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The Executive Board met in' informal session for a general discussion
of the outlook for the world economy. It had before it ID/7l/1(1/12/7l).

Mr. Jonsson made the following statement on behalf of Mr.' Brofoss:

I do hope that the staff paper signals the inauguration of a
new order of our activities, and that such papers and the 'ensuing
Board discussions will become part of the regular routine of the
Fund. It .would serve the dual purpose of being a supplement to and
a follow-up of the Annual Report. In an intervention on, the paper
on the future work of the Fund, I subrili. tted that periodic reviews
should form the background of the global strategy that should guide
our activities. The Chairman's reply was that· the influence that
the ·Fund could exert on economic policy formation was mainly through
bilateral exchanges of views •. I.agree, but I believe one can find
evidence in ID/7l/l that it is important that such consultations
take place in the light of an overall appraisal by the Board of

. the, world economic si tuation, ,and in accordance with broad lines
of action adopted to promote the interests of the international
community of which the IMF is a servant.

,In the discussion of the U.S. consultation report, I voiced
some doubts about whether it would be in the interest of the inter­
national community for the United states to pursue the balance of
payments strategy indicated in SM/70/255 and SM/70/258; specifically,
whether the eXisting gap on the overall account ought to be closed
by increasing surpluses on the current account~ One is left to
wonder whether the staff, would have unreservedly endorsed this policy
line if the information,~n global developments,· which we nowh~ve

before us, had been available a tthe time of' the consultation.

Another merit of such papers and discussions will prove to be
that they bring to light particular problems'which desei've special
attention, and which can be examined separately. For -example,. the
problems of capital transactions are indicated on page 34',of ID/7l/!.
The staff stops short of discussing how harmonization can be .brought
about. But it raises the very interesting question concertiing what
kind of institutions are needed to achieve this end. In·tbifl context,
I miss a reference to the existence of the Euro-dollar .ma.rketwith
its possible blessings, but also with all the problems it has created
for monetary management in many countries. In pointing to these
shortcomings, I am not criticizing the staff. One could not-possibly
expect a general paper to cover all fields, but I do hope that at a
later stage we shall be -provided with special studies on the problems
of capital transactions, including the effects of interest rate
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d;.fferentials, and on the Euro-dollar market. Today, I only want
to reiterate my own views, which seem to be shared by the staff on
page 34, when it says: " •••balance of payments problems are perhaps
more likely to arise fram shifts in international capital flows than
from immediately prospective changes in trade balances." Periodic
reviews will serve to secure global consistency in ana1yses~nd in
policy recommendations, and to avoid the risk of a compartmentaliza­
tion of views· in the country-by-country "micro-approach" to annual

.consultations.

I do not feel' quite reassured that in all respects ID/7l/l will
pass the consistency test. In a fragmented analysis--imports dis­
cussed in one section and exports in another--one might easily lose
sight of the fact that exports and imports are merely two sides of
foreign trade and that in a global context they have, by definition,
to equate. We do well in reminding ourselves that foreign trade is
the vehicle for establishing a rational interna~ional ~vision of
labor. When the report says on page 14 that "the domE;!stic price
inflation o,f recent years has increasingly spilled over into external
transactions," it only proves that after all there is one blessing
that can be credited to universal inflation: it. promotes an improved
division 01' labor. Inconsistencies can inadvertently creepi,.nto the
analysis because of the use of qualitative judgments coached in
"m,ercantilistic" terminology--increased exports'= gain, increased
imports = loss.

I want to challenge the notion that it is in the interest of
. the international community that among other large industrial coun­
tries, the Federal Republic of Germany goes on "improving" in the
sense that its reserves or surpluses aTE;! ';increasing. Neither can I
endorse the implications of the·following statement on page 28:
"Similarly, ".maintenance of the German and Japanese trade surpluses
at or above the high levels of 1970 seems dependent on success of
domestic stabilization programs." . If current account- surpluses tend
to increase, they might--without any compensating movements on capital
acco.\lllt and/or reva,luation--create new problems for the functioning
of the international payments system. This is also one of the reasons
why I cannot subscribe to the statement found on the same page, regard­
ing developments on the service balances of those two countries:
"Further increases in the adverse service balances are projected for
both Germany and Japan in 1971". But, "adverse" to whom? ~ my
opinion it is all to the good of the international community if
German and Japanese people travel abroad more and thereby add to the
tourist receipts of other countries.

As I said in my statement on the U.S. consultation report, the
industrialized countries should run a surplus on current account in
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order to provide in real· terms, i.e., in goods and services, the
basis for increased aid to the developing countries. TD/7l/1
shows that more real resources have been at 'the disposal of the
developing countries; net imports have increased by an estimated
amount of $1.3 billion.. At the same time this has taken place in
a period when:the reserves of these countries have been increasing.
'But the disturbing fa.ct is that by implication it means that the
external debt of these countries· has correspondingly increased.
When' servicing external debts is taken into account, it might, to
sOme· extent, change the rather rosy picture which is drawn of the
developments in the less advanced countries.

:Turriingnow to the problems' of inflation, we should be careful
to present a balanced case for vigorous action against a process
thB. t 'has eroded the value of money in real terms. One of the credos
of many. statements is that if we· do not succeed in ccmbating infla­
tion, we shall end up with world-wide depression'a.nd mass unemploy­
ment. This theory of the inevitable catastrophe is widely held,
but facts do not substantiate it. One can, of course, argue that
flows of goods and services would have been even larger if inflation
had not occurred. ~s .contention does not square with the experience
of earlier periods. I am saying this because among those whcm we
shall try- to convert· to a faith in the soundness of monetary stability,
there are very few who belie·ve that there is an inevitable day of
reckoning when judgment will' be passed on the infidels. We should
do well, also, in turning against the notion that we want decreasing
prices. Today, I gather that mos trepresentatives of the developing
countries are concerned about declining export prices, which might
break the backbone of their economies. Personally, I do not feel
reassured when a slowing 'down of the rate of increase in the cost
of living indices in industrialized countries is caused by reduced
import prices,which in· turn means smaller incomes for the producing
countries •. The distributional' effects of inflation are well known,
but here again we should be careful not to ca.rry the argument too
far.:· Workers are safeguarded in wage contracts by index clauses,
sociai security systems provide . for automatic adjustments to price
increases, and the fanners' bloC will always be so powerful that
pari ty levels of income are maintained in real terms. We are on
much safer groUnd if we submit that an unequal distribution of income
will be the inseparable companion to infl.ation,and that this in turn
will· lead to a misallocation of resources. Too many luxury houses
and inadequate housing for the less privileged is a visible illus­
tration of this point.

In the discussions of the instruments of policy, there seems
to be a general consensus of opinion, based on ,the experience of
the 196os, that fiscal and monetary policies cannot alone prevent
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or stop inflation. Howe v:er , they were ,not properly used, ~ither in
timing or in dosage, toe1.SJninate, exce ss demand' as an inflationary
factor. In the United States, there'was, 1believe,too lDUCA, delay
in applying proper fiscal. policies in' the initial phases;of the last
boom. This, too, can be sai:d of some of the countries that elected
me. But even if tightening of fiscal policies has. fa. res~xa~ning
impact on disposable income ,there might be unwanted 'pri,ce .e.~ects,

as was the caSE! in 1969, when the'rewas a fundamental sbift" ·UI. the
system of taxation in Norway. 'Thereis:,.evidence of., 'S.u.c,h, p.r.~~c:!-push
effects in Denmark, too, and to a lesser extent"in Sweden.·, "One
particular problem in using financial policies at 'a' particular time
is the tradition of the annual fiscal budget, which in the course
of a' current year ·can be changed·.plUy· after prQlo~ged:a.n,d cumbersome
parliamentary procedure:. This is.onereason:why monetary policy has
been resorted to; moreover,poli tically, 'act:i.onin this fi-e),~ is less
likely to arouse public reaction •. '. But it,' is::lllQre important ·to bring
heme to political bodies that- the ..determined. use .. cf'f'iscal. pplicies
is indispensa:ble.-in·the fi-gllt againS t inflation.

Looking back, n,owover the 196Qs , what, can be said of th~ .. inade­
"quacyof fiscal policies is equally true. of monetary policies in
many countries. It is veryimportant;·;.that aims· of .monetary policy

. should bE! defined in quantita.tive· terms;, but,I very much dpubt the
validity of the black magic formula: of increasing, the money supply
by pre-fixed. percentages. The prevailing atm0sphere of: expectations
is very impor:~ant. As recent U.~. experience has shown; money ,supply
has to grow faste.r, tocounte,r a general· expectation :of' a downturn,
'but carrying with it the· dange.l' of the spillover into., short-term
investments abroad. ConY'ers~ly,.the: increase in money, supply has
to be smaller. when boom conditi~>nsare expected. Moreover, we should
look more close;J,.y. into the pr9blems of what kinds of instruments can
be usefUlly applied in t,he many.countrie.s with primiti ve .and more
often widely differing institutional' structures. Th~ .st~ong faith
in higher interest rates has not stood the test of experience. If
a country is ·alone in manipula.tingthe interest rate ,. it c~~ obtain
the desired results, in particular..if it wants to. at.tr~ctshort-term
funds. But all countries cannot do' ~o by acting in ~he SaJlle· way at
the same time. What we have been witnessing is .a merry-go-round of
funds hardly beneficial to the. international monetary syst~.: What
8~nds out most clearly as one of the. main general problems of mone-
tary pC?licy is how to integrate capi tal movements in credit 'policy
management •.

As for the guiding principles in the use of fiscal and monetary
policies, it is a matter of .greatest importance to observe that there
is no uniform relationship between slack in the econOmy and the degree
of inflation. The experience of the 1960shas demonstrated that
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stringent fiscal and moneta~ policies are most likely to severely
hi t economic growth and employment without having the desired effects
upon prices. If slack is larger in one econ~ than in others, the
effect is that imports tend to decline relatively. Thus the indi­
vidua1count~ can improve its external position. But we cannot all
achieve the same result by applying the same policies at the same
time. The histo~ of the 1920s and 1930s should have taught us that
a uniform policy aiming at a contraction of the econonw may have
harmful effects in the context of the international community.

The idea of the need for slack has led to some discussion of
how much unemployment is to be endured to secure stability of prices.
I said in the discussion on the U.S. economy: "The countries that
elected me are firmly opposed to the idea of using human beings as
pawns in the game of policy making,1I and also, because Norway is
poor in real resources it IIcan simply not afford the lUXury of fore­
going the production ,that can be had with full employment and a
maximum utilization of <productive capacity." Instead of discussing
in abstract the need'Tor a Varying degree of unemployment and'slack,
we should concede failure so far in designing policies the.t can
reconcile economibgrowth and full employment, and also admit that
old prescriptions will not cUre the twin ills of pertinacious unem­
ployment and persistent inf1ation~

We take actions, sometimes unconsciously, based on the validity
of the assumptions of the 19th century economists of "market forces"
which operate through an atomistic adjustment process. These assump­
tions have no 'pla:ce in modern society. We 1ive in a world where the
big industrial corporations and multinational concerns play a decisive
role in price' :aetermination in many sectors. The trade unions wield
enormous power. 'Inal1 fields pressure groups are organized, with
the farming community the most powerful. It is in recognition of
these structurai and institutional changes that we have to t~ a new
tack in economic policy. I believe we have to resort to an active
incomes policy. Short-term successes can be reported. But generally,
we all have to contribute with stories of nonsuccess. It is easy to
understand Why the incomes policy has fallen into discredit. But,
nevertheless, I am convinced we have to seek e. solution along such
lines. The wage element is probably the most important one of aggre­
gate volume of income. But there are others too: a. paTticU1a.rly
important area where governments in all countries have 'had" to inter­
vene, is in the settlement of incomes of thefarmin'g-cammurii-ty; con­
tributions to social security systems and payments to the nonactive
part of the population are also part of incomes 'policy; schedules of
taxation will have redistributive effects on incomes; the treatment
of windfall profits for tax purposes is equallY important; and the
position of government on price fixing practices by corporations in
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situa tions of oligopoly is also relevant. My persona~ op:uuon is
that the government of too.ay has to have a say in all these fields,
which does not mean that every form of intervention is advisable.
At one extreme, one might find that many countries have resorted
to statutory law. Price and wage freezes or ceilings belong to
this category. But what is acceptable in an emergency might not
be tolerated in what one can cal],. normal times. Also in this
respect the feeling of justice and fairness is very important.
Four of the countries which elected me have recently introduced
laws for freezing wages, but at the same time a siJrdlar lew has
been adopted to provide authority for a price-freeze. Such
measures, however, can only be temporary palliatives until other
measures take hold. At the other end of the range of possible
instruments of intervention, one finds that governments resort to
exhortations. The success of such an approach will depend on the

. authority of the government and even more, I believe, on the gen­
eral atmosphere prevailing. There is, however,a danger that
exhortations become an "openmouth policy." We have to base our
initiatives and actions more upon sober reasoning.

In our search for new avenues, we should look into the question
of institutions. In our modern society of powerful organizations,
inflation has became "institu.tionalized, II and we need to supplement
the traditional political bodies and the system of wage settlements.
I believe that we have to find new institutions which can serve as
a forum for confrontation between conflicting interests. We need
to have the choices clearly presented to the political organs, to
the 'bargaining parties, and in particular, to the public. In Norway
the Committee for Income Settlements has been established with the
participation of professional economists representing the Ministry
of Finance, the Trade Unions, the Employers Association, and the
Association of Fishermen and Farmers. This group has constructed
a Price-Incame-Model (PRIM) which describes fairly accurately the
mechanism which determines price and income distribution. The
model is cost-push in that it explains prices entirely in terms
of cost, but it can be used to stu~ the price propagation process
through an input-output te~hnique.. The findings disclosed that
there is a fundamental difference between wQ categories of indus­
tries, those which have to compete in the world market and those
which ar¢ sheltered, either by government action or by such factors
as distance (pe~ishables) and cost of transportation. These studies
have ':firmly established that productivity increases are much larger

. in the exposed than in the sheltered industrie~.. Now, if wages were
to follow the pattern of produc tivi ty gains i~,~the .sheltered indus­
tries, profits in the exposed industries woul.d be swelled. One
might say that t.he consequence would be that In()re z:esources would
be diverted into such industries. However, the fact is that we
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need the products, and in particular,'the.services fram the sheltered
industries. The conflict between the productivity point of vie\f and
the problem of income distribution means that the productivity
formula can only be applied with a good deal of qualification. In
order to show how the price propagation process works, the group has
selected a number of alternatives within the range of conceivable
income settlements without expressing any preference for any of them
itself, but leaving that issue to the interested parties.

The findings of the Committee are made public and presented to
Parliament in a White Paper. The government appointed mediator will
have this document before him when he tries to reach a settlement
acceptable to the bargaining parties in wages disputes. Nostrike
or lockout can legally be called before the mediator has announced
that no settlement has been reached. In the end, of course, there
might be a give-and-take situation, but each party has to be· conscious
of the consequences of its own action. I do feel, myself, that this
is a significant step forward in establishing the new framework that
the changed institutional situation in our societies requires. What
is needed now, is a public awareness of the implications of the
various alternatives. I believe that in these endea.vors one should
try to work with and through the existing influential organizations
and not in conflict with them. Here, imponderable psychological
factors are at work. In this respect, it is important not to affront
public opinion by talldng about the need for having so-and-so-many .
per cent unemployed. Furthermore, one can well understand the
reactions of the trade union leaders, who feel that they always are
regarded as Public Enemy No.1, especially when they notice that
leaders of industrial corporations are almost invariably praised
for the successful management that can provide increased profits
and dividends by price manipulation. In this field of "administered
prices," price supervisory boards can perform a useful service by_'
showing the red flag, even if they have no statutory power. Consumers'
advisory boards can supplement that function. Such institutions may
be indispensable when cou.r.ts of' .inquiries are establisped to report
on wage issues. In the fie'1d 'being discussed today, we have to have
government by public consent. We have to seek insti tutiona.l innova­
tions, new auxiliary: instruments;aild above all, to try to create
an atmosphere which is conducive t.o our aim of maintaining stability.
It is, in my view, imperative that governments provide active arid
constructive leadership, more in 'this field than in many minor .
'bUdgetary and legislative matters for which government~ by constitu­
tional law carry the responsibility of initiating action•.

It is in particular with a view to creating a better atmosphere
that I am. very much in doubt about the' wisdom of the secrecy we have
been asked to observe in respect to ID/7l/1. I venture to submit
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that the paper should have wide circulation, not only to Governors
and their Alternates, "but also to members' high-level policymakers,
who could greatly benefit from the groundwork laid by the staff.
I believe that one could even discuss going a step further and let
a condensed version of the paper go to the financial press. I do
not feel satisfied that in this context there are more grounds for
secrecy in the IMF than there are in the OECD. In principle, the
IMF is a world organization with a responsibility of its own and
with a statutory obligation laid down in Article I(i) of the Fund
Agreement to promote international monetar,y cooperation. one very
important step in discharging that duty is to let not only member
countries but also the public know what the strategy of' the Fund is
and which policies it stands for.

Mr. Dale said that the comments which he would make were related to
the three tables entitled, IfTwo Growth Paths Consistent with the Economic
Report," "Col1l~rison of Staff Estimates with U.S. Estimates," ana. "Price
Indicators. fly To a considerable extent; those three table s had, been
based on the Economic Report of the President, which would be made public
at 12 noon that very day.

Turning to the table entitled, "Two Growth Paths Consistent with the
Economic Report," Mr. Dale indicated that the official projection-of GNP
for the calendar year 1971 was $1,065 'billion. In order for that figure
to be achieved, there were two poss~bilities described in the table as
"A" and "B". If approach "A" were followed, there would have to be a
12 per cent growth rate between the fourth quarter of 1970 and the fourth
quarter of 1971, which would reflect reports which the newspapers had
given. He pointed out that the quarterly figures shown in the table had
been the result of his own work and did not appear in the Economic Report
of the President. The difference between approaches "A" and "B" was the
result of the latter's accommodating the special problem concerning the
reducing effe,ct of the automobile strike on the GNP in .the f'ourth quarter
of 1970. The Economic Report of the President made i tclear that in the
absence of that automo"bile strike the level of GNP at the end of the
period would have been about $1,005 'billion;_ in other words, the adverse
effects of the automobile strike had been about $14 billion.

With respect to the table entitled, "Comparison of Staf'f Estimates
with U.S. Estimates," Mr. Dale observed that with a projected 9 per cent
annual growth in GNP, it could be envisaged that there would be a higher
ra te of growth in real GNP and a similar value for the increase in the
GNP deflator. Items 1 and 2A in that table compared staff estimates
with his own estimates for GNP and GNP deflator values, respectively, for
1971. While the Economic Report of the President did not divide the
projected growth in GNP into real and price components, his own figures
were fairly consistent with the predictions of that Report.

11 See Appendix I.
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Regarding the table enti tled, "Price Indicators," Mr. Dale explained
that the source material had been obtained from the Economic Report of the
President, althOUgh the form was not precisely thE same. In. one or two
cases adjustments had been made "because later official price indicators
had been made available since the Report had gone to the printers. The
trend in the movements of price indicators was cited in the Report as
evidence for the U.S. view that the rate of increase in prices was begin­
ning to move downwards; he himself thought that the information given in
the table provided additional weight to the U.S. argument.

Mr. Dale said that he would read a few excerpts from Chapter 2 of
the Report because Executive Directors might be interested in the ideas
that were presented. On page 78, under the heading "The Goals of Policy,"
the following words occurred: "The general goal, which is more important
than the precise numbers, is that the rate of Unemployment should decline
as fast as is consistent with a reasonably steady and durable decline in
the .rate of inflation. We believe that the numbers we have proposed--an
unempioyment rate in the 4.5 per cent zone and an inflation rate declining
to approach the 3 per cent range "by mid-1972--are feasible representations
of that goal. "But the nUIIibers are themselves not the fundamental goal."

The section entitled "Improving the Unemployment-inflation Choice, "
Mr. Dale observed, said that "It is the general policy of this Administra­
tion tha. t where" it has a legitimate role the Government should ac t to
correct market conditions that prolong inflation, or whose correction can
have a favorable effect on the price level. In line with this policy the
Administration last fall took two steps to restrain increases of crude
oil prices. It relaxed limitations on the importation of oil from Canada
and permitted production of oil on Federal offshore leases without restric­
tion by State regulatory commissions." In the following page of the same
section the following sentence appeared: "By a decision taken in January
the Council of Economic Advisers will report immediately to the Cabinet
Committee on Economic Policy on any exceptionally inflationary wage or
price development so that the Committee can consider appropriate Federal
action."

Turning to the section entitled, "The Path of the Economy in 1971,"
which discussed in general terms what was expected to happen during 1971,
Mr. Dale reiterated that the Report did not specifically include numerical
quarterly growth indicators as he himself had done. Nevertheless, some
interesting points were brought out. For example, a sentence on page 84
read as follows: "As a basis for considering what the outcame.:f'or the
year would be with a specific combination of policies, it is convenient
to assume that the money stock will continue to grew at about the rate
that has prevailed since the turn early last year." Furthermore, four
consecutive paragraphs on"pages 84 and 85 read as follows:"

There is a considerable body of op~n~on that expects the gross
national product for 1971 to be in the range 'between $1,045 "billion
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and $1,050 billion, which would be an increase")f 7 to 7.5 per
cent above that for 1970. This is a possible b ltcome. However,.
it seems more likely that with present policies the outcome would
be higher than that and could be as high as $1,065 bi12ion.

A $1,065 billion GNP for 1971 wouid "be consistent with satis­
factory progress toward the feasible targets suggested above--that
is, toward an unemployment rate in the 4.5 per cent zone and an ..
inflation rate approaching the 3 per cent range by mid-1972. This
calculation involves estimates of the rates of increase of produc­
tivityand the labor force, which may in fact turn out differently,
so that the connection between the unemployment-inflation targets
and the 1971 GNP is not a rigid one. Nevertheless, although emerg­
ing information may later suggest a different view, the figure of
$1,065 billion for the GNP in 1971 is an appropriate inter.mediate
target bf a policy whose ultimate goal is not a dollar total but
a desired behavior of prices, unemployment, and real output. It
is reasonable to expect that with an increase of the GNp· to $1,065
billion in 1971, the rate of price increase would be declining
through the year, the unemployment rate would also end the year
significantly lower than at the end of 1970, and real output would
show a strong gain.

For the GNP to reach $1,065 billion in 1971 would' require an
increase comparable to the. ·increases· after the low points of the
economy in 1954, 1958, and 1961. If the rise in the money stock
were to continue at the 1970 rate, the ratio of money to the GNP
would then decline at about the average rate of the period 1952-70.
Although this is a possible development, it is not a certainty.
In the earlier recoveries cited, a major stimulus to the sharp
rise of demand and output was a change from running down inventories
to building them up. This is less likely in 1971 than after the
earlier adjustments, which were much more severe.

A GNP in the neighborhood of $1,065 billion in 1971 is a good
present estimate of the figure consistent with the targets for
unemployment and inflation. It is feasible, and its realization
with the proposed budget and complementary monetary policy is a
reasonable expectation.

Those quotations from the Report, Mr. Dale thought, might be of
particular interest to Executive Directors because they indicated what
the U.S. authorities felt was likely to happen to the U.S. economy.

In addition, Mr. Dale said that in the table entitled "Comparison
of Staff Estimates with U.S. Estimates," the letters "N•A." in the final
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column indicated that he himself had no fir.m projections for imports,
exports, and the current acCount balance. Columns 1 and 2 of that
table showed that U.S. estimates of the foreign sector magnitudes had
'been less favorable than those of the staff, whose figures had been
based upon earlier esti..InB.ting procedures. The outlook for 1971 might
also be somewhat' less favorable than the position indicated by the staff,
numerically represented in column 3. However, at the present time he
was unable to be specific on that point.

Mr. Ugueto said that ID/71/1 was impressive because it had attempted
to put the economic issues of the world economy into perspective. Itwa's
perhaps the desire to focus upon the broad trends of economic activity
that had caused a basic 'imbalance in the document. The title of ID/7l/1
would possibly reflect the contents better if it were called "Economic
Outlook of the Industrial World." From the point of view of. financial
aspects, as well as production figures, the relative'importance of the
issues were weli set forth. He was disturbed, however, that the whole
ofI.a.tin America and the Caribbean, Africa, and Asia, except Japan,
seemed to rate rather low in the paper's economic evaluation of the world.
The figures which were set out in that paper tended to increase his dif­
ficUlty; it was evident that the international trade growth rates of
developing countries were significantly lower than those of all indus­
trial countries. The paper also indicated that the economic disequilibria
between the developed and the developing countries was in no way diminish­
ing. It was evident that in an increasingly "smallerll world such a si tua­
tion would result in continued frictions and social tensions.

Turning to the broader issues raised by the paper, Mr. Ugueto felt
that it might be opportune to explore the possible use of.the paper. On
the one hand, it could serve to improve the Fund's knowledge of the world
economy and provide perspective to the discussion of particular issues
which would doubtless occur during 1971. On the other hand, the present
discussion could result ina consensus concerning the role that the Fund
oUght to play in its particular sphere of activity within the world
economy. In that way, Fund infltienceduring bilateral consulta.tions con­
cerningthe major centers of economic power might be possible. That
procedure might be particularly relevant with respect to the problems of
inflation. There were two main types of inflation. A high rate of price
increases in developing countries characterized one type of inflation,
and considerable progress had been made in reducing such high rates.
For instance, Indonesia had brOUght i·ts own inflation under control and
Brazil had found a method of achieving economic growth with stabilized
prices. Elsewhere in the world the problem of high rates of inflation
had diminished in' importance. The other type of inflation -was charac-

. terized by price increases in industrial countries; 'correction measures
lay within the jurisdiction of each individual country. He believed that
the Fund should look into other possibilities of how it could help in the
solution of problems which were of a fundamental international nature.
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'Ihere seemed to 'be two broad areas of economic or financial activity
which had no well-defined center of control and which the.staff had
properly pointed out as a. source of considerable worry, Mr. Ugueto
remarked. On page 34 of ID/71/l the staff said that" •••balance of
payments problems are perhaps more likely' to arisefram sh~fts in inter­
national capital flows than. from immediately prospective ch,anges in
trade balances." Moreover, on page 35 there was .part of·l:!o' sentence which
read as follows: " ••• the rapid reflux of funds drawn. into the American
banking system from abroad in 1969 caused a huge U.S. payments deficit
and was one of the most unsettling factors in the internat~onal financial
situation; prevention of a reoccurence of large, destabilizing capital
outflows from the United States is imperative." The existence of a
large pool of funds, subject to little or no central control, should
perhaps be an area worth Fund investigation. The Fund might :flee if·,it
could provide guidance to financial markets; somemechaniarn ofsteriliza­
lion or redirection of those funds could perhaps be devised and, if such
a scheme was thought acceptable, the Fund could implement :it. Trade was
another sector of international activity which was not subject to any
apparent multinational supervision. While he himself believed that
trade did not really come under the Fund's jurisdiction, there wa~'no

clearly established body that could intervene in any effective WB¥:in
that fundamental economic activity and produce harmonization.

Turning to two specific.points, Mr. Ugueto said that ~n the first·
place, and cOIlnected with the broad treatment of global trade, the .
Common Market countries ought to be dealt with as one econom,ie:· unit
in which flows of economic activity between the member countries should
not be isolated. Only the trade and financial activities of tp,e Common
Market as a whole with the rest of the world ought to be taken into
account in the discussion of world economic issues. There were so many
factors contributing to inter-country trade in the Cammon Narket-that
did not apply to the rest of the world, and a better sense of proportion
could 'be given to economic issues if the special factors which applied
to the Cammon Market were not included in the general discussion. In'
the second place, a minor point had arisen with respect to Table_ 7-on
page 43 of ID/7l/l. Table 7 included a rather peculiar classification
.of major countries .inthe Western Hemisphere; for reasons which were
unclear and which could 'be explained perhaps by the staff, th~ Netherlands
Antilles were included in the major countries.

Mr. Schleiminger raised a·procedural point. He suggested that
instead of launching thems~lves into an uncoordinated discussion" .Exec­
utive Directors should split their "tour d'horizon" into two stages.
They should start by filling in any 'blank spots concerning the- important
consultation discussions at the beginning of the year on the United States,
the United Kingdom, and Japan. After that, they could review the posi­
tions of other countries. Then they should try to use the information
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given in the first stage of the discussion in an attempt to discover what
might be the general economic situation for 1971.., At the same time,
probable future problem areas might be pinpointed:' some had already 'been
mentioned in ID/7l/1. For his own part, he had some advance information
on the outcome of the 19rO German balance of payments position. He would
prOVide Executive Directors with it if they so desired.

The' Executive~ Directors'· agreed 'to 'M!" •.Schleiminger's proposal.

Mr. Schleiminger said that he was somewhat surprised and a little
disappointed by the meagerness of the U.S. projections, because, if he
had understood Mr. Dale correctly, all that the Economic Report of the
President, as well as the budget, indicated was that there would be a
possi'ble nominal increase of 9 per cent in GNP; even the GNP price defla­
tor had been calculated by Mr. Dale and was not in the Report itself.
Also, there did not appear to be a breakdown of demand into consumption
and investment components, showing how the increase in GNP would occur.
Apart from that, there did not seem to be any projections whatsoever for
the total balance of payments or for individual items such as exports
and imports.

Regarding the authorities' policy strategy, Mr. Schleiminger thought
that the money supply would be increased at about 5.5 per cent. Turning
to the budget, it had been learned recently that certain assumptions and
projections had been made with respect to how· the economy would finally
swing on to a growth path. He asked Mr. Dale l'Thether the' Economic Report
of the President would clarify the position.

The Economic Counsellor remarked that Executive Directors would
recall that in the staff report (SM/70/255, 12/2l/70) on the U.S. con­
sultation the staff had discussed a 6 per cent to 7 per cent increase in
money GNP as the outside limit which was thought likely to be compatible
with substantial progress in reducing the rate of inflation. Of course,
that percentage was not a forecast. It would be useful perhaps if he
put that figure in some perspective in relation to Mr. Dale's table
entitled, "Two Growth Paths Consistent with the Economic Report." The
6-7 per cent figure had not been meant to represent an increase from one
time period to another; rather, it had been meant to reflect an under­
lying rate of increase. Looking at the prevailing situation, allowance
had to 'be made for the fact that in the fourth quarter of 1970 the nominal
growth rate had been' 1.5 per cent. below the trend. By adding 1.5 per cent
to 6.5 per cent, which was the average of the figures given by the staff
for the growth in money GNP, a figure of 8 per cent increase fram the
fourth quarter of 1970 to the fourth quarter of 19r1 was arrived at, and
that would be equivalent to the percentage which the staff had fixed on
in SM/70/255. The 8 per cent figure could be compared with the figures
of 12.0 per cent and 10.6 per cent which appeared in Mr. Dale's table.
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Mr. Dale said in reply to Mr. Schleiminger's inquiry that the
Economic Report of the President did not include quarterly figures.
In the table entitled, "Two Growth Paths Consistent with the Economic
Report," he himself had tried to construct quarter-to-quarter figures.
There were, however, some indicators in the Report of a qualitative .
nature which tended to show that there would 'be samE:! "make-up"···"in GNP
in the early part of 1971 compared with the artificially loW GNP in the
final quarter of 1970 • Assumption "B" in his own ta,blewasa.n approxi-
rna. tion of those indicators, 'but he s tressed thatit was in no way intended
to represent precisely what the Report was saYing. The f0llowing three
paragraphs fram pages 82 and 83 of the Report gave such qualitative
information:

Some of the factors that will determine the course of the
economy in 1971 are present and visible, others may be present but
not now clearly seen, and still others are, from the standpoint of
the Federal Government, matters of policy still to be decided or
at least subject to revision.

The most obvious of the present conditions is that the year 1970
ended with unemployment in the neighborhood of 6 per cent and output
in the fourth quarter about 6.5 per cent beloW its potential. As
explained in Chapter 1, the fourth quarter was significantly depressed
by the automobile strike. This carries with it the probability of a
large rise in output in early 1971 to re'build inventories and meet
customers' demands for motor vehicles. Also, apprehension that there
may be a steel strike after midyear is likely to cause some larger
than usual additions to steel inventories in advance. -. These two
factors will provide a special boost to total output in the first half
of the year 'but they also involve the danger of a subsequent letdown.
The assurance of a reasonably smooth and even expansion throughout
the year must be a special concern of economic policy in 1971.

Aside from these transitory influences, there are several conditions
that promise a strong rise of output during the year. The sharp rise
in housing starts which occurred in the second half of 1970, the large
inflows of savings into thrift institutions in the same period, and
the beginning of a decline in mortgage interest rates all point to a
much increased rate of residential construction in 1971 as compared with
1970. How fully these promising developments translate into more
housing and more jobs will depend heavily on progress in stabilizing
labor and other costs in the industry.

The Report continued 'by discussing business expenditures for plant and
equipment, Mr. Dale noted. Of course, the projections for 1971 in that
sector were not particularly strong. The Report showed that the results of
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a survey YThich had been carried out in November and December 1970
indicated that those expenditures would increase by about ~.5 per cent
from 1970 to 1971. The Report also pointed out t:!lat the recent liberaliza­
tion of depreciation allowances would possibly add about $2.6 billion to
the after-tax cash flow of businesses in 1971. Of course, such a flow
should stimulate, at least during part of the year, expend.1tures on
plant and equipment. In addition, the Report also indicated that the
budget proposed by the President implied an increase of $17.0 billion
in federal expenditures on the national income accounts basis fram
calandar year 1970 to calendar year 1971. By adding up the increased
direct expenditures of the Federal Government, the expenditures that
were being proposed to be passed on to state and local governments under
the· revenue-sharing proposal, and the projected impact of the liberaliza­
tion of depreciation allowances on business, a 9 per cent increase in
total expenditures would result from the fiscal sector in 1971 compared
with 1970. Therefore, the total impact of fiscal operations would give
a 9 per cent increase, which was comparable to the 9 per cent projected
growth of GNP.

The Chairman asked Mr. Dale whether he had any information concerning
the U.S. balance of payments.

Mr. Dale replied that unfortunately there were no numerical estimates
for the balance of payments in the Report.

Mr. Kafka wondered whether Mr. Dale could speculate about the manner
in which the new bUdget might affect the balance of payments, not only
its effect on the current account but also its effect on the overall
account. It was a fact that at certain periods when there had been a
combination of inflation and relatively low interest rates in the United
States, the effect on short-term flows had often been offset by inflows
of equity capital. It was conceivable that the U.S. Government might decide
to experiment again. with the so-called "twist."

At the same time, Mr. Kafka felt concerned about whether the increased
money supply that the U.S. authorities had proposed would still be
compatible not only with the growth of nominal GNP which was foreseen
in the Report, but also with a suitable interest rate level. In fact,
the proposed increase in money supply was not too different from the
maximum figure compatible with the deceleration of price increases
previously set forth by the staff. He wondered whether the policy of
increasing money supply while accelerating the growth of nominal G~
would cause a liquidity squeeze in the United States.

Finally, Mr. K~fka said that he welcomed ID/71/1 and liked the
staff's attitude of skepticism toward projections. In that connection,
he recalled that it had been said that the Brazilian economy had only
variables and no parameters and that made predictions very difficult. A
similar point could be made about the United States and world economies.
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Mr. Johnstone said that the U.S. authorities had presented certain
numbers concerning the outlook for the U.S. economy in 1971. While he
had found it difficult to interpret those numbers, Mr. Dale 1 s table
regarding alternative grovTthpaths had interested him. Assumption "A"
in the table entitled, "Two Growth Paths Consistent with the Economic
Report," was similar to his own projection which he had made after hearing
the U.S. budget news on January 29, 1971. The news that the nominal
growth rate in 1971, even after adjusting for the General Motors strike
in the last quarter of 1970, was projected at 10 per cent or 11 :per cent,
was very disturbing. It was difficult to see how such a grovTth path
could be consistent ~dth the policy objectives which Mr. Dale had just
referred to. The difficulty centered on two types of questions. In the
first place, was it possible for the authorities to stimulate the U.S.
economy to such an extent as to increase nominal growth at a 10 per cent
pace with the main policy levers set as Mr. Dale had sugge sted they would
be? If such a growth rate were possible, was it likely that the rate
of increase in output could be stepped up to Mr. Dale 1 S 'suggested level,
~dthout a deterioration in the present price performance? He himself
had doubts. The figure of $1,065 billion for GNP in 1971 did not seem to
be a very realistic forecast.

In the second place, Mr. Johnstone observed that there was a much
more worrying question to be asked. If it were assumed that the
Administration would continue to attempt to control inflation, and
taking account of the fact that policy adjustments might be necessary,
had it selected a difficult set of targets? Fiscal policy waS given,
with the exception that the Congress might choose to spend more than the
President had suggested and the President. might be rather more reluctant
to veto such increases than he had been in 1970. Adjustment of monetary
policy would be the only tool left for the attainment of the Administra­
tion 1s growth objectives. Given the lags and s.o forth in the system,
he wondered what form monetary policy would have to take in order for
the $1,065 billion target to be achieved. He himself doubted vlhether the
use of monetary policy could give the results that the authorities hoped
for. If hi s assumptions were correct, extremely ,vorrying strains would
emerge both in the U.S. economy itself and in its economic and financial
relationships ~dth the rest of the world.

Reiterating his previous questions, Mr. Johnstone .said that Mr. Dale's
assumption "B" offered the Executive Directors an alternative '"ay of
looking at the possible growth path in 1971. Before accepting the
quarterly increase figures for 1971--$45 billion, $20 billion, $20 billion,
and $20 billion respectively--he himself ,vould have ·to be provided with
a lot more information about the expected spending patterns of particular
sectors of the economy. In his readings from the Economic Rep~t of the
President, Mr. Dale had quoted a sentence which referred to the
desirability of obtaining a relatively smooth gro~rth path Tor the
economy during 1971. The growth path as seen in assumption "B" certainly
did not follow a smooth path.
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Mr. Kharmawan said that he did not envy Mr. Dale f s position because
questions were being asked about the U.S. economy by Executive Directors
who ,\-,ere concerned about repercussions of U. S. pullcy on other economies.
Mr. Dale himself must be concerned about the state of the U.S. economy.
Nevertheless, the fact of the matter was that the United States was so
large that speakers were naturally interested in its health.

Continuing, Mr. Kharmawan noted that Mr. Johnstone had discussed
certain issues which he himself' had been going to raise. However, there
was one specific point which he wished to discuss. Mr. Dale had envi saged
that the U.S. economy would grow to $1,065 billion in 1971; other figures
had also been mentioned. If that growth target were attained, unemployment
would be reduced to about 4.5 per cent by mid-1972. At the same time,
the rate of inflation was expected to decrease to about 3 per cent by the
same date. He himself' was concerned about that 3 per cent figure: did
the authorities hope or expect that that percentage would occur? On
the one hand, if:the 3 per cent figure were based on a hope, it was
rather meaningless. On the other hand, if it were based upon an
expectation or an estimate which itself was based on certain calculations,
he wondered whether those calculations, if they eXisted, could be made
available. If not, perhaps Mr. Dale could explain how that figure had
been arrived at. To be specific, how was it possible to increase GNP
to $1,065 billion if unemployment were to be reduced to 4.5 per cent and
inflation were to be reduced to 3 per cent per annum? \Vhile growth
of the U.S • economy ,'as welcome because it was in the interest of the
United States and the rest of the world, he was concerned that growth
might be accompanied by inflation, and that would not benefit either the
U.S. economy or the rest of the world. With past experience in mind,
the solution to the problem of growth vdthout inflation would not be
easy. Past experience had shown that when there had been slack in the
economy and unemployment had been growing, inflation had persisted. Of
course, it could be argued that past inflation was attributable to wage
claims. It seemed as though the U. S. authorities ,\-,ere going to tackle the
problem from the point of view of demand management; by expanding demand
the economy '-lould grovl and unemployment '-lould be reduced, but there would
still be the problem of inflation. How would the expansion of aggregate
demand be reflected in the price level? Furthermore, he wondered how
the price of labor would react under those circumstances. The footnote
on page 9 of ID/71/1 said that in the early stages of a renewed business
upswing, according to historical precedent, output was likely to be
expanded without proportionate additions to payroll employment; thus,
by making use of unutilized capacity, increased production could outpace
any wage claims. He himself' 'TaS not so sure about that analysis.

Finally, Hr. Dale had referred to the quick reporting of ",age and
price developments which the Federal authorities were contemplating.
He inquired about the kind of Federal action that was being contemplated
by the Administration.
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I-fr. Dale remarked that he :would be quite frank in his responses to
the questions that he had been asked. On monetary policy? recent newspaper
articles had assumed that the rates of expansion that were implicit in
the 1971 projected GNP figure seemed to rely heavily on an extremely
expansionary monetary policy. The Annual Report of the Council of Economic
Advisers had made it very clear that they had been assuming that the
rate of increase in the money stock would continue to grow at about
5.5 per cent. Of course, the institutional arrangements concerning
monetary policy had not been changed, and the Federal Reserve Board and
its Chairman continued to function, as did the Open Market Committee.
Monetary policy '·TaS based on facts, as those bodies saw them at the time
of making policy. He himself thought that there was no reason to assume
that monetary aggregates would be expanded at a greatly increased rate
compared to that of 1970.

With r~spect to the figures that he himself had provided in the
tables, Mr. Dale explained that he had attempted to execute an arithmetic
exercise which was consistent with the figure of $1,065 billion. Of
course, assumption "B" would rely heavily on a "make-up" f"rom the automobile
strike and also, to some extent, from the anticipated steel .purchases in
the first quarter of 1971. The numerical procedure undertaken to arrive
at those figures had been as follows: it had been assumed that the
minimum estimated adverse effect of the General Motors strike on the GNP
for the fourth quarter of 1970 of $14.0 billion (annual rate) would be
made up in the first quarter of 1971, and in addition there would be a
further growth of $30.0 billion in that same quarter; and also the growth
of GNP for the remaining three quarters of 1971 would be at $20.0 billion
per quarter. Assumption lIB", like Assumption "A", was one way of obtaining
estimated quarterly GNP figures which would be consistent ~th an
average GNP figure .of $1,065 billion. Finally, with respect to growth
figures, he referred Executive Directors back to the first paragraph
"'hich he had quoted from page 84 of the Report. His o"m interpretation
of that paragraph would be that the Council was saying that $1, 065
billion was the upper range, not the mid-point, of their projections~

Regarding prices, Mr. Dale observed that his table entitled,
"Price Indicators" provided some of the information which "Was in the
Report about the trend of prices through the second half of 1970. In
the case of the consumer price figures for "All Items" and for "Items
other than food," he had updated the prices found in the Report in order
to include recently available December figures. While he "Was confident
that the 4.8 per cent increase figure for the second half of 1970 was
accurate, he had some slight reservations about the 4.6 per cent increase
figure. The Council had emphasized that the GNP deflator normally
included automobile output, which had been greatly reduced in the fourth
quarter. There "'as a technical argument why the weighting involved in
the total GNP deflator might not be a very good indicator of the underlying
trend recently, which the Council felt was better indicated by the data
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showing GNP excluding automobiles. The series of indicators ..rhich had
been used showed the trend of price increases was distinctly in a downward
direction and also that there was some confidenc~ that it would continue
in that direction. Under the heading "The Goals of Policy" on page 77
of the Report, the Council said the following:

There are several reasons for believing that from this point
forward a further reduction of the inflation rate ..Till be consistent
with reduction of the unemployment rate:

1. A reduction of the inflation rate has already begun. This
is reflected in most broad measures of the price level.

2. There is a lag between the emergence of slack in the
economy and its effect on the inflation rate so that the full effects
on .pricesof ·the sluggish economy in 1970 have yet to be felt.

3. If, as expected, employment rises at a moderate rate during
1971, sufficient slack will still remain in the economy ~o exert
downward pressure on the rate of inflation.

4. Hith output rising fast enough to cut into the unemployment
rate, a high rate of productivity gro'\vth should continue through
1971. Stern cost-cutting measures in 1970 have put businesses
in a posltion to achieve more.favorable trends in costs per unit of
output as operating rates improve. This will help to limit the
pressures of these costs on prices.

Continuing,Mr. Dale commented that there had been a question concern­
ing what would happen to future ..rage rates, apart from the fact that
productivity was expected to increase in 1971. Table 21 on page 58 of
the Report showed wage increase figures for the period 1965-70. The
table showed that for all union and nonunion establishments combined
the rate of increase in wages in manufacturing had been 6.2 per cent in
1969 and 7.0 per cent on a preliminary basis for 1970. The union versus
nonunion establishments breakdown, however, was more interesting. For
union establishments, the rate of increase had been 6.9 per cent in
1969 and 7.7 per cent in 1970. But for nonunion establishments, it had
been 6.0 per cent in 1969 and 5.5 per cent in 1970. On the same page,
the following passage described recent trends: "Although the collective
bargaining calendar was heavy in 1970, only about 6 per cent of the
civilian labor force was involved in major collective bargaining
settlements during 1970, that is, settlements involving one thousand or
more employees. Furthermore, the size of settlements and pattern of
increases during the past few years have varied widely among industries."
That passage provided some indication of the view which the Council took
of probable developments in the wage field in 1971.
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With respect to Mr. Kafka's request for further information on the
balance of payments, Mr. Dale regretted that he could say very little.
Referring to his own table entitled, "Comparison of Staff Estimates with
U.S. Estimates, II he observed that the trade balance for 1970 mght be
somewhat belm, the $2.7 billion figure, which had been given as the
U.S. indication, because developments in the final few months of 1970
had been rather less favorable than had been anticipated earlier. At
the present time, the 1971 U.S. projection would seem to be less favorable
than the staff's projection. A similar comment might possibly be made
about the current account balance, although perhaps to a lesser degree
because the preliminary indicators confirmed that in 1970 the earnings
of U.S. investments abroad had risen quite appreciably, thus offsetting
some of the less favorable developments on the trade side. He himself
would expect a similar trend to materialize in 1971.

Finally, Mr. Dale noted that Mr. Johnstone had indicated_that it was
possible that fiscal policy in 1971 might be more expansionary than had
been projected. He felt that there were two possible reasons for
Mr. Johnstone's remark: one, the GNP forecast might prove to be on the
high side; and tylO, there might be some slippage in fiscal policy because
of the tendency of Congress to proviCl.e larger appropriations than had
been anticipated. On the latter point, he himself was not sure that under
the circumstances Congress would act in such a way. If Congress proved
to be uncooperative as far as the revenue-sharing idea was concerned,
as early indications seemed to suggest, it might provide additional
appropriations for sundry purposes, and thus slippage might occur on
that score. However, it should not be forgotten that the President's
budget proposals anticipated that there would be an additional $6 billion
on the expenditure side attributable to revenue-sharing which might not
appear in the final budget if Congress opposed revenue-sharing in general.
In the coming months, therefore, fiscal policy might at least not be
more expansionary than had been projected, and could prove to be less
expansionary.

The Economic Counsellor said that with respect to the balance of
payments the staff had been given certain information at the time of the
consultation discussions with the U.S. authorities concerning the
difference in the trade balance which would result from a higher GNP.
The U.S. authorities had said that a $10 billion increase in GNP would
produce about a $0.6 billion deterioration in the trade balance • Given
that GNP would increase to $1,065 billion in 1971, or by about $15 billion
over the figures as set forth in ID/71/1, the difference in the trade
balance would be in the order of $1.0 billion. It had to be remembered,
however, that U.S. imports had tended to behave in a far f'rom linear
manner when there had been a rapid expansion of GNP. Therefore, he
himself felt that a $1.0 billion deterioration might be a low estimate-.
As regards the balance of payments as a whole, as some Executive Directors
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had already mentioned, the capital movements situation might become similar
to that of 1969 if all the things which Mr. Dale had cited actually happened.
In other words, if the money supply increased at 5-6 per cent and GNP
increased at 9 per cent, the ratio of money to GNP would again begin
to decline sharply, and that ,"Tould presumably produce a considerable
increase in interest rates, the outflow of money to the Euro-dollar
market would be arrested, and perhaps an.inflow would be produced. Thus,
the question which had to be asked was whether, on the assumption that
both the fi seal and monetary instruments behaved as the authorities
wished, a $1,065 billion GNP figure would be reached. He himse:L:t:, like
other speakers, had doubts about it.

Mr. SChleiminger felt that the growth figure of $1,065 billion would
remain a problem for the whole of 1971, particularly because it was
unlikely to be achieved. Of course, the Executive Board was mainly
interested in what would be the effects on the balance of payments
position. A problem of internatiOnal disequilibrium might occur, and
if so it would. take the form of an imbalance bet\feen the United States
and the rest of the world, especially the rest of the developed world.
Mr. Dale would understand, therefore, the preoccupations of Executive
Directors \nth respect to policy instruments used and targets aimed at.
Moreover, \"hile a nominal GNP figure of $1,065 \V8S certainly achievable,
it was doubtful whether such a figure could be achieved in real terms.
The effects on the rest of the ,"TOrld would be very detrimental to the
global balance of paynlents structure if the projected GNP figure were
obtained only in nominal terms. He himself' would:' be 'interested in .
learning about tl~ expected size of the gap between potential arida~tual
output growth which would result from the proposed'policies'ofthe
authorities during 1971. In 1970 that gap had been about 6.5 per cent.
At the present time, ho,",ever, it would perhaps be appropriate to
digest the available information on the proposed U.S~ policies.' Finally,
he stressed that the balance of payments situation was the most important
aspect of U.S. policy to be borne in mind.

Mr. Dale, referring to the balance of payments, said that to the
extent that $1,065 billion was not achieved and to the extent that the
assumptions about monetary policy in particular were adhered to, there
would be a lagged improvement in the balance of payments. He himself' had
no clear ideas about the effects on either the capital account or on the
current account as compared with the deterioration which the Economic
Counsellor had referred to. That deterioration might stem from income
effects on imports, and maybe exports. .Thus, if it were assumed that
the GNP target of $1,065 billion was not achieved, the obvious
consequence would be that the balance of payments position ought not
to be of too much concern.

Mr. Schleiminger observed that a general problem had arisen both
in the U.S. consultation discussion and in Mr. Brofoss's statement. The
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problem was as follows: should necessary economic adjustments fall
mainly on the current or the capital account of the balance of payments.
Perhaps that was one of the more general problems that could. be discussed
in stage two of the informal session on world economic outlook.

Mr. Gilchri st said that there was very.little which could be added
to the U.K. position because there had been an exhaustive discussion on
it only on January 18.

Mr. Schleiminger said that Germany's internal and external economic
position had received few headlines since the revaluation of the
deutsche mark. As the regular Article VIII consultation would take place
in the second half of April 1971, an Executive Board discussion could
not be scheduled before some time in late spring or early summer.
Therefore, it might be useful if he offered some interim information
both on the external and on the internal situation. As far as the
external account was concerned, the December balance of payments figure,
although not yet published, had been completed. He could provide,
therefore, figures for the whole of 1970. He thought that it vlOuld be
useful to indicate some of the results of revaluation by providing the
figures for both 1969 and 1970; thus, a comparison could be made. He
would limit himself to the aggregates of all the main items of the balance
of payments.,Y'

Mr. Schleiminger felt that there were some conclusions to be drawn
from those. figures, particularly with respect to revaluation. While the
nominal figure: for the ·trade balance had remained roughly unchanged, he
stressed that there had been a reduction in the real trade balance by
about 12 per ~~nt because of increased export prices and decreased .
import values. The German authorities thought that the reduction of the
trade balance in real terms had been mainly the result of revaluation.
In addition, his authorities did not think that the effects of revaluation
had fully worked themselves out. In the case of the U.K. devaluation,
as well as of other countries where the exchange rate had been altered,
initially the terms of trade had changed, .and then later on the volume
of imports .and exports had reacted once the elasticities took effect.
Nevertheless, as far as the trade balance was concerned, a more drastic
impact of revaluation had been expected. After taking stock of the economic
situation, the Chancellor, in a recent speech, had come to the conclusion
that while the amount of revaluation had seemed to be suf:ficient at the
time of its inception, possib~' it had been too much on the low side.
If the German authorities had known about the future trends in the world
economy, particularly about the level of inflation abroad, as well as
the fact that German exporters had been able to pass on increased costs

,Y' See Appendix II.
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to foreign customers despite the increase in the value of the deutsche
mark, they might perhaps have acted differently. At the time of the
revaluation of the deutsche mark, the Executive Lirectors had discussed
what the level should be , . and at the time opinions had been divided.
But in retrospect, the degree of revaluation had turned out to be modest;
not modest in itself, but modest because of the results of inflationary
tendenCies both inside and outside Germany.

Turning to the services item in the account, Mr. Schle~m1nger

commented that the effect of revaluation could be more clearly seen;
there had been a marked deterioration. The main element in the services
item was,· of course, tourism. He himself had discussed with the German
authorities how much of that deterioration was due to revaluation and
how much it was due to the effect of the increased personal income of
the German people. His authorities were inclined to regard the income
effect as even more important than the price effect, although the.greater
deficit in the services account, at least as far as tourism was concerned,
reflected revaluation to a greater extent than did the trade account.

With respect to unilateral transfers, Mr. Schleim1nger noted that
they had increased. Remittances of foreign workers had increased between
1969 and 1970 from IM 3.0 billion to DM 4.6 billion. Normally, there·
was no breakdown of remittances to individual countries. However, as
remittances had been often discussed in the Fund's consultations with
Mediterranean countries, he would give a country breakdown of theIM 4.6
billion deficit in 1970 as follows: DM 1.2 billion to Italy, ~1 1.0 billion
to Yugoslavia; DM 1.0 billion to Turkey, DM 0.6 billion to Greece,
IM 0.5 billion to Spain, and IM 0.3 billion to other countries. Those
figures indicated that a great part of the German trade balance had been
achieved with the help of foreign workers, but theY also reduced the
surplus of the current balance.

The surplus on current account had been reduced from IM 6.2 billion
to Il'vi 2.7 billion, Mr. Schleiminger remarked. The figure of DM 2.7 billion
was valued at between $700 million and $800 million, and was thus rather
modest by international comparisons. The German authorities felt that
it did not create problems either for Germany or for other countries,
particularly so as it had been more than compensated for by long-term
capital outflows.

Turning specifically to long-term capital, Mr. Schleiminger said that
outflows had been drastically reduced from the figure of TIM 23 billion
in 1969 to the figure of IM 4-5 billion in 1970. The 1969 figure had
been the result of the Bundesbank's easy monetary policy which had been
implemented for external reasons in the pre-revaluation period, and also
of the determination of the German authorities to encourage long-term capital
outflows in order to defend the par value. The Executive Board had felt
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at the time that such long-term capital outflows were not sustainable
and that there were indications that a ftmdamental disequilibrium existed.
After revaluation, when monetary policy had been able to adapt itself
to cyclical requirements, the outflow had been reduced. The 1970 volume
seemed to be both sustainable and realistic. Of course, long-term
capital outflows might increase if the global interest rate structure
changed. But for the time being, the authorities regarded a TIM 3 billion
current balance, together with a long-term capital export of TIM 4-5
billion, which would still mean a deficit in the basic balance of paYments,
as a reasonable figure to work with in the future.

With respect to short-term capital, Mr. Schleiminger remarked that
the 1970 inflow of TIM 14 billion was indicative of what had happened to
international monetary flows in past years. That figure had been the
result of a deterioration in the position of the banks, especially
increased bank liabilities, and of heavy borrowing by German corporations
on the Euro-dollar market. The German authorities felt that the short­
term capital figure had been the result of a particular structure of short­
term interest rates. They did not expect it to continue at that level.
The figure of TIM 4 billion for 1969 was, of course, rather misleading
because before revaluation there had been a huge inflow of short-term
funds and after revaluation there had been a reversal of that trend.
The TIM 4 billion figure was, therefore, the het effect of those two large
flows of funds. The year 1969 could be contrasted with the year 1970:
in 1969, short-term capital inflows had been the result of speculation;
but in 1970, short-term capital inflows had been mainly the result of the
effects of interest rates. The German authorities did not expect any
drastic or sudden reversal in the flows of those funds. Some of those
ftmds were the result of loan contracts of German corporations maturing
over time. Thus, even if there was a restructuring of international
interest rate differentials, there would probably be a slow shift into
deutsche mark because of internal reappraisals.

It was interesting to note that if the DM 14 billion short-term
capital inflow were added to the errors and omissions item for 1970, the
resulting value would be more or less equal to the increase in official
net reserves, Mr. Schleiminger observed. That exercise indicated that
a greater part, if not the whole part, of increased German reserves had
been due to money borrowed from abroad. Of course, sooner or later
reserves would be subject to a decline once the heavy reliance on foreign
ftmds was reversed.

Total German reserves were about the same level, $49 billion, that
they had been at ·the prerevaluation time, Mr. Schleiminger noted. At
that time, and in a similar vein to his previous remarks, that figure had
been inflated by speculative inflows of capital. At the present time,
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total reserves had been inflated by inflo~s of capital which had been the
result of interest rate motivations. Taking the trade balance and
services together, i.e., total current balance minus transfers, they
amounted to 1.7 per cent of GNP in 1970. The German authoritie s did not
think that a figure less than 2 per cent was a particularly striking one,
and developments during 1971 would determine whether it would further
decrease.

Regarding the economic outlook for Germany during 1971, Mr. Schleiminger
said that it was difficult to offer any comments. InID!7l/l, the
staff expected an increase in the trade account, and thus the current
account. Of course, the staff might well be correct; but his authorities
believed that the effects of revaluation had not fully worked themselves
out, and that there might thus be further results on the import side of
the German trade balance. As a result of the present wage explosion,
the high increase in disposable personal income, and the rise in consump­
tion, the import bill might increase, and that increase might be much
greater than the rise in exports. Therefore, the trade balance in 1971
could be the same as it had been in 1970 or even slightly ·less. However,
cyclical conditions could cause the trade balance to increase lightly.
In any case, his authorities did not expect· any major movements in one
direction or the other. The IM 4.5 billion long-term capital outflow
which had occurred in 1970 was prObably likely to continue. With respect
to short-term capital movements, the German authorities hoped that in the
future there would be some reversal of the inflows; such a reversal
would have a net effect on reserves, which, if it occurred, would not
cause them any concern. On the contrary, his authorities would very
much welcome any such development. Of course, short-term capital movements
were dependent on both interest rate and aggregate monetary policies of
the United States.

Turning to the internal situation, Mr .Schleiminger remarked that the
economy was in a transitional phase. After.the latest boom had reached
its peak in the spring of 1970, the economy had experienced some gradual
cooling off. The volume of orders from businesses" had been high, and
that would "act as a buffer against any ~udden declineindemand~ Thus,
there was no doubt that total demand had" both declined in rate of expansion
and had changed its composition. With respect to the last; point, private
consumption had been replacing investment as the major demand .factor.
Similar to many other countries, the demand-pull forces, in Germany had
been substituted by strong cost-push forces. On wage rates in particular,
the figures for the year ending October 1970 indicated that the average
hourly earnings in Germany had increased by 15.5 per cent. Productivity,
however, had increased more slowly at a 1 per cent rate. Thus, during
that period, the increase in wage costs per unit had amounted to 14 per
cent. The high increase in ,.,age costs had resulted in a substantial
squeeze of profits, which, of course, might cause certain problems for
the future. Somewhat in contrast to Mr. Brofoss1s view, he himself felt
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that after a period of economic, overbuoyancy, a period of slow 'growth was
probably unavoidable. But the German authorities were ready to prevent
any spiraling down of demand with its consequences of developing slack
in the economy. With respect to prices, performance during 1970 had
not been too discouraging by international standards; but by German
standards it had been relatively disturbing. ' On a December-to-December
basis, 1970 figures recorded that the cost of living increase had been
about 4.1 per cent.

Regarding government policies, Mr. Schleiminger said that they had
been restrictive throughout 1970. There had been a mild restrictionist
policy on the fiscal side, and perhaps a stronger restrictionist policy
on the monetary side. It seemed as though part of the effect of monetary
policy had been compensated for by inflows of short-term capital. The
present rate of growth of the German economy was about 4 per cent annum.
In 1970, real GNP had increased by about 4.9 per cent, which corresponded
to the original projection of a real rate' of about 4-5 per cent. In
nominal terms, the increase had been more than 12.0 per cent, "Thich had
to be compared' with the original estimate of about 9-10 per cent. Those
last percentages indicated that the GNP deflator had been much greater
than 4 per cent, the increase that had been originally expected. It had
to be remembered hm'Tever, that the GNP deflator would be di storted in a
country which had experienced revaluation; it could n~t be taken at its
face value because of terms of trade effects. "'

Turning- to aggregate demand, Mr. Schleiminger said that strong demand
forces had persisted during the first half of 1970. For the year as a
whole there had be'en' an increase in gross fixed investm~nt, both public
and private, of 22 per cent. According to the unofficial estimates of
his authorities, that figure would decrease during 1971 to about 7-8
per cent. The expected change in the volume of gross fixed investment
between 1970 and 1971 illustrated that there was some adjustment of the
German economy taking place. There was a shift from heavy investment to
more moderate investment; that trend was quite normal in the later stages
of the cyclical process. Private consumption was now showing itself as a
major factor in aggregate demand.

Continuing, Mr. Schleiminger remarked that economic policies were
mainly concerned with reducing to a more tolerable level widespread wage
increases. His authorities had also adopted the policy of following
decreases in interest rates in the United States by decreasing Germany's
own bank rate, but with the longest possible lag. The German economy
was not in the same cyclical position as that of the United States;
Germany's real rate of growth was still 4 per cent per annum. Perhaps
Germany's position in the cycle could be compared to the U.S. position
eighteen months ago.

Turning to the future course of ivage movements, Mr. Schleiminger
thought that it would be possible to check increases. There were
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indications in Germany that labor wage demands were still sensitive to
occurrences in the labor market. Clearly, there was certainly some
easing of conditions in the labor market in Ge~y, although they were
not particularly strong. The Government had issued orientation data both
for businesses and for the unions. Those data limited wage increases
to 8 per cent during 1971. Whether the respective sides of the bargaining
table accepted that percentage had still to be seen, but the authorities
were moderately optimistic that they could achieve a more tolerable rate
of wage increases. While the Government was continuing its policy of' mild
restraint via the German type of incomes policy, as applied through the
use of orientation data, it was a,.,rare of the danger that the German
economy might develop a certain amount of slack during the conung year.
His authorities were ready'to act, and had already undertaken contingency
planning; consisting of methods to counteract greater-than-expected
sluggishness of the economy. Policies aimed at stimulating the growth
rate would, if applied, be helped by the accumulated cash reserves which
had been sterilized with the Bundesbank. Those sterilized cash reserves
had been the result of tax revenues in excess of the revenues which would
have been collected under a kind of full employment budget. If economic
actiVity necessitated it, pump priming could be carried out via additional
expenditure programs financed from those sterilized reserves.

Finally, Mr. 8ch1eiminger said that the German authorities were
confident about both the balance of payments performance and their
ability to contain cost inflation, while, at the same time, avoiding
slack in the economy.

Mr. Kafka observed that while Mr. 8ch1eiminger stressed that Germany
had not been in the world headlines very much, he himself felt that it
should have been. Of particular interest was the fact that there had
been a staggering inflow of short-term capital, as well as a large, but
less staggering, reduction in the outflow of long-term capital. Perhaps
the world situation would be pleasanter, for both the world and Germany,
if the German Government had relied more on fiscal and less on monetary
policy. In that case, their restricted monetary policy might not have
been offset by an inflow of short-term foreign capital.

Turning to the sharp rise in unit labor costs which had been mentioned
by Mr. 8chleiminger, Mr. Kafka wondered whether there·were any data which
showed how those costs had been distributed between the export industries
and the branches of industries working mainly for the domestic market.
He himself thought that there had been a tendency in the past for unit
costs to rise less in the export industries than in the branches of
industries which worked mainly for the domestic market. In addition,
Mr. 8chleiminger seemed to have indicated that the authorities I restrictive
policy, as long as it lasted during 1971, would center on interest
rate reductions lagged to the declines in the U.8. interest rate rather
than on· fiscal policy. He wondered whether Mr. Schleiminger could confirm
whether or not that was so.
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Finally, Mr. Kafka suggested ,that when stage two of the informaJ.
session was reacped, Executive Directors ought to pay special attention to
coordination of interest rates.

Mr. Dale said that he was interested, as Mr. Kafka had been, in the
apparent difference between the behavior of unit labor costs in manufactur­
ing in general and export unit values of manufactured goods, both of
which ,vere illustrated on page lOb of ID/7l/1. He himself wondered v,hy
export unit values seemed to have behaved rather Ylorse than the unit
labor costs in manufacturing in the United States, while the opposite
appeared to have been the case in Germany. It was also interesting to
note that there was apparently a large difference in the GNP deflator
compared with the cost of living index in Germany for 1970:' the cost of
living index had increased by about 4 per cent, but the GNP deflator
seemed to have increased by roughly 8 per cent, which was based on the
figures for both real and nominal GNP that Mr. Schleiminger had provided.
He himself questioned whether such a difference was really the result of
technical problems associated with revaluation. Perhaps there were
some other eXPlanations.

Noting Mr. Schleiminger's interesting balance of paYments presentation,
Mr. Dale observed that taken together the trade balance plus the services
item amounted to just under 2 percent of GNP. Such a percentage did not
seem to offer the world any particular problems. But he himself felt
that by totaling certain current account items and expressing the results
as a percentage of GNP in order to indicate the appropriateness of a
country's policies was not always valuable. Perhaps other kinds of
international standards or criteria ought to be looked at in that connection.
It might be worth discussing the issue during stage two.

Mr. Schleiminger agreed ,·Tith Mr. Kafka's comments regarding the
fiscal policy of Germany. Hhile German economic policy had not meant to
be one of gradualism the authorities had underestimated the strength of
the boom and as a result fiscal policies had taken on a gradual effect.
Again agreeing with Mr. Kafka I s vie....', a greater share of overall policy
should have been allocated to fiscal restraint, thus monetary policy would
have been relieved. But it had to be remembered that the Government ,.,as
intending to use fiscal policy if countercyclical action was made
necessary. At the present time, fiscal policy was well suited to 'such
action because of the measures which the authorities had already taken.
The 1971 budget would cater for an increase in expenditure of' 12 per cent,
which was greater than the expected increase in both real and nominal GNP.
Therefore, some stimulation of aggregate demand would come from the
budget for the coming year.

With respect to unit costs, Mr. Schleiminger remarked that it was not
possible to provide a breakdown on the lines that had been requested.
Regarding the external field,. in the investment goods industries, as well
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as in the consumer goods industries, the increase in unit costs had been
steep. In all parts of industry productivity had been quite low and wage
claims had tended to reflect one another. \

Turning to the trade and services relationship to GNP as a standard
for measurement of the balance of payments,. Mr. Schleiminger said that
in normal times trade and services were the contribution of the foreign
sector to total GNP. He himself had merely mentioned the figure of about
2 per cent because in the past a figure of 3.5 per cent had been recorded
and some Executive Directors had critically commented upon that figure.
By attaining less than a 2 per cent level, the German authorities had
tried to meet some of the criticisms that had been made in the past.

Turning to interest rate coordination, Mr. Schleiminger concurred
with Mr. Kafka's view. It was a topic that ought to be di scussed by the.
Executive Board, and could be taken up in stage two.

z.Ir. Kafka believed that Mr. Schleiminger had indicated that the
1971 budget would be expansionary. At the same time however,
Mr. Schleiminger also foresaw that there would be a need to contain
aggregate demand, in particular in order to discourage excessive wage
increases.· The consequence of that policy would mean that· a large burden
would fall on monetary policy because not only would it have to offset
some of the strong expansionary tendencies in the German economy, but
also counterbalance fiscal stimulation.

Mr. Schleiminger remarked that economic policy always included some
qualitative psychological elements. The German authoritie s believed
that a budget expansion of 12 per cent was not only tolerable but, under
the eXisting circumstances of the transitional phase, it was probably
the correct role to be played by the public sector. If the Bu.'ldesbank
followed a cautious and restrictive line, it would mainly be for psycholo­
gical reasons. The central bank did not wish to give the impression either
to the unions or to business that there were no longer any reasons why
restraint should be exercised with respect to wage claims.

With respect to the GNP deflator, Mr. Schleiminger agreed with
Mr. Dale that it had been very high, perhaps 7-8 per cent. Conversely,
the rise in the cost of living index had been much lower. He believed
that a major reason for the apparent discrepancy could be explained by
the very high increase in building costs. Those costs had been included
only to a moderate extent in the current cost of living index. In
fact, the building industry's prices had increased 20 per cent, and
even more during the boom period. "lith respect to the effect of revalua­
tion on the GNP deflator, according to the results of the 1961 revaluation
there seemed to be a particular relationship between revaluation and the
deflator. As far as he could recall, at least 1 per cent of the GNP
deflator increase had been due to the revaluation and the improvement
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in the terms of trade. Revaluation was, therefore, an important factor
to be taken into account when explaining the apparent discrepancy.

Mr. Johnstone said that the exchange between Mr. 8chleiminger and
Mr. Kafka concerning Germany's economic policy mix had raised a question
in his own mind. While perhaps it was a more general question and should
be discussed in stage two when Executive Directors examined the problems
of harmonization of monetary policies, it was worth voicing at the
present time. He wondered to what extent the German authorities felt
themselves able to deal vTith the domestic effects of capital inflows. He
stressed that his question did not concern the warding off of capital
inflows. He recalled that from certain· sources, particularly the
comments in the Bundesbank report which had followed revaluation, there
had been a feeling that prior to revaluation all the efforts which had
been made to neutralize 'the domestic effects of capital inflow's had not
been very successful. He himself would be interested in any conunents
which l~. 8chleiminger might wish to make concerning the degree of confi­
dence which the German authorities had with respect to mitigating the
domestic effects of capital inflows •.

Turning to the Canadian situation,' Ml' • Johnstone explained that he
intended to connnent briefly on the outlook as it was seen by Canadian
forecasters. That outlook did not represent an official forecast. He
intended to describe the areas of common agreement among officials and to
indicate any differences between those views and the comments set forth
in ID/7l/l. He stressed that differences of opinion did not necessarily .
reflect on the judgment or forecasting of those who had prepared the
paper but reflected the updating of views of the Canadian officials.
For example, in Table 1 on page 37 of ID/7l/l, the staff projected that
the growth of real output of -Canada during 1971 would be 3.2 per cent, but
that projection had come from an earlier forecast made by the Canadian
officials. At the present time, a growth of 5 per cent or as much as
6 per cent was the consensus forecast discussed· in Canada ,n.th private
forecasts clustering at the upper end. The difference between 3.2 per
cent and 5-6 per cent was largely the result of higher growth prospects
expected for the first half of 1971. One reason for the changed prospects
was the change in the stance of economic policy due to the effects of
both the December 3, 1970 budget and the relative easiness of monetary
policy. With respect to specific categories where expenditure was
likely to increase, housing was expected to be fairly strong. Expenditure
in the housing sector had increased from the low reached about one year
ago. Furthermore, government spending ,fOuld provide some stimulus to
the economy.

With respect to the external sector, Mr. Johnstone said that the
1970 outcome of the trade and current accounts had been higher than
anticipated earlier. Hhile Table 9 on page 45 of ID/7l/l gave an estimated



- 33 - IS/71/1 - 2/1/71

value of $900 million for the 1970 Canadian current account, more recent
estimates indicated that a value in excess of $1.0 billion was more
likely.

One of the main uncertainties in the Canadian outlook was private
investme~t, 14r. Johnstone noted. There were many technical forecasting
difficulties ~rith respect to investment. The main indicator for business
plant and equipment expenditures was the Investment Intentions Survey,
which in the last couple of years had not proved very reliable. Therefore,
the forecasters were in considerable doubt as to how to read the prospects
for private investment in the course of 1971. One factor 'Which might
lead to the discounting of some rather bullish views about private
expenditure was the fact that the corporate sector had been experiencing
a considerable profit squeeze, and that tended to provide the basis for
certain skepticism about the investment situation~ Referring back to
the 5-6 per cent forecast of the growth of real output during 1971, the
difference between 5 per cent and 6 per cent could .largely be explained by
the views that different forecasters held about the level of investment
spending.

The current account ended 1970 in a strong position, Mr. Johnstone
observed. The trade balance for the four quarters of 1970 had produced
the following results (at annual rates): first quarter $2.7 billion,
second quarter $2.7 billion, third quarter $2.4 billion, and fourth
quarter $4.0 billion. A substantial part of the increase in the fourth
quarter had been the result of the strike at General Motors, which had
had the effect of increasing the net balance on automobile trade between
Canada and the United States, and thus had improved the trade account
as a whole. In 1971 the surplus on trade and current accounts was.
expected to become smaller. It was, however, extremely difficult to
assign any value to that surplus because of the reasons related to
the uncertainties about the Canadian economic outlook and also because
of the uncertainties concerning the external situation. Comparing 1971
with 1970, the increase of imports into Canada might prove to be in excess
of the 9.5 per cent which had been projected by the staff in Table 3
on page 39 of ID/71/1. That higher estimate would, of course, be
consistent with a growth of GNP in excess of 3.2 percent. The expansion
in imports in 1971 might be 10.5 per cent or even 11.5 per cent. As
far as exports ,·,ere concerned, and with the rider that there were signi­
ficant uncertainties about the world outlook, he himself would not
argue too strongly with the 8 per cent forecast which had been.given
by the staff in Table 4 on page 40 of ID/71/1.

Regarding wages and prices, 14r. Johnstone said that Canada had
had an extremely good price performance in 1970. That performance had
been true of most of the main price categories, including wholesale and
industrial selling prices and final prices, as measured by the consumer
price index. In 1970, declining food prices had influenced overall price
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trends. Unfortunately, he did. not anticip~te that the 1971 aggregate
price performance would be influenced by declines in the prices of food.
Thus, there might well be a slightly more rapid increase in the consumer
price index and in final prices in general during 1971 compared with 1970.
But it wa~ generally believed that the good price would be at risk, Unless
cost increases moderated. In fact, the cost structure had to be viewed
very seriously. It was· for that reason that the Canadian authorities
had been trYing extremely hard to encourage a moderate recovery of growth
to gradually absorb the high level of slack in the economy because they
were extremely anxious to guard against a resUrgence of inflation.

Finally, Mr. Johnstone commented that he had assumed in his review
of the Canadian outlook that developments in the United States would not
be significantly different from those which the staff had mentioned in
ID/71/1~ The future of the Canadian economy had to be viewed in two ways.
In the first place, the behavior of the domestic·econom;y vas important.
In the second place, the external sector perhaps played a very important
role. It was the latter, of course, which made any assessment .of the
Canadian outlook dependent upon the outlook for the United States.
Therefore, it seemed fair to say that whatever uncertainties might have
existed about the future of the Canadian external position, they would
have been greatly increased by the most recent developments with respect
to the outlook and the policy of the United States.

Mr. Gilchrist said that he expected world output to rise faster in
1971 than it had done in 1970.· At the same time, he fore saw that prices
would rise a little more slowly in 1971 than in 1970. Unfortunately,
price trends were more complex than that because, as ID/7l/1 pointed
out, it was clear that the increase in prices in 1971 would be greater
than the average price rise for the 1960's. In addition, the price
increase which the staff had forecast for 1971 might turn out to be on
the .low side because the outcome of the various wage settlements which
had been made during 1970 had not yet been fully reflected in final
prices.

With respect to trade, Mr. Gilchrist observed that import propensities
of the industrial countries had tended to rise 1nrecent years. He
questioned whether the decline in imports for 1971 would be of the
projected order. It might be wise to cast doubt upon the aggregate
effect of individual forecasts, merely because of the manner in which
import propensities had behaved in the recent past. Thus, the developing
countries might receive some comfort from that fact. The projections
for exports of primary producing countries during 1971 seemed to be
rather unrealistic. The staff had presented the rather high figures of
11.2 per cent in 1970 as against 9.3 per cent in 1971 for increases in
the value of exports of developing countries to indust~ial countries.
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With respect to the U.S. budget, Mr. Gilchrist thought that a battle
might occur because some U.S. authorities might urge for rather an
undue monetary expansion. If, in fact, that occurred, it would be
difficult to see what would happen to the current and capital accounts.
But as there would anywa:y be a worsening in the U.S. trade or current
account balance, there could be no prospect of improvement in 1971.

Recent events had cast a shadow on the whole spectrum of forecasts
for 1971, Mr. Gilchrist believed. It was difficult to see what would
happen to the rest of the world. In any case, the whole problem of
short-term capital movements and interest rate policies would be more
difficult to solve than had earlier been hoped.

He had been thinking of pointing to both Germany and Japan' as, .
examples of countries which could slow down a little in the progress
they had been making on the price stability problem, Mr. Gilchrist said.
It could be argued that those countries should err on the side of too
little rather than too much restraint because all other countries would
benefit from such policies. Such thinking would be sympathetic to
Mr. Brofoss's thesis that an improvement was not necessarily an improve­
mentj the concept of "improvement" depended upon the point of view being
expressed. But it seemed to him that U.S. policy had recently become more
important. As a result, he could no longer sUggest that a country, for
instance Germany, should slow down on its price stability policy for the
benefit of the rest of the world. The only thing that could be
recommended would be for countries to' adopt a "self-preservation"·policy.
The coming year would be an extremely difficult one, and he himself' would
not blame a country which decidedth.B.t a "self-preservation"policy was
the most appropriate one. In a similar vein, the same remarks applied
to Canada in its attempt to fix a nevl par value as they had done for
Germany. It would be difficult to blame the Canadian authorities for
putting off any decision about fixing a new par value.

The staff paper set forth various trends, Mr. Gilchrist observed.
There were many lessons to be learned about recent events concerning
the timing of policy measures and the introduction of inadequate policy
measures, when measures were eventually taken. The~e , seemed to be an
enormous problem associated with the knitting together of readjustment
policies, and at the present time, few countries seemed to be able to
discover a satisfactory solution.

A big problem which had to be faced in the-future concerned the
obtaining of an appropriate monetary and fiscal policy mix, Mr. Gilchrist
believed. The probleItls of interest rates and capital movements and global
coordination of their solution were important, ~ut not so'much as the
monetary-fiscal mix issue, which"'vas an old problem. The heart of the
matter was that monetary policy could not distinguish clearly between
internal and external considerations, and that was so because fiscal
policy was not always appropriate.
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Finally, Mr. Gilchrist fe~t that there would be no great advance
in 1971 because too many countries would take up the posture of self­
preservation.

Mr. Kafka wondered what were the staff's views about the expected
growth path of the developing countries in 1971. He well understood why
the staff had not discussed the matter at length; certain difficulties
'\-Tere involved. However, it might have been useful if the staff had made
some comment because then it could have been compared to the GECD's
forecast. Although there were some UN reports which were quite interesting,.
they did not cover the ground he was interested in. His own prediction
was that the internal forces of expansion would continue to be as strong
as they had been in 1970, and that growth would not be hampered by any
lack of reserves. There was, however, the question about the slowdown
in the expansion of exports. His own feeling was that such a slowdown
would not be sufficient to have significant effects. But in any case,
he. wondered whether the staff would give its own opinion.

The Economic Counsellor ~oncurred with Mr. Kafka's appraisal. The
staff had not made any specific statement concerning the growth prospects
for the developing countries because it would have been extremely difficult.

I-fr. Kharma"Tan said that he wished to make some remarks about the
problems of the developing countries. He shared I~. Gilchrist's gloom
regarding the development prospects for 1971. Because developing countries
were dependent on the economic situation of the industrialized countries,
they were naturally concerned about the problems of developed countries.
Developing countries hoped that the industrial countries would grow but
under stable conditions. Stability was, in fact, a major problem which
concerned them. He himself wished for two things: first, that the
developed countries would be more cautious when trying to expand, particu­
larly with respect to price stability; and second, that if the developed
.countries were determined to pursue expansionary policies, there would
be a lengthy lag before the effects of those policies would materialize.

Turning to the point that the reserves of the developing world had
been increasing, Mr. Kharma'\-Tanwondered whether it \\rould be possible for
the staff to indicate .which countries had gained the most reserves and
which countries had not gainE:d any. He himself felt that rath~r a small
number of countries had experienced increasing reserves. In addition,
increased reserves seemed to have occurred in countries with relatively
small populations. If that were the case, a few of the developing countries
which had small populations and high reserves would not be very concerned
about global developments in 1971. But he wondered what would happen
to the 'rest of the developing world during 1971. Mi'. Brofoss had
mentioned that the increase in reserves of the developing world pointed
to the fact that massive financial assistance had taken place. He
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himseli' believed Mr. Brofoss to be correct. He inqlrl.re9- how were the
developing countries .dth few reserves expected to continue their
development effort in the face of present world difficulties. Further­
more, he believed that countries did not like to ask for financial
assistancej they preferred to be seli'-sufficient. In that respect, there
were some ominous signs on the horizon. For example, there was a
tendency in some countries to restrict imports. The staff indicated
that the countries which comprised the Far East, excluding Japan, depended
to a large extent on the export of manufactured goods for their livelihood.
He wondered what would happen to the export earnings of those developing
countri~s if industrial countries restricted imports. As far as the
primary producing, developing countries were concerned, there were still
the tariff problems of the Common Market and the problem of stockpile
releases. Those additional problems would also affect the export earnings
of developing countries. It was because he believed that the developing
world wished to be more dependent on its own export earnings rather than
on aid that he drew the attenti04 of the developed countries to the trade
difficulty, especially as the future was so uncertain.

The Economic Counsellor ans'Tered Itt. Kharmawan by reviewing what had
happened during 1970. He himself did not believe that the improvement
in the reserves of developing countries had been highly concentrated and
had only affected a few countries with high incomes. It should come as
no surprise that in a year when the United States had had a deficit of
about $10.0 billion on the official settlements basis, the countries of
the rest of the world, taken together, had had a surplus. In fact, 75
per cent of the countries in the rest of the world had experienced increas­
ing reserves; conversely only 25 per cent had had decreasing reserves.
As far as numbers were concerned, and looking at the distribution on a
regional basis, Latin America, the Middle East, Asia, and Africa had all
increased their reserves during 1970. The total increase in reserves
had amounted to $2.6 billion through September 1970. That increase must
have been one of the highest in any postwar period. In addition, SDR 1.7
billion had also been allocated to those regions. Moreover, all those
regions had reduced their indebtedness to the Fund; taken together,
repurchases had amounted to nearly $500 million in 1970. Furthermore,
there had been practically no compensatory financing dra.angs during
that period. The most recent list of countries that would on the basis
of their export earnings be entitled to make compensatory financing
drawings from the Fund had been less than 10. Of course, fe'T of the
countries that were theoretically entitled to make such drawings actually
did so. Finally, with respect to the size of countries which had had
increases in reserves, there had been the oil-producing countries, India,
and Brazil.

Mr. Kharmawan said that 'Tbile he had not commented upon the
difference in reserves bet'Teen deveJ_oped and developing countries,he
had remarked upon the reserve position of developing countries. In that
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respect, he had not challenged.the fact that there had been an overall
increase in reserves. The point at issue concerned the reserve position
of developing countries per see He felt that the total reserves of the
developing world were concentrated in a few countries. Thus, with
respect to import needs, the majority ·of those countries did not have
adequate reserves for development efforts. He reiterated that developing
countries were concerned about their exports. Finally, there was a
tendency for developed countries to improve their balance of payments
positions. But he was concerned that the developed world might improve
its external position at the expense of the rest of the world.

The Executive Directors agreed to continue their discussion of the
world economic outlook at a ·later date.

W. IA.'\olRENCE HEBBARD
Secretary
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APPENDIX TO MR. DALE'S STATEMENT
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APPENDIX I

Two Growth Paths Consistent with the Economic Report

. GNP in "Current Prices
d~11~r"sS."~.

... ~'.... ..... ',

(Annual rate, billions of U.S.

1970 Year
III IV Year I II III IV Year

A. 985.5 990.9 976.8 1,020 1,050 1,080" 1,110 1,065

B. 985.5 990·9 976.8 1,035 1,055 1,075 1,095 1,065

Percentage Growth

1970-1971 1970111 - 1971 III 1970 IV - 1971 IV

A. 9.010 9.610 12.010

B. 9.010 9.110 10.610

NOTE: A - Assumes about equal quarterly growth from 1970 IV level of GNP.

B - Assumes minimum estimated adverse effect of General Motors strike
on 1970 IV GNP ($14 billion annual Rate) is made up in 1971 I,
that 1971 I has further growth of $30 billion, and that quarterly
growth thereafter is equal to $20 "billion per quarter.
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APPENDIX I

Comparison of Staff Estimates with U.S. Estimates

(Percentage rates of growth);'

1970 1971
Staff U.S. Staff U.S.

1-
..

GNP -0.4 -0.4 3.5 4.5-5.0*

2A GNP deflator 5·3 5·3 3.9 4.0*

3· Imports 10..1 10·9 8.4 N.A.

4.• Exports 16.5 14.3 6.0 N.A.

8. Trade balance 3.0 2.7 2.3 N.A.

9· Current account
balance 3.7 N.A. 3.6 N.A.

* Council of Economic Advisers' Report contains no explicit estimate,
but these magnitudes appear broadly consistent with Council's Report.
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APPENDIX I

Price Indicators

(Annual ra te s of increase, seasonally adjusted)

1969 1970
1st half' 2nd half 1st half 2nd half

GNP Deflator
.. .~.. _..

Total GNP 4.9 5.3 5.4 .. 5.2

GNP, ex autos 4.9 5.4 5.6 4.2

Consumer Prices

All items 6.4 5.9 6.0 4.8

Items other than food 5.3 3·5 4.6 4.6

Wholesale Prices

All commodi ties 5·3 4.2 ·2.6 2.1

Industrials 3.6 4.2 3.8 3.4
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APPElIDIX II

APPENDIX TO MR. SCHLEIMINGER'S STATEMENT

Changes in German Balance of 'Payment~ in 1969 and 1970

(In 'billions of deutsche mar~)

......_. ," !

1969 1970

(f.o;b.)
.,- .

Exports 113.5 125.3
Imports (c.Lf.) 98.0 109.6
Trade balance +15.5 +15.7

Services -1.0 -3.~6
Unilateral transfers -8.4 -9·5
Current balance +6.2 +2.7

Long-term capital
Banks -10.8 ~1.0 .
Corporations -10.2 -3.1
PUblic authorities -1.9 . -2.5'

Total -22.9 -4.6

Short-term capital
Banks +4.3 +7.9
Corporations -0.3 +6.5
Public authorities 0 -0.4

Total +4.0 +14.0

Total capital transactions -18·9 +9.4

Errors and omissions +2.3 +9·9

Net official reserves -14.4 +22.7

Total net official reserves: End September 1969 48.2
End 1969 26.3
End 1970 49.1


