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1. AUSTRIA - 1986  ARTICLE I V  CONSULTATION 

T h e  E x e c u t i v e  D i r e c t o r s  c o n s i d e r e d  t h e  s t a f f  r e p o r t  f o r  t h e  1986  
A r t i c l e  IT c o n s u l t a t i o n  w i t h  A u s t r i a  (SM/86/72 ,  4 / 4 / 8 6 ) ,  They a l s o  had 
b e f o r e  them a p a p e r  on r e c e n t  economic  d e v e l o p m e n t s  i n  A u s t r i a  (SM/86/74 ,  
4 /11/86;  and  Cor. 1, 4 / 2 4 / 5 6 ) .  

Mr. S c h n e i d e r  made t h e  fo I . l owing  statement:  

I n  1985,  economic  d e v e l o p m e n t s  i n  A u s t r i a  were c h a r a c t e r i z e d  
by s t r o n g  e x p o r t  g rowth  b u t  a l s o  by a marked s t r e n g t h e n i n g  of 
p r i v a t e  c o n s u m p t i o n .  E x p o r t  g r o w t h  of t h e s e  d i m e n s i o a s  was n o t  
a n t i c i p a t e d  , as e a r l i e r  f o r e c a s t s ,  b a s e d  on u n c e r t a i n  i n t e r n a -  
t i o n a l  economic  p r o s p e c t s ,  assumed t h a t  f o r e i g n  demand would  
weaken. I n  t h e  e v e n t ,  exports m a i n t a i n e d  t h e i r  s t r e n g t h  u n t i l  
t h e  f a l l  of 1 9 8 5 ,  b u t  have  b e e n  w e a k e n i n g  s i n c e  t h e n .  ' P r i v a t e  
c o n s u m p t i o n  was d o m i n a t e d  a t  f i r s t  by p u r c h a s e s  of a u t o m o b i l e s  
b u t  s u b s e q u e n t l y  p u r c h a s e s  of consumer  d u r a b l e s  r o s e  as  w e l l ,  
r e f l e c t i n g  t h e  s i g n i f i c a n c  r ise i n  rea l  i n c o m e s .  N e v e r t h e l e s s ,  
a s  i n  o t h e r  c o u n t r i e s ,  t h e  economic  r e c o v e r y  was i n s u f f i c i e n t  t o  
f u n  dame n t a1 1 y improve  t he  un employ men t s i t ua t i o n .  Re g r  e t t a b  1 y , 
w e  have  t o  a c c e p t  t h e  f a c t  t h a t  a c o u n t r y  l i k e  A u s t r i a ,  d e p e n d e n t  
on  k e e p i n g  pace  c o m p e t i t i v e l y  w i t h  t h e  rest of t h e  w o r l d ,  c a n n o t  
a f i o r d  l a r g e -  sc a l e  i n d e y e n d e n  t s t r a t e g i e s  . 

I n  t h e  c u r r e n t  y e a r ,  d e v e l o p m e n t s  c':e l i k e l y  t o  be b r o a d l y  
i n  l i n e  w i t h  t h o s e  i n  t h e  o t h e r  i n d u s t r i a l  coun t r i e s - - somewha t  
h i g h e r  growth  t h a n  e x p e c t e d ,  a f u r t h e r  d e c l i n e  i n  t h e  i n f l a t i o n  
r a t e ,  b u t  o n l y  l i t t l e  c h a n g e  i n  unemployment ( s e e  t a b l e  
r e p r o d u c e d  i n  Annex) .  

T h e  h a r d  c u r r e n c y  p o l i c y  c o n t i n u e s  t o  r e m a i n  t h e  c o r n e r s t o n e  
of economic  p o l i c y .  I n  a n  i n t e r n a t i o n a l  economic  e n v i r o n m e n t  
c h a r a c e r t i z e d  by s h a r p  f l u c t u a t i o n s ,  t h i s  s t r a t e g y  o f  seeki .ng t o  
s t a b i l i z e  e x p e c t a t i o n s  a n d  prices i s  of fundamen ta l .  i m p o r t a n c e  t o  
t h e  A u s t r i a n  economy. My A u s t r i a n  a u t h o r i t i e s  see no r e d i s t i c  
a l t e r n a t i v e  t o  t h i s  p o l i c y .  The d e l i c a t e  s t r u c t u r e  of s t a b l e  
e x p e c t a t i o n s ,  i n  p a r t i c u l a r ,  s t a n d s  o r  f a l l s  w i t h  exchange  r a t e  
p l i c y .  One of t h e  p r e c o n d i t i o n s  f o r  t h e  c r e d i b i l i t y  of t h i s  
e x c h a n g e  r a t e  p o l i c y  i s  r e l a t i v e  harmony,  a t  l e a s t  i n  t h e  medium 
tern?, of t h e  p r i n c i p a l  macroeconomic  d e v c l o p m e n t s  w i t h  t h o s e  i n  
o t h e r  h a r d  c u r r e n c y  c o u n t r i e s .  T h e r e  were some d i f f i c u l t i e s  i n  
t h i s  r e g a r d  i n  1 9 8 4 ,  b e c a u s e  d e v e l o p m e n t s  w i th  r e s p e c t  t o  p r i c e s ,  
t h e  c u r r e n t  a c c o u n t  and t h e  b u d g e t  d i f f e r e d  c o n s i d e r a b l y  from 
t h o s e  i n  Germany. However ,  as  e x p e c t e d ,  o u r  i n f l a t i o n  d i f f e r e n -  
t i a l  w i t h  Germany d i m i n i s h e d  s i g n i f i c a n t l y  i n  1985, f a c i l i t a t i n g  
ou r  exchange  r a t e  p o l i c y  and  e n h a n c i n ?  e x p e c z a t i a n s  of s t a b l l i t y .  
I n  t h i s  c o n t e x t ,  d e v e l o p m e n t s  i n  u n i t  l a b o r  c o s t s  a r e  of s p e c i a l  
c o n c e r n ,  s i n c e  t h e  c o m p e t i t i v e n e s s  of t h e  economy's  e x t e r n a l  
s e c t o r  i s  more  d i r e c t l y  a f f e c t e d  by t h e  t r e n d  i n  t h e s e  c o s t s  t h a n  
by c ~ n s u m e r  p r i c e  d e v e l o p m e n t s .  T h e  t r e n d s  i n  u n i t  l a b o r  c o s t s  
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i n  m a n u f a c t u r i n g  have been s imi la r  i n  A u s t r i a  and  Germany i n  
r e c e n t  y e a r s .  Between 1982 a n d  ,1984, u n i t  l a b o r  c o s t s  r o s e  
s l i g h t l y  less i n  A u s t r i a  t h a n  i n  Germany, bu t  i n  1986 ,  as  l a s t  
y e a r ,  t h e y  a r e  l i k e l y  t o  r ise  somewhat f a s t e r  i n  A u s t r i a .  

The s i t u a t i o n  wi th  r e s p e c t  t o  c a p i t a l  f lows  was of some 
c o n c e r n  i n  1985,  a s  t h e r e  were l a r g e  c a p i t a l  o u t f l o w s  as a r e s u l t  
of p u r c h a s e s  of s e c u r i t i e s  denominated i n  f o r e i g n  c u r r e n c i e s .  
To stem t h e s e  o u t f l o w s ,  t h e  c e n t r a l  bsnk ,  toward t h e  end of the 
y e a r  p e r m i t t e d  s h o r t - t e r m  i n t e r e s t  r a t e s  t o  r i s e  and a l s o  encour-  
aged  a r ise  i n  long-term i n t e r e s t  rates.  T h i s  l e d  t e m p o r a r i l y  t o  
a s u b s t a n t i a l  d i v e r s i t y  of i n t e r e s t  ra tes  on t h e  money market and  
t o  a r i s e  i n  i n t e r e s t  r a t e s  i n  t h e  bonJ marke t  from 7 1 / 2  p e r c e n t  
t o  7 3 /4  p e r c e n t .  

To  a c h i e v e  s t a b i l i t y  o f  t h e  b a s i c  monetary c o n d i t i o n s  g i v e n  
t h e  exchange r a t e  o b j e c t i v e s ,  a n  i n c r e a s i n g l y  f l e x i b l e  monetary 
p o l i c y  h a s  t o  be pu r sued .  The p u r c h a s e s  of f o r e i g n  s c c u r i t i e s  
by domes t i c  nonbanks a r e  a s  much a symptom of t h e  clcse i n t e r -  
dependence  of t h e  f i n a n c i a l  marke t s  as i s  t h e  s t e e p  i n c r e a s e  of 
p u r c h a s e s  o f  d o m e s t i c  s c h i l l i n g  s e c u r i t i e s  by f o r e i g n e r s .  
E s p e c i a l l y  i n  t h e  l a s t  few months we  have s e e n  how v e r y  s t r o n g l y  
t h i s  market r e a c t s  t o  i n r e r e s t  r a t e  f l u c t u a t i o n s .  T h i s  i s  a 
r e a l i t y  we  have t o  l i v e  w i t h .  

Fisc?:  p o l i c y  i n  1985 aimed a t  t h e  c o n t i n u a t i o n  of tke  
budget  c o n s o l i d a t i o n  p r o c e s s  by c o n c e n t r a t i n g  on t h e  e x p e n d i t u r e  
s i d e  and ,  where n e c e s s a r y ,  t o  s h i f t  f i n a n c i n g  r e q u i r e m e n t s  f o r  
needed  s t r u c t u r a l  a d j u s t m e n t  from low p r i o r i t y  t o  h i g h  p r i o r i t y  
programs.  As p a r t  of t h i s  program t h e  p e n s i o n  i n s u r a n c e  sys tem 
was reformed l o w e r i n g  t h e  f e d e r a l  s u b s i d i e s  f o r  s o c i a l  s e c u r i t y .  
To promote e q u i t y  c a p i t a l  f o n a t i o n ,  t ax  i n c e n t i v e s  f o r  t h e  
p u r c h a s e  of newly i s s u e d  s h a r e s  were approved .  A t  t h e  same t i m e ,  
t h e  doub le  t a x a t i o n  of c o r p o r a t e  d i v i d e n d  payments  was e l i m i n a t e d .  
I n  t h e  a r e a  of e n v i r o n m e n t a l  p r o t e c t i o n ,  r e v e n u @ - n e u r r a l  i ncen -  
t i v e s  t o  u s e  l o w - p o l l u t i n g  a u t o m o b i l e s  were c r e a t e d .  The 
e f f e c t s  of t h e  "au tomat i c  s t a b i l i z e r s "  were weakened by t h e  
f a v o r a b l e  p r i c e  d2velopments  and t h e  f a c t  t h a t  t h e  upswing was 
l e d  p c i m a r i l y  by e x p o r t  and inves tmen t  demand. 

N e v e r t h e l e s s ,  i n  s p i t e  of t h e s e  e f f o r t s ,  t h e  expendi ture/GDP 
r a t i o  i n . c r e a s e d  sonewhat i n  1985 and t h e  d e f i c i t ,  i n  r e l a t i o n  t o  
GDP, remained a t  t h e  1984 l e v e l  of 4 . 4  p e r c e n t  of GDP.. 

I n  1986,  t h e  budget  c o n w 1 i d a t i o n  e f f o r t s  w i l l  c o n t i n u e .  
The main e l e m e n t s  of the  1986 budget  a r e  a g e n e r a l  c u r t a i l m e n t  of 
expend i t l i r e  growth and a n  a d j u s t m e n t  of t h e  e x p e n d i t c r e  s t r u c t u r e  
t o  changing  needs .  T h e  room f o r  b u d g e t a r y  maneuver has  been  
widened by t h e  r e d u c t i o n  o r  e x p i r a t i o n  of l o w - p r i o r i t y  programs.  
Budget  e x e c u t i o n  w i l l  a g a i n  be r i g o r o u s  i n  1986. The implenent -  
i n g  r e g u l a t i o n s  c a l l  f o r  r e s t r a i n t  i n  t h e  a r e a  of d i s c r e t i o n a r y  
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s p e n d i n g  a n d  f o r  r e s t r i c t i v e  p e r s o n n e l  management. E x p e n d i t u r e  
s h o r t f a l l s  and r evenue  i n c r e a s e s  above t h e  estimates are  t o  b e '  
u sed  t o  r e d u c e  t h e  d e f i c i t  r a t h e r  t h a n  b e i n g  p u t  t o  o t h e r  u s e s .  

The A u s t r i a n  a u t h o r i t i e s  a r e  c o n f i d e n t  t h a t  t h rough  a 
r i g o r o u s  budget  e x e c u t i o n  t h e  1986 d e f i c i t  c a n  a p p r o x i m a t e l y  b e  
k e p t  a t  t h e  l e v e l  of 1984-85 i n  r e l a t i o n  t o  GDP. T h i s  may n o t  
a p p e a r  t o  be a major  a c h i e v e m e n t ,  bu t  one  h a s  t o  keep i n  mind t h e  
f o l l o w i n g  c o n s i d e r a t i o n s :  t h e  l o n g e r t e r m  e f f e c t s  of t h e  
s t i m u l a t o r y  f i s c a l  p o l i c y  i n  1982-83 a re  s t i l l  b u r d e n i n g  t h e  
budge t .  I n  a d d i t i o n ,  w h i l e  t h e  c o n s o l i d a t i o n  of p u b l l c  f i n a n c e s  
h a s  h i g h  p r i o r i t y ,  i t  would be  u n r e a l i s t i c  t o  e x p e c t  t h a t  t h i s  
c a n  be ach ieved  i n  a v e r y  s h o r t  time, p a r t i c u l a r l y  s i n c e  1986 i s  
a p r e - e l e c t i o n  y e a r .  A l s o ,  i n  t h e  i n t e r n a t i o n a l  c o n t e x t ,  A u s t r i a  
h a s  a f a v o r a b l e  p o s i t i o n .  F i n a l l y ,  w i t h o u t  deny ing  t h e  need of 
c o n v e r g e n c e  wi th  Germany of  medium-term f i s c a l  t r e n d s ,  t h i s  d o e s  
n o t  n e c e s s a r i l y  mean a r e d u c t i o n  i n  A u s t r i a ' s  budge t  d e f i c i t  t o  
t h e  c u r r e n t  German l eve l .  I n  o t h e r  words ,  conve rgence  d o e s  n o t  
imply  t h a t  economic deve lopmen t s  i n  b o t h  c o u n t r i e s  have t o  b e  
p a r a l l e l  a t  a l l  times. We have  had  some d e v i a t i o n s  i n  t h e  p a s t  
and  they  w i l l  c o n t i n u e  t o  ex is t .  The a u t h o r i t i e s  are  t h u s  con- 
f i d e n t  t h a t  t h e  b u d g e t a r y  problem r e m a i n s  manageable .  

A u s t r i a n  economic p o l i c y  a c c o r d s  s p e c i a l  s i g n i f i c a n c e  t o  
two longe r - t e rm goals--improvement i n  t h e  i n d u s t r i a l  s t r u c t u r e  
and e n v i r o n m e n t a l  p r o t e c t i o n .  R e a c t i n g  t o  t h e  d i f f i c u l t  times - 
some i n d u s t r i e s  are  now e x p e r i e n c i n g ,  t h e  Government h a s  adop ted  
s e v e r a l  r e h a b i l i t a t i o n  programs t o  h e l p  e s p e c i a l l y  t h e  n a t i o n a l -  
i z e d  i n d u s t r i e s  t o  a d j u s t  t h e i r  s t r u c t u r e  t o  t h e  changed marke t  
c o n d i t i o n s .  Direct t r a n s f e r s  t o  t h e  OeIAG--the h o l d i n g  company 
f o r  most of t h e  n a t i o n a l i z e d  i n d u s t r i e s - - w e r e  g r a n t e d  i n  a d d i t i o n  
t o  t h e  S 16 b i l l i o n  approved  i n  1983 t o  assist  i n  t h e i r  r e h a b i l i -  
t a t i o n .  

B a s i c a l l y ,  t h e  n a t i o n a l i z e d  i n d u s t r i e s  halve been  b e s e t  by 
two problems:  F i r s t ,  d i v e r s i f i c a t i o n  i n t o  o t h e r  b u s i n e s s  areas 
h a s ,  i.n some i n s t a n c e s ,  p roceeded  t o o  f a s t  a n d ,  s e c o n d ,  t h e r e  
were o r g a n i z a t i o n a l  problems.  It i s  now t h e  i n t e n t i o n  of t h e  
Government t o  k e e p  t h e s e  companies  c l e a r  from p o l i t i c a l  i n t e r f e r -  
e n c e .  I n  t h i s  c o n t e x t ,  t h e  A u s t r i a n  a u t h o r i t i e s  conf i rmed  t h e  
p o l i c y  t o  c l o s e  campanics  which will n o t  have become p r o f i t a b l e  
a f t e r  a c e r t a i n  time p e r i o d .  I n  a d d i t i o n ,  i n  e a r l y  A p r i l  1986 a 
new OeIAG law was p a s s e d ,  which seeks t o  f a c i l i t a t e  t h e  r e s t r u c -  
t u r i n g  of n a t i o n a l i z e d  i n d u s t r y .  To t h i s  e n d ,  i t  c o n f e r s  upon 
t h e  managing board  of t h e  g r o u p  h o l d i n g  company f a r - r e a c h i n g  
powers f o r  t h e  c o n t r o l  and c o o r d i n a t i o n  of companies '  p l a n s  and 
t h e  f i n a n c i n g  and n e r s o n n e l  p l a n n i n g  of t h e i r  s u b s i d i a r i e s .  The 
O e I A G  can  h e n c e f o r t h  gi.ve i n s t  r u c t i o n s  t o  t h e  i n d i v i d u a l  companies  
i n  t h e s e  matters. 
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To sum u p ,  economic  p o l i c i e s  have  become more and more . 
complex i n  r e c e n t  y e a r s .  
r a p i d l y ,  r a i s i n g  q u e s t i o n s  and  problems t h a t  r e q u i r e  immediate  
a c t i o n s .  However, due t o  t h e  chang ing  c i r c u m s t a n c e s  and i n c r e a s -  
i n g  u n c e r t a i n t i e s  less r e l i a n c e  can  be p l aced  on  p a s t  economic 
r e l a t i o n s h i p s  a s  a g u i d e  € o r  d e c i s i o n  making.  T h i s  s i t u a t i o n  
poses a c o n t i n u o u s  c h a l l e n g e  t o  po l i cymaker s  a t  a l l  l e v e l s .  

Economic c o n d i t i o n s  a re  changing  

Mr. Grosche  observed  t h a t  i n  1985,  A u s t r i a ' s  economic pe r fo rmance  
had been g e n e r a l l y  f a v o r a b l e ,  p a r t i c u l a r l y  by compar i son  wi th  per formance  
i n  most  o t h e r  European c o u n t r i e s .  O v e r a l l  g rowth  had a c c e l e r a t e d ,  w h i l e  
i n f l a t i o n  had r eceded  and t h e  c u r r e n t  accouns  p o s i t i o n  had improved.  The 
h a r d  c u r r e n c y  s t r a t e g y  had been i n s t r u m e n t a l  i n  A u s t r i a ' s  economic s u c c e s s  
ove r  t h e  p a s t  decade ,  and t h e  A u s t r i a n  a u t h o r i t i e s  sae  no r e a l i s t i c  
a l t e r n a t i v e  t o  t h a t  s t r a t e g y ,  which had proved i t s  u s e f u l n e s s .  I t  s h o u l d  
n o n e t h e l e s s  be emphasized t h a t  c o n t i n u e d  p u r s u i t  of t h e  s t r a t e g y  r e q u i r e d  
a s t r o n g  conve rgence  i n  fundamen ta l  economic c o n d i t i o n s  and p o l i c i e s  
between A u s t r i a  and t h e  n e i g h b o r i n g  h a r d  c u r r e n c y  c o u n t r i e s ;  r e c e n t  
deve lopments  i n  f i s c a l  and wage po l ic ies  had r a i s e d  some q u e s t i o n s  a b o u t  
t h e  s u s t a i n a b i l i t y  of t h e  h a r d  c u r r e n c y  s t r a t e g y  i n  t h e  medium term. 
M r .  Grosche  f u l l y  sha red  t h e  s t a f f ' s  view t h a t  p o l i c y  changes  would be 
r e q u i r e d  t o  s u c c e s s f u l l y  m a i n t a i n  t h a t  s t r a t e g y ,  a r e q u i r e n e n t  h e  vas 
c o n f i d e n t  would be met on t h e  b a s i s  of t h e  p ragmat i c  c o o p e r a t i o n  among 
t h e  s o c i a l  p a r t n e r s  t h a t  had  proved t o  be s u c c e s s f u l  i n  t h e  p a s t .  

The main c h a l l e n g e  f a c i n g  t h e  A u s t r i a n  a u t h o r i t i e s  i n  t h e  y e a r s  
ahead  was i n  t h e  a r e 6  of f i s c a l  p o l i c y ,  M r .  Grosche c o n t i n u e d .  A s i g -  
n i f  i c a n t  d i v e r g e n c e  i n  f i s c a l  pe r fo rmance  be tween A u s t r i a  and Germany 
had emerged i n  t h e  p a s t  few y e a r s ,  and a f u r t h e r  widening of t h e  gap was 
i n  pro , spec t  f o r  1986. A p p a r e n t l y ,  A u s t r i a  had been s l o w e r  t o  embark O R  

t h e  p r o c e s s  of f i s c a l  c o n s o l i d a t i o n  t h a n  had many o t h e r  c o u n t r i e s .  
M r .  SchneLder had r i g h t l y  po in t ed  t o  A u s t r i a ' s  r e l a t i v e l y  f a v o r a 5 l e  pos i -  
t i o n  and t o  t h e  f a c t  t h a t  c o n s o l i d a t i o n  r e q u i r e d  time; n e v e r t h e l e s s ,  t h e  
p r o c e s s  was i n  h i s  v iew p roceed ing  t o o  slowly. I n d e e d ,  t h e  a u t h o r i t i e s  
had  succeeded  o n l y  i n  s t a b i l i z i n g  t h e  d e f i c i t  i n  1985 ,  and t h e  budget  f o r  
1986 to re saw a s l i g h t  widening  of t h e  d e f i c i t / G D P  r a t i o .  

The n e e d .  f o r  f i s c a l  c o n s o l i d a t i o n  had been f u r t b e r  unde r sco red  by 
p u b l i c  p r e s s u r e  f o r  a p e r s o n a l  income tax c u t  i n  1987 t o  a d j u s t  f o r  
f i s c a l  d r a g  s i n c e  t h e  p rev ious  ad jus tmen t  i n  1982-83. Hence, t h e  d e f i c i t  
r e d u c t i o n  must  f o c u s  on  t h e  e x p e n d i t u r e  s i d e ,  and p a r t i c u i a r l y  o n  t h e  
e f f o r t  t o  r e d u c e  t h e  burden p l aced  on  t h e  budget  by t h e  n a t i o n a l i z e d  
i n d u s L r i e s .  H e  was happy t o  n o t e  t h a t  t h e  a u t h o r i t i e s  env i saged  a number 
of  measures  t o  c u t  e x p e n d i t u r e s .  

A l s o  welcome was t h e  p r o g r e s s  made i n  r e s t r u c t u r i n g  e x p o r t s ,  a s  
ev idenced  by t h e  r e c e n t  s h i f t  toward  f i n i s h e d  goods and a n  improved 
c u r r e n t  a c c o u n t  p o s i t i o n ,  M r .  Grosche  s a i d .  However, A u s t r i a ' s  economy 
c o n t i n u e d  t o  r e l y  h e a v i l y  on b a s i c  and  s e m i f i n i s h e d  goods and t h u s  
remained a t y p i c a l  of a h i g h l y  deve loped  i n d u s t r i a l  c o u n t r y .  T h a t  r e l i a n c e  



~ ~ M / 8 6 / 7 0  - 4 / 2 5 / 8 6  

c o u l d  h e l p  t o  e x p l a i n  i n  p a r t  why A u s t r i a  had b e n e f i t e d  c o m p a r a t i v e l y  l ess  
t h a n  n e i g h b o r i n g  c o u n t r i e s  f r o x  t h e  demand-pull  e f f e c t s  of t h e  o v e r v a l u e d  
U.S. d o l l a r .  F u r t h e r  e f f o r t s  t o  r e s t r u c t u r e  t h e  export_ b a s e  t h u s  a p p e a r e d  
n e c e s s a r y .  

U n i t  l a b o r  c o s t s  i n  A u s t r i a  had by and large p a r a l l e l e d  t h o s e  i n  
Germany i n  r e c e n t  y e a r s ,  M r .  Grosche o b s e r v e d .  However, t h e y  had r i s e n  
f a s t e r  i n  A u s t r i a  i n  1985. Because  t h e  Autumn 1985 wage rounds  i n  A u s t r i a  
had r e s u l t e d  i n  s u b s t a n t i a l  wage i n c r e a s e s  of 5-6 p e r c e n t ,  i t  was e s s e n -  
r i a l  € o r  t h e  a u t h o r i t i e s  t o  p r e v e n t  a f u r t h e r  d i v e r g e n c e  i n  l a b o r  c o s t  
t r e n d s ,  and modera t ion  i n  f u t u r e  wage n e g o t i a t i o n s  might  become n e c e s s a r y .  
For 1986, o v e r a l l  p r o s p e c t s  f o r  t h e  A u s t r i a n  economy seemed g e n e r a l l y  
f a v o r a b l e ,  a l t h o u g h  much would depend upon t h e  e f f e c t s  on economic p e r f o r -  
mance of t h e  o i l  p r i c e  d e c l i n e  and t h e  f a l l  i n  t h e  U.S. d o l l a r  as w e l l  as 
on t h e  e x t e n t  of i n t e r e s t  r a t e  r e d u c t i o n s  i n  A u s t r i a .  I n  t h a t  r e g a r d ,  h e  
n o t e d  t h a t  t h e  N a t i o n a l  Bank had a l l o w e d  i n t e r e s t  r a t e s  t o  r ise  toward 
t h e  end of 1985 t o  stern t h e  o u t f l o w  of c a p i t a l  and t h e  l o s s  of reserves. 
The c u r r e n t  a c c o u n t  s u r p l u s  p r o j e c t e d  f o r  1986 c o u l d  l e a d  t o  a n  e a s i n g  of 
t h e  p r e s e n t  i n t e r e s t  r a t e  p o l i c y  s t a n c e ;  however ,  t h e  N a t i o n a l  Bank must  
ponde r  c a r e f u l l y  whe the r  ' a n  i n c r e a s e  i n  f o r e i g n  reserves--which had f a l l e n  
t o  t h e  l o w e s t  l e v e l  s i n c e  1980--might n o t  be p r e f e r a b l e  t o  f o r c e d  i n t e r -  
es t  r a t e  r e d u c t i o n s .  F i n a l l y ,  h e  w e l c o w d  t h e  a u t h o r i t i e s '  i n t e n t i o n  t o  
e n a c t  a new banking l a w  t o  s t r e n g t h e n  t h e  p r o f i t a b i l i t y  and c a p i t a l  b a s e  
of commercial banks.  The g r a d u a l  e r o s i o n  of  t h a t  b a s e  o v e r  t h e  p a s t  y e a r  
had been a matter of c o n c e r n .  

MFi Leonard n o t e d  from t h e  s t a f f  r e p o r t  t h a t  t h e  A u s t r i a n  econoiuy 
had performed well i n  1985 and t h a t  p r o s p e c t s  f o r  the. neai- term were 
r e a s o n a b l y  good. A t  t h e  same time, h e  had o b s e r v e d  t h a t  t h e  economic 
r e c o v e r y  had been i n s u f f i c i e n t  t o  improve i n  a f u n d a m e n t a l  way t h e  unem- 
ployment s i t u a t i o n ,  and h e  c o u l d  u n d e r s t a n d  M r .  S c h n e i d e r ' s  v i ew t h a t  a 
cour i t ry  l i k e  A u s t r i a  c o u l d  n o t  a f f o r d  l a r g e - s c a l e  i n d e p e n d e n t  s t r a t e g i e s  
t o  promo'te economic a c t i v i t y .  

A l l  i n d i c a t i o n s  were sthat t h e  a u t h o r i t i e s '  h a r d  c u r r e n c y  . > l i c y  had 
s e r v e d  t h e  econornj- w e l l ,  M r .  Leonard c o n t i n u e d .  The ma in tenance  of a 
c l o s e  r e l a t i o n F n i p  be tween  t h e  A u s t r i a n  s h i l l i n g  and t h e  d e u t s c h e  mark 
had p rov ided  a f i r m  and e f f e c t i v e  r e f e r e n c e  p o i n t  t h a t  had a c t e d  as a 
c a t a l y s t  f o r  ad j u s h n e n t  and f o r  t h e  m a i n t e n a n c e  of sound macroeconomic 
policies. For t h e  h a r d  c u r r e n c y  p o l i c y  t o  be s u s t a i n a b l e ,  however ,  
f i s c a l  p e r f o r m a n c e  i n  A u s t r i a  m u s t  c o n v e r g e  w i t h  t h a t  i n  Germany. H e  w a s  
t h u s  c o n c e r n e d  a b o u t  t h e  w i d e n i n g  f i s c a l  d e f i c i t  i n  A u s t r i a , .  which,  i f  
n o t  c o r r e c t e d ,  would unde rmine  t h e  h a r d  c u r r e n c y  p o l i c y  and t h e  . c i s b i l i t y  
t h a t  i t  p r o v i d e d .  I n c r e a s i n g  i n t e r e s t  r e t e s  i n  o r d e r  t o  maintair :  t h e  
e x t e r n a l  v a l u e  of t h e  s h i l l i n g  d i d  n o t  a p p e a r  t o  be a s a t i s f a c t o r y  
r e s p o n s e  t o  t h e  d i f f i c u l t y ,  a s  such  a n  a p p r o a c h  must u l t i m a t e l y  c o n t r i b -  
u t e  t o  t h e  g rowth  of t h e  f i s c a l  d e f I c i t  by i n c r e a s i n g  i n t e r e s t  c o s t s  and 
undermining d o m e s t i c  growth.  S i m i l a r l y ,  c o n t i n u e d  f o r e i g n  b o r r o w i n g  t o  
f i n a n c e  t h e  d e f i c i t  was n o t  a s u s t a i n a b l e  o p t i o n .  Tak ing  i n t o  a c c o u n t  
r h e  low-income e l a s t i c i t y  of t h e  L - i s t r i a n  t a x  s y s t e m ,  i t  a p p e a r e d  t h a t  a 
mare permanent s o l u t i o n  m u s t  be based on s t r u c t u r a l  a c t i o n  t o  r e d u c e  
e x p e n d i t u r e s  a n d  promote r e v e n u e s .  
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An obv ious  f o c a l  p o i n t  f o r  a t t e n t i o n  i n  t h e  e f f o r t  t o  r educe  
e x p e n d i t u r e  w a s  t h e  e x i s t i n g  ne twork- 'o f  s u p p o r t  f o r  s t a t e  e n t e r p r i s e s ,  
M r .  Leonard commented. While t h e  d e c l a r e d  a i m  of a l l  s u b s i d i e s  t o  e n t e r -  
p r i s e s  was t h e  promoti.on of s t r u c t u r a l  change ,  a number of o l d e r  programs 
of f a i r l y  g e n e r a l  a p p l i c a t i o n  reinained i n  e f f e c t  and might  be r e g a r d e d  by 
t h e  r e c i p i e n t s  more as income s u p p o r t  t h a n  as inducements  € o r  s t r u c t u r a l  
change.  Close  s c r u t i n y  of t h o s e  programs s h o u l d  be f r u i t f u l  i n  i d e n t i f y -  
i n g  e x p e n d i t u r e s  t h a t  c o u l d  be e l i m i n a t e d  w i t h o u t  any l o s s  of e f f i c i e n c y  
i n  t h e  i n d u s t r i a l  s e c t o r .  

The n a t i o n a l i z e d  i n d u s t r i e s  a l s o  appea red  t o  i n c l u d e  s e v e r a l  loss -  
makers  t h a t  imposed a l a r g e  and growlng burden  on government f i n a n c e s ,  
Mr. Leonard  n o t e d .  The Government 's  e f f o r t s  t o  s t r e a m l i n e  management i n  
t h o s e  i n d u s t r i e s  was t o  b e  welcomed, bu t  t h e r e  might  be a need  f o r  g r e a t e r  
r e s o l v e  i n  t h e  p u r s u i t  of improvements  in f i n a n c i a l  pe r fo rmance .  On t h e  
one  h a n d ,  t h e  a u t h o r i t i e s  had  s e t  d e a d l i n e s  f o r  companies  t o  become 
p r o f i t a b l e  and had p u b l i c l y  s t a t e d  t h a t  t h e r e  would be no f u r t h e r  r e s c u i n g  
of p u b l i c  e n t e r p r i s e s ;  on t h e  oche r  h a n d ,  the s t a f f  r e p o r t  i n d i c a t e d  t h a t  
t h e  A u s t r i a n  Government d i d  n o t  i n t e n d  t o  a p p l y  t h e  p r o f i t a b i l i t y  dead- 
l i n e s  m e c h a n i c a l l y .  A s  he  saw i t ,  a f a i l u r e  t o  a p p l y  t h o s e  d e a d l i n e s  
r i g o r o u s l y ,  even  though t h e r e  migh t  be j u s t i f i c a t i o n  f o r  f l e x i b i l i t y  i n  
p a r t i c u l a r  i n s t a n c e s ,  was l i k e l y  t o  undermine t h e  c r e d i b i l i t y  of t h e  
Government ' s  s t a n c e  and u l t i m a t e l y  l e a d  t o  even  g r e a t e r  d i f f i c u l t i e s  i n  
a c h i e v i n g  f i s c a l  g o a l s .  

Be was a l s o  concerned  by t h e  a u t h o r i t i e s ' - r e l u c t a n c e  t o  move toward 
p r i v a t i z a t i o n  of n a t i o n a l i z e d  i n d u s t r i e s ,  Mr. Leonard s a i d .  It appea red  
t h a t  t h e  a u t h o r i t i e s  f e l t  t h a t  e f f i c i e n t  management and p r o f i t a b i l i t y  were 
u n r e l a t e d  t o  i n d u s t r i a l  o r g a n i z a t i o n  and ownersh ip  s t r u c t u r e ,  a p o i n t  of 
v iew t h a t  was o f t e n  d i s p u t e d  e s s e n t i a l l y  o n  t h e  g rcunds  t h a t ,  w h i l e  
p r i v a t e  f i r m s  i n  c o m p e t i t i v e  markets were compel led  t o  be e f f i c i e n t  i n  
o r d e r  t o  s u r v i v e ,  t h e  c o n s t r a i n t  was less  b i n d i n g  f o r  p u b l i c l y  owned f i r m s  
and  €or Eirms i n  u n c o m p e t i t i v e  markets. It c o u l d  be t h a t  t h e  p u r s u i t  of 
p r o f i t a b i l i t y  th rough g r e a t e r  m a n a g e r i a l  e f f i c i e n c y  i n  t h e  n a t i o n a l i z e d  
i n d u s t r i e s  would prove 50 be a g o a l  from which t h e  Government would have  
t o  r e t r e a t  a t  g r e a t  f i s c a l  and economic c o s t .  While  he  was sens i t iv .2  t o  
t h e  p o l i t i c a l  problems f a c e d  by t h e  a u t h o r i t i e s  w i th  r e s p e c t  t o  p r i v a t i z a -  
t i o n ,  h e  was no t  convinced  by t h e  a u t h o r i t i e s '  argument: c i t e d  on page S of  
t h e  s t a f f  pape r  t h a t  p r i v a t i z a t i o n  was u n d e s i r a b l e  because  of t h e  climate 
of a n c e r t a i n t y  t h a t  would be c r e a t e d  € o r  employees i n  p r i v a t i z e d  indus-  
t r i e s .  A s  h e  s a w  i t ,  t h e  s e c u r i t y  provided  by loss -making  i n e f f i c i e n t  
p u b l i c  f i r m s  was e s s e n t i a l l y  f a l s e ,  and  d e a r l y  pa id  f o r  by t h e  t a x p a y e r  
In  t h e  c i r c u m s t a n c e s ,  he  urged t h e  a u t h o r i t i e s  t o  d i v e r s i f y  t h e  i n d u s t r i a l  
s e c t o r  t n v a r d  more f i n i s h e d  goods--so t h a t  a l t e r n a t i v e  employment oppor- 
t u n i t l e s  c o u l d  be c r e a t e d  f o r  d i s p l a c e d  workers--and t o  c l o s e  f i r m s  t h a t  
f a i l e d  t o  show m o f i t s .  He would a l s o  s u g g e s t  t h a t  t h e  a u t h o r i t i e s  move 
toward  p r i v a t i z a t i o r  where t h e  o p p o r t u n i t y  a r o s e .  F i n a l l y ,  w h i l e  a cur-  
t a i l m e n t  of e x p e n d i t u r e  was n e c e s s a r y  t o  improve A u s t r i a ' s  f i s c a l  b a l a n c e ,  
such  ac t io : .  a l o n e  might  n o t  be s u f f i c i e n t .  Hence,  he encourag?d  t h e  
a u t h o r i t i e s  t o  pu r sue  measu res  t o  improve t h e  bouyancy o f  t h e  t a x  s y s t e w ,  
i n c l u d i n g  a p o s s i b l e  r e d u c t i o n  i n  t ax  exemptions. 
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The N a t i o n a l  Bank ' s  u s e  o f  more . f i e x i b l e  , shor t - te rm open m a r k e t  
o p e r a t i o n s  t o  i n f l u e n c e  t h e  money m a r k e t  r a t e  was welcome, a s  w a s  t h e  
i n t e n d e d  bank ing  l e g i s l a t i o n  aimed a t  s t r e n g t h e n i n g  t h e  c a p i t a l i z a t i o n  o f  
A u s t r i a n  banks ,  M r  . Leonard  commented. On t h e  g e n t l e m e n ' s  ag reemen t  
c o n c e r n e d  w i t h  l i m 2 t i n g  t h e  open d e u t s c h e  mark p o s i t i o n s  of t h e  commerc ia l  
banks ,  h e  t o o k  i t  t h a t  t h e  r e a s o n  f o r  t h e  ag reemen t  was t o  r e d u c e  t h e  d i f -  
f i c u l t i e s  of r e s e r v e  management i n  t h e  e v e n t  t h a t  banks s u d d e n l y  d e c i d e d  
t o  c l o s e  t h e i r  open d e u t s c h e  mark p o s i t i o n s .  H e  wondered w h e t h e r  t h e  new 
p r o v i s i o n  c o u l d  be i n t e r p r e t e d  as i n d i c a t i n g  t h a t  t h e  h a r d  c u r r e n c y  p o l i c y  
and o t h e r  a s p e c t s  of A u s t r i a n  economic p o l i c y  were n o t  f u l l y  c o n s i s t e n t .  
F i n a l l y ,  on t h e  ag reemen t  between t h e  banks and t h e  a u t h o r i t i e s  t o  l i m i t  
c o m p e t i t i o n  i n  t h e  bank ing  i n d u s t r y ,  h e  a g r e e d  w i t h  t h e  s t a f f  t h a t  t h e  
low p r o f i t a b i l i t y  and  weak c a p i t a l i z a t i o n  of t h e  banks  migh t  w e l l  be t h e  
r e s u l t  of a t endency  on t h e  p a r t  of t h e  A u s t r i a n  a u t h o r i t i e s  t o  p r o t e c t  
f i n a n c i a l  e n t e r p r i s e s  t h a t  might  n o t  be f u l l y  e f f i c i e n t  and c o m p e t i t i v e .  
H e  e n d o r s e d  t h e  s t a E f ' s  v i e w  t h a t  t h e  a u t h o r i t i e s  s h o u l d  work t o  r e s t o r e  
c o m p e t i t i v e n e s s  i n  t h e  b a n k i n g  i n d u s t r y ,  a d d i n g  t h a t  f a i l u r e  t o  do s o  
migh t  u l t i m a t e l y  compound t h e  d i f f i c u l t i e s  e x p e r i e n c e d  by A u s t r i a n  banks .  

M r .  E b r i l l  no ted  l i k e  o t h e r s  t h a t  A u s t r i a  had e x p e r i e n c e d  stec?dy 
g rowth  i n  t h e  p a s t  d e c a d e ,  a t r e n d  t h a t  was e x p e c t e d  t o  c o n t i n u e  i n  1986. 
A t  t h e  same time, unemployment was r e l a t i v e l y  low, and t h e  ra te  of 
i n f l a t i o n  was p r o j e c t e d  t o  be o n l y  1 .5  p e r c e n t  i n  1986. The a u t h o r i t i e s  
d e s e r v e d  commendation f o r  h a v i n g  a d o p t e d  p o l i c i e s  a p p r o p r i a t e  to  t h e  
economic c i r c u m s t a n c e s  of t h e  c o u n t r y .  F o r  t h e  f u t u r e ,  t h e y  would f a c e  
t h e  t a s k  of s u s t a i n i n g  t h e  pace  of b a l a m e d  economic expansion;- w h i l e  t h e  
b a s i c  t h r u s t  of economic p o l i c y  w a s  s o u n d ,  s u c c e s s f u l  ach ievement '  of t h a t  
t a s k  might  r e q u i r e  some p o l i c y  a d j u s t m e n t s .  

H i s t o r i c a l l y ,  t h e  c e n t e r p i e c e  of A u s t r i a n  econoniic p o l i c y  had been  
t h e  s o - c a l l e d  s o c i a l  p a r t n e r s h l p ,  M r .  E b r i l l  c o n t i n u e d .  More r e c e n t l y ,  
t h a t  p a r t n e r s h i p  had been  supp lemen ted  by a commitment t o  a h a r d  c u r r e n c y  
s t r a t e g y  i n  t h e  form of a n  e f f e c t i v e l y  f i x e d  exchange ra te  between t h e  
s h i l l i n g  and t h e  d e u t s c h e  mark. The f i x e d  exchange  r a t e  p o l i c y  i n  t u r n  
had i m p l i c a t i o n s  f o r  t1,e c o n d u c t  of economic p o l i c y  more g e n e r a l l y ,  b o t h  
i n  t h e  s h o r t  and i n  t h e  l o n g e r  run .  In t h e  l o n g e r  term, c o n t i n u e d  con- 
v e r g e n c e  between A u s t r i a n  and German economic p o l i c i e s  w a s  e s s e n t i a l ,  and 
i t  was i n  t h a t  c o n t e x t  t h a t  t h e  c o n d u c t  of f i s c a l  p o l i c y  i n  A u s t r i a  was 
p a r t i c u l a r l y  i m p o r t a n t .  I n  r e c e n t  y e a r s ,  f i s c a l  d e f i c i t s  had been  rela- 
t i v e l y  h i g h ,  e s p e c i a l l y  g i v e n  t h e  demand for s a v i n g s  i m p l i e d  by Austria's 
t r a d i t i o n a l l y  h i g h  i n v e s t m e n t  t o  GDP r a t i o .  If t l -ose d e f i c i t s  p r s i s t e d ,  
p r e s s u r e s  would t e n d  t o  emerge e l s e w h e r e  i n  t h e  economy. It w a s  encour-  
a g i n g  t o  n o t e  i n  t h a t  r e s p e c t  t h a t  t h e  a u t h o r i t i e s  wele commit ted t o  
r e s t r a i n i n g  a c t u a l  government e x p e n d i t u r e s  as much as p o s s i b l e ,  a l t h o u g h  
more might  need  t o  be done.  S i n c e  t a x a t i o n  a l r e a d y  a b s o r b e d  some 47 p e r  
c e n t  of G D P ,  r e l i a n c e  on f u r t h e r  t a x  i n c r e a s e s  t o  h e l p  c l o s e  t h e  f i s c a l  
d e f i c i t  d i d  n u t  seem a p p r o p r i a t e ,  I t  was p e r h a p s  inore i m p o r t a n t  t o  e n s u r e  
t h a t  t h e  e x i s t i n g  t a x  busden  was l e v i e d  as e E f F c i e n t l y  as  p o s s i b l e ,  and 
h e  n o t e d  i n  t h a t  r e g a r d  t h a t  r e c e n t  t r e n d s  i n d i c a t e d  t h a t  A u s t r i a ' s  tax 
s y s t e m  was i n e l a s t i c ,  a p p a r e n t l y  b e c a u s e  of t h e  r e l a t i v e l y  na r row b a s e  of 
some of t h e  major  t a x e s .  A l s o ,  many t a x  ra tes  were q u i t e  h i g h  and c o u l d  
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r e s u l t  i n  d i s i n c e n t i v e  e f f e c t s ,  some of which were a l r e a d y  e v i d e n t  i n  t h e  
case of d i r e c t  income t a x e s ,  where h igh  m a r g i n a l  t a x  ra tes  were a p p a r e n t l y  
r e s u l t i n g  i n  s i g n i f i c a n t  t a x  avo idance  behavi .or .  The a u t h o r i t i e s  s h o u l d  
e x p l o r e  ways of l i m i t i n g  exempt ions  and b roaden ing  t h e  t a x  base  so as t o  
p e r m i t  r e d u c t i o n s  i n  tax ra tes .  

Most of t h e  burden  o f  r e d u c i n g  t h e  f i s c a l  d e f i c i t  shou ld  f a l l  on 
e x p e n d i t u r e  c u t s ,  Mr. E b r i l l  c o n s i d e r e d .  The r a t i o  of e x p e n d i t u r e s  t o  
GDP i n  A u s t r i a  s i g n i f i c a n t l y  exceeded  t h e  OECD a v e r a g e ;  i n  a d d i t i o n ,  t h a t  
r a t i o  had i n c r e a s e d  i n  1985. Of c o u r s e ,  some componeuts of e x p e n d i t u r e  
would tend  t o  c o n t i n u e  i n c r e a s i n g ;  i n  p a r t i c u l a r ,  t h e  demographic  s t r u c -  
t u r e  i n  A u s t r i a  would p l a c e  heavy  demands on t h e  soc ia l .  s e c u r i t y  sys t em,  
i n  s p i t e  of r e c e n t  welcome re fo rms .  But t h o s e  l i k e l y  i n c r e a s e s  s e r v e d  t o  
demons t r a t e  t h e  impor t ance  of r e d u c i n g  e x p e n d i t u r e s  e l s e w h e r e .  One a r e a  
where  f u r t h e r  s a v i n g s  migh t  b e  p o s s i b l e  w a s  i n  Government s u p p o r t  of 
p u b l i c  e n t e r p r i s e s .  In t h a t  c o n t e x t ,  h e  welcomed t h e  s t a t e d  i n t e n t i o n  oE 
t h e  a u t h o r i t i e s  no l o n g e r  t o  r e s c u e  loss-making e n r e r p r i s e s .  A l so  welcome 
was t h e  d e c l a r e d  o b j e c t i v e  of t a i l o r i n g  s u b s i d i e s  t o  promote s t r u c c u r a l  
change .  I f  t h o s e  o b j e c t i v e s  were r e a l i z e d ,  t h e  r e s u l t  shou ld  be expendi -  
t u r e  r e d u c t i o n s  and a s t r e n g t h e n i n g  of t h e  l o n g e r - c e n n  o b j e c t i v e  of 
r e o r i e n t i n g  A u s t r i a ’ s  p r o d u c t i o n  s t r u c t u r e  t o  new growth  i n d u s t r i e s .  The 
ongoing  e f f o r t  t o  a t t a i n  t h a t  l a t t e r  o b j e c t i v e  s h o u l d  encourage  t h e  
g rowth  of i n d u s t r i e s  i n  which Aus r i a  had a c l ea r  compara t ive  advan tage .  

Remarking on t h e  s o c i a l  p a r t n e r s h i p ,  Mr. E b r i l l  o b s e r v e d  t h a t  wage 
i n c r e a s e s  i n  A u s t r i a ,  l i k e  t h o s e  i n  o t h e r  c o u n t r i e s ,  t ended  t o  be based 
on p a s t  i n f l a t i o n  r a t e s .  With t h e  u n d e r l y i n g  ra te  of i n f l a t i o n  c o n t i n u -  
i n g  t o  d e c l i n e ,  t h e  r e s u l t  i n  A u s t r i a ’ s  case c o u l d  be  r e a l  l a b o r  c o s t  
i n c r e a s e s  i n  t h e  n e a r  term. The hope s h o u l d  be t h a t  t h o s e  i n c r e a s e s  b e  
a s  m o d e r a t e  a s  p o s s i b l e  i n  s u p p o r t  of e f f o r t s  t o  r e d u c e  e x c e s s i v e  r e l i a n c e  
on o l d  l i n e  t r a d i t i o n a l  i n d u s t r i e s .  

Developments  on t h e  monetary  s i d e ,  g i v e n  t h e  h a r d  c u r r e n c y  s t r a t e g y  
i n  A u s t r i a ,  had  t ended  t o  r e f l e c t  deve lopments  on t h e  r ea l  s i d e  of t h e  
economy, M r .  E b r i l l  s a i d .  The r e c e n t  i n c r e a s e  i n  r e l a t i v e  i n t e r e s t  r a t e s  
s e r v e \ l  t o  u n d e r s c o r e  t h e  need  f o r  f u r t h e r  f i s c a l  d d j u s t m e n t .  While mone- 
t a r y  p o l i c y  t h u s  f a r  had been a s s i g n e d  an  accommodating r o l e ,  monetary 
management n o n e t h e l e s s  contLnued t o  be i m p o r t a n t .  H e  welcomed t h e  
l e g i s l a t i v e  e f f o r t  t o  s t r e n g t h e n  t h e  p r o f i t a b i l i t y  and c a p i t a l  b a s e  of 
commercial  banks ,  which he  hoped would l e a d  t o  enhanced c o m p e t i t i o n  i n  
t h e  banking  sys t em.  F i n a l l y ,  A u s t r i a ’ s  c r e d i t a b l e  economic per formance  
over  t h e  p a s t  decade  showed t h e  v a l u e  of s t e a d y  but s u s t a i n a b l e  p r o g r e s s ,  
and i t  was i n  t h a t  contex: t h a t  t h e  a u t h o r i t i e s  s h o u l d  be encouraged  i n  
t h e i r  e f f o r t s  t o  r educe  t h e  imbalances  t h a t  had emerged. 

M r .  W i  j n h o l d s  c o n s i d e r e t  t h a t  t h e  A u s t r i a n  a u t h o r i t i e s  had been  
s u c c e s s f u l  i n  t r a n s f o r m i n g  t h e i r  econDmy from one r e g i s t e r i n g  r e l a t i v e l y  
o r d i n a r y  l e v e l s  of o u t p u t  and income d u r i n g  t h e  1950s and 1960s  t o  a pros- 
perous  one i n  which per c a p i t a  income l e v e l s  had c a u g h t  up wi th  t h o s e  i n  
t h e  more w e l l  o f f  European  c o u n t r i e s .  During 1 9 8 5 ,  economic pe r fo rmance  
had c o n t i n u e d  t o  be  s a t i s f a c t o r y ,  and t h e  a u t h o r i t i e s  s h o u l d  he commended 
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f o r  t h e i r  a t -hsevements .  D u r i n g  t h e  1984 P.rt icle I V  c o n s u l t a t i o n ,  some 
D i r e c t o r s  had obse rved  c l o u d s  on  A u s t r i a ' s  h o r i z o n ,  and  t h o s e  c l o u d s  
a p p e a r e d  t o  have  darkened  i n  t h e  p a s t  y e a r .  I n  t h e  c i r c u m s t a n c e s ,  t h e  
a u t h o r i t i e s  s h o u l d  gua.rd a g a i n s t  d e l a y i n g  needed a d j u s t m e n t s  i n  p o l i c y  
f o r  t o o  l o n g .  I n  p a r t i c u l a r ,  t h e  f i s c a l  s i t u a t i o n  must be a d d r e s s e d ,  aiid 
h e  s h a r e d  t h e  s t a f f ' s  a d m o n i t i o n  t h a t  t h e  s u c c e s s f u l  ha rd  c u r r e n c y  p o l i c y  
c o u l d  be endange red  i n  t h e  l o n g e r  run i f  t h e  f i s c a l  d e f i c i t  remained  
c o n s i d e r a b l y  l a r g e r  t h a n  t h a t  i n  Germany. R e t u r n i n g  t o  a p o l i c y  of  
f o r e i g n  borrowing '  by t h e  Government might  be t e m p t i n g  as  a way t o  d e l a y  
p a i n f u l  a d j u s t m e n t ,  b u t  i t  c o u l d  be o n l y  a s h o r t - t e r m  p a l l i a t i v e .  Whi1.e 
h e  was i n c l i n e d  t o  take c o m f o r t  i n  t h e  a u t h o r i t i e s '  s t a t e d  i n t e n t i o n  t o  
r e d u c e  t h e  f i s c a l  d e f i c i t  t o  2 .5  p e r c e n t  of GDP i n  t h e  medium term, h e  
had been  d i s a p p o i n t e d  t o  l e a r n  t h a t  t h e  1986 budget  f o r e s a w  a s l i g h t  
widening  of t h e  d e f i c i t  i n  terns of GDP. Given  t h e  s c h e d u l e d  e l e c t i o n s  
i n  1987,  t h e  med ium- ten  g o a l  €or t h e  d e f i c i t  a p p e a r e d  t o  be a l o n g  way 
o f f .  A s  MK. S c h n e i d e r  had o b s e r v e d ,  economic  p o l i c y  c o n v e r g e n c e  be tween 
A u s t r i a  and  Germany d i d  n o t  imply p a r e l l e l i s m  i n  economic pe r fo rmance ;  
however ,  h e  was concerned  a b o u t  t h e  en t r enchmen t  of d i v e r g e n t  t r e n d s  i n  
f i s c a l  per formance  b e t v e e n  t h e  two c o u n t r i e s  t h a t  c o u l d  i n  t h e  l o n g e r  run  
c a u s e  problems f o r  A u s t r i a ' s  ha rd  c u r r e n c y  p o l i c y .  

Monetary p o l i c y  had been gea red  toward m a i n t a i n i n g  exchange r a t e  
s t a b i l i t y ,  Mr. W i  j n h o l d s  n o t e d .  C o n s i d e r a b l e  r e s e r v e  l o s s e s  had r e q u i r e d  
a widening of t h e  i n t e r e s t  r a t e  d i f f e r e n t i a l  between A u s t r i a  and  Germany 
toward t h e  end of 1985, a l t h o u g h  t h a t  w iden ing  need n o t  be c a u s e  f o r  

-a la rm.  The d i f f e r e n t i a l  c o u l d  a f t e r  a l l  d e c l i n e ,  a l t h o u g h  t h a t  would 
p r o b a b l y  r e q u i r e  somewhat s t r o n g e r  and more c o n f i d e n c e  b u i l d i n g  p o l i c i e s  
by t h e  a u t h o r i t i e s .  

The s t a f f  had i n d i c a t e d  t h a t  banks i n  A u s t r i a  b u i l t  up l a r g e  open  
p o s i t i o n s  i n  d e u t s c h e  mark, Mr. Wijnholds  r e c a l l e d .  It was g e n e r a l l y  
a c c e p t e d  t h a t  commercial  banks s h o u l d  n o t  i n c u r  l a r g e  open  p o s i t i o n s  in 
f o r e i g n  exchange ,  a n d  h e  t h e r e f o r e  welcomed t h e  agreement- between t h e  
N a t i o n a l  Bank o f  A u s t r i a  and t h e  commerc ia l  banks  t o  phase  down t h e  open  
p o s i t i o n s  i n  t h e  c o u r s e  o f  1986.  Another  p o s i t i v e  development  i n  t h e  
monetary  a r e a  w a s  t h e  i n c l u s i o n  i n  t h e  new bank ing  l a w  o f  l i m i t s  on such  
open p o s i t i c n s ,  and  he e n d o r s e d  t h e  s t a f f ' s  d e s i r e  t o  see f r e e  c o m p e t i t i o n  
among t h e  banks r e s t o r e d  once  t h e  new bank ing  law had been  i n t r o d u c e d .  

The o u t l o o k  on t h e  e x t e r n a l .  s i d e  w a s  n o t  u n f a v o r a b l e ,  p a r t i c u l a r l y  
s i n c e  lower  o i l  p r i c e s  s h o u l d  c o n t r i b u t e  t o  b r i n g i n g  a b o u t  a c u r r e n t  
a c c o u n t  s u r p l u s  i n  1986,  Mr. Wijnholds  s a i d .  However,  t h e  s t a f f  had 
obse rved  t h a t  A u s t r i a ' s  b a l a n c e  of payments remained v u l n e r a b l e  because  
of weaknesses i n  i t s  export s t r u c t u r e  and a dependence  on lower  q u a l i t y  
t o u r i s m ,  p a r t i c u l a r l y  i n  summer tou.r ism,  where A u s t r i a  had been  l o s i n g  
c o m p e t i t i v e n e s s  t o  lower- income c o u n t r i e s .  He was i n c l i n e d  t o  a g r e e  w i t h  
t h e  a u t h o r i t i e s  t h a t  a n  u p g r a d i n g  of t o u r i s m  was l i k e l y  t o  i n c r e a s e  t h e  
iong-run  e a r n i n g  p o t e n t i a l  i n  t h a t  s e c t o r ,  and  h e  was n o t  t o o  conce rned  
a b o u t  t h e  s h o r t - t e n n  a d v e r s e  impact  on t h e  b a l a n c e  of payments .  On 
e x p o r t s ,  t h e  s t a f f  had r i g h t l y  n o t e d  t h e  c o n c e n t r a t i o n  of  A u s t r i a ' s  
e x p o r t s  i n  l abor - i . n t ens ive  goods ,  a l t h o u g h  h e  h i m s e l f  was n o t  o n l y  w o r r i e d  
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abou t  t h a t  c o n c e n t r a t i o n .  A f t e r  a l l ,  e x p o r t  voiume bad i n c r e a s e d  by more 
t h a n  10 p e r c e n t  i n  1985,  w i t h  a s h i f t  . toward  f i n i s h e d  goods.  
A u s t r i a ' s  marlcet s h a r e  had grown c o r i t i n u o u s l y  s i n c e  1980 arid had i n c r e a s e d  
by a l m o s t  7 p e r c e n t  i n  1985. I f  some d e c l i n e  were t o  t a k e  p l a c e  i n  1986, 
t h a t  would n o t  be c a u s e  f o r  a l a rm.  
v iew t h a t  i f  t h e  i n c r e a s e  i n  u n i t  l a b o r  c o s t s  i n  A u s t r i a  were  t o  o u t s t r i p  
t h a t  i n  Germany, wage modera t ion  would be c a l l e d  f o r .  

Moreover ,  

N e v e r t h e l e s s ,  he  s h a r e d  t h e  s t a : f ' s  

Mr. P u j i n o  ag reed  t h a t  t h e  per formance  of t h e  A u s t r i a n  economy con- 
t i n u e d  t o  be f a v o r a b l e ,  w i th  r e a l  GDP growth h a v i n g  i n c r e a s e d  by 1 per-  
c e n t a g e  p o i n t  t o  3 p e r c e n t  i n  1985 and w i t h  p r o s p e c t s  f o r  t h a t  r a t e  t o  
c o n t i n u e  i n  1986.  I n f l a t i o n  had  slowed th rough  improvements i n  t h e  terms 
o f  t r a d e ,  and t h e  e x t e r n a l  a c c o u n t  remained n e a r l y  i n  b a l a n c e .  P a r t i c -  
u l a r l y  no tewor thy  was t h e  r a t e  of unemployment, which was low by  compari-  
s o n  w i t h  unemployment r a t e s  i n  o t h e r  European c o u n t r i e s .  Although t h e  
unemployment r a t e  i n  A u s t r i a  had doub led  s i n c e  t h e  l a t e  1970s ,  t h e  under-  
l y i n g  developments  were r e l a t i v e l y  f a v o r a b l e ;  t o t a l  employment had ' grown 
much more r a p i d l y  t h a n  i n  n e i g h b o r i n g  C o u n t r i e s  and had abso rbed  t h e  
f a s t e r  growth  of t h e  l a b o r  f o r c e .  The s t r u c t u r e  of t h e  A u s t r i a n  economy 
and  t h z  s o c i a l  p a r t n e r s h i p  were i n s t r u m e n t a l  i n  promot ing  t h e  p o s i t i v e  
g rowth  i n  employment; however ,  t h e  h igh  unemployment among y o u t h  casts  a 
shadow ove r  t h e  f u t u r e  development  and  q u a l i t y  of t h e  l a b o r  marke t .  An 
e f f o r t  s h o u l d  be made t o  a b s o r b  young peop le  i n  a c t i v e  work i n  o r d e r  t o  
m a i n t a i n  t h e  r e s i l i e n c e  of t h e  economy. 

The expans iona ry  f i s c a l  p o l i c y  s t a n c e  adop ted  i n  1982 and 1983 seemed 
t o  have imposed less of a burden on t h e  A u s t r i a n  economy t h a n  on  many 
o t h e r s ,  Mr. F u j i n o  c o n t i n u e d .  However, t h e  h igh  budget  de f i c i t - -wh ich  had 
c o n t i n u e d  a t  4 . 5  p e r c e n t  s i n c e  1984--and t h e  d i f f i c u l t i e s  t h e  a u t h o r i t i e s  
had expe r i enced  i n  r e d u c i n g  f i s c a l  e x p e n d i t u r e s  demons t r a t ed  t h e  problems 
t h e  a u t h o r i t i e s  were c u r r e n t l y  f a c i n g .  Unless  a d d r e s s e d  w i t h  de t e rmina -  
t i o n  I n  a medium-term framework,  t h e  h igh  f i s c a l  d e f i c i t  and t h e  heavy 
burden of i n t e r e s t  payments and t r a n s f e r s  i n  budget  e x p e n d i t u r e s  c o u l d  
become p o i n t s  of v u l n e r a b i l i t y  i n  t h e  A u s t r i a n  economy. In t h a t  r e s p e c t ,  
i t  was e n c o u r a g i n g  t o  n o t e  t h e  a u t h o r i t i e s '  i n t e n t i o n  t o  p l a c e  h i g h e r  
p r i o r i t y  on  mcldium-term f i s c a l  c o n s o l i d a t i o n .  

Another  a r e a  of c o n c e r n  was t h e  s t r u c t u r e  of A u s t r i a n  i n d u s t r y  which 
was main ly  d e p e n d e n t  on  b a s i c  goods and l a b o r i n t e n s i v e  consumer p r o d u c t s ,  
hr. F u j i n o  commented. I n  1985 ,  export growth was s t r g n g ,  and A u s t r i a  had 
gziined e x p o r t  marke t  s h a r e s .  However, i n  o r d e r  t o  meet t h e  changing  
needs  of e x t e r n a l  demand i l e x i b l y ,  i t  was impor t an t  t o  ivp rove  and  s h i f t  
t h e  i n d u s t r i a l  s t r u c t u r e  t o  a more r a p i d l y  g rowing ,  h igh - t echno logy  s e c t o r .  

The l a r g e  s h a r e  of i n t e r e s t  payments and - t r a n s f e r s  i n  t h e  budget  
p o i n t e d  t o  t h e  need t o  Focus f i s c a l  c o n s o l i d a t i o n  on t h e  e x p e n d i t u r e  s i d e ,  
Mr. F u j i n o  n o t e d .  The r e f o r m  of t h e  p e n s i o n  s y s t e m  aimed a t  i n c r e a s i n g  
t h e  c o n t r i . b u t i o n  r a t e ,  and reduci r& e x p e n d i t u r e s  th rough  a m o d i f i c a t i o n  
of t h e  pens ion  b a s e  w a s  A n e c e s s a r y  s t e p  i n  the  r i g h t  d i r e c t i o n .  I n  h i s  
own c o u n t r y ,  i n  o r d e r  t o  p r e p a r e  f o r  a r a p i d l y  a g i n g  p o p u l a t i o n  and a 
p o s s i b l y  heavy  burden on t h e  budget  in the next decade, t h e  a u t h o r i t i e s  
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were s t r e a m l i n i n g  t h e  p e n s i o n  s y s t e m  t o  rake i t  more v i a b l e .  A l s o ,  w h i l e  
s u b s i d i e s  were a lways  d i f f i c u l t  t o  c u t  m e a n i n g f u l l y ,  h e  L-JS h o p e f u l  t h a t  
t h e  c o u r a g e o u s  e f f o r t s  by t h e  A u s t r i a n  a u t h o r i t i e s  t o  r e d u c e  r a i l w a y ,  
a g r i c u l t u r a l  , and o t h e r  s u b s i d i e s  would be c a r r i e d  o u t  as  i n t e n d e d .  

He had n o t e d  w i t h  i n t e r e s t  t h e  g e n t l e m a n ' s  agreement  between t h e  
A u s t r i a n  a u t h o r i t i e s  and t h e  commercial  banks t o  s e c u r e  h i g h e r  m a r g i n s  by 
s e t t i n g  maximum d e p o s i t  ra tes  and minimum l e n d i n g  ra tes ,  Mr. F u j i n o  s a i d .  
The ag reemen t  seemed i n c o n s i s t e n t  w i t h  t h e  g e n e r a l  t r e n d  toward d e r e g u l a -  
t i o n  i n  t h e  f i n a n c i a l  markets. I f  low p r o f i t a b i l i t y  was a r e f l e c t i o n  of 
i n e f f i c i e n c y  i n  some i n s t i t u t i o n s ,  a s  t h e  s t a f f  had s u g g e s t e d ,  t h e  a g r e e -  
n e n t  would h e l p  t o  p r o t e c t  t h o s e  i n e f f i c i e n c i e s .  F u r t h e r  comment by t h e  
s t a f f  o r  Mrc S c h n e i d e r  on t h a t  m a t t e r  would be a p p r e c i a t e d .  

Under A u s t r i a ' s  h a r d  c u r r e n c y  policy--which was a key e l emen t  i n  
economic mauagement--the c o n t i n u e d  h i g h  f i s c a l  d e f i c i t s  and t h e  f i n a n c i n g  
of them seemed t o  have had a n  impact  on t h e  e x t e r n a l  b a l a n c e  b e c a u s e  of 
t h e  l i m i t e d  b a s e  of d o m e s t i c  s a v i n g s ,  M r .  F u j i n o  o b s e r v e d .  Some e x t e r n a l  
government b o r r o w i n g  was r e q u i r e d  t o  a l l e v i a t e  t h e  p r e s s u r e  m ;he domes- 
t i c  i n t e r e s t  r a t e s  and on i n t e r n a t i o n a l  reserves. While d e b t  servic . :  m s  
pos ing  no  problems f o r  A u s t r i a  a t  p r e s e n t  L x t e r i d  c o n s i d e r a t i o n s  i n  t h e  
medium term p o i n t e d  t o  t h e  need f o r  f i s c a l  retrencP,ine,it.  He t r u s t e d  t h a t  
t h e  a u t h o r i t i e s  would be s u c c e s s f u l  i n  a c h i e v i n g  t h e i r  a i m  o f  medium-term 
f i s c a l  c o n s o l i d a t i o n .  

- 
Mr . Lundstrom a g r e e d  v i t h  o t h e r s  t h a t  t h e  A u s t r i a n  economy had per-  

formed well i n  1985, e x h i b i t i n g  d c c e l e r a t e d  growth ,  d e r l i n i n g  i n f l a t i o n ,  
and a n  improvement i n  t h e  c u r r e n t  a c c o u n t .  The o v e r a l l  p e r f o r m a n c e  of  
t h e  economy compared f a v o r a b l y  w i t h  t h a t  i n  most European c o u n t r i e s ,  a 
deve lopmen t  f o r  which t h e  a u t h o r i t i e s  s h o u l d  be commended. F o r  more t h a n  
a deckde ,  A u s t r i a  had  s u c c e s F f u l l y  a c h i e v e d  r e l a t i v e l y  r a p i d  economic 
g rowth  t o g e t h e r  w i t h  a h i g h  d e g r e e  of p r i c e  s t a b i l i t y ,  low unemployment, 
and a s a t i s f a c t o r y  e x t e r n a l  p o s i t i o n .  C l e a r l y ,  t h a t  o u t t u r n  was n o t  
m a i n l y  t h e  r e s u l t  af e x t e r n a l  f a c t o r s ,  b u t  c o u l d  be a t t r i b u t e d  i n  l a r g e  
p a r t  t o  s u c c e s s f u l  economic p o l i c i e s .  The m a i n s t a y s  of t h o s e  p o l i c i e s  
a c c o r d i n g  t o  t h e  s t a f f  had been  t h e  s o - c a l l e d  s o c i a l  p a r t n e r s h i p  and t h e  
hard  c u r r e n c y  s t r a t e g y ,  c o n c e p t s  which c o u l d  be u n d e r s t o o d  as a m i x  of a 
p r a g m a t i c  incomes p o l i c y  and c a u t i o u s  f i n a n c i a l  p o l i c i e s ,  i n  p a r t i c u l a r ,  
a r e s t r i c t i v e  monetary p o l i c y .  

The p o l i c i e s  h e  had mentioned had s e r v e d  t h e  a u t h o r i t i e s  w e l l ,  
M L .  Lundstrom c o n t i n u e d .  The s o c i a l  p a r t n e r s h i p  i n  A u s t r i a  had been 
i n s t r u m e n t a l  i n  k e e n i n g  a l i d  on c o s t  p r e s s q e s  through a r o d e r a t i o n  i n  
wage deve lopmen t s .  The h a r d  c u r r e n c y  p o l i c y  c l e a r l y  r e q u i r e d  monetary 
and o t h e r  f u n d a m e n t a l  economic c o n d i t i o n s  i n  A u s t r i a  t o  ac t  i n  c o n c e r t  
wi th  t h o s e  i n  Germany i n  o r d e r  t o  m a i n t a i n  a s t r o n g  l l n k  between t h e  
A u s t r i a n  s h i l l i n g  and t h e  d e u t s c h e  mark. A t h i r d  i m p o r t a n t  e l e m e n t  i n  
t h e  A u s t r i a n  p o l i c y  mix was f i s c a l  p o l i c y ,  where less s u c c e s s  had been  
a c h i e v e d .  F o l l o w i n g  some improvement i n  1984 and 1385, s l i p p a g e s  were 
e x p e c t e l  i n  1986. Without  doubt  t h e  major  p o l i c y  c h a l l e n g e  f a c i n g  t h e  
A u s t r i a n  a u t h o r i t i e s  l a y  i n  c o n s o l i d a t i n g  t h e  G o v e r n o e n t ' s  f i n a n c e s  
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w i t h o u t  compromising t h e  a c h i e v e m e n t s  made i n  o t h e r  p o l i c y  areas. H e  
a g r e e d  w i t h  t h e  s t a f f  t h a t  i n c r e a s e d  e x t e r n a l  borrowl'.ng d i d  n o t  c o n s t i t u t e  
a sus t a inab1 .e  a l t e r n a t i v e  t o  f i s c a l .  c o n s o l i d a t i o n  arLd t h a t  d e l a y i n g  s u c h  
c o c s o l i d a t i o n  n i g h t  i n c r e a s e  i t s  e v e n t u a l  c o s t  and p e r h a p s  a l s o  r e d u c e  t h e  
a u t h o r i t i e s '  a b i l i t y  t o  proceed in a n  o r d e r l y  f a s h i o n  i f  t h e r e  shou ld  b e ,  
f o r  example,  a marked d e t e r i o r a t i o n  i n  t h e  e x t e r n a l  envi ronment .  

T h e r e  were s i g n s  t h a t  t h e  l a c k  of f i s c a l  c o n s o l i d a t i o n  c o u l d  j eopa r -  
d i z e  t h e  ha rd  cukrency  p o l i c y  u n l e s s  i n t e r e s t  r a t e s  weye a l lowed  t o  r i se  
s i g n i f i c a n t l y ,  even t o  i e v e l s  t h a t  c o u l d  undermine growth throi lgh s t a l l i n g  
i n v e s t m e n t s ,  Fir. Lup2strom s a i d .  I n t e r e s t  r a t e s  had been  a l lowed  t o  
i n c r e a s e  a t  t h e  enc. o f  1985 i n  o r d e r  t o  stem t h e  s i g n i f i c a n t  o u t f l o w  o f  
c a p i t a l  arid l o s s  J f  r e s e r v e s ,  and h e  would a p p r e c i a t e  e l a b o r a t i o n  by 
l l r .  S c h n e i d e r  o r  t h e  s t a f f  on some of t h e  a u t h o r i t i e s '  e x p l a n a t i o n s  f o r  
t h e  o u t f l o w  of  p r i v a t e  long-term c a p i t a l ,  m o s t l y  i n t o  U.S. d o l l a r s  denomi- 
n a t e d  assets .  H e  wondered i n  t h a t  r e g a r d  whether  A u s t r i a n s  were a c t i n g  o n  
a n  i l l u s i o n  a s s g c i a t e d  w i t h  t h e  uncovered i n t e r e s t  d i i f e r e n t i a l  f a v o r i n g  
801 la r  a s s e t s .  

I n d u s t r i a l  p o l i c y  i r ,  P - u s t r i a  was wor ry ing ,  a s  t h e  n a t i o n a l i z e d  
i c d u s t r i e s  appea red  t o  r e p r e s e n t  a growing burden  01 t h e  G0vernmer.t , 
M r .  Lunds trom commented. The h o l d i n g  conpany o f  t h e  x s t i o n a l i z e d  ind71s- 
t r i e s  was p r o j e c t e d  t o  a b s o r b  1 . 5  p e r c e n t  of f e d e r a l  government t ax  
revenue  i n  1986,  up f r o u  0.5 percent :  i n  1984.  In a d d i t i o n ,  t h e  most  
i m p o r t a n t  of tile n a t i o n a l i z e d  companies  had been  e x p e r i c n c i n g  f i n a n c i a l  
d i f f i c u l t i e s ,  which s u g g e s t t d  t b s t  a r e c o n s i d e r a t i o n  of ..he a u t h o r i t i e s '  
pol.Lcy toward  t h e  n a t i o f i a l i z e d  i n d u s t r i e s  was w a r r a n t e d .  He welcomed t h e  
e f f o r t  t o  c t r e a m l i n e  t h o  management of t h o s e  i n d u s t r i e s  and t h e  p u b l i c  
s t a t e m e n t  by t h e  a u t h o r i t i e s  t h a t  n a t i o n a l i z e d  companies  would no l o n g e r  
b e  r e s c u e d .  i t  would be i n t e r e s t i n g  20 know w h e t h e r  p r i v a t i z a t i o n  of 
some of t h e  n a t i o n a l i z e d  i n d u s t r i e s  was a l s o  be ing  g i v e n  s e r i o u s  c o n s i d e r -  
a t i o n .  A s  he saw i t ,  t h e  a u t h o r i t i e s '  f e e l i n g  t h a t  t hey  would be u n a b l e  
t o  sell t h o s e  i n d u s t r i e s  a t  a f a i r  p r ice  u n l e s s  t h e y  were r e s t r u c t u r e d  
and s t r e n g t h e n e d  w a s  dn i n d i c a t i o n  t h a t  t h e  p u b l i c  management of t h e  
i n d u s t r i e s  l e f t  someth ing  t o  be d e s i r e d .  A l s o ,  h e  would welcome s t a f f  
comment on t h &  i n d i c a t i o n  of t h e  a u t h o r i t i e s  t h a t  p r i v a t i z a t i o u  7f t h e  
n a t i o n a l i z e d  i n d u s t r i e s  c w l d  h u r t  eup loyees .  

The s h i f c  i n  e x p o r t s  toward f i n i s h e d  goods seemed t o  s i g n a l  t h a t  t h e  
e f f o r t s  of t h e  a u t h o r i t i e s  t o  r e s t r u c t u r e  t h e  economy had begun t o  b e a r  
f r u i t ,  M r .  Lundstrom n o t e d .  The s i g n a l  was a welcome one, a l t h o u g h  i t  was 
no tewor thy  t h a t  A u s t r i a ' s  economy c o n t i n u e d  t o  r e l y  h e a v i l y  on b a s i c  and 
s e n i f i n i s h e o  goods,  i n  t h e  p r o d u c t i o n  of which t h e  n a t i o n a l i z e d  indus-  
t r i e s  p layed  a ,dominant r o l e .  I n  sum, h e  was h p r e s s e d  by t h e  c o n t i n u e d  
good pe r fo rmance  of t h e  A u s t r i a n  economy b u t  was concerned  t h a t  more 
neoded t o  be d o n e ,  e s p e c i a l l y  i n  t h e  a r e e s  of f i s c a l  and i n d u s t r i a l  p o l i c y .  

Yr. Huang commended t h e  A u s t r i a n  a u t h o r i ' i e s  f o r  t h e  r a p i d  economic 
growtli ,  h i g h  d e g r e e  o f  p r i c e  s t a b i l i t y ,  low unemployment and good export 
performance t h a t  had been a c h i e v e d  over  t h e  p r e v i o u s  t e n  years .  I t  was 
a p p a r e n t  f rom t h e  s t a f f  report t h a t  CDP growth i n  1986 would c o i t i n u e  a t  
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abou t  t h e  same r a t e  as i n  1985.  The s t a f f  had a l s o  p r o j e c t e d  t h a t  
A u s t r i a ' s  terms of t r a d e  would improve,  t h a t  i n f l a t i o n  would c o n t i n u e  t o  
b e  low,  and t h a t  unernployment--which was r e l a t i v e l y  low by i n t e r n a t i o n a l  
s tandards- -would  remain  a t  a b o u t  rhe same l e v e l  as i n  1985. 

La rge  f i s c a l  d e f i c i t s  r e s u l t i n g  f rom s t i m u l a t i v e  f i s c a l  p o l i c i e s  
adop ted  i n  t h e  e a r l y  1 9 8 0 s  t o  h e l p  A u s t r i a  o u t  of a r e c e s s i o n  seemed t o  
be  t h e  major  chaklo.nge t o  t h e  a u t h o r i t i e s  a t  p r e s e n t  and c o u l d  a f f e c t  t h e  
macroeconomic e q u i l i b r i u m  of t h e  economy i f  t h e  f i s c a l  d e f i c i t s  c o n t i n u e d  
t o  widen uncheckeil, Mr. Huang c o n t i n u e d .  He a g r e e d  wi th  t h e  s t a f f  t h a t  
measu res  s h o u l d  be  t a k e n  t o  r e d u c e  t h e  f i s c a l  d e f i c i t s  by f o c u s i n g  on t h e  
e x p e n d i t u r e  s i d e ;  however ,  t h e  impact  of e x p e n d i t u r e  c u t s  on d o m e s t i c  
demand and growth  s h o i d d  be watched c a r e f u l l . y ,  p a r t i c u l a r l y  g i v e n  t h e  pro- 
j e c t e d  weakening of f o r e i g n  demand f o r  A u s t r i a r i  e x p o r t s .  I t  was e s s e n t i a l  
t h a t  t h e  r e l i a n c e  of :he n a t i o n a l i z e d  I n d u s t r i e s  on government  t r a n s f e r s  
a n d  s u b s i d i e s  s h o u l d  be r e d u c e d ;  however,  a n y  sudden  removal  of t h o s e  
t r a c s f e r s  and s u b s i d i e s  was noc recommended, s i n c e  t h a t  c o u l d  a d v e r s e l y  
a f f e c t  n o t  o n l y  t h e  n a t i o n a . l i z e d  i n d u s t r i e s  bu t  alsc, t h e  s t a b i l i t y  of t h e  
macroeconomy a s  a whc le .  A l s o  of c o n c e r n  were t h e  p o s s i b l e  c o n s e q u e n c e s  
on employment of t h e  a u t h o r i t i e s '  d e c i s i o n  n o t  to r e s c u e  t h e  n a t i o n a l i z e d  
i n d u s t r i e s  o r  t o  p r i v a t i z e  them, and  t h e  r ise  i n  u n i t  l a b o r  c o s t s ,  which 
c o u l d  e v e n t u a l l y  e r o d e  A u s t r i a ' s  c o m p e t i t i v e n e s s  and  weaken t h e  b a l a n c e  o f  
payments  p o s i t i o n .  The a u t h o r i t i e s  needed t o  a d o p t  m e a s u r e s  t o  p r e v e n t  
a n y  d e t e r i o r a t i o n  i n  r e l a t i v e  e x t e r n a l  c o m p e t i t i v e n e s s .  

Mr. D a l l a r a  ag reed  w i t h  t h e - s t a f f  t h a t  macroeconomic pe r fo rmance  i n  
A u s t r i a  i n  r e c e n t  y e a r s  had gene te ! ly  been commendable. Real GDP growth  
of 3 p e r c e n t  i n  1985--with a similar ra te  p r o j e c t e d  f o r  1986--coupie2 w i t h  
a growth o f  g r o s s  f i x e d  in;restment of 5 p e r c e n t  a l lowed  f o r  a f a v o r a b l e  
compar i son  between t h e  A u s t r i a n  economy and t h e  economies  of t h e  res t  of 
Europe.  A l s o  f a v o r a b l e  was t h e  unemployment ra te  of 4.5-5 p e r c e n t  i n  
r e c e n t  yer , rs .  I n  f a c t ,  a modes t  number of j o b s  had been c r e a t e d  i n  t h e  
p a s t  two y e a r s ,  w h i l e  i n f l a t i o n  a t  t h e  same t i m e  had  f a l l e n  from n e a r l y  
5 . 5  p e r c e n t  i n  1982 t o  a p r o j e c t e d  2 p e r c e n t  i n  1986.  Moreover ,  t h e  
c u r r e n t  a c c o u n t  of t h e  b a l a n c e  of payments had been  i n  rough b a l a n c e  f o r  
a nii.mber of y e a r s .  

D e s p i t e  t h e  f a v o r a b l e  o v e r a l l  economic r e c o r d  h e  had m e n t i o n e d ,  t h e  
s t a f f  had come t o  t h e  c o n c l u s i o n  t h a t  p o l i c y  changes  were needed  i f  
A u s t r i a ' s  b a s i c  economic s t r a t e g y  was t o  c o n t i n u e  t o  be  s u c c e s s f u l .  
M r .  D a l l a r a  remarked t h a t  he a g r e e d  wi th  t h e  t h r u s t  of t k a t  c o n c l u s i o n  and 
w i t h  t h e  s u g g e s t i o n  t h a t  two a reas - - the  f i s c a l  a c c o u n t s  and s t r u c t u r a l  
problems--were d e s e r v i n g  p a r t i c u l a r  emphas is .  With a n  a c t u a l  o r  prospec-  
t i v e  f i s c a l  d e f i c i t  i n  t h e  r ange  of 4 p e r c e n t  t o  5.5 p e r c e n t  of GUP i n  t h e  
f i v e - y e a r  p e r i o d  1982-86, and no  s i g n  of a d e c l i n e  i n  t h e  immedia te  f u t u r e ,  
o n e  would e x p e c t  t o  see some n e g a t i v e  impact  on  o v e r a l l  macroeconomic 
pe r fo rmance .  Some of t h a t  n e g a t i v e  impact  had n o t  y e t  been  f e l t  bu t  i t  
was l i k e l y  t o  be i n  t h e  p e r i o d  ahead .  Economic pe r fo rmance  i n d i c a t e d  t h a t  
l a r g e - s c a l e  f i n a n c i a l  c rowding  out  had n o t  y e t  o c c u r r e d ,  a l t h o u g h  t h e  
g rowth  c r e d i t e d  t o  t h e  p r i v a t e  s e c t o r  had been  less t h a n  t h a t  c r e d i t e d  t o  
t h e  Government.  Where t h e  c ? f f e c t s  of t h e  f i s c a l  d e f i c i t s  had emerged was 
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i n  t h e  a r e a  of i n t e r e s t  ra tes  and deb t  a c c u m u l a t i o n .  For  example,  d u r i n g  
1985, demand f o r  c r e d i t  t o  f i n a n c e  t h e  d e f i c i t  had a p p a r e n t l y  p l ayed  a 
p a r t  i n  t h e  r ise  in i n t e r e s t  r a t e s .  He wondered why A u s t r i a  had c o t  
f o l l o w e d  t h e  German example when t h e  d i s c o u n t  r a t e  had been  c u t  i n  March. 
I f  i t  hod done s o ,  p r i v a t e  i n v e s t m e n t  and growth p r o s p e c t s  might have  
been  h e l p e d ,  and p u b l i c  e x p e n d i t u r e s  migh t  have been  r educed .  I n t e r e s t  
payments on t h e  p u b l i c  deb t  had been r i s i n g ,  n o t  o n l y  i n  a b s o l u t e  t e r m s  
b u t  i n  r e l a t i o n  t o  GDP, f e d e r a l  tax revenues ,  and  f e d e r a l  e x p e n d i t u r e s .  
I n t e r e s t  payments of t h e  g e n e r a l  Government had r i s e n  from 2 .5  p e r c e n t  of 
GDP i n  1980 t o  3 .7  p e r c e n t  of GDP i n  1986,  and  f e d e r a l  i n t e r e s t  payments 
as a s h a r e  of f e d e r a l  e x p e n d i t u r e s  had r i s e n  from 6.25 p e r c e n t  t o  9 .5  pe r -  
c e n t  i n  t h e  same p e r i o d .  Those  r a t i o s  and developments  demons t r a t ed  t h e  
e x t e n t  t o  which r evenues  were b e i n g  pre-empted by t h e  need t o  make i n t e r e s t  
payments  on accumula ted  d e b t  and t h e  e x t e n t  t o  which e x p e n d i t u r e  p o l i c y  
i n  f u t u r e  would be i n c r e a s i n g l y  l i m i t e d  by t h a t  n o n d i s c r e t i o n a r y  e l emen t  
o f  p u b l i c  spend ing .  

The b u i l d u p  of  b o t h  domestLC and f o r e i g n  d e b t  had been s u b s t a n t i a l  
a n d  would r e p r e s e n t  a c o n s t r a i n t  on f u t u r e  p o l i c i e s  i n  A u s t r i a ,  
M r .  D n l l a r a  n o t e d .  The s t a f f  had p o i n t e d  o u t  t h a t  upward p r e s s u r e  on 
d o m e s t i c  i n t e r e s t  rates c o u l d  f o r  a p e r i o d  of t i m e  be reduced  by f o r e i g n  
bo r rowing  t o  f i n a n c e  t h e  budge t  d e f i c i t ,  a deve lopment  t h a t  had a l r e a d y  
been t a k i n g  p l a c e  t o  some e x t e n t .  I n  t h e  t h r e e  y e a r s  1983-85, f o r e i g n  
f i n a n c i n g  had accoun ted  f o r  16 p e r c e n t  of t h e  f e d e r a l  government d e f i c i t .  
I n  1986,  t h e  s h a r e  of f o r e i g n  f i n a n c i n g  was expec ted  t o  r i se  t o  abou t  
28 p e r c e n t .  I n  t h e  meant ime,  t o t a l  f e d e r a l  government  d e b t  had r i s e n  - 

f rom 30 p e r c e n t  of GDP i n  1982 t o  mre t h a n  4 1  p e r c e n t  i n  1986. The 
s t a f f ' s  medium-term f o r e i g n  d e b t  p r o j e c t i o n s  th rough  1992 sugges t ed  t h a t ,  
i f  world o i l  prices r e c o v e r e d  t o  n e a r 1 9 8 5  l e v e l s ,  b o t h  d e b t  and d e b t  
s e r v i c e  r a t i o s  c o u l d  r i se  subs  t a n t i a l l y  above t h e n  1985 l e v e l s .  N h i l e  
s u c h  asmedium-term s c e n a r i o  might  n o t  mater ia l ize ,  and a l t h o u g h  A u s t r i a ' s  
d e b t  f i g u r e s  were by no  means i n .  t h e  cr is is  r a n g e ,  t h e  d i r e c t i o n  of 
movement and t h e  a b s o l u t e  s i z e  of t h e  r a t i o s  demanded c l o s e  a t t e n t i o n  and  
s h o u l d  be a s o u r c e  of c o n c e r n  t o  t h e  a u t h o r i t i e s .  

The s t a f f  had ment ioned  t h a t  t h e  A u s t r i a n  a u t h o r i t i e s  d i d  n o t  b e l i e v e  
t h a t  t hey  c o u l d  t a k e  s u b s t a n t i a l  c o r r e c t i v e  f i s c a l  a c t i o n  u n t i l  1987,  
M r .  D a l l a r a  o b s e r v e d .  While p o l i t i c a l l y  u n d e r s t a n d a b l e ,  a n y  d e l a y  i n  t h e  
f i s c a l  a d j u s t m e n t  m i g h t  w e l l  i n c r e a s e  i t s  c o s t  and r educe  p r o s p e c t s  f o r  a n  
o r d e r l y  outcome. Indeed  , h e  wondered whe the r  t h e  a u t h o r i t i e s  fully s h a r e d  
h i s  c o n c e r n s  and t h o s e  of t h e  s t a f f  r e g a r d i n g  t h e  c o s t s  of d e l a y  o v e r  t h e  
medium term. Perhaps  i n  t h e  l a t e  1970s and e a r l y  1980s  A u s t r i a  had been 
a b l e  t o  f o l l o w  pol ic ies  comparable  t o  t h o s e  i n  o t h e r  key t r a d i n g  p a r t n e r s ;  
more r e c e n t l y ,  however,  per formance  i n  o t h e r  i n d u s t r i a l  c o u n t r i e s  had 
improved ,  and p o l i c i e s  needed t o  be s t r e n g t h e n e d  and c o n s o l i d a t e d  , espe-  
c i a l l y  i n  t h e  f i n a n c i a l  f i e l d .  

The s t a f f  had a l r e a d y  p o i n t e d  t o  some r e v e n u e - r a i s i n g  and ' e x p e n d i t u r e -  
c u t t i n g  measures t h a t  might be d e s i r a b l e ,  Mr. D a l l a r a  commented. O n  t h e  
r e v e n u e  s i d e ,  a r e d u c t i o n  i n  t h e  m a r g i n a l  p e r s o n a l  income t a x  rates c o u l d  
be h e l p f u l ,  and i t  was worth n o t i n g  i n  t h a t  r e g a r d  t h a t  g e n e r a l  government 
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r e v e n u e s  a t  p r e s e n t  r e p r e s e n t e d  4 7  p e r c e n t  of GDP w h i l e  e x p e n d i t u r e s  were 
a p p r o a c h i r g  50 p e r c e n t  of GDP. The s t a f f  had a l s o  p o i n t e d  t o  a r e d u c t i o n  
i n  tax exempt ions  as a n o t h e r  means of r e d u c i n g  t h e  d e f i c i t ,  sFnce  l o s t  
r e v e n u e s  from tax exempt ions  a v e r a g e d  a b o u t  32 p e r c e n t  of f e d e r a l  tax 
r e v e n u e s .  N o n e t h e l e s s ,  h e  a g r e e d  with' t h e  s t a f f  t h a t  t h e  f o c u s  must  b e  
o n  e x p e n d i t u r e s ,  p a r t i c u l a r l y  o n  v a r i o u s  t r a n s f e r s  and s u b s i d i e s ,  which 
n o t  o n l y  c o n t r i b u t e d  t o  t h e  f i s c a l  imba lance  but  a l s o  c r e a t e d  economic  
d i s t o r t i o n s  i n  t h e  economy. 

H e  was p l e a s e d  t o  n o t e  t h a t  t h e  a u t h o r i t i e s  were de te rmined  n o t  t o  
engage  i n  any  f u r t h e r  r e s c u e  o p e r a t i o n s  f o r  n a t i o n a l i z e d  i n d u s t r i e s ,  
Mr. Dallara s a i d ,  a n d  t h e  new c o n t r o l  p r o c e d u r e s  d e s c r i b e d  by Mr. S c h n e i d e r  
might  h e l p  them a c h i e v e  b e t t e r  management of t h o s e  i n d u s t r i e s .  A l s o ,  t h e  
f i x i n g  of d e a d l i n e s  f o r  companies  t o  become p r o f i t a b l e  o r  s u f f e r  l i q u i -  
d a t i o n  was e n c o u r a g i n g ,  a l t h o u g h  h e  wandered l i k e  o t h e r s  why p r i v a t i z a t i o n  
had  n o t  been  c o n s i d e r e d  a s  a n  o p t i o n .  I n  o r d e r  t o  d e a l  w i t h  t h r  economic  
a n d  f i s c a l  problems l i k e l y  t o  be  e x p e r i e n c e d  by A u s t r i a  ove r  t h e  medium 
term, p r i v a t i z a t i o n  might  be n e c e s s a r y .  

C o n s t r a i n t s  on  monetary p o l i c y  a r i s i n g  from open marke t s  i n  A u s t r i a ,  
and  t h e  need t o  a c h i e v e  p o l i c y  and pe r fo rmance  conve rgence  w i t h  a few key 
t r a d i n g  economies - - e spec ia l ly  Germany-made p o l i c y  management i n  A u s t r i a  
a complex matter, M r .  D a l i a r a  remarked.  S t i l l ,  improvements  and innova-  
t i o n s  i n  t h e  f i n a n c i a l  marke ts - - smh as t h e  i n i t i a t i o n  of t h e  s h o r t - t e r m  
open-market  o p e r a t i o n s  i n  1985, t h e  t a x  i n c e n t i v e s  f o r  newly i s s u e d  s h a r e s ,  
t h e  e l i m i n a t i o n  of  d o u b l e  t a x a t i o n  o f  d i v i d e n d s ,  and  t h e  i n t r o d u c t i o n  of  
new bank ing  l e g i s l a t i o n - - s h o u l d  be  h e l p f u l .  I n  p a r t i c u l a r ,  t h e  e f f o r t  t o  
s t r e n g t h e n  t h e  f i n a n c i a l  p o s i t i o n  of t h e  b a n k i n g  s y s t e m  was commencible  
a l t h o u g h  he  c o u l d  a l s o  s l i ppor t  t h e  i d e a  t h a t  s p e c i f i c  p r u d e n t i a l  measu res  
needed  t o  be ba l anced  a g a i n s t  t h e  need  t o  s t r e n g t h e n  c o m p e t i t i o n  i n  t h e  
bank ing  s e c t o r ,  i n t e r  a l i a ,  t h r o u g h  t h e  a s s u r a n c e s  of e q u i t a L l e  treatment 
of f o r e i g n  banks o p e r a t i n g  i n  A u s t r i a .  I n  c o n c l u s i o n ,  h e  j o i n e d  o t h e r  
D i r e c t o r s  i n  n o t i n g  t h a t  t h e  A u s t r i a n  economy had c l e a r l y  been  pe r fo rming  
w e l l .  He  had chosen t o  mention one  o r  two p o t e n t i a l  problems o n l y  i n  t h e  
hope t h a t  t h e  a u t h o r i t i e s  would a d d r e s s  them p r o m p t l y  so t h a t  A u s t r i a ' s  
good economic per formance  c o u l d  be c o n t i n u e d .  

M r .  Romuiildez o b s e r v e d  t h a t  t h e  A u s t r i a n  economy had f o r  many y e a r s  
per formed w e l l  by i n t e r n a t i o n a l  s t a n d a r d s .  I n  t h e  p a s t  decade ,  by compar- 
i s o n  w i t h  mos t  European  c o u n t r i e s ,  A u s t r i a  had a c h i e v e d  r e l a t i v e l y  r a p i d  
g rowth ,  a h i g h  d e g r e e  of p r i c e  s t a b i l i t y ,  a c o n t i n u i n g  low unemployment 
r a t e  and a s a t i s f a c t o r y  e x t e r n a l  p o s i t i o n .  Moreover ,  p r o s p e c t s  f o r  1986 
were f o r  a c o n t i n u a t i o n  of t h e  p o s i t i v e  p a t t e r n .  The Aus t r . i an  a u t h o r i t i e s  
t h u s  d e s e r v e d  commendation, a s  t h e i r  economic p o l i c i e s  had been i n s t r u -  
m e n t a l  i n  a c h i e v i n g  t h e  s u c c e s s e s  he had d e s c r i b e d .  P a r t i c u 1 a r l . y  n o t a b l e  
i n  t h a t  r e s p e c t  were t h e  s o c i a l  p a r t n e r s h i p  and t h e  h a r d  c u r r e n c y  p o l i c y .  

N o n e t h e l e s s ,  A u s t r i a  was n o t  w i t h o u t  i t s  economic problems,  
M r  . Romu5ldez c o n t i n u e d .  An e x p a n s i o n a r y  s t i m u l a t o r y  program d u r i n g  
1982--83 had  s a d d l e . ?  t h e  c o u n t r y  wi th  a l a r g e  f i s c a l  d e f i c i t ,  which t h e  
a u t h o r i t i * s  a t  p r e s e n t  were f i n d i n g  d i f f i c u l t  t o  c o n t r o l .  The f e d e r a l  
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gcvernment  d e b t  had r e a c h e d  n e a r l y  40 p e r c e n t  of GDP i n  1985, and i n t e r e s t  
payments  on t h a t  d e b t  had been  n e a r l y  20 p e r c e n t  of f e d e r a l  t a x  r evenues .  
Such a l a r g e  d e f i c i t  cou ld  e v e n t u a l l y  weaken t h e  c o u n t r y ' s  e x t e r n a l  pos i -  
t i o n .  Moreover ,  t h e  b a l a n c e  of payments  remained v u l n e r a b l e  because  of 
weaknesses  i n  Aus t r i . a ' s  e x p o r t  s t r u c t u r e  and i t s  heavy  r e l i a n c e  on low- 
i ncmie t o u r  i sm . 

The n a t i o n a l i z e d  i n d u s t r i e s  a l s o  r e p r e s e n t e d  a growing burden  on 
government f i n a n c e s ,  Mr. Romuzldez s a i d ,  and  h e  wondered whether  o r  n o t  
t h e  emphas is  of t h o s e  i n d u s t r i e s  on t h e  p r o d u c t i o n  of b a s i c  and semi- 
f i n i s h e d  goods l e d  t o  an  e f f i c i e n t  a l l o c a t i o n  of r e s o u r c e s .  The i n f l a t i o n  
d i f f e r e n t i a l  between A u s t r i a  and Germany had widened a t  t h e  beg inn ing  of  
1986, a l t h o u g h  t h e  i n f l a t i o n  r a t e  was p r o j e c t e d  t o  d e c l i n e  t o  abou t  
1 .5  p e r c e n t  f o r  t h e  y e a r  a s  a whole .  I n t e r n a t i o n a l  reserves had d e c l i n e d  
s i g n i f i c a n t l y  d u r i n g  t h e  c o u r s e  of  1985 because  of s h o r t -  and long- te rm 
c a p i t a l  o u t f l o w s .  Moreover ,  monetary  p o l i c y  a t  p r e s e n t  migh t  be b e a r i n g  
a n  unduly  l a r g e  s h a r e  of t h e  t a s k  o f  ma in ta i r i i ng  A u s t r i a ' s  ha rd  c u r r e n c y  
p o l i c y ,  w i t h  t h e  r i s k  t h a t  i n t e r e s t  r a t e s  c o u l d  be pushed tc, unwantcd 
l e v e l s .  The r ange  of problems h e  had mentioned c o u l d  n o t  be l i g h t l y  
d i s m i s s e d ,  a l t h o u g h  t h e  Board had a t  least  t h r e e  good r e a s o n s  f o r  be ing  
c o n f i d e n t  t h a t  t h e  a u t h o r i t i e s  would r e spond  a p p r o p r i a t e l y  t o  t h e  cha l -  
l e n g e s .  F i r s t ,  such problems were  n o t  w i t h o u t  p r e c e d e n t  i n  A u s t r i a  a n d ,  
as t h e  r e c o r d  showed, t h e  a u t h o r i t i e s  had been  a b l e  t o  overcome them i n  
t h e  p a s t .  Second,  t h e  ha rd  c u r r e n c y  p o l i c y  a c t e d  a s  a c a t a l y s t  f o r  
a d j u s t m e n t ;  i n d e e d ,  i t  had prompted t h e  a u t h o r i t i e s  t o  r e spond  q u i c k l y  t o  
chang ing  economic c o n d i t i o n s .  By r e q u i r i n g  conve rgence  i n  fundamen ta l  
economic- c o n d i t i o n s  and  p o l i c i e s  w i th  Germany, t h e  ha rd  c u r r e n c y  s t r a t e g y  
s h o u l d  c o n t i n u e  t o  s e r v e  A u s t r i a  w e l l .  T h i r d ,  w h i l e  t h e  improved i n t e r n a -  
t i o n a l  c o n d i t i o n s  b rough t  abou t  by t h e  d e c l i n e  i n  i n t e r n a t i o n a l  o i l  p r i c e s  
s h o u l d  make a d j u s t m e n t  e a s i e r ,  t h e  a u t h o r i t i e s  n o n e t h e l e s s  seemed t o  be 
f u l l y  aware of t h e  s t e p s  t h a t  must be t a k e n  t o  b r i n g  abou t  t h e  n e c e s s a r y  
a d j u s t m e n t s  i n  t h e  economy. On t h e  f i s c a l  s i d e ,  f o r  example,  t h e y  had 
adopted  a medium-term o b j e c t i v e  of r e d u c i n g  t h e  d e f i c i t  of t h e  F e d e r a l  
Government t o  abou t  2 . 5  p e r c e n t  of GDP, and t h e y  had a l r e a d y  a c h i e v e d  
t h e i r  immediate  g o a l  of s t a b i l i z i n g  t h e  d e f i c i t .  As f o r  t h e  g o a l  o f  
medium-term f i s c a l  c o n s o l i d a t i o n ,  t h e  a u t h o r i t i e s  seemed f u l l y  aware  of 
t h e  need t o  focus  or  e x p e n d i t u r e  r e d u c t i o n s  and t o  adopt  a f i r m  a t t i t u d e  
toward  t h e  n a t i o n a l i z e d  i n d u s t r i e s .  H i s  op t imism s h o u l d  n o t  be  t a k e n  t o  
s u g g e s t  t h a t  t h e  v a r i o u s  p o l i c y  a d j u s t m e n t s  h i g h l i g h t e d  by t h e  s t a f f  
would be made a u t o m a t i c a l l y  o r  w i t h o u t  c o s t .  But t h e  A u s t r i a n  r e c o r d  of 
r e s p o n d i n g  t o  c h a l l e n g e s  l e f t  him c o n f i d e n t  t h a t  t h e  new s i t u a t i o n  would 
be  approached  w i t h  d e t e r m i n a t i o n .  

The p o s i t i v e  s i g n a l s  he had mentioned l e d  h im t o  wonder a b o u t  t h e  
s t a f f  recommendation t h a t  t h e  n e x t  A r t i c l e  I V  c o n s u l t a t i o n  wi th  A u s t r i a  
s h o u l d  be h e l d  on t h e  s t a n d a r d  12-month c y c l e ,  Mr. Romugldez commented. 
I t  c o u l d  be a rgued  t h a t  A u s t r i a  d i d  n o t  f a l l  i n  t h e  c a t e g o r y  of member 
c o u n t r i e s  r e q u i r i n g  s t r i c t  a d h e r e n c e  t o  an  a n n u a l  i n t e r v a l  between 
c o n s u l t a t i o n s .  The c o u n t r y  was n o t  u s i n g  Fund r e s o u r c e s  and d i d  n o t  
f a c e  immedia te  economic and f i n a n c i a l  problems.  Even i f  i t  was f a c i n g  
such  problems,  i t  seemed u n l i k e l y  t h a t  t h e y  would pose a t h r e a t  t o  t h e  
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i n t e r n a t i o n a l  w n e t a r y  sys t em.  I n  t h e  c i r c u m s t a n c e s ,  a n  18-month o r  
24-month c y c l e  migh t  be  s u f f i c i e n t .  Of c o u r s e ,  i f  t h e  a u t h o r i t i e s  f e l t  
t h r t  Fund a d v i c e  th rough  a n n u a l  c o n s u l t a t i o n s  was i m p o r t a n t ,  h e  would n o t  
oppose  :he i r  w i sh .  In t h o s e  c i r c u m s t a n c e s ,  however ,  a smaller s t a f f  team 
might  s u f f i c e .  

M r .  Z e c c h i n i  obse rved  t h a t  A u s t r i a  c o n t i n u e d  t o  d i s t i n g u i s h  i t s e l f  
wi th  p ruden t  ecouomic p o l i c i e s  and e n v i a b l e  economic per formance .  I n  
1985, rea l  GDP had i n c r e a s e d  a t  e ra te  of 3 p e r c e n t ,  w h i l e  unemployment,  
a t  4.8 p e r c e n t ,  had remained  relatively l o w  by i n t e r n a t i o n a l  s t a n d a r d s  
and i n f l a t i o n  had been  subdued.  F u r t h e r  p o s i t i v e  deve lopmen t s  were 
e x p e c t e d  f o r  1986, p a r t l y  f o s t e r e d  by a f a v o r a b l e  i n t e r n a t i o n a l  e n v i r o n -  
ment .  Lower o i l  p r i c e s  and improved terms of t r a d e  were e x p e c t e d  t o  l e a d  
t o  a s t r e n g t h e n i n g  of d o m e s t i c  demand, a f u r t h e r  d e c r e a s e  i n  t h e  r a t e  o f  
i n f l a t i o n ,  and t h e  emergence of a s u r p l u s  i n  t h e  c u r r e n t  a c c o u n t  i n  t h e  
b a l a n c e  of payments .  

The s t a f f  had c o n v i n c i n g l y  n o t e d  t h a t  t h e  m a i n t e n a n c e  of t h e  f r u i t f u l  
h a r d  c u r r e n c y  p o l i c y  of l i n k i n g  t h e  s h i l l i n g  t o  t h e  d e u t s c h e  mark r e q u i r e d  
a h a r m o n i z a t i o n  of A u s t r i a ' s  macroeconomic p o l i c i e s  and c o s t  pe r fo rmance  
w i t h  t h o s e  i n  Germany, Mr. Z e c c h i n i  c o n t i n u e d .  However,  c o s t s  a n d  f i s c a l  
deve lopmen t s  tended t o  d i v e r g e  i n  t h e  two c o u n t r i e s  and ,  i f  n o t  c o r r e c t e d ,  
c o u l d  undermine i n  t h e  medium term r h e  e f f e c t i v e n e s s  of t h e  h a r d  c u r r e n c y  
s t r a t e g y .  U n i t  l a b o i  c o s t s  had i n c r e a s e d  r e l a t i v e l y  more r a p i d l y  i n  
A u s t r i a  t h a n  i n  Germany ir! 1985, and t h e  t r e n d  c o u l d  c o n t i n u e  i n  1986. 
The e x t e r n a l  c o m p e t i t i v e n e s s  of A u s t r i a n  goods c o u l d  be weakened u n l e s s  
t h e  t r a d e - o f f  between t h e  h a r d  c u r r e n c y  p o l i c y  and t h e  s o c i a l  c o n s e n s u s  
was made to  work i n  t h e  d i r e c t i o n  of r e l a t i v e l y  l o w e r  c o s t  i n c r e a s e s  a n d ,  
c o n s e q u e n t l y  of t h e  s t a b i l i z a t i o n  of t h e  r e a l  e f f e c t i v e  exchange r a t e  a t  
i t s  l e v e l  a t  t h e  beg inn ing  of 1985. 

Bpcause of more e x p a n s i o n a r y  f i s c a l  p o l i c i e s  i n  A u s t r i a  t h a n  i n  
Germany i n  t h e  p a s t  two y e a r s ,  monetary p o l i c y  had bo rne  t h e  burden  o f  
implement ing  t h e  exchange r a t e  s t r a t e g y ,  M r .  Z e c c h i n i  n o t e d .  The r e s u l t  
had been a f i r m i n g  of i n t e r e s t - r a t e s  i n  A u s t r i a  t o  an e x t e n t  t h a t  c o u l d  
dampen economic a c t i v i t y  and f i x e d  c a p i t a l  a c c u m u l a t i o n ,  t h e r e b y  weaken- 
i n g  t h e  economy's  growth p o t e n t i a l  i n  t h e  medium term. F u r t h e r m o r e ,  t h e  
f i s c a l  d e f i c i t  a s  a p e r c e n t a g e  of GDP was e x p e c t e d  t o  i n c r e a s e  i n  1986,  
a l b e i t  modes t ly .  The i n c r e a s e  might  be p a r t l y  r e l a t e d  to  t h e  f a c t  t h a t ,  
a s  P a r l i a m e n t a r y  e l e c t i o n s  were schedu led  f o r  A p r i l  1987, t h e r e  was sonie 
r e l u c t a n c e  t o  t a c k l e  t h e  problem d e c i s i v e l y  b e f o r e  t h a t  d a t e .  Nonethe- 
l e s s ,  h e  encouraged  t h e  a u t h o r i t i e s  t o  pu r sue  a t i m e l y  p o l i c y  o f  f i s c a l  
c o n s o l i d a t i o n .  I n  a b s e n c e  of c o r r e c t i v e  m e a s u r e s ,  r e v e n u e s  would t e n d  
t o  i n c r e a s e  more  s l o w l y  and e x p e n d i t u r e s  expand more r a p i d l y  t h a n  GDP; 
hence  some s t r u c t u r a l  a d j u s t m e n t s  would seem t o  be c a l l e d  f o r  i n  t h e  t a x  
system--in o r d e r  t o  i n c r e a s e  r evenue  e l a s t i c i t y  c r i t h  r e s p e c t  t o  GDP--and 
i n  t h e  e x p e n d i t u r e  mechanisms t o  check t h e  b r i s k  t e n d e n c y  of o u t l a y s  t o  
r i se .  On t h e  revenue  s i d e ,  h e  c o u l d  s u p p o r t  t h e  a u t h o r i t i e s '  i n i t i a t i v e  
t o  r e d u c e  tax  exempt ions .  A s  f o r  e x p e n d i t u r e s ,  he  had n o t  found i n  the 
r e p o r t  p rec ise  i n d i c a t i o n s  of t h e  a u t h o r i t i e s '  p l a n s ,  and  h e  wondered 
whether  t h e  s t a f f  o r  Mr. S c h n e i d e r  cou ld  e l a b o r a t e  on t h e  e x p e n d i t u r e  
r e d u c i n g  measu res  unde r  c o n s i d e r a t i o n .  
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N a t i o n a l i z e d  i n d u s t r i e s  had of l a t e  been  p l a c i n g  a s i g n i f i c a n t  
bu rden  on p u b l i c  f i n a n c e s  anu wtre e x p e c t e d  t o  c o n t i n u e  t o  do so i n  t h e  
n e a r  f u t u r e ,  a s  i n d i c a t e d  by t h e  v e c e n t  Voes t -Alp ine  case, M r .  Z e c c h i n i  
remarked .  Hc was p l e a s e d  t o  see t h a t  t h e  a u t h o r i t i e s  had r e i t e r a t e d  
t h e i r  i n t e n t i o n  t o  a v o i d  f u t u r e  r e s c u e  o p e r a t i o n s  of  l o s s  making p u b l i c  
e n t e r p r i s e s ,  and  h e  s u p p o r t e d  t h e  emphas i s  b e i n g  g i v e n  t o  improving  t h e  
management of t h e  p u b l i c  e n t e r p r i s e s  i n  o r d e r  t o  i n c r e a s e  t h e i r  p r o f i t -  
a b i l i t y  r a t h e r  t h a n  s e e k i n g  t h e i r  p r i v a t i z a t i o n  immedia t e ly .  
i z a t i o n  were a t t e m p t e d  a t  p r e s e n t ,  t h e  e n t e r p r i s e s  would command low sale 
p r i c e s  5 e c a u s e  of t h e  f i n a n c i a l  d i f f i c u l t i e s  f a c i n g  i n d i v i d u a l  f i r m s .  
However, i f  t h e  e f f o r t s  of t h e  a u t h o r i t i e s  t o  make t h o s e  e n t e r p r i s e s  
e c o n o m i c a l l y  v i a b l e  were n o t  t o  be s u c c e s s f u l  a f t e r  some l i m i t e d  p e r i o d  
of t i m e ,  t h e  a u t h o r i t i e s  s h o u l d  c o n s i d e r  t h e  p o s s i b i l i t y  of s e l l i n g  t h e  
e n t e r p r i s e s  r a t h e r  t h a n  s imply  c l o s i n g  them down. 

I f  p r i v a t -  

A r e f o r m  of banking  r e g u l a t i o n s  was underway t o  i n c r e a s e  t h e  
s t a b i l i t y  o f  t h e  f i n a n c i a l  s y s t e m ,  M r .  Z e c c h i n i  n o t e d .  T h e  planned 
s t r e n g t h e n i n g  of t h e  banks '  c a p i t a l  base  ziid t h e  i d e a  of p u t t i n g  c e i l i n g s  
a n  t h e i r  open f o r e i g n  exchange p o s i t i o n s  as  wel l  as on  t h e i r  exposure  
vi.s-2-vis s i n g l e  d e b t o r s  were a p p r o p r i a t e  
s p e c i f i c a l l y  a b  ? i d  e x c e s s i v e  c o n c e n t r a t i o n  of f i n a n c i a l  r i s k s .  G e n e r a l l y ,  
t h e  a u t h o r i t i e s  s h o u l d  s e e k  g r e a t e r  s t a b i l i t y  i n  f i n a n c i a l  i n s t i t u t i o n s  
and g r e a t e r  o p e r a t i o n a l  e f f i c i e n c y ,  which s h o u l d  be  ach ieved  ma in ly  
th rough  g r e a t e r  c o m p e t i t i o n  i n  t h e  market  p l a c e .  I n  t h a t  r e spec t ,  t h e r e  
appea red  t o  be some d i f f e r e n c e  of v i ew be tween t h e  a u t h o r i t i e s  and t h e  
s t a f f  abou t  t h e  g e n t l e m e n ' s  agreement  r eached  i n  1984 t o  l i m i t  compet i -  
t i o n  among banks.  
t h e  E x e c u t i v e  Board on t h e  o c c a s i o n  of t h e  1984 A r t i c l e  I V  c o n s u l t a t i o n ,  
and its i m p l i c a t i o n s  f o r  marke t  e f f i c i e n c y  s l iould be  c o n s i d e r e d  by t h e  
a u t h o r i t i e s .  

The l a t t e r  measures  shou ld  

The agreement  had been  viewed w i t h  some conce rn  by 

Mr. Sa lehkhou,  n o t i n g  h i s  agreement  >with t h e  s t a f f  a p p r a i s a l ,  
r e m r k e d  t h a t  o v e r a l l  economic per formance  a s  w e l l  a s  monetary and  f i n a n -  
c i a l  deve lopments  i n  A u s t r i a  c o n t i n u e d  t o  be f a v o r a b l e  by i n t e r n a t i o n a l  
s t a n d a r d s .  I n  1985 ,  o u t p u t  had grown more t h a n  i n  most European c o u n t r i e s ,  
i n f l a t i o n  had d e c l i n e d ,  and  t h e  e x t e r n a l  c u r r e n t  a c c o u n t  p o s i t i o n  had 
improved,  f o l l o w i n g  a r e l a t i v e l y  small d e f i c i t  i n  1984.  Dur ing  t h e  p e r i o d  
197A-85, t h e  A u s t r i a n  economy had r e g i s t e r e d  a r e l a t i v e l y  r a p i d  growth  o f  
2 . 4  p e r c e n t  p e r  yea r  on ave rage .  Such c o m p a r a t i v e l y  f a v o r a b l e  per formance  
had ,  moreover', been  combined w i t h  a h igh  d e g r e e  of p r i c e  s t a b i l i t y - - a s  
i n f l a t i o n  had ave raged  5 . 7  p e r c e n t  p e r  y e a r  i n  t h e  same p e r i o d  a g a i n s t  
1 0 . 7  p e r c e n t  i n  t h e  European  OECD coun t r i e s - - a  r e l a t i v e l y  low unemployment 
r a t e  a t  4 .75  p e r c e n t  i n  1 9 8 5 ,  and a s a t i s f a c t o r y  e x t e r n a l  p o s i t i o n ,  w i t h  
t h e  c u r r e n t  a c c o u n t  i n  approx ima te  b a l a n c e  f o r  t h e  p a s t  few y e a r s .  

I t  was i m p o r t a n t  t o  n o t e  t h a t  t h e  A u s t r i a n  economic ach ievemen t s  
were b a s i c a l l y  a t t r i b u t a b l e  t o  a two pronged soc ioeconomic /monetary  
p o l i c y  approach ,  Mr. Sa lehkhou c o n t i n u e d .  On t h e  one  h a n d ,  t h e  e f f e c t i v e  
i m p l e m e n t a t i o n  or' t h e  s o c i a l  p a r t n e r s h i p  o v e r  t h e  p a s t  30 y e a r s  had 
moderated c o s t  p r e s s u r e s  th rough  consensus  among l a b o r  u n i o n s ,  employers ,  
and government ,  t h u s  p r o v i d i n g  a f a v o r a b l e  s e t t i n g  f o r  p r i c e  and wage 
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policies.  A t  t h e  same t i m e ,  by e s t a b l i s h i n g  a s t r o n g  l i n k  between t h e  
A u s t r i a n  s h i l l i n g  and t h e  d e u t s c h e  mark, t h e  a u t h o r i t i e s  remained com- 
m i t t e d  t o  t h e  h a r d  c u r r e n c y  p o l i c y  t h a t  had l e d  t o  a s t a b l e  f i n a n c i a l  
e n v i r o n m e n t .  It s h o u l d  be emphasized , however ,  t h a t  t h e  s u c c e s s f u l  
m a i n t e n a n c e  of t h e  h a r d  c u r r e n c y  p o l i c y  o v e r  t h e  medium term r e q u i r e d  a 
c o n v e r g e n c e  i n  fundamen ta l  economic c o n d i t i o n s  and p o l i c i e s  i n  A u s t r i a  
a n d  Germany. Although t h e  i n t e r e s t  r a te  d i f f e r e n t i a l  v i s -2 -v i s  Germany 
had narrowed t o  a b o u t  1 p e r c e n t a g e  p o i n t  by end-1985, i t  had widened 
a g a i n  a t  t h e  b e g i n n i n g  of  1986, due i n  p a r t  t o  t h e  d i v e r g e n c e  i n  f i s c a l  
p o l i c y .  It was c l e a r  t h u s  t h a t  t h e  c o n t i n u a t i o n  of A u s t r i a ‘ s  f a v o r a b l e  
economic performance depended l a r g e l y  on t h e  a u t h o r i t i e s ’  s u c c e s s  i n  
f i s c a i  c o n s o l i d a t i o n .  

The 1986 f e d e r a l  government budge t  showed a s l i g h t  i n c r e a s e  i n  t h e  
d e f i c i t / G D P  r a t t o ,  and h e  was p l e a s e d  t o  n o t e  t h e  a u t h o r i t i e s ’  i n s t r u c -  
t i o n s  t o  k e e p  d i s c r e t i o n a r y  e x p e n d i t u r e s  below budget  estimates, 
M r .  Salehkhou con?ment.ed. E f f e c t i v e  i m p l e m e n t a t i o n  of t h o s e  i n s t r u c t i o n s ,  
c o u p l e d  w i t h  a f o c u s  on d e c r e a s i n g  e x p e n d i t u r e s  i n  t h e  b a s i c  d e f i c i t  
s e c t o r s ,  such  a s  r a i l w a y s ,  a g r i c u l t u r e  p e n s i o n s ,  and t h e  n a t i o n a l i z e d  
i n d u s t r i e s ,  s h o u l d  h e l p  p r e v e n t  a f u r t h e r  w iden ing  of t h e  d e f i c i t .  The 
n a t i o n a l i z e d  i n d u s t r i e s  i n  p a r t i c u l a r  r e p r e s e n t e d  a growing bu rden  on t h e  
b u d g e t ,  and t h e  a u t h o r i t i e s ’  e f f o r t s  t o  s t r e n g t h e n  management s t r u c t u r e s  
and t h e i r  s t a t e d .  i n t e n t i o n  n o t  t o  r e s c u e  loss-making e n t e r p r i s e s  i n  
f u t u r e  seemed to  be s t e p s  i n  t h e  r i g h t  d i r e c t i o n .  

While  t h e  A u s t r i a n  economy c o n t i n u e d  t o  r e l y  m a i n l y  on b a s i c  and 
s e m i f i n i s h e d  goods f o r  e x p o r t s ,  t h e  r e c e n t  s h i f t  toward f i n i s h e d  goods 
w a s  welcome and s h o u l d  be e n c o u r a g e d ,  M r .  Salehkhou s a i d .  F i n a l l y ,  
a l t h o u g h  o f f i c i a l  development  a s s i s t a n c e  remained below A u s t r i a ‘ s  o m  
p r e v i o u s  commitments, i t s  r e l a t i v e  p r o g r e s s  toward i n c r e a s i n g  t h e  l e v e l  
of  ODA i n  1985 c l o s e r  t o  t h a t  i n  o t h e r  OECD members was welcome, as was 
t h e  b i l a t e r a l  t e c h n i c a l  a s s i s t a n c e  t h a t  A u s t r i a  had p r o v i d e d .  

M r .  Jayawardena remarked t h a t  w h i l e  h e  was g e n e r a l l y  i n  agreement  
w i t h  t h e  t h r u s t  of t h e  s t a f f  p a p e r ,  h e  noted  t h a t  i t  had n o t  e x p l i c i t l y  
been  framed i n  t h e  c o n t e x t  of t h e  p r e v i o u s  c o n s u l t a t i o n ,  and h e  wondered 
w h e t h e r  c l e a r e r  i n s t r u c t i o n s  toward t h a t  end s h o u l d  n o t  be i s s u e d .  Like 
o t h e r  D i r e c t o r s ,  he  had been impressed  by t h e  p o s i t i v e  a c h i e v e m e n t s  of 
r e a s o n a b l e  economic growth,  low i n f l a t i o n ,  low unemployment and improve- 
ments i n  t h e ’ b a l a n c e  of payments i n  A u s t r i a .  A p p a r e n t l y ,  t h e  h a r d  
c u r r e n c y  p o l i c y  and t h e  s o c i a l  p a r t n e r s h i p  had worked w e l l ,  a l t h o u g h  
t h e r e  were c e r t a i n  r i s k s  i n  m a i n t a i n i n g  a h i g h  and i n f l e x i b l e  f i s c a l  
d e f i c i t .  C l e a r l y ,  t h e  a u t h o r i t i e s  s h o u l d  t a k e  a c l o s e  l o o k  a t  expendi-  
t u r e s ,  p a r t i c u l a r l y  t r a n s f e r s  t o  t h e  n a t i o n a l i z e d  s e c t o r .  

T h e r e  was a long h i s t o r y  o f  p u b l i c  o w n e r s h i p  i n  A u s t r i a ,  and i t  was 
n o t  p o s s i b l e  t o  r a t i o n a l i z e  t h e  r o l e  of t h e  p u b l i c  s e c t o r  u s i n g  t h e  
f a s h i o n a b l e  i d e o l o g i c a l  terms of n a t i o n a l i z a t i o n  v e r s u s  p r i v a t i z a t i o n ,  
Mr. Jayawardena c o n t i n u e d .  A s  he saw i t ,  t h e  ro le  of n a t i o n a l i z e d  
i n d u s t r i e s  w a s  i n t i m a t e l y  l i n k e d  t o  t h e  s o c i a l  p a r t n e r s h i p ,  t h e  c o r n e r -  
s t o n e  of A u s t r i a ’ s  economic s t r a t e g y ,  and i t  w a s  u n c l e a r  h o w  a r e f o r m  of 
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t h e  n a t i o n a l i z e d  i n d u s t r i e s  c o u l d  be  u n d e r t a k e n  wi thou t  a f f e c t i n g  t h a t  
p a r t n e r s h i p .  P e r h a p s  a more p r a g m a t i c  approach  t o  t h e  problem would be 
t o  encourage  open, f u l l - s c a l e  c o m p e t i t i o n  among i n d u s t r i a l  units w i t h i n  
t h e  n a t i o n a l i z e d  s e c t o r  on t h e  b a s i s  of a z e r o  burden  on t h e  t a x p a y e r .  
Such a n  approach  would a l s o  i n v o l v e  a r a t i o n a l i z a t i o n  of t h e  complex sub-  
s i d y  i n c e n t i v e  s t r u c t u r e ,  which had t h e  p o t e n t i a l  f o r  c r e a t i n g  s u b s t a n t i a l  
d i s t o r t i o n s .  In  t h a t  r e g a r d ,  he had been s u r p r i s e d  t o  r e a d  t h a t  t h e  
sys t em of s u b s i d i e s  accounted  f o r  more t h a n  3 p e r c e n t  of GDP. Hence, a 
r e fo rm of t h e  s u b s i d y  sys tem might  se t  t h e  s t a g e  f o r  a n  e v e n t u a l  d i v e r s i f i -  
c a t i o n  of e n t e r p r i s e  ownersh ip  and a r e d u c t i o n  i n  t h e  tax burden.  Mere ly  
c r e a t i n g  p r o f i t a b i l i t y  i n  t h e  p u b l i c  s e c t o r - w h i c h  many were i n c l i n e d  t o  
support--might  no t  prove adequa te ;  a n d ,  a s  he saw i t ,  t h e  road t o  r a t i o n -  
a l i z a t i o n  of t h e  p u b l i c  s e c t o r  l a y  th rough  t h e  s o c i a l  p a r t n e r s h i p .  

He had noted w i t h  i n t e r e s t  t h e  o b s e r v a t i o n  o f  t h e  s t a f f  and s e v e r a l  
of h i s  c o l l e a g u e s  t h a t  A u s t r i a  was r a t h e r  un ique  among high-income coun- 
t r i e s  i n  t h a t  i t  c o n c e n t r a t e d  h e a v i l y  o n  b a s i c  goods and l a b o r - i n t e n s i v e  
s e m i f i n i s h e d  goods,  Mr. Jayawardena remarked .  The r e a s o n  f o r  t h a t  
c o n c e n t r a t i o n  seemed t o  be a l e g a c y  o f  n a t i o n a l i z e d  ownersh ip .  P u b l i c  
e n t e r p r i s e s  g e n e r a l l y  t e n d e d  t o  l i v e  i r  t h e  p a s t  dnd ,  by t h e i r  n a t u r e ,  
were not  p a r t i c u l a r l y  a n x i o u s  t o  be i n n o v a t i v e .  A s  he  saw i t ,  a r e fo rm 
of t h e  p u b l i c  e n t e r p r i s e  sys t em w a s  v i t a l  t o  t h e  f u t u r e  of t h e  A u s t r i a n  
economy, and  i f  t h e  ha rd  c u r r e n c y  p o l i c y  had become p a r t  of t h e  s o c i a l  
p a r t q e r s h i p ,  t h e r e  was no r e a s o n  why t h e  d e s i r a b l e  r e f o r m  of t h e  n a c i o n a l -  
i.zed s e c t o r  cou ld  no t  be i n c l u d e d  as w e l l .  F i n a l l y ,  h e  welcomed t h e  
e f f o r t s  of t h e  A u s t r i a n  a u t h o r i t i e s  t o  i n c r e a s e  o f f i c i a l  development  
a s s i s t a n c e .  

The s t a f f  r e p r e s e n t a t i v e  from t h e  European Department  r e c a l l e d  t h a t  
s e v e r a l  D i r e c t o r s  had  q u e r i e d  t h e  g e n t l e m e n ' s  agreement  t o  l i m i t  compet i -  
t i o n  i n  t h e  banking sys tem.  The agreement  had grown o u t  of t h e  c o n s i d e r -  
a t i o n  Ehat some of t h e  banks ,  p a r t i c u l a r l y  t h e  smaller r e g i o n a l  o n e s ,  had 

' been  unab le  t o  m a i n t a i n  a s o u n d . f i n a n c i a 1  p o s i t i o n  i n  t h e  f a c e  of compe- 
t i t i o n  from l a r g e r  banks.  I n  p r i n c i p l e ,  t h e  gen t l emen ' s  agreement  s e r v e d  
a s  a temporary measure  t o  avo id  r u i n o u s  c o m p e t i t i o n  t h a t  would have l e d  
t o  f a i l u r e s  i n  some banks while t h e  a u t h o r i t i e s  were worMng on a new 
banking  law t h a t  would s e t  down f a i r l y  s t r ic t  rules of o p e r a t i o n .  I t  w a s  
w ide ly  b e l i e v e d  t h a t  when t h e  new l a w  was p u t  i n t o  e f f e c t ,  some r e s t r u c -  
t u r i n g  w i t h i n  t h e  banking sys tem would be u n a v o i d a b l e .  With r e s p e c t  t o  
Mr. Z e c c h i n i ' s  p e r c e p t i o n  of a d i f f e r e n c e  of view between t h e  s t a f f  and 
t h e  a u t h o r i t i e s  on t h a t  mat ter ,  h e  no ted  t h a t  t h e  s t a f f  was n o t  f u l l y  
conv inced  t h a t  t h e  gen t l emen ' s  agreement  would be removed once t h e  new l a w  
was put  i n t o  e f f e c t .  However, i f  n o n v i a b l e  f i n a n c i a l  i n s t i t u t i o n s  e x i s t e d ,  
i t  was i n  t h e  a u t h o r i t i e s '  own i n t e r e s t  t o  move toward r e s t r u c t u r i n g .  

On vhy long-term c a p i t a l  o u t f l o w s  had c o n t i n u e d  i n t o  t h e  d o l l a r  asset  
a r e a ,  d e s p i t e  t h e  exchange r i s k s  i n v o l v e d ,  t h e  s t a f f  r e p r e s e n t a t i v e  n o t e d  
t ha t  t h e  immediate  impact  of t h z  i n t r o d u c t i o n  i n  1984 of t h e  tax on 
i n t e r e s t  i n c o m e - w i t h h e l d  a t  t h e  source--had been  a l a r g e  c a p i t a l  o u t f l o w .  
T h a t  had s i n c e  a b a t e d ,  b u t  t h e r e  remained t h e  p s y c h o l o g i c a l  impact  of t h e  
t a x ,  which r e q u i r e d  an  a p p r o x i m a t e l y  1/2 of 1 p e r c e n t a g e  p o i n t  h i g h e r  
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i n t e r e s t  ra te  on f i n a n c i a l  a sse ts -  Moreove r ,  t h e  a u t h o r i t i e s  had  
e x p l a i n e d ,  t h a t  a d e s i r e  f o r  p o r t f o l i o .  d i v e r s i f i c a t i o n  was c o u p l e d  w i t h  
what t h e y  had c a l l e d  a coupon i l l u s i o n  a s s o c i a t e d  wi th  h i g h  uncovered  
i n t e r e s t  d i f f e r e n t i a l  f a v o r i n g  d o l l a r  assets. But  t h e  a i r L h u r i t i e s  had 
s u s p e c t e d  t h a t  t h e  o u t f l o w  f o r  t h o s e  r e a s o n s  would s low o r  be y e v e r s e d  as  
p e r c e p t i o n s  of t h e  m a r k e t s  became c l e a r e r .  

Responding  t o  q u e s t i o n s  o n  why t h e  a u t h o r i t i e s  wished t o  limit open 
d e u t s c h e  mark p o s i t i o n s ,  t h e  s t a f f  r e p r e s e n t a t i v e  obse rved  t h a t  such  
p o s i t i o n s  had l e d  t o  a worr i some mismatch o f  m a t u r i t i e s ,  w i th  t h e  banks  
h a v i n g  b rough t  i n  s h o r t - t e r m  c a p i t a l  t o  l e n d  long c e n .  Moreover ,  i n  
most c o u n t r i e s ,  t h e  m n e t a r y  a u t h o r t i t i e s  wanted t o  d i s c o u r a g e  o r  a t  l ea s t  
r e g u l a t e  t h e  open f o r e i g n  exchange  p o s i t i o n s  of banks  i n  o r d e r  t o  l i m i t  
exchange r a t e  r i s k s .  Some D i r e c t o r s  had a s k e d  whether  t h e  a u t h o r i t i e s '  
c o n c e r n  a b o u t  t h e  open  d e u t s c h e  mark p o s i t i o n s  i rnp l ied  d o u b t s  a b o u t  t h e  
h a r d  c u r r e n c y  p o l i c y .  I n  f a c t ,  t h e  A u s t r i a n  a u t h o r i t i e s  had a lways  been  
c a r e f u l  t o  s t a t e  t h a t  t h e  s c h i l l i n g  was n o t  f o r m a l l y  pegged t o  t h e  d e u t s c h e  
mark but  o n l y  s t r o n g l y  l i n k e d  t o  t h a t  c u r r e n c y .  I n  t h a t  r e s p e c t ,  open 
p o s i t i o n s  i n  d e u t s c h e  mark c a r r i e d  an  exchange  r a t e  r i s k  from a bank 
s u p e r v i s o r ' s  po in t  o f  v i ew,  and i t  was a l e g i t i m a t e  o b j e c t i v e  of t h e  
c e n t r a l  bank t o  a t t e m p t  t o  l i m i t  them. 

On t h e  a r e a s  f o r  e x p e n d i t u r e  c u t s ,  t h e  a u t h o r i t i e s  p r e f e r r e d  L O  
c o n c e n t r a t e  i n  g e n e r a l  on t h o s e  l a r g e  b l o c k s  of e x p e n d i t u r e  t h a t  had been  
growing f a s t e r  t h a n ,  s a y ,  nomina l  GDP, t h e  s t a f f  r e p r e s e n t a t i v e  o b s e r v e d .  
Those  i n c l u d e d  t h e  p e n s i o n  sys t em,  a g r i c u l t u r a l  s u b s i d i e s ,  s u b s i d i e s  t o  
t h e  r a i l w a y s ,  and t h e  n a t i o p s l i z e d  i n d u s t r i e s .  

The a u t h o r i t i e s  had u n d e r t a k e n  i n  1984 some re fo rm measures  t h a t  had 
c o n s i d e r a b l y  r educed  t r a n s f e r s  f rom t h e  F e d e r a l  Government t o  t h e  p e n s i o n  
s y s t e m ,  t h e  s t a f f  r e p r e s e n t a t i v e  n o t e d .  Those a c t i o n s  had n o t  l e d  t o  a 
s t a b i l i z a t i o n  i n  r ea l  terms because  t r a n s f e r s ,  even a f t e r  t h e  r e f o r m  of t h e  
p e n s i o n  sys t em,  had grown f a s t e r  t h a n  GDP. However,  t h e  immedia te  e f f e c t  
of t h e  r e f o r m  had been t o  g i v e  t h e  a u t h o r i t i e s  some room f o r  maneuver t o  
work toward more s t r u c t u r a l  changes  t h a t  would i n c l u d e  a r e v i s i o n  of bene- 
f i t s  and  p o s s i b l y  t h e  encouragement  o f  g r e a t e r  p a r t i c i p a t i o n  i n  p r i v a t e  
p e n s i o n  schemes. F o r  o b v i o u s  r e a s o n s ,  t h a t  e f f o r t  would p r o b a b l y  b e  
d e l a y e d  u n t i l  a f t e r  t h e  e l e c t i o n s  i n  A p r i l  1987. S u b s i d i e s  t o  a g r i c u l t u r e  
s h o u l d  a l s o  be checked o r  r e v e r s e d .  However, a s  was t h e  case i n  o t h e r  
European c o u n t r i e s ,  t h e  e f f o r t  t o  c u t  a g r i c u l t u r a l  s u b s i d i e s  had  p o l i t i c a l  
i m p l i c a t i o n s .  

The n a t i o n a l i z e d  i n d u s t r i e s  would seem t o  p r o v i d e  t h e  most  p romis ing  
a r e a  f o r  e x p e n d i t u r e  c u t s ,  t h e  s t a f f  r e p r e s e n t a t i v e  from t h e  European  
Depar tment  c o n t i n u e d ;  and t h e  i s s u e  of p r i v a t i z a t i o n  was one  t h a t  mus t  be  
c o n s i d e r e d .  D i r e c t o r s  would n o t e  t h a t  t h e  a u t h o r i t i e s  had n o t  spoken  v e r y  
p o s i t i v e l y  o n  t h e  m a t t e r  of p r i v a t i z a t i o n ;  perha.ps  Mr. S c h n e i d e r  c o u l d  
e l a b o r a t e  o n  why n a t i o n a l i z e d  i n d u s t r i e s  were a t  p r e s e n t  c o n s i d e r e d  so  
i m p o r t a n t  i n  A u s t r i a .  I t  was, o f  c o u r s e ,  c l e a r  t h a t  some n a t i o n a l i z e d  
i n d u s t r i e s  were i n  underdeveloped  r e g i o n s  of t h e  c o u n t r y  where l a b o r  
mobility w a s  l o w ;  and c l o s u r e  of any o f  t h e  firms there would c r ea t e  
unemployment problems 
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The s t a f f  r e p r e s e n t a t i v e  from t h e  Exchange and  T r e c k  R e l a t i o n s  
Depa.rtment r e c a l l e d  t h a t  t h e  i s s u e  of . t h e  a p p r o p r i a t e  c y c l e  f o r  Article IV 
c o n s u l t a t i o n  d i s c u s s i o n s  was b e i n g  mentioned more and more f r e q u e n t l y  in 
t h e  Board.  Some D i r e c t o r s  a p p a r e n t l y  p r e f e r r e d  a more f l e x i b l e  a t t i t u d e  
toward  t h e  c y c l e  f o r  c o u n t r i e s  t h a t  d i d  n o t  pose  major  problems t o  t h e  
sys t em,  d i d  no t  f a c e  immedia te  f i n a n c i a l  p roblems a n d / o r  were n o t  u s i n g  
Fund r e s o u r c e s .  In  a n  e a r l i e r  d i s c u s s i o n  on s u r v e i l l a n c e ,  it had been  
d e c i d e d  t h a t  t h e  l a r g e s t  25  c o u n t r i e s  (by  q u o t a )  shou ld  be  on a n  a n n u a l  
c o n s u l t a t i o n  c y c l e ,  and A u s t r i a  was 2 3 r d  on  t h a t  l i s t .  Tha t  d e c i s i o n  had 
n o t  been  c h a l l e n g e d  i n  t h e  most  r e c e n t  d i s c u s s i o n  of s u r v e i l l a n c e ;  i n d e e d ,  
t h e  g e n e r a l  t o n e  of t h a t  d i s c u s s i o n ,  which f a v o r e d  s t r e n g t h e n i n g  s u r v e i l -  
l a n c e  mechanisms, seemed t o  r e p r e s e n t  a n  endorsement  of t h e  l i s t  of 25.  
I n  l i ghL  c.f t h a t  gu idance  and t h e  d e s i r e  of some D i r e c c o r s  a t  t h e  p r e s e n t  
mee t ing  t o  conizinue t o  be informed of f i s c a l  deve lopments  and i n d u s t r i a l  
r e s t r u c t u r i n g  i n  A u s t r i a ,  he  s e n s e d  t h a t  a 12-month c y c l e  remaiiied appro-  
p r i a t e .  However, t h e  s t a f f  would be guided  by t h e  w i s h e s  of t h e  E x e c u t i v e  
Board.  

Mr. S c h n e i d e r ,  r emark ing  t h a t  i t  migh t  ce  h e l p f u l  t o  t a k e  up t h e  
i s s u e s  of f i s c a l  p o l i c y  and  t h e  n a t i o n a l i z e d  i , i d u s t r i e s  i n  Austria i n  a 
b r o a d e r  h i s t o r i c a l  c o n t e x t ,  n o t e d  t h a t  t h e  A u s t i i a n  peop le  had been  f o r c e d  
t o  c o p e  w i t h  d r a m a t i c  p o l i t i c a l  and econornic changes s i n c e  t h e  end of 
World War I when t h e  Aus t r i an -Hupgar i an  monarchy had been  s p l i t  and t h e  
German-speaking p a r t  of t h a t  monarchy had  c'nrmed t h e  F i r s t  Repub l i c  of 
A u s t r i a .  From 1920 onward, eco romic  developments  i n  A u s t r i a  had n o t  been  
e n c o u r a g i n g ,  and growing d i s a g r e e m e n t s  between t h e  two p o l i t i c a l  p a r t i e s - -  
t h e  S o c i a l  Democrats and t h e  C h r i s t i a n  Democrats--had-resul ted i n  t h e  
d i s s o l u t i o n  of t h e  P a r l i a m e n t  and a s h o r t  c i v i l  war i n  1934. Moreover ,  
t h e  economic cr ises  of t h e  e a r l y  1930s had had d e v a s t a t i n g  e f f e c t s  on  t h e  
A u s t r i a n  economy. F o l l o w i n g  t h e  s o - c a l l e d  Ansch luss  i n  1938, A u s t r i a  had 
become par t  of t h e  German Reich  and had ceased  t o  e x i s t  as a n  independen t  
s t a t e ' u n t i l  t h e  c o n c l u s i o n  of World War I1 i n  1945. Even a f t e r  t h a t  d a t e ,  
A u s t r i a  had remained occup ied  by F r a n c e ,  t h e  Un i t ed  S t a t e s ,  t h e  Uni ted  
Kingdom, and  t h e  Union o f  S o v i e t  S o c i a l i s t  R e p u b l i c s .  

One of t h e  i m p o r t a n t  measu res  adop ted  a t  t h a t  time by t h e  Far l iament - -  
a n d  f u l l y  s u p p o r t e d  by bo th  p o l i t i c a l  pa r t i e s - -had  been t h e  two n a t i o n a l -  
i z a t i o n  laws passed  i n  1946 and 1947,  M r .  S c h n e i d e r  remarked.  Under 
t h o s e  laws, b a s i c  i n d u s t r i e s - - t h e  e l e c t r i c  power i n d u s t r i e s  and the  th ree  
l a r g e s t  commercial  banks a t  t h e  time--had been  n a t i o n a l i z e d  i n  a n  e f f o r t  
t o  avo id  t h e i r  s e i z u r e  by t h e  o c c u p a t i o n a l  powers and t o  s e c u r e  t h e  
o r d e r l y  r e c o n s t r u c t i o n  o f  d e s t r o y e d  i n d u s t r i e s  i n  t h e  absence  of any o t h e r  
a l t e r n a t i v e .  The h i s t o r y  he had r e c o u n t e d  was i n t e n d e d  t o  show t h e  r o o t s  
of t h e  s t r o n g  fee l ings  t h a t  A u g t r i a n s  had a t  p r e s e n t  f o r  economic and 
s o c i a l  s e c u r i t y  and i n d u s t r i a l  peace .  A t  p r e s e n t ,  t h e r e  were a lmos t  no 
s t r i k e s  i n  A u s t r i a ,  and  t h e  peop le  were r a t h e r  c o n s e r v a t i v e ,  hav ing  a d i s -  
l i k e  f o r  a b r u p t  changes .  In t h e  c i r c u m s t a n c e s ,  most d e c i s i o n s  were t a k e n  
o n  t h e  b a s i s  of c o n s e n s u s  and w i t h  t h e  c o n c u r r e n c e  of t h e  s o c i a l  p a r t n e r s .  
The s o c i a l  p a r t n e r s h i p  r e p r e s e n t e d  one  of t h e  main p i l l a r s  f o r  t h e  c o n d u c t  
of  economic p o l i c y  i n  A u s t r i a  and h e l p e d  t o  d e f i n e  t h e  domes t i c  p o l i t i c a l  
framework w i t h i n  which t h e  Government c o u l d  operate. 
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The a t t i t u d e  of t h e  Government toward f i s c a l  c o n s o l i d a t i o n  had 
changed i n  1984,  a s  e v i d e n c e d  by t h e  f a c t  t h a t  r e c e n t  i n c r e a s e s  i n  
unemployment had n o t  been  c o u n t e r e d  by a more s t i m u l a t o r y  p o l i c y ,  
M r .  S c h n e i d e r  o b s e r v e d .  N o n e t h e l e s s ,  t h e  a h t h o r j  t i e s  wished t o  a v o i d  
a n y  r e s t r i c t i v e  e f f e c t s  on economic growth a n d  had t h u s  worked toward 
s t a b i l i z i n g  t h e  d e f i c i t  i n  terms of GDP. Once h a v i n g  a c h i e v e d  t h a t  
o b j e c t i v e ,  t h e y  would take a s u c c e s s i o n  of small s t e p s  toward t h e  c o n s o l -  
i d a t i o n  t a r g e t .  

D i r e c t o r s  s h o u l d  n o t  be o v e r l y  p e s s i m i s t i c  a b o u t  t h e  i n f l u e n c e  of 
p r e s e n t  budget  t r e n d s  on t h e  h a r d  c u r r e n c y  p o l i c y  i n  A u s t r i a ,  M r .  S c h n e i d e r  
commented. I n  t h e  wake of  heavy l o s s e s  i n  one of t h e  l a r g e s t  of t h e  
n a t i o n a l i z e d  i n d u s t r i e s ,  t h e  Government had r e p l a c e d  t h e  e n t i r e  management 
w i t h  well-known e x p e r t s ,  r e g a r d l e s s  of t h e i r  p o l i t i c a l  background.  More- 
o v e r ,  a new company s t r a t e g y  was b e i n g  deve loped  and t h e  c a p i t a l  b a s e  and  
f i n a n c i a l  s t r u c t u r e  of t h e  i n d u s t r y  had been r e s t o r e d ,  a l b e i t  a t  t h e  
u p e n s e  of t h e  budget .  F u r t h e r m o r e ,  t h e  h o l d i n g  company f o r  t h e  n a t i o n a l -  
i z e d  i n d u s t r i e s  had been  r e s t r u c t u r e d ,  and t h e  a u t h o r i t i e s  had a g r e e d  t h a t  
companies  would be c l o s e d  down a f t e r  a c e r t a i n  p e r i o d  of time i f  t h e y  had 
n o t  become p r o f i t a b l e .  Although t h e  c l o s u r e  would n o t  be e f f e c t e d  mechan- 
i c a l l y ,  t h e  v e r y  p o s s i b i l i t y  of c l o s u r e  s h o u l d  change t h e  l o n g  h e l d  view 
t h a t  t h e r e  would a lways  b e  enough s u b s i d i e s  from t h e  Government t o  k e e p  
a n y  i n e f f i c i e n t  companies  a f l o a t .  

On t h e  matter of p r i v a t i z a t i o n ,  t h e  A u s t r i a n  a u t h o r i t i e s  c o n s i d e r e d  
t h a t  t h e  ownersh ip  of s h a r e s  i n  t h e  n a t i o n a l i z e d  i n d u s t r i e s  was n o t  n e e r l y  
a s  i m p o r t a n t  as  e f f i c i e n t  and prof  i t - o r i e n t e d  management, Mr. S c h n e i d e r  
o b s e r v e d .  B e s i d e s ,  t o  p r i v a t i z e  loss-making i n d u s t r i e s  would mean for -  
g o i n g  a f a i r  sa les  p r i c e .  I n  t h a t  c o n t e x t ,  M r .  J ayawardena  had r i g h t l y  
n o t e d  t h a t  a n y  e n d e a v o r  t o  p r i v a t i z e  n a t i o n a l i z e d  i n d u s t r i e s  c o u l d  have  
s e r i o u s  i m p l i c a t i o n s  f o r  t h e  s o c i a l  p a r t n e r s h i p ,  and he c o u l d  i m a g i n e  
p r i v a t i z a t i o n  o c c u r r i n g  o n l y  i f  a c o n s e n s u s  emerged i n  f a v o r  of s u c h  a n  
a p p r o a c h .  It s h o u l d ,  however;  b e  no ted  t h a t  a p u b l i c  d e b a t e  had been  
o n g o i n g  i n  A u s t r i a  on t h e  u s e f u l n e s s  of a t  l e a s t  a p a r t i a l  p r i v a t i z a t i o n ,  
and t h e  Governme'nt 's p o s i t i o n  had s o f t e n e d  o v e r  t h e  y e a r s ,  p a r t i c u l a r l y  
wi th  respect t o  t h e  n a t i o n a l  commercial  banks i n  which t h e  Government had  
a l r e a d y  s o l d  a p a r t  of i t s  s h a r e s .  

The q u e s t i o n  had been asked by M r .  D a l k r a  why t h e  r e d u c t i o n  of t h e  
bank r a t e  i n  March 1986 e f f e c t e d  by t h e  Bundesbank had n o t  been f o l l o w e d  
by t h e  A u s t r i a n  N a t i o n a l  Bank, M r .  S c h n e i d e r  r c a l l e d .  To some e x t e n t ,  
t h e  d i f f e r e n t  approach  r e f l ec t ed  t h e  d i f f e r e n c e  of b u d g e t a r y  deve lopmen t s  
be tween  Germany and A u s t r i a .  Moreover ,  f o l l o w i n g  t h e  l e a d  of t h e  D e u t s c h e  
Bundesbank would n o t  have  been c o n s i s t e n t  w i t h  t h e  A u s t r i a n  e f f o r t  t o  k e e p  
i n t e r e s t  r a t e s  h i g h .  I n  any e v e n t ,  a c c o r d i n g  t o  t h e  l a t e s t  i n f o r m a t i o n ,  
t h e  d i f f e r e n t i a l  t h a t  had e x i s t e d  toward t h e  end of 1985 had s i n c e  d i s -  
a p p e a r e d ,  and A u s t r i a n  money market r a t e s  a t  p r e s e n t  were a t  a b o u t  t h e  
same l e v e l  as  German money market r a t e s .  



EBM/86/70 - 4/25/86  - 26 - 

E l a b o r a t i n g  on t h e  s t a f f ' s  e x p l a n a t i o n  of t h e  g e n t l e m e n ' s  agreement  
be tween t h e  A u s t r i a n  N a t i o n a l  Bank and t h e  commerc ia l  banks ,  M r .  S c h n e i d e r  
n o t e d  t h a t  one  r e a s o n  f o r  t h e  agreement  had been t o  change t h e  a t t i t u d e  of 
t h e  management of t h e  commercial  banks.  From 1945 u n t i l  1977/78 ,  i n t e r e s t  
rates on  c r e d i t s  of and d e p o s i t s  wi th  commerc ia l  banks had been v i r t u a l l y  
c o n s t a n t  i n  nominal  terms; a s  a r e s u l t ,  b a l a n c e  s h e e t  growth  had been  
r e g a r d e d  as synonymous wi th  p r o f i t  expans ion .  By 1977-78, however ,  
n m i n a l  i n t e r e s t  rates had become much more f l e x i b l e  and marke t  r e l a t e d ,  
a l t h o u g h  t h e  changes had n o t  been immedia te ly  a c c e p t e d  by t h e  bank ing  
community. I n  f a c t  t h e  A u s t r i a n  N a t i o n a l  Bank, w i t h  t h e  c o n c u r r e n c e  of t h e  
M i n i s t e r  of  F i n a n c e ,  had had t o  push t h e  commerc ia l  banks toward t h e  
g e n t l e m e n ' s  agreement  a s  a k ind  of b r i d g e  u n t i l  t h e  e f f e c t i v e  d a t e  of t h e  
new banking l e g i s l a t i o n  i n  e a r l y  1987.  

A number of D i r e c t o r s  had e x p r e s s e d  c o n c e r n  a b o u t  deve lopmen t s  i n  
un i t  l a b o r  c o s t s  i n  A u s t r i a ,  Mr. S c h n e i d e r  o b s e r v e d .  While t h e  d e c r e a s e  
i n  t h e  i n f l a t i o n  r a t e  t o  1.8 p e r c e n t  i n  March 1986 was a welcomed deve l -  
opment,  i t  cou ld  n o t  compare wi th  t h e  r e d u c t i o n  i n  Germany, where t h e  
i n f l a t i o n  r a t e  had been measured a t  0.1 p e r c e n t  i n  March 1986.  The 
a u t h o r i t i e s  were aware t h a t  wage modera t ion  was n e c e s s a r y ,  and t h e y  were 
working toward t h a t  g o a l  f o r  1986. F i n a l l y ,  o n  t h e  c o n s u l t a t i o n  c y c l e ,  h e  
h imse l f  was n o t  convinced  t h a t  A u s t r i a  needed t o  be on a 12-month c y c l e :  
i n d e e d ,  h e  presumed t h a t  h i s  a u t h o r i t i e s  would have no o b j e c t i o n s  t o  b e i n g  
p l aced  on an 18-month c y c l e .  However, t h o s e  views had t o  be u n d e r s t o o d  i n  
t h e  c o n t e x t  of t h e  r u l e s  t h a t  t h e  E x c u t i v e  Board had adop ted  w i t h  r e g a r d  
t o  c o n s u l t a t i o n  c y c l e s .  __ 

M r .  F u j i n o  a sked  w h e t h e r  a change from a 12-month c y c l e  t o  a n  
18-month cyc le .  would c r e a t e  a n y  d i f f i c u l t i e s  f o r  t h e  s t a f f  i n  a n a l y z i n g  
f i s c a l  p o l i c y .  

The s t a f f  r e p r e s e n t a t i v e  from t h e  European  Depar tment  r e p l i e d  t h a t  
t h e  A u s t r i a n  budget  was p repa red  on a c a l e n d a r  y e a r  b a s i s ,  a l t h o u g h  t h e  
i n f o r m a t i o n  made a v a i l a b l e  o u t s i d e  c o n s u l t a t i o n s  was f a i r l y  comprehens ive .  

The s t a f f  r e p r e s e n t a t i v e  f rom t h e  Ex.change and Trade  R e l a t i o n s  
Department  r e i t e r a t i n g  h i s  u n d e r s t a n d i n g  of t h e  B o a r d ' s  p o l i c y  o n  consul -  
t a t i o n  c y c l e s ,  n o t e d  t h a t  t h e  Chai rman ' s  summing up a t  t h e  c o n c l u s i o n  of 
t h e  Board ' s  rev iew of s u r v e i l l a n c e  i n  1985 made r e f e r e n c e  t o  t h e  f a c t  
t h a t  a t  least '  t h e  25 l a r g e s t  c o u n t r i e s  i n  terms of q u o t a  s h o d d  be on a n  
a n n u a l  c o n s u l t a t i o n  c y c l e .  A n o t e  of somewhat g r e a t e r  f l e x i b i l i t y  had 
been sounded i n  t h e  1986 r e v i e w  of s u r v e i l l a n c e  p r o c e d u r e s ,  which h a d  s e t  
o u t  c e r t a i n  o t h e r  c r i t e r i a  f o r  t h e  a n n u a l  c y c l e .  However, the g e n e r a l  
t r e n d  o f  t h a t  d i s c u s s i o n  had been toward a s t r e n g t h e n i n g  of s u r v e i l l a n c e  
p r o c e d u r e s ,  and , t h e  f l e x i b i l i t y  t h a t  had been  n o t e d  by t h e  Board i n  the 
1986 r ev iew shou ld  be s e e n  i n  t h a t  c o n t e x t .  Because no e x p l i c i t  c h a l l e n g e  
t o  t h e  l i s t  of 2 5  had been made i n  t h e  most r e c e n t  d i s c u s s i o n ,  t h a t  l i s t  
would seem t o  remain part  of t h e  Board ' s  g u i d a n c e  on t h e  i s s u e  a t  hand.  
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The Actiris Chairman made t h e  f o l l o w i n g  summing up:  

D i r e c t o r s  commended t h e  A u s t r i a n  a u t h o r i t i e s  f o r  c o n t i n u e d  
good economic pe r fo rmance .  Growth a c c e l e r a t e d  i n  1985, w h i l e  
t h e  ra te  of i n f l a t i o n  was  reduced  and t h e  e x t e r n a l  c u r r e n t  
a c c o u n t  d e f i c i t  na r rowed .  T h e r e  was a s l i g h t  i n c r e a s e  i n  t h e  
r a t e  of unemployment, b u t  i t  w a s  no ted  t h a t  A u s t r i a ' s  unemploy- 
ment r a t e  remained l o w  compared w i t h  ra tes  i n  most i n d u s t r i a l  
c o u n t r i e s ,  a r e s u l t  t o  wh ich  t h e  s o c i a l  p a r t n e r s h i p  had no  doubt  
contributed. ShorL -term p r o s p e c t s  were f a v o r a b l e  f o r  a c o n t i n u -  
a t i o n  of r e l a t i v e l y  r a p i d  growth ,  a f u r t h e r  slowdown i n  i n f l a t i o n ,  
and a s t r e n g t h e n i n g  of t h e  external  c u r r e n t  a c c o u n t  p o s i t i o n  - 

D i r e c t o r s  zcknowledged t h e  i m p o r t a n c e  t h a t  t h e  h a r d  c u r r e n c y  
s t r a c e g y  had  p layed  i n  A u s t r i a ,  s t a b i l i z i n g  e x p e c t a t i o n s  a n d  
p r i c e s  and a c t i n g  as a s t i n u l a n t  f o r  a d j u s t m e n t .  It  w a s  n o t e d  
t h a t  t h i s  p o l i c y  had  s e r v e d  A u s t r i a  w e l l  ove r  t h e  y e a r s ,  and  
D i r e c t o r s  c o n t i n u e d  t o  e n d o r s e  i t .  It was a l s o  no ted  t h a t  t h i s  
p o l i c y  r e q u i r e d  t h a t  o v e r  t h e  medium term t h e r e  be c o n v e r g e n c e  
i n  fundamenta l  economic c o n d i t i o n s  and p o l i c i e s  be tween A u s t r i a  
and  Germany. I n  t h i s  c o n t e x t ,  D i r e c t o r s  welcomed t h e  r e d u c t i o n  
i n  t h e  i n f l a t i o n  d i f f e r e n t i a l  v i s - a - v i s  Germany, b u t  e x p r e s s e d  
c o n c e r n  abou t  t h e  widening  d i v e r g e n c e  i n  f i s c a l  p o l i c i e s  which ,  
i f  no t  r e v e r s e d ,  c o u l d  e v e n t u a l l y  weaken A u s t r i a ' s  e x t e r n a l  p o s i -  
t i o n ,  r a i s i n g  t h e  q u e s t i o n  of whether  t h e  h a r d  c u r r e n c y  p o l i c y  
c o u l d  be m a i n t a i n e d  w i t h o u t  pushing  u p  d o m e s t i c  i n t e r e s t  r a t e s  
t o  l e v e l s  t h a t ,  i n  t h e  v iew of a number of D i r e c t o r s ,  would work 
t o  undermine i n v e s t m e n t  and growth  o v e r  t h e  medium term. 

While t a k i n g  n o t e  of t h e  t i m e t a b l e  f o r  e l e c t i o n s  i n  A u s t r i a ,  
D i r e c t o r s  s t r e s s e d  t h a t  f i s c a l  c o n s o l i d a t i o n  i n  A u s t r i a  s h o u l d  
be a c c e l e r a t e d .  They  n o t e d  wi th  r e g r e t  t h a t  t h e  1986 budge t  d i d  
n o t  p r o v i d e  f o r  a r e d u c t i o n  i n  t h e  f i s c a l  d e f i c i t  i n  r e l a t i o n  t o  
GDP,  d e s p i t e  f a v o r a h l e  economic p r o s p e c t s ,  and t h e y  o b s e r v r d  t h a t  
such  a r e d u c t i o n  would have  c o n t r i b u t e d  t o  a l o w e r i n g  of i n t e r e s t  
ra tes .  They s t r e s s e d  t h a t  emphas is  i n  t h e  f i s c a l  c o n s o l i l a t i o n  
e f f o r t  s h o u l d  be on t h e  e x p e n d i t u r e  s i d e ,  and t h e y  welcomed t h e  
a u t h o r i t i e s '  i n t e n t i o n  t o  e x e c u t e  t h e  1986 budget  i n  a r i g o r o u s  
manner,. However, d e t e r m i n e d  a c t i o n  was needed i n  f u t u r e  t o  
check  e x p e n d i t u r e  i n c r e a s e s  i n  c e r t a i n  l a r g e  a r e a s ,  e s p e c i a l l y  
s u b s i d i e s  and t r a n s f e r s  t o  n a t i o n a l i z e d  i n d u s t r i e s ,  t h e  r a i l w a y s ,  
a g r i c u l t u r e ,  and t h e  s o c i a l  s e c u r i t y  sys t em.  While it was 
c l e a r l y  n e c e s s a r y  t o  c o n c e n t r a t e  on government  e x p e n d i t u r e s ,  
measures  t o  improve t h e  buoyancy of t he .  t a x  system--for  example,  
by r e d u c i n g  tax exemptions--could a l s o  c o n t r i b u t e  t o  f i s c a l  con- 
s o l i d a t i o n  and  t h u s  h e l p  t o  s low t h e  r a p i d  b u i l d u p  i n  r e c e n t  
y e a r s  of  d o m e s t i c  and e x t e r n a l  p u b l i c  d e b t  i n  r e l a t i o n  t o  GDP. 

D i r e c t o r s  n o t e d  w i t h  s e r i o u s  c o n c e r n  t h e  growing burden  of 
b u d g e t  t r a n s f e r s  t o  t h e  h o l d i n g  company o f  t h e  n a t i o n a l i z e d  indus-  
t r i e s ,  as  w e l l  as t h e  s e t b a c k s  s u f f e r e d  by t h e  most i m p o r t a n t  
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n a t i o n a l i z e d  e n t e r p r i s e  i n  1985 and  t h e  a d d i t i o n a l  b u d g e t a r y  
bu rden  t h a t  t h e  r e c o n s t i t u t i o n  of t h e  f i n a n c i a l  p o s i t i o n  of tha:  
e n t e r p r i s e  w i l l  e n t a i l  i n  t h e  y e a r s  t o  come. They welcomed t h e  
s t e p s  t a k e n  t o  a d d r e s s  t h e  u n d e r l y i n g  weakneEses of  t h e  n a t i o n a l -  
i z e d  i n d u s t r i e s ,  b o t h  i n  t e r m  of a s t r e n g t h e n i n g  o f  management 
and r e s t r u c t u r i n g  of p r o d u c t i o n .  I n  t h a t  r e g a r d ,  t h e y  urged  
s t e a d f a s t n e s s  i n  implement ing  t h e  d e c i s i o n  t o  end budget  s u p p o r t  
t o  t h o s e  i n d u s t r i e s  a t  t h e  preannounced t imes.  Some D i r e c t o r s  
f e l t ,  moreover ,  t h a t  a s e l e c t i v e  p r i v a t i z a t i o n  of p u b l i c  e n t e r -  
p r i s e s  s h o u l d  n o t  be r u l e d  o u t .  

No t ing  t h e  more r a p i d  i n c r e a s e  i n  u n i t  l a b o r  c o s t s  i n  
A u s t r i a  t h a n  i n  Germany i n  1985--a development  t h a t  was p r o j e c t e d  
t o  c o n t i n u e  i n t o  1986--some D i r e c t o r s  unde r sco red  t h e  need f o r  
modera t ion  i n  t h e  n e x t  wage round i i l  t h e  f a l l  oT 1986 t o  avoid  a 
s t r a i n  on A u s t r i a ' s  i n t e r n a t i o n a l  c o m p e t i t i v e n e s s  t h a t  c o u l d  
a r i s e  because  of t h e  weakness of  A u s t r i a ' s  e x p o r t  base  and t h e  
r e c e n t  e f f e c t i v e  real  a p p r e c i a t i o n  of t h e  s c h i l l i n g ,  which was 
l a r g e l y  a s s o c i a t e d  wi th  t h e  d e p r e c i a t i o n  of t h e  U.S. d o l l a r .  
D i r e c t o r s  t ook  n o t e  of t h e  r e c e n t  s h i f t  i n  t h e  compos i t ion  of  
e x p o r t s  toward  f i n i z h e d  goods ,  which appea red  t o  be t h e  r e s u l t  
o f  i n d u s t r i a l  r e s t r u c t u r i n g ,  and encouraged  t h e  A u s t r i a n  au tho r -  
i t i e s  t o  p u r s u e  w i t h  d e t e r m i n a t i o n  t h e i r  e f f o r t s  a t  r e s t r u c t u r i n g  
o u t p u t  and e x p o r t s ,  p a r t i c u l a r l y  i n  t h e  n a t i o n a l i z e d  i n d u s t r i e s .  

D i r e c t o r s  welcomed t h e  r e fo rm of t h e  bank ing  law,  which 
c o u l d  c o n t r i b u t e  t o  a s t r e n g t h e n i n g  of t h e  f i n a n c i a l  sys tem.  
They hoped t h a t ,  wi th  t h e  i n t r o d u c t i o n  of t h e  Iiew law,  p r u d e n t i a l  
a r r a n g e m e n t s  would be a p p r o p r i a t e l y  b a l a n c e d  a g a i n s t  t h e  need t o  
s t r e .ng then  c o m p e t i t i o n  among banks ,  i n c l u d i n g  €o re ign  banks .  
S e v e r a l  D i r e c t o r s  w l c o m e d  t h e  s e t t i n g  of l i m i t s  o n  t h e  open 
f o r e i g n  exchange p o s i t i o n s  . o f  t h e  banks .  

Some D i r e r . t o r s  welcomed t h e  p r o g r z s s  made i n  1985 i n  r a i s i n g  
A u s t r i a ' s  o f f i c i a l  development  assistance i n  terms of GNP and 
e x p r e s s e d  t h e  hope t h a t  f u r t h e r  p r o g r e s s  c o u l d  be made i n  t h e  f u t u r e .  

It i s  expec ted  t h a t  t h e  n e x t  A r t i c l e  I'ir c o n s u l t a t i o n  w i t h  
A u s t r i a  w i l l  be h e l d  on t h e  s t a n d a r d  12-month c y c l e .  

2 .  LEBANON - 1986 ARTICLE I V  CONSULTATION 

The E x e c u t i v e  D i r e c t o r s  c o n s i d e r e d  t h e  s t a f f  r e p o r t  f o r  t h e  1986 
A r t i c l e  IV c o n s u l t a t i o n  w i t h  Lebanon (SM/86/68, 3/23/86; and Sup. 1, 
4/24/86) .  
rnents I n  Lebanon (SM/86j75, 4 /11 /86) .  

They a l s o  had b e f o r e  them a paper  on r e c e n t  economic develop-  

T h e  s t a f f  r e p r e s e n t a t i v e  from t h e  Middle  E a s t e r n  Department  no ted  
t h a t  t h e  s t a f f  had been  in fo rmed  by te lex on A p r i l  23 ,  1986 t h a t  a 
d e c i s i o n  had been t a k e n  a t  end March t o  modify t h e  commerc ia l  bank r e s e r v e  
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requ . ' rement  i n  Lebanon. The fo rmer  r e q u i r e m e n t  had been  e q u a l  t o  22  per -  
c e n t  of banks '  d e p o s i t s  i n  Lebanese  'pounds, o f  which up t o  1.0.5 p e r c e n t a g e  
p o i n t s  c o u l d  have  been h e l d  i n  t h e  form of s p e c i a l  t r e a s u r y  b i l l s ,  w i t h  
t h e  r ema inde r  t o  be h e l d  on d e p o s i t  w i t h  t h e  Bank of  L tbanon .  The new 
r e s e r v e  r e q u i r e m e n t  was e q u a l  t o  1 1 . 5  p e r c e n t  of banks '  d e p o s i t s  i n  
Lebanese  pounds,  a l l  of which mus t  be h a l d  i n  t h e  form of d e p o s i t s  w i t h  
t h e  Bank of Lebanon. I n  a d d i t i o n ,  banks must s a t i s f y  a p o r t f o l i o  r e q u i r e -  
ment t o  h o l d  t r e a s u r y  b L l l s  i n  p r o p o r t i o r ,  t o  t h e i r  Lebanese  pound d e p o s i t s ,  
r a n g i n g  from 30 p e r c e n t  f o r  d e p o s i t s  less  t h a n  o r  e q u a l  t o  US$1 b i l l i o n  
t o  70  p e r c e n t  f o r  d e p o s i t s  e x c e e d i n g  3 b i l l i o n .  The s t a f f  u n d e r s t o o d  
t h a t  t h e  e f f e c t  of t h o s e  changes  w a s  t o  a b s o r b  commerc ia l  banks '  e x c e s s  
r e s e r v e s  w h i l e  g i v i n g  them a y i e l a  on t h e i r  r e q u i r e d  h o l d i n g s  and p r o v i d -  
ing f i n a n c i n g  to t h e  Government. 

M r .  F i n a i s h  made t h e  f o l l o w i n g  s t a t e m e n t :  

F o r  mre t h a n  a decade  now, t h e  Lebanese  economy h a s  been  
o p e r a t i n g  u n d e r  e x t r e m e l y  d i f f i c u l t  c o n d i t i o n s .  R e c u r r e n t  armed 
c o n f l i c t s  have  caused  a c o n s i d e r a b l e  l o s s  of l i f e  and a m a s s i v e  
d e s t r u c t i o n  of soc ioeconomic  i n f r a s t r u c t u r e .  The economy h a s  
been g r e a t l y  f ragme-i ted,  w i th  t h e  r e s u l t  t h a t  t h e  f l o w  of 
commerce and i i n a n c e  h a s  been  s e r i o u s l y  d i s r u p t e d .  P o l i t i c a l  
u n c e r t a i n t i e s  and t h e  l a c k  of s e c u r i t y  have sapped  b u s i n e s s  
c o n f i d e n c e  and have caused  t r a i n e d  manpower and c a p i t a l  t o  f l o w  
o u t .  Under such  c o n d i t i e n s ,  t h e  a b i l i t y  of economic po l i cymaker s  
t o  i n f l u e n c e  t h e  c o u r s e  of t h e  economy i s  i n e v i t a b l y  l i m i t e d .  
T h i s  i s  so  n o t  o n l y  because  t h e  s e c u r i t y  and  p o l i t i c a l  s i t u a t i o n  
h a s  become t h e  dominant  f a c t o r  i n  d e t e r m i n i n g  t h e  pe r fo rmance  of 
t h e  economy, but a l s o  b e c a u s e  t h e  r a n g e  of e f f e c t i v e  p o l i c y  
i n s t r u m e n t s  a v a i l a b l e  t o  t h e  a u t h o r i t i e s  h a s  b e e n  s e v e r e l y  
r e d u c e d .  It i s  i m p o r t a n t ,  t h e r e f o r e ,  t o  keep t h e s e  c o n s t r a i n t s  
i n  mind when r ev iewing  economic deve lopmen t s  i n  Lebanon i n  
r e c e n t  y e a r s ,  and a l s o  t o  r e c o g n i z e  t h a t  p u b l i c  p o l i c y  measu res  
no rma l ly  recommended t o  governments  would r ema in  s e r i o u s l y  
l i m i t e d  i n  t h e i r  e f f e c t  i n  t h i s  c a s e  u n l e s s  t h e  p o l i t i c a l  and 
s e c u r i t y  problems were  r e s o l v e d .  

I now t u r n  t o  economic and f i n a n c - a 1  deve lopmen t s  d u r i n g  1985 
t h a t  a re  r ev iewed  i n  t h e  s t a f f  r e p o r t .  The g e n e r a l  d e t e r i o r a t i o n  
of t h e  Lebanese  economy o v e r  t h e  p a s t  d e c a d e ,  which a c c e l e r a t e d  
s h a r p l y  f o l l o w i n g  t h e  I s rae l i  i n v a s i m  of 1982 ,  c o n t i n u e d  i n  1985. 
The p e r s i s t e n t  l a c k  o f  s e c u r i t y  and h e i g h t e n e d  u n c e r t a i n t y  a b o u t  
t h e  f u t u r e ,  a l o n g  w i t h  a d r o p  i n  r e m i t t a n c e s  and o t h e r  e x t e r n a l  
i n f l o w s ,  l e d  t o  a s u b s t a n t i a l  d e c l i n e  i n  o u t p u t  and l i v i n g  
s t a n d a r d s  o v e r  t h e  p a s t  y e a r .  On t h e  f i n a n c i a l  s i d e ,  t h e  outcome 
was even  more s t r i k i n g ,  w i t h  t h e  f i s c a l  d e f i c i t  r e a c h i n g  a b o u t  
tw ice  i t s  l e v e l  i n  1 9 8 4 ,  and i n t e r e s t  payments on d o m e s t i c  p u b l i c  
d e b t  exceed ing  t o t a l  f i s c a l  revenue .  R e f l e c t i n g  t h e s e  and o t h e r  
deve lopmen t s ,  t h e  i n f l a t i o n  ra te  i s  e s t i m a t e d  t o  have  r i s e n  t o  
a b o u t  6 0  p e r c e n t  i n  1985. 
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I n  o r d e r  t o  p u t  r e c e n t  f i n a n c i a l  deve lopments  i n  p r o p e r  
p e r s p e c t i v e ,  i t  i s  u s e f u l  t o  r e c a l l  t h a t  i n  t h e  p e r i o d  1983-84 
t h e  Lebanese economy was a l r e a d y :  coming under  c o n s i d e r a b l e  
. f i n a n c i a l  p r e s s u r e s .  On t h e  one  hand ,  f o r e i g n  exchange r e c e i p t s  
from worke r s '  r e m i t t a n c e s ,  o t h e r  s e r v i c e s ,  and e x p o r t s  were 
d e c l i n i n g  s t e a d i l y  a s  a r e s u l t  of t h e  d e t e r i o r a t i n g  s e c u r i t y  
s i t u a t i o n  and t h e  changing  economic env i ronmen t  i n  t h e  r e g i o n .  
On t h e  o t h e r  hand ,  t h e  f i s c a l  d e f i c i t  was widening  d u r i n g  t h e  
p e r i o d  due t o  c o n t i n u e d  d i f f i c u l t y  i n  c o l l e c t i n g  t a x e s  and  f e e s ,  
and t h e  pre . ssures  on t h e  Goverrment t o  m a i n t a i n  b a s i c  p u b l i c  
s e r v i c e s  and  h e l p  a l l e v i a t e  some of t h e  s o c i a l  and economic 
problems caused  by t h e  p e r s i s t e n t  c o n f l i c t .  U n t i l  l a t e  1984,  
however,  t h e s e  f i n a n c i a l  p r e s s u r e s  were, t o  a l a r g e  e x t e n t ,  
abso rbed  by a drawdown of t h e  f o r e i g n  exchange  reserves of t h e  
c e n t r a l  bank. As a r e s u l t ,  t h e  exchange r a t e  of t h e  Lebanese  
pound d e p r e c i a t e d  o n l y  m z r g i n a l l y ,  i m p o r t s  d i d  n o t  e x p e r i e n c e  
any s u b s t a n t i a l  d e c l i n e  and i n f l a t i o n  w a s  r e l a t i v e l y  low.  I n  
r e t r o s p e c t ,  i t  i s  c l e a r  t h a t  t h a t  s i t u a t i o n  was u n s u s t a i n a b l e .  
However, i t  should  be remembered t h a t  some opt imism r e g a r d i n g  a 
p o l i t i c a l  settlement of t h e  c o n f l i c t  e x i s t e d  d u r i n g  t h a t  per iod--  
p a r t i c u l a r l y  i n  t h e  e a r l y  p a r t .  Thus ,  t h e  m o t i v a t i o n  of p o l i c y  
was n o t  so much t o  d e l a y  a d j u s t m e n t  bu t  t o  avo id  t h e  economic 
d i s r u p t i o n  a s s o c i a t e d  wi th  s u c h  a d j u s t m e n t  which a s e t t l e m e n t  
of  t h e  s e c u r i t y  and p o l i t i c a l  p roblems would have made l a r g e l y  
unnecessa ry .  

By l a t e  1984,  however ,  .'1s f o r e i g n  exchange r e s e r v e s  had 
r eached  a r e c o r d  low l e v e l  ( e q u i v a l e n t  t o  a b o u t  3 months of  
i m p o r t s )  and a s  t h e  f i n a n c i a l  s i t u a t i o n  grew weaker ,  t h e  c o u r s e  
of exchange r a t e  and reserve p o l i c i e s  was a l t e r e d  t o  l e t  t h e  
economy a d j u s t  t o  t h e  u n d e r l y i n g  economic and f i n a n c i a l  p re s -  
s u r e s .  A s  a r e s u l t ,  t h e  exchange r a t e  d e p r e c i a t e d  s h a r p l y ,  
, l o s i n g  h a l f  i t s  v a l u e  i n  U.S .  d o l l a r  tenns i n  j u s t  a few months.  
The i m p a c t  of t h i s  development  on t h e  economy was q u i t e  d r a m a t i c  
a s  t h e  a v a i l a b l e  d a t a  f o r  1985 i n d i c a t e .  T h i s ,  o f  c o u r s e ,  i s  
h a r d l y  s u r p r i s i n g  g iven  t h e  openness  of t h e  Lebanese  economy and 
t h e  overwhelming impor t ance  of t h e  e x t e r n a l  s e c t o r .  

T h e  impact  of t h e  exchange r a t e  d e p r e c i a t i o n  can  be s e e n  i n  
t h e  d r a m a t i c  d e c l i n e  i n  i m p o r t s ,  e s t i m a t e d  a t  a b o u t  40 p e r c e n t  
i n  1985; which ,  i n  s p i t e  of s t a g n a n t  e x p o r t s ,  r e s u l t e d  i n  a n  
o v e r a l l  b a l a n c e  of payments s u r p l u s  f o r  t h e  y e a r .  T h i s  was 
r e f l e c t e d  i n  t h e  augmenta t ion  of f o r e i g n  exchange r e s e r v e s  by 
t h e  c e n t r a l  bank. 

Whi le  t h e  s h a r p  d e p r e c i a t i o n  of t h e  pound l e d  t o  a s u r p l u s  
b a l a n c e  of payments p o s i t i o n ,  t h e  focus  of p o l i c y  i n  1985 had 
b e e n  t o  t r y  t o  c o n t a i n  t h e  i m p a c t  of t h e  exchange ra te  d e p r e c i a -  
t i o n  on t h e  f i s c a l  d e f i c i t  and on domes t i c  l i q u i d i t y  expans ion ,  
and  t h u s  p r e v e n t  a v i c i o u s  c y c l e  of a s l i d i n g  c u r r e n c y  and 
a c c e l e r a t i n g  monetary  growth .  As i t  t u r n e d  o u t ,  t h e  s e c u r i t y  
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a n d  p o l i t i c a l  c o n s t r a i n t s  on t h e  a t t e m p t s  t o  p r e v e n t  a l a r g e  
i n c r e a s e  of t h e  f i s c a l  d e f i c i t  i n  1985 proved  i n s u r m o u n t a b l e .  
The p r e s e n c e  of s e v e r a l  i l l e g a l  p o r t s  a l o n g  t h e  c o a s t  made i t  
e x t r e m e l y  d i f f i c u l t  f o r  t h e  a u t h o r i t i e s  t o  i n c r e a s e  r evenue  
t h r o u g h  h i g h e r  cus toms d u t i e s .  Al though t h e  exchange r a t e  u s e d  
t o  v a l u e  i m p o r t s  f o r  cus toms p u r p o s e s  w a s  i n c r e a s e d ,  t h e  rate 
was kep t  below the market l eve l  because  of t h e  c o m p e t i t i o n  from 
m o f  f i c i a l  p o r t s .  T h e  a u t h o r i t i e s  doub t  t h a t  a f u r t h e r  i n c r e a s e  
i n  t h e  i m p o r t  v a l u a t i o n  r a t e  would have i n c r e a s e d  cus toms 
r e v e n u e s .  However, t h e  c o l l e c t i c n  of f e e s  and c h a r g e s  on p u b l i c  
services ,  such  as u t i l i t i e s ,  c o n t i n u e d  t o  be hampered by t h e  
s e c u r i t y  s i t u a t i o n .  On t h e  e x p e n d i t u r e  s i d e ,  d e s p i t e  a c o n t i n u e d  
f r e e z e  on p u b l i c  s e c t o r  employment, t h e  wage and  s a l a r y  b i l l  
increased by a b o u t  30 p e r c e n t  following t h e  s h a r p  d e p r e c i a t i o n  
o f  t h e  pound and  t h e  e n s u i n g  jump I n  consumer p r i c e s .  The 
i n c r e a s e  i n  i n t e r e s t  rates on t r e a s u r y  b i l l s  and i n  t h e  volume of 
d o m e s t i c  p u b l i c  d e b t  r e s u l t e d  i n  a d o u b l i n g  of i n t e r e s t  payments  
i n  1985. I n  a d d i t i o n ,  t h e  l a g  be tween t h e  d e p r e c i a t i o n  of t h e  
pound and  t h e  adjclstment of l o c a l  p r i c e s  of p e t r o l e u m  p r o d u c t s  i n  
November 1985 l e d  t o  a s h a r p  i n c r e a s e  i n  t h e  p e t r o l e u m  s u b s i d y .  
A s  a r e s u l t  of a l l  t h e s e  f a c t o r s ,  t h e  p u b l i c  s e c t o r  bo r rowing  
r e q u i r e m e n t  i n  1985 was abou t  twice i t s  l e v e l  i n  1984. 

In the  f a c e  of t h i s  d e t e r i o r a t i n g  f i s c a l  p o s i t i o n ,  t h e  
c e n t r a l  bank had t o  r e l y  o n  t h e  p o l i c y  i n s t r u m e n t s  a v a i l a b l e  t o  
i t  i n  o r d e r  t o  m i t i g a t e  t h e  impact  of such  a l a r g e  d e f i c i t  'on 
d o m e s t i c  l i q u i d i t y ,  t h e  price-level and t h e  exchange  rate. The  
a c t i v e  m n e t a r y  p o l i c y  fo l lowed  i n  1985 and e a r l y  1986 i n c l u d e d :  
f i n a n c i n g  t h e  e n t i r e  1985 f i s c a l  d e f i c i t  t h r o u g h  t r e a s u r y  b i l l  
sales t o  cammerc ia l  banks; i n c r e a s i n g  commerc ia l  bank r e s e r v e  
r e q u i r e m e n t s  from 17 p e r c e n t  t o  2 2  p e r c e n t  and r a i s i n g  t h e  
p e n a l t y  on s h o r t f a l l s  i n  bank r e s e r v e s  t o  1 p e r c e n t  a day; 
r a i s i n g  t h e  y i e l d  on t r e a s u r y  b i l l s  t o  a b o u t  22 p e r c e n t  a n n u a l l y ;  
s e l l i n g  t r e a s u r y  b i l l s  d i r e c t l y  t o  t h e  p u b l i c ;  and impos ing  a 
c e i l i n g  on commercial  bank c r e d i t  t o  t h e  p r i v a t e  s e c t o r .  More 
r e c e n t l y ,  a d e c i s i o n  was t aken  r e q u i r i n g  commerc ia l  banks t o  ; [old 
t r e a s u r y  b i l l s  i n  p r o p o r t i o n  t o  t h e i r  d e p o s i t s .  These  measures 
had two m a i n  o b j e c t i v e s .  F i r s t ,  t o  a b s o r b ,  t o  t h e  e x t e n t  
p o s s i b l e ,  t h e  l i q u i d i t y  g e n e r a t e d  by t h e  l a r g e  f i s c a l  d e f i c i t ,  
anci s e c o n d ,  t o  stem t h e  t i d c  of exchange ra te  s p e c u l a t i o n  which 
e x c e s s i v e  bank l i q u i d i t y  made p o s s i b l e .  The a u t h o r i t i e s  recog-  
n i z e ,  however ,  t h a t  t h e  a b i l i t y  of m n e t a r y  measures t o  o f f s e t  
t h e  impact of t h e  l a r g e  f i s c a l  d e f i c i t  i s  l i m i t e d .  

I n  a d d i t i o n  t o  t h e  measures i n t e n d e d -  t o  a b s o r b  e x c e s s i v e  
l i q u i d i t y  and t h u s  r e d u c e  t h e  scope f o r  exchange  r a t e  specula- 
t i o n ,  t h e  c e n t r a l  bank h a s  fo l lowed  a n  i n t e r v e n t i o n  p o l i c y  which 
i s  aimed a t  smooth ing  o u t  s h o r t - t e r m  f l u c t u a t i o n s  in t h e  exchange  
r a t e .  T h i s  h a s  meant s u b s t a n t i a l  f o r e i g n  exchange sales a t  
times, which however were o f t e n  o f f s e t  s u b s e q u e n t l y  by e q u a l l y  
large puxchases .  The c e n t r a l  bank i s  commit ted  to allowing 
u n d e r l y i n g  economic f o r c e s  t o  d e t e r m i n e  t h e  exchange r a t e  t r e n d .  
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The o u t l o o k  f o r  1986 i s  d i f f i c u l t  t o  assess a s  economic 
pe r fo rmance  w i l l .  a g a i n  depend g r e a t l y  o n  t h e  s e c u r i t y  and p o l i t -  
i c a l  env i ronmen t .  However, t h e r e  are  r e a s o n s  t o  b e l i e v e  t h a t  
f i n a n c i a l  p r e s s u r e s  may ease somewhat compared t o  1985. I n  
c o n t r a s t  t o  a s u b s t a n t i a l  pe t ro l .eum s u b s i d y  i n  1985,  i t  i s  now 
l i k e l y  t h a t  t h e  pe t ro l eum a c c o u n t  w i l l  r e g i s t e r  a s u r p l u s  i n  
1986 main ly  as a r e s u l t  of t h e  d o m e s t i c  pr ice  a d j u s t m e n t s  of 
November 1985. T h i s ,  t o g e t h e r  w i t h  t h e  f a c t  t h a t  wage and s a l a r y  
i n c r e a s e s  i n  t h e  p u b l i c  s e c t o r  a re  b e i n g  k e p t  below t h e  i n f l a t i o n  
r a t e  and t h e  i n c r e a s e d  c a u t i o u s n e s s  i n  i n v e s t m e n t  spend ing  a r e  
l i k e l y  t o  keep t h e  p u b l i c  s e c t o r  d e f i c i t  a t  o r  below i t s  1985 
l e v e l  even  i n  nominal  terms. Moreover ,  t h e  b a l a n c e  of paymants 
outcome i n  1985 s u g g e s t s  r educed  p r e s s u r e  on t h e  exchange r a t e  
and t h u s  on p r i c e s .  T h i s  c e r t a i n l y  d o e s  n o t  mean t h a t  t h e  f i n a n -  
c i a l  s i t u a t i o n  can  be  f u l l y  s t a b i l i z e d  w i t h o u t  a more d e c i s i v e  
a c t i o n  t o  r educe  t h e  budge t  d e f i c i t ,  n o r  d o e s  i t  mean t h a t  t h e  
per formance  of t h e  r ea l  s e c t o r  w i l l  e x p e r i e n c e  a s i g n i f i c a n t  
improvement.  U n t i l  a s o l u t i o n  t o  t h e  v o l a t i l e  s e c u r i t y  and 
p o l i t i c a l  s i t u a t i o n  i s  found ,  t h e  b e s t  t h a t  can  be hoped f o r  i s  
p a r t i a l  con ta inmen t  of economic d e t e r i o r a t i o n .  The Lebanese 
a u t h o r i t i e s  remain  c o n f i d e n t  t h a t  a r a p i d  economic r e c o v e r y  can  
be  ach ieved  once  t h e  s i t u a t i o n  r e t u r n s  t o  normalcy.  

Mrs. P l o i x ,  n o t i n g  t h a t  F rance  w a s  keen ly  i n t e r e s t e d  i n  Lebanon’s  
p r o g r e s s  and would c o n t i n u e  t o  s u p p o r t  Lebanon b i l a t e r a l l y  a s  w e l l  a s  
t h r o u g h  i.ts p a r t i c i p a t i o n  i n  i n t e r n a t i o n a l  i n s t i t u t i o n s  a c t i v e  i n  Lebanon, 
c o n s i d e r e d  t h a t  t h e  Lebanese  a u t h o r i t i e s  d e s e r v e d  commendation f o r  t h e i r  
courageous  and  p e r s i s t e n t  e f f o r t s  t o  m i t i g a t e  t h e  v a r i o u s  economic and 
f i n a n c i a l  consequences  of t h e  p r e v a i l i n g  c o n f l i c t  i n  t h e  c o u n t r y .  The 
impact  on economic per formance  had been s e r i o u s ,  w i th  ou tpu t  h a v i n g  f a l l e n  
by 50 p e r c e n t  from mid-1970 levels.  I n  t h e  c i r c u m s t a n c e s ,  i t  was remark- 
a b l e  t h a t  t h e  f o u n d a t i o n s  of Lebanon’s  t r ade -based  economy had n o t  been  
c o m p l e t e l y  e r o d e d .  The a u t h o r i t i e s  must  p e r s e v e r e  i n  t h e i r  e f f o r t  t o  
keep t h e  economy open and must l i m i t  t h e i r  r e c o u r s e  t o  f o r e i g n  bor rowing .  

The p r u d e n t i a l  r e g u l a t i o n s  i n  t h e  banlcing sys tem-- inc luding  commer- 
c i a l  bank l i q u i d i t y  and  s o l v e n c y  ra t ios - -must  c o n t i n u e  t o  be s t r i c t l y  
a p p l i e d ,  s i n c e  i t  w a s  t h rough  such r e g u l a t i o n s  t h a t  p a r t i a l  r e c o n s t i t u t i o n  
of r e s e r v e s  had been a c h i e v e d  i n  1985,  Mrs. P l o i x  n o t e d .  I n  p r e s e n t  
c i r c u m s t a n c e s ,  t h e  m a i n t e n a n c e  of a f l e x i b l e  exchange r a t e  seemed t o  be 
a p p r o p r i a t e ,  p a r t i c u l a r l y  t o  t h e  e x t e n t  t h a t  i t  a l lowed  t h e  c e n t r a l  bank 
t o  ma in ta i r l  i t s  r e s e r v e s .  I t  w a s  t o  b s  hoped t h a t  Fund t e c h n i c a l  a s s i s -  
t a n c e  m i s s i o n s  cou ld  be r e i n s t i t u t e d  i n  Lebanon as soon a s  c i r c u m s t a n c e s  
p e r m i t t e d ,  and t h a t  t h e  a i d  c o n s o r t i u m  o r g a n i z e d  u n d e r  t h e  a e g i s  of t h e  
World Bank f o r  r e c o n s t r u c t i o n  o p e r a t i o n s  would be r e v i v e d  and t h a t  t h e  
World Bank Group would l end  s u b s t a n t i a l  f i n a n c i a l  s u p p o r t  t o  t h o s e  opera-  
t i o n s .  The e v e n t s  of t h e  r e c e n t  p a s t  i n  Lebanon showed t h e  c o u n t r y ’ s  
r emarkab le  r e s i l i e n c y  and human r e s o u r c e s ,  which would need t o  be u t i l i z e d  
t o  t h e  f u l l e s t  once  t h e  o p p o r t u n i t y  p r e s e n t e d  i t s e l f .  
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Mr. Geadah n o t e d  t h a t  u n f o r t u n a t . e l y ,  p o l i t i c a l  and  s e c u r i t y  p rob lems  
i n  Lebanon c o n t i n u e d  t o  impede economic a c t i v i t y .  C a p a c i t y  u t i l i z a t i o n  
was low,  unemployment a n i  i n f l a t i o n  rates were h i g h ,  a c o n s i d e r a b l e  
p r o p o r t i o n  of t h e  c o u n t r y ' s  economic and s o c i a l  i n f r a s t r u c t u r e  had been  
d e s t r o y e d ,  a n d  f o r e i g n  exchange r e s e r v e s  h a d  f a l l e n  s h a r p l y ,  d e s p i t e  a 
d e p r e c i a t i o n  of t h e  exchange r a t e .  And t h o s e  e x t r e m e l y  d i f f i c u l t  cond i -  
t i o n s  had worsened w i t h  c o n t i n u e d  d o m e s t i c  u n r e s t .  I n  t h e  a b s e n c e  of a 
r e s o l u t i o n  of t h e  s e c u r i t y  problems,  t h e  o n l y  o p t i o n  a v a i l a b l e  t o  t h e  
Lebanese a u t h o r i t i e s  was t o  minimize t h e  d i s r u p t i o n s  f a c i n g '  t h e  economy. 
They had i n  h i s  v i ew re sponded  t o  t h e  s i t u a t i o n  w i t h  c o u r a g e  and p e r s e v e r -  
a n c e ,  f o r  which t h e y  s h o u l d  be commended. However, t h e  f i s c a l  d e f i c i t s  
had become l a r g e ;  i n d e e d ,  i t  was p r o j e c t e d  t h a t  f o r  1986 t h e  p u b l i c  s e c t o r  
d e f i c i t  would amount t o  more t h a n  80 p e r c e n t  of t o t a l  e x p e n d i t u r e s .  I n  
t h e  c i r c u m s t a n c e s ,  s t r o n g  e f f o r t s  t o  r e d u c e  t h e  d e f i c i t  must  be under- 
t a k e n .  Given t h e  o b v i o u s  problems t h e  a u t h o r i t i e s  f a c e d  i n  c o l l e c t i n g  
taxes, l a r g e  r evenue  i n c r e a s e s  c o u l d  n o t  be e x p e c t e d ,  a l t h o u g h  t h e  b a s e  
f o r  customs t a x a t i o n  c o u l d  u s e f u l l y  be i n c r e a s e d  by v a l u i n g  items t h a t  
had t o  be impor t ed  t h r o u g h  t h e  o f f i c i a l  p o r t  a t  c u r r e n t  exchange rates.  
That  h a v i n g  been s a i d ,  a n y  r e a l  p r o g r e s s  i n  r e d u c i n g  t h e  d e f i c i t  must b e  
made on t h e  t x p e n d i t u r e  s i d e .  The a u t h o r i t i e s  s h o u l d  be commended f o r  
h a v i n g  a l lowed  t h e  pr ice  of p e t r o l e u m  p r o d u c t s  t o  i n c r e a s e ,  t h u s  e l i m i n a t -  
i n g  r e e x p o r t s ,  .and t h e i r  d e c i s i o n  t o  c o n t i n u e  t h e  f r e e z e  i n  government  
h i r i n g  was a p p r o p r i a t e .  E q u a l l y  i m p o r t a n t  had been t h e  c e s s a t i o n  of t h e  
p r a c t i c e  of t r e a t i n g  t h e  bookkeeping p r o f i t s  due t o  t h e  d e p r e c i a t i o n  of 
t h e  Lebanese pound as  b u d g e t a r y  r e c e i p t s .  S t i l l ,  he  encouraged  t h e  
a u t h o r i t i e s  t o  c o n s i d e r  f u r t h e r  e x p e n d i t u r e  c u t s ;  i n  t h a t  r e s p e c t ,  t h e  
p r e s e n t  s y s t e m  .of s u b s i d i e s  s h o u l d  be s c r u t i n i z e d  c l o s e l y .  

D e s p i t e  t h e  s o p h i s t i c a t i o n  of Lebanon ' s  f i n a n c i a l  s e c t o r ,  o n e  of t h e  
i n e v i t a b l e  r e s u l t s  of t h e  f i s c a l  d e f i c i t s  had been a n  e x c e s s i v e  e x p a n s i o n  
of d o m e s t i c  l i q u i d i t y ,  M r .  Geadah commented. C l e a r l y ,  any  improvement i n  
t h e  f i s c a l  s i t u a t i o n  would d i r e c t l y  a l l e v i a t e  ' t h o s e  p r e s s u r e s ,  and t h e  
d i r e c t  e f f e c t s  c o u l d  be supplemented by o t h e r  i m p o r t a n t  m e a s u r e s .  I n  t h a t  
c o n t e x t ,  h e  welcomed t h e  f a c t  t h a t  t h e  a u t h o r i t i e s  had r a i s e d  r e v e n u e  
r a t i o s  and widened t h e  m a r k e t  f o r  t r e a s u r y  b i l l s .  Given t h e  i m p o r t a n c e  
t h a t  t h e  b a n k i n g  s e c t o r  had t r a d i t i o n a l l y  p l a y e d  i n  t h e  Lebanese  economy, 
t h e  a u t h o r i t i e s  s h o u l d  c o n t i n u e  t o  p r e s e r v e  c o n f i d e n c e  i n  t h e  s y s t e m  by 
m a i n t a i n i n g  s o l v e n c y  and l i q u i d i t y  r a t i o s  a n d  p r o v i s i o n i n g  a g a i n s t  nonper-  
fo rming  l o a n s .  

The a u t h o r i t i e s  s h o u l d  be commended f o r  t h e  f l e x i b l e  exchange r a t e  
p o l i c y  f o l l o w e d  i n  1935 t h a t  had a l l o w e d  a modest accumulat ' ion of r e s e r v e s ,  
M r .  Geadah s a i d .  However, t h e  Bank o f  Lebanon had i n t e r v e n e d  h e a v i l y  i n  
s u p p o r t  of t h e  pound i n  e a r l y  1986 ,  and o f f i c i a l  f o r e i g n  exchange r e s e r v e s  
had f a l l e n  s h a r p l y .  A c c o r d i n g l y ,  t h e  a u t h o r i t i e s  s h o u l d  be encouraged  t o  
r e a d o p t  t h e  exchange r a t e  p o l i c y  f o l l o w e d  i n  1985. On a r e l a t e d  matter, 
t h e  a u t h o r i t i e s '  r e l u c t a n c e  t o  i n c r e a s e  f o r e i g n  bo r rowing  and t h e i r  
w i l l i . n g n e s s  t o  m a i n t a i n  a f r e e  and l i b e r a l  exchange and t r a d e  s y s t e m  were 
commendable. I n  sum, Lebanon c o n t i n u e d  t o  f a c e  s e r i o u s  p rob lems ,  many of 
which were beyond t h e  a u t h o r i t i e s '  c o n t r o l .  While a number of h e l p f u l  
m e a s u r e s  had been t a k e n ,  t h e  economic s i t u a t i o n  would remain d i f f i c u l t  s o  
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l o n g  as t h e  c u r r e n t  c i r c u m s t a n c e s  of c o n f l i c t  p e r s i s t e d .  I t  was t o ' b e  
hoped t h a t  t h e  a u t h o r i t i e s  would succeed  i n  t h e i r  d i f f i c u l t  t a s k  and t h a t  
more normal  c o n d i t i o n s  would p r e v a i l  soon. F i n a l l y ,  he  c o u l d  s u p p o r t  t h e  
proposed  d e c i s i o n .  

Ms Lundsager  remarked t h a t  t h e  d i f f i c u l t  p o l i t i c a l  and s e c u r i t y  
s i t u a t i o n  i n  Lebanon c o m p l i c a t e d  e f f e c t i v e  p b l i c y  management. The a u t h o r -  
i t i e s  had a p p a r e n t l y  been  a b l e  t o  a v c i d  a s e r i o u s  f i n a n c i a l  c r i s i s - a n  
acc om p l i  s hment i n .  p r e s  en  t c i r  cums t a n c e  s-- bu t s h e  was concerned  t h a t  w i t  h- 
o u t  s t r o n g e r  e f f o r t s  t o  r e d u c e  t h e  f i s c a l  imba lances ,  i n f l a t i o n a r y  and 
exchange r a t e  p r e s s u r e s  might become e x c e s s i v e .  I n  f a c t ,  t h e  s u b s t a n t i a l  
jump i n  t h e  i n f l a t i o n  ra te  i n  1985 and t h e  deve lopmen t s  d e s c r i b e d  i n  t h e  
supplement  t o  t h e  s t a f f  r e p o r t - - i n c l u d i n g  t h e  f u r t h e r  d e p r e c i a t i o n  of t h e  
Lebanese  pound and t h e  d e c l i n e  i n  o f f i c i a l  r e s e r s e s - - s h o u l d  be  a c l e a r  
i n d i c a t i o n  of t h e  impor tance  of r e d u c i n g  t h e  f i s c a l  imba lances .  

The a u t h o r i t i e s  had made s e v e r a l  r e c e n t  improvements  i n  f i s c a l  
p r o c e d u r e s ,  i n c l u d i n g  t h e  s t e p s  t aken  i n  1985 t o  d i s c o n t i n u e  t h e  p r a c t i c e  
of  d rawing  on t h e  p r o f i t s  of t h e  exchange r e v a l u a t i o n  a c c o u n t  a s  a s o u r c e  
of b u d g e t a r y  revenue  and t h e  measures  adop ted  t o  enhance  r evenues  by 
a d j u s t i n g  t h e  exchange r a t e  used f o r  customs v a l u a t i o n ,  Ms. Lundsager  
c o n t i n u e d .  Moreover ,  an  e f f o r t  had t e e n  made t o  l i m i t  p u b l i c  s e c t o r  wage 
i n c r e a s e s ,  t h e  a u t h o r i t i e s  were c o n t i n u i n g  t h e  f r e e z e  on c i v i l  s e r v i c e  
employment,  and budge ta ry  i n v e s t m e n t  had been c u r t a i l e d  in l i g h t  of f i s c a l  
c o n s t r a i c t s .  I n -  the  p r e v i o u s  c o n s u l t a t i o n  d i s c u s s i o n ,  h e r  c h a i r  had 
s u g g e s t e d  t h a t  v a r i o u s  budgets  shou ld  be c o n s o l i d a t e d  i n  o r d e r  t o  b e t t e r  
s e t  p r i o r i t i e s  i n  l i g h t  of r e s o u r c e  a v a i l a b i l i t y ,  a d v i c e  t h a t  a p p l i e d  as  
w e l l  t o  e x t r a b u d g e t a r y  spend ing .  She would be i n t e r e s t e d  i n  comments 
from t h e  s t a f f  o r  M r .  F i n a i s h  on t h e  p o s s i b i l i t y  of  p r o v i d i n g  some 
c e n t r a l i z e d  s u p e r v i s i o n  o r  c o o r d i n a t i o n  of t h e  v a r i o u s  budge t s .  On sub- 
s i d i e s ,  t h e  domes t i c  pe t ro l eum p r i c e  i n c r e a s e s  i n  1985 s h o u l d  p e r m i t  t h e  
p e t r o l e u m  account  t o  run a s u r p l u s  i n  1986,  bu t  t h e  a u t h o r i t i e s  s h o u l d  
c o n s i d e r  a d d i t i o n a l  measures  t o  r educe  o t h e r  s u b s i d i e s ,  r e c o g n i z i n g ,  of 
c o u r s e ,  t h e  p o l i t i c a l .  s e n s i t i v i t i e s  s u r r o u n d i n g  such  a c t i o n .  

Monetary p o l i c y  i n  Lebanon was compl i ca t ed  by t h e  l a r g e  f i n a n c i n g  
r e q u i r e m e n t s  of t h e  Government, M s .  Lundsager  obse rved .  N o n e t h e l e s s ,  t h e  
a u t h o r i t i e s  had been t a k i n g  s t eps  t o  s low monetary  e x p a n s i o n  and r e d u c e  
p r e s s u r e  on t h e  exchange r a t e .  A d d i t i o n a l  i n c r e a s e s  i n  d e p o s i t  r a t e s  
c o u l d  h e l p  i n  t h a t  r e g a r d .  The e f f o r t  u n d e r t a k e n  i n  1985 t o  improve t h e  
f i n a n c i a l  p o s i t i o n  of t h e  commercial  banks was welcome, a l t h o u g h  t h e  
a u t h o r i t i e s  s h o u l d  c o n t i n u e  t o  i n s i s t  on a d h e r e n c e  t o  s o l v e n c y  r a t i o s .  
A l s o ,  i t  would be a p p r o p r i a t e  f o r  t h e  commercial banks t o  r e t a i n  p r o f i t s  
i n  a n  e f f o r t  to  s t r e n g t h e n  t h e i r  b a l a n c e  s h e e t s ,  and  p r o v i s i o n  a g a i n s t  
nonper forming  l o a n s .  
was t o  r educe  t h e  i n c e n t i v e  t o  c o n v e r t  l o c a l  c u r r e n c y  d e p o s i t s  t o  f o r e i g n  
c u r r e n c y .  O f f i c i a l  r e s e r v e s  were a l r e a d y  a t  a low l e v e l ,  e s p e c i a l l y  when 
viewed i n  l i g h t  of t h e  r o l e  t h a t  t h e  l e v e l  of reserves p layed  i n  ma in ta in -  
ing c o n f i d e n c e  i n  t h e  Lebanese pound. A p p a r e n t l y ,  t h e  a u t h o r i t i e s  had 
o n l y  l i m i t e d  scope  f o r  i n t e r v e n i n g  f u r t h e r  i n  t h e  f o r e i g n  exchange marke t ,  
as t h e y  had done e a r l i e r  i n  1986 ,  and  s h e  recommended t h a t  t h e y  f o l l o w  

The a im of a number of  measures  s h e  had mentioned 
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t h e i r  t r a d i t i o n a l  p o l i c y  of n o n i n t e r v e n t i o n .  I n  sum, t h e  Lebanese  a u t h o r -  
i t i e s  had t a k e n  some welcome s t e p s  t o  c o n t a i n  t h e  f i n a n c i a l  imba lances  of 
t h e  economy, and  t h e  a u t h o r i t i e s  shou ld  be commended f o r  h a v i n g  m a i n t a i n e d  
a n  open t r a d e  and exchange sys tem and f o r  hav ing  f o l l o w e d  a c a u t i o u s  
approach  t o  f o r e i g n  bo r rowing .  N o n e t h e l e s s ,  t h e  openness  of t h e  economy 
i m p l i e d  t h a t  t h e  d o m e s t i c  imba lances  c o u l d  have a n  immedia te  and f o r c e f u l  
e f f e c t  on t h e  e x t e r n a l  a c c o u n t s ;  h e n c e ,  s t r o n g e r  a c t i o n  t o  remedy t h e  
f i s c a l  s i t u a t i o n  was r e q u i r e d .  

The s t a f f  r e p r e s e n t a t i v e  from t h e  Middle  E a s t e r n  Depar tment ,  r eca l l -  
i n g  t h e  hope e x p r e s s e d  by Mrs. P l o i x  t h a t  Fund t e c h n i c a l  a s s i s t a n c e  t o  
Lebanon be resumed as soon as c i r c u m s t a n c e s  p e r m i t t e d ,  o b s e r v e d  t h a t  b o t h  
t h e  C e n t r a l  Banking Department  and t h e  Middle  E a s t e r n  Department  had been  
m a i n t a i n i n g  a d i a l o g u e  w i t h  t h e  a u t h o r i t i e s  on monetary  p o l i c y ,  and  
p a r t i c u l a r l y  on t h e  s o l v e n c y  r a t i o s .  A s  n o t e d  i n  t h e  s t a f f  r e p o r t ,  t h e  
s o l v e n c y  r a c i o  t h a t  was t o  have t a k e n  e f f ec t  i n  December 1985 had been 
pos tponed  u n t i l  June 1986,  because  t h e  r a p i d  d e p r e c i a t i o n  of t he  Lebanese  
pound i n  1985 h a d  d r a m a t i c a l l y  i n c r e a s e d  t h e  pound v a l u e  of t h e  commerc ia l  
banks '  f o r e i g n  a s s e t s ,  s u b s t a n t i a l l y  r e d u c i n g  t h e  r a t i o  of c a p i t a l  t o  
t o t a l  assets. S e v e r a l  p a t h s  c o u l d  be fo l lowed  f o r  d e a l i n g  w i t h  t h e  s i t u a -  
t i o n ,  i n c l u d i n g  o n e  mentioned by Ms. Lundsage r ,  who h a d  s u g g e s t e d  t h a t  
t h e  r e v a l u a t i o n  p r o f i t s  of t h e  commercial  banks s h o u l d  n o t  be  d i s t r i b u t e d  
t o  s h a r e h o l d e r s  bu t  s h o u l d  be r e t a i n e d  i n  s p e c i a l  a c c o u n t s  t o  p r o v i d e  
a d d i t i o n a l  c a p i t a l  t o  t h e  banks.  M s .  Lundsage r  had a l s o  ment ioned  t h e  
p o s s i b i l i t y  of c o n s o l i d a t i n g  v a r i o u s  budge t s .  While t h e  a u t h o r i t i e s  c o u l d  
s u p p o r t  such  an  approach ,  t h e  c u r r e n t  s e c u r i t y  s i t u a t i o n  had p r e v e n t e d  t h e  
c o n s o l i d a t i o n  from p roceed ing .  

The impact  of t h e  d e c l i n e  i n  i n t e r n a t i o n a l  o i l  p r i c e s  on  t h e  b a l a n c e  
of payments i n  Lebanon had  been  v a r i e d ,  t h e  s t a f f  r e p r e s e n t a t i v e  f rom t h e  
Middle  E a s t e r n  Depar tment  c o n t i n u e d .  The most  i m p o r t a n t  e f f e c t  w a s  t h e  
d i r e c t  impact  on o i l  i m p o r t s .  The s t a f f  had e s t i m a t e d  a s a v i n g s  on  t h e  
o r d e r  of $200-250 m i l l i o n  a y e a r  from t h e  d e c l i n e  i n  o i l  p r i c e s ,  b u t  a n  
i n d i r e c t  e f f e c t  would a l s o  be f e l t  t h r o u g h  t h e  budget  because  t h e  f i s c a l  
d e f i c i t  and monetary  g rowth  would be  r educed .  Budget  estimates produced 
by t h e  s t a f f  s u g g e s t e d  t h a t ,  a t  t h e  p r e s e n t  l e v e l  of i n t e r n a t i o n a l  o i l  
p r i c e s  and a t  t h e  exchange ra te  of LL 22 .5  p e r  U.S.  d o l l a r ,  t h e  o i l  p r i c e  
s u b s i d y  no l o n g e r  e x i s t e d ;  i n d e e d ,  i t  was c o n v e r t e d  i n t o  a s u r p l u s  of  
a p p r o x i m a t e l y  LL 1 b i l l i o n .  However, w i t h  no change  i n  t h e  o i l  p r i c e  b u t  
a f u r t h e r  d e p r e c i a t i o n  of t h e  Lebanese  pound t o  LL 29 p e r  U.S. d o l l a r ,  a 
s u b s i d y  o f  a p p r o x i m a t e l y  LL 1 b i l l i o n  would re-emerge. On t h e  n e g a t i v e  
s i d e ,  r e m i t t a n c e s  from worke r s  i n  n e i g h b z r i n g  c o u n t r i e s  c o u l d  be  r educed  
a s  a r e s u l t  of t h e  impact  of d e c l i n i n g  o i l  p r i c e s  on  economic a c t i v i t y  i n  
o i l  e x p o r t i n g  c o u n t r i e s  of t h e  r e g i o n .  The s t a f f  c o u l d  n o t  q u a n t i f y  t h e  
r e d u c t i o n ,  a l t h o u g h  i t  was p o s s i b l e  t h a t  i t  c o u l d  outweigh  t h e  p o s i t i v e  
e f f e c t s ,  a d d i n g  t o  t h e  p r e s s u r e s  on t h e  exchange ra te .  I f  s o ,  t h e  
p r o j e c t e d  p o s i t i v e  e f f e c t  i n  t h e  budge t  m i g h t  n o t  occur  and t h e  s u b s i d y  
might  w e l l  re-emerge.  The s t a f f  viewed t h e  c u r r e n t  s i t u a t i o n  w i t h  r e s p e c t  
t o  o i l  p r i c e s  a s  a n  o p p o r t u n i t y  f o r  t h e  a u t h o r i t i e s  t o  f l e x i b l y  a d j u s t  
d o m e s t i c  p r i c e s  f o r  p e t r o l e u m  p r o d u c t s ,  t h u s  g i v i n g  a small  margin  of  
r evenue  f o r  t h e  budge t .  
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Mr. F i n a i s h  a g r e e d  t h a t  t h e  Lebanese  c a s e  w a s  a s p e c i a l  one  i n  which 
t h e  economic,  f i n a n c i a l ,  and s e c u r i t y  s i t u a t i o n  i n  t h e  c o u n t r y  l i m i t e d  t h e  
a b i l i t y  of t h e  a u t h o r i t i e s  t o  u s e  normal  economic t o o l s  t o  manage t h e  
economy. Over t h e  p a s t  few y e a r s ,  Lebanon had l o s t  n e a r l y  4 p e r c e n t  of 
i t s  p o p u l a t i o n ,  o u t p u t  h a d  f a l l e n  by 50  p e r c e n t ,  a n d  p e r  c a p i t a  income f o r  
1985  had been  o n l y  o n e  t h i r d  t h e  l e v e l  r e g i s t e r e d  i n  t h e  mid-1970s. More- 
o v e r ,  much of t h e  economic a n d  p h y s i c a l  i n f r a s t r u c t u r e  of Lebanon had 
been  d e s t r o y e d ,  and t h e  economy had been  g r e a t l y  f r agmen ted .  Of c o u r s e ,  
t h e  Fund c o u l d  a d v i s e  t h e  Lebanese  a u t h o r i t i e s  t o  do t h e i r  b e s t  t o  minimize  
t h e  damage of t h e  p r e s e n t  s i t u a t i o n ,  b u t  a d u r a b l e  s o l u t i o n  t o  t h e  c o u n t r y ’ s  
problems r e q u i r e d  a change i n  t h e  s e c u r i t y  s i t u a t i o n ,  so t h a t  economic 
r e c o v e r y  c o u l d  t a k e  p l a c e .  

Among t h e  problems ment ioned  by s p e a k e r s  was t h e  l a r g e  f i s c a l  d e f i c i t ,  
which t h e  a u t h o r i t i e s  were a t t e m p t i n g  t o  t a c k l e ,  Mr. F i n a i s h  no ted .  I t  
mus t  be  u n d e r s t o o d  t h a t  t h e  d e f i c i t  was t h e  r e s u l t  of t h e  c u r r e n t  s e c u r i t y  
s i t u a t i o n ,  as t h e  Government had l i t t l e  c o n t r o l  ove r  i t s  own t e r r i t o r y .  
D i r e c t o r s  had a d v i s e d  t h e  a u t h o r i t i e s  t o  i n c r e a s e  r e v e n u e s  and ,  t o  t h e  
e x t e n t  p o s s i b l e ,  t o  r educe  e x p e n d i t u r e s .  H e  wondered,  however,  whether  
r a i s i n g  t h e  tax and t a r i f f  ra tes  and u t i l i t y  c h a r g e s  would i n  f ac t  i n c r e a s e  
r e v e n u e .  I f  t h e  a u t h o r i t i e s  were unab le  t o  c o l l e c t  t a x e s  and customs 
d u t i e s  and u t i l i t y  f e e s ,  t h e n  i t  m a t t e r e d  l i t t l e  how t h o s e  r a t e s  were se t .  
The e f f o r t  t o  i n c r e a s e  t a r i f f s  by a d o p t i n g  a more r e a l i s t i c  market  
exchange  r a t e  f o r  impor t  v a l u a t i o n ,  f o r  example,  was hampered because  t h e  
Government was compet ing  wi th  a number of i l l e g a l  o r  u n o f f i c i a l  p o r t s .  
I n  f a c t ,  some had a rgued  t h a t  a b e t t e r  approach  would be t o  e l i m i n a t e  cus- 
toms d u t i e s  a l t o g e t h e r ,  i n  o r d e r  t o  p u t  t h e  i l l e g a l  p o r t s  out  of b u s i n e s s .  

The a u t h o r i t i e s  had t a k e n  some measu res  t o  r e d u c e  e x p e n d i t u r e s ,  
M r .  F i n a i s h  commented, but  t h e r e  was a l i m i t  t o  whst cou ld  be done i n  t h a t  
area a s  w e l l .  
t u r e  items were t h e  p e t r o l e u m  s u b s i d y ,  t h e  wage b i l l  and inves tmen t  spend- 
i ng .  As he  had no ted  e a r l i e r ,  t h e  pe t ro l eum s u b s i d y  had a l r e a d y  been  
e l i m i n a t e d ,  a s  d o m e s t i c  p r i c e s  had been  i n c r e a s e d  by 1 7  p e r c e n t  i n  t h e  
f a c e  of a d e c l i n e  i n  o i l  p r i c e s  i n t e r n a t i o n a l l y .  Of c o u r s e ,  t h e  d e c l i n e  
i n  o i l  p r i c e s  had an  immediate  s h o r t - t e r m  p o s i t i v e  e f f e c t ,  bu t  i n  t h e  
l o n g e r  run ,  o n e  had t o  worry a b o u t  t h e  l e v e l  of r e m i t t a n c e s  from t h e  l a r g e  
number of Lebanese  workers  i n  n e i g h b o r i n g  c o u n t r i e s .  On t h e  wage f r o n t ,  
t h e  a u t h o r i t i e s  had adopted  a f r e e z e  on h i r i n g  and had l i m i t e d  t h e  i n c r e a s e  
i n  s a l a r i e s  and  wages t o  a r a t e  below che  r a t e  of i n f l a t i o n .  I n  t h e  a r e a  
of  i n v e s t m e n t  s p e n d i n g ,  p o l i t i c a l  c o n s i d e r a t i o n s  had t o  be  t a k e n  i n t o  
a c c o u n t .  Tn Lebanon,  t h e  C e n t r a l  Government had l i m i t e d  c o n t r o l  ove r  i t s  
t e r r i t o r y ,  and t h e  o n l y  c o n n e c t i n g  l i n k  w i t h  d i f f e r e n t  pa r t s  of t h e  c o u n t r y ,  
i n  many cases,  was government s p e n d i n g .  The Government must c o n t i n u e  t o  
pay t h e  s a l a r i e s  of employees  and t o  m a i n t a i n  c e r t a i n  e s s e n t i a l .  s e r v i c e s ,  
p a r t i c u l e r l y  i n  t h e  c u r r e n t  d i f f i c u l t  times. It was a l s o  impor t an t  f o r  
t h e  Government t o  m a i n t a i n  a l i n k  w i t h  t h e  v a r i o u s  r e g i o n s  i n  a n t i c i p a t i o n  
of t h e  t i m e  when Lebanon would a g a i n  be u n i t e d .  The p o i n t s  he  had made 
were no t  meant  t o  b e l i t t l e  t h e  impor t ance  o r  n e c e s s i t y  of r e d u c i n g  t h e  
p u b l i c  s e c t o r  d e f i c i t  but o n l y  t o  s u g g e s t  t h a t  f u r t h e r  r e d u c t i o n s  i n  t h a t  
d e f i c i t  would n e c e s s a r i l y  depend on deve lopments  i n  t h e  s e c u r i t y  s i t u a t i o n .  

As ide  from i n t e r e s t  on t h e  p u b l i c  d e b t ,  t h e  main expendi-  
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The Ac t ing  Chairman made t h e  f o l l o w i n g  summing u p :  

E x e c u t i v e  D i r e c t o r s  were i n  broad  ag reemen t  w i t h  t h e  v i ews  
e x p r e s s e d  i n  t h e  s t a f f  a p p r a i s a l  f o r  t h e  1986 Art ic le  I V  c o n s u l -  
t a t i o n  w i t h  Lebanon.  I t  was n o t e d  t h a t  t h e  c o u n t r y ' s  economic 
problems stemmed l a r g e l y  f rom t h e  d i s a s t r o u s  e f f e c t s  of a decade  
of armed c o n f l i c t s ,  which h z s  l e d  t o  a m a s s i v e  d e c l i n e  i n  rea l  
GDP, and  speakers e x p r e s s e d  a p p r e c i a t i o n  f o r  t h e  d i f f i c u l t  cond i -  
t i o n s  under  which  economic p o l i c y  i n  Lebanon had t o  be  c o n d u c t e d .  
The a u t h o r i t i e s  were commended f o r  t h e  c o u r a g e o u s  measures t a k e n  
t o  r e d u c e  f i s c a l  i m b a l a n c e s  i n  1985 ,  b u t  i t  was no ted  t h a t  t h e  
o v e r a l l  p u b l i c  s e c t o r  d e f i c i t  amount ing  t o  o v e r  80 p e r c e n t  of 
t o t a l  p u b l i c  e x p e n d i t u r e s  was c l e a r l y  u n s u s t a i n a b l e .  The a u t h o r -  
i t i e s  were urged  more c a r e f u l l y  t o  s c r u t i n i z e  b o t h  b u d g e t a r y  and 
e x t r a b u d g e t a r y  e x p e n d i t u r e s ,  t o  s t r e n g t h e n  t h e  c o l l e c t i o n  of 
c e r t a i n  t a x e s  , and t o  improve b u d g e t a r y  and e x t r a b u d g e t a r y  
p r o c e d u r e s  and c o n t r o l s .  

It was n o t e d  w i t h  s a t i s f a c t i o n  t h a t  mos t  of t h e  p u b l i c  
s e c t o r  d e f i c i t  i n  1985 had been f i n a n c e d  t h r o u g h  t h e  sales of  
t r e a s u r y  b i l l s  t o  commercial  banks  and t h a t  t h e  Government had 
n o t  drawn on t h e  Bank of Lebanon ' s  exchange  r e v a l u a t i o n  a c c o u n t  
a s  a s o u r c e  of r evenue .  However, i t  was a l s o  no ted  t h a t  t h e  
c o n s i d e r a b l e  p u r c h a s e s  of f o r e i g n  exchange by t h e  Bank of 
Lebanon had not  been  s t e r i l i z e d  and t h a t  t h e  r e s u l t  had been a 
r a p i d  e x p a n s i o n  i n  r e s e r v e  money, - 

D i r e c t o r s  welcomed t h e  s u c c e n s i v e  i n c r e a s e s  i n  r e s e r v e  
r e q u i r e m e n t s ,  t h e  r e s t r a i n t s  on p r i v a t e  s e c t o r  c r e d i t ,  and t h e  
a p p r o v a l  of sales of t r e a s u r y  b i l l s  d i r e c t  t o  t h e  p u b l i c .  They 

' u rged  t h e  a u t h o r i t i e s  t o  f u r t h e r  i n c r e a s e  i n t e r e s t  r a t e s  t o  stem 
t h e  s h i f t  i n t o  f o r e i g n  c u r r e n c y  d e p o s i t s ' t h a t  was ,  t o g e t h e r  w i t h  
t h e  l a r g e  f i s c a l  d e f i c i t ,  r e d u c i n g  t h e  e f f e c t i v e n e s s  of  monetary  
P O  li cy. 

D i r e c t o r s  welcomed t h e  change  i n  exchange  r a t e  p o l i c y  t h a t  
had o c c u r r e d  i n  l a t e  1984 when t h e  Bank of Lebanon abandoned i t s  
p o l i c y  of  l a r g e - s c a l e  i n t e r v e n t i o n  i n  s u p p o r t  of t h e  pound and 
began g r a d u a l l y  t o  r e b u i l d  r e s e r v e s .  They urged  t h e  a u t h o r i t i e s  
to m a i n t a i n  a f l e x i b l e  exchange  r a t e  p o l i c y  and  e x p r e s s e d  c o n c e r n  
t h a t  t h e  Bank of Lebanon had i n t e r v e n e d  q u i t e  h e a v i l y  i n  t h e  
f i r s t  q u a r t e r  of 1986. D i r e c t o r s  commended t h e  a u t h o r i t i e s '  con- 
t i n u e d  a d h e r e n c e  t o  a f r e e  exchange and t r a d e  s y s t e m  and t h e i r  
c a u t i o u s  approach  t o  f o r e i g n  bo r rowing .  

I t  i s  e x p e c t e d  t h a t  t h e  n e x t  Art ic le  I V  c o n s u l t a t i o n  w i t h  
Lebanon w i l l  be h e l d  on t h e  s t a n d a r d  12-month c y c l e .  
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The E x e c u t i v e  Board t h e n  t o o k  t h e  . f o l l o w i n g  d e c i s i o n :  

1. The Fund t a k e s  t h i s  d e c i s i o n  i n  c o n c l u d i n g  t h e  1986 
Ar t i c l e  X I V  c o n s u l t a t i o n  w i t h  Lebanon,  i n  t h e  l i g h t  of t h e  1986 
Ar t i c l e  I V  c o n s u l t a t i o n  w i t h  Lebanon conducted  u n d e r  D e c i s i o n  
No. 5392-(77/63) ,  adop ted  A p r i l  29, 1977 ( S u r v e i l l a n c e  o v e r  
Exchange R a t e  P o l i c i e s ) .  

2 .  Th,e Fund n o t e s  w i t h  s a t i s f a c t i o n  t h a t  Lebanon m a i n t a i n s  
an  exchange sys t em which i s  f r e e  of r e s t r i c t i o n s  on payments and 
t r a n s f e r s  f o r  c u r r e n t  i n t e r n a t i o n a l  t r a n s a c t i o n s .  

D e c i s i o n  No. 8264-(86/70) ,  adop ted  
A p r i l  25, 1986 

3 .  LEVEL OF FUND SDR HOLDINGS - REVIEW 
The E x e c u t i v e  D i r e c t o r s  c o n s i d e r e d  a s t a f f  pape r  on t h e  review of  

t h e  l e v e l  of t h e  Fund ' s  SDR h o l d i n g s  (SM/86/70, 4 /1 /86 ) .  

Mr. Ismael i n d i c a t e d  t h a t  he c o u l d  s u p p o r t  a r e d u c t i o n  i n  t h e  Fund ' s  
SDR h o l d i n g s  t o  SDR 1 b i l l i o n .  The proposed r e d u c t i o n  was i n  l i n e  w i t h  
t h e  d e c i s i o n  t aken  by t h e  Board i n  March 1985 and  was c o n s i s t e n t  w i t h  
Fund e x p e r i e n c e  p r i o r  t o  t h e  g e n e r a l  i n c r e a s e  i n  q u o t a s  i n  1983.  I n  
d e t e r m i n i n g  t h e  t a r g e t  r a n g e  of t h e  Fund ' s  h o l d i n g s  of SDRs, t h e  s t a f f  
had c i t e d  s e v e r a l  f a c t o r s  which s h o u l d  be c o n s i d e r e d ,  and h i s  c h a i r  
found a l l  of them t o  be r e a s o n a b l e .  He a g r e e d  t h a t ,  as a r e s u l t  of t h e  
s u b s t a n t i a l  i n c r e a s e  i n  t r a n s a c t i o n s  by agreement  among members and t h e  

. l i k e l i h o o d  t h a t  such  t r a n s a c t i o n s  would r educe  demands on t h e  Fund t o  
make SDRs a v a i l a b l e  t o  members f o r  paying  c h a r g e s ,  a working  b a l a n c e  of 

. SDR 1 b i l l i o n  c o u l d  a d e q u a t e l y  c o v e r  t h e  Fund ' s  need  t o  h o l d  SDRs. H e  
was n o t  unduly  concerned  abou t  t h e  i m p l i e d  r e d u c t i o n  i n  t h e  Fund ' s  n e t  
income p o s i t i o n  a s  a r e s u l t  of a r e d u c t i o n  i n  i t s  h o l d i n g s  of  SDRs. 

M r .  Arias obse rved  t h a t  t h e  i s s u e  of t h e  Fund ' s  h o l d i n g s  of SDRs had 
been  d i s c u s s e d  t h o r o u g h l y  i n  r e v i e w s  h e l d  i n  t h e  e a r l y  1980s .  The c lear  
i n t e n t  of d e c i s i o n s  adopted  a t  t h e  c o n c l u s i o n  of t h o s e  r ev iews- -pa r t i c -  
u l a r l y  t h e  d e c i s i o n s  adopted  i n  November 1984 and  March 1985--had been 
t o  e n s u r e  a n  o r d e r l y  r e d u c t i o n  of t h e  Fund ' s  h o l d i n g s  of SDRs. I n  
a t t e m p t i n g  t o  a r r i v e  a t  a n  o p t i m a l  l e v e l  f o r  t h e  Fund ' s  SDR h o l d i n g s ,  a n  
a p p r o p r i a t e  b a l a n c e  must  be s t r u c k  between t h e  Fund ' s  o p e r a t i o n a l  and 
l i q u i d i t y  r e q u i r e m e n t s  and  the need  t o  promote t h e  r o l e  of t h e  SDR as a n  
i n t e r n a t i o n a l  r e s e r v e  a s s e t .  S t r e n g t h e n i n g  the r o l e  of t h e  SDR had been  
emphasized of l a t e  as a way of h e l p i n g  t o  s t a b i l i z e  t h e  i n t e r n a t i o n a l  
monetary  sys t em;  i t  would a l s o  r e s u l t  i n  a b e t t e r  a l l o c a t i o n  of SDRs, a 
p o i n t  which t h e  Managing D i r e c t o r  had emphasized i n  h i s  summing up a t  t h e  
c o n c l u s i o n  of t h e  d i s c u s s i o n  on t h a t  i s s u e  i n  March. 
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I n  g e n e r a l ,  h e  d i d  n o t  f i n d  c o m p e l l i n g  t h e  a rgument  t h a t  a r e d u c t i o n  
i n  t h e  Fund ' s  h o l d i n g s  of S D R s  would have  a n  a d v e r s e  e f f e c t  on t h e  i n s t i -  
t u t i o n ' s  income p o s i t i o n ,  M r .  Arias c o n t i n u e d .  A s  a r e s u l t  of i n c r e a s e s  
i n  t h e  r e m u n e r a t i o n  c o e f f i c i e n t  i n  r e l a t i o n  t o  t h e  SDR i n t e r e s t  ra te ,  t h e  
f i n a n c i a l  e f f e c t s  i n  p a r t i c u l a r  of a r e d u c t i o n  i n  t h e  Fund ' s  SDR h o l d i n g s  
had d i m i n i s h e d .  F o r  t h o s e  r e a s o n s ,  h i s  c h a i r  c o u l d  s u p p o r t  t h e  proposed  
d e c i s i o n .  

M r .  S c h n e i d e r  i n d i c a t e d  t h a t  he  was i n  f u l l  ag reemen t  w i t h  t h e  
s t a f f ' s  method of a s s e s s i n g  t h e  adequacy  of t h e  Fund ' s  SDR h o l d i n g s ,  and  
h e  c o u l d  s u p p o r t  t h e  proposed  d e c i s i o n  t o  a i m  toward  a r e d u c t i o n  of  t h o s e  
h o l d i n g s  t o  a p p r o x i m a t e l y  SDR 1 b i l l i o n  by May 1987. That  proposed  l e v e l  
of  SDR h o l d i n g s  p rov ided  a n  a p p r o p r i a t e  b a l a n c e  between t h e  Fund ' s  need 
f o r  S D R s  f o r  o p e r a t i o n a l  p u r p o s e s  and t h e  n e e d  f o r  members t o  h o l d  S D R s  
r a t h e r  t h a n  t h e  Fund. The recommendat ion n o t  t o  r e d u c e  t h e  Fund ' s  SDR 
h o l d i n g s  below t h e  proposed  l e v e l  was j u s t i f i e d  by t h e  f a c t  t h a t  p roposed  
h o l d i n g s  s h o u l d  p r o v i d e  t h e  Fund w i t h  some a d d i t i o n a l  n e t  income, which 
would produce  a s l i g h t l y  dampening e f f e c t  on  t h e  r a t e  of c h a r g e  t o  b e  
a p p l i e d .  

The proposed  d e c i s i o n  was p r o p e r l y  i n  l i n e  w i t h  t h e  p o l i c y  adop ted  
on t h e  o c c a s i o n  of t h e  p r e v i o u s  r e v i e w  of t h e  Fund ' s  SDR h o l d i n g s ,  
Flr. S c h n e i d e r  c o n t i n u e d .  Accord ing  t o  t h e  s t a f f ,  i m p l e m e n t a t i o n  of t h e  
d e c i s i o n  would r e s u l t  i n  a d i f f e r e n t  outcome wi th  respect  t o  t h e  amount 
of S D R s  t o  be  used i n  p u r c h a s e s  and payments  t o  l e n d e r s ;  a n d ,  w h i l e  t h e  
p r o j e c t e d  r e d u c t i o n  of t h e  Fund ' s  SDR h o l d i n g s  f o r  f i s c a l  y e a r  -1987 
would be somewhat s m a l l e r  t h a n  t h e  r e d u c t i o n  proposed  f o r  1986,  t h e  new 
d e c i s i o n  would r e q u i r e  s i g n i f i c a n t l y  more S D R s  t o  be u s e d  f o r  t r a n s f e r s .  
The d i v e r g e n t  p a t t e r n  c o u l d  be e x p l a i n e d  by t h e  p r o j e c t e d  r e d u c t i o n  of 
some SDR 9 m i l l i o n  r e s u l t i n g  f rom t h e  a c q u i s i t i o n  of S D R s  by members f o r  
payment  of c h a r g e s .  I n  c o n c l u s i o n ,  i t  was c lear  from t h e  s t a f f  p a p e r  
t h a t ,  ove r  t h e  y e a r s ,  t h e  SDR had become an  e s s e n t i a l  i n s t r u m e n t  i n  t h e  
management of t h e  Fund ' s  d a i l y  l e n d i n g  o p e r a t i o n s ,  b o t h  w i t h  r e s p e c t  t o  
t h e  t r a n s f e r  of r e s o u r c e s  among members and  w i t h  r e s p e c t  t o  t h e  s e t t l e m e n t  
oE c h a r g e s  and r e m u n e r a t i o n .  T h a t  deve lopment  d e s e r v e d  t o  be t a k e n  i n t o  
a c c o u n t  d u r i n g  t h e  fo r thcoming  d i s c u s s i o n s  on  t h e  r o l e  of t h e  S D R  and on 
t h e  a p p r o p r i a t e  amount of S D R s  t h a t  s h o u l d  be c r e a t e d  i n  o r d e r  t o  a l l o w  
t h e  a s se t  t o  f u l f i l l  i t s  r o l e .  

M r .  tilass6 s t a t e d  t h a t  he was among t h o s e  who f e l t  t h a t  t h e  Fund ' s  
h o l d i n g s  of SDRs s h o u l d  b e  k e p t  a t  r e l a t i v e l y  l o w  l e v e l c  i n  r e l a t i o n  t o  
t o t a l  SDR a l l o c a t i o n s ,  and  h e  had t a k e n  n o t e  of r e c l n t  d e c l i n e s  i n  t h o s e  
h o l d i n g s .  S i n c e  t h e  s t a f f  b e l i e v e d  t h a t  t h e  o p e r a t i o n a l  needs  of t h e  
i n s t i t u t i o n  c o u l d  be a d e q u a t e l y  s e r v e d  by m a i n t a i n i n g  working  b a l a n c e s  of 
a b o u t  SDR 1 b i l l i o n ,  a n d  s i n c e  t h e r e  were no r e a s o n s  r e l a t i n g  t o  t h e  
Fund ' s  income o r  l i q u i d i t y  p o s i t i o n  t o  f a v o r  some o t h e r  l e v e l  of h o l d i n g s ,  
he c o u l d  a g r e e  wi th  t h e  proposed d e c i s i o n  t o  aim t o  r e d u c e  t h e  Fund ' s  SDR 
h o l d i n g s  t o  a l e v e l  of a p p r o x i m a t e l y  SDR 1 b i l l i o n  by May 31, 1987 and t o  
r e v i e w  t h e  l e v e l  of S D R  h o l d i n g s  a g a i n  p r i o r  t o  A p r i l  30, 1 9 8 7 .  
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M r .  de  l a  Her rzn  s u p p o r t e d  t h e  s t a f f  p r o p o s a l ,  which he found c o n s i s -  
t e n t  wi th  t h e  Fund's  income needs  arid l i q u i d i t y  p o s i t i o n .  H e  n o t e d  i n  
p a s s i n g  t h a t  among t h e  f a c t o r s  c o n s i d e r e d  i n  d e t e r m i n i n g  t h e  a p p r o p r i a t e  
l e v e l  of t h e  Fund ' s  SDR h o l d i n g s  was t h e  r a t i o  of t h o s e  h o l d i n g s  t o  t o t a l  
a l l o c a t i o n s .  I f  t h a t  r a t i o  was a n  i m p o r t a n t  i n d i c a t o r ,  t h e  s t a f f  p a p e r  
s h o u l d  i n c l u d e  f i g u r e s  t h a t  t ook  accoun t  of t h e  p o s s i b i l i t y  of f u r t h e r  
a l l o c a t i o n s ;  o t h e r w i s e ,  t h e  r a t i o  c o u l d  g i v e  t h e  i m p r e s s i o n  t h a t  no such  
a l l o c a t i o n s  were c o n t e m p l a t e d .  

Mr. Grosche  s t a t e d  t h a t  he t o o  c o u l d  s u p p o r t  t h e  proposed d e c i s i o n .  
He agreed  wi th  t h e  s t a f f  t h a t  i t  was p r e f e r a b l e  t h a t  a l l o c a t e d  s h a r e s  of 
S D R s  s h o u l d  be  h e l d  i n  members' reserves r a t h e r  t h a n  by t h e  Fund and t h a t ,  
g e n e r a l l y  s p e a k i n g ,  t h e  Fund s h o u l d  n o t  aim t o  hold  a h i g h e r  p r o p o r t i o n  
of P D R s  t h a n  was j u s t i f i e d  i n  l i g h t  of i t s  l i q u i d i t y  and o p e r a t i o n a l  
n e e d s .  Income c o n s i d e r a t i o n s  a l s o  s h o u l d  n o t  be  t h e  main c r i t e r i a  f o r  
d e t e r m i n i n g  t h e  a p p r o p r i a t e  l e v e l  of S D R s  t o  be h e l d  by t h e  Fund. More- 
o v e r ,  even t h o s e  who might a r g u e  f o r  such  c r i t e r i a  would f i n d  t h a t  t h e  
f i n a n c i a l  e f f e c t s  of a r e d u c t i o n  i n  t h e  Fund ' s  h o l d i n g s  of S D R s  on  t h e  
income p o s i t i o n  of t h e  i n s t i t u t i o n  had d i m i n i s h e d  f o l l o w i n g  t h e  i n c r e a s e  
i n  t h e  r e m u n e r a t i o n  c o e f f i c i e n t .  F i n a l l y ,  h e  c o u l d  e n d o r s e  t h e  p r o p o s a l  
t o  g i v e  some emphasis  t o  t h e  u s e  of SDRs d u r i n g  t h e  f i r s t  two o p e r a t i o n a l  
b u d g e t s  of f i s c a l  y e a r  1987, i n  o r d e r  t o  speed  u p  t h e  e f f o r t  t o  harmonize 
members' r e s e r v e  t r a n c h e  p o s i t i o n s  i n  t h e  Fund. 

Mr. F u j i n o  obse rved  t h a t  t h e  s t a f f  had p r e s e n t e d  r e a s o n a b l e  and 
b a l a n c e d  arguments  f o r  a r e d u c t i o n  i n  t h e  Fund ' s  S D R  h o l d i n g s ,  and  he  had  
t a k e n  n o t e  of # the  s t a f f ' s  v iew t h a t  t h e  o p e r a t i o n a l  needs of t h e  i n s t i t u -  
tion could adequate ly  be covered hy balances o f  SDRs QCI t h e  order  of 
SDR 1 b i l l i o n .  I n  t h e  c i r c u m s t a n c e s ,  h e  s u p p o r t e d  t h e  proposed d e c l s i o n  
t o  r educe  t h e  SDR h o l d i n g s  t o  SDR 1 b i l l i o n  by end-May 1987 and t o  r e v i e w  
t h e  r e l e v a n t  SDR h o l d i n g s  b e f o r e  A p r i l  lC, 1987.  

Mr. S u r a i s r y  remarked t h a t  he  t o o  c o u l d  s u p p o r t  t h e  proposed d e c i s i o n .  

Mr. Wijnholds  c o n s i d e r e d  t h e  s t a f f  p r o p o s a l  t o  be a p p r o p r i a t e ,  and 
h e  ag reed  wi th  t h o s e  who felt t h a t  income c o n s i d e r a t i o n s  were n o t  r e l e v a n t  
i n  de t e rmin ing  t h e  l e v e l  of SDR h o l d i n g s  t o  be  h e l d  by t h e  Fund. 

Mr. Weitz commented t h a t ,  as  i n  p r e v i o u s  r e v i e w s  of t h e  l e v e l  of t h e  
Fund ' s  h o l d i n g s  of S D R s ,  h i s  c h a i r  would a g a i n  s u p p o r t  t h e  view t h a t  i t  
was p r e f e r a b l e  f o r  SDRs t o  be h e l d  i n  members' r e s e r v e s  r a t h e r  t h a n  by t h e  
Fund,  p a r t i c u l a r l y  when t h e  r e l e v a n t  f a c t o r s  t o  be c o n s i d e r e d  i n  de te rmin-  
i n g  t h e  t a r g e t  r a n g e  of t h e  Fund ' s  S D R  h o l d i n g s  a l lowed  t h e  t r a n s f e r r i n g  
of f u r t h e r  amounts  t o  member c o u n t r i e s  t h rough  o p e r a t i o n a l  b u d g e t s  o r  
o t h e r  forms of d i s b u r s e m e n t .  I n  t h e  c i r c u m s t a n c e s ,  t h e  recommended 
d e c i s i o n  t o  r e d u c e  t h e  F u n d ' s  SDR h o l d l n g s  t o  SDR 1 b i l l i o n  by May 1987 
appea red  b r o a d l y  ap p r  o p r i a  ten 

The F u n d ' s  l i q u i d i t y  p o s i t i o n  s h o u l d  n o t  be  a d v e r s e l y  a f f e c t e d  by t h e  
proposed r e d u c t i o n ,  g iven  t h e  h i g h  l e v e l  of u s a b l e  c u r r e n c i e s  a v a i l a b l e ,  
Mr. Weitz remarked .  Moreover ,  o p e r a t i o n a l  r e q u i r e m e n t s  would seem t o  be  
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c o v e r e d  by t h e  reconmended amount of  SDR 1 b i l l i o n  as a working  b a l a n c e .  
F i n a l l y ,  t h e  a d v e r s e  impact  t h a t  a f u r t h e r  r e d u c t i o n  of t h e  Fund.'s SDR 
h o l d i n g s  might have  on t h e  i n s t i t u t i o n ' s  income p o s i t i o n  was n e a r l y  
i r r e l e v a n t ,  a t  l e a s t  i n  terms of  i t s  i m p l i c a t i o n s  f o r  t h e  r a t e  of  c h a r g e .  

M r .  Z e c c h i n i  s a i d  t h a t  h e  c o u l d  s u p p o r t  t h e  s t a f f ' s  c o n c l u s i o n s  and  
t h e  proposed  d e c i s i o n .  Agree ing  t h a t  t h e  Fund s h o u l d  n o t  h o l d  a h i g h e r  
p r o p o r t i o n  of S D R s  t h a n  was r e q u i r e d  by i t s  o p e r a t i o n a l  and l i q u i d i t y  
n e e d s ,  h e  had no ted  t h e  s t . a f f ' s  b e l i e f  t h a t  a b a l a n c e  of SDR 1 b i l l i o n  was 
s u f f i c i e n t  t o  ' c a r r y  out  t h e  i n s t i t u t i o n ' s  o p e r a t i o n s  w i t h o u t  c o n s t r a i n t s ,  
a l t h o u g h  l o w e r  working  b a l a n c e s  i n  S D R s  m i g h t  n o t  be p r u d e n t .  The aim of  
r e d u c i n g  t h e  Fund ' s  h o l d i n g s  t o  SDR 1 b i l l i o n  by May 1987 was t h e r e f o r e  
a c c e p t a b l e .  The r e d u c t i o n  s h o u l d  a l l o w  f o r  a n  i n c r e a s e  i n  t h e  S D R s  t o  
be h e l d  by member c o u n t r i e s  i n  t h e i r  p o r t f o l i o s  of i n t e r n a t i o n a l  
reserves,  a n  outcome t h a t  would b e  c o n s i s t e n t  w i t h  t h e  g u i d e l i n e s  pro- 
v ided  by t h e  I n t e r i m  Commit tee ,  which had i n d i c a t e d  t h a t  t h e  S D R ,  b e c a u s e  
c f  i t s  reserve c h a r a c t e r i s t i c s  c o u l d  p l a y  a u s e f u l  r o l e  as a component of  
i n t e r n a t i o n a l  r e s e r v e s .  T h e  I n t e r i m  Committee had a l s o  showed i n t e r e s t  
i n  p r o p o s a l s  aimed a t  improving  t h e  c h a r a c t e r i s t i c s  of t h e  SDR and a t  
o b t a i n i n g  a more s t a b l e  and  b a l a n c e d  p r o p o r t i o n  of YDRs i n  members' 
r e s e r v e s ,  o b j e c t i v e s  t h a t  c o u l d  be made more a t t a i n a b l e  by a n  i n c r e a s e  
i n  SDR h o l d i n g s  by  member c o u n t r i e s .  

Mr. Huang commented t h a t  he had no d i f f i c u l t y  w i t h  t h e  proposed  
d e c i s i o n ,  which w a s  a imed a t  r e d u c i n g  t h e  F u n d ' s  SDR h o l d i n g s  t o  a l e v e l  
of a p p r o x i m a t e l y  SDR 1 b i l l i o n  by May 31, 1987.  Given  t h a t  deve lopmen t s  
i n  f i s c a l  y e a r  1987 were u n c e r t a i n ,  i t  would seem prude2 t  f o r  t h e  Fund 
t o  keep  t h e  a v e r a g e  h o l d i n g s  f o r  t h e  y e a r  t o  a r e a s o n a b l e  l e v e l  s o  as n o t  
t o  a d v e r s e l y  a f f e c t  i t s  income p o s i t i o n .  

Mrs. P l o i x ,  Ms. Bush, Mr. Jayawardena ,  and  M r .  Romusldez i n d i c a t e d  
t h a t  t h e y  c o u l d  s u p p o r t  t h e  proposed d e c i s i o n .  

The Deputy T r e a s u r e r  n o t e d  t h a t  i n  making a r e f e r e n c e  i n  i t s  r e p o r t  
t o  t h e  r a t i o  of t h e  Fund ' s  h o l d i n g s  of S D R s  t o  t o t a l  a l l o c a t i o n s ,  t h e  
s t a f f  had i n t e n d e d  t o  s u g g e s t  o n l y  t h a t  t h o s e  h c l d i n g s  s h o u l d  n o t  be  t o o  
l a r g e  a p r o p o r t i o n  of t h e  t o t a l ;  t h e r e  had been  no i n t e n t i o n  t o  s u g g e s t  
t h a t  t h e  s t a f f  had any p a r t i c u l a r  s t a n d a r d  i n  mind o r  t h a t  t h e  p roposed  
r e d u c t i o n  i n  t h e  Fund ' s  h o l d i n g s  of S D R s  i m p l i e d  some s t a f f  v i ew a b o u t  
t h e  amount of S D R s  t h a t  s h o u l d  be  o u t s t a n d i n g  i n  t o t a l .  

The s t a f f  r e p r e s e n t a t i v e  . f rom t h e  T r e a s u r e r ' s  Department  a g r e e d  w i t h  
Mr, S c h n e i d e r  t h a t  t h e  s t a f f  p r o j e c t i o n  f o r  sa les  of S D R s  'by t h e  Fund t o  
noembers f o r  t h e  coming y e a r  was s i g n i ? i c a n t l y  below t h e  ?mount i n  t h e  
p r e v i o u s  y e a r .  However, t h e  p r o j e c t i o n  f o r  1986 was f o r  a n  amount l a r g e r  
t h a n  any  amount t h a t  had been  s o l d  t o  mem>ers f o r  c h a r g e s  i n  a n y  o t h e r  
y e a r  e x c e p t  1985 ,  when t h e  amount s o l d  had been  u n u s u a l l y  l a r g e  b e c a u s e  of  
t h e  need t o  make up  f o r  s l i p p a g e s  i n  p u r c h a s e s  of SDRs by members. I t  
was no t  t h a t  members had needed t o  t u r n  t o  t h e  Fund as a s o u r c e  of  S D R s ,  
but  t h a t  t h e  Fund had  used  t h e  s a l e  o f  S D R s  t o  meet i t s  t a r g e t  f o r  ho ld-  
i n g s  of S D R s  a s  a r e s u l t  of t h e  f a l l o f f  i n  t h e  u s e  of S D R s  i n  p u r c h a s e s .  
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The E x e c u t i v e  Board t h e n  t o o k  t h e  f o l l o w i n g  d e c i s i o n :  

I n  d e t e r m i n i n g  t h e  amounts  of SDRs t o  be t r a n s f e r r e d  i n  
p u r c h a s e s  under  t h e  o p e r a t i o n a l  b u d g e t s ,  t h e  Fund w i l l  be g u i d e d  
by t h e  aim of r e d u c i n g  t h e  F c n d ' s  SDR h o l d i n g s  t o  a Leve l  of 
a p p r o x i m a t e l y  SDR 1 b i l l i o n  by May 31 ,  1987.  P r i o r  t o  A p r i l  30, 
l 9 8 7 ,  t h e  Fund w i l l  a g a i n  r ev iew t h e  l e v e l  of i t s  SDR h o l d i n g s .  

D e c i s i o n  No. 8265-(86/70) ,  adop ted  
A p r i l  25 ,  1986 

DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING 

The f o l l o w i n g  d e c i s i o n s  were a d o p t e d  by t h e  E x e c u t i v e  Board w i t h o u t  
mee t ing  i n  t h e  p e r i o d  between EBM/86/69 ( 4 / 2 3 / 8 6 )  and EBM/86/70 ( 4 / 2 5 / 5 6 ) .  

4 .  BOTSWANA - 1986 ARTICLE I V  CONSULTATION - POSTPONEMENT 

N o t w i t h s t a n d i n g  t h e  p e r i o d  of t h r e e  months s p e c i f i e d  i n  
P rocedure  I1 of t h e  document e n t i t l e d  " S u r v e i l l a n c e  o v e r  Exchange 
Rate P o l i c i . e s "  a t t a c h e d  t o  D e c i s i o n  No. 5392-(77/63) ,  adop ted  
A p r i l  2 9 ,  1977 ,  t h e  E x e c u t i v e  Board a g r e e s  LO e x t e n d  t h e  per iod 
f o r  comple t ing  t h e  1986 Article I V  c o n s u l t a t i G n  w i t h  Botswana t o  
n o t  l a t e r  t h a n  May 7 ,  1986.  

D e c i s i o n  No. 8266- (86 /?2 ) ,  a d o p t e d  
A p r i l  2 4 ,  1986 

5. 'EXECUTIVE BOARD TRAVEL 

T r a v e l  by E x e c u t i v e  D i r e c t o r s  a s  s e t  f o r t h  in EBAP/86/96 ( 4 / 2 2 / 8 6 )  
and EBA?/36/97 ( 4 / 2 3 / 8 6 )  i s  approved .  

APPROVED: J a n u a r y  2 0 ,  1987 

LEO V A N  tIOUTVEN 
S s c  ret a r y  
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ANNEX 

I n  i t s  l a t e s t  f o r e c a s t  o f  A p r i l  1 9 8 6 ,  t h e  A u s t r i a n  I n s t i t u t e  f o r  
Economic Kesca rch  h a s  f u r  tlier r e v i s e d  upward g rowth  p r o j e c t i o n s  as  had 
b e e n  a n t i c i p a t e d  i n  t h e  s r a f f  r e p o r t .  T h i s  r e v i s i o n  r e f l e c t s  t h e  s h a r p  
d e c l i n e  i n  o i l  p r i c e s  and t h e  f a l l  of the  U.S. d o l l a r  acd i s  based  o n  t h e  
a s s u m p t i o n s  f o r  1986 of a n  a v e r a g e  o i l  p r i c e  of US$16 p e r  b a r r e l  and a n  
e x c h a n g e  r a t e  of S 1 5 . 5 0  p e r  U.S. d o l l a r .  

1984  1985  19 86 

Kea1 G D P  

~~ 

(Change i n  p e r c e n t )  

2 . 0  2 .9  3 .0 

P r i v a t e  c o n s u n p t i o n  -0.8 

Gross  f i x e d  i n v e s t m e n t  

E x p o r t s  of goods  and s e r v i c e s  

2 .o 

3.5 
- 

I m p o r t s  o f  goods a n d  s e r v i c e s  7.7 

T r ad e ba 1 a n c  e 
( i n  , b i l l i o n s  of s c h i l l i n g s ) ,  

C u r r e n t  a c c o u n t  b a l a n c e  
( i n  b i l l i o n s  of s c h i l l i n g s )  

7 6 . 8  

-3.9 

Consumer p r i c e s  5 .6  

UnemDloyment r a t e  ( i n  p e r c e n t  of 
d e p e n d e n t  l a b o r  f o r c e )  4 .5  

2 . 2  2.8 

5.3 4 . 8  

10 .4  3 .O 

8 . 8  4 . 8  

- 65.3 -53.7 

-2.0 * 8.6 

3 . 2  2 .0  

4 . 8  4.9 

* P r e l i m i n a r y  f i g u r e .  




