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1. WORLD ECONOMIC OUTLOOK - MAIN ISSLIES 

The Executive Directors discussed a staff paper focusing on the 
main issues relating to the world economic situation and outlook (1~18314, 
6130183). They also had before them as background material the published 
World Economic Outlook Report (Occasional Paper No. 21, May 1983). 

Mr. Wicks considered that the discussion of the main issues relating 
to the world economic situation and outlook was timely. Several important 
matters affecting the development of Fund policy in the medium term would 
have to be dealt with in the coming months, and the decisions that were 
reached would need to be practical and relevant to the world economic 
situation as the Fund saw it. 

Hr was in broad agreement with the staff’s latest forecasts and 
policy conclusions, Mr. Wicks noted. There were encouraging signs in 
Japan and in the United States that hopes of recovery would not be dis- 
appointed again, although his authorities were less sanguine about the 
prospects for a.truly satisfactory recovery in the major European econo- 
mies. The staff’s forecast for the United Kingdom was a little more 
optimistic than that made in the Chancellor’s budget in March, but he 
could broadly agree with the staff that a modest recovery of output in 
1983 would accelerate throughout the year into 198l,. The L1.K. authorities 
expected only a slight pickup in world trade during the rest of the 
year, but a stronger one in 1984. Progress in reducing inflation would 
probably be less dramatic in the coming year or two than it had been in 
the recent past, particularly if commodity prices rose. 

Referring to the mechanism by which the recovery was transmitted, 
Mr. Wicks remarked that the staff’s forecast seemed to depend greatly on 
a revival of confidence in businesses and households, as well as in the 
international banking community. For their part, his authorities saw 
lower inflation and a lower interest rate pushing up personal consumption, 
residential investment, and stockbuilding. He wondered whether or not 
the staff would agree that those were the most likely factors for trans- 
mitt ing recovery. It would also be helpful if the staff could comment 
on the tendency of the money supply to increase in several countries at 
the present time--the United States, the United Kingdom, and the Federal 
Republic of Germany--and on whether it might have implications for 
inflation in, say, 18 months. 

Referring to fiscal policies, Mr. Wicks mentioned the disturbingly 
high levels of real long-term interest rates. Those rates seemed to be 
proof of inflationary expectations’ persisting in financial markets for 
the medium term, and if they continued at their present levels, the 
strength of the recovery might be seriously impaired, as the staff had 
noted. He had referred to interest rates under the heading of fiscal 
policies because their high level in real terms was related at present 
to fiscal policy, and in particular to the fiscal balance in the Llnited 
states. Although he was concerned about the L1.S. fiscal balance for FY 
1983184, he was more concerned about the structural deficits forecast 



EBM/83/93 - 6129183 -4- 

for the years beyond. Present fiscal policies in the United States 
suggested that eve” with a good recovery the budget deficit was likely 
to be large in relation to the level of U.S. private sector savings, 
absorbing perhaps as much as 80 percent of net private savings. At a 
time when the watchword of international discussion was economic c”“ver 
gence, the U.S. budget deficit was not just a matter for the United 
states: it contributed to an undesirable exchange rate volatility; its 
financing would affect interest rates or inflation, which was bound to 
have a” adverse effect on the rest of the world; and indeed, the U.S. 
economy itself might be adversely affected, if the “ear-monopolization 
of private sector savings by the U.S. Government sector meant that the 
private sector was denied the opportunity to increase its productive 
potential. High real interest rates also made it harder for the devel- 
oping countries to deal with their debt problems. 

More generally on fiscal policy, Mr. Wicks went on, a marked shift 
to active expansionary policies might be counterproductive, as the staff 
had stated, with the short-term gains being more than offset by the 
long-term penalties. But in those countries where there was less danger 
of resurgent inflation--Japan and Germany were examples--he accepted the 
staff’s assessment that too rapid a reduction in fiscal deficits could 
inhibit the pace of domestic and therefore of world recovery. The united 
Kingdom was less fortunate than Japan and Germany with respect to infla- 
tionary expectations. The U.K. inflation rate, at 3.7 percent, was 10” 
by the standards of the 197Os, but the reduction had been rapid and 
relatively recent; the authorities were determined to take the further 
decisions necessary to keep inflation at that low rate and to reduce it 
further, as they had already demonstrated they could do. 

As for the smaller industrial countries, Mr. Wicks remarked, many 
of them had followed a much less convincing path of adjustment than the 
major countries. For instance, in a number of Article IV consultation 
discussions in the Board, his chair had pointed to certain deep-seated 
structural imbalances that called for action. 

One of the Fund’s primary responsibilities concerning industrial 
countries was exchange rate surveillance, Mr. Wicks remarked. He shared 
the staff’s doubt about achieving exchange rate stability when inflation 
rates varied so much. Although rates of inflation in many of the major 
economies were closer than for many years, determined policies were 
necessary in all industrial countries to convince the markets that infla- 
tion would not rise above the present underlying levels. 

The Fund should hold Article IV consultations with all industrial 
countries on the regular l?-month cycle, Mr. Wicks considered. His 
authorities had argued that the external impact of members’ policies 
should be assessed in the context of Article IV consultation discussions; 
to some extent, their concerns had been met, although more could be 
done. In many staff reports for Article IV consultations, the staff 
should be able to include a paragraph or two specifically addressing the 
question of the effect of the particular country’s policies on other 



-5- EBM/83/93 - 6/29/83 

countries with which it had trading and other relations. He also urged 
the Executive Board to continue holding regular World Economic Outlook 
discussions as part of the Fund's overall surveillance of the international 
financial system. 

Intensified collaboration between the Fund and the GATT had a role 
to play in dealing with trade problems, Mr. Wicks said, but the staff 
should continue to analyze, perhaps with greater concentration than in the 

past, the trade consequences of domestic policies described in Article IV 
consultation reports. Responsibility for maintaining an open global 
trading system meant that countries should be willing to undertake major 
structural adjustments in the medium term, especially when those adjust- 
ments were taking place under multiyear Fund programs. 

On developing countries' debt, Mr. Wicks asked whether sufficient 
account was taken by the staff of the consequences of the forecast reduc- 
tion in net bank lending in 1983. He hoped the consequences would be 
considered in some detail in the paper on SDR allocations, which would 
nerd to look closely at the prospects for banking flows and at the reserve 
needs of developing countries, in order to help Executive Directors to 
determine whether or not there was a long-term global reserve need. 

In conclusion, Mr. Wicks stated, the staff paper usefully high- 
lighted the three fundamental issues that should govern the Executive 
Board's forthcoming discussions of various policy matters. First, there 
was the nerd to continue the economic recovery without adding to infla- 
tionary pressures; second, rapid structural adjustment in debtor countries 
and in other countries as well was necessary; third, adequate but nonin- 
flationary levels of liquidity had to be provided. 

Mr. Hirao mentioned, as the first of five major issues in the present 
world economy, the need for an expansion of world trade. In the current 
closely interrelated world economy, a free and smooth flow of goods and 
services across national boundaries was essential for the effective func- 
tioning of the whole system; Only free trade could ensure that resources 
in an increasingly interdependent global economy would be allocated and 
used in the most efficient manner. An expansion of world trade had never 
been more important, but unfortunately, after stagnating in 1981, trade 
had actually declined in volume by 2.5 percent in 1982. The major factors 
behind the decline had been elaborated in the World Economic Outlook 
Report, but he would comment only on the recession that had persisted 
over the past few years, and the resulting high unemployment. 

The severity of the recession had forced an increasing number of 
governments to resort to import restrictions and/or export subsidies to 
alleviate their own difficulties, Mr. Hirao remarked. But such protec- 
tionism had actually intensified their troubles because it had obstructed 
optimal resource allocation on a global basis, making the recovery all 
the more difficult. Present problems were so complex that they could 
not be solved by a simple policy of expansion. What was truly required 
at present was structural adjustment to ensure an optimal allocation of 
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resources on the supply side in response to the changing needs of the 
economy over the medium and long term. Structural adjustment called for 
open and liberal international markets, so that market forces could 
operate fully. At the same time, it was important to improve the inter- 
national financial system so as to support an expansion in trade. 

The second issue was recovery from the prolonged recession, 
Mr. Hirao continued. Already discernible early in 1983, the recovery 
had become steadier in recent weeks. The indices of housing starts and 
capacity utilization in manufacturing indicated that the U.S. economy 
was advancing solidly toward recovery. There were brighter prospects in 
other industrial countries as well. The present recovery could be viewed 
as an upJard phase of the business cycle, reflecting a swing in inven- 
tories. But two more important underlying factors could be cited: 
first, the success or near success of anti-inflationary policies, and 
second, the results that the initial process of adjustment had begun to 
show in grappling with structural problems. 

The rate of inflation had been declining markedly in the United 
States, Germany, the United Kingdom, and some other countries, Mr. Hirao 
observed. The result had been an increase in real household income, 
leading to greater confidence on the part of consumers, which would be a 
favorable element in the prospective recovery. But a rekindling of 
inflation could not be permitted. As for structural adjustment, gradual 
progress had been made in the past two or three years. High unemployment, 
an unavoidable cost of containing inflation, still posed a great threat 
t” the stability of many economies. But under the pressure of almost 
intolerable unemployment, the bargaining power of labor unions had weakened 
considerably, making wages less rigid. Rigidity in real wages had been 
the largest barrier to the implementation of effective adjustment policies 
to deal with supply shocks since 1973, and its gradual easing was welcome. 
In his view, the global recession of the past few years had been due not 
so much to the inadequacy of total demand as to inflation and structural 
problems. 

The pace of the recovery was the third issue of importance, Mr. Hirao 
commented. Few people saw in the present recovery--encouraging though 
it was--the strength that had characterized the economic upswings in the 
1960s. In those years, once consumption had picked up, investment had 
surged; as investment had expanded, consumption had risen. Thus, total 
output had grown rapidly. More important, a net increase in investment 
had made it possible for production to rise without price increases. 
Fiscal and monetary policies had also been able to play an important 
role in economic expansion. Such an ideal mechanism could no longer be 
expected to work well. There were a number of structural problems on 
the current economic scene, including labor market rigidities, inadequate 
profit margins, and inappropriate government intervention. As a result, 
businesses did not see bright prospects ahead, and investment activity 
remained sluggish, perhaps the main reason for the lack of basic strength 
in the current recovery. 
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Another discouraging factor was the erosion of business confidence 
due to large fiscal deficits, Mr. Hirao added. In periods of economic 
prosperity, public investment could have the desired multiplier effects. 
However, under the heavy pressure of fiscal deficits, there was always a 
risk that fiscal stimulus might be withdrawn at any time. An increase 
in national income might therefore be regarded as temporary, and the full 
multiplier effects of public investment would not be realized. Similarly, 
businesses made investment decisions not on the basis of current income, 
but on future flows of estimated income. Therefore, even with expan- 
sionary fiscal policirs, a surge in business investment was unlikely if 
those policies seen to be temporary. The impact of stimulative fiscal 
policies had become significantly smaller than in the 1960s. Steady and 
sustained growth could be achieved, not by policies of rapid expansion, 
but by ensuring the recovery of business profits over the long run and 
by sound programs for actually achieving a viable fiscal balance. 

Fourth, Mr. Hirao referred to the issue of an international financial 
system compatible with trade expansion. Few could say that the existing 
system had been sufficiently supportive of trade growth and of the smooth 
flow of investments across national boundaries. I” general, the experience 
of the past decade indicated that foreign exchange rates reflected differ- 
ential inflation rates in the long term, and a cumulative current account 
balance in the medium term. But daily or weekly fluctuations in exchange 
rates appeared to be random, suggesting that there was no stable corre- 
lation of the relevant variables. It was not even so easy to find a 
meaningful correlation for monthly exchange rate variations, although 
strong correlations with interest rate differentials had sometimes been 
observed. To further trade and investment, it was most important that 
exchange rates be more or less predictable, or lend themselves to estima- 
tion based on possible changes in fundamentals. However, in the past 
year or so, exchange rates among the major currencies had often moved 
widely in a random fashion, and had sometimes even gone outside what 
might be considered a reasonable range. One was thus led to suspect that 
spec”lative tra**act10**, which were inherently not a subject for reason- 
able estimation, might have played a major role in exchange rate changes. 
From financial reports describing how market participants formed their 
exchange rate judgments, it was apparent that in the past year or two 
they had based their estimates increasingly on weekly movements of mone- 
tary aggregates in the key reserve currency countries. If monetary 
aggregates changed randomly owing to unexpected developments, the result 
would be random fluctuations in exchanie rates. 

The adoption of a monetary policy that paid predominant attention 
to money supply figures had no doubt contributed greatly to the contain- 
ment of inflation, Mr. Hirao continued. With the advent of various 
types of financial assets, the precise definition of money had become 
unclear. Therefore, at the present stage, it would be advisable in the 
formulation of monetary policy to take into account not only the monetary 
aggregates but also the level of interest rates. In that respect, the 
more pragmatic approach of the Federal Reserve Board since the summer of 



EBM/g3/93 - 6129183 -a- 

1982 was certainly welcome. Needless to say, it was urgent to lower the 
current high level of international interest rates in order to solidify 
the ongoing economic recovery. 

It was also important to promote trade between industrial and devel- 
oping countries, Mr. Hirao said. For that purpose, adequate international 
financing was necessary, and continued recognition by international com- 
mercial banks of the need to maintain their global exposure was crucial. 
The banks would, however, act as desired only if their confidence in 
debtor countries were reinforced by the steadfast implementation of 
adjustment programs in those countries. In that respect, he fully agreed 
with the views expressed by the staff on pages 15 and 16 of ID/B3/4. 

The fifth issue, Mr. Hirao commented, was that close international 
cooperation was a prerequisite for a smoothly operating international 
ec***my, as the sequence of events since the fall of 1982 had demonstrated. 
Cooperation among industrial countries, and also between industrial and 
developing countries, had proved invaluable in reacting to crises. The 
Fund had played a central role in those cooperative actions, without 
which the international financial system would have suffered immeasurable 
damage. 

Governments were sometimes under strong pressure from a legislature, 
or from various interest groups that were claiming priority attention, 
Mr. Hirao remarked. I” some cases, cooperation among governments could 
help an individual government t” make the right choice. There were 
emerging indications of a gradual realization that economic policies 
designed exclusively to meet countries’ own interests were not only inef- 
fective but actually counterproductive. Nevertheless, it was necessary 
to face the reality that freedom in the choice of national economic 
policies was still heavily constrained by domestic considerations. Most 
economic policies were planned and implemented independently in each 
country, but those policies should be qualified by the important con- 
sideration that they would be assessed in light of their international 
impact and mutual compatibility. Therefore, he fully endorsed the staff 
view on the need for a harmonization or concertatlon of policies. In 
that respect, the initiative taken by the leaders of the major industrial 
countries in Versailles and Williamsburg was welcome. 

Mr. Schneider remarked that the world economic outlook had improved 
somewhat since the Executive Board’s previous discussion, mainly as a 
result of the gradual recovery in the United States. At the same time, 
*“me major countries, especially the United Kingdom and the United States, 
had succeeded in reducing their past high rates of inflation to manageable 
levels. The staff had therefore rightly entered its analysis on the 
scope of economic policy necessary to promote and sustain the recovery 
under way. In view of the dominant role of the Llnited States in the 
world economy, it was not surprising that the discussion focused a”n 
developments in that country. While all indicators pointed at present 
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to a rather strong recovery, at least in 1983, it remained to be seen 
whether the recovery could be sustained in the longer run, since a number 
of problems loomed on the horizon. 

As the staff had pointed out, the Federal Government’s borrowing 
requirement had absorbed about 77 percent of net private savings in the 
Llnited States in 1982, Mr. Schneider mentioned. what was even more 
disturbing was that no change was in sight. C”“seq”e”tly, i.f the recovery 
was to be sustained, private investment would have to compete with the 
public financing requirement, and interest rate levels might thus be 
pushed up again. Although the staff had correctly stressed the danger 
of a too-rapid reduction in the public sector deficit, fiscal policirs 
should be formulated so as to bring about a substantial reduction of 
fiscal deficits in the medium term. It would be unfortunate to assume 
that action in that respect could be postponed until early 1985. There- 
fore, measures should be taken on both the expenditure and the revenue 
sides, keeping in mind that there was no substitute for certain essential 
public services, which ought therefore to be maintained. In sum, the 
recovery would not be sustainable if the competition for available savings 
between the public and private sectors drove interest rates that were 
already high in real terms even higher. 

For inflationary expectations to subside, Mr. Schneider remarked, 
it was essential for the stance of fiscal policy to be on the conservative 
side. It would the” be possible to allow monetary policy to be somewhat 
more relaxed, leading to lower interest rates and improving the investment 
climate. For the time being, the high level of interest rates in real 
terms was drawing funds into the financial market, where the return was 
higher and more certain than it was on real investment. 

Lower interest rates in the United States would also be conducive 
to a more realistic exchange rate patter” among the major industrial 
countries, permitting them to reduce their interest rates and thereby 
improve the investment climate, Mr. Schneider commented. A complementary 
response on the European side would be policies aimed at achieving real 
wage rates consistent with an adequate rate of return on investment 
designed to expand capacity. Indeed, without the restoration of the 
appropriate conditions to bring about an adequate supply response, poli- 
cies of demand stimulation could have rather short-lived effects. In 
that connection, it would be interesting if the staff could explain at 
greater length the conditions necessary for achieving the growth projec- 
tions in Scenario C, because only if such growth was achieved could a 
reduction in unemployment rates be envisaged. 

He had been somewhat surprised to note how lightly the prevailing 
high level of unemplo.yment had bee” treated in the staff paper, 
Mr. Schneider added. The only scenario that might have some positive 
effects on employment had been dealt with in five lines, an intolerable 
approach to a serious problem that could have far-reaching consequences 
for the fabric of society in the longer run. An analysis of the problem 
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of structural unemployment would be useful because conventional policy 
instruments seemed unlikely to solve it. It was not only a question of 
incomes policy, which had also not been dealt with in the staff paper, 
but of analyzing the apparently deep-rooted causes of unemployment, which 
had something to do with rapidly changing technology. 

As a general remark, Mr. Schneider noted his disappointment over the 
way in which the mediuorterm scenarios had been treated in the staff 
paper as well as in the published Report. As a tool for analysis and 
policy prescription, he had considered those scenarios to be useful and 
to deserve more attention. Growth rates, current account balances, 
and other economic aggregates should continue to be shown for the three 
scenarios in one table. Such a presentation would give a rough indication 
of future developments, based on different assumptions, and could also 
serve to check past projections. 

External adjustment among industrial countries had apparently been 
made more difficult by the behavior of the U.S. dollar, Mr. Schneider 
said. The appreciation of the U.S. dollar would generate growing imbal- 
ances in the pattern of current account positions not only of the United 
States but also of other major industrial countries. The prospective 
current account deficit for the United States, although large in nominal 
terms, would represent no more than about 1.5 percent of GNP in 1984, 
which would not be too worrisome if no further deterioration occurred. 
But if the current account position were considered unsustainable, it 
might again give rise to large exchange rate movements that were not 
fully justifiable on economic grounds and would therefore be worrisome 
because they were one of the causes of rising protectionism. More harmo- 
nious exchange rate relationships, and thus more appropriate exchange 
rate policies, were needed to stem the protectionist tide. 

It was difficult to interpret the adjustment efforts being under- 
,taken by the developing countries as a group, Mr. Schneider considered. 
There seemed to have been an impressive reduction from 1981 to 1983 in 
the weighted average current account deficit of non-oil developing coun- 
tries as a percentage of exports of goods and services. However, the 
development of the median current account deficit in relation to exports 
of goods and services for those countries was less impressive, and implied 
a strong concentration of adjustment efforts in a few major developing 
c”““tries, particularly those that had seen their access to financial 
markets severely curtailed. In addition, as the staff had noted, the 
progress had been achieved largely through a compression of imports, which 
could not be maintained for long without jeopardizing developing countries’ 
prospects for development. As it was, he was somewhat less optimistic 
than the staff about the possibilities of restoring the demand for imports, 
because of the further contraction of bank financing and because official 
development assistance was not expected to expand. 

The success of the adjustment efforts of developing countries would 
depend heavily on the simultaneous realization of three conditions men- 
tioned by the staff, Mr. Schneider observed. First, sustained recovery 
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in the industrial countries; second, continuous adjustment by developing 
countries; and third, continued lending to those countries by the inter- 
national banking community. The Fund had an important catalytic role to 
play in the latter respect. Present lending levels would have to be 
maintained, at least until 1984-85, when the debt situation might have 
improved to a point where banks could again expand spontaneous lending 
to developing countries. It seemed inconceivable that the membership of 
the Fund would urge the international banking community to continue to 
expand its lending at a moderate rate, and itself be unwilling to provide 
the necessary resources for the institution to maintain its present lend- 
ing levels. 

He agreed with the staff that the most desirable macroeconomic 
policy for developing countries was to shift from consumption to invest- 
ment, particularly investment in the export sector, Mr. Schneider said. 
But they could not make that shift unless there were greater demand for 
their export products from industrial countries. A sufficient recovery 
in the major industrial countries would call for a far greater coordina- 
tion of policies than had been achieved so far, and, above all, for a 
willingness to adopt domestic policies that were suited to the necessities 
of the international adjustment process. There still seemed to be a 
certain lack of understanding by policymakers of how far the world had 
already progressed in the direction of interdependence. As long as there 
was little evidence of readiness to cooperate politically, surveillance 
would have only limited effects. The future policy approach of the 
larger industrial countries, especially during the present difficult 
period, would have an important bearing on the effectiveness of inter- 
national cooperation, as the staff had stated. 

Mr. Finaish referred first LO the issues relating to industrial 
c”““tries, noting that over the past two quarters, as the rate of infla- 
tion had dropped further in some major industrial countries, the level 
of activity had started to pick up. While there was still considerable 
uncertainty over the timing and strength of the recovery, the prospects 
for a resumption of growth in those countries looked more encouraging 
than they had for some time. An important policy challenge at present 
was to promote and sustain the emerging recovery. While a strong recovery 
would be desirable for a faster pullout of the world economy from the 
depths of the recession, care needed to be exercised so as not to reignite 
inflation and thereby undermine the prospects for steady, noninflationary 
growth over the longer run. Gains in controlling inflation remained 
somewhat fragile, and inflationary expectations had still not been ade- 
quately subdued. The task in those circumstances was to promote recovery 
while consolidating--and, where needed, further advancing--the progress 
made against inflation. 

In that connection, he could agree with the staif that an overall 
policy framework of financial restraint would be necessary for some 
time, Mr. Finaish went on. However, authorities could seek to impose 
different degrees of restraint. An important question was whether there 
was scope at present for some easing of financial restraint in those 
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major industrial countries that had been most successful in controlling 
inflation. While the future should not be mortgaged for a quick but 
temporary burst of recovery, it was also necessary to guard against the 
other pitfall of focusing policy so narrowly on the longer-term objectives 
of noninflationary growth that the dictates of the current difficult 
situation were almost completely ignored. What was required was a careful 
balance between easing and maintaining financial restraint. The staff 
had cautioned that shifting to actively expansionary policies, or a 
marked shift in the stance of monetary and fiscal policies aimed at 
stimulating growth in the short term, could be counterproductive at the 
present stage. The staff’s view appeared to be consistent with some 
easing of financial restraint in countries where inflation had already _ 
been brought down substantially, both the kind due to easing of financial 
conditions that resulted from a fall in inflation, without any change in 
the financial targets, and the kind achieved through a more flexible use 
of financial targets. It would be helpful if the staff could confirm 
that understanding. In addition, would the view take” in the latest 
Annual Report of the BE--that certain major industrial countries could 
now afford to take some measures to stimulate domestic demand--be con- 
sistent with the staff’s position? 

Apart from the continuation of a” appropriate degree of financial 
restraint, Mr. Finaish observed, greater efforts should be made to improve 
the mix of monetary and fiscal policies and to tackle structural distor 
tions and rigidities. While those objectives had been emphasized along- 
side demand management in the anti-inflation strategies of the industrial 
countries in recent years, monetary policy had carried an excessively 
large burden in the control of inflation. The lack of progress in 
achieving those objectives had also tended to aggravate the negative 
effects of inflation control on output and employment, not least by 
keeping interest rates high. A” improved policy mix would permit faster 
growth in the future consistent with the maintenance of financial stability. 

Among the structural imbalances and rigidities in industrial coun- 
tries, Mr. Finaish noted, the staff had rightly singled out--in addition 
to labor market rigidities--structural fiscal deficits and inappropriate 
government intervention in the form of support for declining industries. 
Both were important areas for reform and adjustment. With respect to 
fiscal deficits, attention had tended to be focused mainly on controlling 
the aggregate volume of spending; the broad composition of expenditure 
also needed attention, as it bore importantly on the efficiency of resource 
allocation and the development of the productive potential of an economy. 
The rate of capital formation in the industrial countries had been falling 
for many years past, and had been negative over the preceding four years. 
Clearly, those trends did not augur well for the restoration of satisfac- 
tory growth rates over the medium term. The weakness of capital formation 
in the industrial countries had been partly related to the stagnation or 
decline in public sector investment outlays, a factor especially important 
in countries with large public sectors. 
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He had two further questions relating to the industrial countries, 
Mr. Finaish said. First, on page 9 of 1~/83/4, the staff had drawn an 
analogy with the recovery period of the 1970s. to make the point that a 
relaxation of financial restraint at the present stage could lead to a 
resurgence of inflation. While that analogy was valid as an argument 
against a marked shift in financial policies, he wondered whether the 
staff would not agree that its relevance as a guide to the degree of 
financtal restraint needed at present should not be qualified by two 
factors: first, the greater underutilization of resources and capacity 
at present than during the 1970s; and second, the significantly lower 
levels of inflation in those major industrial countries where some scope 
for relaxing financial restraint might be said to exist. Of course, as 
Mr. Hirao had mentioned, forces acting in the opposite direction might 
be the strength of structural rigidities, the state of confidence in the 
business sector, and the size of fiscal deficits. 

Second, Mr. Finaish went on, he would like the staff to indicate 
the significance it attached to the much faster than expected growth of 
output in the United States during the second quarter of 1983, and to 
say whether it felt that the development pointed to a faster recovery 
than had been forecast to date. 

Taking up the subject of adjustment and growth in developing coun- 
tries, Mr. Finaish mentioned that a pickup of recovery in the industrial 
world would serve to facilitate the difficult task of adjustment facing 
many of those countries. Comprehensive adjustment programs had been 
mounted in many developing countries in response to the severe difficulties 
that they faced as a result of the global recession. Developing countries 
had already made substantial progress in reducing their current account 
deficits from the peak reached in 1981, although a large part of that 
improvement had been achieved through a sharp curtailment of imports, as 
the staff also had recognized. Adjustment through import compression 
was painful and growth inhibiting, and there were limits to it, especially 
in lower-income countries. A more fundamental and sustainable--and 
clearly more desirable--means of balance of payments improvement was 
through export expansion. But it was difficult to increase exports in 
an environment of stagnating world trade, especially when a number of 
countries were trying to achieve the same goal. The situation would change 
only with the resumption of growth in the industrial countries. A lower- 
ing of protectionist barriers against the exports of developing countries 
would be of additional help. As noted in the latest Annual Report of 
the BIS, a debt-ridden world fraught with financial fragility required 
not only “lenders of last resort” but also “buyers of last resort.” 

Since the recovery in the world economy over the year or two to 
come, and hence in international trade, was forecast to be relatively 
moderate, any expansion of exports from developing countries would still 
leave them with large external deficits needing to be financed, 
Mr. Finaish noted. If financing was to be available on the required 
scale, it would be important for banks not to withdraw precipitately or 
indiscriminately from international lending, in response to the recent 

. 
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debt service difficulties of some major debtors. It was useful to remember 
that net banking inflows were estimated to have covered almost one half 
of the aggregate current account deficit of non-oil developing countries 
from 1973-74 to mid-1982. The staff was right to say that the negotiated 
arrangements of recent months between debtor countries, international 
financial institutions, and the banks, should be viewed only as having 
provided some breathing space, though a vital one. The rescheduling and 
refinancing operations involved in those arrangements would represent no 
more than a postponement of debt service problems to later years, unless 
the balance of payments positions of the group of countries concerned 
became more viable over the intervening period. The immediate task 
facing the international financial community was to preserve the gains 
from recent coordinated actions until hoped-for developments brought 
fundamental relief to the debtor countries. 

Beyond the immediate issue of maintaining an adequate flow of Lnter- 
national bank financing in the near future, Mr. Finaish observed, the 
lessons that could be learned from recent experience and how they could 
be translated into more permanent and systemic improvements in the flow 
of financing were longer-term issues that would need to be given greater 
attention in the future. 

As for the situation of the oil exporting countries, the most signi- 
ficant development over the past tWo years had been the substantial drop 
in their oil revenues, Mr. Finaish stated. He would agree with the staff 
that that development had necessitated a serious reappraisal of policies 
and priorities, and a number of those countries had already responded 
with a variety of adjustment measures, most notably by curbing the growth 
of expenditures. The staff was also correct in noting that the oil 
exporting countries needed to hold larger reserves than most other coun- 
tries, due to the instability of their export earnings and the lack of 
diversification in their economies. 

While the drop in oil revenues had provided the most immediate 
reason for restraining the growth of expenditures, Mr. Finaish pointed 
out, the need for closer scrutiny of outlays in oil exporting countries 
had started to be felt long before. It had become essential to cut down 
waste and inefficiency by bringing the growth of expenditure more in line 
with the limits of domestic absorptive capacity and by a more selective 
allocation of expenditures among different uses. Such considerations 
seemed not to have been adequately stressed in the staff’s work on oil 
exporting countries, and the staff’s advice on their expenditure policies 
appeared to have been related primarily to the availability of revenues. 
Thus, a rapid increase in expenditure had been encouraged when oil r~enue 
was increasing, supposedly also in the interest of speedier international 
adjustment, and the need for restraint had begun to be stressed only 
when oil revenues started to decline--and even then mainly for countries 
actually experiencing financial difficulties in maintaining their previous 
rates of expenditure growth. The drawback to that approach was that 
economies might be overextended during periods of increasing oil revenues, 
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leading to considerable waste, and to sharper cutbacks when revenues 
began to fall. Over time, such an approach was clearly not in the interest 
of smoother international adjustment. 

In referring to the 12-15 percent decline in oil prices in March and 
April of 1983, Mr. Finaish continued, the staff had noted that “the 
reduction in oil prices should have a generously beneficial impact on 
the world economy....” That view was apparently based on simulations-- 
presented in an appendix to the Report--of the various possible effects 
of a 10 percent drop in oil prices. But it was a view that needed to be 
appropriately qualified. First, the simulation exercise was, needless 
to say, far from comprehensive, the assessment of the negative effects 
of a fall in oil prices being especially weak. Second, to make such a 
clear judgment, it would probably be necessary to have some notion of 
the “right” price for oil. Third, whether or not a fall in oil prices 
of a particular magnitude would be beneficial to the world economy would 
also depend on the time horizon. Even if it could be established through 
simulations that the immediate, or short-run, positive effects would 
outweigh the negative effects, the balance might tilt the other way in 
the longer run. For instance, a drop in oil prices at present could be 
at the expense of a larger price increase in the future. In seeking the 
staff’s views on those points, he was not expressing any preferences for 
certain price levels, but simply drawing attention to the need for further 
analytical support of the staff’s view. A basic question of course was 
what the right price would be for the future, in order, for instance, to 
ensure adequate investment to permit exploration for new sources of oil 
and for alternative energy sources, as well as to maintain incentives 
for conservation in the use of oil and other forms of energy. For the 
time being, of course, for some countries a lower import bill was better 
than a higher one. 

It had also been noted in Appendix A of the WE0 Report, Mr. Finaish 
said, that “about three fifths of the large decline in exports of the 
oil exporting group from 1979 to 1982 . ..is explained by the fall in oil 
consumption of other areas; one fifth is attributable to rising production 
elsewhere; and the remaining one fifth can be ascribed roughly to changes 
in inventories.. . .‘* He wondered whether the basis on which the staff had 
arrived at those estimates--about which little explanation had been 
provided--would also allow the fall in oil consumption to be broken down 
between gains from conservation in the use of oil and the effects of the 
global recession. 

A further question, Mr. Finaish continued, related to the staff’s 
statement on page 17 of ID/8314 that “an increase of 1 percentage 
point in the average annual rate of economic growth of industrial coun- 
tries over the period 1984-86 could lead to an increase of about 3.5 per- 
centage points in the average annual rate of growth in export earnings 
of non-oil developing countries.” There appeared to be some inconsistency 
between that statement and the one in the January Survey (page 32, ID/83/1) 
that **a reduction of 1 percent per annum in the average growth of the 
industrial countries over the period 1984-86 was calculated to reduce 
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the level of export earnings of non-oil developing countries by proportions 
ranging, among the various subgroups, from 1.5 percent to 13.5 percent.” 
The staff’s comments would be helpful. In passing, similar estimates for 
the oil exporting countries would have been useful. 

Finally, on the subject of international cooperation, Mr. Finaish 
observed that while the need for greater cooperation had been widely felt 
and stressed in recent years, it was the translation of those desires into 
deeds that had been the most difficult problem. The staff had mentioned 
several areas in which greater cooperation was needed and was considered 
feasible. They included the harmonization of policies, with countries 
taking due account of the international repercussions of domestic policies; 
a halt to protectionism; and the provision of better-quality financing in 
adequate amounts to developing countries. A firmer commitment to greater 
cooperation by the major industrial countries was crucial to effective 
progress in all those areas. The Fund also had an important role to 
Play, through the effective implementation of its surveillance function, 
which should focus appropriately on the policies of those countries, 
including trade policies, and by promoting adjustment and providing 
financing in support of adjustment. The Fund’s role as an agent of 
cooperation had become even more important in the present circumstances 
of widespread adjustment needs in the global economy and the fragility of 
the international financial system. Clearly, the Fund would have to be 
kept supplied with adequate resources to carry out that role. 

Mr. Laske commented that two issues seemed to dominate the outlook 
for the world economy. The first was the high level of unemployment in 
the industrial countries that was intimately connected with the long- 
lasting recession. The second was the precarious debt situation of a 
number of developing countries. Policymakers were thus posed with a 
veritable challenge. Both the unemployment situation and the debt dilemma 
had to be seen against the background of developments since the early 
197Os, which had been discussed more than once in the Executive Board. 
The critical question was how to deal with the present predicament and 
bring the world economy back onto a path of balanced and sustainable 
growth. 

It had become commonly accepted, Mr. Lake considered, that by delib- 
erately stimulating economic activity, the industrial countries would 
jeopardize the gains made in combating inflation over recent years. That 
was true of those industrial countries that had already managed to reduce 
tlleir rates of inflation quite markedly, as well as of those that still 
had some distance to go. Therefore, he fully agreed with the staff’s 
conclusion that maintaining an adequate degree of monetary restraint was 
essential to preserve and increase the gains made in the fight against 
inflation. On the equally important conduct of fiscal policy, opinion 
seemed to have converged on the obvious necessity of reducing budgetary 
deficits, and restructuring government expenditure to emphasize investment 
rather than consumption. 
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Progress so far had unfortunately not been very impressive, Mr. Laske 
continued. Monetary restraint, together with the failure to rein in bud- 
getary deficits, was keeping interest rates at a higher level than seemed 
necessary to sustain the recovery under way. When the heads of government 
of the seven largest industrial countries had met in Nay 1983, they had 
agreed to pursue appropriate monetary and budgetary policies that would 
be conducive, inter alia, to low rates of inflation and reduced interest 
rates. Yet, for at least three weeks in a TOW, the yields on three-month 
and six-month U.S. Treasury bills had risen at the weekly auctions, by 
about half a percentage point. Similarly, yields had also increased at 
the longer end of the maturity range. It was widely, although perhaps 
not universally, agreed that a lower level of interest rates--especially. 
of real rates of interest--was a” important prerequisite for the contin- 
uation of the still relatively feeble recovery that had been anxiously 
observed since the beginning of 1983. And the staff’s projections were 
apparently based on the expectation that interest rates would gradually 
decline. 

Considering the developments in money and capital markets over the 
past six to eight weeks, Mr. Laske inquired what the staff’s projection 
would be if the most recent upward trend of U.S. interest rates were to 
cant inue. It was true that interest rates were significantly lower than 
they had been at their peak some time in 1982. But the recent increases 
were worrying, the more so because they had occurred at a time when the 
rate of inflation had been significantly lowered, thus further pushing 
up the real rate of interest. It should also be recalled in that context 
that a significant part of the growth projected for 1983 was expected 
to be generated by a turnaround in the inventory cycle. Bearing in mind 
that interest rates were the major element in inventory decisions, he 
viewed the recent developments with some anxiety. 

U.S. interest rates were important not only for the domestic economy, 
Mr. Laske remarked; they exerted a strong influence on the exchange rate 
for the U.S. dollar. The protracted strength of the U.S. currency had 
been the subject of repeated comment over the past 6 to 12 months, in 
political, banking, and academic circles. Some industrial countries had 
felt constrained in the conduct of their monetary policy by the strength 
of the U.S. dollar, because of the likely impact on their own balance of 
payments positions. Other countries had expressed concern about the 
possible repercussions on trade and trade policies. He felt sure that 
the U.S. authorities’ policy mix and its international ramifications 
would be considered thoroughly when the Executive Board discussed the 
staff report for the Article IV consultation with the United States on 
July 20. 

The current account projections for industrial countries had been 
extended into 1984 in Table 7 of ID/83/4, Mr. Lake observed. The patter” 
that had emerged was not at all reassuring. Most worrying was the strong 
increase in the U.S. current account deficit, apparently the maiu reason 
for the expectation that industrial countries as a group would experience 
a rather strep drop into a deficit on current account. It would be quite 
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unusual for a developed country like the United States to run a current 
account deficit while simultaneously recording surpluses on the overall 
balance of payments for an extended period. That would in effect mean 
that other countries’ savings were being pulled into the United States 
for the purpose of financing Federal budget deficits. The outcome would 
be a misallocation of international savings that was apt to hamper invest- 
ment and growth in other parts of the world. 

The projection of current account patterns entailed considerable 
uncertainties, Mr. Laske noted, and he hoped that the staff’s projections 
would prove to be too pessimistic. The OECD had projected less severe 
changes in current account positions, including a significantly smaller 
deficit for the United States in 1983 and 1984, with higher surpluses 
for some other countries. Such differences in projections had been 
mentioned on previous occasions, but he would nevertheless repeat his 
request to the staff for further enlightenment on their nature and causes, 
as for the period ahead they seemed particularly large. 

The critical debt position of a number of developing countries could 
could be managed only by a cooperative effort of all those concerned, 
Mr. Laske considered. He had already Intervened extensively on that 
subject in the recent discussion of international capital markets (EBH/83/88, 
6120183). However, he wished to reiterate that the coordinated efforts 
of governments, central banks, and the IMF to provide the necessary 
financing--by rescheduling debt and making additional credit available-- 
would have to be matched by equivalent adjustment efforts on the part of 
the countries in difficulty. While some of those countries were making 
satisfactory progress, others with a particularly precarious debt position 
were doing less well. The matter was of grave concern, since it posed 
the danger that commercial banks might be less inclined than had so far 
been assumed to provide even a reduced amount of new financing for the 
non-oil developing countries as a group. It would be an illusion to 
expect any shortfall to be made up by financing from official sources. 
For that reason, he strongly endorsed the staff’s arguments in favor of 
sustained, medium-term adjustment efforts. Those efforts would have to 
be entered around the shift from domestic consumption to investment, 
from budgetary deficits to better-balanced fiscal situations, and from 
overvalued to competitive exchange rates. 

Developing countries sometimes overlooked those elements of adjust- 
ment, Mr. Laske remarked, in the belief that their critical situation 
could be dealt with by the provision of new unconditional liquidity, 
either through an SDR allocation or by substantial transfer payments. 
There were other measures that might relieve the inevitable burden of 
the structural adjustment that had to be made, such as less volatile 
commodity prices, which might ease the economic strain for the producers 
of primary products. His authorities had therefore recently stated 
their willingness to explore possibilities for improving the working of 
existing international commodity agreements, and for helping the Common 
Fund to become operational. The industrial countries were also sometimes 
asked to ease their restrictive monetary stance to allow the demand for 
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the products of devrl”ping countries to increase. But even in a period 
of recovery, which everyone hoped would be a prolonged one, it would not 
be wise to relax monetary policy, because to do so would allow the eventual 
increase in commodity prices t” spill over into overall price levels. The 
rise in commodity prices must be allowed to bring about a genuine transfer 
of real resources to the producing countries, together with a change in 
the terms of trade in their favor. 

There would be ample opportunity for Executive Directors to look 
closely at the German economic situation and the policies of his author- 
ities during the forthcoming discussion of the staff report for the 
Article IV consultation, Mr. Laske noted. But it should be noted .that 
at the Williamsburg Summit Meeting, his Government had undertaken to 
follow a policy that would contribute to the international convergence 
of economic conditions in the medium term. To that end, monetary and 
fiscal policy would be conducted in such a way as to optimize the growth 
potential of the economy, to preserve the low level of inflation that 
had been achieved, and to improve the structure and composition of the 
budget with the aim of reducing the deficit. In the international field, 
his authorities were determined to cooperate with those of other coun- 
tries, with a view toward improving the functioning of the international 
monetary system and mastering the difficult world economic situation. 
Their particular objective would be to maintain an open international 
trade and payments system, an essential prerequisite for balanced global 
growth and higher levels of employment. 

Hr. Connors said that he was in broad agreement with the staff’s 
views on the economic recovery but was perhaps more optimistic about the 
growth of economic activity in the industrial countries. His view might 
be largely due to the availability “f additional information about the 
pace of economic recovery since the staff had prepared its paper. For 
instance, the L1.S. “flash” report “f 6.6 percent GNP growth in the second 
quarter had been encouraging, as had the growth of the Canadian econ”my 
during the first quarter <of 1983. He was a little m”rr pessimistic than 
the staff ab”ut the growth prospects in the developing world during 
1983. In particular, a number of countries that were experiencing debt 
difficulties and that had a relatively large weight in non-oil developing 
country GNP might suffer sharper declines in output during 1983 than 
during 1982. 

He would differ somewhat with the staff’s analysis on page 7 of 
11118314 of the effects of fiscal deficits on economic activity and the 
sustainability of recovery, Mr. Connors continued. Although the staff did 
caution against cutting those deficits too quickly during the recovery, 
and acknowledged that fiscal deficits in countries with lower rates of 
inflation were unlikely to have large crowding-out effects in the near 
term, it considered that the deficits were causing the current high 
interest rates and weakening interest-sensitive components of demand, 
especially fixed investment. It was important to keep in mind that while 
investment might be somewhat lower as a result of the fiscal deficits, 
total domestic demand--including investment--was even higher than it had 
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been, and the increased interest rates were the consequence of the greater 
demand. For the longer run, problems might arise if there was a failure 
to achieve meaningful reductions in both actual and cyclically adjusted-- 
or structural--deficits, because the composition of output would be 
different with higher government spending than if government demand bad 
been lower and investment demand higher. The capital stock might be 
smaller, which would have adverse effects on growth over the longer term. 
Nevertheless, it was important to keep in mind that interest rates were 
only one determinant of investment; continued expectations of low growth 
might be discouraging the investment necessary for sustained growth. 

The different scenarios discussed on pages 8 and 9 of ID/g3/4 had 
Some plausibility and were useful, Mr. Connors considered, but they were 
illustrative and contained a substantial element of conjecture. There 
was an element of circularity in the use of scenarios that had to be 
avoided; the scenarios must not be used first to illustrate a hypothesis 
and then to test it. At some later stage, it might be interesting to 
obtain more details of the economic models underlying the scenarios. For 
instance, one argument made by the staff for the plausibility of its 
scenarios was that the relaxation of financial policies in the late 197Os-- 
when excess capacity had existed but when inflationary expectations had 
still been significant--had led to a resurgence of inflation. It was not 
clear from the analysis that the contribution to inflation of the second 
round of oil price increases had been taken into account. 

He would agree with the staff’s assessment that it was difficult 
to explain the appreciation of the U.S. dollar, even with hindsight, 
Mr. Connors said. He would expect the large prospective U.S. current 
account deficit to put pressure on the dollar, although the actual timing 
of such pressure would be difficult to guess. Other offsetting factors 
might continue to support the exchange rate. In any case, the likely 
magnitude of the U.S. current account deficit that was implied by present 
exchange rates should help to strengthen imports by the United States 
from other countries--both developing and developed--and should thereby 
strengthen the recovery in those countries. 

He was in broad agreement with the staff’s description of the adjust- 
ment process in developing countries, Mr. Connors went on, although it 
might be worth qualifying the observation that the external debt burden 
of non-oil developing countries would fall gradually with the decline in 
their current account deficits relative to GDP. In some cases, external 
borrowing had financed capital flight, and domestic policies would not 
only have to reduce the current account deficit relative to imports, but 
give residents and foreign investors confidence to invest in the country. 
Clearly, the debt problems of many developing countries were a major con- 
cern; so far, they had been dealt with in a way that provided a good 
example of the need for international cooperation. Governments, the 
Fund, and banks had worked well together. Besides cooperation among the 
parties involved, a lasting solution to debt problems would lie in the 

recovery of economic activity, sound economic and financial policies--in 
countries with debt problems as well as in others--and the growth of 
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world trade. His authorities believed firmly that it was of great impor- 
tance to resist further protectionist measures and to dismantle existing 
ones wherever possible, in industrial and developing countries alike. 

Mr. Doe observed that in 1982, the world economy had performed below 
expectations, except on the inflation front. Instead of rising by about 
1 percent, real GNP had fallen, marginally in industrial countries, but 
rather considerably--by nearly 5 percent--in oil producing countries. In 
non-oil developing countries, the rate of economic growth achieved, 1.4 per- 
cent, was less than half of the 3.8 percent projected. The recession, 
together with intensified protectionism, had also led to the contraction 
of world trade far beyond expectations. Among the most severely hit had 
been the non-oil developing countries, whose export volume had grown by 
less than 1 percent compared with a projected increase of nearly 7 percent. 

Developing countries should continue to implement painful and hope- 
fully salutary adjustment measures--in particular with respect to pricing 
and fiscal policies--as the Managing Director and staff had stated on 
several occasions, Mr. Doe continued. As for external debt, the outstand- 
ing external financial obligations of all developing countries, amounting 
to $704 billion at end-1982, had increased by 25 percent in just two years. 
As the Managing Director had pointed out in his speech in Florida in.May, 
there were substantial differences among debtor countries relating, inter 
alia, to the size of their debt, its terms, and the economic endowment and 
structure of the borrowing countries. He shared the Managing Director’s 
view that “there are no quick and easy remedies to debt problems.” How- 
ever, he was of the opinion that the medium-term and long-term economic 
progress of several small developing debtor countries and of small lending 
institutions in advanced countries hinged mainly on the formulation and 
implementation of concerted action to resolve debt problems. Therefore, 
the Fund should also be somewhat more actively involved in the search 
for a durable solution to the problem, especially for countries that had 
henefited from debt rescheduling. 

The success of the stabilization programs under way in some developing 
countries, according to the staff, would depend crucially on the strength 
of the recovery in industrial countries, the pursuit of adjustment policies 
by developing countries, and the continued flow of international commercial 
bank credit to the Less advanced economies, Mr. Doe noted. To that list, 
he would add the adoption of appropriate macroeconomic policies in indus- 
trial countries, and more especially the improvement in the terms of trade 
of non-oil developing countries. In that connection, it should he noted 
that with the exception of a short-lived improvement in 1976 and 1977, 
the terms of trade of non-oil developing countries had deteriorated since 
1973, with the largest fall of 6.2 percent having been recorded in 1980. 
Their terms of trade had also deteriorated more rapidly than expected in 
1982. Unless the projected reversal of that downward trend occurred--and 
it was not clear how it would in the absence of a concerted effort--the 
export earnings of countries producing predominantly primary products 
and raw materials were not Likely to record significant gains in 1983. 
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As for the direction of policy in developed countries, Mr. Doe con- 
tinued, the United Kingdom and the United States had been most successful 
in the fight against inflation in 1982, the increases in their GNP defla- 
tors having been respectively 2 percentage points and 1 percentage point 
lower than forecast. France had also performed above expectations, 
although a deterioration in varying degrees had occurred in other major 
countries. The preliminary indications of price developments for the 
first quarter of 1983 in the United Kingdom, the United States, and to 
some extent in Japan and Germany, were encouraging. On the other hand, 
in 1982, the rate of unemployment had risen more than expected in all 
seven major industrial countries, with the exception of France, where the 
actual rate of unemployment of 8.6 percent had been marginally Lower than 
the 8.8 percent projected by the staff. 

As to whether the countries where inflation had slowed down signifi- 
cantly should adopt expansionary policies, with the risk of reigniting 
inflation, Mr. Doe considered that the fight against inflation should 
continue with firmness, even in the United Kingdom and the United States. 
However, instead of using almost exclusively monetary tools to combat 
expectations of rising prices, national authorities should also use other 
t001s, especially fiscal and external sector policies. In that connection, 
the combined fiscal deficit of the seven major industrial countries had 
risen by the equivalent of 1 percent of GNP to 4.5 percent of GNP in 1982. 
In the United States alone, the Federal deficit had risen from 2.5 percent 
of GNP in 1981 to 4.25 percent in 1982 and was forecast to reach 6.25 per- 
cent in 1983. The recession had contributed to revenue shortfalls and 
to higher transfer and interest payments. But there were also indications 
that nearly 1 percent of the increase in the 1982 deficit and 1.75 percent 
of the higher deficit projected for 1983 had h een occasioned by discre- 
tionary policies involving tax cuts and higher outlays, especially on 
defense. 

Understandably, Mr. Doe stated, the greater borrowing need of the 
U.S. government to finance its deficit had put pressure on interest rates 
in the United States and abroad. Hence, he shared the staff view that 
developed countries, especially the United States, should take corrective 
fiscal measures instead of taking a passive attitude to the call from the 
rest of the world for the restoration of financial balance. A similar 
appeal could be made to the United States for the implementation of 
corrective action, including market intervention, in order to ease the 
value of the dollar down to more realistic levels. 

To end, Mr. Doe stated that a greater movement toward a convergence 
on macroeconomic policies and performance among countries was most 
desirable. 

Mr. Lindg said that his authorities were encouraged by the growing 
number of signs indicating that economic recovery was under way in the 
industrial countries. In particular, positive signals had recently 
emerged in the United States. Lower oil prices and slightly easier 
monetary policies in several leading industrial countries would contribute 
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to improving the prospects for an increase in production and demand in the 
period ahead. It should he underlined, however, that great uncertainty 
still surrounded both the strength and the durability of the recovery. 
Financing problems would continue to constrain import demand in the 
developing countries. In addition, lower revenue from oil exports might 
force the OPEC countries to reduce their imports more than projected at 
present. Moreover, high real interest rates--especially on long-term 
loans--low capacity utilization, and a depressed level of profitability 
in the business sector might prevent the necessary increase in private 
investment from being realized. In that connection, the negative effects 
of high interest rates over a longer period than ever before should not 
he underestimated. 

The main task at present had to he to ensure that the moderate 
recovery under way in the world economy would be lasting, Mr. LindS 
continued. Given the huge payments difficulties of many developing 
countries, the pressure on the international banking system, and a rate 
of unemployment of 9 percent in the industrial countries and a far higher 
one in several developing countries, the need for sustained growth was 
more urgent than ever before in the past 40 years. The rate of growth 
projected for 1983 and 1984 was substantially lower than desirable: at 
that rate, unemployment would not decline appreciably, and the threat 
of a serious crisis in the international financial system would still he 
present. A principal objective therefore had to he to ensure the achieve- 
ment of at Least the moderate growth rates projected. 

A disquieting feature of the present economic recovery was that it 
was based predominantly on an upswing in the United States, Mr. Linda 
remarked. It was particularly striking that countries such as the Federal 
Republic of Germany and Japan, which had Low rates of inflation and large 
external current account surpluses, were contributing so Little to the 
recovery. The projected increase in total domestic demand in Japan for 
1983 was 2.6 percent, compared with an average of about 5.5 percent a year 
in 1977-79. In the Federal Republic of Germany, total domestic demand in 
1983 would decline or he stagnant for the third year in succession. 

Those different growth rates contributed strongly to the emergence 
of balance of payments disparities between the dominant countries in the 
world economy, Mr. Linds commented. The expected current account deficit 
of the largest industrial countries as a group was a positive feature, as 
it would help the developing countries to reduce their deficits. A more 
even distribution of the combined deficit among the Largest industrial 
countries would, however, facilitate smoother adjustment. In addition, 
the surpluses and deftcits projected for Japan and the United States 
respectively might entail major problems with respect to the maintenance 
of a Liberal trading system. Balance of payments disparities might also 
Lead to exchange market disturbances, even though price and cost develop- 
ments in the major countries showed a greater convergence at present than 
they had since the 1960s. 
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His authorities considered it unlikely that world economic growth in 
1983 and 1984 stronger than projected by the staff would necessarily lead 
to higher inflation, Mr. LindS stated. In that connection, he would 
mention inter alia the staff’s conjecture that oil price developments in 
the few years to come were unlikely to rekindle inflationary expectations. 
I” addition, productivity growth in the first phase of the economic 
recovery should allow for lower price increases in the years immediately 
ahead. Moreover, even if economic growth were to be stronger than forecast 
by the staff, unemployment would remain very high and have a dampening 
effect on wage increases. He would welcome some further remarks from the 
staff about the outlook for unemployment in 1984. 

Against that background, his authorities found it worrisome that a 
tightening of fiscal policy, cyclically adjusted, was planned for 1983 in 
Japan, the Federal Republic of Germany, and the United Kingdom, all coun- 
tries with low inflation and a strong external balance, Mr. Lind8 
observed. As to the United Kingdom, it might be asked whether fiscal 
policy had not been too restrictive in recent years. With respect to the 
United States, his authorities agreed with the staff that a change in the 
mix between fiscal and monetary policy was necessary. Without such a 
change there was the risk that toward the end of 1983, interest rates 
would again rise so high as to strangle the economic recovery in its 
infancy. A different policy mix in the United States would also facili- 
tate the more effective use of economic policy instruments in other 
co”“tries. 

His authorities also considered that the financing and debt situation 
of the non-oil developing countries remained volatile and could easily 
deteriorate, Mr. Linde remarked. They fully shared the staff’s view 
that a markedly lower growth of the world economy than shown in the World 
Economic Outlook forecasts and in Scenario A might create substantial 
problems for those countries and jeopardize the efficient functioning of 
the financial system in the years to come. His chair also agreed with 
the staff on the continued need for adjustment and structural change in 
the developing countries, but there were limits to how far demand and the 
level of activity could be brought down in countries where large segments 
of the population lived at a subsistence level. In that context, he 
wished to emphasize the importance of undiminished development aid as 
well as of continued financing from the private banking system. 

The close integration of the world economy over the past 40 years 
called for increased coordination of economic policies in the various 
countries, ttr. Lind@ declared. In particular, there was a need for 
closer coordination of exchange rate policies, a” area in which the Fund 
had an important role to play. His authorities joined the staff in 
welcoming the support given to the Fund’s surveillance policy at the 
Williamsburg meeting. As the staff had noted, the Fund’s surveillance 
function was especially important vis-2-vis the largest industrial coun- 
tries. His chair agreed with the staff that it was of great importance 
for those countries to formulate their policies with due regard to their 
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probable interaction and mutual compatibility with those followed by 
other countries. In certain circumstances, exchange market intervention 
might be an effective means of stabilizing exchange rates. 

Miss Le Lorier considered that the issues selected by the staff for 
discussion were challenging, not only because of their scope but because 
of the high degree of uncertainty beyond the short run. Since the Execu- 
tive Board’s discussion of the World Economic Outlook in January, the one 
bright spot was that economic activity was giving stronger signs of 
picking up in the main industrial countries. Moreover, the progress made 
in reducing inflation in the major industrial countries had been further 
substantiated. However, the main question for the world as a whole 
remained unanswered, namely, how to promote and sustain the recovery 
under way. It might perhaps be fairer to say that the answer to the 
question had yet to be found, whereas the risks attached to a short-lived 
and insufficiently strong recovery had become more unacceptable than 
before. 

The Fund should be more forthcoming on at least one question of 
current concern, Miss Le Lorier observed, namely, the unsustainable level 
of real interest rates. She could not resist quoting from the concluding 
chapter of the Annual Report of the BIS: 

The single most powerful obstacle in the way of a sustained 
business upswing is the high level of U.S. interest rates, which 
remain particularly high when set against the low current infla- 
tion rate... such rates could prevent any vigorous pickup in 
capital business outlays... internationally their influence in 
equally damaging . . ..From every conceivable angle, the most 
important and most urgent task for policy is to exert downward 
pressure on U.S. interest rates. 

The weakness in fixed investment since mid-1982 had perhaps been 
unexpected, Miss Le Lorier remarked, but there was little doubt that it. 
could be traced back, partly if not wholly, to high real interest rates. 
A variety of reasons had been advanced to explain the present interest 
rate level in the United States: some had traced it to inflationary 
expectations and even to a lack of credibility of monetary policy, whereas 
others had emphasized the consequences of large fiscal deficits. She 
would certainly associate herself with the staff’s fear that the prospect 
for continued high fiscal deficits in the United States would keep real 
interest rates at a level inconsistent with a pralcnged rrc~v:r)-. The 
need for deliberate action was all the more pressing since, ii she was 
correct, a higher rate of growth than forecast would not significantly 
change the fiscal outcome, whereas continuing progress toward price 
stability would aggravate the expected level of fiscal deficits over the 
two years to come. That did not mean that the pursuit of monetary objec- 
tives could not be modified with a view to mini&zing the costs in terms 
of interest rates. After all, interest rates were not the sole yardstick 
against which to measure the degree of monetary restraint. 
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True enough, a vital world recovery depended on a recovery in the 
United States, Miss Le Lorier remarked; on the other hand, the U.S. 
recovery was linked with world recovery. Unlike Mr. Connors, she was 
not sure that stronger U.S. imports would be a reassuring factor, taken 
by themselves; apart from the possibility of increased protectionist 
pressures, the question was whether U.S. growth was sustainable without 
some improvement in the prospects for U.S. exports at some point in time. 
The staff had commented at length on what it called harmonization of 
domestic policies. Equally important at present was the need to avoid a 
disorderly correction of the present pattern of exchange rates, or an 
equally disorderly absence of such corrections. In that respect, she 
would be interested to learn from the staff how the use of a dollar value 
that was roughly in line with indicators of competitiveness would affect 
the projections both for 1984 and in the medium-term scenarios. 

She would like the staff to indicate not only the level of the U.S. 
current account deficit that would be associated with a lower value of the 
U.S. dollar, Miss Le Lorier added, but also how the development of U.S. 

imports and exports would be affected. Several combinations of export 
and import growth could be associated with a given current account deficit. 
Movements in the U.S. current account seemed to affect the dollar exchange 
rate with lags that were fairly long and difficult to predict, and if the 
recent appreciation of the dollar could not be fully explained, the pace 
at which it would eventually be corrected could surely not be predicted 
either. In the circumstances, high priority should be assigned to the 
coordination of exchange rate policies, including concerted intervention 
on the exchange markets whenever appropriate. Although exchange market 
behavior and expectations were not easy to understand, that did not mean 
that nothing could be done to remove some of the uncertainties that had 
plagued the international and economic financial system. 

With those two points of emphasis, she could concur with the general 
assessment by the staff of the policies to be pursued by industrial 
countries, Miss Le Lorier remarked. She could certainly subscribe to the 
idea that economic conditions differed markedly among countries, and that, 
accordingly, policy stances had to be different. Unless she had over- 
looked it, the view that countries that had succeeded in bringing down 
inflation should take advantage of their room for maneuver had not been 
explicitly reiterated in ID/83/4. Instead, the condemnation of actively 
expansionary policies as being counterproductive had been underscored 
several times. She hoped that the two approaches were not seen as being 
exclusive, and that the need to support recovery would be kept in view. 
It would also appear helpful to advocate whenever possible any means of 
helping to mitigate the cost of restrictive financial policies in terms 
of output and employment, such as successful incomes policies. 

If inflationary expectations had received great attention so far, 
Miss Le Lorier observed, the same could not be said of growth expectations. 
There had perhaps been an underestimation of the endogenous factors under- 
lying the current decrease in fixed investment and the still depressed 
prospects for its recovery, even in countries that had succeeded in their 
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fight against inflation. Any risk of lower growth than projected should 
continue to be carefully analyzed with a view to finding the necessary 
remedies, even perhaps at the expense of encouraging inflationary expec- 
tations. After all, was it certain that those expectations should be 
brought down below what they were currently supposed to be, if that were 
to mean an absence of growth expectations? Needless to say, she hoped 
that her pessimism would turn out to be unfounded, and that the outcome in 
the coming months would establish that the recovery was well under way. 

On the topics of adjustment, growth in developing countries, and 
international cooperation, Miss Le Lorirr concluded, all parties concerned, 
including the debtor countries, should pursue their efforts to ensure an 
adequate and steady flow of financing. The Fund would continue to play 
a key role through the various functions listed by the staff: access to 
its own resources, surveillance, and relations with official and private 
lenders. She would add to that list a review of the adequacy of inter- 
national liquidity in light of recent developments in the level and 
distribution of reserves, together with the recent behavior of the bank- 
ing community. In that respect, she associated herself with Mr. Wicks’s 
comments. 

Mr. Polak noted that, as Mr. Wicks had indicated, the reason for the 
present discussion was to prepare for the major policy issues that would 
come before the Executive Board in the weeks ahead. For that purpose, two 
requirements would have to be met: first, the right bearings would have 
to be taken on the guiding principles for sustaining the recovery; and, 
second, the factual base would have to be correct. The published World 
Economic Outlook Report and 1~18314 provided a wealth of material on both 
scores, and he could add little to the endorsement by previous speakers 
of the staff’s policy pronouncements. He would therefore concentrate on 
certain aspects of the factual base that in his view called for attention. 

His first question concerned the medium-term current account deficit 
of the developing countries, Mr. Polak said. The staff had said on 
page 17 of its paper that it expected the current account deficit of non- 
oil developing countries to settle in the neighborhood of 14 percent of 
exports of goods and services in 1984-86, lower than the ratios of 22 per- 
cent in 1980-81 and 19 percent in 1982, but close to the average for the 
years immediately preceding the second oil price increase. The implica- 
tion of the staff’s estimate was that, in absolute amounts, the current 
account deficit of the non-oil developing countries would rise beyond its 
1982 level; in Scenario A, the staff saw it moving from $87 billion in 
1982 to $93 billion in 1986. He had no independent way of judging the 
reasonableness of that estimate, but he had been struck by the fact that 
it differed significantly from the views of other experts. He mentioned 
in particular the testimony of William Cline before the U.S. Congress, 
and the June edition of the Morgan Guaranty monthly letter, reflecting 
the views of Kimmer de Vries. Both experts seemed to think that the 
solution of the developing countries’ debt problem lay in a continued 
contraction in absolute amounts, of the current account deficit of those 
countries, and an even further contraction as a percentage of exports of 
goods and services. 
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Even though the Morgan Guaranty figures covered a smaller Sample of 
countries--about 20 of the heavily indebted developing countries--the 
data for the subgroup of those countries in the Western Hemisphere was 
similar to that of the Fund, Mr. Polak observed. On the basis of its 
figures, Morgan Guaranty saw a need for the current account deficit of 
non-oil developing countries to be halved--not increased--from 1982,to 
1986; as a percentage of exports of goods and services, where the figures 
were comparable with those of the staff, Morgan Guaranty aimed St a 
ratio of 8 percent in 1985 and 5 percent in 1990. On the basis of some 
evidence presented in the Morgan Guaranty letter, it was suggested that 
a ratio of debt to exports in exceSs of 160 percent was quite dangerous; 
the 1982 average was stated to be already 180 percent, while the authors 
expected it to fall to 165 percent in 1985 and 125 percent in 1990 for 
many countries, including the Western Hemisphere as a whole, the present 
average waS well over 300 percent. 

The staff had said that on its assumptions the debt burden would 
Show some reduction, Mr. Polak continued, but he would be interested in 
a comparative analysis of the various studies that had been made, because 
of the crucial importance of using the right study. On a matter of such 
direct importance to the banks, the Fund should know whether its own view 
was compatible with the view of a well-informed bank. In that connection, 
the staff might also occasionally change its usual practice of classifying 
developing countries into four groups, and subdivide them into different 
groups, one of which would include the heavily indebted countries. It 
was necessarily difficult to categorize countries, but for the purpose 
of analyzing the debt problem, it would seem useful not to classify all 
developing countries in one group--including those countries for which 
the debt problem was not important--thereby diverting attention from the 
central subject. 

The second factual issue of concern to him, Mr. Polak said, was the 
statistical asymmetry in the aggregation of projected current account 
balances. The balances for all the countries in the world Should add up 
to zero--and had once done so--but in recent years, the excess of deficits 
had risen until in 1982 it had reached about $90 billion. Thus, there 
had to be an underreporting of positive items on current account of that 
magnitude, or of an even greater one, because, as the staff had indicated, 
there was probably Some underreporting of negative items as well. It 
was not just a matter of statistical nicety but of policy. Insofar as 
countries were guided by their current account positions when they were 
assessing their economic and financial situations, they were collectively 
considering themselves to be $80 billion-90 billion worse off than they 
actually were. As Professor Grassmann had pointed out in a recent seminar, 
such underreporting of credit items in the balance of payments had to 
have a large deflationary impact. 
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I” Section 11 of Appendix A to the Report, a great deal of interest- 
ing material was presented on the problem of the statistical asymmetry, 
Mr. Polak remarked. The staff had made a convincing case that it was 
not overestimating the combined current account deficit of “on-oil devel- 
oping countries, but was perhaps underestimating it; there probably was 
underreporting of hidden capital exports, or capital flight, to which 
Mr. Connors had referred. The staff’s analysis had successfully attributed 
part of the current account discrepancy to particular items of the current 
account, which had been matched across all balance of payments statements 
between the credit and debit sides, revealing that over $50 billion of the 
total.discrepancy could be attributed to tw” items: the underreporting 
of income from shipping and from what was called “other investment income.” 
A plausible case had been made by the staff that such underreporting 
probably took place on a large scale in countries with positive receipts 
on those items in the balance of payments; the errors were no doubt pri- 
marily made on account of the industrial countries and to some extent of 
the oil exporting countries. The staff’s explanation was excellent as 
far as it went, but the problem could not be disposed of in a” appendix 
to the Report; it should be pursued further if the Fund was to establish 
a decent data base for considering the policy issues under discussion. 

Reference had been made by Mr. Laske to the serious consequences 
that would follow from the large current account deficit of the United 
States, Mr. Polak recalled. But the United States itself had an errors 
and omissions item in its balance of payments, for which a figure of 
$42 billion was given for 1982, far above the current account deficit for 
that year, and twice as large as the current account deficit estimated 
for 1983. I” fact, the item for errors and omissions in the U.S. balance 
of payments had been in the order of $25 billion or more for a number of 
Y62Zll-S, though not regularly. Co”seq”e”tly, there was no way of knowing 
whether or not the United States would have a current account deficit or 
cucrent accOunt surphs in 1983. 

It was therefore necessary for the staff to go beyond its analysis. 
of the problem, Mr. Polak considered, and take two steps. First, when the 
staff knew that there were large errors in balance of payments figures, 
it should inform the countries concerned that they were not fulfilling 
the obligation to provide balance of payments information to the Fund if 
they submitted data with such large errors. Second, since immediate 
results would not be possible, the staff should accompany current account 
figures, when thry were being used for policy purposes, with a warning 
signal and perhaps a rough estimate of what proportion of the $80 billion 
or $90 billion might be attributable to the major industrial countries in 
particular; in some countries, surpluses would be raised, and, in others, 
deficits lowered, but the Fund and members would at least be alerted to 
what was a very important problem. 

Mr. Lovato remarked that although a” exchange of views on current 
global affairs was always welcome, world economic conditions changed rather 
sluggishly, and with the number of reviews that the Executive Board had 
made recently, the marginal returns were diminishing quite rapidly. 
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The signs of a recovery in output that had emerged in recent months 
in industrial countries were certainly encouraging, Mr. Lovato said, even 
though they were not grounds for undue optimism. Inflation had been 
brought down, and the decline in oil prices had created some room for the 
expansion of domestic demand in oil importing countries, while at the same 
time reducing cost pressures. However, the pace of recovery was still 
moderate and unevenly distributed across countries. Compared to the 
recovery from the 1974-75 recession, global output would recover in very 
modest proportions, as shown in Table 1 of the staff paper. 

He could broadly concur with the staff assessment of current develop- 
ments in various countries, Mr. Lovato remarked. It was clear that a 
continued recovery in world output hinged on developments in the more 
important economies that had already been successful in fighting inflation, 
particularly the U.S. economy. Yet the uncertainties about budgetary 
developments and the stance of monetary policy were still such as to 
cast doubt on the possibility of the United States' recovering its full 
potential. At the same time, recovery in other industrial countries, 
with the exception of Japan, seemed to be even tardier and mire uncertain. 
He could also fully share the staff's analysis of developments in less 
developed countries, which the Executive Board had had an opportunity to 
review at length on several occasions in the recent past. 

The picture of the world economy that emerged at present was there- 
fore still one of uncertainties, Mr. Lovato considered. He did not 
believe that the international economic and financial system was able 
to strengthen itself. Therefore, while keeping an eye on longer-term 
objectives, developing and developed countries should continue their 
short-run efforts, particularly to finance payments imbalances, and 
follow appropriate macroeconomic and exchange rate policies. 

Reduced lending by commercial banks had strained the liquidity posi- 
tion of many countries, a worrisome development that would have to be 
counterbalanced by increasing the resnurces available through official 
instit"tio"s, Mr. iovato stated. The Fund and the World Bank had increased 
their net lending significantly in the recent past. But the needs for 
financing were still there, and the Fund had t" have a sufficiently strong 
financial position to meet the requests of member countries in balance 
of payments deficit, particularly in the period before the enlarged quotas 
and the expanded GAB became effective. In that respect, all major indus- 
trial countries should look favorably to a strengthening of international 
monetary and development institutions. 

If payments imbalances disappeared, there would again be scope for 
private international lending to countries, Mr. Lovato considered, even 
though its character would clearly be different, as the Executive Board's 
recent discussion on capital markets had revealed. Better supervision 
of international banking and mire widespread information on the exposure 
of sovereign borrowers should help to avoid the errors of the recent past. 
In that context, he underlined the extremely useful part played by the 
Fund in convincing commercial banks to provide the necessary support for 
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adjustment programs. Nevertheless, the Fund should avoid applying in 
all cases the exceptional procedures it had followed to deal with several 
extremely grave debt problems. 

As for the current policy stance in industrial countries, although 
he agreed with the staff assessment that there was room for policy changes, 
he would stress various aspects differently, as on pre\rious occasions, 
Mr. Lovato continued. The staff seemed to be too worried, if understand- 
ably, about expansionary policies in the countries that had been successful 
in the fight against inflation. Some of the arguments advanced to justify 
that concern seemed highly conjectural. For instance, how could the staff 
surmise, as it did on page 7 of 1~/83/4, that “sufficient time had not yet 
elapsed to permit the development of firm expectations that inflation in 
these two countries [the United Kingdom and the United States] will 
continue to be reduced and then held down”? The cautious policy attitude 
reflected in such a judgment should be substantiated with some sort of 
evidence, which was in fact not available. As had been repeated many 
times, the world economy in its present state, with ample unused capacity 
and diminishing pressures on costs, probably presented the most favorable 
environment for a change in policy in the countries having the room for 
it. The contention of the staff that *‘an attempt to force the pace of 
activity by shifting to actively expansionary policies would risk being 
counterproductive” did not take into full account the apparent potential 
for growth, and in particular did not give appropriate weight to the 
dangers of insufficient growth in the course of the year ahead. 

He remained of the view that a stepping up of economic activity was 
both possible and desirable in the United States, Japan, the Federal 
Republic of Germany, and the United Kingdom, Mr. Lovato stated. Like the 
staff, he too was concerned about the need to correct the imbalances in 
policy mixes, in particular in the United States, where the budget deficit 
should be decreased and a more restrictive stance of monetary policy 
avoided. A tightening of monetary policy in the United States toward the 
end of 1983, which the staff seemed to fear was a real possibility, would 
lead again to an increase in interest rates. The chances of a continued 
recovery in other countries might thereby be jeopardized, while the 
solvency of a number of developing countries might be thrown further into 
question. 

On the subject of policy coordination, Mr. Lovato went on, he agreed 
with the staff that the Fund’s role was important--albeit still dif- 
ficult--as had indeed been stressed at the Williamsburg Summit Meeting. 
The staff had been frank in confessing in ID/83/4 that it was almost 
impossible to explain the recent behavior of exchange rates by accepted 
theories. HO”C2Ver, and there again the Williamsburg communiqu6 had sent 
a clear message, it was critical for exchange rate developments in future 
months to be consistent with an extension of the recovery to other coun- 
tries. As had been stressed, active intervention in exchange markets to 
counter short-term destabilizing movements--without acting in conflict 
with underlying fundamentals--was both possible and desirable as part of 
the working of international cooperation. 
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Although the matter of international liquidity had not been directly 
dealt with in the staff paper, Mr. Lovato said, considerable attention 
should be devoted to developments in liquidity. Official reserves had 
declined fur two years, and it was time to start asking whether the 
existing supply of International liquidity was sufficient to finance the 
hoped-for recovery in international trade. The issue was bound to assume 
more importance, especially if the U.S. balance of payments remained 
strong, if only because of the reduced contribution by the commercial 
banking system in the provision of reserves. In those circumstances, 
deeper consideration should be given to the role of SDRs. The staff 
papers on the SDR, currently awaiting discussion, were a first step in 
the right direction, although they did not focus on the problem of inter- 
national liquidity. 

Finally, Mr. Lovato commented, a World Economic Outlook discussion 
would not be complete without a condemnation of recent protectionist 
trends. Since, like all other Directors, he had repeatedly stated his 
unrelenting opposition to protectionist practices, he would not elaborate 
the point. 

Mr. Senior considered that in the highly interdependent and worrisome 
world economic environment, depressed levels of activity could not 
continue for much longer without unfavorable consequences for all. The 
staff papers under discussion were clear evidence of need for a reap- 
praisal of policies to promote economic recovery and showed at the same 
time that, without a concerted international effort, economic progress 
would necessarily be constrained. 

As for recent economic developments and short-term prospects, 
Mr. Senior went on, he would limit his remarks to noting, first, that 
the most positive success had been attained on the inflation front. In 
most industrial countries, restrictive economic policies had played a key 
role in lowering inflation, but the achievement had been costly in terms 
of stagnant economic activity and rising rates of unemployment. Indeed, 
real GNP growth in 1982 had fallen in relation to the already depressed 
rates of the previous two years. At the same time, several other problems 
related to the low levels of economic activity--for instance, the stagna- 
tion of world trade, increased protectionist tendencies, and the volatility 
of interest and exchange rates--had become more acute. The situation of 
the developing countries was particularly serious. The staff’s short-term 
projections did not afford any great cause for encouragement. For the 

non-oil developing countries especially, both actual growth rates for 1981 
and 1982 and forecast rates for the next two years were markedly lower 
than the average of the recent past; for some important regions, the rates 
had even become negative. 

To a great extent, the current and prospective situation of oil 
importing developing countries was a consequence of the unfavorable 
external environment that had accompanied the increasingly restrictive 
financial policies adopted by the major industrial countries, Mr. Senior 
observed. As the staff had pointed out in 1982, a continued depression 
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in markets in industrial countries, deteriorating terms of trade, increased 
protectionist tendencies, and high debt service costs had intensified the 
problems faced by non-oil developing countries. The unfavorable external 
environment had made increasingly difficult the significant adjustment 
undergone by non-oil developing countries in the past few years; imports 
in real terms had declined substantially, and expansion of money and credit 
to the public sector had decelerated sharply. Little scope was left for 
national authorities to formulate policies of economic management. EW” 
when corrective adjustment took place, the situation of non-oil developing 
countries could not improve markedly if growth in the major industrial 
countries was severely constrained. The staff had illustrated vividly the 
impact of higher rates of economic growth on the growth of export earnings 
of non-oil developing countries. 

On the policies needed to promote economic recovery, Mr. Senior 
mentioned his agreement with the staff that prevailing conditions did not 
permit a significant relaxation of the anti-inflationary stance of monetary 
and fiscal policies in Canada, France, and Italy. Expansionary policies 
would clearly undercut the gains already made against inflation by those 
countries, particularly by Canada. But he could not share the staff’s 
conclusion that there was little room for a different mix of policies in 
the four major industrial countries that had been successful in the fight 
against inflation. The serious effects of restrictive policies on output 
and unemployment made it clear that there was indeed room for a change in 
priorities. Clearly, low rates of inflation and a reduction in infla- 
tionary expectations were necessary to achieve sustained rates of economic 
growth in the medium term, but they were not a sufficient condition. As 
the staff had indicated, industrial countries needed to tackle rigidities, 
especially in the labor market, that had contributed to a low rate of 
productivity growth and inadequate profit margins. 

It was also obvious that fiscal restraint was needed, Mr. Senior 
added. In reference more specifically to U.S. economic policies, there 
was no question that a tight monetary policy had contributed greatly to 
the current succe.ss of the United States in reducing inflation, and that. 
by continuing to apply such a policy, the authorities could further lower 
inflationary expectations. However, they seemed to have placed too much 
reliance on monetary policy at a time when fiscal policy had been expan- 
sionary. As his chair had already indicated in previous discussions, the 
high fiscal deficit had created uncertainties and had kept interest rates 
at levels higher than indicated by the tight monetary policy, working 
against an adjustment of inflationary expectations. Last, while a tighter 
fiscal policy would be essential for economic recovery in the United 
states, to combine it with the current monetary policy, as the staff 
seemed to suggest, would depress economic activity. A substantial shift 
in the U.S. policy stance would run the risk of making the situation much 
worse in the medium term, as the staff had suggested. By contrast, a 
more appropriate policy mix, comprising a somewhat tighter fiscal policy 
and a more accommodating monetary policy, could promote economic recovery, 
have a positive impact on inflationary expectations, and be consistent 
with policies aimed at eliminating structural and other rigidities. 
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Referring to adjustment and growth in developing countries, Mr. Senior 
remarked, it should be clear that many of those countries were currently 
undertaking comprehensive adjustment programs in extremely difficult 
external conditions. So far, the adjustment had taken the form of a severe 
reduction in imports, which had in several places affected the production 
system and resulted in a decline in output and employment, as the staff 
had recognized. Adjustment by that means was not an acceptable and long- 
lasting solution: a further decline in imports could only lead to more 
of the same difficulties and further affect the developing countries’ 
prospects for servicing their external debt. 

As the staff had said, adjustment would have to take a different 
form involving the reallocation of resources toward the trading sector, 
Mr. Senior observed. Some important adjustment measures to that end had 
already been adopced, and further efforts would need to be made; however, 
they would need to be accompanied by a favorable international environment. 
In that respect, he shared the staff’s view that higher rates of economic 
growth in industrial countries, the expansion of trade, and a reduction 
of protectionist measures, were urgently needed to permit exports by 
developing countries to increase at a faster rate. Similarly, he agreed 
with the staff that debt problems of developing countries would not be 
solved if the banking community made abrupt cuts in its international 
lending. The role of the Fund in that respect was crucial, as had been 
demonstrated in several recent cases. It was a role that should of 
course not be limited to that of a lending institution, but that should 
aim at promoting international adjustment on a more coordinated and 
cooperative basis. Fund surveillance had to be symmetrical. 

As on other occasions, Mr. Senior reiterated the need for the Fund to 
have enough resources to meet its responsibilities, and for a substantial 
SDR allocation, which would be extremely useful in present circumstances. 

Mr. Sangare noted that the staff papers showed that 1982 was another 
year--the third in a row--of sluggish economic performance for the world. 
With a decline in real GDP in industrial countries and a dramatic slowdown 
in the growth rate of developing countries, the past year seemed to repre- 
sent the trough of the three-year world recession. It was true that 
reductions in inflation and interest rates had been achieved in several 
major industrial countries, but those encouraging signs had been over- 
shadowed by the continuous rise in unemployment and the decline in world 
trade. The impact of the recession was therefore global, but the devel- 
oping countries, particularly those in Africa, had been severely hit. 
The sluggish demand for the exports of those countries, the deterioration 
in their terms of trade, their greatly enlarged debt servicing costs, and 
the sharp curtailment of the net inflow of external finance had deepened 
the effects of the recession and jeopardized adjustment efforts and 
development prospects. In 1982, aggregate growth rates of developing 
countries had declined to the low level of 1.5 per cent--with rates being 
negative in many countries--compared with rates of 6 percent in the 1960s 
and 5 per cent in the 1970’s. 
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The staff was right in stating that the dramatic slowdown in growth 
did not in fact show the full extent of the strains being experienced by 
those countries, Mr. Sangare continued. Their limited ability to adjust 
and the further curtailment of domestic absorption had made the situation 
more difficult for them. Indeed, a further reduction of consumption in 
favor of domestic investment might be impracticable. Despite those limi- 
tations, and the extremely unfavorable external conditions, many develop- 
ing countries had already started to implement comprehensive adjustment 
programs. But the success of their programs, as the staff had indicated, 
would require the right kind of domestic policies; yet it was hard for 
him to see any chance of success or of lasting adjustment without a 
favorable international environment and significant external financing. 
At a time of higher interest rates, low growth of demand in industrial 
countries, sharply reduced flows of net bank lending, mounting external 
debt service costs, and diminished reserves, it should be recognized 
that developing countries could do little without effective external 
financing, the cooperation of international financial institutions, and 
official development assistance. 

A considerable decline in net bank lending to developing countries 
in the second half of 1982 was a matter of concern, Mr. Sangare remarked. 
It was certainly damaging to those countries’ adjustment efforts, given 
their low levels of reserves and declining export earnings. The staff “as 
right in saying that any shortsighted effort by international commercial 
banks to reduce their exposure to developing countries could only be 
self-defeating, leading to results contrary to the basic interests of the 
banking community itself over the long run. He endorsed the vital role 
played by the Fund in reducing the impact of adverse financial factors on 
developing countries. He also stressed that it was necessary to continue 
the coordinated efforts that had provided for the much-needed rescheduling 
of outstanding obligations and had made possible the provision of new 
credit from the Fund, other financial institutions, and private banks. 

Tllere was a pressing need t” supplement international liquidity 
through the allocation of new SDRs, Mr. Sangare reiterated. There could 
no longer be any doubt that the quota increase agreed under the Eighth 
General Review was known to be grossly inadequate. It was therefore 
crucially important to focus attention on the means of securing further 
resources through borrowing from all possible sources, including the 
private capital markets. With the same objective of providing the Fund 
with needed financial resources, consideration should also be given t” 
the possibility of advancing the Ninth General Review of Quotas by at 
least two years. The financing problems faced by many members were 
obvious. Action was called for immediately; delay could prove fatal. 

The signs of recovery indicated by the staff’s projections were 
gratifying, Mr. Sangarr remarked. He recognized the importance of the 
anti-inflationary Stance of policies continued in 1982, but it was impor- 
tant not to overlook the heavy social costs of rising unemployment and 
weakening of “uput growth to which that policy stance had contributed. 
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More balanced monetary and fiscal policies in the countries that had 
brought inflation under control might be nrcessaty in order to reduce the 
sufferings of the unemployed millions whose welfare had been considerably 
reduced. Such policies would also have salutary effects on international 
interest rates and the exchange markets. 

On the issue of cooperation, Mr. Sangare declared that the increasing 
interdependence of nations was showing more than ever before the pressing 
need for international cooperation. A basic principle was that countries 
should be concerned about the consequences of their policies for other 
countries. To be specific, such cooperation meant appropriate domestic 
monetary and fiscal policies, and required not only resistance to protec- 
tionist pressures, but also a rollback of existing measures of protection. 
For the developing countries to benefit from the expected recovery, a 
more liberal attitude by industrial countries to importing from developing 
countries was of the utmost importance. In that connection, the surveil- 
lance function of the Fund might be crucial, especially in the case of 
major countries that had considerable weight in the world economy. The 
granting of additional development assistance to low-income countries-- 
most of which were in Africa, and whose access to private markets was 
virtually nil--and the reversal of protectionist policies in major indus- 
trial countries were among the essential ingredients for the success of 
adjustment programs in place in many of those countries. Finally, he 
reiterated his chair’s stand that, under present circumstances, the Fund’s 
role in both the provision of resources and in exercising surveillance 
should be a flexible one that took cognizance of the fact that adjustment 
programs would not only vary from one group of countries to another, but 
also from country to country within a group. 

Mr. Joyce joined other Directors in finding the discussion of the 
World Economic Outlook to be timely and useful by providing a better 
basis for the Board’s consideration of policy issues throughout the weeks 
to come. The issues raised would of course have to be taken up again 
before the Annual f+e?eting, because the world economic situation was 
changing fairly rapidly. 

Three main questions arose in considering the current economic 
situation and prospects, Mr. Joyce commented. First, would the current 
recovery, particularly in North America, be as strong as expected in the 
staff paper, and could that recovery be sustained? Second, how quickly 
would the results of the recovery in North America transmit themselves 
to other industrial countries, and how would those countries assist the 
prcxess? The third question, relating to the developing countries, was 
how quickly debtor countries, not only the non-oil developing countries 
but also the eastern European countries, would be able to benefit from 
those developments. 

Referring first to the industrial countries, Mr. Joyce said that he 
did not disagree fundamentally with the projections and views expressed 
in the staff paper and in the Report. However, recently released data, 
particularly in respect to the first quarter of 1983, seemed to yield a 
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picture for most of the major industrial countries that, while similar 
in overall perspective, was significantly different in detail. The 
authorities’ projections showed a somewhat stronger growth of the U.S. 
econnmy in 1983 and 1984 than had seemed likely when the staff had made 
its projections, as well as a somewhat better outlook for the economies 
of Japan and Germany. The staff’s estimates of real growth in the United 
Kingdom for 1983 were also somewhat lower than those of his authorities, 
although the forecasts for 1984 were similar. Furthermore, the measures 
taken by France subsequent to the currency realignment in the European 
Elonetary System suggested that real growth in 1983 would be weaker than 
projected in the staff paper; the French economy would recover in 1984, 
albeit hesitantly. As for prices, developments in 1983 were likely t” 
be along the lines foreseen by the staff, but his authorities looked for 
a somewhat faster deceleration of prices across the board in 1984. 

With respect t” current account balances, including official trans- 
fers, Mr. Joyce continued, his chair forecast results for the United 
States, Japan, Germany, and Italy similar to those of the staff for both 
1983 and 1984. However, the recent weakening in the U.K. trade account 
would bring the staff’s projection of the size of the current account 
surplus into question. Although the United Kingdom might have a small 
surplus in 1983, and a somewhat larger one in 1984, his authorities 
considered that it would be about half the size projected in Table 7 of 
ID/83/4. Similarly, trade developments in France to date suggested that 
the staff’s forecast was on the optimistic side, especially with respect 
to 1983, when his authorities considered that the deficit was likely to 
be some $2 billion higher. The forecasts used by his authorities allowed 
for exchange rate changes, whereas he understood that the staff assumed 
constant nominal rates of exchange. 

Overall, Mr. Joyce remarked, he saw a considerably m”re varied out- 
look f”r individual countries than the staff showed in its projections, 
but no large differences in the average performance for the group of 
major industrial countries as a whole. The major difference was that his 
authorities foresaw a somewhat larger aggregate current acc”unt deficit 
for the major seven industrial countries in 1983, principally because 
they took a different view of developments in the United Kingdom and 
France. He shared the concern of the staff and of other Directors that 
recovery might nut be sustainable beyond the short term. Aside from the 
factors affecting the U.S. economy, as enumerated in the staff paper, 
devel”pments in other major countries made the medium-term outlook some- 
what uncertain, including the impact of the French austerity measures, 
the deterioration in the U.K. external account, suggesting that restric- 
tive measures might have to be taken; and continued poor price performance 
in Italy. There were also considerable doubts as to how the U.S. author- 
ities would react to the large current acc”unt deficit forecast for the 
two years to come, a subject that would be taken up when the Executive 
Board discussed the staff report for the Article IV consultation with 
the United States. Finally, the size of the current account surpluses 
forecast, notably for Japan but also for Germany, did raise to a lesser 
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extent questions about the effect on potential attitudes in other coun- 
tries. Indeed, those surpluses could have longer-term negative effects 
and consequently inhibit sustained growth in the world economy. 

As for Canada, Mr. Joyce commented, his authorities wer, in broad 
agreement with the staff’s forecast, although again, more recent infor- 
mation seemed to indicate a somewhat better performance on growth and on 
inflation. For instance, preliminary information for the first quarter 
of 1983 indicated that real growth had been somewhat stronger, underlining 
the fact that recovery in Canada was clearly under way. Inflation remained 
a matter of concern but was beginning to drop rapidly; the increase in the- 
cost of living index had decelerated on a year-over-year basis from May 
1982 to April 1983 by more than 1 percentage point. Thus, the current 
stance of fiscal policy in Canada allowed for some short-term stimulus on 
a selective basis while continuing to provide for restraint in the medium 
term. 

All the major economies seemed to be well on the road to the pursuit 
of broadly common policies, Mr. Joyce observed, including generally tight 
fiscal policies and the intention to allow for some relaxation of monetary 
policy as circumstances permitted. However, major uncertainties did 
remain, and nkxt national authorities seemed to be waiting for clearer 
evidence of the direction in which their own economies and those of their 
major partners would rmve before making any major policy changes. 

The projections For the developing countries seemed reasonable, 
Mr. Joyce said, although they hardly provided grounds for great compla- 
cency, as the staff admitted. While a limited number of non-oil develop- 
ing countries--those that had important access to international capital 
markets--were effectively cutting back their still significant current 
account deficits, many other developing countries continued to run large 
current account deficits. In addition, although the average ratio of 
current account deficits to exports for non-oil developing countries was 
expected to fall to 14 per cent by the end of 1983, the ratio prevailing 
in 1973-79--o= possibly lower if the figures cited by Mr. Polak were 
accepted--and remain at that level through 1984-86, it should be remem- 
bered that in the earlier period, international financing had been much 
more readily available, and bank financing had been available at much 
lower rates of interest. 

Furthermore, the position of many oil-exporting countries was begin- 
ning to be a matter for concern, Mr. Joyce noted. Obviously, the outlook 
for both the oil developing and the non-oil developing countries would 
depend critically on developments in the industrial countries, in partic- 
ular on the rate of growth and the extent to which those countries did 
not move to protect their domestic markets. The success of the developing 
countries would also of course depend upon their achieving external posi- 
tions that were sustainable, which in turn meant pursuing policies suited 
to that end. Certainly, the focus of policy shuuld shift from a compres- 
sion of imports--compression often achieved by administrative means--to 
policies emphasizing the reorientation of production toward the traded 
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goods sectors. For that purpose, appropriate exchange rate policies, 
domestic pricing policies, and government investment strategies would have 
to be pursued, with a view in the end to reducing domestic absorption in 
relation to output. 

In drawing policy conclusions, Mr. Joyce stated, he would first agree 
with the view that if the recovery was to be sustained, it would be 
essential for the authorities of the industrial countries in particular 
to remain firm in their pursuit of anti-inflationary policies. No country 
could afford to give signals that might lead to a rekindling of infla- 
tionary expectations. Second, he would also agree that it was vital that 
structural deficits br tackled and reduced, and that the developed and 
the developing countries alike make the necessary adjustments in their 
economies. As already noted, however, there would still be room for 

0 
policy differentiation between countries, and he would argue that there 
was limited scope for temporary, selective, and careful stimulation to 
help cope with major unemployment problems. Third, he had sympathy with 
those who had emphasized the importance of seeking greater exchange rate 
stability, and the importance equally of achieving a lowering of real 
rates of interest, particularly longer-term rates. The first was neces- 
sary to provide the greater degree of certainty demanded by investors, 
and the latter for major new investments to prove essentially viable. 
The achievement of those objectives would require the pursuit of the right 
national policies, and the harmonization of policies between the main 
economic players. While some progress was being made with harmonization, 
not much was being achieved in reducing real rates of interest, especially 
at the longer end of the spectrum. He was at one with those who consid- 
ered that long-term rates of interest, at least in the United States, 
were unlikely to decline as long as U.S. fiscal deficits continued to 
increase; he agreed with Mr. Wicks that the sheer weight of the U.S. 

0 

economy in the world meant that developments in the United States could 
not remain a matter of concern solely to the U.S. authorities. 

The fourth policy conclusion that he would draw, Mr. Joyce said, was 
that the developing countries, if they were to profit from the recovery, 
would have to pursue policies that restored confidence in the interna- 
tional financial community, among both lenders and investors. Debt 
problems remained serious in many countries, and the flow of funds from 
the banks to debtor countries might not be sufficient to accommodate the 
degree of recovery foreseen, or at any t-ate desired. 

With respect to international cooperation and the role of the Fund, 
Mr. Joyce welcomed the Fund’s increased activity, which was sorely needed 
at the present time. He also welcomed the greater emphasis on conducting 
surveillance, not only on a bilateral but also on a multilateral basis. 
The new arrangements worked out, at present confined to the five largest 
industrial countries, were helpful, but it would be important to share 
the results of the discussions to be held with the rest of the membership. 
Thought might also need to be given to expanding multilateral surveillance 
to cover other countries. As had been mentioned in the staff paper, the 
areas being given greater attention as part of the surveillance process 
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included specifically trade, exchange rates, and debt. The emphasis that 
it was proposed to place on trade policy matters was particularly welcome, 
because he saw a growing threat of protectionism in the industrial world 
and suspected that the protectionist danger would not disappear as recovery 
proceeded. With the large current account deficits anticipated in the 
United States, it was hard to envisage how the U.S. Administration would 
manage to resist the likely pressures to provide additional protection for 
American workers. He was by no means suggesting that the United States 
was more protectionist than any other industrial country, but was simply 
pointing to the most likely place where the greatest danger would presum- 
ably lie in the months ahead as the economic recovery proceeded. 

His other reason for welcoming the greater attention to be paid to 
trade by the Fund in exercising its surveillance responsibilities. 
Mr. Joyce added, was that it was only by lowering trade barriers in the 
North that developing countries would be able to repay part of their debts. 
If the creditor countries were not prepared to grant greater access to 
their markets, they would have no alternative but to be freer and fuller 
in extending financial assistance to those countries. The latter develop- 
ment was unlikely. Protectionism was disadvantageous for all countries. 
Protectionism could inhibit the development of trade between the develop- 
ing countries of the South, which should be a major source of growth of 
trade in the developing world. Furthermore, as the staff had pointed 
out, continued protectionism in any country tended to distort development, 
and was therefore likely to have even more serious effects in a country 
where there was a need for rapid development than in countries where the 
productive system was better established. 

0” exchange rate matters, Mr. Joyce welcomed the intervention study 
and the renewed understandings reached at the Williamsburg Summit Meeting. 
However, he was concerned about the threat of competitive devaluations, 
and particularly about the idea that seemed to be current, especially in 
developing countries but not confined to them, that somehow or other the 
way to counter protectionism in other countries was to proceed muchaore 
rapidly and to a much greater degree with policies of currency deprecia- 
tion. It so happened that the pursuit of devaluation was a policy that 
the Fund had frequently urged on countries and had thus acquired over 
the years a certain aura of approval that might not always be legitimate, 
particularly if it was being used for the reasons that he had mentioned. 

Finally, Mr. Joyce welcomed the attempts to improve the Fund’s data 
base on debt, and to improve the coverage of the analysis of debt--within 
the Fund, and outside--to encompass not only its magnitude but also its 
maturity. The countries in his constituency also welcomed the technical 
assistance that the Fund had been able to provide in improving the 
collection of debt data. 

The Executive Directors agreed to resume their discussion of the 
World Economic Outlook in the afternoon. 
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DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING 

The following decisions were adopted by the Executive Board without 
meeting in the period between EBM/83/92 (6127103) and EBM/83/93 (6129183). 

2. AFGHANISTAN - 1983 ARTICLE IV CONSULTATION - POSTPONEMENT 

The Executive Board notes the request contained in 
EBD/83/158, Supplement 1 (6123183). Notwithstanding the period 
of three months specified in Procedure II of the document 
entitled -Surveillance over Exchange Rate Policies" attached to 
Decision No. 5392-(77/63), adopted April 29, 1977, the Executive 
Board agrees to further postpone its consideration of the 1983 
Article IV consultation with Afghanistan until not later than 
August 5, 1983. 

Decision No. 7455-(83/93), adopted 
June 27, 1983 

3. ASSISTANT TO EXECUTIVE DIRECTOR 

The Executive Board approves the appointment set forth in 
EBAP/83/166 (6123183). 

Adopted June 27, 1983 

4. EXECUTIVE BOARD TRAVEL 

Travel by Executive Directors as set forth in EBAP/83/164 (6/24/83), 
EBAP/83/168 (6/27/83), and EBAP/83/169 (6128183) is approved. 

APPROVED: November 25, 1983 

ALAN WRIGHT 
Acting Secretary 


