be frozen by the end of September (Din 10 billion) aad
December 1983 (Dia 35 billion). The latter figure correspoands to about
4 per ceat of total public sector revenue in 1982, or some 1 per ceat of
GSP. Also, it was decided that the revenues once frozen should remaia
immobilized in the National Bank of Yugoslavia at least until the ead of
1985. To help coatribute to the required accumulation of public sector
deposits in blocked accounts, the turnover taxes on specified products
(petroleum, tobacco, alcohol, etc.) will be either iacreased or restruc-
tured not later than October l. In addition, other forms of 1ladirect
taxation as well as the effective rates of taxation on nonwage iacome
and on property will be raised by the ead of the year. For example, at
present income tax is paid oaly if one's personal income exceeds three
times the average in the particular republic or proviace. It is proposed
to reduce this threshold to perhaps twice the average personal income.
(Such an “"iacome tax” i{s additional to "contributions from persoaal
inocome payments” which are deducted at the enterprise level.) This
would, in addition, briang a much needed coatribution to the overall
incomes policy. The 12-moathly rate of increase for total public sector
revenue will be limited to 18 per cent ia the secoand half of 1983,
excluding the amounts of surplus revenue blocked ian a special account
with the National Bank of Yugoslavia.

4, Incomes policy

A major objective of incomes policy in 1982 and 1983 has been to
keep the growth of paymeats for personal in~omes and coatributions for
collective coasumption below that of net enterprise incomes. While this
goal was not achieved in 1982 due to the excessively rapid rise ia per-
soaal incomes ia the first part of the year, social action and the more
active role of the trade unions have kept the growth of personal iacomes
aad coatributions for collective consumption below that of net eaterprise
incomes since mid-1982. Iadeed, total personal iacomes paid out rose
less thaa net eaterprise iacome in the first quarter of 1983, or by
24 per ceat and 26 per cent, respectively, and conatributed to a rise in

the ianternal savings of enterprises.






In addition to the incomes policy guideliaes on the distribution of
eaterprise income, it is the target in the plan resolution for 1983 to
reduce real wages in the socialized sector by 7.5 per cent ia 1983. A
aumber of measures are to be taken during the remainder of the year to
streagthen action to achieve the incomes policy objectives. An agreement
unifyiag iacomes policy criteria and guidelines within a social compact
on a federation-wide basis (the first since 1975) is to be adopted in
the coming moaths and will have the strong support of the trade uaions.
The authorities intend to monitor closely the evolution of nominal
personal incomes and, in the event of an increase ia their growth,
they would stand ready to take direct action at the federal level to
limit the rise ia nominal personal incomes i the secoad 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 briag the 12-moanthly growth rate in these incomes in line with
the 20 per ceat target for the fourth quarter of 1983. As noted above,
the authorities will implemeant by the end of the year tax legislation
aimed at siphoning off purchasing power arising from the excessively
rapid growth of noawage iacomes.

5. Price policy

The Govermmeat's price policies are oriented toward increasiag the
role of world market prices and domestic market forces in 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 coatrol. 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 ead 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, includiag
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 decoatrel and some decentralization of price coatrol. For
industrial products, the setting of prices will fall iato three cate-
gories. First, prices for an estimated 10 per ceat of the value of
industrial goods will remain subject to price ceilings set at the federal
level, including petroleum products, cigarettes, and medicines. Under a
second, less striageat, form of price coatrol, lists of proposed price
increases covering 50 per cent of industrial products would be prepared
for approval by Communities for Prices (half by the Federal Community
for Prices and half by the republican and provincial price authorities).
Prices of the remainiag 40 per ceat of industrial goods would be fully
liberalized.

However, the effectiveness of discrete adjustments [a administered
prices has been diminished by the rise of the general price level. 1In
order to recoup some of the gains that had been made in adjustiag relative
prices and reducing price distortions, further price iacreases for coal,
coke, electricity, domestically produced natural gas, aad petroleum






products will be made before the ead of tha year. The price of domes-
tically produced natural gas was raised by an average of nearly 60 per
ceat ia June 1983, thcough it remaias well helow half the price of import
natural gas; accordiagly, prices will agaia be raised significantly befo
the end of the year. With the planned adjustmeat of petroleum product
prices b) the beg11111g of October, a formula will be iatroduced for
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national price developments. For the other tradable goods, the adjust-
meats in relative prices effected by the discrete price increases in

1983 will, at a mianimum, be sustained by regularly adjusting these commod-
ity prices ia line with developments in world market prices. Similarly,
for nontraded goods and services, such as railway fares and reats, the
progress made in bringing prices closer to economic levels is to be
consolidated through additional adjustmeants on a regular basis. These
pricing policies are ia line with the findings of the World Baak on the
relation between domestic and international prices and on its recommenda-

tions for eliminating distortioas.
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The receat depreciation of the dinar has resulted ian new price
distortions under the selective price freeze because the higher imported
iaput costs have aot been adequately passed through iato producer prices.
[a conjunction with the liberalization of price control ia July 1983,
price policy will be directed toward permittiang the full and timely pass-
through of cost iacreases resulting from rising dinar prices of imports.

6. Exchaange aad trade policies

The authorities remain committed to providing adequate iaceatives
for a sustained expanslon of export production and to easuriag that
import decisioas are based o realistic assessments of foreign exchaage
costs through appropriate exchange rate policies. This will be achieved
through the coatinuation of an active exchange rate policy. During the
first six moaths of 1983, the dinar was depreciated by 21 per ceat in
real terms against a basket of 11 currencies. During the remainder of
the yvear, Yugoslavia iatends to coatinue a system of gradual adjustment
to easure adequate export competitiveness with the aim of achieviag a
market cleariag rate at a sustainable level of capital flows. A study
of a more appropriate basket for monitoriag movements ia the effective
exchange rate is to be completed by end-October 1983 and the agreed
recommendations put ianto effect by January 1, 1984,

In the present circumstances of acute foreiga exchange shortages,
the fragmeatation of the foreign exchange market prevents an efficlent
utilization of available foreign exchange resources. In order to
alleviate this problem, the authorities iatroduced with effect from
January 1, 1983 several ameadmeats to the foreign exchange law. (These
are described in detail in the Annex III.) The major changes iacluded
the replacement of a regional approach to the balance of paymeats by a
sectoral approach, the iatroduction of limited surreader requiremeats of

foreiga exchange proceeds to a unified foreign exchange market, and the
graatiag of a larger role to the banking system in assessing the economic

soundness of foreign borrowing transactioas. However, the de facto link
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between export earaings and {mports uander the system of foreign exchange
allocation by self-management agreements amoag eaterprises, which has
been one of the major factors behind the compression of imports ia 1932
and 1983, remained in effect.

In spite of the recent changes to the foreign exchange allocation
system, this system as presently implemented still remains fragmeanted
and i{s not sufficiently flexible to easure the appropriate allocation of
scarce foreign exchange resources. The Yugoslav authorities coasider
that improvements in this important policy area are needed and have
undertaken g 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 and are to
iaclude larger surrender requirements to the unified market (or adequate
pooling of enterprisé foreign exchange resources within banks), and steps
to ensure a proper fuactloniag of the iaterbank market ian foreign exchange.

The authorities remaia committed to a liberalization of trade poli-
cies once the present foreign exchange shortages have been overcome.
Yugoslavia maintains a restriction under Article VIII oan the availability
of exchange for foreign travel arising from the limitation on the export
and import of dinars to Din 1,500 per persoa 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 dinar-denominated travelers checks issued by the National Bank
of Yugoslavia also gives rise to a multiple curreacy practice. These
restrictions iacluding the 10 per cent discount have been approved by
the Fund's Executive Board until the end of February 1984, or until the
aext Article IV consultation. Furthermore, external payments arrears
estimated at around US$200-300 million arose toward the ead of 1982, and
ia early 1983, These were reduced by end-June, and will be eliminated
as soon as the first disbursements under the finaancing package described
ia Annex 1 are received, and in any event before the August purchase
under the stand-by arrangement.

7. External debt management

The Yugoslav authorities are in the process of improviang the monitor-
ing aad coordination of foreiga borrowing, and the Government is exer-
cising strict control over anew borrowiag. The ameadmeats iatroduced to
the foreign exchange law in Aday 1982, and reinforced by the new amend-
meats with effect from January 1, 1983, make new borrowing subject ta the
approval of the National Bank within the framework of overall guidelines
approved by the Federal Executive Couacil. Commercial banks are respoa-
sible for ascertaining that any foreign borrowing by enterprises will be
for projects that generate a sufficieat flow of coavertible curreacy to
meet repayment and interest schedules, and are required to issue a
guarantee to the National Bank to this effect. Ia the case of short-term
credits used for raw materials, additional requirements are that they
can oaly be used to finance export productfon, and that imports of such
raw materials must only accouat for up to 950 per ceat of the value of
the finished export product.

~






Uander the proposed refinanciag arrangemeat with foreiga commercial
baaks on baak debts falling due in 1983, liabllities of the enterprlse
sector will become the foreign liabilities of the banking system, with
these liabilities being guaraanteed by the Federal Coverameat (see

Annex I).

Duriag 1983, the coatraction of new loans with a maturity of at
least one aad up to ten years will be limited to a maximum of USSt.5 bil-
lion, of which no more than USS0.5 billion is to be with a maturity of
between onre and three vears. The limits exclude borrowing either by the
National Baak of Yugoslavia or under National Bank guaraatee. At the
ead of March 1983, the contraction of new loaas subject to this ceiling
amounted to US$252 million.

8. Medium~term policies

A revision of the 1981-85 Medium-Term Plan is under way and is
expected to be completed by the end of 1983. The revision 1s expected to
scale back previous investment plans and aim for a relatively modest
growth of GSP and industrial output ia 1984-85 of 3 per cent per aanum,
reflecting the need to continue a stabilization program of restrained
domestic demand bevond 1983. An objective of policy over the next two
years will be to coatinue the emphasis on external adjustmeat through a
sustained rapid growth of exports to the coanvertible curreacy area.

At the same time, the Goveramenat coatianues to hold to its medium-
term objectives of enhancing economic efficieacy and the prospects for
growth in a less iaflationary eavironment. Receat and prospective
iacreases in interest rates and selective price increases designed to
correct price distortions are a part of the effort to stimulate a more
efficieat allocation of resources through increased reliance on market
forces. Emphasis i{s also being placed on improved financial discipline
of enterprises, notably those iacurring losses, to encourage a realloca-
tion of resources to sectors and regions where they will be used more
efficiently. The growth of personal iacomes and contributions for
collective consumption will be kept below that of net income of eater-
prises so that they can rely more oa iaternal savings, and hence less on
bank credit, to finance their investments.

In June 1983 the Covernment concluded a structural adjustment loan
with the World Bank, which is supported by a medium-term program designed
to ensure significant iastitutional and policy changes bearing fater alia
on iavestment plaaning, foreign exchange allocation, enterprise decision-
making, and medium-term planniang ia the energy and agricultural sectors.
In the ongoing revision of the medium-term plan, investment programs are
being scaled back and priority sectors more clearly delineated and nar-
rowed to bring them ia line with the savings capacity of the economy.

For the remainder of the 1981-85 plan period, the sectors accorded the
highest priority are export-orieated iadustry, the energy sector, and

the agricultural sector, followed by the basic metals, transportation,
and tourism sectors.
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IV, 0Outleok

With a tighteniag of credit and fiscal policies and a reiaforcemeat
of commitments to adhere to restrictive iacomes pclicies, declizes in
domestic demand in the first five moaths of 1983 are expected to be sus-
tained during the remainder of the year. Private consumption is forecast
to decline by 3 per ceant, implying that real wages in the socialjzed
sector will continue to be restrained and that consumer speadiag out of
aoawage income will slow down. A greater measure of coatrol over the
latter element of household income will be achieved oaly {2 1984 with a
sharpeaing by the end of 1983 of the effective taxation of noawage incomes.
Public coasumption is officially forecast to remain unchanged ia volume
terms, but the limitations imposed oa the growth of public expeaditures
together with the freeziag of Dia 35 billion in public sector revenue
will ensure a decline in public coasumption.

The revised forecast for gross fixed iavestment in 1983 iadicates a
decline of 10 per ceat ia volume, due largely to the impact on iavestment
of the tight credit policy as well as to limitatioas oa imports of iavest-
ment goods. The authorities have aot revised the official projections
of the foreign balance in real terms, implyiag a fall in real GSP of
1/2 per ceat ia 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 and the continued
pursuit of a flexible exchange rate policy together with some buildup of
the severely depleted stocks of imported raw materials should enable a
coatinuatioa of the rapid growth of earaings from exports of goods and
services and further progress to be made in moviag the currenat iccount
of the balance of payments with the convertible curreacy area toward a
surplus. While the Yugoslav authorities will be aiming at a surplus in
the current accouat next year, the latest staff projections Iadicate
approximate balance ia 1984,
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V. Performaace Criteria and Periodic Reviews

The following performance criteria, the quantitative componeats 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 in earlier Board decisions and item b. is a
modification of an existing performance criterion.

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

b. Limit on public sector revenue iacrease. ‘

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

d. Depreciatioan of the effective exchaage rate of the dinar.

e. Limit on the increase in new foreign borrowing in coavertible
curreacy.

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

Changes in rediscount rates for selective National Bank credits to
banks for oa-lending to priority sectors, in the general discount rate,
and oa liquidity credits aad certain changes in domestic prices will
have been Implemexted by the time the Executive Directors coasider the
review of the stand-by arraagement.

The stand-by arrangement provides for staff visits to review receat
and prospective economic developments and to assess the effectiveness of
policies being implemented. In particular, the curreacy basket used to
calculate the effective exchaage rate will be reviewed and agreed recom-
mendations implemented by January 1, 1984. Further, the limits oan NDA
for the fourth quarter of 1983 will be reviewed with the staff at the
time of the autumn staff visit. At that time the implementation of the
amendmeats to the foreign exchange allocation law will also be discussed
aand understandings will be reacned oa additional measures to become
effective Jaauary 1, 1984. Progress iz reducing the outstandiag amount
of unsecured bills will likewlise be discussed duriag the autumn staff
visit. These developments will be important for any additional stabili-
zation measures put ia place 1ia 1984.






VI. Staff Appraisal

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

During 1981 as new medium-term borrowing became increasingly diffi-
cult, Yugoslav banks sharply and dangerously iacreased their short-term
borrowing. In 1982, in the wake of the Polish crisis, whea foreign banks
sought to reduce their exposure to couatries 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 aand 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 ia Yugoslavia's curreat
account in convertible curreacies than earlier eavisaged. These measures
were supported by a coordinated program of iaternational support in which
the Fuad program for 1983 played a pivotal role.

The curreat account deficit in convertible currencies amounted to
US$1,420 million in 1982. The Fund program eavisaged that it would fall
to USS500 million in 1983. To this end the program sought a sharp com-
pression of domestic demand, through restraianing iacomes and credit,
but also through a series of measures including an active exchange rate
policy and adjustments of administered prices and interest rates, designed
to set the scene for more efficient use of resources and thus more
balanced future growth. Given that by end-1982 usable foreign exchange
reserves were at a very low level as were stocks of imported commodities,
an ambitious program of international financial support was aegotiated.
Its main elements, [n additioa to draviags oa the Fuad, were an inter-
goveramental package amounting to USS1.3 billion, a coasolidation of
external debt falling due to foreign commercial baaks in 1983, and finally
a new medium-term loan by the banks of USS600 million to enable accumu-
lated arrears to be paid off, and foreign exchange holdings to be
streagthened. In addition, the World Bank was prepared to.coasider a
structural adjustment loan and, i3 order to help cope with the seasonally
difficult first half of the year, a bridgiag luaa by the BIS was
coxtemplated.

In a series of visits the staff has reviewed with the Yugoslav
authorities the progress made during the early moaths of 9%} and the
prospects for the remainder of 1983 and heyoad. The pravress made toward






the achievement of a more viable balance of payments position has been
coasiderable but at the same time it is clear that greater efforts are
required, both beczuse there is a daager of slippage and because of uancer-
tainties on external financial resources.

Ian late 1982 the authorities publicly projected a fall ia real
domestic demand in 1983 by 10 per ceat, although in the staff's view a
fall of approximately half this amount would have been sufficieat and,
on the basis of policies adopted, such a large fall could not have been
expected. The authorities placed their main emphasis on iacomes policy
rather than on restrictive financial policies to coatain the development
of personal incomes and restrain domestic demand. In the staff view.
however, it was esseatial that full attention be paid to supporting
financial policies, including increased financial discipliane, aud also
to changes in the price mechanism to improve the respoansiveness to
changes in the exchange rate and iaterest rates, and to reduce the
distortioas that emanated from the administered price system.

In 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 achievemeat.
However, any assessment has to take into account the fact that noawage
income, a term which embraces all income arising from outside the social-
ized sector, rose much faster. Because a large part of savings is held
in foreign curreacy accouants, large capital gains accrued to savers in
the wake of the repeated exchange rate adjustments. Thus, real disposable
incomes and wealth declianed much less than wage incomes, and the volume
of retail sales seems in recent moaths to have been decliaing at an
anaual rate of 2 to 3 per ceat against the publicly eavisaged fall of
6 per ceuat in real private coasumption. Ia addition, there is a risk of
attempts to recoup some of the loss of real wages which could iaitiate a
price~wage spiral. 1t is these coaceras that have led the authorities
to take further -easures to support their incomes policy cbjectives by
seeking to coatain the nominal rate of growth both through regulations
and exhanced financial discipline, through tighter monetary policy and

bv a more active use of fiscal policy to restrain demand. The authorities
intend to subject noanwage income to greater direct taxation. The prac-
tical difficulties of enforcing equitable taxation of wage and noawage
incomes need no uaderlining, but the attempt to move in this direction

is fully justified in the opinion of the staff, though a sustained
increase in the overall tax burden on the economy should be resisted.

Although the performaace criteria for NDA have been fully observed,
prices have been risiag at aa annual rate of some 35 per ceat which is
at the top end of the range that the staff expected but sigaificantlv
higher than the 20 per ceat rate of rise embodied in the anaual plan
resolution. The fiscal perforcance criterion oa the growth of public
sector revenues was also satisfied, and, ia additioa, the authorities
iatroduced additional measures at the ead of March to easure that aay
excess reveaue growth would be sterilized.

On the surface, the balance of paymeats paositina appears to have
improved dramatically with the current account in coavertible curreacies






recording a deficit of USS125 million ia the first four moaths of 1983,
compared with a deficit of U3S1,189 million ian the same period of 1982.
However, ia part this improvement was aot sustainable as the shortage of
foreign exchange led to a sharp drop in imports from the coavertible
curreacyv area (over 20 per ceat in the first four moaths of 1983 compared
with the same period of 1982) despite a sharp rise ia imports from the
aoaconvertible area. There are now reports of production, including
production for exports, being hampered by a shortage of imported inputs.
A revival of imports {s therefore to be expected and indeed some revival
of imports is essential once rhe foreign exchange position improves.
Exports to the convertible curreacy area have risea by 17 per ceat in

the rfirst four moaths of 1983 compared with the correspoading period a
year earlier. In the circumstances this is a siganificaat achieverent.

At the same time Yugoslavia's trade with the noncoavertible curreacy

area has swung from a large surplus (about USS7C0 millioa ia 1982) to
approximate balance; this development is to be welcomed, and in the staff
view it is important that it be sustained and iadeed carried further.

The tightness of the foreign exchange position is largely a conse-
queace of the much slower than earlier expected disbursemeat of the
foreign assistance package, with a larger proportion of unusable sup-
pliers' credits and a smaller share of financial credits to be disbursed
ia 1983, With the benefit of hiadsight it appears that uarealistic hopes
as regards the exteat and the speed of disbursement of the foreign
assistaace program were allowed to build up. It aow seems that of the
intergoveramental package of USS1,3 billion pledged ia Berne on January 19,
1983 oaly around USS1.0 billion is likely to be disbursed. Moreover, in
addition to the planned disbursemenats of financial credits, slowness in
implementation means that oaly up to USS500 millioa in suppliers' credits
trom the package now seems likely to be utilized duriag 1983.

Agreement on the bank 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 workiag out of terms that were mutually acceptable.
The agreement for short-term debt seemingly gives rise to sigaificant
dangers of an outflow of short-term capital, though the ocutflow may prove
temporary, Further, the agreement with foreiga banks is likely to be
tinalized oaly in late July or early August, and the drawing oa the Fuad
tor mid-August is coatingeat on its finalizatioa. Full disbursement of
the BIS bridging loan has also been delayed by a time-consumiapg need to
obtain waivers of generalized negative pledge clauses earlier provided
to a series nf bank creditors. The World Baak Board approved a
US5275 millioa SAL for Yugoslavia at the end of June.

The need for some expansion in imports aand the uncertainties sur-—
rouading tourist receipts and remittaances have led the statf to iacrease
their forecast of the expected curreat accounct deficit ia coavertible
currencies in 1983 to USS750 million against an earlier projection of
USE300 millioa. This combined with smaller and slower dishursemeats in
1993 nf the foreign assistance program means that there can now be 10
realistic expectation that Yuguslav official reserves will rise by the
earlier projected USSB0N million by end-vear. Although the Yuxoslav
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authorities still hope that the curreat account deficit in convertible
curreacies will be smaller than projected by the staff, they agree that’
the balance of payments outlook coupled with the acceleration ia 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 iateation 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 ead-result seem in daager 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 excessive
restraiat, but they have felt bound to wara that later in 1983 they may
need to review with the staff the fourth quarter ceiling to see whether
a marginal iacrease 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 coanditions 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
eahance 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 be used
to coastrain consumption expenditure by freezing by the end of the year
an amount equivalent to some 1 per ceat of GSP. This amount is to be
obtained by a coatiaued 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 coatinued flexible use of
the exchange rate designed to ensure the cowmpetitive position of Yugoslav
eaterprises. More efficient allocation of scarce foreign exchange
resources is to be looked for through greater unification of the foreign
exchange markets. The changes in administered prices aanounced {n early
1983 have in part been overtaken by the higher-than-expected rate of
ianflation. A series of additional increases in administered prices, in
line with the fiadiags of the World Bank, will therefore be introduced







during the secoad half of 1983 and at the beginning of 1984. These
increases focus particularly oa the energy sector. At the same time,
the inteation of the authorities to further liberalize price formatiocn
is to be welcomed and should be implemented with determinatior.

The staff pbelieves that both the policies on the exchaange rate aad
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 belag revised, when domestic prices are beiag brought
increasingly ianto line with international prices,and when simultaneously
a coasiderable part of the required improvemeat ia the curreat account
ia coavertible curreacies is to be secured by a move from a substantial
surplus to balance or a small deficit ia Yugoslavia's curreat accouat
with the noncoavertible currency area.

These series of adjustments are to be complemented by a further
sharp rise in interest rates. As a result, iaterest rates charged by
the National Bank on credits to banks for oa-leanding to privileged btor-
rowers, a category which given the present restriction on credit comprises
the great bulk of new bank lending, will have risean in a series of steps
from 1 to 6 per cent ia the first half of 1982 to 18 to 22 per ceat ia
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 burdens they have supported, such a chaage
has had a marked effect on the profit and loss accouats of eaterprises.

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 concera, the
interest rates available on dinar deposits to households, which will
again be iacreased before the end of 1983, will remain negative ia real
terms aand therefore coaspicuously less attractive than the returas avail-
able on foreign exchange deposits. The staff contianues 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 ia part by some oace-for-all
adjustments aad 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
moaths. The authorities also emphasize the dislocation caused to the
monetary system by abrupt changes in interest rates. The staff, takiag
account of these views, has argued ian favor of a series of step iacreases
designed to avoid excessive dislocative effects but not so gradual as
to vitiate substantial progress. The staff considers that the recent
interest rate decisioas should be looked on as the latest in a series of
such iacreases aad would emphasize that, in its opinion, the process
has not yet beex completed.

In tne stali's cpinioa, the series of decisiouas taken by the Yugoslav
authorities snould be sufficieat to contain the current account deticit
with the convertitle curreacy area at SS750 millien ia 1983 as a whole
and to set the scene for a further marked improvemeat in the current
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account in 1984 when it would surely be necessary to seek a surplus. It
is importaat that the Yugoslav authorities demonstrate their commitment

to the international community to pursue the needed adjustment policies

so as to gain the support of the commun’ty and to ensure that external
debt obligations coatinue to be serviced ia an orderly fashion ia coming
vears. The staff notes that the slower-than-expected improvement in
Yugoslavia's balance of payments position and especially the unlikelihood
that official reserves will be able to be built up to an adequate level

bv the end of 1983 means that the Goverameat's adjustmeat program will
have to be continued certainly through 1984 and will need to be adequatelv
supported. Ia this coatext, the Yugoslav authorities, who coacur with
this view, have expressed their desire to eater into a new stand-by
program with the Fund after the present one expires. The staff is of

the view that, provided the authorities demoastrate their adhereace to
tighter demand management policies and continue to take action to signifi-
caatly restructure their economy, then a further stand-by arraagement

with the Fund could be contemplated.

Clearly, oa the domestic side there is a aeed for further movemeat
in the direction of structural reforms aimed at greater reliance oa the
price mechanism, at eanhanced financial discipline, better coatrol of
income developments, and iastitutional changes aiming at a reduction in
existing distortions. The finaancial situation of enterprises is particu-
larly worrisome, aad hampers the putting in place of much needed measures.
0n 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, aad a better external debt manage-
ment system. The revision of the Foreign Exchange Law to be implemented
on January 1, 1984 is of coasiderable importance ia this coatext. The
Yugoslav authorities fully share these concerns aad 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.

Medium-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 years in order to bring about a sustained improvement
in rhe balance of paymeorts 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
iito export-orieated activities. This in 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, and foreign exchange.






In view of the additional commitments undertaken by the Yugoslav
authorities, the following draft decision is proposed for adoptioa by
the Executive Beard.

VII. Proposed Decision

1. The Government of Yugoslavia has coasulted ina accord-
ance with paragraph 3(d) of Executive Board Decisioa No. 7363~
(83/47), 3/11/83, and paragraph 12 of the letter from the Governor
of the National Bank of Yugoslavia and the Federal Secretary for
Finance 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 stand-by arrange-
meat for Yugoslavia (EBS/81/5, Supplement 2(2/2/81)).-

2. The letter from the Goveraor of the National Bank of
Yugoslavia and the Federal Secretary for Finaace of Yugoslavia,
dated July 8, 1983, setting forth the policies and measures which
the authorities of Yugoslavia will pursue for the remaining
period of the stand-by arraagement, shall be aanexed to the
stand-by arrangement for Yugoslavia, and the letter of
December 30, 1982, annexed to the stand-by arrangement as
supplemented by the letters of February 18, 1983 and May 4,

1983, shall be read as supplemeated by the letter of July 8,
1983.

3. Yugoslavia will not make aﬁy purchase under the
stand-by arrangement that would increase the Fuad's holdings
of its curreacy ina the credit traaches to more thaa 25 per ceat

of quota or increase the Fuad's holdiags of its curreacy






resulting from purchases of supplemeatary financing to more

thaan 12.5 per ceat 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 seateace 6
of paragraph 9 of the annexed letter, and as specified ia the
attached Memorandum of Understanding, has been exceeded.

4. In accordaace with the letter from the Goveranor of the
NationaliBank 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 Decisioa No. 7363-(83/47), 3/11/83, 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. Yugoslavia: bSelected Economic and Financtial [ndalcatars, L987-33
1980 1981 1982 1983
Yeviged
Latesc offlclal seafi
Actuasl Program Actual Progran estlinates Plan estimates forecast
(Annual per cent changes, unless ocherwise spectf.ed)
National {acomes, prices, and cost:
CSP at coastant prices 2 2 11/2 2L/2 1 L -1/2 -2 N
Final domesctic demand - — -4 -2 -2 -1 -5 -
(.SP deflator k)Y 20 40 20 i 20 30 3¢
Qetall prices l/ 19 20 19 15 il 29 a iR
External sector (with convertible
Currency ares)
Fxpott volume 2 1/2 7 P4 12 -2 t/2 < in o
{aport volume =14 1/2 -3 -5 1 -11 ~1n -7 -7
Terns of trade {deterioration ~) -1 -5 -5 - 2 -- - --
Nominal effective chaage race
(deprectation ) 2/ =30 3 =23 3/ -3 . . .
Real effective exchange rate - -
(deprecifation =) 2/ ~-10 Y -2 3/ =15 e . Ve
Federal vovernnmeat
Total reveaue 17 S0 51 s 21 k} 23 21
Tatal expenditure n 25 29 21 17 26 172 24102 ca 2
“oney and credit
Dompestic bank credic 1/ 4/ 28 22 23 16 1/2 17 11 ¥/e 11172 112
Cencral bank credit to
Central Soverameat 1/ 10 5 4 — -0.5 - -- --
Money (M1) i/ 23 22 27 17 26 172 18 i1 93
Yelocity (CSP relative to M1) a - 2 2 [ 3 16 1¢2 L=
[aterest rate (annual rate, one
vear saviags deposit) 9 e 9 5/ bi 18 1/ B it
(Ia per cent of GS5P)
Fublic sector expenditure 19 ¥ 35 35 34 33 33 34
Federal zovernment expenditure ] 9 7 7 7 7 v N
Federal goverament deficit 1.3 ot 2.1 -1 -0.1 - - -
Cross fixed tavescment 34 32 3 28 29 2 24 23
Money (M1): ead of period 30 0 26 26 25 2 22 !
Curreat account balaace -4 ~21/2 -1 /2 -1 -2 12 2172 -1 -0z
External coavertible currency debt;
end of period 28 e 19 aee 32 . ‘e
{(Cther rarios and daca)
External debt service ratfo oa coa-
vertible currencies ‘in per ceat
af exports of goods and
services) 2l 19 4 23 Ja b2 AR 12
Incerest paymencs ia coavertible
curzencises ({n per cent of exporrts
of goods and services) ’ ] b 212 12 L3 Ll .
Sross official reserves (weeks of
total werchaadise (mports) 3 ] A 3 . . !
“verall valance of paymexts with con-
vertible currency area (in
nillinns of U.5. dollars) - L -233 -392 ~1,37% =171 [N N
Sourees: ‘fugoslav authorisies; and staff esti-ates.
R Twelie-monrnly change tc end 3P perlod.
5 £ar4 of vear ovar ead of precediw vear; Yuzoslav savme-ti-vellnces urrency haskec.
: ‘-2 ocllal excrange Tige wWas 22 he adiustad [~ e Wwitt t-e flIterentlgl tetween Ine STange -
+T .4 3ma mpac3 r@lalive T froce (. teat{tg nartaer countr.es.
' Srane-sv detinicion; Tir 7R} rerers 0 -et dorestls 19%8Ks 3T Tme matelig o sustam,
- Tha o smpregt Torte % 4 4REC§LTS I MGUSATILAE I 3me o verta =A% rln 448 LTeregsen Tyl Uwr e
saTma e L, LMterest TALSS Were %0 e TRV oawAl 411787 The Yyl it LonrLTe teue aneen I
] THe L1%erest rate o0 Ine-vear s$avitd desnglTs =as 10 rfedasesr Tarcter o Y rer ceer T oher
= Tre (~terest zafe .5 ite-sear 2efasii3 YD Trygens s WerfP ralsed roLF o ner seeto1a rArdAryS
H The l-ferest race 70 Jne-vwar 3ercs3irs Or tousenolds L4 A te rainad T L. ner L ear t“elire STe e
L3RG
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Table 2. Yugoslavia: Quantitative Performance Criteria

Credit from the

Net Domestic Assets National Bank to the

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

(Ia billions of dinars)

Limit Actual ‘Limit Actual
1983 January-March 1/ 2,758 2,750 -- -0.1
April-June 1/ 2,824 .ae ~— .o
July-September 1/ 2,927 . - .
September g/ 2,947 e ~— eee
October-December 1/ 2,998 e - een
December 2/ 3,021 .o -~ R
Limit Actual

B. Contracting of new foreign
loans during 1983

(Ia billions of U.S. dollars)

With maturities of one aad up
to ten years 1.5 0.3 3/

With maturities of between one
year aad three years 0.5 -~ 3/

Sources: Yugosla& authorities; and IMF staff.

1/ Average of end of moath data.
2/ Ead month data.
3/ January-March.
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Table 4. Yugoslavia: bomestic Price Developments

(Percentage change trom a year earller)

1980 1981 1982 1981 1980 1981 1982 1983
Jan.-May Dec. Dec. June Pee, Mar. May

Industrial producer prices 27.3 44.7 25.0 24.8 19.8 37.4 24.3 24.7 24.6  23.1
Iuvestment poods 12.3 25.0 15.8 18.7 22.2 18.7 15.3 17.9 18.1 19.6
Intermediate goods 34.3 47.1 27.1 24,8 46,7 40.8 26.6 26.2 23.7 221
Consumer poods 21.1 42.9 24.8 26.8 33.7 38.13 23.5 24,6 27.9 27.5

Retail prices 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 42,4
Industrial products 3.6 49.4 28.6 31.6 41.7 4.9 26.5 30.0 30,4 34.4
Services 22.7 29.2 20,3 22.5 24,3 27.0 18.6 19.7 21.8 24.5

Cost of liviag 30.3 40.7 31.7 35.6 37.3 36.2 30.5 32.17 315.6 37.4

01 which: Foaod 31.6 42.9 38.8 42.0 40,3 38.0 37.3 40.1 42.7 40,6
Clothing 24.0 37.5 35.2 3.8 29.1 37.6 35.0 36.1 313.3 M0
Rent 29,4 29.9 18.0 26.1 25,7 34.6 25.5 18.1 21.7 36.2
Services 1/ 20,5 17.6 23.0 24,4 22.7 25.5 22.0 23.1 22.8 29.8
GSP detlator 31.0 40,2 27.0

Sources: Federal Statistical Office, Indeks; and data supplied by theTYugoslav authorities.

l/ Exclusive ot rents.
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Tuble 5. Yuposlavia: Nominal and Real Net Personal Income
per Worker in the Soclalized Sector

Net Personal Income Per Worker Real MNet Personal Income Per Worker
0f which: economic Cost of 0f which: economic
Socialized sector gector Living Socialized sector sector
Dinars per Per cent DNinars per Per cent Per cent Per cent
month change 1/ month change 1/ 1981=100 1981=100  change 1/ 1981=100  change 1/
974 4,079 20.8 4,913 20.6 4S5.4 113.5 5.7 111.8 9.5
979 6,113 20.95 5,928 20.7 54,7 113.4 - 111.9 0.1
YHL 7,36R 20.5 7,167 20.9 1.3 105,0 -7.4 104.0 -7.1
9K1 9,846 336 9,675 35.0 100.0 100,0 -4.8 100.0 -3.8
VYN 12,942 27.4 12,336 27.5 131.6 96.8 -3.2 96.9 -3.1
tYBO December 8,650 27.0 8,131 27.8 82.1 107.0 -7.5 104,9 -6.9
1981 December 11,590 34.0 11,277 15.4 111.6 105.5 -1.4 104.4 -L.4
1982 Ist quarter 11,425 13,2 11,223 31,7 116.9 99.2 3.4 99.2 3.8
Ind quarter 12,316 29,5 12,090 29,7 127.3 98.3 -0.1 98.2 0.1
drd quarter 12,803 26,9 12,644 26.2 136.7 95.1 -6.0 95.6 ~6.2
4th quarter 11,994 22,1 13,327 22.1 145.4 95.0 -8.0 94.7 -8.1
1983 Ist quarter 13,703 19.9 156.9 88,7 -10.6

Sources:  Federal Statdstlical Otfice, lndeks; and data provided by the Yugoslav authorities.

1/ Change from corresponding pertod of precedlng year,
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Table 6.

Yugoslavia:

- 33 -

Curreacy Area, 1983

(In millions of U.S. dollars)

Balaance of Payments with the Coavertidble

lst Half 2ad Half Total Year
Revised Revised Revised
Program est. Progran proj. Program proj.
A. Goods, services, and

uarequited traasfers -1,100 -501 600 -249 -500 -750
Exports 2,970 2,926 3,330 3,274 6,300 6,200
Imports -4,275 -3,999 4,325 -4,951 8,600 -8.950
Trade balance -1,305 -1,073 -995 -1,677 -2,300 -2,730
Iavisibles (net) 205 572 1,595 1,428 1,800 2,000

B. Medium—- and long-term
capital 609 42 98 599 707 501
Drawings 2,270 605 1,480 2,855 3,750 3,459
Repaymeats -1,586 -502 -1,257 -2,206 -2,843 -2,708
Loans extended ~75 -61 -125 -89 -200 -130
C. Short-term capital - -100 - -250 -- -350
D. Total (A through C)} -491 -559 698 ' 60 207 -.99
Use of Fund credit 316 292 105 122 421 ila
Use of BIS credit 500 250 -500 -250 - --
Reserve movements (-increase) =325 17 -303 68 -628 23

Sources: Data provided by the Yugoslav authorities; and staff estimates.
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Tahle 8.

Yugoslavia:

Balance of Payments with the Nonconvertible Currency Area, 1979-84

(In millions of U.S, dollars)

1979 1980 1981 1982 1982 1983 19831 1984

Jan.—~Apr. Jan.-Apr. 1/ Projections

A, Current account -357 -88 875 956 442 73 - -200

Exports 2,028 3,322 4,489 4,389 1,431 1,164 3,800 3,930

Imports -2,683 -3,743 -3,928 -3,699 -1,067 -1,155 4,000 4,350

Trade balance -655 -421 957 690 364 9 -200 -420

Services (net) 298 333 318 266 78 b4 200 220

B, Capital (ner) 115 94 -35 -33 -14 21 50 .o

€. FErrors and omissions -500 -360 -64 -118 258 96 — .ee

Total (A through C) ~742 -354 17% 805 686 190 S0 ces
Sources: Data provided by the Yugoslav authorities; and staff estimates.

1/ Unutficlal estimates of Yugoslav authorities,

-SE_
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Table 9. Yugoslavia: External Financing Flows

Vis-a-Vis the Coavertib.e Curreacy Area

(Ia billions of U.S. dollars)

1983 1983
Orig. program lst 2ad
1st Total half half

Total half

Latest staff estimates

Use of funds

Curreat accouat balance -0.5 -1.1 -0.7 -0.5 -0.2

Medium- aad long-term
Short-term maturities -1.8 -1.0 -1.8 -1.0 -0.8
Other obligations ~0.6 -0.5 -0.6 -0.3 -0.3
"5'5 "‘3.7 —508 _2.3 _305

Sources of funds

Suppliers' credits 0.7 0.3 0.9 0.5 N.4
World Bank, EIB 0.5 0.1 0.5 0.1 D.4
IMF 0.6 0.4 0.6 0.4 N,2
Rollover of short-term debt 1.8 1.0 1.5 0.9 0.6
Goverament finaancial credits 0.3 0.1 0.2 0.1 0.1
BIS - 0.5 —-— 0.3 -N.3
Bank financial credits 2.4 1.6 2.0 0.0 2.0
6.3 4.0 5.7 2.3 3.4
Change ia reserves 0.8 0.3 -N.1 -- -0, 1

Sources: National Bank of Yugoslavia; and staff estimates.
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Table 10. Yugsolavia: External Debt Disbursed and Outstandinag

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

1975 1979 1980 1981 1982

Repayable in coavertible
curreacy 5,816 13,680 17,608 18,337 18,280
Medium aad lbng 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
IMF 182 456 760 1,252 1,75¢
IBRD 560 1,143 1,359 1,483 1,576
Other 1,552 1,931 2,578 3,222 3,050
Private 3,319 9,282 10,861 10,068 10,090
Commercial banks 1,230 5,120 6,110 6,350 6,040
Other 2,089 4,162 4,751 3,718 4,050
Short term 203 868 2,050 2,312 1,810
Repayable ia bilateral curreacy 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 ll. Yugoslavia: Debt Service Pavmeats on
Medium- and Long-Term Debts 1/

1980 1981 1982 1983 1984 1985 1986
Prelim. Projections 2/

(In millions of U.S. dollars)

Repavable ia coavertible
curreacies, excluding IMF

Amortization 1,844 1,695 1,690 3/ 2,708 3/ 2,705 2,340 2,555
Interest 4/ 1,205 1,887 1,960 2,000 2,100 2,000 L, 800
Total 3,049 3,582 3,650 4,708 4,805 4,340 4,335

Repayable in bilateral

currencies
Amortization 162 238 260 298 253 250 184
Iaterest 45 40 45 70 60 55 50

Total 207 278 305 368 313 305 234
Total debt service 3,256 3,860 3,955 5,076 5,118 4,645 4,589
Memoraandum items:

Debt service to IMF 5/ _
Repurchases 70 88 45 182 295 353 376
Charges 31 60 118 162 180 169 15h

Total 101 148 163 344 475 522 532
(In per cent)
Debt service/exports of

goods and services
Convertible curreacies, 21.0 23.9 24,7 33.2 31.8 25.7 2305

excluding IMF

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

l; Debts with an original maturity of over one vear, excludinag [MF.

N starr projections on debt service pavments on estimated outstanding debt in 982
and projected new borrowing iacluding commercial banik rescitedulinae in 1987,

3/ There were delays of scheduled pavments in 1982, which ure projected to be
eliminated in 1983 and iacluded in debt service payments for that vear.

5 Includes interest on short-term debt.

S/ ©n purchases outstandiag at end-December 1982; SDR amounts conaverted to U.s. dolb-

iars at average exchange rates through 1982, thermafter at the rate or SPE 1 = US31.095,







Table 12. Yugoslavia: Actual and Projected Net Domestic
Assets of the Banking System
(In billfons of dinars)
Dec. Dec. March April June 1983 Sept., 1983 December 1983
1981 1982 1983 1983 Program Propoused Proposed
Actual Actual Actual Actual EBS/83/46 program EBS/83/46  program
1. Net forefgn lizttittles 1/ 537.1 587.9 570.7 588.0 615.2 654.0 627.7 681.0
2. Money (M1) ‘ 584.3 739.8 747.3 757.8 7184.5 802.0 828.3 821.0
Y. 4 + 9 Quasi-money 1231.6 1386.7 1453.4 1442.5 1446.0 1490.5 1575.2 1519.0
4. Forelgn exchange
deposits 1/ 668.2 671.7 706.6 699.8 675.6 711.0 711.0 711.0
S. Other quasi-money 563.4 715.0 746.8 742.7 7170.4 7179.5 864.2 808.0
6. 1 + 2 + 3 net domestic
assets 2353.0 2714.4 2771 .4 2788.3 2845.7 2946.5 jo3i.2 3021.0
(Percentage change from previous year)
Memorandum {tems:
Money 26.6 26.6 25.9 22.6 27.3 20.6 12.0 11.0
Forelgn exchange deposits 1/ cea 0.5 cee see -1.7 . 5.9 5.9
Other quasi-money 25.2 26.9 24.3 17.4 21.6 17.0 20.9 13.0
Net domestic assets ces 5.4 . e 13.4 e 11.7 1.3

Sources: Natfonal Bank of Yugoslavia; and staff estimates.

1/ Adjusted tor exchange rate changes.

-6{—






Table 113,

Yugoslavia:

(In billions of dinars)

Monetary Survey 1980-1983

Ouas i -money
of which:

Broad moaey (M2)

Net domestic

Other ltems, net

Dompestic

Ml

1980 1981 1982 1983
Dec. Dec. March June Sept. Dec. Jan, Feb. Mar. April
Money supply (M1) 461 .6 584.13 593.8 616.3 664.9 739.8 741.0 743.6 747.3 757.8
768.7 1030.0 1118.7 1157.1 1210.0 1386.7 1441.8 1493.9 1568.5 1591.9
Foretpn exchange deposits (318.7)  (466.6) (517.7) (523.5) (S44.1) (671.7) (720.6) (767.9) (B21.7) (851.2)
1230.3 1614.3 1712.5 1773.4 1874.9 2126.5 2182.8 2237.5 2315.8 2351.7
Net torelpn assets -254.5 -375.1 ~415.5 -436.1 -468.9 -587.9 -600.4 -658.2 -688.6 -73b.1
assuls 1484.8 1989.4 2128.0 2209.5 2343.8 2714.4 2783.2 2895.7 3004.4 3087.8
-83.9 6l1.6 115.0 102.3 132.7 345.2 363.9 432.8 486.0 521.0
credit 1568.3 1927.8 2013.0 2108.3  2211.1 2369.2 2419.3 2462.9 2518.4 2566.F
(Percentage change from previous year)
Memotandun [ tems:
23.0 26.6 24,5 21.8 21.9 26.6 24.4 25.0 25.9 22.6
13.6 31.2 33.1 30. 27. 31.7 28.9 30.0 35.2 34.2

M

Saotloe: Nat fonal

Bank of Yuposlavia.






Table 14. T7Yugoslavia: Interest Rate Schedule

Effects 13,
Weight 1/ Iaterest Rates Ia billiaas
In per cent Preseat New 2/ of dinars
Deposit moneyv
OALs 4/ 17.5 4 7.5 9.7
Natioaal Baak credits
Discounts aad credit
for liquiditv 2.9 22 30 3.0
Selective credits lp.d R-12 18-22 5/ 26,0
[nterest~-tree credits 18.9 0 N - 0
Household deposits with
maturities less than
one vear
Sight 17.3 743 7.5 N
Three months 1.9 12 16 7.8
Six moaths 1.9 15 19 .8
Restricted OAL deposits L,7 4 73 2.6
Short-term deposits of OALs 1.9 7 7.5 1.2
Long-term deposits
Households
Time 4.A 18-28 24=-30 6/ 2.8
Housing 4.6 13 a0 3.2
OALs and ocher 14.9 17 23 8.9
Total Lon.o SR T

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

1 Based nn average of end-1982 and end-1983 estimated amouats out-

st.nding; estimated bv the National Bank of Yugoslavia, except that amount
nf interest-iree credit is assumed to grow at same rate duriazg 1927 asg
selective credits.

“ew Naticnal Bank interest rates oa credits are ta be ixtroduced he

Py

1", 19%3; new commercial bank deposit rates will come Loty etfect
g the <xd »T the vear.

fin an anncal basis.

Jrganizations of Associated Labor.
Credits tn exporters, LA per rent;
orts and other, X2 ner cent.
tne-vear depnsits, 2% per cent; twe—-vear deposits, IR ner cent)

«
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for azriculture, 2 ner cent;

,..

e-vear deposits, ¥ per cent,

‘'~ the basis of average stock tigures Ior 19¥3-FL ralculated bhv
trie Yugoslas auttorities it is estimated that the [derease i3 hatd cnsts
will amount to around Din w#h billion.
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Table 15. Yugoslavia: Budget of the Federation

(Ia billions of dinars)

1980 1981 1982 1983
Jan.- Jan .-
Year Apr. Budwet 1 Apr.
Reveaue
Customs duties and other
import fees 20,7 26.2 28.3 7.0 39.0 oA
Contributions from
republics and provinces 18.5 3.8 80.4 22.3 94,0 23.3
General turnover and sales
taxes 47.4 71.3 85.2 20.3 1N6.?2 23,0
Other taxes N.2 0.2 0.3 0.1 .4 M.l
Nontax revenue 2.5 3.3 4.8 1.1 3.7 1.8
Total revenue 109.4 164.8 199.0 50.8 245.3 A, 8
Expenaditure
Administration 18.6 21.9 25.5 10.0 29.3 0.0
Defense 76.1 99.8 116.4 26.1 150.6 28,5
Graats to republics and
provinaces 14.3 l6.6 20,7 7.3 24.3 7.2
Graats to funds and communi-~
ties of interest 18.7 24,8 29.6 8.2 34.1 13.9
Iavestment n.8g 0.9 N, 4 n,1 1.0 N.7
Other or discrepancy 1.2 3.7 2.9 0.8 b4oh 1.0
Total expenditure 129.7 167.1 195.7 52.6 263.9 plos
Surplus or deficit -2u.3 -2.2 3.3 -1.9 Lo — ik
(As a perceatage of GS5P) (-1.3) (-H.1) (7.1) (==2

Source: Data supplied by the Yugoslav authorities.

, From the resclution tor the Annual Plan for 1983.
There is no external financing of the budget.

feo]rm—






Table l6. VYugoslavia: Public Sector Revenue

Revenue for General Consumption

Budgets Total
local Revenue for Public
Federa~ Republics, govern- Collective Sector
tion provinces ments Other l/ Total 3/ Consumption l/ Revenue

(In billjons of dinars)
1978 46.4 45.7 28.0 25.6 145.7 192.6 3138.3
1979 58.9 68.5 35.8 28.13 191.5 233.8 425.3
1980 66.9 89.4 44,5 30.4 231.2 292.0 523.2
1981 95.2 129.3 57.1 39.2 320.8 386 .6 707 .4
1982 117.0 151.8 73.6 49.5 391.8 499.8 891.7
1981 January-Aprit 45.5 55.0 23.7 21.3 145.5 184.1 129.6

(Percentage change from year earlier)

1981 42.3 44,6 28.13 29.0 38.7 32.4 35.2
1982 22.9 17.4 28.9 26.3 22.1 29.3 26.0
1983 Januavy-April 26.1 20,6 19.7 46.0 25.3 22.5 23,17

Source: Data provided by the Yugaslav authorities.

1/ Coaststs primarily of customs duties.
revenue of sociopolitical communities.

E/ Equal to total
1/ Revenue of communities of

interest for collective consumption.

—Ev-
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Status of Arraangemeats Coanected with
Joint Finaacing Package for Yugoslavia

1. Arrangemeats with foreign commercial banks

Oa March 25, 1983 the Yugoslav authorities, including represeatatives
of the National Bank of Yugoslavia, aad certain other Yugoslav banking
institutions, reached preliminary agreement with the International
Coordinating Committee (ICC) of foreign commercial banks oa the broad
terms and coaditions of financing arrangements which were aimed at assist-~
ing Yugoslavia to manage more effectively its external debt and implement
its stabilizatioa program. This finaacial assistance was to take the
form of a medium~term facility and short-term facilities. The precise
details of these financing arrangements are presently being finalized.
However, the broad outlines and certain agreed terms are described below.

a. Medium—-term facility

Under the medium-term facility, the joint borrowers are the National
Bank of Yugoslavia and certaia Yugoslav commercial banks. The guaraator
of this financiag arrangement is the Socialist Federal Republic of
Yugoslavia. The medium-term facility is divided into two parts. Firsec,
Yugoslav finaancial institutions will receive an amount of up to
USS600 million with the amouat allocated between participating lenders
in proportion to their base obligations (nonguaranteed debt outstandiag
oa November 30, 1982). The phasiag of the disbursemeants of the loan
will be such that 60 per ceat of the loan will be available shortly after
the effective date of the signing of the loan. A further 15 per ceat of
the loan will be disbursed not earlier than the later of August 20, [983
or the date five working days after the penultimate disbursemeat under
the Fund stand-by arrangement for 1983, It will depead also oa a
satisfactory amount of credit having been disbursed under the Berne
package. The final disbursement of 25 per ceat can be made a0 earlier
than the later of November 20, 1983 or following the full disbursement
of the first traanche of the World Baak structural adjustment loan. This
disbursement will require also that specific progress has beea recorded
in implementing the Berne package.

The availability of the first advance under the medium-term racilicy
is coatiageat upon the fulfillmeat of a aumber ot precedent conditions.
First, there should be a report iadicating satisfactory progress in the
implementation of iatergovernmeantal financial support under the Bernae
package (see description below). Second, there should be credits from
the BIS totaliag USS$507 million effectively disbursed to Yugoslavia in
1983, Third, there should be agreement with the Fuad on the availability

of an SDR 554 million staad-by arrangemeat in I9R3, out ot which

SHR 325 millioa would be available before June 3V, 1983, Fourth, the
world Bank would be "proceediag in a timely manner” with its iatention
of agreeing with the Yugoslav authorities o a structural adiustment

loan for no less than USS25" miliion betore Januarw 1, L9444,






The second part of the medium-term factility comprises refinancing
by each leader of nonguaranteed medium- and loag-term maturities fallin-e
Aue between Jaauarv 17, 1983 and December 31, 1983, With the retfinancise
arrangenents relevant eaterprise foreivn liabilities will become the
foreipga liabilities of their Yugoslav commercial banks. PRepavments of
the medium-term loan are to take place in seven semfannual i{nstallments
hevinniag Juae 37, 1986, and for retinanced debt commencing .Jinuary 194s.

b. The short-term facilities l/

Under the short-term facilities the guarantor is the National Hank ot
Yugoslavia. The maturities of outstaading noatrade short-term obligatiuas
are exteaded for two vears through Jaauary 17, 1985, through the enteriay
of each creditor and each burrower iato an exteasion loan agreement.

Trade debt and new interbank deposits are to be repaid whea due but the
availability of such credit is to he thereupna restored until Januarv L7,
1985 under “coatiauineg credit facilities.”™ A revolving tacility enables
the beorrower to restore its iadebtedness if a suitable transaction can

be found. The short-term trade credits are to be made available to
Yugoslav banks instead of Yugoslav eaterprises which means that the
eaterprise makiay the repaymeat or aay other eaterprise with the same
bank as _he repaviag enterprise can avail itselt of the revolving credit.
This does not preclude the traaster of foreiga credits from one Yugoslav
baak to another.

2. [atergoveramental arrangement

At meetings ia Berae ia Januarv 1987 representatives of the povern-
meats of 15 Western countries agreed to a package of financial support
for Yugoslavia. This has been termed the "Berae package” or "Berae agree-
meat.” FEach of the 15 countries pledged financial support which was valued
at 1!SS1.3 billion., The bulk of the tinanclal assistance was to take the
formm of suppliers’ credits tied to exports from the leading countries,
Bilateral negotiations between individual goveraments and the Yuseslav
authorities o1 the tvpes of credits to be taken up have larugelv heen
coacluded. Maialy because of administrative delavs and the desire ot
the Yuroslav authorities to keep suppliers' credits tor capital poods
nutside of the Berne package, the amount nf assistance committed under
the Berne agreement now totals around UUSSl.l billion., A larse part of
the commitments (USSHI=-7 million) takes the form of suppliers' credits
tor raw materials and intermediate yoods. The remaining amounts compris.
larzely export credits tor certatn capital and consumer goods imports
and tied and untied financial credits, [acludiag rallovers or esteasions
ot Juarantees or iasurance o0d maturing baaok dehts.  The suppliers’
credits, most of which are medium term, are to he extended by individnat
cauntries to partiecnlar Yagoslav associated banks who {1 turs will

1/ Mot all short-term debt outstandiav as of fanuary 17, 1987 1s
included in the groposed a¢reement o0 the short-term tacilitives,  Amoag
the exemptionas are short-tern indebtedness Juaraateed hy torei; s povern-
ments or a¥elvies, arrears outstanding prior o fanmary LR, DR wpat
aad forward exchiange contracts, aad floatiae rate otes,
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oa-lead the credits oa a revolviag basis to Yugoslav eaterprises which
are judged as haviag the best prospects for quickly earniag foreizn
exchaage on the basis of the goods imported.

The staft estimates that up to USS500 millioa in export credits and
about USS200-300 millfon in tied and untied financial credits could be
disbursed under the Berne package in 1983, with a further amount of
approximately USS200 millioa to be disbursed ia 1984,

3. world Baak structural adjustmeat loan

The Board of Directors of the World Bank agreed to the provisioa of
a structural adjustment loan amouating to USS275 millioa to Udruzena
Beogradska Banka on June 28, 1983, with the guarantor of the loan beling
the Socialist Federal Republic of Yugoslavia. The loan is to be disbursed
in two traaches of USS175 millioa and USS100 million, respectively, with
the first part expected to be disbursed before ead-1983 and the eatire
loaa expected to be disbursed by Juae 30, 1984, The loaa is for 15 years,
with a J-year grace period. The proceeds of the loan would be oa-leat to
Yugoslav iadustrial eaterprises (including agroindustries) oa a revolviag
basis of up to 18 months dependiag on the type of export-orieated produc-
tion to be financed. The loan is designed to support the implementation
of the Goverameat's structural adjustment program.
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Freeziag of Public Sector Reveaue

Legislation passed at the ead of 1982 provided for the freeziag of
excess revenue of the public sector in respect of the first quarter of
1983, The reveaue to be frozea would be the amount by which revenue of a
public entity in the first quarter of 1983 exceeded the quarterly average
for 1982, Owing inter alia to seasonal factors, this rule still allowed
public revenue to be some 16.5 per ceat higher in the first quarter of
1983 than a vear earlier. Public sector revenue is understood to comprise
revenue both for "geaeral coasumption” {(essentially the uuugets of the
various levels of goverament) aud for "collective consumptioa” (education,
health services, peasioas, etc.), but three categories of public sector
revenue were exempted from the freezing scheme. They are the direct
reveaue of the federal budget {first column in Table 16), republican aad
proviacial budget revenues that are earmarked for transfer to the Federa-
tion, and revenue earmarked for transfers having the character of personal
incomes (e.g., peasioas, but excluding wages of public sector employees).
The latter category of revenue is exempt because the growth of such
transfer paymenats is already formally linked to the growth of personal
incomes in the socialized sector. The first two exemptions would allow a
more rapid growth of the budget of the Fedecatlon than of other segments
of the public sector, but {t was expected that evean with these exemptioas
the growth of total public sector revenue would be sufficiently restrained.
The revenues subject to the freezing system conprised an estimated 47 per
ceat of total public sector revenue in 1982.

The freezing system was initially designed to put greater emphasis
on restraiaiag the growth of the public sector than oa curtailiag domestic
demand. Thus, the legislation on freezing excess revenue required a
public entity (except the Federation itself), upoa acquiring excess reve-
nue, to reduce tax rates or rates of coatribution for collective consump-—
tion withia 35 days in proportion to the excess revenue earned.

This system of immobilizing excess reveaue was streagthened at the
end of March 1983 not only to provide for a continuation of the freezing
scheme but now to have it implemented oan a moathly basis for April
through Julv 1983. For each of the cumulative moathly periods from
January-April 1983 to Jaauary-July 1983, excess revenue would be defined
as the reveaue in excess of that specified on a moathly reveaue schedule
for 1983 drawn up by each public entity. These schedules were required
to incorporate a deceleration of revenue duriag 1983 such that reveaue
subject to freezing in the period Januarv-July 1983 would, for gzZeneral
coasunption, be at most 1l per ceat higher than a vear earlier, or, for
collective consumption, at most 13 per cent hizher. The same exemptions
applied as betfore.

These maximum growth rates were set at low levels so that, even with
a nore rapid growth of revenues exempt from the freeziang svstem, the
12-moathly growth of total public sector revenue should remain withia the
18 per cent limit specified in the letter of inteat, The March legisla~
tina provided that revenue once placed in a blocked account could be
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uafrozen later in the year in the eveat of a subsequent revenue shortfall.
Some such shortfalls might well be expected, given the requirement to
reduce taxation in the eveat of excess revenue.

As noted in section III.3., the need to shift the emphasis of fiscal
policy, hence the revenue freezing scheme, more toward restraiat of
domestic demand was perceived in the second quarter of 1983, resultiag in
an extension and streagthening 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, aad
indeed require, returaing 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 to reach a minimum of Din 10 billion by
the end of September 1983, .ana Din 35 billioa by the ead of December 1983.
Also, the reveaue once frozen is to remain immobilized at least until

the end of 1985.
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Yugoslavia - Foreign Exchange Allocation System

The foreiga exchange allocation system of Yugoslavia is based ona the
Law on Foreign Exchange Operations aad Credit Relatioas with Foreign
Countries iatroduced ia 1977, Ia the area of foreign exchange acquisi-
tion and disposition, the priaciple is that organizations of associated
labor which participate in production that earas foreiga exchange are
also the owners of the foreign exchange. Export earniags are to be
shared betweea the final exporters and suppliers of intermediate goods
and services accordiag to self-management agreemeats based on their
coatributioa to the final product.

The foreign exchange crisis that emerged in 1982 led to severe debt
servicing problems and, partly ia response to this, temporary provisioas
were introduced in May 1982 with the Law oa the Terms and Procedures for
the Disposition and Use of Foreign Exchange for Exteranal Paymeats aad on
External Borrowinag in 1982, which placed priority oa debt repayment in
the use of foreign exchange. Self-managemeat agreemeats coacluded on the
basis of this law set aside around 6( ver cent of curreat foreign exchange

earanings for the Federation and republican/provincial goveraments to meet
paymeats for debt service aand oil payments. This resulted in a signifi-

cant reduction in the proportion of foreign exchange earaings that
exporters could retaia for their own use and as a consequeance substan-
tially reduced both their ability to import and existing export
iaceatives.

The Law on Foreign Exchange Operations and Credit Relatioans with
Foreiga Countries was further amended by the Decisioa on the Common
Foreiga Exchange Policy of Yugoslavia for 1983, which was promulgated
o1 December 31, 1982. This decision made a number of the temporary
regulations adopted in May 1982 permaneut aad added a aumber of aew pro-
visions. A major new element was a coansiderable strengtheaing of the
role of federal entities at the expease of the regional entities. The
emphasis on the balance of payments positions of iadividual republics,
that characterized the previous method of allocating foreign exchange,
was replaced by a sectoral distribution system. Furthermore, the banking
system was accorded greater respoasibility ia the allocative system.
Cormercial banks would be responsible for ascertaining that any foreign
borrowiag by eaterprises would be for projects that generate a sufficieat
flow of coavertiole currency to meet repayment and interest schedules,
The commercial banks would be required to give assuraace to the National
Bank of Yugoslavia that each foreign credit is thus secured. In addition,
Yugoslav enterprises borrowing foreiga exchaage from a domestic bank
would be required to repay these banks at the market rate of exchange of
the date of repaymeat rather than pass the exchaage rate risk of foreign
currency iandebtedness to the bankiag system, as thev in some cases were
able to do in the past. I order tc streagthea the authoritfes' super-
visory capabilities, enterprises have been limited to one foreign exchange
bank account with effect from July 1, 1983,

The law established a mandatory allocation svstem for the foreign
exchange earniags of enterprises., First, 25 per ceat would go to the
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the federal sector: 5 per ceat for the federal administratioa, 3 per
cent into the reserves of the National Bank, and 17 per ceat for energy
supplies. Foreign exchange is thereafter allocated according to the
following priorities: (i) the meeting of exportiag eaterprises' own
debt and trade credit obligatioans and esseatial import needs; (ii) allo-
catioas for imports by suppliers of export-oriented enterprises, (iii)
allocations for those enterprises whose production is based on established
import needs, but who do not participate directly in export activities,
aad for some other users in the productive sector; (iv) provisioa for
the needs of the republican and communal goverameats; and (v) allocation
to infrastructure and miscellaneous other needs. Aay remaining foreiga
exchange is to be sold through authorized banks to the unified foreign
exchaage market.

The ameanded law provided a framework for the allocatioa of foreign
exchange which was to be filled in ia the coatext of self-management
agreements amoag groups of enterprises uander the aegis of the Federal
Community of Interest for External Relations aad the Federal Chamber of
the Economy. Originally, these agreements were to have been concluded
by the end of June, but the process has proven difficult, aand oaly a few
groups, including the textiles and wood processinag sectors, have reached
tentative agreements. Agreements are now expected to be reached by
August. Certain special arrangements have been concluded. Thus 28 per
ceat of foreign exchange receipts realized from exports of agricultural
food products, tobacco, and forest products will be allocated for imports
of raw materials for fertilizers and pesticides. Also it has been deter-
nined that the allocation for republics and provinces will amouat to a
maximum of 15 per cent.

The present system is clearly more advantageous for exporters than
that in effect in the secoand half of 1982. After allocatioas for the
federal sector, oil imports, and republics and proviaces, 60 per ceat is

left to cover the exporting enterprises' own import and debt service
needs and for sharing with suppliers and the rest of the economy, com-
pared with some 40 per cent in 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 baanks. The poteatial loss
of export iacentives on account of the introduction of limited surrender
requirements for a unified market appears to have been more than offset
by the flexible exchange rate policy being pursued.

At the beginninag of July, Yugoslavia further amended its legislation
regardiag foreiga borrowiag. The main thrust of the legislation is a
further streagthening of federal control over foreign borrowing and
debt service paymeats.

Ia spite of the ameadmeats to the foreign exchange law, the foreign
exchange allocation system remains heavily compartmentalized. 1t appears
that the system under the self-management agreemeats that is {n the
process of being concluded will be insufficient to ensure the proper
fuactioning of a unified market. The Yugoslav authorities are aware of
this and coacur that additional measures need to be taken on the basis
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of a study to be completed by September. They iatend to review the whole
system with the Fuand in the context of the next quarterly review and with
the World Baank 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
iaclude a strengthening of the unified market through the establishment
of minimum amounts to be surrendered to it by exporting eaterprises (or
adequate pooling of enterprise resources within individual banks). Ia
this way emphasis on the supply of foreign exchange through the unified
market will be increased. An additional requirement would be to easure
the proper fuactioning of the interbank market in foreign exchange which
could be confined to a limited aumber of large banks. Further, the
introduction of explicit rules for what may be considered normal workiag
balances of for-eign exchange for banks and the requirement that excesses
over such levels be sold or on-leant to other banks or to the National
Bank of Yugoslavia should enhance the efficiency of the iaterbank market.






- 52 - ATTACHMENT

Supplement to the Letter of Iateat Dated December 30, 1982

Dear Mr. de lLarosiére:

Ia accordance with our letter of January 15, 1981, as supplemented
ia our letter of December 30, 1982, supplevented by our letters of Febru-
ary 18, 1983 and May 4, 1983, we are writiag to you to describe the
economic situation and to outline the policies and measures to be pursued
duriag the second half of 1983.

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

We have recorded progress in a aumber of areas thus far ia 1983.
Most notably, the curreat accouat 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 USS$125 million). A strengtheaing of export per-—
formance to the convertible curreacy area and a high inflow on iavisibles
account coatributed to this improvemeat. 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, notwithstaading the policy of credit restraiat pursued by
the National Bank of Yugoslavia, ia part because of the rapid growth of
incomes outside the organized economic sector and the substantial rise
in iaterenterprise credits. This buoyancy is also reflected ia the
higher—than-expected rise in domesti: prices. On the external side,
exports to the coavertible curreacy area were eacouraged by aa active
exchange rate policy. (The dinar depreciated in nominal effective terms
by more than 30 per ceat between end-December 1982 and end-May 1983.)
Exports were diverted from the foncoavertible curreacy area to the coa-
vertible curreacy area in respoase to this streagtheniag of incentives.
However, much of the improvemeat arose out of a shift of import demand
to the nonconvertible curreacy 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 iaternational finaacial
support package have coatributed to the lower imports which have hindered

productioan and expnrts.

A review of d.velopmeats at midyeuir clearly indicates that the

external adjustiiant —e.:ds are greater than had been perceived at the time
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of the adoption of the annual plan resolutioa for 1983; efforts ia addi-
tion to the supplementary measures thus far adopted ia 1983 are needed to
bring about this adjustment. Demand restraliat must be intensified aad
tinancial discipline must be improved. We are coatiauing to carefully
review the adegquacy of export incentives as well as measures to reduce
distortions ia the ecoaomy. This means further action is called for on
prices, on iaterest rates, and on the allocation of foreign exchange, as
well a¢ in the areas of credit aad fiscal policy.

L. The Goverament coasiders incomes policy to be one of the essential
elements ia the medium~term stabilization program. For 1983 the target
was to hold personal iacomes per employee 1in nominal terms In the first
quarter at the level of the fourth quarter of 1982, and to reduce real’
personal incomes per employee on a year—on-year basis by 7 1/2 per cent;
personal incomes of those who work in the aocnecoaomic sector were to
decline in real terms even more sharply. The outturn for the first
quarter was approximatelv in lize with the target set for that quarter
and the results for the first four moanths showed a decline of 10 per ceat
for real personal incomes. A federation-wide social compact oa incomes
policies, which unifies incomes policy criteria and guidelines, will be
adopted ia the coming months, and confirms our commitment to moderation
ian the growth of personal incomes. The effects of this compact will be
reiaforced by new laws relating to the SDK and the priority of payments.
We are, however, determined that our incomes pnlicy objectives will be
achieved aad that pressures emanating from the fall in real persoaal
incomes in the first quarter and coatinuing stroag price pressures do
Aot give rise to a resurgence in the rapid growth of personal incomes
and an upward personal iacomes-price spiral. It will be our objective
to easure that the growth in nominal personal incomes per employee does
2ot accelerate during the remaiander of 1983. To the exteat that the
vear—-on-year increase in nominal personal incomes per employee in the
second quarter of 1983 exceeds that in the first quarter of 1983, then
the Federal Governament 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 in the secoad half of 1983.

2. To further the Government's aim to reduce distortions in relative
prices and not to allow new ones to rise, major price changes were
implemented in the first half of 1983 for electricity, coal, transporta-
rion tarifts, petroleum products, and meat. Rents were also iacreased
substantially. However, the effectiveness of many of these measures has
tended to be impaired by a rapidly rising general price level. We are
Ziving further close consideration to price developmeats in these specific
products and we will review price movements in other important products
with a view to eliminating price distortious.

. [2 June the price of domestically produced natural zas was raised

o0 average by nearly &0 per ceat, with a further significant iacrease to
be introduced before the ead of 1983. The price of oil products will be
increased in line with iaternational prices, which oa the basis of present
estimates would mean by around 20 per ceat, not later than fictober 1,
1983. Thereafter, we intend to introduce a formula for oil refineries'







prices to be adjusted four times a vear, which would easure that domesti:
prices reflect world prices, and that price parityv between domestic aad
imported crude oil be maintained. Prices of coal and coke will also be
adjusted upward ia the final quarter of 1983, A review of the level aad
structure of electricity tariffs ian the framework of aa overall review
of priority sector prices will be completed duriag October, aad the
price adjustmeats that are deemed necessary to bring revenues more in
line with the costs of generatiag electricitv will be implemented not
later than November 1, 1983. At the beginafiag or 1984 there will be
further increases ia traasportation charges, electricityv tariffs, and
reats to further correct and narrow price distortions. All of these
specific adjustmeats in relative prices will be sustained bv regularly
adjusting these commodity prices in line with developments ia world
market prices, ia the case of internationally traded goods, or ia linae
with the general price level for services and noatraded voods.

4. The recent movemeats in the exchange rate, although effective in
enhaacing export inceatives, have permitted new price distcrtioas to
arise, since ia maany iastances increased production costs stemming from

a higher cost of imported inputs have aot been passed through fullv or
quickly iato producer prices. Price policy will be directed toward per-
mitting the full and fast pass-through of cost iacreases resulting from
changes in import prices. Not only will this reduce price distortions,
but it will also strengthen the financial position of a aumber of working
organizations depeadeat oa imported iaputs.

5. The Government intends to liberalize the formation of maay prices in
July, with the lapse of the decision oa coatrol of prices, so that 4 per
ceat of industrial producer prices will be determined bv OALs themselves,
within the framework of our price system. 1In additioa, another 30 per
cent of industrial producer prices will be set by 0ALs subject to the
approval of communities for prices, which have as their main criterion in
sanctioniag price increases that prices be harmonized with iaternational
prices. Accordingly, oaly 10 per cent of industrial producer prices will
be subject to official maximum price limits. Thereatter, we will continue
our inteaded policy of giving greater flexibility to vAls in price forma-
tion. This deregulation of prices should improve the etticieacy or the
priciag mechanism. Price competition will be further enhaaced when
external constraiats have diminished sufficieatly to permit a liberaliza-
tion of import restrictions. Certain agricultural prices have recently
been iacreased, including rises in producer prices for wheat. We will
easure that they continue to offer adequate incentives for production,
both for the home and the international market. Appropriate avricualtnral
orices ror 1984, reflecting these principles, will he established tnis
rall ia anticipation of the planting season.

n. The operation of a more active exchanwe rate policy his sreatls
assisted in promoting the rapid zZrowth of exports Lo thhe coovertibie

currency area. With imports from this area compressisd Lo Al nisustainahls
low level and with the need for further substantial evteranal adiustment,

1 conatisued streagtheainy of expoart srowth is crucial. 7o easure the
schievement of this objective we will continue Co parsae 1 active
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exchange rate policv. Ia addition, the curreacy basket used to calculate
the effective exchange rate is belag reviewed to assess the appropriate-
2ess of the weightinz svstem. The study of the basket will be completed

bv ead-October 1983 and the agreed recommendations implemented bv Januarv 1,

1984,

7. Fiscal policv is being iacreasingly used to help dampen the csrowth cr

domestic demand. For 1983 it continues to be our target to coatrol public

expeaditure by limiting the effective use of certain public sector reve-

aues and revenues for collective coasumption i accordance with our inten-

tioas expressed in the Februaryv 18, 1983 supplemeat to the letter of

iateat and ia our letter of Mav s, 1983 to vou. Excesses in public secter

revenues above these yrowth limits are to be immobilized in special

blocked accouats. The legislation introduced ian March 1983 recuired that
excess public sector revenues over the period Januarv-Julv 1983 be placed

in special blocked accounts bv the Social Accounting Service. Bv June

1983 this legislation had given rise to the blockiag of Dia 3 billion in
blocked accounts. It is the intention of the authorities to extend this
legislation recuiriag the immobilization of excess public sector revenues

through the second half of 1983 so as to maintain restraint on demand

tor general and collective consumption. To this end., Dia 12 billion of

public sector revenues will be placed in blocked accounts with the

National Bank of Yugoslavia by the end of September 1983 and this sum

will rise to Dia 35 billion by end-December 1983 (see agreed memorandum
ol understanding). The svstem of freezing excess revenues as iatroduced

{a March 1987 will be extended through to the end of the vear and will
be modified so that excess revenues will be frozen until end-1985 anad

placed in a special blocked account with the National Baank of Yugoslavia.

In addition, ia view of the coatinued importance of restraini-g the

<fowth of public sector expenditure, the l2-monthly iacrease in total

public sector revenue (i.e., reveaue for general and collective consump-

tion), excluding the frozen revenue placed in a special blocked account

with the National Bank of Yugoslavia, will be limited to 18 per cent
the secoad half of 1983, A 12-moathly zrnwth rate or public sector

i

revexue in excess of this rate of 1B per cent for anv period of three

successive months will be taken as nnot comrensurate with the program
agreed in the letter of iateat. A deviatinn of I percentage points
will be acceptable.

AT

accounts, the turnover tax rates will be increased or revenue nf the
turnover tax will be restructured on specified praducts (petroleunm,

tobaccu products, alcohol, etc.) not later than ‘lctober 1. 1n addition,
sther forms »r iadirect taxation and also the effective rates ot taxatiorn

o0 aonwage income and on property will be raised., These taw changes
will support the oblectives of Lacomes policy and witl
tribute to the nontrol of coasumption by the household

1 themselves oon
-

o help zoatribute to the accumulation of these deposits in bhlocked

sector.
9. Monetarw polich was restrairiay {n Tthe s pentny months of 1983,
Yowever, because 5 the rapid growth o7 incemes ontside the arpganizea

eccnoumic sector and the substantial rise i nterenternrise ored:ts
domestic demand was higher than expected. The Yuwosiav authorities

AT

in
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keenly aware of the need to pursue a restrictive monetary policy with
the aim of reduciag domestic demand and holdiayx back the iaflationary
iompulses from the depreciation of the dinar and the adjustment ot
administered prices. Accordiagly, the monetarv program for the second
halr of 1983 eavisages a reduction in the rate of zrowth of adjusted v
to abuout 1t} per cent by the end of December, compared with 17 per cent
at the ead of 1982. This is coasidered the maximum reductioa pessible
during this period in which the credit aeeds of both agriculture (because
of a large harvest and a sharp iacrease in prices) and exports (because
of the depreciation of the dinar) are particularlyv larce, and the policy
described will result in a curtailmeat of credits for ather purposes.
Compatible with the target fot monetarv expansion, we shall ensure that
the average stock of net domestic assets of the banking svstem for the
ead of July, August, and September 1983 will not exceed Din 2,927 billion
and that for the ead of October, November, and December 1983 -rill ot
exceed Din 2,998 billion. The limits for the stock of aet domestic
assets oa September 3C, 1983 and December 31, 1983 will be Din 2,947 bil-
lion and bia 3,021 billion, respectively. 1If at the time of a Fund staf
mission in September the liquidity position is excessively tight, then

we shall reserve our right to request formally an earlier revision of

the ceilings for the final quarter of 1983. Dianar counterpart deposits

of the Goverament at the National Bank of Yugoslavia originatiag tfrom
external financing credits will be sterilized. Finally, Din 35 billion
of total public sector reveaues will be deposited in a blocked account
with the National Baak of Yugoslavia.

17, Ia view of the higher-than-previously-toreseen rate of iaflation in
the first part of 1983, we coasider that a further rise in iaterest rates
is necessary. The new higher structure of interest rates (see attached
table) will be accomplished, firstly, by immediately raising iaterest
rates directly subject to the coatrol of the National Baak of Yugoslavia.
Rediscnunt rates for selective National Baank credits to priority sectors
will be raised bv 10N percentage points by July 10, 1983, while the discount
rate and the rate on liquidity credits will be furtber increased on the
same date to 37 per ceat. We also intead to raise interest rates on all
househoid time deposits with a rate of 3" per ceat on three-vear deposits.
Parallel iacreases in interest rates ona deposi*s orf OALs will take place
alss. HBecanse uniform bank deposit rates in Yuvoslavia are determined bwv
a self-manarement agreement recquiring the coasensus of all bhanks, it will
take some time tn avree to the new proposed interest rate schedule, hut
the new schedule :or bank deposit rates will be {atroduced as soou as
sussible and anvway hetore the ead of the vear 1883, The lacrease io

PRI

the cost of fuads to Dadrs, ostimated to he Dio o~ billion o0 an

hasis, will drive up hans lenaing rates, In oaddirion, a rloor lendiae
rate for ntew credits with certais evermprions Tor tew - redits tror Jdorestd
smmercial bank resources will he introduced hv laraary 1, T9xa 0 and Wil
he adiusted in line with developments in fne “rioe level, we reo ctars
that nur solicy willi he desiuned o move §olerest rfales Doaard o or et

terr foal of real positive rates.

Y. The law guverni.s the priorlly ! pavmen?t -~ ans ol
LU A AT T5 10 SR CLIE LR

c~rrease financial discipline and v reducse rie
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unsecured bills, estimated at the ead of 1982 at Dia 174 billioa, by

Dia 50 billioa. 1Ia view of the limited progress that has beea made thus
far in bringiag about this reduction, the Goverament will develop a
penalty mechanism to be iatroduced in September should the targeted
reduction not have been achieved by that time. In addition, the Govern-
meat is iatroducing other regulations aimed at enhanciag financial disci-
pline in the enterprise system and restoring the financial viability of
loss-making eaterprises.

12. We have with effect from Jaauary 1, 1983 inatroduced certain amead-
meats to the foreign exchaage allocation law to overcome the fragmeatation
of the foreign exchange allocation system which had become evideat at the
end of 1982, A major provision of the amendmeat was to abolish the
regional approach te balance of payments objectives by establishing
unified criteria for the whole of the country for the allocatioa of
foreign exchange. Another major change was the iatroduction of partial
surreader requirements for enterprises with a view to streangtheaing the
unified foreign exchange market. The system is preseatly being put in
place through the negotiation of a compreheasive set of self-management
agreements which are expected to be coacluded by the ead of June. The
iatrcduction of surreader requirements may have reduced export iaceatives
somewhat but these disincentives will be offset by a coatinued active
exchanye rate policy as described in paragraph 6. We iatend to review
the svstem by September 1983 ia order to make sure that the objectives

of the amendments are being met. The report based on this review will be
available for discussion with the Fuand by the end of October. We will
agree at that time on additional measures to be effective from January 1,
1984 to enhance the efficieat functioning of the foreign exchaage market.
These will include a streagthening of the unified market through the
establishment of minimum amounts to be surreadered to it by exporting
enterprises (or adequate pooliang of eaterprise resources within iadividual
banks). In this way it would be hoped that emphasis gradually be
increased on the supply of foreign exchange through the unified market,
An additional requirement would be to ensure the proper functioning ot
the interbank market in foreign exchange which could be confined to a
limited number of large banks. This should be done through the iatroduc-
tion 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. The foreign exchange law will also be ameaded in such a wav
so as to permit the National Bank of Yugoslavia to introduce a charge on
interest-free credits granted to banks in exchange for foreign exchange
deposits.

13, The Goverament coatinues to hold to its medium-term objectives of
enhancing economic efficieacy and the prospects for growth inx a less
inflationary eaviroament. TIacreased efficiency will be sought by rare~
fullv reviewing institutional structures that could zive rise to uadue
rigidities, and by reducinag the share of public sector coasumption in the
social product. Iacreased labor mobility and improved financial disci-
oline of the 0OALs, notably for loss-makling enterprises, will enahle
greater flexibilitv and more efffcieacy in the allncatina ! productive
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resources though initial moves toward a rationalization of the structure
of production are costly. Further greater reliance on market forces

for the determination of iaterest rates (which in our view should be
positive ia real terms) and of the prices of foreign exchange and goods
will contribute to the reduction of existing distortions aad preveat

new ones from arising. A realistic exchange rate policy must be pursued,
and competition from abroad must be encouraged to secure an appropriate
pattern of resource allocation. The growth of personal incomes and
contributions for collective coasumption will be kept below that of the
income of OALs so that they can rely more oa iateraal saviags thana oa
bank credit to finance workiag capital and fixed investmeats. Enhaaced
efficiency will permit the economy to respoad more rapidly and more fullvy
to a change in the external eavironment while also improving the longer-
term prospects for growth and employment.

Radovan Makit Joze Florjaacit
Goveranor, National Baak of Yugoslavia Federal Secretary for Finaace
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AGREED MEMORANDUM OF UNDERSTANDING

Subject: Technical Note on Incomes Policy

The last two seateaces of paragraph 1 oa incomes policy should
be understood as follows: If the year-oa-year iacrease iz nominal per-
sonal iacomes per employee in the secoad quarter of 1983 were greater by
2 or more percentage poliats than ia the first quarter of 1983, then the
Federal Governameat should take measures to lower the growth of naominal
perscnal iacomes per employee in the second half of the year to ensure
that this excess {n the growth rate is fully eliminated by the fourth
quarter of 1983. That is, action by the Federal Coverameat should be
such as to bring the year-on-year growth rate ia nominal personal [acomes
per employee to 20 per ceat in the fourth quarter of 1983, and that a

margia of 2 percentage points will be acceptable.
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AGREED MEMORANDUM OF UNDERSTANDING

Technical Note on the Freeziag of Surplus Public Sector Reveaue

i

ubject:

It is uaderstood that the public sector reveanue to be frozen
will be placed in a special blocked accouat with the National Bank of
Yugoslavia with the amounts outstanding in this account specifically
identifed in the National Baak's moathly balance sheet. The public sector
revenue is defined to comprise revenue of sociopolitical communities plus
revenue for collective coasumption, which fa 1982 totaled Dia 892.036 bil~
lion. 1In the case of revenue of communities of interest for collective
coasumption, surplus reveaue held oa deposit with one or more commercial
banks and registered by the Social Accounting Service (SDK) will be
redeposited with the National Bank of Yugoslavia. The amouats of public
sector revenue frozen in the special blocked account of the National Bank
of Yugoslavia will be derived either from the excessive growth of revenues
of particular public sector bodies in relation to prescribed reveaue
targets or from increases in rates of taxation. All reveaue oace placed
in the blocked account will remain in that account until the end of 1985.

In the monetary survev aad for the purpvse of calculatiag net
domestic assets under the performance criterioa, the National Bank of
Yugoslavia will exclude the funds ia this blocked account up to the limits
of Dia 10 billioa by September 1983 and Dia 35 billioa bv December [383
from ordinarv goverament deposits and from the definitica of monev.
Coansequentlyv, "nther assets, net” in the monetary survey will be reduced
bv the amount of the frozen revenue excluded from the definition of
monev, aad for a givea ceiling on net domestic assets there will be a
correspondiag increase ia the permissible expansion of domestic credit

to the economic sector.

Public sector reveaue will be frozen during each of the moaths
Ju. -December 19R3, and the dinar value of the outstandiaw amounts frozen
wil! be telexed to the Fund within three weeks of the ead of each of
these siv moaths, showing separately the frozen revenue »f socinpolitical
communities aad that of self-management communities of interest.
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AGREED MEMORANDUM OF UNDERSTANDING

Subject: Technical Note on Net Domestic Assets Ceillas
of the Yugosiav Baakiag System

The banking system for purposes of this ceiling is defined as
the coasnlidated accounts of the national banks and the basic and associ-
ated banks. The net domestic assets (NDA) of the above-mentioned banks
are calculated to equal the sum of the following items ia the monetary

survey:

Ead-December 1982
(Ia billlons of dinars)

Net foreign liabilities 587.9
Money 739.8
tuas i -money 1,386.7

2,714.4

In settiag the ceilinag for NDA the effects of changes Ia the
exchaage rate na net fonreign liabilities of the banking system aad on
foreign currency liabilities to reslideats (the latter are iacluded in
Jquasi-money) are eliminated by applying valuation adjustments to the
relevant data. Drawings on suppliers' credits under the Berne agreemeat
are also excluded from the calculation of NDA up to a limit of USS4L0 mil-
linn. Figures tor suppliers' credits uander the Berne agreement should
be reported to the Fund on a moathly basis.
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Yugoslavia: Iaterest Rate Schedule

tla per ceat per annum)

Effects 47

Weight 1/ Interest Rates Ia billioas
In per cent Present New 2/ of dinars
Deponsit moaey
OALs 4/ 17.5 4 745 9.7

Natioaal Bank credits
Discounts and credits

for liquidity 2.4 22 3t 3.
Selective credits 1h.4 8-12 18-22 5/ Tt
[aterest-free credits 1R.9 £ 0

Household deposits with
maturities less than
oae year
Sight 0.3 7.5 7.5 0
Three monaths 1.9 L2 Lk K
5ix moaths 1.9 15 19 )
Pestricted OAL deposits 4.7 4 7.5 Juh
Short-term deposits of OALs 1.9 7 7.5 2
long-tern deposits

Househaolds

Time 4.h 1R-2F 2Lh=-30 n/ S

tious i 4.6 13 20 B I
DAls and other 14.9 17 23 R4

Total ISR E! GYH TS

I/ Based o average ol ead-1982 aad ead=-19473 estimated amonnts out-
standing:; estimated by the Natioaal Bank of Yuposlavia, except that amount

ol interest=tree credit is assumed to grow at same rate duriagy 19K g«

selective credits.,
D0 Mew National Bany iaterest rates oa credits are to o he patraduced he
July 10, 1983 aew commercial haak deposit rates witl come iato etfect

Yt e the oeod ar o the Veed Tl
iy a4 annual basis.
mrsaaizatioas ot Associdted Labor,

fredits to exporters, ¥ per cent; for spricnlture, 00 per ceaty
imﬁurzﬁ aad other, 2 per cent.
b tine=veadr sdeposits, JS per centy two—vear depasits, Y oper cet
Ih:tu-?ﬁdr deposits, b per ceat,
U tree hasis of dverdye stock Uigures o Pasi-sSo caloalared b
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Fund Relatioas with Yugoslavia 1/

Yugoslavia is an original member of the Fuad. It
coatinues to avail itself of the transitional
arrangements under Article X1iV.

SDR 415.5 million.

Total outstanding purchases of SDR 1,858.0 million
(447.2 per ceat of quota), iacludiag SDR 190.4 mil-
lion under the compensatory financiag facility

(45.8 per ceat of quota), SDR 413.9 millioa (or

99.6 per cent of quota) under the credit traaches,
and SDR 1,253.7 million under the supplementaryv
financing facility. Outstandiag purchases excluding
those uader the compensatory financing facility

are equivalent to 401 per ceat of quota.

SDR 2,270.3 million, or 546.4 per ceat of quota.

Stand-by program covering the period from Jaauary
30, 1981 to December 31, 1983 in the amount of

SDR 1,662 million (400 per ceat of quota), of which
SDR 1,357.8 million is being provided under the
supplementary financiag facility. (SDR 1,433 mil-
lion had been purchased by the ead of June.)

Net cumulative allocationas amouat to SDR 155.2 mil-
lion. Holdiags amouat to SDR .04 million.

Received 177,144 fine ounces of gold ia the four
phases. Received profits amountiag to USS$32.9 mil-
lion ia the three distributions; USS11.0 millioa has
been transferred to the Trust Fund.

The staff report for the 1982 Article IV coasultation
and review uader stand-by arrangement with Yugoslavia
(EBS/83/4k, 2,24/83) was coasidered by the Executive
Board at EBM/83/47 (3/11/83). The Executive Hoard's
decision on the 1982 consultation with Yugoslavia
(Decision No. 7362-(83/47), adopted March ll, 1983)
was as follows:

1. The Fund takes this decisinn ia relation to
Yugostavia’'s exchange measures subject to Article
VIII, Sectionas 2 and 3, and in concluding the L9X2
Article X1V consultation with Yugoslavia i3 the [{pht
of the 19R2 Article [V eonsnltaticn with Yuvoslavia

1/ Positing as or

June 301, 19871,
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coaducted uader Decision No. 5392-(77/63) adopted

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

2. Yugoslavia continues to maintaia the restriction
on the availability of foreiga exchange for travel

as described in EBS/83/46 (2/24/83). 1Ia the circum-
stances of Yugoslavia, the Fund graants approval for
the retention of this exchange restrictioa until

the completion of the next Article IV coasultation or
February 28, 1984, whichever is earlier. The Fuad
notes the existeace of external payments arrears

and the iateation of the authorities to eliminate them
at an early date, 1Ia the cirumstances, the Fund
grants approval of maintenance of external paymeats
arrears until August 14, 1983.

The Executive Board's decision on the review under
stand-by arraangement with Yugoslavia, Decision
No. 7363-(83/47), was also adopted oa March 11, 1983.

A memorandum reviewing Yugoslavia's economic per-
formance ard the external finaaciag package
(EBS/83/88, 5/4/83) was issued prior to the May
drawing under the staad-by arrangement.

Exchange rate

system: The curreacy of Yugoslavia is the Yugoslav dinar.
The authorities do not maintain the exchange rate
of the dinar within announced margias aad, therefore,
all traasactioas, with the exception of those
effected under the procedures set forth for certain
couatries with which Yugoslavia has bilateral payv-
ments agreements, take place at a fluctuating
exchange rate. However, the authorities iatervene
in the foreign exchange markets, when necessary, to
ensure orderly conditioas and to smooth out fluctua-
tions in exchange rates. The buyiay aad selliny
rates for the U.S. dollar in the foreign exchange
market in Belzrade on June 30, 13R3 were Din Qi:o4k70
and Dia 97.6387 per U.S. dollar, respectivelv.
Rates are quoted for certain other curreacies,
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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
act 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 quantitative 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 »f Executive
Directors, the full text of the decisions contained in EBS/83/227,
Sup. 2, as amended, is reproduced here. This papar also summarizes,

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






purchases may be resumed by Brazil under the arrangement, and re¢ach
understandings with the Fund regarding policiés, 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 milliom,
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 arrangement:
(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






(1i1)

(iv)

(v)

Memorandum of Understanding dated September 15, 1983
ari in paragraph
dated November 14, 1983, is not observed, or

during any period in which the 1limit on the public sec~
tor borrowing requirement, as specified in paragraph 2
of the Technical Memorandum of 'Inderstanding dated
September 15, 1983 and in paragraph 6, third sentence,
of the letter dated November 14, 1983, is not observed,
or

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 Novem-
ber 14, 1983, is not observed, or

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

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






(vi)

(vii)

(viii)

during any period in which the cumulative quarterly
target on the depreciation of the cruzeiro, as

specified in paragraph 6 of the Technical Memorandum

" of Understanding dated September 15, 1983 and para-

graph 7, second sentence, of the letter dated Novem-
ber 14, 1983, is not observed, or

if the intentions to eliminate certain exchange
restrictions, includirg 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 paragravh 7, fifth sentencs,
of the letter of November 14, 1983, are not carried
out before December 31, 1983; or

if the intensifications of exchange restrictions that
took place on September 14, 1983 and arose from
reduced limits on foreign exchange alletuents for
travel abroad, as specified on page 24 of EBS/83/227
(10/19/83), are not be eliminated by December 31,

1984; or .

(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:

(1) The "February” review, including the specification

of performance clauses for calendar quarters ending
June and September 1984, shall be completed before

June 1, 1984;







(i)

(iii)

(e)

(d)
(1)

(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 ébserved, 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.






B. 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 (1), (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.






Table 1. Brazil: Quantitative Performance Criteria

Ceiling 1/
4th Qtr 1983 lst Qtr 1984
(In billions of cruzeiros)

Borrowing requirement of non-

financial public sector 2/ 24,600 11,750
Operational deficit of the

public sector 2/ 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 2/ - 100
Net disbursements of medium—- and

long—-term, and selected short-term,

external debt of public and

private sectors 2/ 9,000 2,500
External payments arrears None None

1/ Floor in case of the net international reserves.

Z] Cumulative change in each calendar year.
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CONFIDENTTIAL

November 2, 1983

To: Members of the Executive Board
From: The Secretary

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

Attached for comsiderationby the 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 orior to the Board discussion, they should contact
Mr. Stillson, ext. 72917. '

Att: (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 were
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 performance 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.






L)

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 production 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 Baunk Group
are summarized in Appendix III. Fund and Bank staff have cooperated
closely and constructively in major issues of concern to Madagascar's
ad justment and development effort.

IT. Background and Long—-Term Trends in the Economyv

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 commodity 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 20 per
cent of total imports in 1982). 1/ Madagascar's exports 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 distances 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-
ment, although in 1983 there have been substantial moves to liberalize
prices, particularly in the rice sector.

The public enterprise sector grew rapidly in the 1970s, and by the
end of the decade comprised the nationalized banks and insurance
companies, about 90 narastatal organizations active in agriculture, and

1/ Rice importing policy is based on the provision of about 1 pound of
rice per person per day, an amount almost three times the world average.






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 well
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
allow substantial price increases for their ocutput, and to rationalize
the financial and economic structure of the sector.

From 1971 through 1978 Madagascar experienced no real overall
growth, although private consumption and gross investment grew by about
5 percent in real terms while public comsumption 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. 1In 1978 Madagascar embarked on a major investment program concen-—
trated on education and transportation equipment 1/, financed primarily
by foreign borrowing. 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. 2/ 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.
Govermment capital expenditures increased threefold in 1979 and

1/ 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 atound 30,000, compared to 11,000 in 1978. The investment
in transportation equipment included purchase of a Boeing 747 aircraft
and a mumber of ships.

2/ In 1979 new foreign loans contracted are estimated at SDR 379.7
miflion, 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.






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 claims on
Govermment increased almost fourfold between end-1978 and end-1980.
This increase in bank finance to the Government is likely to have
crcwded out some nongovermment bank credits, as the proportion of
nongovernment credit in total outstanding bank credit fell from 68
percent at 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 elements of the program were not observed, and no pur—
chases were made after an initial purchase of SDR 10 million.

In 1981, with debt service payments estimated 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 iato a new l4-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 consclidation 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 govermment 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.

I1I. Performance Under the 1982 Program and Devi: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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CHART 1
MADAGASCAR

DISTRIBUTION OF USES OF RESOURCES, 1972-83
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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
reswmption of economic growth, of about 1 percent. The primary policy
instruments were substantial changes in pricing policy, particularly

for rice, so as to eliminate consumer subsidies on rice, a relaxation of
industrial price controls, a devaluation of 15 percent in local currency
terms, and a reduction in the overall govermment 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 wore 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 liberalization. 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 growth projscted 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. 1/ Investment fell by
30 percent in real terms in 1982, with a further notable decrease in

1/ National account estimates for 1982 are provisional and are not
cdapletely 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. However,
the general trends shown in the national accounts (an overall fall in
output, with industry declining much more than agriculture) should reflect
actual trends in 1982.






Table 1. Madagascar: Quantitative Performance Criteria, 1982-83
1982 19£3
September December March/April
1981
Dec. Program Actual Program Actual Program Actual Program Actual Program 1/ Actual
Total domestic credit of banking
system (FMG billion) 391.8 429.0 415.3 453.0 431.9 471.0 457.4 477.8 457.2 497 .4 4177.2
Net credit to Government by
banking system (FMG billion) 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) 2/
(reduction =) -- -6.1 -19.1 -2¢.7 -49.1 -4.8 3/ -9.0 28.6 ~15.0 " 30.4
Cumulative reduction in external
arrears with respect to dividends )
(FMG billion) (reduction -) -0.1 -0.1 -0.5 -0.5 -1.0 -1.0 -0.2 -0.2 -0.4 ~0.4
New external borrowing of 1-10 years' : )
maturity (French franc million) ﬁ/ 167.6 -— 167.6 33.2 167.6 97.9 167.6 118 .4 167.6 (sue)
Of which: 1-5 years' maturity (167.6) --) (167.6) (33.2) (167.6) (97.9) (167.6) (118 .4) (167.6) (oon)

1/ Indicative targets only.

Z/ 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 thut

date is SDR 116 million.

3/ A waivir was granted by the Executive Board, (EBS/83/55, March 8, 1983).
i/ Represents an overall loan agreement denominated in French francs signed in 1981; individual contracts for utilization for the loan were signed

werce signed in 1982.
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Table 2.
Thelr lmplementattun,

Madagascar: Principal Policy Measurea and
1982-8)

Production and prices

a. Increase in the producer (28 per
cent) and consumer {87 per cent) prices
of rice, so as to eliminate all subsidies
on both domestic and lmported rice.

b. lncreases i{n producer prices for
crops other than rlce.

ce Reorientation of 1983-85 invest-
ment program toward emphasis on quick-
yielding projects in agriculture sector
and rehabilitation of existing infra-
structure.

d. Relaxatlon of price controls, with
enterprises allowed to ad just prices

by up to a certaln percentage without
prior goverament approval,

Fiscal measures 1/

a. Cost~of-living increases for
public sector employees to be limited
to 4.5 per cent 1in 1982 and elimi ated
in 1983.

b. Growth of central goverment
labor force to be limited to % per
cent in 1982 and to 127,500 persons
(1.1 percent) in 1983. Limit in
1983 of FM5 84 billiion on wages and
salariles.

c. Limit of FM:C 47.4 billion

for nounpersonnel expenditure other
than external interest payments in
1982.

d. An iaventory of all internal
arrears to be compiled and FMG 8
billion of such arrears to be
paid in 1982.

e. Value-added tax to rise from
10 per cent t>» 15 per cent and
scope widened in 1983.

f. Petroleum prices to be ralseu
by 18 per cent in 1982. [n 1983
specific taxes and duties replaced
by an ad valorem import duty.

Money and credit policies

a. Reintroduction of quantitative
credit controls with guarterly
global ceilings in 1982,

b. Increase in central bank base
rate frow B to 12.5 per cent, with
carresponding increases for lending
and deposit rates. Further increase
in deposit rates by 2.5 percentage
points in 1983.

External sector policies

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,

b. Automatic liceasing of priority
fmports.

Implemented prfor to Executlve
Board discussion.

Partial implemerntation.

An investment program along
these lines was been prepared,
with World Bank technical
assistance.

A slgnificant number of prices
charged by state enterprises,
particularly for transport and
utllities, have been substan-—
tially increased. Nevertheless,
the government price control was
maintained on a case-by-case
basis. In 183 there appeared
to be some de facto liberalization
but no decree establishing more
liberal procedures.

Implemented.

Implemented.

Implemented.

Implemented; program establlshed
{n 198) to eliminate Internal
arrears by 1984.

Implemented.

lmplemented.

Implemented.

Tmplemented.

Implemented.

Not implemented.

1/ 1983 measures for full fiscal year were indicative targets; these are marked
as implemented if current budget projections (September 1983) show that the targets
will be attained.







the transport sector, investment in which fell to 7 percent of gross
investment from 14 percent in 1980. Private consumption, on the other
hand, increased by about 5 perceant in real terms, largely insulated
from the overall decline by a relative increase in imports of consumer
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
Antananarivo urban area. During 1982 both price indices increased by
about 31 percent, accelerating slightly from a weighted average increase
during 1981 of 29 percent. The increases were 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. 1In the first half of 1983 substantially tightened
fiscal and mcnetary policies began to relieve demand pressures, and,
after a 6 percent rise in the first quarter, price increases slowed
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 mrketing 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 investwments 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 organizations, 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 wmarketed production in
recent years.

In 1982 the Goverment of Madagascar began a process of liberali-
zation of rice prices and marketing designed to increase production
and efficiency. In May 1982 the consumer price of rice, which had
been subsidized, was nearly doubled, to FMG 140/kg. for ordinary rice,
and the producer price of paddy was raised 28 percent to FM; 60/kg.,
thus eliminating subsidies on consumption of rice. 1/ In February
1983 the producer price was raised again, to FMG 65/kg. 1In the spring
of 1983 a decree and implementing regulations were promulgated, which
allowed for competition in the purchasing, processing, and marketing

1/ In 1980 direct rice subsidies totaled FMG 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
subsidies in 1981 were at about the same level.






of domestic rice in most areas of the country and freed from controls
the producer price of paddy and the consumer 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 FM; 300/kg. 1/ In the areas served
by SOMALAC and FIFABE (called "reserved” areas), their monopoly on the
purchase of paddy and the distribution, 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 increasing from
1981 levels and vanilla slightly down. 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. Cotton producer prices
were raised substantially in early 1983, and the Govermment launched a
national cotton development program aimed at removing supply constraints.
Cotton production in 1983 is expected to show considerable improvement.
Sugarcane and groundnuts production have been adversely affected by
low producer incentives; ex-~factory prices of sugar have not been
chauged since January 1982, resulting in a decline of about 25 percent
in real terms, and nominal producer prices of groundanuts 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 FM5z 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 well 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
with the lower level of economic activity. Nonbudgetary revenue,

1/ Previously state marketing agencies had a monopoly on all of ficial
pu;bhasing, processing, distribution, and marketing of rice, and prices
for the intermediate steps in production, and the consumer 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.
Total revenue 114 .4 123.3 119.6 157 .8 151.9 189 .4 185.8
Budgetary receipts 90.7 100.4 104.4 127.6 121.9 139.5 138.4
Direct taxes (15.4) (19.9) (23.5) (24.2) (22.1) (25.2) (25.8)
Indirect taxes (70.6) (77.3) (76.9) (100.3) (96.7) (110.8) (l08.1)
Nontax revenue 4.7) 3.2) 4.0) (3.1) (3.1 (3.5) (3.3)
Other 23.7 22.9 15.2 30.2 30.0 49.9 47 .4
Of which:
FNUP receipts (19.3) (15.6) (15.2) (26.6) (26.4) (34.7) (36.0)
grants (ved) (eod) (see) (3.6) (3.6) (9.3) (11.4)
Total expenditure -194.3 -250.1 -234.8 =266 .5 -238.9 -265.5 -267.7
Current budgetary expenditure -97.7 -112.9 -112.2 -134.1 =~127.4 -~144.5 ~147.0
Wages and salaries (-50.8) (-60.9) (-68.6) (-77.4) (-80.7) (-84.0) (-82.0)
Interest on external debt (-1.5) (-2.8) (=4.5) (-9.3) (-9.1) (~9.6) {-11.9)
Interest on domestic debt (-0.4) (-1.2) (-2.2) (-0.4) (-1.8) ~-2.1) (-3.1)
Other current expenditure (-45.0) (-48.0) (-36.9) (-47.0) (-35.8) (-48.8) (-50.0)
Capital expenditure -65.7 -89.6 -84.1 -99.8 -72.1 ~-78.3 -70.6
Development budget (=56.4) (=74.4) (-62.1) (-70.8) (-44.1) (-51.3) (-45.8)
On-lending (-9.3) (-15.2) (-22.0) (-28.0) (-28.0) (-27.0) (-24.8)
Other -30.9 -47.6  -38.5 -32.6 -39.4 -42.7 ~-50.1
Of which:
deferred payments 1/ (-12.7) (-12.9) (-14.6) (-16.8) (-13.6) (-16.0) (-22.1)
Overall deficit -79.9 -126.8 -115.3 -108.7 -87.2 ~76.1 -81.9
0f which: Treasury deficit (-81.7) (-108.0) (-107.5) (-120.8) (-95.3) (-107.8) (-101.2)
Foreign (net) 35.3 47.9 55.6 68.8 50.4 40.6 45.0
Domestic (net) 44,6 78.9 59.7 39.9 36.8 35.5 36.9
Banking system (41.9) (78.2) (57.8) (35.0) (33.9) (36.6) (37.6)
Non—-bank (2.7) (0.7) (1.9) 4.9) \ (2.9) (-1.1) (-0.7)
Memorandum items: (In percent >f GDP)
Budgetary receipts 15.2 14.5 13.2 12.8 12,2 11.5 11.4
FNUP receipts 3.2 2.3 1.9 2.7 2.7 2.9 3.0
Total receipts 19.2 17.8 15.2 15.8 15.3 15.6 15.3
Current buvdgetary 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.

1/ 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
Péréquation (FNUP), 1/ increased substantially over 1981, as envisaged
in the program, in large part because of the devaluation in May 1982,
which increased the local currency counterpart of export receipts.

Current budgetary expenditure was kept below 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 them 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 toward 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 Govermment was projected to
rigse slightly from the level in 1982, to FM; 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 program and outstanding claims on
government by the domestic banking system rose by FMG 6.5 billion as
against a ceiling of FMG 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

1/ This fund receives most of its money from the export commodity
stabilization 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 expeunditures were made from this account. Net receipts
of the FNUP finance other budgetary expenditure.
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to professional activities and the retail trade, 1/ and increased
company taxes and a new bl—monthlv mrhhgld_lno schene for company
taxes. FNUP receipts increased sharply, reflecting in pact, a 6 per—
cent devaluation in February 1983. Expenditures were lower than ex-
pected, in part due to a new expenditure control system implemented in
January l98_3s which is TTkP]V to have accentuated the normal season-

ALt uaLcu

ality where the majority of expendltures come in the second half of
the year. An inventory of domestic arrears was completed for end-1982
showing a level of FMG 19.1 billion (about 8 percent of total expendi-

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 Bamk were
accounted for at their original exchange rates and not adjusted for
subsequent exchange ra‘*: changes. For most 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. 1In
the future these data will be kept current.

Monetary developments in 1982 show a decelerating credit expansion
(17 percent) and monetary expansicn (10 percent) (Appendix II). Mon-
etary expansion was moderated by the growth in arrears and other
foreign liabilities of the central bank. 2/ In the first half of 1983
credit expansion slowed even more and nominal money balances fell. To
a certain extent this reflects seasonality in the government accounts,
and credit to Govermment 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 money, from 2.8 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 points,
and raised again by up to 2.5 percentage points in February 1983, hut
the real rates remained sharprly negative as the increase in the CPI
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.

1/ The full effect of this measure 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 Bank.
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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 were 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 Bank 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, 1In 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. 1In 1982 8,000 tons were sold to nongquota 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 own production. As a result, cloves exports are expected
to be substantially lower in 1983, following increases in these exports
over the past two years. 2/ For vanilla, Madagascar, the Comoros,

1/ 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. ,

2/ Export projections for 1983 assumes 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 m{llions of SDRs) 1/

1979 1980 1981 1982 1983
o Froj.
Exports, f.o.b. 304.9 335.3 274.3 298.1 295.7
Ieports, f.o.b. -512.7 -587.3 -433.2 -409.0 -371.1
Trade balance -207 .8 -252.0 -158.9 -110.9 -75.4
Service receipts 58.9 62.9 55.6 49.7 44 .0
Service payments -219.8 ~274.2 ~268.1 -272.0 -268.6
Freight ~-99.3 ~113.5 -66.2 ~68.1 -58.8
Transport and travel -45.1 -58.2 ~59.3 -55.7 -54.3
Investment income 2/ ~13.5 -35.6 -78.3 ~-90.7 -101.0
Other services -61.9 -66.9 -63.7 ~57.5 -54.5
Services (net) —1609 -211.3 -212.5 ~222.3 -224.6
Private unrequited
transfers, net 3.5 2.9 3.4 -1.3 ~-1.1
Current account -363.2 -460.4 -368.0 -334.5 -301.1
(Excluding interest) (353 3) (-428.4) (-292.8) (-246.4) (-202.3)
Public unrequited transfers 27.3 32.7 53.1 65.5 59.2
Nomnmonetary capital (net) 234.3 288.0 274 .8 171.1 175.8
Drawings 248.9 320.7 277.2 190.1 186.2
Amortization 2/ -14.6 -32.7 -66.8 -100.1 ~-170.7
Rescheduled debt service 3/ -- - 64.4 81.1 160.3
Principal on regular
maturities (net of
payments on reschedulings) --) --) (64.4) (57.1) (134.2)
Interest --) (--) (20.0) (24.0) (26.1)
National banks (net) 4,7 5.1 -18.1 -23.8 -
Allocation of SDRs 3.5 3.5 3.5 -- --
Other &/ -10.2 -41.6 9.6 79.9 -12.6 5/
Overall kalance -103.6 -176.2 -45.1 -41.8 -78.7
Financing 103.6 176 .2 45.1 41.8 78.7
IMF (net) -3.7 37.7 31.6 47 .0 6.5
Changes in arrears (decrease -) - 174,5 -65.2 55.0 ~-88.7
due to: Consolidations =) (-44.7) (-124.2) (-8.8) (-119.1)
Accumulations (== ) ) (221.0) (79.5) 6/
Repayments --) 3(219.2) ) (59.0) (~157.2) (-49.1) 6/
Arrears consolidated into
medium-term Liabilities (decrease -) - 44,7 87.1 -52.4 102.7
New consolidations (=-) (46.7)  (126.2) (8.8) (119.1)
Repayments --) (-=) (-35.0) (-14.3) -16.4 1/
Repayments due but not made (--) (-=) (-2.1) (-46.9) Coen)
Other Central Bank reserves, (net)
(increase -) 107.3 -80.7 -8. -7.8 10.5
Assets (increase —-) (43.3) (-13.8) (-7.8) (-7.3) (0.2
Liabilities (decrease -) (64.0) (-66.9) (-0.6) (~0.5) (10.3)
Remaining gap ~- -- -- -- al.7

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

1/ Converted at the following rates per SDR 1: FMG 274.83 (1979), FMC 275.0!
(1980), FMG 320.4) (1981), FMC 386.08 (1982), and FMG 445.8 (1983).

2/ Before debt rescheduling.

3/ Debt reschedulings obtained thus far under Paris Club I and IT through June
J.9§3, from certain other official creditors, and from the London Club group of hanks
under agreement reached in principle.

4/ lacludes valuation adjustment, short—-term capital, and errors and omissions.

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

6/ Estimates for January-June 1983,

7/ Scheduled total repayments in 1983; differs from previous years where actual
reFaymean 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 135.6 210.2 280.6
Interest (incl. moratorium interest on
debt rescheduled on previous years) 61l.4 87.5 96.4
Principal on regular maturities 3/ 66.8 100.1 170.7 4/
Payments on previously rescheduled
regular mturities - 2.9 3.9
Payments on arrears consolidated '
in previous years -= 14.3 6.0
IMF repurchases 7.4 5.4 3.6
B. Amounts rescheduled 5/ -68.3 -84 .6 -167 .4
Interest -20.0 -24.0 -26.1
Principal (gross) 48.3 -60.6 -141.3
Paris Club I (1981) (-31.4) --) (-=)
Paris Club I (Jan-June 1982) --) (-19.3) (--)
Paris Club II (July-Dec. 1982) (--) (-24.2) (==)
Paris Club II (Jan-June 1983) --) (--) (-25.2)
Other countries 6/ (-13.7) (-15.2) (~50.8)
Private (-3.2) (~1.9) (-65.3)
C. Payments on reschedulings during any given year 52.6 1.3 15.9
Moratorium 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. Expcrts of goods and services 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: FM; 320.41 (1981), FM: 386.08

(1982), and FMG 445.8 (1983).
3/ Excluding unconsolidated arrears.

E/ Includes FMG 29.11 billion (SDR 65.3 million) of regular principal due to banks
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.
6/ Certain Arab and COMECON countries.
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and La R&union have almost a world 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 expanmsion, 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 payments 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 bamks (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 downpayments 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 owed 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 ocutstanding bank debt (US$195
million, out of which US$70 million was arrears on principal payments).
An agreement with the group's steering commi ttee 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 ana
consolidated, which in 1982 amounted to SDR 19.8 mil'ion, 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
afrer 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 moratorium 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. 1In 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. 1/ Through the first half of 1983, SDR 206 million in

1/ The estimates for stocks of and changes in arrears before June
1983 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 were made during 1982 and the
stock of arrears was partially revalued ac the end of 1982, The stock
was further read justed at June 1983, at which time it amounted to SDR
107 million, 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 curreuncy terms) against the currency basket was followed by
further devaluations by 6 perceant, 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 from 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 low 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 SOMALAC 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-—
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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 consumer price has
been set substantially above free market prices during most of the
year but may still constrain consumer 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 adversely 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 liicenses
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 agencles 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 stagrated 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 Opération café,
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 cotton, the new cotton development program was
likely to achieve short~ and medium—term results. For other agricul-
tural products, the emphasis has been on overcoming marketing difficul-
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.







2. 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 made 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 lower 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$930
million) allocated to this sector. Energy consumption has been over
60 percent dependent on wood, and efforts have been made 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 finauncial 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 allowed substantially
greater price increases for state enterprices than in previous years.
The only major instruments of state intervention in public enterprise
operations are import and price countrols, in keeping with the stated
rationale of preventing abuses of monopoly power, and govermment policy
in 1982 and 1983 has been for public enterprises to be on the same
footing as any private companmy. In keeping with this orientation,
public enterprises are generally subject to the sa.se 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 Govermment has also begun a case-bhy-
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 time 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 FMG 76.1 billion
(6.2 percent of GDP), and bank finance to the Government to be FMG 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
money 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 revemnue 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. However, 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 make 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 and
July 1983. Another source of net nontax revenue or expenditure stems
from che 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 oa the sale of luxury rice at the
price of ordinary rice.

Current budgetary expenditures for the whole of 1983 are expected
to increase by 15 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






on the rescheduling of external debt. Capital expenditures will be
about 11 percent under the program target and oniy 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 lower
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 comm tments 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 FMG 10 billion
in 1983 and to eliminate them by the end of 1984.

The staff emphasized the importance of achieving 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 consumption of imported
rice. The staff also suggested that the FNUD 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 budget to reduce the variance in producer incomes. The rice-import
operations cause fluctuations in goverunment 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, accommo-
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 first 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 worsening in the external arrears
situation (domestic deposits are debited by the Central Bank according
to the original maturities of external loans) and ilu- <lrong improvement
in the govermment 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 combination 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 nongoverment 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 summer 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 would 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 Jifficulties
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 were 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.

ae 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 1/
(In millions of SDRs) 2/
1983 1984 1985 1986 1987
Am. Int. Am. Int. Am. Int. Am. Int. Am. Int.
QECD countries 30.2 22.9 67.7 39.3 64.6 35.9 65.9 33.2 80.9 26.8
Other countries (including loans
for the exceptional financing
of the balance of payments) 3/4/ - -~ -~ 30.5 - 30.5 -~ 30.5 41.5 30.5
Banks 4/ - 25.4 -~ 21.8 34.9 19.8 34,9 15.2 34,9 11.5
International organizations 7.9 14.8 31.5 15.4 44.9 14.4 51.9 12.1 44,8 9.2
Of which: IMF 5/ (3.6) (9.9) (23.5) (10.2) (32.4) (8.3) (35.4) (5.8) (27.6) (3.3
Private non—guaranteed 2.0 0.7 1.8 0.5 1.0 0.4 0.5 0.3 0.8 --
Consolidated arrears 16.4 2.4 22.2 6.2 22,7 3.6 12.9 1.8 3.5 0.4
Short term -- 6.4 -~ 6.4 - 6.4 - 6.4 -- 6.4 |
Total 56.5 72.6 123.2 120.1 168.1 111.0 166.1 99.5 206.4 84.8 IS
]
Total debt service 129.1 243.3 279.1 265.6 291.2

Sources:

Data provided by the Malagasy authorities; and staff estimates.

}j Data cover loans contracted through April 1983, after debt reschedulings from the Paris Club through June 1983,
from other of ficial 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

2/ SDR 1 = FMG 445.8.

E/ Certain Arab and COMECON countries.
4/ 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.

end-1983.






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. 1/ 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 (cof fee,
cloves, 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 production
has been maintained, but the authorities indicated that marketing
problems in Indonesia, their principal mrket, will provide the main
constraint in the future. In the coming three years the authorities
expect that clove sales will decline substantially. Projections 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 exports. 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
production could reach 37,000 tons (from 25,000 in 1982), which would
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

1/ 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 prc¢duction 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. 1In 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 commercial 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 consumption 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 activé 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 commi tment to pricing reform.

V. The Medium Term

The medium term outlock 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 tuild up arrears on current payments. All
payments of foreign exchange are controlled through foreign exchange
budgets administered by an interministerial commi ttee, 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 allowed to repatriate only fixed percentages of their pay, and
there are restrictions ¢n 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. 295.7 346.5 363.3 395.9 435.5
Imports, f.o.b. -371.1 -371.0 -375.2 -393.6 ~412.8
A. Trade balance ~75 .4 ~24 .5 -11.9 2.3 22.7
Services and private
transfers net (excl.
B. Current account (excl. :
interest) -202.3 -150.6 -139.0 -131.2 -117 .4
Public transfers 59.2 62 .0 62 .0 62 .0 62 .0
Drawings 1/ 186.2 171.4 180.0 189.0 198.4
Other items -12.6 -2.5 - -- -
C. Balance available for
debt service 30.5 80.3 103.0 119.8 143.0
D. Debt service on basis of
current reschedulings
thus far obtained -129.1 -243.3 -279.1 ~265.6 -291.2
Amortization (56.5) (123.2) (168.1) (166.1) (206.4)
Interest (72.6) (120.1) (111.0) (99.5) (84.8)
Remaining gap after D -98.6 -163.0 -176.1 —~145.8 -148.2
E. bt service if future
reschedulings obtained
in every year g/ -94.3 ~173.0 ~220.3 ~232.1 -276.1
Amortization (33.1) (70.6) (95.0) (105.7) (152.4)
Interest (61.2) (102.4) (125.3) (126.4) (123.7)
Remaining gap after E -63.8 -92,7 ~-117.3 ~-112.3 -133.1
.F. Debt service ratio on
basis of D 38.0 62.3 68.0 66.0 59.7
G. Debt service ratio on
basis of E 27.8 44,3 53.6 52.1 56.6

Source:

Data supplied by the Malagasy authorities; and staff estimates.

1/ For 1983 after Donors Club; for subsequent years before Donors Club.
2/ 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 would 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.







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 expansion decelerated, and monetary expansion
was moderated. The decline in domestic product, and the increase in
prices, reflected the continuing serious 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 npercent of exports of egoodes and
ur to 147 ml or 32/ e ts of and
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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 immediate past, the developments could
be viewed with some guarded satisfaction. 1In the first place, although
the authorities had embarked upon an ad justment 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 expansiou 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 commendable
reorientation of policy embarked upon by the authorities in the context
of the 1982/83 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 insuppo t-
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 must 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 ad justment efforts of the
authorities. The two approaches are complementary in that creditors
and donors must be assured of the continued and reinforced 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 welcomes, 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 compecitive
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.







The recent progress in bringing the budgetary deficits under
control must also be maintained. 1In this context, the staff welcomes
the recent tightening of expenditure controls, as well as the compiling
of an invantory 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-
fied 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 bamk at the beginning of the 1983 rice
marketing season (the first season under liberalized marketing and no
fixed producer and consumer 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 situvation 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.
Never:heless, 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-
tional transactions.






_33_

VIII. Proposed 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 Yolicies™).

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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MADAGASCAR - Relations with the Fund

(As of September 31, 1983)

Date of membership: September 23, 1963

Quota:

Proposed quota
8th review:

SDR 51 million

SDR 66.4 million.

APPENDIX I

Madagascar has

consented to the increase in its
quota and made arrangements, for
paying the increase at subscription.

Fund holdings of Malagasy

francs.

SDR position:

SDR 187.7 million, or 368.1 percent
of quota, including compensatory
financing purchases of SDR 51.0 mil-~
Iion (100 percent of gquota) 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 .

Holdings amount to SDR 24,622

(or 0.13 percent of net cumulative
allocation of SDR 19.27 wmillion).

Trust Fund loan disbursements:

First period:
Second period:

SDR 10.78 million
SDR 14.63 million

Direct distribution of profits

from gold sales:

First period:
Second period:

Gold distribution:

US31.16 million
US$2.97 million

22,252.0 fine ounces
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Exchange rate system: The Malagasy franc is pegged to a
basket of currencies with weights
based on the pattern of trade.

SDR 1 = FMG 461.8 (August 31, 1983).

Intervention currency: There is no single intervention
currency.

Staff contacts: 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 md-May and late—August 1983,
and the 1983 Article IV consultation
discussions were 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 Financial
Indicators, 1980-83

1980 1981 1982 1983
Actual Actual Prog. Actual Prog. Est.

(Annual per cent changes, unless otherwise specified)
National income and prices
GDP at constant prices 0.8 -9.2 0.9 ~-1.1 1.0 1.6
GDP deflator 15.1 25.2 35.2 28.3 24.7 20.3
Consumer prices 1/ 17.1 29.0 51.0 31.2 25.1 23.0
External sector (on the basis
of SDRs)
Exports, f.o.b. 9.8 ~18.2 10.1 8.8 6.3 -0.7
Imports, c.i.f. 14.5 -28.8 10.9 ~4.4 ~4.6 -9.9
Nop-oil imports, c.i.f. 8.6 -29.1 11.8 -16.1 ~-9.8 -15.0
Export volume -1.6 -26.6 3.0 2.3 3.9 -0.6
Import volume -1.0 -39.5 8.7 -6.5 ~2.7 -5.3
Terms of trade (deterioration =) -6.9 ~3.7 6.0 3.8 2.0 3.7
Nominal effective exchange rate
(depreciation -) -5.6 -8.8 -15.5 ~18.1 N ‘e
Real effective exchange rate
(depreciation -) . 4.1 4,7 e -0.8 - e
Goverament finance
Total revemue and grants 7.8 -3.0 31.8 27.0 18.6 22.3
Total expenditure 28.7 -6.0 13.4 1.7 7.2 12,1
Money and credit
Domestic credit 48.2 22.5 20.1 16.6 16.3 17.0
Government 77.4 34,1 154.9 14.4 13.6 14.0
Private sector 25.1 9.0 27.5 19.8 20.1 22.0
Money and quasi-money (M3) 19.0 21.4 26.2 10.2 23.3 14.0
Velocity (GDP relative to M2) 3.3 3.1 3.5 3.8 3.7 4.1
Interest rate (annual rate,
one-year savings deposit) 5.65 6.75 10.50 10. 50 12.50 12.50
(In per cent of GDP)
Overa.l government savings ~2.8 -3.1 -0.9 ~1.4 0.2 -0.7
Overall govermment financial
deficit -18.4 ~14.7 -10.8 8.8 -6.0 -6.7
Domestic bank financing 11.4 7.4 3.5 3.4 2.9 3.1
Foreign financing (net) 6.9 7.1 6.8 5.1 3.2 3.6
Gross domestic investment 23.4 18.1 18.3 13.7 12.9 11.8
Gross domestic savings 6.9 7.0 7.2 4.3 6.0 4.5
Current account deficit -18.5 ~14.4%  -14,9% ~12.2% -9.0% 3/ 10.4% 3/
External debt
Inclusive of use of Fund credit 35.6 53.3 4/ 50.1 5/ 58.5 5/ vos 69.2
Debt service ratio (in per cent of
exports of goods and services) 14.5 36.3 4/ 54.3 5/ 36.5 4/ ves 37.9 6/
Interest payments (in per cent of
exports of goods and services) 7.9 15.7 4/ 18.4 5/ 17.2 4 ... 21.3 6/

1/ CPI index for Antananarivo, including of ficially controlled prices.

2/ % indicates severe constraint on foreign exchange availabilirty.

3/ After debt rescheduling already obtained from the Paris Club through June 1983 and
excluding penalty interest on arrears outstanding to baunks, which are in the process of
being rescheduled.

4/ After debt rescheduling, but excluding arrears.

E/ 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

London 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 conmitments
Completed projects 112.1 - 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 .00
Industry and tourism 1.96 3.04 5.00
Total 234.92 193.28 428,20
IBRD 32.6 -- 32.6
IDA 202.32 193.28 395.60
Repayments 10.77
IBRD 2.53
IDA 8.24
Debt outstanding (includirg undisbursed) 419.25
IBRD 30.04
1DA 389.21
IFC investments 19.98

Source: World Bank.






